
Insurance 
Rent, Rates and Taxes 
(50% F~ctory) 
Postage and Telegram 
Miscellaneous Expenses 
Travelling and Conveyance 
(50% Factory) 
Carriage Outwards 
Machinery 
Furniture 
Debtors 
Creditors 

Rs. Rs.' 
8,800 

The Closing Stocks are as follows: 
Raw Materials m , m  
Work-in-Progress 2 4 , O  
Finished Goods 16,000 
(Answer; Cost of Production Rs. 6,26,750; Gross Profit Rs, 1,41,250; Net Profit 

Rs. 79,000; Mance S h e e t ' ~ ~ t ~ l  ,Ql2,30,!)0()). 

- 
Note: These questions will help you to understand the unit better. Try to write 

answer for them. But do not submit your answers to the University for 
assessment. These are for your practice only. 



UNIT 8 ACCOUNTS 

8,O Objectives 
8.1 Introduction 
8.2 Need for Adjustments 
8.3 Treatment of Adjustments in Final Accounts 

8.3.1 Closing Stock 
8.3.2 Outstanding Expenses 

. 8.3.3 , Prepaid Expenses 
' 8.3.4 Accrued lncorne3 
8.3.5 Income Received in Advance 
8.3.6 Depreciation 
8.3.7 Interest on Capital 
8.3.8 Interest on Drawings 
8.3.9 Interest on Loan 
8.3.10 Bad Debts 
8.3.11 Provision for Bad Debts 
8.3.12 Provision for Discount on Qcbtors 
8.3.13 Provision for Discount on Creditors 
8.3.14 Manager's Commission 
8.3.15 Abnormal Loss of Stock 
8.3.16 Drawings of Goods by the Proprietor 

8.4 Preparation of Final Accounts with Adjustments 
8.5 Adjustments Given in Trial Balance 
8.6 Let Us Sum Up 
8.7 Key Words 
8.8 Some Useful Books 
8.9 Answers to Check Your Progress 
8.10 Terminal Questions/Exercises 

8.0 OBJECTIVES -- - 

After studying this unit you should be able to: 
explain why adjustment entries are necessary at  the time of preparing the final 
accounts 

@ list the items in respect of which adjustments are usually made 
9 pass the necessary adjustment entries 
@ prepare final accounts with adjustments. 

l%.l INTRODUCTION 

In Unit 7 you learnt about the preparation of simple final accounts. They did not 
involve any adjustments. In practice, however, you are always required to make some 
adjustments while preparing the final accounts. It is because there may be many 
expenses and incomes relating to the current year which are still to be brought into the 
books of account. Then there may be certain items recorded in current year's books 
which actually relate to the previous year or the next year. Unless such items are duly 
adjusted in the books of account, the final accounts will not reveal the true and fair 
view of the state of affairs of the business. Inthis unit you will lean1 about all items 
which require adjustments and study how such adjustments are made in books of 
a b u n t  and how they are incorporated in the final accounts. 



Final Accounts 

... 

-- 
8.2 NEED FOR ADJUSTMENTS -.- - 

YoC know that the financial reporting requires tlie summarisation of business 
operations for a specific accounting period. It is quite possible that certain transactions 
recorded in current year's books may partly relate to the previous year or to the 
following year. It is also possible that-certain expenditure incurred during the current 
year has not yet been paid and so not recorded. Siinilarly, there may be certain 
incomes earned during the current year which have not been recorded because they 
have not yet been received. If such items are not adjusted or brought into current . . __- .  . - -- -- .-, 

year's books of account, the summary presented in the forin of filial accou~~ts willnot 
reveal the true picture. Let us take the exainple of an a~rlount of Rs. 6(Hl paid on July 
1,1987 towards insurance premium. You know ally general insurarice usually covers a 
period of twelve months. Suppose the accounting year is ending on December 31, 
1987 it would mean that half the amount of imsur;rnce premium paid 011 July 1,1987 
pertains to the next accounting year i.e., 1988. Ig'herefoas:, while preparing the final 
accounts of 1989, the expenditure on i~lsurance yrernium that should be debited to the 
Profit and Loss Account is Rs. JOO (Ks. 600 paid - Bs. 300 pertaining to 1988). The 'i 

remaining amount of Rs. 300 will he carried fo~ward and charged to the Profit and 
Loss Account of 1988. Take another example. The wages Of workers foi the moiith of . 
Dece~nber, 1989 were paid on January 7,1988. This lilealis tlie Wages Account of 
1987 does not include the wages for thc month of December 1'387. Such unpaid wages 
termed as 'Wages outstanding' have to be brought into the books and debited to the 
Trading Account along with the wages alseady paid. Similarly, adjustmelit rriay also 
becon~e necessary in respect of certain irlcomes received in advar ce or those which are 
outstanding as at the end of tlie accountitig year. Apart f r o ~ r ~  these, there are ~ e r t a i ~ ~  
items which cannot be recorded on day-to-day basis such as depreciatiori, interest on 
capital, etc. They are generally adjusted at the time of preparing the final accounts. 
All items which need alteration or which are to be brought into books at the ti~nc of 
preparing final accounts are called 'adjustments'. The purpose o f  rnakirig various 
adjustments is to elnsure that the final auourits reveal the. true financial positior~ of the 
business. Therefore, when you are to prepare the final accounts of any business, you 
are provided with a Trial Balance and some additional informatio~~ in respect of the 
adjustments to be made. 

--- -------.--- ---. - -.--- ------- 
8.3 TREATMENT OF ALBJUS'IL'MENTS IN FINAL 

ACCOUNTS - --- 

There are several items whida need adjustment at tlie tirne of preparing the final 
accounts. Some of the important and cornmoil adjustn~etlts are listed below: 

1 Closing Stock 
2 Outstanding or Accrued Expe~lses 
3 Prepaid or Unexpired Expeuses 
4 Ot~tstanding or Acc~lred Incomes 
5 incomes Received in Advance (Unearned Income) 
6 Depreciation 
7 interest on Capital 
8 Interest on Drawings 
9 Interest on Loan 

10 Bad Debts 
11 Provision for Bad Debts 
12 Provision fur Lliscount on Debtors 
13 Provisio~i fur Djscou~nt on Creditors 
14 Manager's Comxnission 
15 Abnormal Loss 
16 Drawing of Goods by the Proprietor 

Let us now discuss tlie nature of cach item of adjustnme~it and its treatment in the final 
accounts. hl this connection you must remember that the general prirlciple of double 

' entry has to be fully followed. Hence, for bringing any item into the books of account 



or adjusting the ambunt of any expense or income, you have to ensure that the 
amount is debited to one account and credited ,to another; and while showing it in the 
final accounts the item should appear at two places, one representing the debit and the 
other representing the credit, otherwise the Balance Sheet will not tally. Usually, each 
ad@strnent wiM &st appear in the Trading and Profit and Loss Account and then in the 
IJJance Sheet. 

1 8.3.1 Closing Stock 
You know that all goods purchased or produced during the year are not completely 
sold-aut by the end of the year. Some goods always remain unsold as at the end of the 

which are called 'Closing Stock'. The Closing Stock does not usually appear in 
the Trial Balance. It is mostly given in the form of additional information. Since Gross 
ProfitlGrbss Loss cannot be worked out without accounting for the closing stock it is 
brought into books by means of the following adjustment entry. 

Closing Stock N c  
To Trading A/c 

Dr. 

The closing stock is treated in the final accounts as follows: 
i) On the credit side of Trading Account: shown as a separate item, and 
ii) On the assets side of the Balance Sheet: shown as a separate item under Current 

Assets. 
Adjusted Purchases and Closing Stock: Sometimes the closing stock may be given in 
the Trial Balance itself. This would mean that both the opening and the closing stocks 
have been adjusted in the purchases. In such a situation, the opening stock will not 
appear in the Trial Balance. The TriBl Balance will show only the figures of adjusted 
purchases and the closing stock. The adjusted purchases are in fact the cost of goods 
sold. They have been worked out by adding the opening stock to purchases and 
subtracting the closing stock therefrom. Hence, the adjusted Purchases are shown on 
the debit side of the Trading Account. In such a situation there is no need to show 
closing stock in the Trading Account qs it already stands adjusted in purchases. It will 
be shown only on the asset side of the Balance Sheet. 

