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= DOUBLE COLUMN CASH BOOK OR CASH BOOK WITH casH AND

BANK COLUMN .

If a trader koeps a bank account and receipts and payments zra made
through bank, then it is necessary 10 have a further column on either side of Cas;
Book. In that case the Cash Book will have two money columns, one on each side
for cash and bank. Such a Cash Book is known as Double Column Cash Book c;
Cash book with Cash and Bank column,

HINTS FOR RECORDING THE DOUBLE COLUMN CASH BOOK
The following points should be kept in mind while recording the Double
Column Cash Book:

()  OPENING BALANCE

' ‘Tho opening balance of cash in hand and cash at bank are recorded on the
debit side in cash and bank column respectively. If the bank balance is credit
balance (overdraft) then it will be entered on the credit side in bank column.

(if) RECEIPT OF CHEQUE OR CASH

If ch_eque is received and is paid into bank on the same date, it will appear on
the debit §Id6 of the Cash Book in bank column. If the cheque received is not
deposited into bank on the same date, the cheque will be treated as cash, therefore,
the amount will appear in the cash column, The receipt of cash will be recorded in
cash column in usual manner.

(i)  PAYMENT BY CHEQUE OR CASH

If payment is made by cheque, this will be recorded on the credit side in bank
column, because the cash at bank decreased. If the payment is made in cash, this
will be recorded in cash column in usual manner,

(iv) BANK CHARGES

Bank charges are recorded on the credit side of Cash Book in bank cclumn
because the cash at bank decreases.

(v) CONTRA ENTRIES

The word “Contra” means the opposite side. The entry made on the debit
side and the same entry is recorded on the credit side of cash book is called a
“contra entry”. In order to distinguish the contra entries with other entries letter “C" is
put in posting reference column against these entries on either side of the Cash
Book. Letter “C" shows that the contra effect of this transaction is recorded on the
opposite side. Contra entries may be of the following types:

(a) Cash Deposited into Bank hy Office:
When cash is paid intc bank by office two entries are required, one on
the credit side in the cash column to record the cash paid and the
other on the receipt side in the bank column to record the amount
received by the bank.
(b) Cash withdrawn from Bank for Office Use:
When cash is withdrawn from the bank for office use, two entries are
needed, one on the credit side in the bank column, because this is a
payment of cash by the bank and other on the receipt side in the cash
column because the cash is received by the office.
(c) Cheque Received and Paid into Bank on any other date:
It has already been explained that if cheque is received and not
deposited into bank on the same date, the amount will appear on
debit side in the cash column. When the same cheque is dep_osit_ed on
any other date, two entries are required, one on the debit side in the
bank column to record the amount received by the bank and other on
the credit side in the cash column to record the cash (cheque) paid
into bank.
BALANCING THE BANK COLUMN
Whenever it is desired to ascertain the bank balance, the bank columps are
totaled on both the sides. If debit side of bank column is bigger than the credit 'sxde.
the difference rapresents cash at bank. If credit side of the bank ceiumn is bigger

than the debit side the difference represents the “overdrawn ba!ancg". Bank account
may have a overdrawn balance because by arranging an overdraft with the bank, itis
possible that more money may be withdrawn from the tank than what has been

deposited.
£ 2
» The cash columns are balanced as usual.

b Lidvr are dobmedt G%‘L/P'J
e T
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ILLUSTRATION NO. 2

Following are the cash transactions of M/s Alahy Bakrsh for tra serie of

June 2013
PLUR]

June.
)
* 8
* 10
R b
18
22
=23
29
‘o3

| e I

Batance of cash i hand Rs. 500, Bank overdra®t fis 3.0/
Receved cheque from Abdul Az for Rs 115
Deposited the above cheque mio bank.

Paxd by cheque to Nazir Ahmed Rs. 220

Sold goods for cash Rs. 100
Withdrew from bank for office use Rs 400
Deposited cash into bank Rs. 500
Purchased goods for cash Rs. 300
Paxd for rent expenses cash Rs. 200
Withdrew from bank for personal use Rs. 100

REQUIRED: Enter the above transactions in two-column Cash Bosic

SOLUTION

TWO COLUMN CASH BOOK

{_Cate | Descrigtion | LF. | Cash | Banx. Data | Dasergtion | LF | Casm = Zack
ALK | Rs. Re ' ] @3 s
{31 Baance by 50 —fan 1 [2aarcens - S
D3 [Asau Az 115 = Nazr Arrad - =
1’ To¥ | Casy c - 115] 10 Bark c g 11e | -
1717 | Sales - 100 -] 19 Purcrases | 4 -
{18 | Sax c 400 7] Casn fCcf — £
|+ 22 |cash c | - 0| 23 [2aex | ¢ | 2w | ~—
1 ° 31 |Baancecd - KRECY B Rert |z -
| *30 | Crawrgs | = | "
l 1115 3720 1115 | 375}
5 ' 21 l 4

i Sy 1 2aiaree B4 | 30

|

ILLUSTRATION NO. 3

Recerd the following transactions in a Cash Bcok

Cclumn:
2012

\

Dec. 1 Cashin hand Rs. 1,532alance at bank Rs. 18,500

s 2
4

Receivec from K. Kamal Rs. 330.
Paid salaries ‘or November, by cash
7 Goods purchased, payment made oy

Fs. 200.
i

cheque Rs. 3,200.

8 Paid Majid & Sons by cheque Rs. 800

© 10
14
‘18

amount.
© 23
© 25
- 28
- 31

Withdrew from bank for office use Rs. 400.
Deposit into bank Rs. 500.
Purchased a moter cycle for Rs. 6,500 znd drew a che

Received a cheque from K. Kamal for Rs. 391.
Paid wages Rs. 350.
K. Kamal's cheque paid into bank
Bank notifies that K. Kamal's cheque has been dishcnoreg.

T

ue for the

* 31 Bank charges as shown in the Pass Book Rs. 15.
SOLUTION
CASH BOOK WITH CASH AND BANK COLUMN

CB-10

Dr. (Receipts) Cr. (Payment)
Date IDucriptlon VMNo|LF | Cash | Bank | Date | Description |VNo|LF. | Cash | Bark |
2012 Rs. |/Rs. 2012 g | Rs | Rs i
Cec 1 |Baance b/d v1.53|2?§_5_€i Oec 4 |Salanes A'c | 2004 |
-2 K Kamal 3%0 7 |Purchases ’ i ! i 32:':*7
- ’.‘].Ba‘u——— C Soe ‘[O Cash ; ‘ i
¢ ]Sc.asn 400 14 lsan : c| s ;
- 23K Kamal REL A - E ugie 8 Sons || | =
18 Meter cycle i : ; ; 250 :,
" 25 |Wages 50l !
expense E ¢
* 28 [Cash c 391] - 28 |Bank c :sal .
" 31 (K Kamal V- 35'.i
; 31|Bark charges -//’:‘t __:jl-
r * 3fBalanceciy ] (‘E‘iﬂ‘ “a.os&f
16.701] 19,391 ; RS
2013 i |
Jan. 1 |Balance bid 15.260| 8,085} E |

1m0 o i 1 TR R | b B /6 R B SR T s T

W Din
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2 &
WEEK - NO, 9
____BANK RECONCILIATION STATEMENT |

BANK STATEMENT: , "

they h Bank regglarly sends a statement to its customers showing what balance 3
Sanls i.ivfe at their bank account. This statement is called a bank statement. The &
o a"? ormation may be provided through Pass Book. The Bank Statement
oo rizes withdrawals, payments as well as deposits and other charges for the :
Period. In fact, Pass Book or the Bank Statement is a true copy of the customer's &

2ﬁg:lusr_1t maintained in the ledger of the bank. The Pass Book or Bank Statement -]

(i) The balance at the beginning of the month.
(ii) The deposit made during the month.

(ii)
(iv)

The cheques paid and other charges debited in the account. '
The new balance at the end of the month

DISTINCTION BETWEEN CASH BOOK AND PASS BOOK

Although both the Cash'Book and Pass Book contain the same transactions, :

but there are some points of difference between the two, which are given below:

Points of Difference

Cash Book

Pass Book/
Bank Statement

1. Making entries ]

The customer makes the
entries in Cash Book.

The bank makes
entries in Pass Book.

the

2. Cash deposited

Cash deposited is
recorded on the debit
side.

Cash deposited is
recorded on the credit
side.

3. Cheque deposited

Cheque deposited for
collection is recorded in
Cash Book on the date of
deposit.

Cheque deposit for

-collection is recorded in

Pass Book on the date
when it is collected.

4. Cash withdrawn

Cash \;vithdrawn is
recorded on the Credit
Side of Cash Book.

