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1 Preparation of
Final Accounts of

Companies

INTRODUCTION

Final accounts of companies gives an idea about the profitability and financial position of a
business to its management, owners, and other interested parties. All business transactions are first
recorded in a journal. They are then transferred to a ledger and balanced. These final tallies are
prepared for a specific period. The preparation of a final accounting is the last stage of the accounting
cycle. It determines the financial position of the business. Under this it is compulsory to make trading
account, the profit and loss account and balance sheet.

The term “final accounts” includes:

 The trading account,
 The profit and loss account, and
 The balance sheet

Companies are governed by the Companies Act, 1956. Therefore, it is statutory obligation that all
companies are expected to follow the relevant section for the Act that governs the maintaining of
accounts. Section 209 and 210 of the Companies Act specifies regarding preparation of final accounts.
Section 209 to 217 of the Companies Act deals with the preparation and presentations of accounts by
the companies.

MAINTENANCE OF BOOKS OF ACCOUNTS

As per section 128 of the Companies Act, 2013, Every company shall prepare and keep at its
registered office books of account and other relevant books and papers and financial statement for
every financial year which give a true and fair view of the state of the affairs of the company,
including that of its branch office or offices, if any, and explain the transactions effected both at the
registered office and its branches and such books shall be kept on accrual basis and according to the
double-entry system of accounting:

Provided further that the company may keep such books of account or other relevant papers in
electronic mode in such manner as may be prescribed.
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Maintenance at Place other than Registered Office

It is a duty of the company to inform the Registrar of Companies within seven days of the
decision in case the Board of Directors decides to maintain books at the place other than the registered
office.

In Case of Branch Office

Where a company has a branch office in India or outside India, it shall be deemed to have
complied with the provisions of the Act, if proper books of account relating to the transactions
effected at the branch office are kept at that office and proper summarised returns periodically are sent
by the branch office to the company at its registered office or such other place.

Section 128 (3) further lays down that the books of account and other books and papers
maintained by the company within India shall be open for inspection at the registered office of the
company or at such other place in India by any director during business hours, and in the case of
financial information, if any, maintained outside the country, copies of such financial information shall
be maintained and produced for inspection by any director subject to such conditions as may be
prescribed. Section 128(5) further states that the books of account of every company relating to a
period of not less than eight financial years immediately preceding a financial year, or where the
company had been in existence for a period less than eight years, in respect of all the preceding years
together with the vouchers relevant to any entry in such books of account shall be kept in good order.

FINAL ACCOUNTS

Under section 129 of the Companies Act, 2013, at the annual general meeting of a company, the
Board of Directors of the company shall lay financial statements before the company:

Financial Statements as per section 2(40) of the Companies Act, 2013, inter alia include:

(i) a balance sheet as at the end of the financial year;
(ii) a profit and loss account, or in the case of a company carrying on any activity not for profit,

an income and expenditure account for the financial year;
(iii) cash flow statement for the financial year;
(iv) a statement of changes in equity, if applicable; and
(v) any explanatory note annexed to, or forming part of, any document referred to in subclause (i)

to subclause (iv):
Provided that the financial statement, with respect to One Person Company, small company and

dormant company, may not include the cash flow statement.

Requisites of Financial Statements:

It shall give a true and fair view of the state of affairs of the company as at the end of the
financial year.

Points to be kept in mind while preparing final accounts:

Requirements of Schedule III to the Companies Act; Other statutory requirements; Accounting
Standards issued by the Institute of Chartered Accountants of India on different accounting matters
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and notified by the Central Government (AS 1 to AS 32); Statements and Guidance Notes issued by
the Institute of Chartered Accountants of India; which are necessary for understanding the accounting
treatment/valuation/disclosure suggested by the ICAI.

Compliance with Accounting Standards

As per section 133 of the Companies Act, it is mandatory to comply with accounting standards
notified by the Central Government from time to time.

Schedule III of the Companies Act, 2013

As per section 129 of the Companies Act, 2013, Financial statements shall give a true and fair
view of the state of affairs of the company or companies and comply with the accounting standards
notified under section 133 and shall be in the form or forms as may be provided for different class or
classes of companies in Schedule III under the Act.

MEANING OF FINANCIAL STATEMENT OF A COMPANY

Financial statements are those statements which provide information about the profitability and
the financial position of a business. Financial statements are the summarized statements of accounting
data produced at the end of the accounting process by a business firm through which it communicates
the accounting information to the internal and external users. Internal users are the owners, managers
and executives, whereas external users can be investors, lenders, suppliers, trade creditors, customers,
government and their agencies. The term Financial Statements as used in accounting refers to two
statements which every accountant prepares at the end of a given period of time for the business firm.