2 

I 8.3.2 Outstanding Expenses 
Outstanding expenses are those expenses which have been incurred during the current 
accounting year but have not been paid till the end of the year. They are also called 
'expenses accrued'. The common examples of such expenses are the salaries, wages 
and rent for the last month of the accounting year paid in the first month of the next 
year. Since they remained unpaid as at the end of accounting year, no entry might 
have been passed in the books of account. So, they must be taken into account while 
preparing the Trading and Profit and Loss Account otherwise it will not reveal the 
correct amount of profit or loss. The following adjustment entry is passed in respect of 
outstanding expenses. 

Concerned Expense A/c Dr. I To Outstanding Expenses A/c 

I The outstanding expenses will be treated in final accounts as follows: 
i) Added to the concerned expenses in the Trading and Profit and Loss Account, and 

ii) Shown on the liabilities si,de of the Balance Sheet as a separate item under Current 
Liabilities. 

8.3.3 Prepaid Expenses 
Sometimes, the bedefit of some expenses will be avdlable not only in the current 
accounting year but also during the next year. That portion of expense the benefit of 
which is yet to.be received is called 'prepaid expense'. It is also called 'unexpired 
expense'. Examples of such expenses are unexpired insurance,'interest paid in . 
advance, etc. In such situations it is necessary to find out the unexpired portion and . 
adjust it in the concerned'expense. The following adjustment entry is passed in respect 
of the prepaid expenses: 

Prepaid Expenses Alc . Dr. . 

, To Conpmed Expense Alc 



The Prepaid expenses will be treated in finai accounts as follows: 
i) Subtracted from the concerned expense in the Trading and Profit and Loss 

Account, and 
ii) Shown on the assets side of the BaIiznce Sheet as a separate itern under Current 

Assets. 

Accrued Incomcs are those incomes whicll have been earned during the current 
accounting year but have not heen received till the end of the year. They are alsc: 
called 'outstanding incomes' or 'incomes earned but not yct received'. Exarnples of 
such incomes are commission receivable, income on investments due but not yet 
received, etc. The following adjustment entry is passed in respect of accrued income. 

Accrued Income Alc Dr. 
To Concerned Income Alc 

The Accrued income is treated in final accounts as ~nllows: 
i) Added to the co~icerned incorr~e in ih!: Profit :ind Loss Accnunt, and 
ii) Shocvn on the asset side sf the Balancc Sheet as a separate item under Current 

Assets. 

83.5  Income Received in Advance 
Any income which belongs to the next accounting year but has been received during 
the current accounting year is called 'incon~e received in advance' or 'unearned 
income'. It is the income in respect of which the service is yet to be provided. 
Examples of such incomes arc rent received in advance, interest received in advance, 
etc. In such a situation, the uriearl~ed portion of the income will have to be adjusted 
while preparing the final accounts. The followil~g adjusting entry is passed in respect 
of the unearned income. 

Coccerned Income Alc Dr. 
To Income Received in Advance A/c 

The unearned income is treated in final accounts as foilows: 
i) Deducted from the concerned income in the Profit and Loss Account, and 
ii) Shown on the liabilities side of the Balance Sheet as a separate item under Current 

Liabilities. 

Look at Illustration I and see how adjustments are made in the final accounts in 
respect of outstanding expenses, prepaid expeiises, outstanding incomes and incomes 
received in advance. 

Illustration 1 

Show how you will record the following items in the Profit and Loss Account and the 
Balance Sheet. 
The Trial Balance showed the following balances as on Dccernbcr 31,1987: 

Rs. 
Salaries 10,000 
Wages 20,000 
Rent Received 6,600 
Commission Received 
Interest on Investments 6,m 

Additional Information 

i) Salaries amounting to Rs. 2,000 are outstanding. 
ii) Wages include Rs. 1,500 paid in advance. 
iii) Interest on investment include Rs. 1,200 for the months of January, February and ' 

March, 1988. 
iv) Rent for the month of December amounting to Rs. 600 is not yet received. 

Gross Profit for the year is Rs. 40,W and other expenses amountea ,- - to Rs. 10,000. 



Yr~fiit md hss  Accoamt 
for the yemr ended December 31, 1987 

I Dr. Cs. 

I To ~aliries 
~ d d  Outstanding 2,m 

To W a p s  20,001) 
Less Prepaid 1,500 

-- 
To Other Expeascs 
To Net Profit 

(transferred to Capital Atc) 

I By Gross Profit b/d 

By Rent Received 6,600 

Add Outstanding 600 

By Comnlis!;ion Received 
By Interest on 

Pnvesunents 6,%! 
Less Recdved 

iri Advance 1,200 

--- -.--.-.- 
Liabilities I Anwwnt 

1 8.3.6 Depreciation 

- --- 
Current Liabilities: 
Salaries Outstanding 
Interest Received in Advance 

1 Depreciation means decrease in the value of fixed assets due to their usage and the 
passage of ti~ne. You know the fixed assets are used for the purpose of earning 
revenue. Therefore, the fall in their value should be considered as am expense or loss 
incurred in realising such revenue and shbuld be charged to the Profit arid Loss 
Account, Depreciatiorn is nrot rerogtiisecfl on day-to-day basis. It i s  brought illto the 
books only at the end of the accounrting period by passing the following journal entry. 

Depreciatiorl Alc Dr. 
To Concerned Asset A/c 

Rs . 
2,OO 
1,200 

Depreciation is treated in final accounts as follows: 
i) On the debit side of the Profit and 1,oss Account: shown as a separate item giving 

details of dagreciatiotr on each fixed asset, and 
ii) Deducted from the concerned asset in the Balance Sheet. 

------- 

1 a, 

--.-. 
Rs., 

Currcats Assets: 
Wuges Prcpeid 1,501) 
Rcnt tiutstanding <W 

Sometimes depreciation is given in the Trial Balance itself. 'Illis is possible only if tRe 
entry in respect of depredation has already been passed in the books of account. h 
such a situation deprwiation will Ibe shown In the Vrolt and Loss Accolnnt only, It need 
not be adjusted in the fixed assets in the Balance Sheet because the fixed assets 
already stand reduced by the amount of depredation. 

qcpred~t i~n  is generally calculated at the given rate for the period for which the asset 
has been usad in the accounting year. Thus, if an asset is purchased during tlie current 
year the depreciation should be calculated froin the date of acquisition till the end of 

year. If the date on which the additions were made is trot given, you should 
Iculate depreciation on additions also for the full year. hi the case of 016 assets, 

depredation is calculated on the operring balance. Look at Illustration 2 and study 
$ow depreciation is treated at the time ofpreparing the final account. 



Final -,Accounts Illustration 2 - -- 
The following are the balances of assets as on JanuaryJ, 1987: 

Rs. 
Plant and Machinery 1,20,000 
Furniture 68,000 

A new machinery costing Rs. 30,000 was acquired on July 1,1987. Depreciation is to 
be provided on Plant and Machinery at 10% and on furniture at 5% per annum. 
Show how depreciation will be shown in the final accounts. 

Solution: 

Calculation of Depreciation I 

Rs. 
On Furniture at 5% on Rs. 18,000, 900 
On Plant and Machinery: I 

10% on Rs. 1,20,000 for one vear 12,000 1 
10% on Rs. 30,000 for six months 1,500 13,500 / 

14,4000 / 

Treatment in Final Accounts 

Profit and Loss Account 
for the year ended December 31, 198'1 

Dr. Cr. 

Particulars 

Balance Sheet 
as on December 31, 198'1 

To Depreciation: 
Plant and Machinery 13,500 
Furniture 900 

Amount 

8.3.7 Interest on Capital 

Rs. 

14,400 

You know the funds provided by the proprietor to the business constitute capital. , 

Sometimes, the proprietor may like tq know the profits made by thd business after ' 
taking into consideration the interest on this capital. In such a situation interest is 
allowed at a certain rate on the capital. It is calculated on the capital at the beginnin 
of the year. If, however, any additional capital is introduced during the year, 

Particulars 

Rs. 

