Final Accounts

Rs, Rs!

Insurance 8,000
Rent, Rates and Taxes

(50% Factory) 24,000
Postage and Telegram 5,600
Miscellaneous Expenses 3,200
Travelling and Conveyance

(50% Fectory) 7,000
Carriage Outwards 5,200
Machinery 80,000
Furniture 10,000
Debtors 1,20,000
Creditors 1,07,000

10,51,000 10,51,000

TheClosingStocksare asfollows:

Raw Materials 80,000
Work-in-Progress 24,000
Finished Goods 16,000

(Answer; Cogt of Production Rs. 6,26,750; Gross Profit Rs, 1,41,250; Net Profit
Rs. 79,000; Balance Sheet Total Rs. 3,30,000).

Note These questionswill help you to understand the unit better. Ty to write
ansver for them. But do not submit your answers to the University for
assessment. These are for your practice only.
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8.0 OBJECTIVES

After studying thisunit you should be ableto:
explain why adjustment entries are necessary at thetimeof preparing the fina
accounts

® lig theitemsin respect d which adjustmentsare usualy made

® passthe necessary adjustment entries

e preparefind accountswith adjustments.

8.1 INTRODUCTION

In Unit 7 you learnt about the preparation of simplefinal accounts. They did not
involveany adjustments. In practice, however, you areawaysrequired to make some
adjustmentswhile preparing thefina accounts. 1t is because there may be many
expensesand incomes relating to the current year which arestill to be brought into the
books of account. Then there may becertain itemsrecorded in current year's books
which actualy relate to the previousyear or the next year. Unlesssuch itemsareduly
adjusted in thebooksof account, thefinal accountswill not reveal thetrueand fair
view of thestatedf affairsd the business. In'this unit you will learn about all items
which require adjustmentsand study how such adjustments are made in booksof
account and how they areincorporated in thefinal accounts.
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82 NEEDFOR ADJUSTMENTS — _

You know that the financid reporting requirestlie summarisation of business
operationsfor aspecific accounting period. It isquite possible that certain transactions
recorded in current year's booksmay partly relateto the previousyear or to the
following year. It isaso possiblethat-certain expenditureincurred during the current
year has not yet been paid and so not recorded. Siinilarly, there may becertain
incomesearned during the current year which have not been recorded becausethey -
have not yet been received. If suchitems are not adjusted or brought into current
year's booksd account, the summary presented in the form of final accounts willnot
reved thetruepicture. Let ustake theexample of an amount of Rs. 600 paid on July
1,1987 towardsinsurance premium. Y ou know any general insurance usually coversa
period of twelve months. Suppose the accounting year isending on December 31,
1987 it would mean that haf theamount d insurance premium paid on July 1,1987
pertainsto thenext accounting year i.e., 1988. Therefore, while preparing thefina
accounts of 1989, the expenditureon insurance premium that should be debited tothe ,
Profit and LossAccount isRs. 300 (Ks. 600 paid = Rs. 300 pertaining to1988). The
remainingamount of Rs. 300 will hecarried forward and charged to the Profit and
LossAccount o 1988. Take another example. The wagesof workers for themonth d .
December, 1989 werepaid on January 7, 1988. Thismeans tlie Wages Account of
1987 doesnot includethe wagesfor the month of December 1987. Such unpaid wages
termed as 'Wages outstanding' have to be brought into the books and debited to the
Trading Account along with the wages already paid. Similarly, adjustment may also
become necessary in respect o certainincomes received inadvar ce O thosewhich are
outstandingas @ theend of tlie accounting year. Apart from these, there are certain
itemswhich cannot be recorded on day-to-day basis such asdepreciation, interest on
capital, etc. They aregenerdly adjusted at the time of preparing the fina accounts.
All itemswhich need alterationor which are to be brought into bookset the time of
preparing find accountsarecaled 'adjustments’. The purpose of making various
adjustmentsistoensure that the find accounts revedl the true financial position of the
business. Therefore, when you are to prepare the fina accountsdf any business, you
are provided with a Trial Balance and some additional information in respect of the
adjustmentsto be made.

8.3 TREATMENT CF ADJUSTMENTS | NFINAL
ACCOUNTS _—

Thereare severd itemswhich need adjustment at tlietirned preparing thefinal
accounts. Somed theimportant and common adjustments arelisted below:

1 ClosingStock
2 Outstandingor Accrued Expenses
3 Prepaid or Unexpired Expenses
4 Outstanding or Accured Incomes
5 incomesReceivedin Advance (Unearned Income)
6 Depreciation
7 interest on Capital
8 Interest on Drawings
9 Intereston Loan
10 Bad Debts
11 Provisionfor Bad Debts
12 Provisionfur Discount on Debtors
13 Provision fur Discount on Creditors
14 Manager's Commission
15 Abnormal Loss
16 Drawingdf Goods by the Proprietor

L et usnow discusstlie nature of each item of adjustment and itstreatment in thefinal
accounts. In this connection you must remember that the general principle of double

" entry hasto be fully followed. Hence, for bringing any item into the booksof account



or adjustingthe amount o any expense or income, you haveto ensurethat the Fina} Accounts TI
amount isdebited to one account and credited to another; and whileshowingit in the

final accountsthe item should appear at two places, one representingthedebit and the

other representingthe credit, otherwisethe Balance Sheet will not tally. Usually, each

adjustment will first appear in the Tradingand Rrdfit and Loss Accountand then in the

Balance Shedt.

831 ClosngStock

Y ou know that all goodspurchased or produced during the year are not compl etely
sold-aut by theend of theyear. Somegoodsawaysremain unsold asat the end of the
year which arecalled'Closing Stock'. The Closing Stock does not usually appear in
theTrial Balance. It is mostly givenintheformof additional information. Since Gross
Profit/Gross Losscannot beworked out without accountingfor theclosingstock it is
brought into books by meansaf thefollowing adjustmententry.

ClosngStock A/c Dr.
ToTrading A/c

Thedosingstock istreated inthefina accountsasfollows:
i) Onthecreditsided Trading Account: shown as aseparate item, and
if) Ontheassetssideof the Balance Sheet: shown asaseparate item under Current
Assts
Adjusted Purchasesand ClosingStock: Sometimesthe closing stock may begivenin
theTrial Balanceitself. This would mean that both the opening and theclosingstocks
have been adjustedin the purchases. In such asituation, theopening stock will not
appearin theTrial Balance. The Trial Balancewill show only thefiguresof adjusted
purchasesand theclosing stock. The adjusted purchasesarein fact the cost of goods
sold. They have been worked out by adding the opening stock to purchasesand
subtractingthe closing stock therefrom. Hence, the adjusted Purchasesare shown on
the debit sdeaf theTrading Account. I nsuchasituationthere isno need to show
cdaosingstock in the Trading Account as it already standsadjustedin purchases. I t will
beshown only on the asset sided the BalanceSheet.

3

8.3.2 Outstanding Expensss

Outstanding expensesare those expenseswhich have been incurred during the current
accounting year but have not been paid till theend of the year. They arealsocalled
‘expenses accrued'. Thecommon examplesof such expenses arethe salaries, wages
and rent for thelast month of the accountingyear paid in the firstmonth of the next
year. Sincethey remained unpaid asat theend dof accounting year, no entry might
havebeen passedinthe booksd account. So, they must betaken into account while
preparingtheTrading and Profit and Loss Account otherwiseit will not reveal the
correctamount of profit or loss. Thefollowingadjustment entry is passedin respect of
outstandingexpenses.

Concerned Expense A/c Dr.
To Outstanding ExpensesA/c

Theoutstanding expenseswill betreated in final accountsasfollows:
i) Added to the concerned expensesin the Trading and Profit and LossAccount, and

if) Shawnontheliabilitiesside d the Balance Sheet asaseparateitem under Current
Liabilities.