Cash withdrawn out of
depositor's account - is
recorded on the Debit

-| Side.

5. Recording of
Cheque issued

When cheque issued to
creditor, it is recorded on
the date of issue.

In Pass Book cheqLie is
recorded when it is paid
to the creditor.

(")
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( 3)
\ *+ Bank Roconclliation Statement —-*ﬂ”‘_’_“’f
e aites .“A..._.‘,nf.ﬁg_.._;__---—~—J~-*""’-”""N|‘ance of
6. Nature of balance Tho debil baiance of | The debh baans bank

Cash Book means cash | Pass Book mean p
al bank i.e. asset and overdraft 1.€. liability an

credit balance means | credil balance meeanr::
bank overdraft repre- | cash at bank repres
. |sents liabilty. jassel. ———"
FAVOURABLE AND UNFAVOURABLE BALANCE :

Favourable balance means debit balance of Cash Book a
Pass Book or Bank Statement.

(a)  When the nature of balance of Cash Book an
mentioned, the balance will be favourable balance i.e. De
of Cash Book and credit balance of Pass Book.

(b) When the balance of Pass Book and Cash Book is oyerdrawnci
overdraft or unfavourable, it will be credit balance of Cash Book an
debit balance of Pass Book.

CAUSES OF DISAGREEMENT OF CASH BOOK AND PASS BOOK
The balance on any dale as indicated by bank statement or pass book mu:st
‘be the same as shown by the Cash Book of the depositor. It very rarely happens In
practice that the bank balance as shown by the Bank Statement agrees with the
balance as shown by the Cash Book. The difference is due to the following reasons:-

1. UN-PRESENTED CHEQUES

These are the cheques which have been issued by the account holder and
entered in the Cash Book but have not been presented for payment to the Payee's
bank and not entered in the Bank Statement. So the Pass Book will show a balance
more than the Cash Book.

2. UN-CREDITED CHEQUES
These are the cheques received from the customers paid into the bank for

collection and debited in the bank column of the Cash Book, but the same may not
have been credited in the Pass Book on account of the fact that they may not have
been cleared within the date of closing. The Cash Book will show a balance more

than the Pass Book.

3. MISCELLANEOQUS CREDITS:
Miscellaneous credits made by the bank in customer's account are:

(i) Interest or dividend on investment.

(if) Collection of Bills receivable, Notes receivable, cheques, bank drafts.
Amount directly deposited into the account by certain debtors etc.

(iii) Interest on Govt. securities.

(iv) Interest on deposits.
(v) Any other direct payment in the bank account such as rent,

commission etc.

nd Credit balance of

d Pass Book is not
bit balancé
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Financiai Accounting
Thoso cradit may not have been debitad in the customer's Cash Book due to
lack of information, 80 the Pass Book will show maore batance than mes of the Cas-‘:
Book. et e ‘

4. MISCELLANEOUS DEBITS:

Miscollaneous debits made by the bank in the customer's account are-.
()] Interest on overdraft,
(i) Bank charges,
“(ili)  Collection charges on Bills receivable and cheques.
*(iv)  Payment made by the bark on customers standing order such as
Insurance premium, trade subscription, etc. : R
(V) Payment of bills payable, notes payable.
These debils may not have been credited in the Cash Book due 1o iack of
Information. So the Pass Book will show less balance than that of the Cash Sook.
5. ERROR AND OMISSION:

There may be the differerce between the |

. balznces of Cash 200k and Pass
Book due to an error or omission of any entry on the part of the customier or the
bank. These errors may be of the following nature:-

(i)

Error in recording amounts of cheques, for examols ‘
figures such as cheque amounting to Rs. 568, has been writen in
. Cash Book as Rs. 596.
(i) Entries in wrong columns such as cheques issued by 2 customsr

entered in the cash column of the Cash Boox. '

i) Wrongly debited the customer's account by the bank.

(iv) The debit or credit side of the Cash Bogk has been
overcasted.
Entries on incorrect sides e.g., chegue issued
been entered on debit side of Cash Book.

6. DISHONOURED CHEQUES AND BILLS RECEIVABLE:

Cheques and Bills receivable deposited into the bank may have been
dishonoured but not ¢redited in the customer’'s Cash Book due to lac

lack of information.
* Thus Cash Book will show more balance than the Pass Book.
STEPS TO KNOW THE REASONS OF DISAGREEMENT:

The following steps may be taken to know

P ———

(v)

, the reasons of Cisagreemant
between the balances as per the Bank column of Cash Bock anc the Pass Bock on
any given date: .

1.

Compare the bank column of Cash Boox wiin the Fass 300
parlicular date.

Note the items that appear in the bank column of Cash Book but ¢id
not appear in the Pass Book.

Note those items that appear in the Pass Book but not in Cash Boo

7
)
|
mw

2.

3.

72
P

Scanned with CamScanner




(57)

____." .9:Bank Reconciliation Statement N

t not in Pass
4. The items that appear an debit side of the Cash Bo°§n23 in the Pass
Book will répresent cheques paid in but not yet cre
Book.

a

(5)  The items that appear on credit side of Cash Book but r-\-,Otmlgni 5§

Book will represent cheques issued but not presented for pto}; in Cash

(6) The items that appear on debit side of Pass Book but n mission
Book will relate to the debits in respect of bank charges. Corrt]ale aici
interest on overdraft, insurance premium ?r bill  paya P
according to the standin instructions of the customer. ,

(7) The items that appear gn credit side of Pass Book but .not in tCash
Book will relate to the credits given if any. Such as interest and
dividend on investment, proceeds of bills receivable etc.

DEFINITION OF BANK RECONCILIATION STATEMENT
Bank reconciliation statement js a statement drawn up in order to agree the

bank balance as shown by the bank Pass Book with the bank balance as shown by
bank column of Cash Book.

Bank reconciliation statement contains a complete and satisfied explanation
of the difference in balances as per the Cash Book and Bank Statement. Bank

reconciliation statement is prepared when a Bank Statement is received. It is
Prepared on a stated day.

ADVANTAGES OF BANK RECONCILIATION STATEMENT
Eollowing are the advantages of bank reconciliation statement:

(1) It shows the correct bank balance position.

(ii) It helps to detect any mistake in the Cash Book and Pass Book.
(iii) . It prevents paid in reco?ding the banking transactions.

(iv) It tells any delay in the collection of cheques.

(v) It ensures better control over banking transactions.

ways ‘
1 Starting with Cash Book or Pass Book balance.
2. Reconciliation with adjusted Cash Book or revised Cash Book.
3 Correcting Method or Adjusted Method or double balance method.
4. From the extracts of Cash Book and Pass Book.

The date at which the statement is being prepared shall always be stated at
the head thereof in a clear manner. The balance as shown by the bank column of the
Cash Book or Bank Statement is then extracted and used as a starting point, items
responsible for the disagreement may be added or deducted as follows:-
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) Financlal Acéountlng_

STARTING WITH DEBIT BALANCE OF CASH BOOK or CREDIT BALANCE
OF PASS BOOK )

FIRST CASE: Chequas iwsuod but not prosontod for paymant, ‘

Suppose on 15t July 2004, the bank balanco. of Mr. Akbor la Re. 3,000, Mr,
Akbor hos issued @ choquo In favour of Mr, Anwer for Rs. 500. The cashior of Mr.
Anwer will crodit the bank account with Rs, 500, but the bank will make a debit ontry
In tho Pass Book whon the amount of chequo Is paid by tho bank, Wao further
suppose that Mr. Anwor has not prosontod this chequo to the bank for payment, 80 it
will hot appear in \he Pass Book in such caso tho balance In Cash Book and Pass
Book will appoar a8 under: |

Dr. CASH BOOK ' Cr.

Date pm'{fé{.‘fam LF | Amount | Dato Particulars L.F | Amount

2010 o Rs. | 2010 Re. "

Jul. 1 | Balanco 3,000 | Jul. 1 | Anwor 500 —

Balanco 25001+

3,000 ’ 3,000

PASS BOOK .

Date |Particulars Crodit Dobit DR or CR |Balance

2010 Rs.

Jul. 1 |Balance — —_— CR 3,000|— +—

| ==

It is clear that the difference of Cash Book and Pass Book balance is due to
the amount of cheque which was issued 1o Mr. Anwer and entered in Cash Book but
not presented for payment and not recorded in Pass Book. To reconcile the balance

either the sum of Rs. 500 is lo be added to the Cash Book or deducted from the
Pass Book balance. . ' y '

SECOND CASE: Cheques deposited but not collected and credited in Pass Book.