Features of Financial Statements
1. Financial statements are the end-product of accounting system.
2. Financial statements are prepared on the basis of recorded facts.
3. Financial statements relate to past period, therefore, called as historical documents.
4. Financial statements are prepared for the accounting period.
5. Financial statements are financial in nature, therefore, only monetary transactions are

recorded in financial statements.
6. Financial statements reflect financial position through Balance Sheet and profitability

through Profit and Loss Account.
7. Financial statements are prepared as per accounting concepts, conventions and practices. In

fact, they are prepared as per generally accepted principles.
8. The financial statements by nature are summaries of the items recorded in the business.

Hence, they are summarised reports.

Objectives of Financial Statements
 To help in making planning.
 To assist in estimating the earning potential of the business.
 To assist in investment decisionmaking.
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 To help the management in assessing the efficiency of the organisation.
 To serve as a media of information regarding profitability and financial health of the

enterprise.
 To provide financial information about economic resources and obligations of a business

enterprise.
 Thus, the objective of Financial Statements is to provide information about the financial

position, performance and changes in financial position of an enterprise that is useful to
wide range of users in making economic decisions.

Financial Year
As per CA, 2013, “financial year” in relation to any company or body corporate, means the

period ending on the 31st day of March every year, and where it has been incorporated on or after the
1st day of January of a year, the period ending on the 31st day of March of the following year, in
respect whereof the financial statement of the company or body corporate is made up:

Person Responsible to Maintain Books of Accounts and Penalties for Contravention

As per CA, 2013 provides that the managing director, the whole-time director in charge of
finance, the Chief Financial Officer or any other person of a company charged by the Board.

Period of Retention of Books of Accounts

As per CA, 2013 requires that the books of account of every company relating to a period of not
less than eight financial years immediately preceding a financial year, or where the company had been
in existence for a period of less than eight years, in respect of all the preceding years together with the
vouchers relevant to any entry in such books of account shall be kept in good order:

AS 1: Disclosure of accounting policies

The disclosure of some of the accounting policies followed in the preparation and presentation of
the financial statements is required by law in some cases. The Institute of Chartered Accountants of
India has, in Standard issued by it, recommended the disclosure of certain accounting policies, e.g.,
translation policies in respect of foreign currency items

In recent years, a few enterprises in India have adopted the practice of including in their annual
reports to shareholders a separate statement of accounting policies followed in preparing and
presenting the financial statements. In general, however, accounting policies are not at present
regularly and fully disclosed in all financial statements. Many enterprises include in the Notes on the
Accounts, descriptions of some of the significant accounting policies. But the nature and degree of
disclosure vary considerably between the corporate and the non-corporate sectors and between units in
the same sector.

Even among the few enterprises that presently include in their annual reports a separate statement
of accounting policies, considerable variation exists. The statement of accounting policies forms part
of accounts in some cases while in others it is given as supplementary information.

Fundamental Accounting Assumptions

Certain fundamental accounting assumptions underlie the preparation and presentation of
financial statements. They are usually not specifically stated because their acceptance and use are
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assumed. Disclosure is necessary if they are not followed. The following have been generally accepted
as fundamental accounting assumptions:

(a) Going Concern: The enterprise is normally viewed as a going concern, that is, as
continuing in operation for the foreseeable future. It is assumed that the enterprise has
neither the intention nor the necessity of liquidation or of curtailing materially the scale of
the operations.

(b) Consistency: It is assumed that accounting policies are consistent from one period to
another.

(c) Accrual: Revenues and costs are accrued, that is, recognised as they are earned or incurred
(and not as money is received or paid) and recorded in the financial statements of the
periods to which they relate. (The considerations affecting the process of matching costs
with revenues under the accrual assumption are not dealt with in this Standard).

Nature of Accounting Policies
The accounting policies refer to the specific accounting principles and the methods of applying

those principles adopted by the enterprise in the preparation and presentation of financial statements.

There is no single list of accounting policies which are applicable to all circumstances. The
differing circumstances in which enterprises operate in a situation of diverse and complex economic
activity make alternative accounting principles and methods of applying those principles acceptable.
The choice of the appropriate accounting principles and the methods of applying those principles in
the specific circumstances of each enterprise calls for considerable judgement by the management of
the enterprise.