8.3.3 Prepaid Expenses

Sometimes, the bedefit of some expenseswill beavailable not only in the current
accounting year but alsoduringthe next year. That portionof expense the benefit of
whichisyet to be recelvediscalled 'prepaid expense. Itisalso caled 'unexpired
expense. Examplesd such expensesare unexpiredinsurance,/interest paid in
advance, etc. | n such situationsit is necessary tofind out the unexpired portion and .
adjust it in the concerned'expense. Thefollowing adjustment entry is passed in respect
of the prepaid expenses:

Prepaid ExpensesA/e . Dr. :
To Congerned ExpenseA/c oy ds
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The Prepaid expenseswill betreated in finai accountsasfollows:

i) Subtracted from the concerned expensein the Trading and Profit and Loss
Account, and

i) Shown on theassetsside d the Balance Sheet asa separate itemr under Current
Assets.

8.3.4 Accrued Income

Accrued Incomes are thoseincomeswhich have been earned during thecurrent
accounting year but have not been received till the end of the year. They arealse
called 'outstanding incomes or ‘incomesearned but not yet received'. Examples of
such incomesare commission receivable, income on investmentsdue but not yet
received, etc. The followingadjustment entry is passed in respect of accrued income.

Accrued Income Alc Dr.
To Concerned Income Afc

The Accrued incomeis treated in find accountsas iollows:

i) Added to theconcerned income in the Profit and Loss Account, and

it} Shown on theasset sideof the Balance Sheet asaseparate item under Current
Assets.

8.3.5 Income Receivedin Advance

Any incomewhich belongsto the next accounting year but has been received during
thecurrent accountingyear iscalled ‘income receivedin advance' or 'unearned
income'. Itistheincomein respect of which theserviceisyet to be provided.
Examplesd suchincomesarc rent received in advance, interest received in advance,
etc. In such asituation, the unearned portion of theincome will have to be adjusted
while preparing thefinal accounts. Thefollowing adjusting entry is passed in respect
of the unearned income.

Concerned IncomeA/c Dr.
ToIncome Received in Advance A/c

The unearned incomeis treated in fina accountsasfoilows;

i) Deducted from theconcerned income in the Profit and Loss Account, and
i) Shownon theliabilitiessideof the Balance Sheet as aseparate item under Current

Liabilities.
L ook at Hlustration 1 and see how adjustmentsare madein thefinal accountsin

respect of outstanding expenses, prepaid expenses, outstanding incomes and incomes
received in advance.

[llustration 1

Show how you will record thefollowing itemsin the Profitand Loss Account and the

Balance Shest. )
TheTrial Balanceshowed thefollowingbaiances ason December 31,1987:

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

Additional Information

i) Salariesamountingto Rs. 2,000 are outstanding.

i) WagesincludeRs, 1,500 paid in advance.
iil) Interest oninvestment includeRs. 1,200for the monthsof January, February and

March, 1988.
iv) Rentfor the monthof December amountingto Rs. 600isnotyet received.

GrossProfitfor theyear is Rs. 40,000 and other expensesamounted to Rs. 10,000.



Profit and Loss Accoumt Fingl A teounts B
for the year ended December 31, 1987 | :

" Dr. Cr.
Particulars _ Amoont | Particnlars Amoitnd
Rs. Rs.
ToSalaries 10,000 .
Add Outstanding 2,000 By Gross Profit b/d 40,000
ToWaps 20,000 12,000 | By Rent Received 6,600
LessPrepaid 1,500 Add Outstanding 600
- 18,500 7,200
To Other Expeascs 10,000 | By Commission Received 2,000
To Net Profit ) 13,500 | By Interest on
(transferred to Capital Afc) Investinents 6,000
Leys Received
iri Advance 1,200
4,800
54,000 - 54,000

Balance Sheet
as on Decembeor 31, 1987

Liabilities Amount Asseis _.rAmuunt
Rs. Rs..
Current Liabilities: Currents A55eS: .
Salaries Outstanding 2,000 | Wages Prepaid 1,500
Interest Received in Advance 1,200 | Rent Guistanding 600

8.3.6 Depreciation

Depreciation meansdecreasein thevalued fixed assetsdueto their usage and the
passageof time. Y ou know the fixed assetsare used for the purposecof earning
revenue. Therefore, thefall in their valueshould be considered asan expenseor loss
incurred in realising such revenue and should be charged to the Profit and Loss
Account, Depreciation iSniot recognised on day-to-day basis. It is brought into the
booksonly at the end of the accounting period by passing thefollowing journal entry.

Depreciation A/c Dr.
To Concerned Asset A/c

Depreciationistreated in fina accountsasfollows:

i) On the debit side o the Profit and Loss Account: shown as aseparateitem giving
detailsof depreciation on each fixed asset, and

it} Deducted from the concerned asset in the BalanceSheet.

Sometimesdepreciation isgivenin the Trial Balanceitself. This ispossibleonly if the
entry in respect of depredation has already been passedin the booksd account. Ir
such astuationdepreciation will be shown in the Profit and Loss Account enly, It need
not beadjusted in the fixed assetsin the Balance Sheet because thefixed assets
aready stand reduced by theamount of depredation.

epreciationis generally cal culated at the given ratefor the period for which the asset
asbeen used in theaccountingyear. Thus, if anasset ispurchased duringtlie current
year the depreciation should be cal cul ated from the date of acquisitiontill theend of
the year. If thedate on whichthe additionswere made isnot given, you should
lculate depreciation on additionsalsofor the fuil year. hi the case of old assets,
depredation iscalculated on the opening balance. Look at |llustration2 and study
how depreciationistreated at the time of preparing the find account. 51
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[lustration2 .
Thefollowing arethe balancesof assetsason January 1, 1987:

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

A new machinery costing Rs. 30,000 wasacquiredon July 1,1987. Depreciation isto
be provided on Plant and Machinery at 10% and on furnitureat 5% per annum.
Show how depreciation will beshownin thefina accounts.

Solution:
Calculation of Depreciation ‘
Fs.
On Furnitureat 5% on Rs 18,000, 900
On Plant and Machinery:
10% onRs. 1,20,000 for one vear 12,000
10% on Rs. 30,000 for si x months 1,500 13,500
14,4000
Treatment in Final Accounts
Profit and Less Account
for the year ended December 31, 1981
D. Cr.
Particulars Amount | Particulars Amount
Rs k.
To Depreciation:
Plant and Machinery 13,500
Furniture 900
—_— 14,400
Balance Shest
a on December 31, 1981
Liabilitles Amount | Assets Amount
Rs. Rs,
Fixed /ssets. .
Plant and Machinery 1,20,000
Add New Machinery 30,000
1,50,000
Less Depreciation 13,500
. _— 1,36,500
Funtue 18,000
Less Depreciation 900
—_— 17,100

837 Intereston Capital

Y ou knowthefundsprovided by the proprietor to the businessconstitute capital.
Sometimes, the proprietor may like to, know the profitsmade by the businessafter
takinginto considerationtheinterest on thiscapital. Insuch asituationinterestis |
alowedat acertainrateon thecapital. It isca culated on the capital at thebeginnin&

d theyear. If, however, any additional capital isintroduced during the year, interest



on additional capital will also be calculated from the date on which it was brought into
the business. Such interest istreated asan expensefor the businessand thefollowing
adjustment entry ispassed to bring it into the booksaf account.

Interest on Capital A/c Dr.
To Capita A/c

Interest on egapital istreated in final accountsasfollows:
i) On thedebit sideof Profit and Loss Account: shown asaseparateitem of expense

and
ii) Added to Capital on theliabilitiessideof Balance Sheet. You should note that

normally nointerest on capital isto be provided.
8.3.8 Intereston Drawings

Incaseinterest isallowed to the proprietor on hiscapital, it isa usud practiceto also
chargeinterest on hisdrawings. Interest on drawingswill beagainfor the business
and thefollowing adjustments entry ispassed to bringit into the booksdf account.

Capital A/c or DrawingsA/c Dr.
Tolnterest on DrawingsA/c

Interest on Drawingsis treated in final accountsasfollows:

i) On thecredit sideof Profitand LossAccount: shown as aseparateitem, and
i) Deducted from Capital on theliabilitiessidedf Balance Sheet.

Interest on drawingsiscalculated at a given ratefrom the date of withdrawal till the
end o theyear. In case no dateismentioned, theinterest ischarged for Sx months
assumingthe amounts were drawn evenly throughout theyear, Look at Illustration3:
and see how interest on drawingsiscal culated when the amount and the dates of
withdrawd are given.