\ Suppose that Mr. Akber received an outstation cheque for Rs. 400 from Mr.
Ahmed and deposited the same inlo bank on 15th July 2004. The cashier of Mr.
Akbar will enter this cheque on the debit side of the Cash Book but the bank has not
credited the Customer's Account because it has not received the amount of the

cheque. Therefore, there is difference between the balances of Cash Book and Pass
Book as shown below:
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8: Bank Recanclllation Statement . : =

‘5 CASH BOOK (Bank Column), : CF.

'.“Partlculnrs;,‘i. LF |Amount | Date . | Particulars .| L.F Amount
.' : Rs' .Z_Q.Qﬂ : RS. — g ;—.
JU', 1 B?Iﬂﬂce keh .V 3|000 July Balance ’ 3,400 .
f " 15 |Ahmed 400 e Y N
-. T 10 OO Ny ) A R L) O% S KR I ] !
i NP¥L . PASSBOOK/BANKSTATEMENT © &
*..[Date_|Particulars Credit___[Doblt___|DR or CR |Balance

- .:Ta reconcile the two balances the amount of cheque received either must be
deducted from the Cash Book balance or added to the Pass Book balance.

{  THIRD CASE:Credit in Pass Book. . | A a4 R s
1. e The. bank has glven credit to Mr, Akber's account with Rs. 300, in respect of
.. the idividend -on:investment collected by the bank on behalf of Mr. Akber. The

“intimation of credit has not been received by the cashier:of Mr. Akber and therefore,

not entered in Cash Book. In such a case the position of two balances will be:
‘Dr. " CASH BOOK (Bank Column) Cr.

Date | Particulars L.F | Amount |[Date |Particulars . |[L.F | Amount )
=¥ | 2004 PRI .1 2004 : :
g |Jul1 |Balance . 3,000 | July |Balance | 3000+ +—

x 3 \ . :-. - ) i d - ‘-'
Ry L G o e 3000
P AR - PASS BOOK / BANK STATEMENT -
& [Date. [Particulars Credit | Debit DR or CR |Balance
ng (2004 o i T e ‘
&, |July1:|Balance: =l Zlop ki i G 3,000 [hi o
Vs [July"|Dividend - 300 —|cr. . 3,300 — +—
; i . b == it
To rzconcile the two balances the amount of dividend i.e., Rs. 300 is either to

i
i
v

i be:added (o the balance of Cash Book or to be .deducted from the Pass Book

& -balance. The same will be the case for every credit in the Pass Book not recorded in

~ Cash Book.: -+ . - | | _ ot
' 'FOURTH CASE:-Debit in the Pass Book. i

_ Suppose that bank has debited Akber's Account with bank charges Rs. 100
i but no entry has been made in Akber's Cash Book because no intimation has been
7. received by his cashier. The position of the balance will be:-

4, ‘.,
AD :
“ g
: po> 11 . : :
PP ¥ } ] t i ¢ y
. L v . ,
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1. CAPITAL AND REVENUE EXPENDITURE

The expenditures of the business are of two kinds:
A - Capital expenditure .
B - Revenue expenditure

A. CAPITAL EXPENDITURE
/ Capital expenditure is defined as under:

“It is a capital expenditure if the benefit of the expenditure extends to several
/ trading years" Capital expenditure may include the following expenditures:

(1) Expenditure incurred on the acquisition of fixed assets, (tangible or
intangible) which are related in the business for the purpose of earning profit
and not for resale such as land and building, plant and machinery, furniture &
fixture, goodwill, patent rights, copy rights, etc.

The cost of fixed assets would include al expenditures necessary up to the

time the asset is ready for use, for instance, cost of building purchased would

include the price paid to the seller, legal charges and broker's commission.

Similarly the cost of machinery would include the purchase price, freight,
, import duty, cartage, octroi duty, erection and installation charges.

(i) / Expenditure which result in an increase in the earning capacity of a business.
For instance expenditure incurred in removing the business to a better
situation.

(i)’ Money spent on the improvement of existing assets so as to increase their
life or reduce the cost of production, for example, conversion of hand driven
machine to power driven machine.

(iv) - Expenditure incurred on the extension and addition of existing fixed assets,
for instance the cost of making additions to building, furniture, machinery,
motor vehicles, etc.

(v) Any expenditure which is incurred for raising capital money for business,
such as commission and brokerage paid to agent for arranging long term
loans. discount on issue of shares and debentures.

Capital expenditure is shown as an asset in the Balance Sheet.

ITEMS OF CAPITAL EXPENDITURE

Following are the most important items of capital expenditure: r

(a) Purchase of factory building.

(b) Purchase of machine, furniture, motor vehicle, office equipment, etc.

(c) Cost of goodwill, trade marks, patents, copy right, patterns and
designs.

(d) Expenditure on installation of plant and machinery and other office
equipment.

(&) pdditions or extension of existing fixed assets.

(f) Siructural improvement or alterations as to fixed assets which
increase their life or earning capacity.

CJMIZ-- P—Z,
D e m—— N o]
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(9)  Prelimi s of @ limited company.
nary expensé
(h)  Costof isgje c’)f ghares and debentures.
(i) Legal expenses on 10218 and mortgage. )
o s
(k) - Development expenses iN €aS€ 0 3 e
(expmn] " P

pires within the year is revenue

An item of ex i ose benefit ex
penditure Wh e the efficiency of the firm.

expenditure. Revenue expendjture 40€s M0t increas
I be treated as

The expenditure incurred for the following purposes wi

revenue expenditure.
loating assets i.e., asset for resale

(i) Expenditure incurred for the purpose of f i
purpose such as cost of merchandise, raw-material and stores required for
} manufacturing process.
(i) All establishment and o:her day-to-day expenses incurred in the conduct and
rent, taxes, postage,

adn'_linistration of the business such as salaries,
stationery, bank charges, insurance, advertisement charges, etc.

(i)  Expenditure incurred to maintain the fixed assets in proper working condition
such as repair, replacement and renewals of building, furniture, machinery,

etc.
ITEMS OF REVENUE EXPENDITURE
Following are the important items of revenue expenditure:

All expenses incurred in the ordinary conduct of business, such as rent,
salaries, wages, manufacturing expenses, carriage, commission, legal
charges, insurance, adverisement, free samples, salaries, postage
expenses, etc.

(b) Expenses incurred by way of repairs, renewals ‘and replacement for the
purpose of maintaining the existing fixed assets of the business in working
order. , ‘

(c) Cost of merchandise bought for resale. - ‘

Cost of raw-material and stores purchased for manufaéturing process

(a)

(d)
(e) Wages paid for manufacture of products for sale.
) Depreciation of assets usedin business.

(g Intereston loan borrowed for business.
(h) Freight and cartage paid 0 goods purchased.
() Cost of oil to lubricate machinery,

{)] Service of vehicle. _—

k Any kind of expendituré incurred | . - |

“ purchase of goods. in defending law suit regarding sale or
CRITERIA FOR DIFFERENTIATION
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deciding whether these are capital or reve
by answering the following questions

(i) Does the expenditure incurred in vaU'”-n.f,J ? Ixed assery

(i)  Does the expenditure incurred for the I™PrOVeMent, addition instaliation or
erection of the fixed assets? ‘ .

(i)  Does the expenditure incurred in increéasing the €arming capacity of the
business? _ .

(iv) Has it been incurred for raising capital monies for the business?

(v)  Has it been incurred immediately on puiCiiase of second hand asset,

If the answer to any of the above mi?tioned Questions affirmative, the
expenditure is capital, but if the answer is negallve the expenditure is revenue.

It is always possible to distinguish betW=€n capital and revenue expenditure
easily due to the following reasons:

(a)  Certain expenses are in the nature Cf capital for some business and of
revenue for others, for instance in a@n engineering firm, some plant and
machinery may have been purchased € €arn profit and other may have been
purchased for use in the business, agali: in the case of real estate business,
land and building purchased may be treated as revenue expenditure as they
may purchased for resale.

(b) Certain expenses may be said to be partly capital and parily revenue
expenditure for example, the combirc cost of repairs, alterations and
extensions of a fixed asset.

If there is a doubt as to the nature of &1y item, students should make a note
at the foot of their solution as to the method of ireatment adopted.

DISTINCTION BETWEEN CAPITAL EAPENDITURE AND REVENUE
EXPENDITURE.

Following are the main points of distinction between capital expenditure and
revenue expenditure:

Points Capital Expenditure Revenue Expenditure

1. Accounting | The benefit of ccoital | The benefit of revenue

period. expenditure is received for | expenditure is recelyed
many accounting periods. maximum for one accounting
period.

2. Recurring Capital expenditure are of the | Revenue expenditure are of

non-recurring nature, recurring nature.