The various Standards of the Institute of Chartered Accountants of India combined with the
efforts of government and other regulatory agencies and progressive managements have reduced in
recent years the number of acceptable alternatives particularly in the case of corporate enterprises.
While continuing efforts in this regard in future are likely to reduce the number still further, the
availability of alternative accounting principles and methods of applying those principles are not likely
to be eliminated altogether in view of the differing circumstances faced by the enterprises.

Areas in which Differing Accounting Policies are encountered

The following are examples of the areas in which different accounting policies may be adopted
by different enterprises:

(a) Methods of depreciation, depletion and amortisation
(b) Treatment of expenditure during construction
(c) Conversion or translation of foreign currency items
(d) Valuation of inventories
(e) Treatment of goodwill
(f) Valuation of investments
(g) Treatment of retirement benefits
(h) Recognition of profit on long-term contracts
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(i) Valuation of fixed assets
(j) Treatment of contingent liabilities.
Considerations in the Selection of Accounting Policies

The primary consideration in the selection of accounting policies by an enterprise is that the
financial statements prepared and presented on the basis of such accounting policies should represent a
true and fair view of the state of affairs of the enterprise as at the balance sheet date and of the “profit
and loss account”.

For this purpose, the major considerations governing the selection and application of accounting
policies are:

(a) Prudence: In view of the uncertainty attached to future events, profits are not anticipated
but recognised only when realised though not necessarily in cash. Provision is made for all
known liabilities and losses even though the amount cannot be determined with certainty
and represents only a best estimate in the light of available information.

(b) Substance over Form: The accounting treatment and presentation in financial statements of
transactions and events should be governed by their substance and not merely by the legal
form.

(c) Materiality: Financial statements should disclose all “material” items, i.e., items the
knowledge of which might influence the decisions of the user of the financial statements.

Disclosure of Accounting Policies

1. To ensure proper understanding of financial statements, it is necessary that all significant
accounting policies adopted in the preparation and presentation of financial statements
should be disclosed.

2. Such disclosure should form part of the financial statements.
3. It would be helpful to the reader of financial statements if they are all disclosed as such in

one place instead of being scattered over several statements, schedules and notes.
4. Any change in an accounting policy which has a material effect should be disclosed. The

amount by which any item in the financial statements is affected by such change should also
be disclosed to the extent ascertainable. Where such amount is not ascertainable, wholly or
in part, the fact should be indicated. If a change is made in the accounting policies which has
no material effect on the financial statements for the current period but which is reasonably
expected to have a material effect in later periods, the fact of such change should be
appropriately disclosed in the period in which the change is adopted.

5. Disclosure of accounting policies or of changes therein cannot remedy a wrong or
inappropriate treatment of the item in the accounts.

IMPORTANT ADJUSTMENTS

1. Adjustment Entries for Closing Stock
It represents the unsold stock at the end of the year.

“The stock is always valued at cost or market price whichever is lower”
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Generally, the closing stock will not appear in the Trial Balance and it lies in the adjustment.
When it lies in the adjustment, adjustment entry has to be passed before the preparation of Final
Accounts.

For instance, D Lt., having the value of the closing stocks is ` 10,000, so the following entries are
to be passed:

Amount Amount

Closing Stock A/c Dr. 10,000

To Trading A/c 10,000

(Being adjustment entry for goods unsold)

It affects two accounts and appears in the ledgers as follows:

Dr. Losing Stock A/c Cr.

Amount Amount
To Trading A/c 10,000 By Balance c/d 10,000

To Balance 10,000

Dr. Trading A/c Cr.

Amount Amount
By Closing Stock 10,000

Again, the two fold aspects are as follows:

1. Closing Stock is shown on the Credit Side of Trading Account.
2. Closing Stock is shown on the Asset Side of Balance Sheet.

But, sometimes in the Trial Balance, Adjusted Purchase is given and this means Opening Stock
and Closing Stock are adjusted through purchases. Then both Adjusted Purchases A/c and Closing
Stock Account appear in the Trial Balance.

Then, Adjusted Purchases amount may be taken to the debit side of Trading Account and Closing
Stock appear on the Asset side of Balance Sheet. It should be noted that under this circumstance,
Closing Stock will not appear in Trading Account. In the following year, the Closing Stock becomes
Opening Stock.

Trading Account A/C Dr.

To Opening stock A/C

(Being the opening stock brought into current year trading account)
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2. Depreciation
When an asset is purchased, it does not long continue to be worth that amount. It gradually

decreases in value. The asset may lose its value due to its constant use or due to its non-use (merely by
passage of time).