LY

Ilustration 3
Rs.
Feb. 1 4,000
Apr. 1 6,000
Jul. 1, 3,000
Oct,' 3! 2,000
Dec. 31 5,000

Calculatetheinterest chargeable to the proprietor if the rate of interest on drawingsis
15% per annum.

Solution:
Date Amount Months upto Product
December 31 2x3
§))] ) )] ! @
Feb, 1 4,000 11 44,000
Apr. 1 6,000 9 54,000
Jul, 1 3,000 6 18,000
Oct. 31 2,000 2 4,000
Dec, 31 5,000 0 0
. 1,20,000

Final Accounts’
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.15 1 =Rs. 1,500.
Interest on Drawings = 15 x1,20,000% 75

Another way d calculatinginterest on drawingsisto calculateit individually on each
wighArawal and then add them.

8.3.9 |Interest onLoan

If thefirm hastaken someloan, it hasto pay interest theron. Hence, when we noticea
loan Account in the Trial Balance, we must find out whether thefull amount of dueon
loan has been paid or not. Therated interest and the date on which the loan was
takenis usudly given. If, however, the date on whichloan wastaken isnot given, it
meansthat it isan oldloan and full year’sinterest hasto be provided. In any case, you
should calculatetheexact amount of interest due and find out from the Trial Balance
whether the same has been paid or not. Generally, you will find that theinterest has
been paid but itislessthan what isdue. Insuchasituation, the differenceisregarded
asoutstandinginterest and thesameinust be adjusted at thetime df preparingthe
final accounts. Supposethere isan item o 10% loan (takenon April 1,1987) o

Rs. 20,000 appearingin the Trial Balance. Assumingthe accountingyear endson
December 31, thetotal interest on loan will work out asRs. 1,500 (at 10% on

Rs. 20,000 for nine months). On going throughthe Trial Balance you find that the
interest paid isRs. 1,000 only. It meansRs. 500 (Rs. 1,500— Rs. 1,000) isthe
outstandinginterest. Thismugt be showninfinal accounts accordinglyi.e., Rs. 1,500
(Rs. 1,000 + Rs. 500 outstanding) asinterest on loan on the debit sideof the Profit
and Loss Account and Rs. 500 asoutstandinginterest under current liabilitiesinthe
Balance Sheet.

| tispossiblethat the adjustmentsgiven outsidethe Trial Bl ance already includethis
item. But, if they do not even then you haveto accountfor it. TAs iscalled animplied
adjustment.

Chieckt Yolir Progress A
7 Fill int the blanks
i) Every adjustmenthasa — effect.
i) Closingstock isshown on the ————— sideof the Balance Sheet.
iti) Prepaid expensesareasocalled —————— expenses.
i¥) Incomereceivedin advanceis—— for the business.
v) ————isadecreasein thevaueof afixed asset due to wear and tear.

fromthecapital in the BalanceSheet.’

vi) Interest on Drawingsis -—

2_State whether thefollowingstatementsare True or False.

i) Every adjustment affectseither Tradingand Profit and Loss Account
or the Balance Sheet.

ii) Outstanding expenseis first added to the relevant expense account ad
then shown on the ligbilitiesside d the Balance Sheet.

i) Interest on loan is anincomefor the business.

iv) Depreciation is deducted Gam the relevant fixed asset in the Balance
Sheet and debited to Profit and Loss Account.

v) Proprietor is dways entitled to interest on the capital invested.

8.3.10 Bad Debts

Sometimes, a debtor may fail togay hisdebt either partially or completely. The
amount of debt which cannot berecoveredfrom the debtor iscalled Bad Debtsand it
will be alosstothe business. Thefollowing journd entry is passed when adebt
becomes bad.

Bad DebtsA/e Dr.
ToConcerned Debtor'sA/c

Theeffect of thisentry will be (i) debtor's persona account stands, closed, and (ii) a
newaccount called 'Bad DebtsAccount' isopened in the books.

Thetotal amount of bad debtsincurred duringthe year appears asa separate itemin
theTria Balanceand thesundry debtors appear at the reduced amount. The bed
debtslike any other expenseor lossare charged to the Profit and Loss Account,




Bed Debts given outside the Tria! Balance: Sometimes, the bad debtsto bewritten oft
may be stated outsidethe Trial Balance asan adjustment item. It meansthat such bad
debtshavenot yet been written df. In other words, the entry for such bad debts has
not been passed. It is necessary to record such bad debts a thetime dof preparing the
final accounts. Thisisdone by passing thefollowing adjustment entry:

Bad Debts Account Dr.
To Sundry Debtors

Such additional bad debts usually called ‘further bad debts’ aretreated in final
« accountsasfollows:

i) Onthedebitsided Profitand Loss Account: shown asaddition to bad debts
aready writtenoff, and
ii} On theassetssidedf the Balance Sheet: shown as deduction from Sundry Debtors.

Itisimportant to remember the differencebetween the treatment £ bad debtsgiven
insidetheTrial Balanceand the bad debtsgiven outsidetheTrial Balance. The bad
debtsgiveninsidetheTrial Balanceand also those given outsidethe Trial Balancewill
beshownin the Profit and Loss Account. But only those bad debtswill bededucted
from Sundry Debtorsin the BalanceSheet which are givenoutside the Trial Balance.

8.3.11 Provision for Bad Debts

In any businesswheregoodsare sold on credit, bad debts usualy occur. Whenitis
certain that adebt will not be recovered, the amount iswritten off asbad debt. But, it
isalsolikely that someof the remainingdebts may not be recovered infull. From
experience We know that certain percentageof amountsduefrom debtors may not be
recovered. Thiswill bealossto the business. You havelearnt that accordingly to
‘conservatism concept’ al possiblelossesmust be providedfor. Hence, it isacommon
prdctice to makeasuitable provision for doubtful debtsat the time of preparing the
final accounts. Otherwise, the Profit and Loss Account will not reveal the correct
amount of profit or lossand the BalanceSheet will not show the true positionof
sundry debtors. The Provisionfor doubtful debtsis usually calculated asa certain
percentaged thetotal amount duefromsundry debtors after writingof all known bad
debts.

Provisonfor doubtful debta isalso called'Provision for Bad Debts’ or 'Provision for
Bad and doubtful Debts. Such a provisionismade by debiting theamount of doubtful
debtsto the Profit and Loss Account, Thus, the journal entry for creating such
provisonwill be asfollows:

Profit and Loss A/c Dr.
To Provisonfor Bad Debts A/c

YouWll noticethat whena debt isirrecoverableit iswritten off by creditingit tothe
personal account of the respectivecustomer. But, when adebt isdoubtful o recovery,
thepersonal account d the customer will not becredited asthe recovery istill
possible. Hence, the creation of provisionfor bad debts does not affect the balanced
debtors personal accounts. However, whileshowingsundry debtors inthe Balance
Sheet the amount of such provisionissubtracted therefrom.

When provision for bad debtsalready existsin the books, the provisioncreated for
doubtful debtsat theend of aparticular year will becarried forward tothe next year
and it will beused for meetingthe lossdueto bad debtsincurred duringthe next year.
The provision fox bad debts brought forward from the previousyear iscalled ‘'opening
provison' or 'old provison'. Whensuch provisionalready exists, thelossdueto bad
debtsduring the current year will be adjusted againstthe same, and while naki ng
provisionfor bad debtsrequired at theend of thecurrent year called 'new provision’
the balanced old provision should also betakeninto account. Let ustake anexample
and understand how these adjustmentsare done. Supposeold provisionon January 1,
1987 was Rs.1,000. The bad debts written off during 1987 amounted to Rs.600 and the
new provisonrequired on December 31,1987 isRs, 1,500, In such asituation, the
Profit and Loss A ccount will be debited with Rs. 1,100 ascal culated bel ow:

Fial Accounts I
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2%

Existing Provisonfor Bad Debts 1

Less Bad Debts 600
Surplusprovisionavailable 400
Provison requireda theend of theyear 1,500
LessSurplusd old provision 400
Amount to bedebited to Profit and Loss Account 1,100

!