3. Commen- Capital  expendiiure  are | Revenue  expenditure “are
sement of incurred before or after the | incurred always aﬁer the
business. commencement of busines s commencement of business.

. ——
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Capital expenditure are shown | Revenue expenditure are not

4. Balance . : :
sheet. in balance sheet until their | shown in balance sheet.

benefit is fully exhausted.

’;5. Trading A portion of capital expenditure | Total amoun! of revenue
profit and (depreciation on fixed assets) | expenditure  is shown in
loss is shown in Trading, Profit and | Trading, Profit and Loss
account Loss Account. Account.

¢ | 6. Acquiring Capital expenditure ~ are | No asset s gcquired by
asset. incurred to acquire an assets. revenue expenditure except
merchandise.

7. Profit Capital expenditure does not | Revenue expenditure reduces

' reduce profit. profit.

8. Helps Capital expenditures help to | Revenue expenditures help to

improve the financial position | maintain the business.

/' I of the business.

‘/ILLUSTRATION NO.1 /

Write "yes” or "No” against the following statements:

(1) Preliminary expenses incurred in the formation of company are revenue
expenditures. X

(i) Carriage paid on the purchases of goods is revenue expenditure.

(iii) Interest on loan borrowed for business is revenue expenditure. o

Immediate repair to a motor car purchased second-hand is revenue
expenditure.

Ordinary salaries are revenue expenditure.

Two cars are purchased for resale purpose. Their cost is capital expenditure.
Old furniture repaired at a cost of Rs.1000 in capital expenditure.

Carriage paid on goods purchased is capital expenditure.

Replacement cost of worn out machinery is capital expenditure.

Legal expenses incurred in an income tax appeal is capital expenditure.

(v)
(vi)
(vii)
(viii)
(ix)
(x)

SOLUTION:

(i) No (i) Yes
(Vi) No  (vii) No

ILLUSTRATION NO

State with reasoif which items of expenditure would be charged t ital
and which to Revenues; P ged to Capila

No
Yes

Yes
No

Yes
No

(i)

(viii)

(iv)
(ix)

(V)
(x)

(i) Wages paid for installi

) _ a new machinery.
(ii) Carriage paid cn mer.

andise purchased.

2
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- W/z'uk: NO. 12

FINAL'ACCOUNTS-I

After the preparation of Trial Balance, the next work in accounting is “Final

Accounts”. The Final Accounts are thase accounts which are finally prepared at the |

end of trading period. Final Accounts inglude the following:
1. Trading Account

2. Profit and Loss Account

3. Balance Sheet

OBJECTIVES OF FINAL ACCOUNTS

Main objectives of Final Accounts are as under:
(i) Final accounts are prepared to ascertain the net income earned or loss
suffered during a trading period.
(ii) These accounts are prepared to show the position of assets, liabilities and
, capital at a particular date.

TRADING ACCOUNT

The Trading Account is an ‘account which shows the result of buying and
selling of goods by a trader. It contains in a summarized form all the transactions
occurring during a tradlng period which have direct relation to the goods dealt in by a
businessman.

FEATURES OF TRADING ACCOUNT

The salient features of Trading Account are as under:

0] Trading Account is prepared on the last day of trading period.

(if) It is the first stage of Final Accounts.

(iy It contains the direct revenues and direct expenses.

(iv)  Direct expenses are recorded on the debit side and direct revenue on the
credit side.

(v) . Direct expenses and direct revenues of current period are taken intp account.

_(vi)  The balance of Trading Account is either Gross Profit or Gross loss.
(vit . The Gross Profit or Gross Loss is transferred to Profit & Loss Account.
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| Financlal Accounting -

Dr. SPECIMEN OF TRADING ACCOUNT -~ -+ Cr.

R

Description Amount “Description Amount
Opening Stock . Sales i

Rurchases . Less: Returns Inward/sales
Less: Returns outwards/ return .

Purchases return = . ' . Discount on salés
Discount on purchases - - Closing Stock
Diracter Exponses: ' Gross Loss c/d
Wiges '
Wages and Salaries
Carriage (inward)
Freight (inward)
Cartage (Inward) :
Custom duty/impost Duty !
Excise Duty
Octroi duty.
Dock charges and clearing.
Store consumed
Manufacturing expenses
Power/motive power/coal,
Coke or fuel
Factory Insurance, rent, light efc.
Gross Profit c/d

. EXPENSES
Business expenses can be divided into two kinds:

(i) Direct expenses

(i) Indirect expenses

(i) Direct Expenses: . .o _ '

All those expenses which. are incurred to convert the. raw materials into
finished goods or which have been incurred before thé goods become ready for sale
or has reached the selling point are called direct expenses e.g. wages, motive
power, carriage, excise duty, etc. '

Direct expenses are shown in the Trading Account.”

(ii) Indirct Expenses:
All kinds of expenses incurred during the operation of business are known as
indirect expenses. Indirect expenses are sub divided into:

(a) - Office and administrative expenses such as office salaries, depreciation,
office rent, etc. o

(b) Selling and distribution expenses such as salesmen salaries, advertising,
discount, etc.

(c) Financial and other expenses such as interest paid, bank charges, repairs,
legal charges etc. :

All indirect ekpenses are included in the profit and loss account.

’
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(3)

ITEMS OF TRADING ACCOUNT
Now we shall explain the items appearing on the debit and credit sides of

Trading Account.

(1)
(2)
(3)
(i

(i)

(iii)

(iv)

(v)
(vi)
(vii)

(viii)

fix)

DEBIT SIDE OF TRADING ACCOUNT
Opening Stock: This is the value of goods on hand at the beginning of each
trading period. In case of newly starled business there will be no opening
stock for the first trading period.
Purchases: lhis item includes both credit and cash purchases out of which
relurns outwards or purchases return or returns to creditors are deducted in
order to arrive at the net purchases.
Discount on Purchases: Discount on purchases is shown by deduction from
purchases on the debit side of the trading account.

ITEMS OF DIRECT EXPENSES
Wages: This item means hourly, daily or piece work remuneration paid to
workers,
Productive Wages or Manufacturing Wages: It signifies the wages of
factory workers actually engaged in producing or making goods. These are
direct expenses and are debited to trading account.
In the examination when only “wages” is mentioned in a Trial Balance,
students should take it as productive wages and it should be entered on the
debit side of the trading account.
Wages and Salaries: Where both items are grouped into one account, the
salaries are considered as productive and therefore will be debited to Trading
Account,
Carriage: Carriage means the carrying expenses of goods by land. Carriage
is sometimes called carriage inward. Carriage inward is the carrying
expenses of goods purchased to the godown or shop. It is direct expense and
is shown in the trading account.
In the examination if in a Trial Balance only carriage is mentioned the
students should treat it carriage inward and debit it to Trading Account.
Freight: Freight denotes the sum paid for conveyance of goocs by sea. Like
carriage, freight is direct expense and is shown in Trading Account.
Cartage: The carting charges (e.g. Thela hire) on goods purchased are direct
expenses and should be debited to Trading Account.
Custom Duty: Custom or import duty is the duty paid on the goods imported.
Custom duty is a direct expense, therefore, it is debited to Trading Account.
Excise Duty: It is the duty imposed on goods produced and consumed in
the country itself. Being a direct expense excise duty is shown in the Trading
Account.
Octroi Duty: When goods are purchased from another city, the municipal
corporation or municipal committee of the purchaser's city charge octroi duty
on goods entering the municipal area. It is a direct expense, therefore,
charged to the Trading Account.
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Financial Accounting

(x) DOCk. Charges: These are the dues levied on ships and their cargoes when

entgnng or leaving docks. Dock charges (inward or on purchases) are
. debited to Trading Account. .

(xi) CIeari_ng Charges: Sometimes the importer: appoints the clearing and
Importing agent to take delivery of the imported goods ard arrange for their
carriage to the imporier. The commission paid to this agent is called clearing
charges, these charges are direct expenses and therefore, debited to the
Trading Account. : ' |

(xii)  Store Consumed: The item of store consumed denotes lubricating oil,
grease, cotlon and jute waste consumed are used for running the machinery
of a manufacturing concern. It is a direct expense and should be charged to .

. Trading Account.

(xiii) Power / Motive Power: Motive power includes gas, electricity, steam, coal,
coke or any other power consumed to run the machinery. It is a direct -
expense and is debiled to Trading Account.

(xiv)  Factory Insurance, Rent, Light & etc. Factory insurance, rent, light and
efc., are direct expenses and are charged to Trading Account.

CREDIT SIDE OF TRADING ACCOUNT:

(i) Sales: The term sales includes both cash and credit sales of the goods in
which the firm deals or the goods which are manufactured by a
manufacturing concern. Out of total sales, sales return or return inwards are
deducted in order to arrive at the net sales. | |

(i) Discount on Sales: Discount on sales is shown by deduction from sales on
the credit side of the trading account.