~ i a b ~ t l e s '  

AmoMt 

Amount - 
Rs. 

Assets 

Flxd Assets:. 
Plant and Machineiy l v m , m  
Add New Machinery 30,000 

1.50,m 
Less Depreciation 13,500 

Furniture 18,000 
Less Depreciation 900 

Amomt 

Rs. 

1.36.500 

17,lOq 



on additional capital will also be calculated from the date on which it was brought into 
the business. Such interest is treated as an expense for the business and the following 
adjustment entry is passed to bring it into the books of account. 

Interest on Capital A/c 
To Capital A/c 

Dr. 

Interest on capital is treated in final accounts as follows: 
i) On thedebit side of Profit and Loss Account: shown as a separate item of expense 

and 
ii) Added to Capital on the liabilities side of Balance Sheet. You should note that 

normally no interest on capital is to be provided. 

8.3.8 Interest on Drawings 

In case interest is allowed to the proprietor on his capital, it is a usual practice to also 
charge interest on his drawings. Interest on drawings will be a gain for the business 
and the following adjustments entry is passed to bring it into the books of account. 

Capital A/c or Drawings Alc 
To Interest on Drawings AJc 

Dr. 

Interest on Drawings is treated in final accounts as follows: 
i) On the credit side of Profit and Loss Account: shown as a separate item, and 
ii) Deducted from Capital on the liabilities'side of Balance Sheet. 

Interest on drawings is calculated at a given rate from the date of withdrawal till the 
end of the year. In case no date is mentioned, the interest is charged for six months 
assuming the amounts were drawn evenly throughout the year, Look at Illustration 31 
and see how interest on drawings is calculated when the amount and the dates of 
withdrawal are given. 

rir 

lllustratlon 3 
I 

Feb. 1 
Apr. 1 
Jul. 1, 
Oct,' 3 1 
Dec. 31 

Rs. , 

4 ,m 
6 , W  
3 ,OOo 
2,000 
5 ,W 

Calculate the interest chargeable to the proprietor if the rate of interest on drawings is 
15% per annum. 

Solution: 

Feb, 1 
Apr, 1 
Jul. 1 
Oct. 31 
Dec, 31 

Amount ( Months upto 
December 31 

(3) ' 
- - 

Product 
2 x 3  
(4) 



15 1 
Interest on hawings = - x 1,20,m X " R s  1 , m .  

180 

Another way of calculating interest on drawings is to calculate it individually on each 
wilh4rawal and then add them. 

.... 
8.3.9 Interest om Loan 

-. ..-..- 
If the firm has taken some loan, it has to pay interest theron. Hence, when we notice a 
loan Account in the Trid Balance, we must find out whether the full amount of due on 
loan has been paid or not. The rate of interest and the date on which the loan was 
taken is usually given. If, however, the date on which loan was taken is not given, it 
means that it is an old loan and full year'sinterest has to be provided. In any case, you 
should calculate the exact amount of interest due and find out from the Trial Balance 
whether the same has been paid or not. Generally, you will find that the interest has 
been paid but it is less than what is due. In such a situation, the difference is regarded 
as outstanding interest and the same  nus st be adjusted at the time of preparing the 
final accounts. Suppose there is an item of 10% loan (takenon April 1,1987) of 
Rs. 20,000 appearing ixn the Trial Balance. Assuming the accounting year ends on 
December 31, the total interest on loan will work out as Rs. 1,500 (at 18% on 
Rs. 20,000 for nine months). On going through the Trial Balance you find that the 
interest paid is Rs. 1,(B00 only. It means Rs. 5 0  (Rs. 1,500- Rs. 1,000) is the 
outstanding interest. This must bc shown in final accouhts accordingly i.e., Rs. 1,500 
(Rs. 1,000 + Rs. 500 outstanding) as interest on loan on the debit side of the Profit 
and Loss Account and Rs. 500 as outstanding interest under current liabilities in the 
Balance Sheet. 

I t  is possible that the adjustments given outside the Trial Balance already include this 
item. But, if they do not even then you have to account for it. This is called an implied 
adjustment. 

1 FiU irk tk bbaatlks 
i) Every adjustment has a ', effect. 

? 
ii) Closing stock is show11 on the side of the Balance Sheet. 
iii) hepaid expenses are also called expenses. 
iv) Income received in advance is for the business. 

v) is a decrease in the value of a fixed asset due to wear and tear. 
vi) Interest on Drawings is --- from the capital in the Balance Sheet.' 

2 - State whether - 7 the following statements are True or False. 

i) Every adjustment affects either Trading and Profit and Loss Account 
or the Balance Sheet. 

ii) Outstanding expense is first added to the relevant expense account and 
then shown 011 the liabilities side of the Balance Sheet. 

iii) Interest on loan is an income for the business. 
iv) Depreciation is deducted Crom the relevant fixed asset in the Balance 

Sheet and debited to Profit and Loss Account. 
v) Proprietor is always entitled to interest on the capital invested. 

8.3.10 Bad Debts 
Sometimes, a debtor may fail to gay his debt either partially or completely. The 
amount of debt which cannot be recovered from the debtor is called Bad Debts and it 
wiU be a loss to the business. The following journal entry is passed when a debt 
becomes bad. 

Bad Debts N c  Dr. 
To Concerned Debtor's A/c 

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

The total amount of bad debts incurred during the year appears as a separate item in 
the Trial Balance and the sundry debtors appear at the reduced amount. The bad 
debts like any other expense or loss are charged to the Profit and Loss Account, 



Bad'kbts given outside the Trld Bdmce: Sometimes, the bad debts to be written 083 
may be stated outside the Trial Balance as an adjustment item. It means that such bad 
debts have not yet been written off. In other words, the entry for such bad debts has 
not been passed. It is necessary to record such bad debts at the time of preparing the 
final accounts. This is done by passing the following adjustment entry: 

Bad Debts Account 
To Sundry Debtors 

Dr. 

Such additional bad debts usually called Yurther bad debts' are treated in final 
,I accounts as follows: 

i) On the debit side of Profit and Loss Account: shown as addition to bad debts 
already written off, and 

ii) On the assets side of the Balance Sheet: shown as deduction from Sundry Debtors. 

It is important to remember the difference between the treatment sf bad debts given 
inside the Trial Balance and the bad debts given outside the Trial Balance. The bad 
debts given inside the Trial Balance and also those given outside the Trial Balance will 
be shown in the Profit and Loss Account. But only those bad debts will be deducted 
from Sundry Debtors in the Balance Sheet which are given outside the Trial Balance. 

8.3.11 Pro-vision for Bad Debts 
In any business where goods are sold on credit, bad debts usually occur. When it is 
certain that a debt will not be recovered, the amount is written off as bad debt. But, it 
is also likely that some of the remaining debts may not be recovered in full. From 
experience we know that certain percentage of amounts due from debtors may not be 
recovered. This will be a loss to the business. You have learnt that accordingly to 
'conservatism concept' all possible losses must be provided for. Hence, it is a common 
prdctice to make a suitable provision for doubtful debts at the time of preparing the 
final accounts. Otherwise, the Profit and Loss Account will not reveal the correct 
amount of profit or loss and the Balance Sheet will not show the true position of 
sundry debtors. The Provision for doubtfd debts is usually calculated as a certain 
percentage of the total amount due from sundry debtors after writing of all known bad 
debts. 

Provision for doubtful debt4 is also called 'Provision for Bad Debts9 or 'Provision for 
Bad and doubtful Debts. Such a provision is made by debiting the amount of doubtful 
debts to the Profit and Loss Account, Thus, the journal entry for creating such 
provision will be as follows: 

Profit and Loss A/c Dr. 
To Provision for Bad Debts A/c 

You will notice that when a debt is irrecoverable it is wntten off by crediting it to the 
personal account of the respective customer. But, when a debt is doubtful of recovery, 
the personal account of the customer will not be credited as the recovery is still 
possible. Hence, the creation of provision for bad debts does not affect the balance of 
debtors personal accounts. However, while showing sundry debtors in the Balance 
Sheet the amount of such provision is subtracted therefrom. 