Theabove aspectswill be shown on thedebitsided the Profit and Loss Account as
follows:

Profit and Less Account
o the year endedasss,ssans

D. Cr.
Rs. 1 Rs
ToProvision for Bad Debts:
Bad Debts 600
Add New Provison 1,500
2,100 1,000
Less Old Provision N 1,100

If however, thetatd of new provision and theactual bad debts arelessthan the dd
provyision, the details will be Shown on theeredit Sdeof the Profitand Less Account as
follows:

Profit and Loss Account

lor the year ended:voivivaas )
Dr., Cr.
Rs Rs.
By Provision for Bad Debts,
OldProvision ...,
LessBadDebts = ...,

LessNew Provision ~— ..vvee

In thisconnectionyou should notethefallowing points.

1 ¥ sone bad debtsaregivenin adjustments (further bad debts) they should dso be
takenintoaccount.

2 Thenew provisionshould becdculated on sundry debtorsafter adjustingthe
amount of further bad debts.

3 In Balance Sheet only thefurther bad debtsas givenin adjustmentsand thenew
provisonfor bed debtsshould besubtractedfromsundry debtors.

The following are the journa entriesrequired when the provisionfor bed debtsexists
inthe books

a) For writing off further bad debb given outside the Trial Balance:
Bad Debts A/c Dr.
To Sundry Debtors
b) For trausferring thetotal bad debts to the provision for Bad Debts Account:
Provieonfor Bad debtsA/c  Dr,
ToBad Debts A/
c) For debiting theProfit and Loss Account with theexcess of thenew pre
th'etatd bad debtsover theold provision:
" Profitand LossAccount A’/ Dr,
ToProvisionfor Bad Debts A/c



d) For crediting theProfit and Loss Account withexcessd the old provision over the
total bad debtsplusnew provision:
Provisonfor Bad Debts A/c Dr.
ToProfitand LossA/e
Look at Illustration4 and see how bad debtsand provisionfor bad debtsare recorded
inthefina Accounts.

[llustration4

An extractfrom atrader Trial Balanceon December 31,1987 isgiven below:

Name of the Account Dr. G.
Re.

Sundry Debtors 64,000

Bad Debts 4,000

Provisond Bed Debts 7,000

Adjustments: \Writeoff further bad debts Rs. 2,000 and create a provision for
doubtful debtsat 3% on debtors. Passthe necessary journal entriesand show Bad
Debtsand Provisionfor Bad Debts Accounts. Alsoshow their treatment in thefinal
accounts.

Journal
1987 Rs. Rs.
Dec. 31 Bad Debts Alc Dr. 2,000
ToSundry Debtors
(Being bad debtswrittenoff) 2,000
» 31 Provisonfor Bad DebtsA/e Dr. 6,000
ToBad DebtsAle 6,000
(Beingbad debtstransferred to
Provisionfor Bad DebtsAccount)
» 3 Proflt and Loss Alc Dr. 2,100
, ToProvisonfor Bad DebtsA/c © 2,100
(Beingthe Provisonrequired
for doubtful debts)'
Dr. Bad Debts Account Cr.
1987 Rs. 1987 . Rs.
Dec. 31 To Bdanceb/d 4000 Dec. 31] ByProv.for
Bad DebtsAlc 6,000
"3 To Sundry Debtors 2,000
6,000 6,000
Provisgion for Bad Debts Account
1987 Rs. [ 1987 Rs,
Dec. 31 ToBad DebtsA/c 6,000 | Jan. 1 By Balanceb/d . 7,000
» 31 ToBaancee/d 3,100 | Dec.31 ' By ProfitandLoss A/c 2,100
\ y
9,100 9,100
1988
Jan. 1 By Balance b/d 3,100

Node: The newprovision forbad debtshas been calculated at 5% on Rs, 62,000(sundry debtors
Rs. 64,000—further bad debtsRs, 2,000).

Final Accounts II."”
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Profit and Loss Account
for the year ended December 31, 1987

Rs. Rs.
ToProvisonfor Bad Debts;
Bad Dt s 4,000
Add Further Bad Debts 2,000
Add New provision, 310
LessOld 9,100
Provison 7,000
2,100
Balance Sheet v

os ot December 31, 1987

Rs. Rs.
Current Assets:
Sundry Debtors 64,000
Less Further Bad
Debts 2,000
, 62,000
Less Provision 3,100
Bad Debts 58,900

8.3.12 Provisionfor Discount on Debtors

Y ou know cash discount isalowed to debtorsasan incentivefor prompt payment.
When thediscount isdlowed it isrecorded through the Cash Book and posted to the
creditsdeof theconcerned debtor's persond accounts. But, in thecased debts
outstandingat theend d the current year, discountswill be dlowed inthenext yeer if
the debtors make prompt payments. So, as inthecased anticipated|osson account
o doubtful debts, aprovison must bemadefor thediscount likely to bealowed to
thedebtorsinthenext year, such a provisonisknown asthe'Provision for Discount
on Debtors it isdso caculated asa percentageon the net sundry debtors (remaining
after subtracting theprovisonfor bad debtsand further bad debts). For example, if
Sundry Debtorsamount to Rs. 40,000 and thefirmwantsto createa provisionfor bed
debtsat 5% and a provision for discount at 2% on thedebtorsthey Wl becalculated
as follows:

i} TheProvision for bad debtswill beca culated at 5% on Rs. 40,000. | t will amount
toRs 2,000,

if) The Provision for discount at 2% will becalculated on thedebtorsafter subtracting
theprovisonfor bad debtsi.e., on Rs. 38,000 (Rs. 40,000 - Rs. 2,000). | t will amount *
toRs, 760,

Note that when both provison for bad debtsand provisonfor discount ondebtorsare
to becalculated, the provison for bad debtsiscal culated first and then provisionfor
discountisworked out on debtorsafter subtractingthe provison for bad debts.
Theadjustment entry for provisonfor discount on debtorsisasfollows:
Profitand LossA/c Dr.
ToProvisonfor Discounton
DebtorsA/e

(Being the Provisonmedefor

discount on debtors)
TheProvisionlor discount on debtorswill beshown inthefinal accountsasfollows:

i} On'the debitsided Profitand Loss Account: shown asaseparateitem, and
ii) Ontheassetssidedf Balance Sheet: shownasadeductionfrom Sundry Debtors.

The badanceaf the provisonfor Discounton Debtors Account will becarried forward
to the next year and thediscountsdlowedif any, in thenext year will beset off against
the provisonforitsaf. The method d dealing with discountsallowed and provision
for discount on debtorsin the next year issmilar to the method followedin case of
bad debtsand provisonfor bed debts.



8.3.13 Provision for Discount en Creditors

When prompt payment is received we allow cash discount to debtors. Similarly, we
receivediscount from the creditorswhen prompt paymentsare made by us. Sothe
expected gain on account of discountsreceivablefrom creditorsin the next year
should also betaken into account at thetime of preparing the final accounts. Such a
provision iscalled 'Provision for Discount on Creditors.

Itiscalculated asa percentageon Sundry Creditors. The creation of sucha provision,
however, goesagainst the Conservatism Concept. Hence, itisusualy avoidedin
practice. But youmust learn how itis treated in final accountsif such aprovisionis
required.

The adjustment entry for provisionfor discount on creditorsis passed asfollows:

Provision for Discounton Creditors Alc Dr.
ToProfitand LossAccount
{(Being the Provision madefor discount
on creditors)
The provisonfor discount on creditorswill appear in thefinal accountsasfollows:

i) Onthecredit side of Profit and I.oss Account: shown as aseparateitem, and
ii) On theliabilitiesside of the BaanceSheet: shown as a deduction from Sundry
Creditors.

Thebalance d the Provision for Discount on Creditors Account will also be carried
forward to thenext year and the discount received, if any, will be adjusted against the
provisonitself.

8314 Manager’s Commission

Sometimes, themanager N@y also beentitled to acommission on profitsearned by the
business. Such commission isusudly calculated asa fixed percentageon profits.
Supposethe Net Profit of afirm after taking intoconsiderational expensesexcept the
manager’s commission iSRs, 60,000 and the manager isentitled to acommission of
5%on profitsbefore chargingsuch commission. Hiscommission will work out as

Rs. 3,000. However, itisstill to be paid and therefore should be treated as an
outstandingexpense. It will bedebited to Profit and Loss Account and also shown asa
current ligbility in the Balance Shest.