(lii)  Closing Stock: Closing stock denotes the goods which have been .
purchased and debited to Trading Account but have not been sold at the end

o of current accounting period."*'

Usually the closing stock does not appear in the trial balance. It is brought
nto account by means of a following journal entry.

Stock A/c. (Closing) .....coovvvvviiiannennnn. Dr. /
To Trading Alc ........ R TR Cr. '
The closing stock is valued at cost price or market price which ever is lower.

{ GROSS PROFIT OR GROSS LOSS

~ After recording the items in the respective sides of Trading Account, it is
balanced. The balance of trading account represents the gross profit or gross loss. If
the debit side is bigger than the credit, it is a gross loss, the gross loss will be put on
credit (shorter side) to balance the trading account. If credit side is greater than the
debit side, it is gross profit, gross profit will be put on debit side to balance the
Trading Account. The balance of Trading Account i.e. Gross profit or Gross loss is
transferred to Profit and Loss Account. On the other hand, if it is a Gross profit, it is
shown on the very top of the credit side of the Profit and Loss Account.

|
f .
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VL 12 Final Account ({f)

CLOSING ENTRIES FOR TRADING ACCOUNT

In order to ascertain the gross profit or loss various accounts have to be
transferred to trading account. This is done by making a journal entry. These journal
entries are called "closing entries”, as they close the accounts.

For Returns:
As already pointed out, net purchases i.e. purchases less return outwards
and net sales i.e. sales less return inwards are shown in trading account. Therefore,
first of all return outwards and return inwards accounts will be closed by the following
journal entries:
(1) Return outwards / purchases return
Purchases returns Alc......... Dr.

Purchases A/c.................... Cr.
This entry will close the purchases return or return outwards and reduce the

amount of purchases.
(if) Return inwards / Sales return

Sales A/, e, Dr.
Return inwards/ sales return Alc............ Cr,

This entry will close the sales returns account and reduce the amount of
sales.
(iii)  For the item on Debit side: The journal entry to close the stock, purchases
and direct expenses will be as follows:

Trading A/C....coovvieiiiiiiii, Dr.
SWOCK A/C...ooo v, Cr.
Purchases Alc.........cooceeeiiiiiinnn . Cr
Direct expenses A/c (By name)........Cr.

By this entry the accounts which are transferred to the debit side of Trading
Account are closed.

(iv)  For the items on Credit side:
* The journal entry to close the sales account is as under:

SalesA/C............covvenne. Dr.

Trading A/C.............oc... Cr.
Closing Stock Alc........... Dr.

Trading A/c ..., Cr.

By this entry a new account, i.e. closing stock is opened.

(v) For Gross Profit:
The gross profit will be transferred to Profit and Loss Account. The journal

entry will be

Trading Alc.................Dr. With the amount of
Profit & Loss A/c........ Cr. gross profit.
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(M) For Groas loas:
It there is gross loss the followin
Profit and Loas Account,
Profit & Loss Alc......... Dr. With the amount . of
Trading Ale .,............. Cr. gross loss.

rin

g journal entry will be made to transfer it to

PROFIT AND LOSS ACCOUNT

After having ascertained .the gross profit or gross loss from the Trading
Account, the next step is to find out the net result of the business. Net result of th_e
Dusiness is ascettained from the Profit and l.oss Account. Profit and Loss Account is
an account which is prepared at the end of a trading period to ascertain net profit or
Net {oss of the business. It is an account in which all nominal aCCgunts are
fummanzed, that is, it is credited with all the nominal accounts showing credit
balances and debited with the nominal accounts showing debit balance, After
transferring all the nominal accounts from the Trial Balance to-the Profit and Loss
Account, it is balanced. The difference of the two sides represents either the net
profit or the net loss for the period. If the credit side (incomes and gains) exceeds the
debit side (expenses and losses) such excess is termed as net profit and if, on the
other hand, the debit side exceeds the credit side, the difference is called net loss.

The balance of the Profit and Loss Account is taken to the Balance Sheet. |f
there is net profit, it is added to the capital, if there is net loss, it is deducted from the

capital in the Balance Sheet.
Features of Profit and Loss Account: |
The salient features of Profit and Loss Account are as under:

)] Profit and Loss Account is second step to the Trading Account.
(i) It is prepared on the last day of accounting period.
() It starts with the Gross Profit or Gross Loss ascertained from Trading

Account,
(v)  Only indirect expenses and indirect revenue are recorded in this account.

(V) All revenue items of expenses and incomes relating to current period ar

recorded in it. _
(vi) If the debit side is more than credit side, it indicates net loss and if the cre .

side is more, it indicates net profit for the period, | _
(vi)  Net profit is added to and net loss is deducted from capital in the Bala'

Sheet.

_r e e— e — :
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WZEEY¥A3 Final Account
SPECIMEN OF PROFIT AND LOSS ACCOUNT

Name:
Profit and Loss Account

For the period ended on:

Dr. Cr.

Description ' Amount Description | Amount
Gross Loss b/d. Gross profit b/d :
OFFICE & ADMINISTRATIVE 5 Interes: received i
EXPENSES: ? | Rent received

' Discount received
Dividend received
Bad debts recovered
| Miscellaneous revenue
| Net loss: Transferred to Capital

Alc

| Salaries
| Rent, rates, taxes
Postage & Telegrams
i E Office electric charges
| Telephone charges I
| Printing & Stationery i
| Discount allowed i
| SELLING & DISTRIBUTION E
. EXPENSES . £
' Carriage outward l ,
: Freight outward
| Advertisement
| Salesmen’s salaries
. Commission
: ! Insurance
' Traveling expenses
| Bad debts
| Packing charges
| FINANCIAL AND OTHER
| EXPENSES: | !
- | Depreciation
| Repairs
Audit fee
Interest paid
Bank charges f
Legal charges |

Net profit transferred to capital A/c
GROUPING OF EXPENSES

In Profit and Loss account, the various expenses are grouped into three
heads as under:

(i) Office and administrative expenses:
The expenses incurred by the administrative and establishment department

of the business are called office and administrative expenses. The important
examples of these expenses are:

Salaries paid to administrative and office staff, rent of office building,
S telephone and postage expenses, printing and stationery expenses, etc.

i

P

aﬂd

s
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()~ Selling and distribution expenses:

The expenses incurred for sale of goods, delivery of
sales are called selling and distribution expenses. Following a
these expenses:

Salesmen’s salaries, commission to salesmen, advertisement expenses,
selling supplies, packing charges, free samples etc.
(iii)  Financial and other expenses:

A Financial expenses means expenses incurred for.raising loans, such as
interest paid, bank charges, etc. The other expenses may include repairs,

depreciation, legal charges, etc.
Difference between Trading Account and profit and Loss Account .

goods and to increase
re main examples of

Points Trading Account. Profit and Loss' Account -

1. Stage Trading Account is the first|Profit and Loss Accountis the
stage of Final Accounts. second stage of Final

Accounts. :

2. Nature of|It shows the gross profit or|lt shoWvs the net profit or net
loss of the entire business.

profit gross loss on sales.
3. Transferring |The balance of Trading Account| The balance of Profit & Loss
balance (gross profit or loss) is|Account (Net profit or loss) is
transferred to Profit and Loss [transferred to capital account in
l | Account. Balance Sheet. '
™ i
4, Expenses !Trading Account includes all|Profit and loss account

those expenses, ~which arefincludes all those expenses
directly connected with the|which are indirectly connected
buying of goods or manufac-|with the selling of goods.
turing goods. .

5. Incomes ‘|t incluces only sales income. |It includes all incomes other
than sales for the period under

consideration.

6.. Starts Trading Account does not start| The Profit and Loss Account
with any balance. starts with the balance of
trading account i.e. the gross
profit or gross loss.

7. Objective of |Trading account is prepared to|The profit and loss account is

preparation [show the trend of the business. prepared  to  reflect  final
cutcomes of the business.

8. Preparation |It is prepared before the|lt is prepared after the
preparation of the Profit and|preparation of the Trading

Loss Account. Account.
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3BALANGE sHeer WVoc/o /0D

slatoment which shows the assels and habilities of the
ther puipose of showing the financial position of the

business. It s prepared 10
busingss on the last day Of the accounting period A Halance Sheel may be defined

as under.