When provision for bad debts already exists in the books, the provision created for 
doubtful debts at the end of a particular year will be carried forward to the next year 
and it will be used for meeting the: loss due to bad debts incurred during the next year. 
The provision for bad debts brought forward from the previous year is called 'opening . 
provision' or 'old provision'. When such provision already exists, the loss due to bad 
debts during the current year will be adjusted against the same, and while making 
provision for bad debts required at the end of the current year called 'new provision' 
*e balance of old provision should also be taken into account. Let us take an example 
and understand how these adjustments are done. Suppose old provision on January 1, 
1987 was Rs.1.000, The bad debts written off during 1987 amounted to Rs.600 and the 
qew provision required on December 31,1987 is Rs. 1,500, In such a situation, the 
Profit and Loss Account will be debited with Rs. 1,100 as calculated below: 



Existing Provision for Bad Debts 
Less Bad Debts 

Rs. 
1,m 
600 

Surplus provision available 400 

Provision required at the end of the year 1,500 
Less Surplus of old provision - 
Amount to be debited to Profit and Loss Account 

w l  
1,100 I - 

The above aspects will be shown on the debit side of the Profit and Loss Account as 
follows: 

Mt and Lass Account 
of tile year ended .... , ..... 

Dr. 

To Provision for Bad Debts: 
Bad Debts 600 
Add New Provision 1,500 - 

2,100 
Leas Old Proviaion - 

Cr. - 
Rs. 

II however, the total of new provlalon and the actual bad deb@ are less than the old 
prc)vlslon, the d e W  will be shown on the credlt side of the Profit and Loss Account as ' 

PqMoya: 

Prdlt and Loas Account 
lor tbeyeareadcd.,...,..... 

Dr. Cr. 

, In this connection you should note the following points. 

1 If some bad debts are given in adjustments (further bad debts) they should also be 
taken into account. 

2 The new provision should be calculated on sundry debtors after adjusting the 
mount  of further bad debts. 

3 In Balance Sheet only the further bad debts as given in adjustments and the new 
provision for bad debts should be subtracted from sundry debtors. 

Rs. 

I , . ,  

IZI. 

The followhg are the journal entries required when the provision for bad debts exists 
in the books: 

By Provialon for Bad Debts, 
Old Proviaion . . .  , . .  

LsaaBad Debte . . . , . ,  - 
I . . , .  

Lcsa New Provision .,.,,. - 

a) For r w l t h  otl further bad debb glven oublde the Tdal Bnlmcer 
Bad Debts A/c Dr. 

To Sundry Debtore 
b) For tranrferrlng the total bad debb to the provlslon for Bad Deb& Account: 

Provieion for Bad debts .Nc  br , 
To Bad Debte A/c 

C) Fpr deblthg the Profit and b Account wlth the excese of the new prr 
th'e total bad debts over the old provlelon: 

' Profit and Loss Account A/c Dr, 
To Provision for Bad Debts Alc t 



d) For crediMng the Proflt and Loss Account with excess of the old provision over the 
total bad debts plus new provision: 

Provision for Bad Debts Alc Dr. 
To Profit and Loss A/c 

Look at Illustration 4 and see how bad debts and provision for bad debts are recorded 
in the final Accounts. I 

Illustration 4 
An extract from a trader Trial Balance on December 31,1987 is given below: 

Aqustments: Write off further bad debts Rs. 2,000 and create a provision for 
doubtful debts at 5% on debtors. Pass the necessary journal entries and show Bad 
Debts and Provision for Bad Debts Accounts. Also show their treatment in the final 
accounts. 

Cr. - 
Rs. 

7,000 

Nlms dtbe Account 

Sundry Debtors 
Bad Debts 
Provision of Bed Debts 

Dr. Bad Debts Account Cr. 

Dr. 

Re. 
64,000 
4,000 

1987 
Dec. 31 

" 31 

. 
" 31 

' 

BadDebtsNc Dr. 
To Sundry Debtors 

(Being bad debts written off) 

Provision for Bad Debts A/c Dr. 
To Bad Debts A/c 

(Being'bad debts transferred to 
Provision for Bad Debts Account) 

Proflt and LossA/c Dr. 
To Provision for Bad Debts A/c 

(Being the Provision required 
for doubtful debts)' 

PYnal Accounts II." 
' \  , 

Rs. 

6,000 

6,000 

Ravblon for Bd Debts Account 

Rs. 
&Oo 

6,000 

2,100 

1987 
Dec. 31 

" 31 

1987 
Dec. 31 
,, 31 

Rs. 

2,000 

6,000 

' 2,100 

1987 
Dec. 31 

I 
By Prov. for 

Bad Debts A/c 
To Balance bld 

To Sundry Debtors 

Note: l%e new prohaion forbad debts has been dcha ted  at 5% on RS. 62,000 (sundry debtors 
Rs. 64,W-further bad debts Re. 2,000). . 

5 .  

3 .  

Rs. 
4.000 

2,000 

6,ooO 

To Bad Debts A/c 
To Balance cld 

Rs. 
6,000 
3,100 

9,100 

1987 , 
Jan. 1 By Balance bid 
Dec. 31 ' By Profit and Loss A/c 

I I 

1988 , 
Jah. 1 By Bdsnce b/d 

I 

Rs. 
. 7,000 
2,100 

9,100 

3,100 



To Provision for Bad Debts: 
Bad Debts 4,000 
Add Further Bad Debts 2,m 
Add New provision, 3,100 

Less Old 9,100 
Provision 7,000 

8.3.12 Provision for 
You know cash discount is allowed to debtors as an incentive for prompt payment. 
When the discount is allowed it is recorded though the Cash Book and posted to the 
credit side of the concerned debtor's personal accounts. But, in the case of debts 
outstanding at the end of the current year, discounts will be allowed in the next year if 
the debtors make prompt payments. So, aii in the case of anticipated loss on account 
of doubtful debts, a provision must be made for the discount likely to be allowed to 
the debtors in the next year, such a provision is known as the 'Provision for Discount 
on Debtors' it is also calculated as a percentage on the net sundry debtors (remaining 
after subtracting the provision for bad debts and further bad debts). For example, if 
Sundry Debtors amount to Rs. #,00[) and the firm wants to create a provision for bad 
debts at 5% and a provision for discount at 2% on the debtors they will be calculated 
as follows: 

Rs. 

i) The Frovision for bad debts wiU be calculated at 5% on Rs. 40,000. It will amount 
to Rs. 2,000. 
ii) The Provision for discount at 2% will be calculated on the debtors after subtracting 
the provision for bad debts i.e., on Rs. 38,Oo (PA. 40,Oo - Rs. 2,000). It will amount ' 
to Rs. 760. 

Note that when both provision for bad debts and provision for discount on debtors are 
to be calculated, the provision for bad debts is calculated first and then provision for 
discount is worked out on debtors after subtracting the provision for bad debts. 
The adjustment entry for provision for discount on debtors is as follows: 

Profit and Loss A/c Dr. 
To Provision for Discount on 

Debtors Alc 
(Being the Provision made for 
discount on debtors) 

The Provision lor discount on debtors will be shown in the final accounts as follows: 

-- 

Current Assets: 
Sundry Debtors 64,000 
Less Further Bad 

Debts 2,000 ' 

62,000 
Less Iprovision 3,100 I ' BndDebts 

i) On .the debit side of Profit and Loss Account: shown as a separate item, and 
ii) On the assets side of BaIance Sheet: shown as a deduction from Sundry Debtors. 

Rs. 

58,900 

The balance of the provision for Discount on Debtors Account will be canied forward 
to the next year and the discounts allowed if any, in the next year will be set off against 
the provision for itself. The method of dealing with discounts allowed and provision 
for discount on debtors in the next year is similar to the method followed in case of 
bad debts and provision for bad debts. 