In the above example, manager’s commission hasbeen cal culated on profits before
chargingthe commission. But, sometimes, it isto be calculated on prfoit after
charging such commission. | n such asituation, the commission will be calculated by
thefollowing formula:

Percentage o Commisson _ o
100 T percentage of Commisson™ Net Profit before Commission

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

5 ' 5
[rer— =—— X60 =S
1004_5)“50,000 105 ,000="F5. 2,857

The aboveamount can also beverified. Aftér chargingmanager's commission the Net
Profit will work out to Rs. 57,143 (Rs. 60,000 = Rs. 2,857). Now calcalate 5% 0n

Rs. 57,143. It worksout to Rs. 2,857 which means the amount of commission
calculated by the given formulaiscorrect.

8.3.15 Abnormal 0SS of Stock

Inthecoursed businesssome lossaof stock may aso occur. It may occur in transit or
at the godown. Such lossof stock may be normal or abnormal. Normal lossisdueto
inherent characteristicsof goodssuch asevaporation, subdivision, drying up of goods,
etc. Ontheother hand, if the loss.eccurs on account o seasonswhich are accidental ot
very rare, thelossistermed asabnormal loss, The examplesdf such lossesaretheft of
goods, destructionof goods by fire, etc.
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The normal lossdoes not require any special treatment in the booksof account. Itis
absorbed by the remaining unitswhosecost isinflated by such loss. But, the abnormal
losshasto be shown separately in the booksaf account. After the amount of such loss
isascertained, thefollowing adjustmententry ispassed.
Loss by FireA/c Dr.
ToTrading Account
(Beingstocklost by fire)

To avoid theburden of lossdueto abnormal circumstancesthe businessmenmay get

the stock insured. Thus, theloss may be

1 Uninsured,

2 Fullyinsured, or

3 Partidlyinsured.

Let ussee what wilt be the accounting treatment in the abovethreesituations.

1 When thestock’s isnot insured: | n case the stock is not insured the total abnormal
losswill be transferredto the Profit and Loss Account and the following entry will
be passed.

Profitand Loss Ale Dr:
ToLossby FireAle

2 Whenthest ock isfully insured: Whenthestock isfully insured, thetotal amount of
lossispaid by theinsurance company. In that casethe company doesnot suffer afiy’
loss. So, nothingisdebited to the Profit and Loss Account. The journa entry
passedisasfollows.

Insurance Company Dr.
TolLosshy FireAlc

3 Whenthelossispartially insured: 1n casethetoss ispartially insured theamount d
insurance clamisdebitedto I nsurance Company's Account and the remainingloss
(the amount to be borneby the business) isdebited to Profit and LossAccount. The

followingjourna entry is passed.
Insurance Company Dr.
Profitand Loss A/c Dr.
ToAbnormal LossA/c
Thus, thetreatment of abnormal lossin final accountsisasfollows.

a) Credit the Trading Account with thetotal loss.
b) i) Incase of uninsured stock debit Profit and Loss Account with full amount.
ii) Incased fullyinsured loss, insurance claim will beshown asan assetin the
BaanceSheet.
i) Incased partialy insuredloss, theamount of insuranceclaimisshownasan
as=t in the Baance Sheet and the remaining amount d lossisdebitedtothe
Profit and LossAccount.

Look at Illustration5and see how abnormal lossistreated in the booksaf account.

Niustration 5

On December 30,1987 thestock worth Rs. 40,000 wasdestroyed by fire. Thestock
wasinsured and theinsurancecompany admitted aclaimof Rs. 30,000 only. Passthe
necessary j¢ arnal entries and show how it will be treated infinal accounts.

J . ]
Date Particulars Dr. Cr.
Amaunt Amount
1987 . . Rs. | Rs
Dec.31 Loss by Fre Afe . 40,000
ToTradingAfc S 40,000
(Being stock lost byfire) : ‘
- } | Insurance Conpany Dr. © 30,000
Rdit and Loss Az Dr. 10,000 o
ToLoss by FireA/c . |- 40,000
(Beingpartid dam :
adntted by InsuranceConpany) ’




Trading Account
for theyear ended December 31,11887
Dr. Cr.
Rs.
By Loss by Fire 40,000
Profit and Loss Account
for the year ending December 31, 1987
Rs,
To Lass by Fire 40,000
Less insurance
claim 30,000 .
_— 10,0600
Balance Shet
as at December 31, 1987
Rs. |
Current Assets:
Claim due from insurance | .
company 30,000

8.3.16 Drawingdf Geods by the Proprietor

Yau know when the proprietor takesaway somegoodsfrom the businessfor his
persond useitisrecorded in booksd account by passingthefollowingjournal entry
(refertoUnit 2).
DrawingsAccount Dr.
To PurchasesAccount

So, if you find that it has not been recordedin the booksof account, you have to make
the necessary adjustment in final accounts. The treatment infinal accounts will be as
Falows

i) OntheDebitsded the TradingAccount: Deductit from Purchases.
i) OntheLiabilitiessideof the Balance 3heet: Deductitfrom capital either asa
Separateitem or by includingit in drawings.
' Check Your*i’;zé;ess B
1 Why do you create a provisonfor bad debts?

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

T S B T T T R I R LI RO AR A B A A

Concept?

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

S T T T R R L I A I N A R B AU

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

3 TheTrial Baanceshows thefollowing baances.

Rs.
Debtors 20,000
Bad Debts 100

Provisionfor bad Debts 200
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Final Accownts

8.4 PREPARATION OF FINAL ACCOUNTS WITH
ADJUSTMENTS

You know thereare variousitemswhich requireadjustmentat thetimeof preparing
thefina accounts. You havelearnt how each adjustment isrecorded in books through
ajournal entry and how it isreflected in the final accounts. However, while preparing
thefinal accountswith adjustmentsyou should remember that there iSnonesdto pass
the journal entriesfor any adjustment wnless specificaily asked to doso. All
adjustments must be Shown directly in the final accounts. Look at Illustration6and 7
and see how find accounts are prepared Wth adjustments.

Itlastration 6
FromthefdlowingTrial Balanced Gupta & Sons, prepareTrading and Profit and
Loss Account for theyear ended December 31,1987 and aBalance Sheet asan that.

date.

Trial Balance
Nameof the Account Debit Balances Credit Balances
. Rs. Rs.
Capital 5,00,000
Sales 10,00,600
SalesReturns 25,000
Purchass 5,00,000
PurchasesReturns 15,000
Inventory asan 1.1.87 60,000
L.and & Buildings 4,00,000
Plant & Machinery 3,00,000
Furniture 1,00,000
Wages 50,900
Carriage Inwards 10,009
Provisonfar Bad Debts 7,000
Carriage Outwards 5,000
Cartage 5,000
Salaries 40,000
Loan 2,60,000
Debtors 1,50,600
Creditors 70,000
Pent o 8,000
Bills Receivable 40,000
Acceptances 10,000
General Expenses 20,000
Rent & Rates 10,000
~ Investments 50,600
- Cash in hand 50,000
Bank Overdraft 10,000
Discount 4,500
- Bad Debis 5,000
Intereston Investments 5,000
Interest on Bdnk Overdraft 500
Gooadwill 60,000
Total 18,85,000 18,85,000




Additional Information Final Accounts I
1 Thevadued inventory on December 31,1987 was Rs. 1,00,600.
2 Depreciationisto be provided on: Land & Building @ 5% p.a. Furniture
@ 10%p.a. Plant & Machinery Rs, 50,000.
3 Provisonfor Bad Debtsisto bemaintained @ 5% on debtors.
4 Wagesareoutstanding to theextent of Rs, 4,000 and Salaries to the extent d
Rs. 3,000.
5 Rent and Ratesare prepaid to theextent of 1/4thd the amount paid.
6 Interest on Investment outstanding isRs. 1,000,
47 Rent totheextentdf Rs. 2,000 hasbeen receivedin advance.