Balance Sheel s a statement of lotal assets, otal abilities and total capital of

a concern an a particular date.
Balance Sheet fs so called because it propared with the closing balances of

Iu(igm accounts at the end ol the .1\'\‘('““[”\3] I’UIIIUH

FEATURES OF BALANCE SHEET

The main features of Balance Sheot are as under.
Balance Sheet is the last stage of Final Accounts

(1)
(i) Itis propared on the last day of the accounting petiod.
(i) Itis a statement nol an account,
(iv) It has two sides, the loft hand side and the right hand side.
(V) All the assets owned by the concern are recorded on one side and liabilities
and capital on the other side.
(vi) Both the sides of Balance Sheet are always in agreement.
(vii) It discloses the financial position and solvency of tho concern.
(vii)  Itis prepared alter the preparation of Trading, Profit and Loss Account.
Heading:
The heading of Balance Sheet contains the following information.
(1) The name of the business.
(i1) The name of the statement i.e. Balance Sheet.
(i) The date of preparation of Balance Sheel.
A. Classification of Assets:
Assets of the business may be classified as follows:
(1) Current Assets.
(i) Fixed Assets.
(iii) Contra Assels
(i) Current Assets:

Current assets are those which are held for sale or to be converted into cash

after some time. Examples are Cash, Sundry Debtors or Accounts Receivable,
Closing Stock, etc. ‘The term current is derived from the fact that such assets
constantly change in value through transactions that are entered into. The figures of
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o agcounts rece \\/,
debtors (a celvablo), (o ' ay. These

: sundrY are alSO known as floating or (:ircu|-i] 'Slance, changes from day-to-d

e
P eixed Assets:
d assels are those which aro

ling assets,

or permanent us@

Fixe ac
iness. EXamples are Furnijyrg o, < ot for salo but for.
in ’_“:mgu investment, Good will, etc, ®and Fixturg, pjgnt and Machin@ry. Land and
BU" d

contra Assets:

il
" e accounts operated for adjugimen, .. -
s’ FOr example accumulated dep agains| any asset s

recial |
] ' ion and allowances
A classification of Liabilities: |

P The liabilities of a business are ¢|5
() Current Liabilities

; Fixed Liabilities
(i) . orLong Term Liabilities
current Liabilities:

|Thesr?a grfnijhr?/ lc;?é)(ljllltt(l)erz z\;\hich are payable jmmediately Of in the near future.
amples 8 ccounts P : ses payable
E:d CEP”a' owners equally etc. ayable), Bills payable, expenses pay

i) Fixed Liabilities or Long Term Liabilitjes:

These .are”t'he liabilities which are not payable immediately O
lure. These liabilities are payable after a long period, therefore, known as long-term
jiabilities. Examples are long Term Loans, Morlgage payable, Loan from partners,

capitaliowner equity etc.
Arrangements of Assets and Liabilities:

Assets and Liabilities of the business ca
the following three arrangements or ways:

(i) Order of liquidity or realisibility.

(i) Order of permanence.

(i) Mixed order of arrangement.

()  Order of Liquidity or Realisibility:
Under this method the current and fixed assets of the business are entered in

" the balance sheet in the order of the degree of ease with which they can be
converted into cash and the liabilities in the order of urgency of payment.

The order of liquidity is generally used by the sole traders and partnership

Ssified as follows:

(i

r in the near

n be put down in a Balance Sheet in

firms.
(i) ‘Order of permanence:

This method is reverse of the |
method the assets are listed according

quidity method of arrangement. Under this
to their permanency i.e. permanent assets
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are shown first .md less permanent are shown afterwards. Under this method the
long term liabilities are shown first and current liabilities are shown afterwards.

The Jomnt Stock Companies follow the order of permanence.

(i) . Mixed Order of Arrangement:

This method is the combination of the first two methods. Under this method
the assels are aranged in order of realisibility and the liabilities in order of
permanence. This method of arrangement is adopted by banks and other financial

institutions.,
Various assets and liabilities grouped in the three orders will appears as

follows:

in the‘ Order of quuﬂ:dut\ H‘:
"Fixed Assets

Current Assets

‘}s\" n l".ﬁﬂa
ash at Bank
ills Receivable
t Receivable

)
4
3
[/ ¥]
10
- v

-
7
-

“y
U
5
J
i)

In_thp order of Permanence

Good-will

Fatents

Land & Building
Plant & Machinery
Furniture & Fixture
Investment

' Current Assets
Cash in hand
Cash at Bank
Bills Receivable

Sundry debtors
Closing Stock
Prepaid Expenses

SR/ Ee) r;
Conill -
o
19

sy
-
-

)
L

}

{ -

Current Assets

, ceivable
Sundry debtors

&

| Fixed Assets
i Investment
f Furniture & Figure

Plant & Machinery

o 72 A I
Land & Building Bills Receivabl E Land & Building
Patents ash at Bank i Patents
Good-will Cash in hand f Good-will
Current Liabilities Long Term Liabilities ' Long Term Liabilities
Bank Overdraft Capital g Capital
Bills Payabis Morigage Loan i Mortgage Loan
Accounts Payabls Bank Loan ; Bank Loan
Expenses Payable
Long Term Liabilities Current Liabilities { Current Liabilities
Bank Loan Expenses Payable ; Expenses Payable
Nortgage Loan Bilis Payable Bills Payable
Capital Accounts Payable | Accounts Payable
Bank Overdraft E Bank Overdraft
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DEPRECIATION, PROVISIONS
AND RESERVES

Depreciation i the reduction n value of a asse s a result o air wear and tear, As an aset loses it
Valuelefficiency we reduce the book valuation of it in e with our estimate of loss. Depreciation is fairly
bomplex topic, where book-keeping merges into Accpuntahcy. The Accounting principle which motivates
Accountants to try different methods of depreciation, is that we.are seeking in our Accounting o achieve a -

¢and far view o the positionof the busness. This true and fer view equires two things:

1) The assets mustbe valued on the books at afir value so fa as we canestmate it,

) Ifa ]OSS.}.IB.S been suffered it must be charged against the profits to do otherwise would overstat tﬁe
~ profitabilty of the business. Apply these two rules o the problem of depreciation, we see that if an
asset wears out the loss suffered as a result of wear and tear must be writen off the profits, At the

same time the essets wil be reduced in value to show only it -
. resent value now
partly wom out, YAy B that it has been
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party worn out. ' - v 7TV T piveTit value now that it has been

FFERENT AUTHORS HA ' i
CHAS: , VE GIVEN DIFFERENT DEFINITIONS OF DEPRECIATION,

"Depreciation is the gradual decrease i | _ SRR
crease in the efficiency o ;
netary terms because of its usage and wear and teﬂ:'. e

— By the Author of the Book

"Depreciatim;. may be defined as the per | z . -
tity or value of an asset", ~ - - permanent Illlld continuous diminution in the quality,

- Pickles

"Depreciation s the gradual and per manent decrease in the value of an asset from any cause™.
< ~Carter

"Depreciation may be defined as a measyre ¢ : o ki
m any cause during a given period", ne ""T the exhaustion of the tm“ life of an asset
| — Spicer & Pegler

"Deprecinﬂﬂ_“ is ,;hc :Illml:mlinn In inteinsic value of asset due to use and/or the lapse of time"".
- 1ermin
| - do ngI}‘ of the Institute of Cost & Management Accountants, England
" ciation is the reduction jn yq),0 '
les:::i:,enor the passage of time", € Of a fixed asset occasioned by physical wear and tear,
' — Northcott & Forsyth

+ dafinitlane I fonn

1

From the above definitions it follows tha an asset gradually decllines} on Account of use and passage
oftme and this causes permanent reduction in the value and utility of asset, Such reduction in the value or
Wity ofasset s called depreciation. Inother words, expired cost or ity of asset i depreciation.

e e i St e i i e Pl
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CAUSES OF DEPRECIATION B
Depreciation may be o’f two types: ' -
(1) INTERNAL:

~ Depreciation which occurs for certain inherent normal causes
causes of interal depreciation are:

(@) Wear and Tear:

, is known as internal dcpreciation. Th

An asset declines on Account of continued use, c.g. Building, Plant, Machinery etc. Such declint
depends on the quantum of use of the asset. If a factory works doubleshift instead of single-shift
depreciation on plant and machinery will be doubled. It is obvious that such loss is unavoidable, An st
may be kept in proper working condition through repairs for the time be
permanently. At one time the asset will become unfit for repairs, when it will

(b) Depletion:

ing, but it cannot be done, s0
no longer be usable.