8.3.131 Provision for Discount OW Creditors 
VJPIen prompt paynlent is received we allow cash discount to debtors. Similarly, we 
receive discount from the creditors when prompt payments are made by us. So the 
expected gain on account of discounts receivable from creditors in the next year 
shauld also be taken into acmunt at the time of preparing the firtal accounts. ~uch'a 
provision is called 'Provision for Discount on Creditors'. 

It is calmiated as a percentage on Sundry Creditors. a l e  creation of such a provision, 
however, goes against tlte Conservatisn~ Concept. Hence, it is usually avoided in 
practice. But you must learn how it i s  treated in final accounts if such a provision is 
required. 

Tht: adjustment entry for provision for discount on creditors is passed as follows: 

Provision for Discount on Creditors Alc Dr. 
To Profit and Loss Account 

(Being the Provision made for discount 
on creditots) 

The provision for discount on creditors will appear in the final accounts as follows: 

i) On the credit side of Profit and Iicrss Account: shown as a separate item, and 
6) On the liabilities side of the Balance Sheet: showxn as a deduction from Sundry 

Creditors. 

The &da!mc@ of the Provision for DiscoCO~t on Creditors Account ~viviH also be camied 
forward to the  next year and the discount received, if arny, will bt: adjusted against the 
provision itself. 

8.3.14 Msmqer9s Co on 
Sometimes, the manager may dso be entitled to a corn~nission on profits earned by the 
business. Such commission is usually calculated as a fixed percentage on profits. 
Suppose the Net Profit af a firm after taking into consideration all expenses except the 
manager's commission is Rs. GO,W and the manager is entitled to a commission of 
5% on profits before charging such commission. His commission will work out as 
Rs. 3,000. However, it is still to be paid and therefore should be treated as an 
outstanding expense. It will be debited to Profit and Loss Account and also shown as a 
current liability in the Balance Sheet. 

In the above example, manager's comrrlissian has beerr calculated un profits before 
charging the commission. But, sometimes, it is to be calculated on prfoit after 
charging such comnlission. In sucli a situation, the cummission will be calculated by 
the fdlowing hnnula: 

Percentage of Commission - - x Net Profit before Commission 
100 + percentage of Commission 

If, in the above example, the manager's commission were to be calculated on profits 
after charging such cornmission, it will be as follows. 

J - 
100+5 

x 60,000 =-- X 60,000 = Rs. 2,857 
105 

The above amount can also be veriiied. M k r  charging manager's cornrission the Net 
Profit will work out to Rs. 57,143 (Rs. 60,000 - Rs. 2,857). ZITOW calculate 5% on 
Rs. 57,143. It works out to Rs. 2,857 which means the amourkt of commission 
calculated by Ae given formula is correct. 

8.3.15 A h n o d  Loss of Stock 
In the course of business some loss of stock may also occur. It inay occur in transit or 
at the godown. Such loss of stock may be nornlal or abnormal. Normal loss is due to 
inherent characteristics of goods such as evaporation, subdivision, drying up of goods, 
etc. On the other hand, if the loss occurs on account of seasons which are accidental ot 
very rare, the loss is termed as abnormal loss, The examples of such losses are theft of 
gsods, destruction of goods by fire, etc. 59 



The normal loss does not require any special treatment in the books of account. It is 
absorbed by the remaining units whose cost is inflated by such loss. But, the abnormal 
loss has to be shown separately in the books of account. After the amount of such loss 
is ascertained, the following adjustment entry is passed. 

Lass by Fire Alc Dr. 
To Trading Account 

(Being stock lost by fire) 
To avoid the burden of loss due to abnormal circumstances the businessmen may get 
the stock insured. Thus, the lossmay be 
1 Uninsured, 
2 Fully insured, or 
3 Partially insured. 
Let us see what wilt be the accounting treatment in the above three situations. 
1 Whed the stock's is not insured: In case the stock is not insured the total abnormal 

loss .will be transferred to the Profit and Loss Account and the following entry will 
be passed. 

Profit and Loss AJc Dr: 
To Loss by Fire A/c 

2 When the stock is fully insured: When the stock is fully insured, the total amount ~f 
loss is paid by the insurance company. In that case the company does not suffer thy' 
loss. So, nothing is debited to the Profit and Loss Account. The journal entry 
passed is as follows. 

Insurance Company Dr. 
To Loss by Fire AJc 

3 When the loss is insured: In case the loss is partially insured the amount of 
insurance claim is debited to Insurance Company's Account and the remaining loss 
(the amount to be borne by the business) is debited to Profit and Loss Account. The 
following journal entry is passed. 

Insurance Company Dr. 
Profit and Loss Alc Dr. 

To Abnormal Loss N c  
Thus, the treatment of abnormal loss in final accounts is as follows. 

a) Credit the Trading Account with the total loss. 
b) i) In case of uninsured stock debit Profit and Loss Account with full amount. 

ii) In case of fully insured loss, insurance claim will be shown as an asset in the 
Balance Sheet. 

iii) In case of partially insured loss, the amount of insurance claim is shown as an 
asset: in the Balance Sheet and the remaining amount of loss is debited to the 
Profit and Loss Account. 

Look at Illustration 5 and see how abnormal loss is treated in the books of account. 

nlustration 5 
On December 30,1987 the stock worth Rs. 40,000 was destroyed by fire. The stock 
was insured and the insurance company admitted a claim of Rs. 30,000 only. Pass the 
necessary jc ~rnalentries and show hoy it will be treated in final accounts. 

Loss by Fire Alc Dr. 
To Trading A/c 

(Being stock lost by fire) 

Insurance Company Dr. 
Profit and Loss A/c Dr. 

TO Loas by Fire Alc 
(Being partial claim 
admitted by Insurance Company) t 

Cr. 
Amount 

Date M C U ~  Dr. 
Amount 



Trading Acmsmt 
for the year ermdcd December 31,11887 , 

Cr. 

Proet and Loss Account 
for the year ending December 31, 1987 

-.- 

To Lass by Fire 40,000 
Less insurance 
claim 30,000 

By Loss by Fire 

Balance Sheet 
as at December 31, 1987 

- - -- -- 

Rs. , 
Current Atsets: 

Claim due from insurance , 

company 30,000 

8.3.16 Drawing of Goods by the Proprietor 
You know when the proprietor takes away some goods from the business for his 
personal use it is recorded in books of account by passing the following journal entry 
(refer to Unit 2). 

Drawings Account Dr. 
To Purchases Account 

So, if you find that it has not been recorded in the books of account, you have to make 
the necessary adjustment in final accounts. Th'e' treatment in final accounts will be as 
Follows: 

i) On the Debit side of tlie Trading Account: Deduct it from Purchases. 
ii) On the Liabilities side of the Balance Sheet: Deduct it from capital either as a 

separate item or by including it in drawings. 
- . 7  - 

' Check your-~ro~ress B 

1 Why do you create a provision for bad debts? 

2 Why provision for discount on creditors is regarded against the Conservatism , i 
Concept? 

.. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

,3 The Trial Balance shows the following balances. 

Rs . 
Debtors 20,000 
Bad Debts 100 
~rovEi i fo r .  bad Debts 200 



YQU know there are various items which require adjustment at the time of preparing 
the final accounts. You have Iearnt how each adjustment is recordei in books through 
a journal entry and how it is reflected in the final accounts. However, While preparing 
the final accounts with adjustments you should remember that them is no need to pass 
the Journal entries for any aqSusomeslt rurless specifically asked to do so. All 
adJustments must be shown directly im the final accounts. Look at Illustration 6 and 7 
and see how final accounts are prepared with adjustments. 

Illustration 6 
From the following Trial Balance of Gupta & Sons, prepare Trading and Profit and 
Loss Account for the year ended December 31,1987 and a Balance Sheet as on that. 
date. 