Solution:
Trading & Profit and Loss Accoumnt
0 lor the year ended December 31, 1987 a
Particulers Amount Particulars Amount
To Inventory as on 1.1.87 60,000 |By Sates 16,00,000
To Purchasss 5,00,000 Less SaesReturns 25,000 | 9,75,600
Less PurchasesReturns 15,000 | 4,85,080 [By Inventory as on 31.12.87 1,00,000
To Wages 50.000
Add WagesOutstandin 4,000
ageS g 54,000
To Carriage Inwards 10,000
To Cartage 5,000
To Gross Profit ¢/d 4,61,0600
10,75,000 10,75,000
To Carriage Outwards 5,000 By Goss Profit b/d 4,61,000
To Sdaries 43,% By Rent 8,000
Add Outstanding * 43.000 Less Received inadvance 2,000 6,000
To General Expenses 20,000 | By Interest on Investment 5,000 -
To Rent&Rates 19.% Add Outstanding 1,000 6,000 o
Less Prepaid < 7,500 e
To Diiunt Allowed 4,560
To Bad Debts 5,000
Add New Provision 7,500
12 snn
. 7,000
Less Old Provision K
- 5,500
To Depreciation on Plant
& Machinery 50,000
To Interest on Overdraft_ 500
'To Depreciation 0
Land & Building :
Furniture ' 1_20’000 30,000 )
To Net Profit (transferred to - 1
Capita Afc) 3,07,000
4,73,000 1 4,73,000
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Final Accounts Balance Sheet as on December 31, 1957
Liabilities Amount Assets Amount
Rs. Rs,
Capital — Fixed Assets
Bdance 5,00,000 Goodwill 60,000
Add Net Profit 3,07,000| 8,7,000| Land&Building 4,00,000 '
LessDepreciation 20,000 3,380,000
Long Term Liabiiities Plant & Machinery 3,00,000
Loan 2,60,000| LessDepreciation 50,000 2,50,000
Current Liabllities Furniture 1,00,000
Creditors 70,000| Less Depreciation 10,0600 90,000
Acceptances 10,000
Bank Overdraft 10,000 | Investments 50,000
Wages Outstanding 4,000 | Current Asscis
Salaries Outstanding 3,000 | Cashin hand 50,000
Rent Received in Advance 2,000 | Debtors 1,50,000
Less: Provisionfor Bad Debts 7,500 1,42,500
Blls Receivable 40,000
Closing Stock 1,00,000
Prepaid Rent & Rates 2500
Interest on Investment Outstanding 1,000
11,66,000 11,66,000
illustration?

From thefollowing balancesextractedfrom the book o Aristo Ltd., preparea
Tradingand Profit and Loss Account for theyear ended December 31, 1987and a

BdanceSheet ason that date.
Trigd Balance
Nameof the Accourt Debt Balances Credit Balances
Rs. Rs.

Capital 2,00,000
Seles 5,00,000
SalesReturns 10.000
Purchases 2,00,000
PurchasesReturns 16,000
Stockon1.1.87 40,000
Land & Buildings 2,00,000
Plant & Machinery 1,00,000
Wages 25,000
Furniture 50,000
Provisionfar Bad Debts 5,000
Salaries 25,000
Debtors 82,800
Creditors 1,00,000
Bad Debts 3,000
BillsPayable 30,000
Investments 50,000
General Expenses , 20,000
Cashin hand 5,000
Cashat bank 15,000
Depreciationon Land & Buildings

8,45,000 8,45,000

‘ Additional Information

1 Thpinventory on 31.12.87 hasbeen valued at Rs. 80,000. The inventory of the
iy valixechs 20,000wasdestroyed by fire.on 1.12.87 andaclamd Rs. 15,000 ves
e admitted by tHe insurancecompany.
L 2 Depreciaionisto be provided on Plant & Machlneygnd furniture at 10% per
64 annum,




3 Debtorsare bad to the extentd Rs. 2,000. Provision for bad debtsisto be made at
5% on debtors and a provision for discount on debtors at 2%.

4 Wagesareoutstandingto theextent d Rs. 5,000,

5 Sdariesareprepaid to theextent o Rs. 2,000.

6 Createaprovisonfor discount on creditorsat the rateof

7 Createaprovisonfor repairstothe extentof Rs. 4,000.

Trading & Profit and LSS Account
for the year ended December 31, 1987

Dr. Cr.
Particulars Amount Particulars Amount
_ Rs. Rs.
To Opening Stock 40,000 By Sales 5,00,000
Less SdesReturns 10,000 4,90,000
ToPurchases 2,00,000 " |
Less Purchases
Returns 10.000 1,90,000 | By Closing Stock 80,000
By L0SS by Fire 20,000
ToWages 25,000
Add Outstanding 5,000 30,000
To Gross Profit e/d 3,30,000
5,90,000 5,90,000
ToSalaries 25,000
Less Prepaid 2,000 23,000 | By Gross Profit b/d 3,30,000
By Provison L.
“ i DNiccount on Creditors 1,000
ToBad Debts 3,000
Add Further Bad Debts 2,000
Add New Provision 4,000
9,000
LessOld Provision 5,000 ‘ i
— 4,000
To General Expenses 20,000
To Depreciation on Land & ¢
Buildings 20,000
To Loss by Fire 5,000
To Depreciation on Plant
& Machinery 10,000
To Depreciation on
Furniture 5,000
To Provision for Discount
on Debtors 1,520
To Provision for Repairs 4,000
To Net Profit (transferred
to Balance Sheet) 2,38.480
3,31,000 ‘| 3,31,000
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Final Accounts Balance Sheet as on December 31, 1987
Liahiiltles Amennt Assets Amount
Rs, Rs,
Capital 2,00,000 Land & Buildirgs - 2,00,000
Add Net Prafit 2,385,480 :
4,38,480| Plant & Machinery 1,00,000
Less Depreciation | 10,000 90,000
Creditors 1,00,000 Furniture 50,000
Less Provision Less Depreciation 5,000 45,000
for Disoount 1,600 99,000 A
Bills Payable 30,600 | Investments 50,000
Wages Outstanding 5,000 | Cash in hand 5,000
Provison for Repairs 4,000 | Cash at bank 15,000
Closing Stock 80,000
Debtors 82,000
Less Further
Bad Debts 2,000
80,000
Less Provision for
Bad Debts 4,000
76,000
Less Provision for
Discount 152 74,480
Insurance Claim
Outstandings g : 15,([11’
| Salaries Prepai © 2,000
5,76,480 5,76,480
Jpmtnrtcioverecsrmna ————————

Motes: 1 Depreciation on Land & Buildings is given in the Trial Balance. HI0E it ls shown in the Profit
and Loss Account only,
2 Provision for Bed Debts has bem caleulated at 5% on debtor safter subtractingfurther bad debts.
3 Provison for Discount on Debtors has been calculated at 2%00n debtors after subtracting further
bad debts aswell as provisonfor bad debts.
4 Loss by fire has been chargedto Profit and LosS Ascount after takingintoconsideration theclaim
| frotn insurance company.

85 ADJUSTMENTS GIVEN | NTRIAL BALANCE

You know that the adjustments are usually given outsidethe Trial Balanceand they
are shown at two places in thefinal acéounts. But, sometimes afew adjustmentitems
appear in the Trial Balance itself. Inlllustration7 you noticed itin respect o
depreciation onLand & Buildings. It ispossible that itemslike outstandingor prepaid
insurance also gppear in the Trial Balance. This happenswhenthe journal entryin
L respect d an adjustment hasalready been passed and thesamehas been posted into
o ' -the concerrled |edger accounts. For example, when p U passjournal entry for the
SR adjustment for outstanding salaries, you will debit Sdaries Account and credit
Salaries Outstanding Account. The Salaries Account already existsin the ledger and
the amount of outstanding salariesis dso posted thereto. Thisleads to an increased
balancein SdariesAccount. But theSalaries Outstanding Account does not exit in
theledger. Thisvll haveto beopened and the outstandingamount credited thereto.
When theTrial Bdanceis prepared, it will show theincreased baancedf Sdaries
D ~ Accountin the debit balances column and thebalance of Salzries Outstanding
- Accountin the credit balances column. Now thequestion ariseshow totreatitin the
SR final accounts. Insuchasituation, yeu will simply show SalariesOutstandingin the
liabilities. No additionwill bemade to salaries in the Profit and Loss Account because
salaxies g ven in Trial Balanss already include thisamount. Thus, when sdaries
cutstanding appear in the Trial Balance itis shown infina accounts only at one place.
b6 This applies to all items of adjusmentswhen they ar e induded in the Trial Balance.