Some asset declines in value proportionate to the quantum of oductic o )
isi ction, e.g. , With
the raising of coal from coalmine the tota| dep oy a8 Mo, Quuny e B

) osit reduces graduall i |
exhausted. Then its value will be reduced to pjl. gmd Y and afier sometime it will b Bl

(@ EXTERNAL:

> wME™TA

Depreciation caused by some external reasons is called external depreciation. The cmsu. of exteny]
depreciation are: s N a

(a)  Obsolescence:

Some assets, although in proper.working order, may become obsolete. For example, old mackie
becomes obsolete with the invention of more economical and sophisticated machine whose productim k&
capacity is generally larger and cost of production less. In order to survive in the competitive market & x
manufacturer must install new machine replacing the old one, ‘Again, it may happen that the wica w
. produced by old machine are no longer saleable in the market on Account of change of h.lbiudud )
the people. In such a case the old machine, a_lthough In good working condition, must be discarded mnd e |
new one purchased. ; ; | Lrsating bk 0 s 4

- (b) Effiux of Time: o A . .d;t
" Some assets diminish in value on Account of sheer passage of time even though M‘:;;ﬁl
e.g. Leaschold Property, Patent Right, Copyright etc. Suppose, we take & lease ofa mf“&nhﬂ'
Rs. 10,000. Its annual depreciation will be Rs. 1,000 (10,000 + 10), irespective of
been used or not. Because with the end of lease after 10 years, the h?““ will go out c.'fw .
© Accident;

) Sl tc. In such8
Assets may-be destroyed by abnormal reasons such as, fire, earthquake, noode -
destroved ascet mncst ha w;-iltm nff ag lnss and a new one Dmh“ed' s
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A
. NEED FOR PROVISION OF DEPRECIATION P

The need for provlslon for depreciatlon arlses for the following reasons: .~ J

ASCERTAINMENT OF TRUE PROFIT OR LOSS:

Depreclation Is a loss. So unless it is considered like all other expenses and losses, true profivions

be nscertained. In other words, depreciation must be considered In order to find out truo profivioss
# business,

ASCERTAINMENT OF TRUE COST OF PRODUCTION:

(oods are produced with the help of plant and machinery which [neurs deproclation In the process of
lon, This depreclation must be considered a5 & part o the cost of production of goods, Otherwiw,
cott of production would be shown less than the true cort, Sale price [» normally fixod on the bl of
of production, the sale price wil also be flxed at a low level resulting in lons 10 the businem,

TRUE VALUATION OF ASSETS:
Value of assets gradually decreases on Account of depreclation, If depreciation s not taken nto

(, the value of asset will be shown in the books at a figure higher than ts true value and hence the
financial posttion of the business will not be disclosed through Balance Sheet.
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() REPLACEMENTOFASSETS:

After somo time an asset will be completely exhaﬁsrud-on Account of use, A new asset must thon be
purchasod requiring a large sum of money. If the whole.amount of profit s withdrawn from business each
year without considering the loss on Account of depreclation niecessary sum may not be avallable for
buying the now asset, In such & case the required monay I to be colleeted by Introducing fresh capital or by
Obtalning loan or by selling soms other assels, This Is contrary to sound commerce polley, -
(%) KEEPING C'APITAL INTACT: - R v,

Capltal Invested In buylng an sssel, graduslly ‘-dlmlfilshoa 0ﬁ Account df depreciation, If loss on-
Account of deproclatlon Is not consldered In determining profitloss at the year end, proflt will be shown’

more, If the excest profltIs withdrawn, the working capltal will gradully reduce, the busingss will become-
wosk and s proft euming copulty wil o, .. T N

() LEGALRESTRICTION,

According to provislons of Companog Ordlnln'ca'md dlv!ﬂa‘nd

. | eamot bo dooaed ol
chargli depreciation on fixed nsets, Thus In ca10 of Joint stock companieg charging of depnam,;h:ﬁﬁ
compultory: ' i e B

#

DEPRECIATION Vs, FLUCTUATION

 Deproctation of aset and Nuctumlon In fs market vale o 10! the same thing, Suppose,
Naiossman purchuses 1 machine the e of which | tiimeted at 10 yoars and changed
preltlon accordingly ench yeur, If for certan rensos he market valug of thet maching deoreses
I ey 20 %, the businessman need not consider thisdecrepe o all Because, the productive capacity
I the uility of the machine to the business has not been reduced on Account of ful i its market
’nlue. S0 h willnothave tosuffr any loss, unless he sels the machine, Bu the machine s not intended for
e~ It will bo used permanently in the business. So the business will Ignore the fall In market price. But
Wreclation cannot be gnored - it must be considered, Thus we 56 hat ther 18 no relationship
Myeen depreciation and fluctuation, The points of distinction befween the two are stated below in a

Rl form:
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mpm‘lﬁﬂﬂ n“&“.“on " y
. It reduces productive capacity or utility of | 1. It does not reduce productm capam, o
asset. nt:hty of asset.
. It must occur. 2. It may not occur.
. Itreduces value of asset gradually. « 13 'Ihcvalueofassetmsymeorfz]loum
' : of fluctuation. |
. Loss by way of depreciation must be | 4. Generally, . it is not taken im Accomt
considered. However, in case of current assets permanen
' fall in price is considered.
. It is regular loss - it ‘must be charged 5. 1t lsgenen]_]ymeg:ﬂar.
throughout the working ln‘c of asset | gt
. It always indicates loss. 6. Itmlyindimdthupuﬂwlﬂ."w'

CHARACTERISTICS OF DEPRECIATION

)

@)
(3)
(4)

()
(6)
M

®)

Depreciation has the following characteristics:

Depreciation is charged in case of fixed assels only, ¢.g. Building, Plant and Machinery, Fumiture |
elc. There is no question of depreciation in case of current assets - such as- Stock Debtors, Bllls
Receivable etc. :

Depreciation causes perpetual, gradual and continuous fall in the value of asset.
Depreciation occurs till the last day of the estimated working life of asset.

Depreciation occurs on Account of use of asset. In certain cases, however, depreciation may occur

even if the assets are not used, e.g. Leaschold Property, Patent Right, Copyright etc.
Depreciation is a charge against revenue of an Accounting period. ‘

Depreciation does not depend on fluctuations in market value of asset,

The amount of depreciation of an Accounting year cannot be determined precisely - it has to be-

estimated. In certain cases, however, it may be ascertained exactly, ¢,g. Leasehold Property, Patnl
Right, Copyright etc.

Total depreciation of an asset cannot exceed it depreclable value (cost less scrap value).
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METHODS OF CHARGING DEPRECIATION

Total depreciation on an asset must be written off as loss over its working life. There are several

methods of dcten-nihing the amount of depreciation to be charged each year. These methods are discussed
below: .

I.  FIXED INSTALMENT OR STRAIGHT LINE METHOD:

Under this method depreciation of an asset will be er:'iual each year. Annual depreciation is
wscertained by the following formula: T 1

Cost — Scrap Value
Estimated Life

Suppose, cost price of an asset Rs. 2,500, scrap value Rs. 500 and life 5 years. Annual 'dc:prccintien
will be Rs. 400 (25_;!05—&) . |

&

Depreciation is usually expressed as rate per cent per annum on cost of nsset. It Is mscertained by the

following formula:

A
nnual g:lgtrcclution x 100

Lo | (400 loo)
In the above example the rate of depreciation will be 16 % p.a. (2.500 » '

The rate may also be calculated on the basls of deprociablo value of asset (1.c., cost less scrap valuo)
Instead of cost, In which case the formula Is: o E

Lo Annual Depreciatio 100
et Depreciable Value ¥ _ .
' According to this formula the rato of depreciation In the above example will be:

400 .
20 % p.a. (mgfs—oox 100)

Under this method the amount of depreclation will be aquﬁ overy year, since d reciation Is charged
" at a fixed rate on cost of asset. This Is the special feature of this method, - F .

. Ifthe annual depreciation Is plotted on a graph paper, It will show a :
. ' straj
dopreciation is equal every year. This s why this method Is also cqllod Straight fhf.':l] ::: ’:Mlnce il
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MERITS:
(1) Simplicity (ii) the asset can be written oﬂ‘ to zero value under this methed (ll[) this methed i

useful for providing depreciation on Leuohold property, patents and other like assets.

DEMERITS:;
This method has following disadvantages:
(1) With the passage of time efficlency of asset decreases but the amount of depreciation remas

the same which does not seem to be justified,
If assets aro purchased during the year, the calculation or comparative depreciation cresi#

a
certain problems,
(Ilf)  No provision Is made for interest on amount Invested In the purchase of asset.

- - - .

JOURNAL ENTRIES: -
Under this method depreciation is recorded as follows:

() When depreciation Is provided
' Dr.