Name of the Account - 
Capital 
Sales 
Sales Returns 
Purchases 5,00,000 
Purchases Returns 15,000 
Inventoq as on 1.1.87 60,m 
land & Buildings 4,w,o(jQ 
Plant & Machinery 3,00,ooo 
Furniture 1 ,~ ,m 
Wages 50,900 
Carriage Inwards 10,009 
Provision for Bad Debts 
Camage Outwards 

7,000 
5,m 

Cartage 
Salaries 

5,000 
40,m 

Loan 
Debtors 

2,60,m 
1,50,000 

Creditors 70,m 
Pent 
Bills Receivable 

8,m 

Acceptances 
@,m 

10,000 
General Expewcs 
Rent & Rates 

~ , o o o  
1 0 , m  

Investments 
Cash in hand 

so,m 
Bank Overdraft 

3,m 
10,090 

D h u n t  4,500 
Bad Debts 
Interest on Investments 

5,OQO 
5,m 

lnterest on Bdnk Overdraft 500 
Goodwill ~ , rn  

Total 18,85,000 18,85,amJ 
. . 

Debit M a m a  

Rs. 

25,006 

Credlt Balances 

Rs. 
5,M],W 

10,00,ooo 



~dditfonal Infomadon 
1 The value of inventory on December 31,1987 was Rs. 1 ,QOIOo. 
2 Depreciation is to be provided on: brad d Building @ 5% pa.  Furniture 

@ 10% p.a. Plant Bt Machinery RY. %,W. 
3 Provision for Bad Debts is to be &ned @ 5% on debtors. 
4 Wages are outstanding to the extent of Rs. 4,000 and Salaries to the extent of 
Rs. 3,000. 

5 Rent and Rates are prepaid to the extent of 114th of the amount paid. 
6 Interest on Investment outstanchg is Rs. 1,000. 
,7 Rent to the extent of Rs. 2,003 has been received in advance. 

TreW&WnPLt@Losp 
lor the ycar ended b m k r  31,1987 

Dr. 

h u n t  - 
To Inventory as on 1.1.87 @,Q@J 
To Purchases 5,00,@39 

Less Purchases Returns 

To Wages 50.000 
Add Wages Outstanding 4,000 

54,000 

To Carriage Inwards 10,WO 
To Cartage 5,000 
T o  Gross Protit c/d 4,61,000 

10,75,W 

To Carriage Outwards 5,QO(! 
To Salaries @,m 

~ d d  Outstanding 3*m 43,000 
To Generat Expenses ZO,MUI 
To Rent &Rates 10,000 

Less Prepaid 2,500 7,500 
To D i i u n t  MOW& 4,500 
To Bad Debts 5,000 

Add New Proviaion 7,500 

12,500 
Less Old Provision 7p000 

5,580 
To Depreciation on Plant 

& Machinery N7m 
To Interest on Overdraft 500 
'To Depreciation 
Lard Jt Building G 11 20,000 Furniture m,m 

To Net Profit (transferred to 
Capital Alc) 3,@7,m 

4,73,m 

By Sates 10,00,000 
Less Sales Returns 25,000 

By Inventory as on 31.12.87 

By Gross Frofit bld 
By Rent 8,m 

Less Received in advance 2,000 

By Intereat on Investment 5,000 
Add Outstanding 1 Am 

Cr. 

Amount 



illustration 7 

From the following balances extracted from the book of Aristo Ltd., prepare a 
Trading and Profit and Loss A~count for the year ended December 31,1987 and a 
Balance Sheet as on that date. 

Liabilities 

Capital 
Balance <W,OOO 
Add Net Profit 3,07,000 

Long Term ,Lhbltitiw 
Loan 

C m n t  LiabMties 
Creditors 

Acceptances 
Bank Overdraft 
Wages Outstanding 
Salaries Outstanding 
Rent Received in Advance 

Amount 

Rs. 

8,07,W 

2,60,000 

70,000 

10,000 
10,000 
4,000 
3,000 
2,000 

11,66,000 

hits 

Fixed Assets 
Goodwill 
Land & Building 4,00,m 

Less Depreciation 20,000 

Plant & Machinery 3,'30,000 
Less Depreciation 50,000 

Furniture 1,00,ooo 
Less Depreciation l0,oOO 

Investments 
Current Asvets 

Cash in hand 
Debtors 1,50,000 
Less: Provision for Bad Debts= 

Bills Receivable 
Closing Stock 
Prepaid Rent & Rates 
Interest on Investment Outstanding 

Additional Informatiom 
1 Thp inyentoyon 31.12.87 has been valued at Rs. 80,000. The inventory oftlie 

vaUue of Rs.ZQ000 wasktroyed by fire.on 1.12.87 and a claim of Rs. 15,000 was 
adinitted. bm-e insurance company. , 

2 Depreciation is to be provided on Plant & Machinery snd f~rniture gt 10% per 
annum. 

Amount 

Rs, 

60,OIX) 

3,80,000 

2.50,000 

%m 

50,W 

50,000 

1,42,500 

40,M 
1,o'voc) 

2,500 
1 ,c"Jl 

11,66,000 

Name ofthe Account 

Capital 
Sales 
Sales Retums 
Purchases 
Purchases Returns 
Stock on 1.1.87 
Land & Buildings 
Plant & Machinery 
Wages 
Furniture 
Provision far Bad Debts 
Salaries 
Debtors 
Creditom 
Bad Debts 
Bills Payable 
Investments 
General Expenses 
Cash in hand 
Cash at baak 
Depreciation on Land & Buildings 

Debt Balmm 

Rs. 

10.000 
2,00,000 

40,000 
z,m,000 
l , o o , ~  

25,oQo 
50,000 

2.5,000 
82,800 

3,000 

50,000 
, 20,000 

5,000 
15,000 

- 
8,45,000 

- 
Ctedlt Balm- 

Rs. 
2,QO,(J-!43 
%00,(J-!43 

10,MM 

5,000 

1,wm 

M,o 

8,45,000 



3 Debtors are bad to the extent of Rs. 2,000. Provision for bad debts is to be made at 
5% on debtors and aprovision for discount on debtors at 2%. 

4 Wages are outstanding to the extent of Rs. 5,000. 
5 Salaries are prepaid to the extent of Rs. 2,000. 
6 Create a provision for discount on creditors at the rate of 
7 Create a provision for repairs to the extent of Rs. 4,000. 

Tmdlng & Bmfit and Loss Account 
for the year cnded December 31, 1987 

Dr. 

PnrtlcuI~rs 
.--- 
To Opening Stock 

To Purchases 2,oo,m 
Less Purchases 

Returns 10.000 

To Wages 25,000 
Add Outstanding 5 , m  

To Gross Profit dd 

To Salaries 25,000 
Less. Prepaid 2,000 

To  ad Debts 3 ,m 
Add Further Bad Debts 2,000 
Add New Provision 4.000 

9,OQO 
Less Old Provision 5,m 

To General Expenm 
% Depreciation on h d  & 

Buildings 
To Loss by Fire 
Ilb Depreciation on Plant 

8c Machinery 
TO Dcpreciatio~ on 

Furniture 
To Piovision for Discount 

on Debtors 
'Fo Provisio~l for Rcpaim 
To Net Profit (transferred 

to Balance Sheet) 
I 

8 

Amount 

Rs. 
40,W 

1,90,OW 

30,000 

3,30,000 

5,90,m 

23,000 

' 4 , ~  i 
20,000 
I 

%.),@m 
5,m 

10,000 

5,m 

1,520 
4.000 

2;38,480 

3,31,000 

Parllmlam 
- 

By Sales 5,00,Wl 
Less Sales Returlhs 10,000 

By Closing Stock 

By Loss by Fire 

By Gross Profit b/d 

By ProvK~n Z,, 
niccnrrnt on Creditors 

b 

Cr. 

.4mounl 

Rs. 

4,90,00U 

80,OUO 

20,000 

5 ,9o ,m 
I 

3,30,000 

1 ,m 

3,31,000 



Capital 
Add Net Profit 

-- 

Less Depreciation 

Creditors I Furniture . - 

Less Provision 
for Discount 1,013 

Bills Payable 
Wages Outstanding 
Provision for Repairs 

Zess Depreciation 

Investments 
Cash in hand 
Cash at bank 
Closing Stock 
Debtors 

Less Further 
Bad Debts 

Lss M a n  for 
Bad Debts 

h hvis ion  for 
Discount 

Insurance Claim 
Outst:~~l(Ii~~gh. r 

~ a r i e s  *paif 

- r r u - - - - p .  