In actual practiceall adjustmentitems with the exception of closing stock are
invariably incor poratedin the Trial Balancebefor e preparing the final accounts. The
Trial Balancesopreparediscalled 'Final Trial Balance or 'Adjusted Trial Balance’.

Look at Chart 8.1 and notehow each item of adjustment is treated in final accounts.
() if it isgiven outside the Trial Balance, and (ii) if it appears in the Trial Balance

Deducted from Sundry Debtors

itself.
Chawt 8.1
Preatment of Adjustment Hems in Fipal Accaanis
Treatment fn Final Accounts
8. No. Stem If given in Adjustments If given in Trial Balance itself
1 Closing Stock i) Credit side of Trading A/c: Shown | Assets side O Balance Sheet
as a separate item only.
ii) Assets side of Balance Sheet:
Shown as a separate item under
| Current Assets -
2 Qutstanding ) Debit side of Trading Al or Liabilitiesside d Balance Shest
Ezpenses Profit and Loss Ale: Added to the | only.
conceracd expense .
ii) Liabiities side of Batunce Sheet.
‘Shown as a separate item under
Current Liabiit
3 Prepaid Expenses | i) Diebit side of Profit and Loss Alc: | Assets side of Balance Sheet
Deducted from the concemed only.
expense
ii) Assets side of Balance Sheet:
Shown as a separate item under
Current Assets ’
4 Outstanding "i) Credit side of Profit and Loss Afc: | Assets side of Balance Sheet
Incomes Added to the concerned income | only.
ii) Asset side of Balance Sheet:
Shown as a separate item under
Current Assets
5 Income Received in | i) Credit side of Profit and Loss A/c: | Liabilities side of Balance Sheet
Advance Deducted from concerned income | only.
ii) Liabilities side On Balance Sheet.
Shown as a separate item under
o Cwrrent Liabilities
6 Depreciation 1) Debit side of Pyofit and Loss A/c: | Debit side of Trading & Profit
Shown as a separate item and Loss Account only.
i) Assets side of Balance Sheet: |
© Dedusted from the concerned
| fixed asset .
9 | Interest on Capital| i) Debit side of Profit and Loss Adc: | Debit side of Profit and Loss -
Shown as a sepsrste itesm Account only. :
ii) Liabilities side of Balance Sheet:
Added to Capital o
8 Interest on i), Credit side. of Profit and Loss | Credit sde of Profit and Loss
Drawings Alc: Shown s o seporate item Account only,
‘ ii) Lisbilities side of Balance Sheet:
Deducted from Capital
9 InterestonLoan | i) Debit side of Profit and Loss Debit side of Profit and Loss
Alc: Shown as a separate item Account only, - ‘
i) Linbilities side of Balance Sheet:
Added to Loan. , ;
10 Bad Debts i) Debit sidé of Profit and Loss A/c: | Debit side'of Profit and Loss
Addedto Bad Debts Ascount oaly,
ii) ‘Assets side of Balance Sheet: .
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Final Accoants

11 [Provision for bad

i) Debit side of Profit and Loss A/c:

Deduct from siindry debtors

debts Shown asaseparateitem assumning it is acdosing batance,
i) Assets sideof BalanceShet:
DeductedfromSundry Debtors
12 | Provision for Discounton |- i) Debit side of Profit and Loss A/c: | Debit side of Profit and Loss
Debtors Shown asaseparateitem A.ccount only.
if) Assets Sdedf BalanceShest:
Deducted from Sundry Debtors
13 | Provision for Discount on i) Credit side of Profit and Loss A/c: | Credit side of Profit and Loss
Creditors Shown asaseparateitem Agcount only,

i1) Liabilities sideof BalanceSheet:
Deducted from Sundry Creditors

14 | Manager’s Commission

i) Decbit side of Profit and Loss A/c:
Shown as a separate item

it} Liabilities side of Balance Sheet:
Shownasaseparateitem

Liabilities side of Balance Sheet
only,

15 | Abnormal Loss

' i) Credit side of Trading A/c: Shown

as & separate item with full amount.
of loss
ii) Debit Profit & LossA/cwith
theuncovered Loss
iii) Insuranceclaim will be shown
on Assetssideof BalanceSheet
under Current Assets

Debit side of Profit and Loss
Account only,

16 | Drawing of Goods
by the Proptietor

i) Debit side of Trading A/c:
Deducted from purchases

ii) Liabilities side of Balance Sheet:
Deducted from capital

DeductfromCapitai.

——

-

Tiustration 8

From thefollowing Trid Balanced Pitam StoresprepareTrading and Profit and Loss
Account for theyear ended December 31,1987 and the BalanceSheet ason that dete.

Trial Balance
Account Debit Credit
Balances Bajances
Rs. . Rs.
"Capital 60,000
Drawings 5,000
Purchases 1,00,000
Sdes 2,10,000
Opening Stock 20,000
Wages 15,000
Wages Outstanding 5,000
Carriage Inwards 2,000
Salaries 13,000
Insurance 1,500
Insurance Prepaid 1, 500
Income from Investments 30,000
Accrued Income from Investments 10,000
Machinery 50,000
Buildings 95,000
Cash in hand 2,000
Debtors 35,000
Creditors — 60,000
Depreciation on Bild rgs 5,000
Rent 10,000
3,65,000 3,65,000

Additional Information

The valued stock on December 31,1987 vas FS. 40,000



Solution:
Trading and Profit and Less Account
for the year ended December 31, 1937
Dr. Cr.
Particulars Amount Particulars Amount
Rs. Rs.
To Opening Stock 200 | By Sales 2,10,000
To Purchases 1,600,000 | By Closing Stock 40,000 ,
To Wages 15000
To Carriagelnwards 2,000
To Gross Profit c/d 1,13,000
250000 2,50,000
To Sdaries 13000 | By Gross Profit b/d 1,13,000
To Insurance 1500 | By Inwmefrom
To Rent 1000 |  Investments 30000
To Depreciation
on Building 5,000
To Net Profit
(transferred to Capital A/c) 1,13,500
143.000 1,43,000
Balance Sheet
as on December 31, 1937
Dr. Cr.
Liabilities Amount Assets Amount
Rs. Rs.
Capital 60,000 Building e51000)
Add Net Profit 1,13,500 Machinery 50000
Closing Stock 40,000
1,73,500
Less Drawings 5,000 Debtors FH10
1,68,500 | Cash in hand 2,000
Creditors 60,000 | Insurance Prepaid 1500
Wages Outstanding 5000 [ Accrued Income from
" Investments 10,000
2,33,500 2,33,500

86 LET US SUM UP

Atthetimed preparingthefina accountsanumber of itemsneed adjustments. Itis
because certain expensesmay relate to two or more accounting yearsor certain
expensesincurred during the current year may <till remain to be paid. Unlesssuch
adjustmentsare made, thefinal accountswill not revedl thetrue picture. Suchitems
areusudly given outsidethe Trial Balanceand are shown at two placesin thefinal
accountsso asto completethe doubleentry,

Adjustment entriescan be passed in the journal for each item of adjustment. But,

normally they aredirectly adjusted in the final accounts. I n practice the adjustment
entriesare dwayspassed for such itemsand a revised Trial Balancecalled'Adjusted
Trid Bdance or 'Find Trial Balance' isprepared. In suchasituation, the
adjustmentswill appear in the Trial Balanceitself. Any item of adjustmentwhich
appearsin theTrial Baanceisshown only at one placein thefinal accounts.

Final Accovats I
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8.7 KEY WORDS

Abmnormal Loss Loss caused by abnormal causes.

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

Adjustment Item: Anitem given outsidethe Trial Balancewhich requiresadjustment
at thetimeof preparing final accounts.

Adjusted Parchases: Amount d purchasesafter adjusting both the opening and
closingstocks.