Depreciation ACCOUNt  ioovnnnmunmnnnnmnsiees
Asset Account
(Being depreciation charged on- @ for the year)
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(1))

(v)

When depreciation is transferred to profit and loss Account
Profit & Loss Account erentaserrreensrssasasasenttivarensrsnsery LNy
, Depreciation Account :

(Being depreciation Account transferred to profit and loss Account)

When asset Is sold on expiry of its useful life :

Bank ACCOUNT ...ovvcvecrnnrsnssmsnnnnsnrosssssnnsernnnnnnivinnises Dfy
Asset Account

(Being scrap of asset sold)

If profit Is earned on sale of asset

ASBBLACCOUNT .ovvevvnrrrnnennnnnsssnnnssnnnnnnssennsannnnssssssssss Ol
Profit and loss Account

(Being profit on sale of scrap trml!‘e;nd to profit and loss Account)

TION NO. 1

On 1at January 2014, a machine was purchased for Rs. 40,000, Rate of depreciation Is 10 %

:{:;h';';”" machinery Account for 3 years when depreciation Is charged under fixed Instaliment

Solution;

-Dr. MACHINERY ACCOUNT cr
Rs. Rs.
2014 2014 : :
Jan. | | Bank A/c : 40,000 | Dec. 31 | Depreclatlon @ 10 %
on Ra, 40,000 4,000
. Bnlance c/d 36,000
40,000 ; 40,000
2013 : 2015 i
Jan, 1 | Balance b/d 36,000 | Dec, 31 | Depreciation @ 10 % .
on Rs. 40,000 4,000
. | Balance e/d ’ 32,000
36.000 ) 36,000
2016 | 2016 - .
Jan. 1 | Balance b/d 32,000 | Dec.31 | Depreciation @ 10 %
i : ‘| on Rs. 40,000 4,000
Balance ¢/d 28,000
32,000 32,000
2017
Jan, | | Balance b/d 28,000
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2, REDUCING BALANCE OR DIMINISHING BALANCE METHOD:

Under this method depreciation is charged at a fixed rate like fixed installment method. But the rate
per cent is not calculated on cost of asset as is done under fixed installment method — it is calculated on the
book value of assct. The book value of an asset is obtained by deducting depreciation from its cost. The
book value of assct gradually reduces on Account of charging depreciation. Since the depreciation rate per
cent is applied on reducing balance of asset, this method is called Reducing Balance or diminishing balance
method. The calculation of depreciation under this method will be clear from the following table:

Suppose, cost of asset is Rs. 1,000 and rate of depreciation 10 % p.a.

Cost of asset "1,000
Depreciation: I year: 10 % of 1,000 100
Book Value ‘ . 900
IT year: 10 % of 900 90
Book V-alue ' 810 |
III year:'10 % of 810 81
729 and

‘Book Value

It may be observed that the amount of annual depreciation is gradually reducing. But under fixed

installment method the amount remains the same (i.e. Rs. 100).
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This method Is specially sultable to assets with long life, ¢.g. Plant & Machinery, Fumniture, Motor
Car etc.

Since under this method the real cost of using an asset is the depreciation and repalr expenses so this
method gives better results because in carlier years when the repair expenses are less the deprecintion s
more. As the asset gets older repalr charges on It Increases and the amount of depreciation decreases. So the
combined effect of both these costs remains almost constant on the profit and Joss of each year,

The great weaknoss of this method s that it takes a very long time to write off an asset to

approximately nll, unless a very high rate Is used, in which case tho burden on earller years shall b
excossive. This method is used by Income tax authorities for granting depreciation allowance to assesses,

; The calculation of Correct rate of depreclation Is utmost 1mp§mm.undar this method. Following
Ormula should be applied under the glven conditlon:

_ When the cost of asset, residual value and useful life of an asset Is glven:

1
r = 1- ( %)“
where - r = rato of deprociation

n = ulimuc'l_ ﬁlenxll Iifo of asset . - |
8 =" rosldual nlua-lﬂorthnlexplryofuum! life
C = original cost of astet ' o

Thus Ifn=3 yrs, §=64,000 and C= 10,00,000 the rate Is:

r o 1-(%)} . 1-%- o= 0%
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ILLUSTRATION NoO, 3

On Ist July 2014, Aslam purchugod & second-hand machine for Rs, 18,000 and spent Rs. 2,000

on Its repalrs and installation.

On 30th June 2017 the machinery was disposed off for a sum of R, 13,600, Assuming the
books are closed on 31st December each year and taking the rate of depreciation at 10 % pa. o

diminishing balance, show the machinery Account.

Solution:
pr. MACHINERY ACCOUNT =
T Rs. Rs.
2014 . 2014 .
July 1 | Bank A/c 18,000 Dec. 31 | Depreciation A/c @
July 1 | Bank A/c 2,000 10 % p.a. on 20,000
‘ for 1/2 y;:ar 1,000
Dec. 31 | Balance c/d - 19,000
20,000 20.000
2015 . 2015
Jan. 1 | Balance b/d 19,000 | Dec. 31 | Depreciation Afc @
10 % p.a. on 19,000
for one year 1,900
Dec, 31 | Balance c/d 17,100
19,000 ) 19,000
2016
Jan. 1 Depreellliofn Alc@
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2016 . . 19000 | | 19,000
Jan. | | Balance big SRS
17,100 | Dec.31 | Depreciation A/c @
10% p.a. on Rs, 17,100
for one year ' 1,710
Dec. 31 | Balance e/d ' 15,390
17,100 | - 1 17,100
2017 2017
Jan. 1 | Balance b/d 15,390 | June 30 | Depreciation A/c @
: " | 10% p.a. on'Rs. 15,390 ,
for 1/2 year s 770
June30 | Bank Alc , 13,600
Profit and loss A/c
(Loss written off) 1,020
k- 15,390
A .

—m
3. YEAR'S DIGITS OR SUM OF YEAR'S DIGITS METHOD:

This method has been introduced by American Accountants recently. It is an improvement oy,
diminishing balance method. Here also the depreciation charge constantly reduces. This method is nomally
applied to fairly long lived assets. Unlike the diminishing balance method, a constantly decreasing rate j5
applied on the original cost. Hence the original book value is, like straight line method, reducible to zery
The determination of rate of depreciation is very simj:le. It simply sums up the years in an asset’s lifespan 1
be used as denominator, and reverses the individual year numbers to be used as numerator. Thus if cost
residual value and life of an asset are: o

Rs. 75,000, Rs. 3,000 and 8 years, the denominator'wﬂl be:
142+3+4+5+6+7+8 = 36

o T I . SR Y0 T g1 e . -t .
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The numerators from first to 8th year will respectively be -8, 7,6,5,4,3,2,1. o

the depreciable cost 'original cost — residual value i.e., Rs. 72,000, the depreciation cggﬁ:}m
eight years will be:
Opening Depreciable | . . _ Total
Year | Book Value Cost ~ Rate Depreciation | Depreciation
1 75,000 72,000 - 8136 16,000 16,000
2 59,000 72,000 . - 7136 14,000 30,000
3 45,000 72,000 636 12,000 42,000
4 33,000 72,0000 .| 586 | 10,000 52,000
5 23,000 72,000 4/36 8,000 60,000
6 15,000 72,000 3/36 6,000 66,000
7 9,000 72,000 2136 4,000 70,000
8 5,000 72,000 136 2,000 72,000

Sum of year S d:glts can be easily computed by the formula:

where:

s =
n o=

§n+12

2

Sum of yéafs |
number of years of assets useful life.
Applymg it when n=_8 years ' '

8(8+1)
2

72

3. or 36
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METHODS OF DEPRECIATION ACCOUNTING
There are two methods of Accounting ofﬁeprcciuion:
() DEPRECIATION ACCOUNT:

. . |
Under this method, Depreciation A/c is debited and Asset A/c is credited with the "“0““::;::'::;1
depreciation. Suppose, the cost of a machine is Rs. 1,000 and its depreciation is 10 % p.a. The _

3 Dr. Cr.
Depreciation A/c _ Dr. . 100 ‘o
Machinery A/c : . .
{Being depreciation charged on machinery @ 10 % p.a) - - i) vy
Profit & Loss A/e ; Dr. 100 ‘ .
Depreciation A/c : - S ‘.
(Being transfer of depreciation)
BALANCE SHEET AS AT
Assets Rs. Liabilities . Rs.
Machinery o 1,000
Less Depreciation 100, 900

_ - —mewuniING

According to the mgthod'an_d object of creation, reserves may be of the following two types:
I Revenue Reserve | |

2. Capital Reserve
1. REVENUE RESERVE:

Profit earned by a business through its normal activities is d_etérmined at the year end through Profi

& Loss A!c: The portion of such profit which is not paid to the prdprietor, but kept apart, is known s
Revenue Reserve. : - :

From the viewpoint of its creation revenue resery
(2)  General Reserve |

(b) ‘Specific Retsrve S . * 33 : h

¢ may again be classified into two:
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