Moks:  1 Depwhtio~ ou Latrd B Buildings isgiven in tbeTrial Balance. Hence, it b sboMl in the Profit I and k i n  Account anly, 
2 hovhion for Bed Debta har been calculated at 5% on debtors after subtracting further bad debts. 
3 Provision for Discount on Dcbtom haa been calculated at 2% on debtors aEter subtracting hutbcr 

bad dehts as well as provision for bad debts. 
4 Loss by fire has been charged to Profit and Loss Amunt after taking into consideration the cleim 

I from insuranoewmpany. 

---- 
8.5 mJUSTmNTS GNEN IN TRML BALANCE 

..-Or*--n-ru.-"~*-lu-l- 

Yea how hiat the adjustments m wually given outside the Trial Balance and they 
are a h m  at two plms in the final ac&unts. But, sometimes a few adjustment items 
8ppar in the Trid Balance itself. In Illustration 7 you noticed it in respect of 
depredietion on l a d  & Buildings. It is possible that items like outstanding or prepaid 
hqurance also appear in the Trial Bdmce. This happens when the journal entry in 
respect of an adjustment has already been passed and the same has been posted into 

:the concerrfed ledger accounts. Fot example, when p u  pass journal entry for the 
adjustment f q  outstanding salaries, you wi l l  debit Salaries Account and credit 
Salaries Outstanding Account. The Salaries Account alteady exists in the ledger and 
the amount of outstanding salaries is also p t e d  thereto. This leads to an increased 
balance in Salaries Account, But the Salaries Outstanding Account does not exist in 
the ledger. This will have to be opelxed and the outstanding amount credited thereto. 
When the Trial Balance is prepared, it will show the increased balance of Salaries - 
Accaunt in the debit baleaces m1m and the balance of Salarie~ Outstanding 
Account in the credit balaaces e9lum. Now the question arises how to treat it in the 
final awounts. In such a situation, yola will simply show Salaries Outstanding in the 
liabilities. No addition wil l  be made LQ salaries in the Profit and Loss. Account because 
salaries given in Trial $dance already include this amount. Thus, whep salaries 
oubtqding appear ia the Trial Balance it is shown in final accounts o'nly at om plrrc. 
Thls o p p k  to all i tem of adjustments when they are included in tbt Trial Balance. 



In actual practice all adjustment items with the exception of closing stock are 
invariably incorporated in the Trial Balance before p r e p h g  the final. accounts. The 
Trial Balance so prepared is called 'Final Trial Balance' or 'Adjusted Trial Balance'. 

XIock at Chart 8.1 arid note how each itera d 
(i) if it is given outside the Trial Balance, and 
itself. 

side of Balauoe S h t  

-- - 
Liabilities side of Balance Sheet 

Current Assets 

li) Liabilities aide on Bnlaoco Shcet. 
Shorsm as a qamte  item under 
cllr!eUt u e  

C d t  side of Profit d Lose 
Accouat m l y .  , 



FiaalAccQmts 
Shown as a separate item assuming it is a closing balance. 

ii) Assets side of Balance Sheet: 
Deducted from Sundxy Debtors 

Shown as a separate item 
ii) Assets side of Balance Sheet: 

Deducted h m  Sundry Debtors 

Shown as a separate item 
ii) Liabilities side of Balance Sheet: 

Deducted from Sundry Creditors 

Shown as a separate item 

ii) Debit Profit & Loss Alcwith 
the uncovered Lass 

iii) Insurance claim will be shown 
on Assets side of Balance Sheet 
under Current Assets 

Deduct from Capital. 

I 

I 
I 

v 

m- 

&stration 8 
From the following Trial Balance of Pitam Stores prepare Trading and Profit and Loss 
Account for the year ended December 31,1987 and the Balance Sheet as on that date. 

Credit 
w==i .. 

a Rs. 
am 

2,10,000 

5,000 

3o.OGfJ 

am 

- 
3,65,m 
P 

MnllBPlnaec 

Additional Infomtlbon 
&3 a The value of stock on December 31,1987 was Rs. 40,000 

' i  
. A  , 

Acclwrt 

I 'Capital 
Drawings 
Purchasa 
Sales 
Qpening Stock 
Wages 
Wages Outstanding 
Carriage Inwards 
Saladcs 
Insurance , 

Insurance Prepaid 
Income from Investments 
Accrued Income from In'vestments 
Machinery 
Buildings 
Cash in hand 
Debtors 
Creditors 
Depreciation on Buildings 
Rent 

J 

8 9 

DebM 
B.lnarerca 

Rs. 

5 , m  
l ,~ ,m 

20,m 
15,000 

2,000 
13 ,000 

1,m-l 
1,500 

10,000 
%OW 
95,000 
2.000 
35,000 - 
s9W 

10,000 

3,65,000 



Solution: 

Dr. 

Tra lng  and Profit and Lam Account 
for the year e n d d  December 31, 1987 

Cr. 

Dr. 

Balance Sheet 
on December 31, 1987 

Amount 

Rs. 
2.10,000 
4o.m . 

2,50.WO 

1,13,000 

30.000 

1 

1,43,000 

Cr. 

Particulam 

By Sales 
By Closing Stock 

By Gross Profit b/d 
By Inwme from 

Investments 

Particdam 

To Opening Stock 
To Purchases 
To Wages 
To Carriage Inwards 
To Gross Profit cld 

To Salaries 
To Insurance 
To Rent 
To Depreciation 

on Building 
To Net Profit 

(transferred to Capitnl Alc) 

- 
Amount 
P 

Rs. 
20,000 

1,00.000 
15.000 

2.000 
1,13,000 

2.50.000 

13,000 
1,500 

10,000 

5 ,000 

1,13,500 

1.43.000 

8.6 LET US SUM UP 

Llablllties 

Capital f%m 
Add Net Profit 1,13,500 

1,73,500 
Less Drawings 5,m 

Crediton . , 
Wages Outstanding 

At the time of preparing the final accounts a number of items need adjustments. It is 
&cause certain expenses may relate to two or more accounting years or certain 
expenses incurred during the current year may still remain to be paid. Unless such 
adjustments are made, the final accounts will not reveal the true picture. Such items 
are usually given outside the Trial Balance and are shown at two places in the final 
accounts so as to complete the double entry, 

Adjustment entries can be passed in the journal for each item of adjustment. But, 
normally they are directly adjusted in the final accounts. In practice the adjustment 
entries are always passed for such items and a revised Trial Balance called 'Adjusted 
Trial Balance' or 'Final Trial Balance' is prepared. In such a situation, the 
adjustments will appear in the Trial Balance itself. Any item of adjustment which 
appears in the Trial Balance is shown only at one place in the final accounts. 

Amount 

Rs. 
95,000 
50,000 
@,m 

35,0110 
2,m 
1,500 

10,000 

2,33,500 

-- 

Amount 

Rs. 

1,68.500 
644000 
5,000 

2,35,500 

Asseta 

Building 
Machinery 
Closing Stock 

Debtors 
Cash in hand 
Insurance Prepaid 
Accrued Income from 

Investments 



8.7 KEY WORDS 

Abnormal Loss: 1,oss caused by abnormal causes. 

Adjustment Entry: Journal entry passed to make an adjustment in the relevant 
accounts. 

Adjustment Item: An item given outside the Trial Balance which requires adjustment 
at the time of preparing final accounts. 

Adjosted Purchases: Amount of purchases after adjusting both the opening and 
closing stocks. 

Adjusted Trial Balance: Trial Balance prepared after incorporating various 
adjustments. 

Depreciation: A permanent decrease in the value of a fixed asset caused by wear and 
tear or the passage of time. 

Doubthl Debts: Debts of doubtful recovery. 

Outstanding Expenses: Expenses incurred during the accounting year but not yet paid. 

Outstanding Incomes: Incomes earned during the accounting year but not yet 
received. 

Prepaid Expenses: Expenses paid but the benefit of which is yet to be received. 