Adjusted Trial Bance: Trial Balanceprepared after incorporating various
adjustments.

Depreciation: A permanent decreasein the valuedf afixed asset caused by wear and
tear or the passaged time.

Doubtful Debts: Debtsof doubtful recovery.
Outstanding Expenses Expensesincurred during the accounting year but not yet paid.

Outstanding Incomes: Incomes earned during the accountingyear but not yet
received.

Prepaid Expenses. Expensespaid but the benefit d which isyet to be received.
Unearned Income: Incomein respect o which theservicesare yet to be rendered.
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8.9 ANSWERSTO CHECK YOUR PROGRESS

A 1) dual ii) asset iii) unexpired iv) liability v) Depreciation vi) subtracted
2 i)False ii)True iii)False iv)True v)False
B 3 Provisionfor Bad DebtsRs. 990
Provisionfor Discounton DebtorsRs. 376.20
4 1)Rs. 20,000ii)Rs. 5,000 iii)Rs. 15,000

8.10 TERMINAL QUESTIONS/EXERCISES

Questions

1 Why some adjustments become necessary at the time of preparing thefinal
accounts?Name any twoitemsof adjustment and explain how they areshawnin the
final accounts.

2 Distinguish between:

a) Outstanding Expensesand Unexpired Expenses
b) Provisionfor Discounton Debtorsand Provisionfor Discount on Creditors
¢) Normal Lossand Abnormal Loss



Exercises

1 Givejourna entriesfor thefollowing adjustments:

Interest received in advance Rs. 600

il) Interest on drawingsRs. 1,2(%)
iii) Provisionfor discount on creditors Ks. 200

iv) Lossdf goods by theft Rs. 8,500

v) Drawingsof goods by the proprietor Rs. 750
2 Thefollowing information isextracted from the hooksof a businessman:

Debtorsason 31.12.1987
Bad Debtsduring 1987

Provisonfor Bad Debtsisto be maintained at 5% of debtors.

Rs. 25,000
Rs. 1,000

A Provisionfor discount on debtorsisaso to be made at 2%. You arerequired to

calculatethe amountsto be set aside in respect of provisionfor bad debtsand

provisionfor discount on debtors respectively.

(Answer: Provisionfor Bad DebtsRs. 1,250; Provisionfor Discounton Debtors

Rs. 475)

3 TheProprietor withdrew the following amounts during the year ended

December 31,1987.

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

Rs.
4,000
6,000
5,000
2,000
1,000

Calculateinterest on drawingsif therateis6% per annum.

(Answer: Rs. 565)

4 Fromthefollowing Trial Balance of Puri & Sonsason June 30,1988, prepare

Trading and Profit and Loss Account and the Balance Sheet.

Trial Balance

Nameof the Account Debit Credit
Rs. Rs.
Capital 1,00,000
Drawings 5,000
Purchasesless Returns 2,00,000
SaleslessReturns 5,00,000
Inventory (beginning) 50, 000
Wages 20,000
Carriagelnwards 3,000
Salaries 25,000
Freight 2,000
TradeExpenses 5,000
Rent 20,000
Packing Char ges 2,000
Land & Buildings 2,00,000
Plant & Machinery 2,50,000
Furniture 50, 000
Bad Debts 5,000
Debtors 75,000
Creditors 80,000
Cashinhand & at bank 5,000
Bills Receivable 3,000
Loan 2,00,000
Total 9,00,000

9,00,000

Fingl Aceounts I
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Finel Acevents | Additional information

i) Inventory (ending): Rs. 30,000.
ii) Depreciationisto be provided asfollows:
Land &building @ Bopa
Plant & Machinery@ 4%p.a.
Furpiture @10% pa
iify Debtors arebad to the extent of Rs. 5,060.
iv) Salaries are outstandingte theextant of Rs. 5,600.
v) Wagesareprepaidto the extent of Rs. 2,000.
vi) Rent receivedin advanceRs. 3,000.

{Answer. Gross Profit Rs. 2,57,000; Net Profit Rs, 2,02,0600; Balapce Sheet total
Rs. 5,85,000)

5 FromthefollowingTrial Balancedf Kawatra stores, prepare Tradingand Profit and Loss
Account for the year ended December 31,1987, and aBal ance Sheet ason that date.

Trisl Balance
Nazme of the Account Debit .l Credit
: Rs. Rs,
Capital srm!m
Drawings 20,000
Purchases - 4,00,000
. Purchases Returns . ‘ ’ ‘ 10,000
" Sdes 7,00,000
SalesRet urns 20,000
[nventory(beginning) 1,00,000
Land & Building 3,00,000
* Plant & Machinery 1,50,000
Goodwill 50,000
TradeMarks 30,000
Wages 40,000
TradeExpenses 20,000
Furniture - 50,000 .
Provisonfor Bad Debts 10,000
Debtors 1,07,000
Bad Debts ; 3,000
Salaries 60,000 ‘
Creditors ’ ‘ " 1,00,000
Acceptances 80,000
lnvetments 10,000
Rent ) 15,000
Distribution-Expenses . 5,000
Cash in hand and at bank ' 10,000 -
Depreciation on Fumniture 10,000
Total 14,00,000 ! 14,040,000

Additlonal information,

i) Theinventory on December 33,1987 wasvduedat Rs. 1,50,000. Inventory of
thevaueRs. 10,000 was destroyed by fireon 1.12.1987. 1t wasfully insured ad
adamd Rs. 10,000 wasadmitted by theinsurancecompany.

ii) Depreciationisto be providedon thefollowing assets.

Land & Buildings @ 5% p.a.
Plant & Machinery @ 12%2% p.a. "

iif) Debtorsare bed totheextentof Rs. 2,000. Provison of 5% on debtorsisto be
created in respect of bad debtsand a provisionfor discount on debtorsisto be
crested at 2% d debtors.

iv) Wagesarg outstandingto theextent of Rs. 10,000.

v) Rentis prepaidto theextent of Rs. 5,000.

vi) Thegenera manager isto be provided a commissondr 2% on net profitsbefore
chargingsuch commission.

(Answer: GrossProfit Rs. 3,00,000; Net Profit Rs. 1,55,887; Baance Sheet
72 - total Rs. 8,29,005)



6 From the followingTrial Balance of V. Ramana prepare hisfinal accountsfor the Final Accounts I
year ended December 31,1986.

Namae of the Account Dr. Cr,
Rs. Rs.
Capital 70,000
Drawings 10,000
Adjusted Purchases 2,32,500
Sales 2,95,000
Cashin hand : 3,800
Cashat bank 12,800
Salaries 18,000
Freight ' : 1,200
Advertising . 800
General Expenses 5,400
Furniture 10,800
Expenses Outstanding 2,500
Depreciation 2,200
Building . 36,000
Discount 700 800
Insurance 600
PrepaidInsurance 3006
Rent Received 6,600
Rent Receivedin Advance : 3,000
Trade Debtors 14,100
Trade Creditors ' 24,600
Loss by Fire 2,000
Commission 1,560
Stock on December 31,1986 49,200
Total 4,03,400 4,03,4¢C0

(Answer: Gross Profit Rs. 61,300; Net Profit Rs. 39,900; Balance Sheet total
‘ Rs. 1,30,000)
7 The Tria Balanced §. Karim as on December 31,1986 Was as under:

Name of tha Account ' Dr. Cr.
Capitd 1,10,000
Drawings 15,000
Gross Profitearned during 1986 32,400
Salaries and Wages 22,000
Rent and Taxes 8,400
Cashin hand 2,300
Bauk Overdraft 8,600
Sundry Debtors and Creditors 41,000 36,000
Insurance(induding premium of
Rs, 400 per annum paid up to 1,000
March31, 1987)
Loose Tools 5,000
Bad Debts 564
Provisonfor Bad Debts 800
Entertainment Expenses 300
Commission 2,100 ,
General Charges 2,600
Furniture and Fixtures 12,000
Plant and Machinery 60,000
Stock on December 31,1986 19, 800

1,89,900 1,89,900

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

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

Note Thesequestionswill help you to understand the unit better. Try towrite
answersfor them. But do not submit your answers to the University. These are 73

for your practiceonly.