Unearned Income: Income in respect of which the services are yet to be rendered. . 
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1 Maheshwari, S.N. 1986. Introduction to Accounting, Vikas Publishing House: New 
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2 Patil, V.A. and J.S. Korlahalli, 1986. Principles and Practice of Accounting, 
R. Chand & Co., New Delhi. (Chapter 20) 

3 William Pickles. 1982. Accountancy, E.L.B.S. and Pitman, London. (Chapter 5) 
4 Gupta, R.L. and M. Radhaswamy. 1986 Advurtced Accountn~~cy, Sultan Chand & 

Sons, New Delhi. (Chapter 4,5) 
5 Shukla, M.C. and T.S. Grewal. 1987. Advanced Accountancy, S .  Chand & Co., 

New Delhi. (Chapter 2) 

8 3  ANSWERS TO CHECK UOLTR PROGRESS 

A 1 i) tlual i i )  asset iii) unexpil-cd iv) liallility v)  I>epl-eciation vi) subtracted 
2 i)False ii)True iii)False iv)True v)False 

B 3 Provision for Bad Debts Rs. 990 
Provision for Discount on Debtors Rs. 376.20 

4 i)Rs. 20,000 ii)Rs. 5,000 iii)Rs. 15,000 

Questions 

1 Why some adjustments become necessary at the time of preparing the final 
accounts? Name any two items of adjustment and explain how they are shawn in the 
final accounts. 

2 Distinguish between: 
a) Outstanding Expenses and Unexpired Expenses 
b) Provision for Discount on Debtors and Provision for Discount on Creditors 
c) Normal Loss and Abnormal Loss 



Exercises 
1 Give journal entries for the following adjuutnsents: 

i) Interest received in advance Rs. 600 
ii) Interest on drawings Rs. 1,2M9 
iii) Provision for discount on creditors Ks. 2130 
iv) Loss of goods by theft Rs. 8,580 
v) Drawings of goods by the proprietor Rs. 750 

2 The following information is extracted from the hooks of a businessman: 

Debtors as on 31.12.1987 Rs. 25,000 
Bad Debts during 1987 Rs. 1,OQO 

L 

Provision for Bad Debts is to be maintained at 5% of debtors. 
A Provision for discount on debtors is also to be made at 2%. You are required to 
calculate the amounts to be set aside in respect of provision for bad debts and 
provision for discount on debtors respectively. 

(Answer: Provision for Bad Debts Rs. 1,250; Provision for Discount on Debtors 
Rs. 475) 

3 The Proprietor withdrew the following amounts during the year ended 
December 31,1987. 

Feb. .28 
May 1 
Aug. 31 
Nov. 1 
Dec. 1 

Calculate interest on drawings if the rate is 6% per annum. 
(Answer: Rs. 565) 

4 From the following Trial Balance of Puri & Sons as on June 30,1988, prepare 
Trading and Profit and Loss Account and the Balance Sheet. 

Trial Belance 

Credit 

Rs. 
l,oo,m 

5,@3,000 

20,000 

m , w  

Name of the Account 

Capital 
Drawings 
Purchases less Returns 
Sales less Returns 
Inventory (beginning) 
Wages 
Carriage Inwards 
Salaries 
Freight 
Trade Expenses 
Rent 
Packing Charges 
Land & Buildings 
Plant & Machinery 
Furniture 
Bad Debts 
Debtors 
Creditors 
Cash in hand &at bank 
B a s  Receivable 
Loas - 

Total 
I 

Debit 

Rs . 
5 ,m 

2,oo7W 

50,000 
20,000 

3,c"3cJ 

2 , m  
5 , m  

2,000 
2,m9000 
2,50,000 
50,000 
5,000 

V 5 , 0 0 0  

5 ,000 
3.000 



i) h v e n t ~ y  (ending): Rs. 30,000. 
ii) Depreciation is to be provided as foHms: 

Land &building @ 5% p.a 
Plant Bh; Machinery @ 4% p.a. 
Furniture @ 10% p.a 

iii) Debtors are bad to the extent of Rs. 5 ,OW. 
iv) Salaries,are outstanding to the extant of Rs. 5,000. 
v) Wages are prepaid to the extent of Rs. 2,QOO. 
vi) Rent received in advance &. 3,00(B. 

r: Gross Profit Rs. 2,57,000; Net Profit h. 2,02,000; Balapce Sheet total 
Rs. 5,85,000) 

5 From the following Trial Balance of Kawatra stores, prepare Trading and Profit and 
Account for the year ended December 31,1987, and a Balance Sheet as on that date. 

Capital 
Drawings 
Purchascs 

, Purchascs Returns 
Sales 
Sales Returns 
Inventory (beginning) 
Land & Building 
Plant & Machiaery 
GoodwiU 
Trade Marks 
Wages 
Trade Expenses 
Furniture 
Provision for Bad Dcbta 
Debtors 
Bad Debta 
Salarlzs 
Crcditora 
Acceptances 
Investments 

Dlstribution.Expensts 
Cash in hand and at bank 
Depreciation on Furniture 

I 

Total 

Additlonral information, 
i) The inventory on December 33,1987 was valued at Rs. 1 ,50 ,0 .  Inventory of 

the value Rs. 10,000 was destroyed by fire on 1.12.1987. It was fully insured and 
a claim of Rs. 10,000 was admitted by the insurance company. 

ii) Depreciation is to be provided on the following assets: 
Land & Buildings @ 5% p.a. 
Plant & Machinery @ 12l,4% p.a. ' \  

iii) Debtors are bad to the extent of Rs. 2,000, Provision of 5% on debtors is to be 
created in respect of bad debts and a provision for discount on debtors is to be 
created at 2% of debtors. 

iv) Wages are outstanding to the extent of Rs. 10,000. 
v) Rent i s  prepaid to the extent of Rs. 5,00b. 
vi) The general manager is to be provided st commission of 2% on net profits before 

charging such comiuission. 
(Answer: Gross Profit Rs. 3,00 ,0 ;  Net Profit Rs. 1,55,887; Balance Sheet 

total Rs. 8,29,005) 



6 From the following Trial Balance of V. Ramana prepare his final accounts for the 
yead ended December 31,1986. 

N m e  of the .kccount Cr. 

Rs. 
Capital 70,000 
Drawings 
Adjusted Purchases 
Sales 2,95,W 
Cash in hand 
Cash at bank 
Salades 
Freight 
Advertising 
General Expenses 
Furniture 
E x ~ n s e s  Outstanding 2,500 
Depreciation 
Building 
Discount 8W 
Insurance 
Prepaid Insurance 
Rent Received 6,m 
Rent Received in Advance 3,m 
Trade Debtors 
Trade Creditors 24,m1 
h s s  by Fire 
Commission 1,5w , 

Stock on Deccmber 31,1986 

Total 4,03,4W -- 
(Answer: Gross Profit Rs. 61,300; Net Profit Rs. 39,900; Balance Sheet total 

Rs. 1,30,000) 
7 The Trial Balance of S. Karim as on December 31,1986 was as under: 

Name oftha Account I ~ r .  Cr. 
i 

h. 
1,10,006 

32,400 . 

8,600 
36,m 

800 

2,lW 
I 

1,89,980 

- 

Capital 
Drawings 
Gross Profit earned during 1986 
Salaries and Wages 
Rent and Taxes 
Cash in hand 
Bauk Overdraft 
Sund~y Dcbtors and Crediton 
Insurance (including premium of 
Rs. 400 per  nuu urn paid up to 
March 31,1987) 
Loose Tools 
Bad Debts 
Provision for Bad Debts 
Entertainmetat Expenses 
Commission 
General Charges 
h n i t u r e  and Fixtures 
Plant and Machinery 
Stock on December 31,1986 

15,000 

22,000 
8,400 
2,300 

41,000 

1 . 0  

5 ,m 
5GU 

300 

2,600 
12,(#]0 
6Q7W 
19,800 

2,89,900 

Prepare the Profit and Loss Accoutlt for the year ending December 31, 1986 and the 
Balance Sheet as on that date. 

(Answer : Net Loss Rs. 11,100; Balance Sheet total Rs. 1,30,500) 

Note: These questions will help you to understand the unit better. Try to write 
answers for them. But do not submit your answers to the University. These are 

for your practice only. 
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