When the value of asset decreases because of wear and tear due to use or passing of time, it is
termed as depreciation. The amount of Depreciation is operation expenses of the business. If the
Depreciation is not accounted, the net profit for the period will be overstated. Even in Balance Sheet,
the value of assets should not be shown at proper value. Depreciation is a loss. Depreciation is
debited to Depreciation Account which is a Nominal Account and transferred to Profit and Loss
Account.

The adjusting entries are:

Depreciation A/c Dr.
To Asset A/c

(Being depreciation charged on asset)
Profit & Loss A/c Dr.

To Depreciation A/c
(Being transfer of depreciation account)

The double effect of depreciation is:

 Depreciation is shown on the debit side of Profit and Loss Account.
 The amount of depreciation is deducted from the concerned asset, in the asset side of the

Balance Sheet.
Example: A machine costing ` 10,000 purchased on 1.1.2018. Charge Depreciation @ 15% p.a.

How will this be dealt in the Final Accounts Ending on 31st December 2018?

Solution:

Particulars Amount Amount
Depreciation A/c Dr. 1,500

To Asset A/c 1,500
(Being depreciation charged on asset)
Profit & Loss A/c Dr. 1,500

To Depreciation A/c 1,500
(Being closing entry for depreciation account)

Effects of the above mention entries:

Dr. Depreciation A/c Cr.

Amount Amount
To Machine A/c 1,500 By Profit & Loss A/c 1,500
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Dr. Machine A/c Cr.

Particulars ` Particulars `

To Balance B/d 10,000 By Depreciation A/c 1,500
By Balance C/d 8,500

Dr. Profit & Loss A/c Cr.

Particulars ` Particulars `

To Depreciation A/c 1,500

Balance Sheet As on 31st December, 2018

Particulars ` Particulars ` `

Machine 10,000
Less: Depreciation 1,500 8,500

3. Outstanding Expenses and Income
(A) Outstanding Expenses

Expenses are amounts paid for goods or services purchased. According to the accrual concept of
accounting, transactions are recorded in the books of accounts at the time of their occurrence and not
when the actual cash or a cash equivalent is received or paid. Therefore, payments are not necessarily
made immediately, they may be late or in advance. Outstanding expenses and prepaid expenses are
both a result of this.

Certain expenses relating to a particular period may not have been paid in that accounting period.
All such expenses which are due for payment in one accounting year but actually paid in future
accounting years or payment of which is postponed are all outstanding or unpaid expenses. All such
expenses must be accounted for in that accounting year in which they are incurred, irrespective of the
fact whether they are paid or not. In other words, all paid and also unpaid expenses must be recorded
in an accounting year if they relate to that accounting year only with a view to ascertain true trading
results, e.g., if salaries for the previous month are not paid, no entry will appear in books of accounts
unless these are paid. So profit and loss account in respect of salaries will thus be undercharged than
the actual expenditure, therefore the profit will be more. Outstanding expenses are those expenses
which have been incurred and consumed during an accounting period and are due to be paid but are
not paid. Examples include outstanding salary, outstanding rent, etc. Outstanding expenses are
recorded in the books at the end of an accounting period to show true numbers of a business.

Outstanding expense is a personal account and is shown on the liability side of a balance sheet.

Journal Entry for Outstanding Expenses

Expense A/C Dr.

To Outstanding Expense A/C
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(B) Outstanding Income

Certain Income relating to a particular period may not have been received in that accounting
period. All such income which are due for receivable in one accounting year but actually paid in future
accounting years or payment of which is postponed are all outstanding income. All such income must
be accounted for in that accounting year in which they are incurred, irrespective of the fact whether
they are paid or not. In other words, all paid and also unreceived income must be recorded in an
accounting year if they relate to that accounting year only with a view to ascertain true trading results.

4. Prepaid Expenses and Pre Paid Income
(A) Prepaid Expenses

Prepaid expenses are those expenses which have been paid in advance and related benefits are not
consumed within the same accounting period. The benefits of expenses incurred are carried to the next
accounting period. Examples – prepaid salary, prepaid rent etc. Prepaid expenses are recorded in the
books at the end of an accounting period to show true numbers of a business.

Prepaid (Unexpired) expense is a personal account and is shown on the Assets side of a balance
sheet.

Expenses are amounts paid for goods or services purchased. According to the accrual concept of
accounting, transactions are recorded in the books of accounts at the time of their occurrence and not
when the actual cash or a cash equivalent is received or paid. Therefore, payments are not necessarily
made immediately, they may be late or in advance. Outstanding expenses and prepaid expenses are
both a result of this.

Journal Entry for Prepaid Expenses

Prepaid Expense A/c Dr.

To Expense A/c

Example: Let’s assume that in March ` 10,000 were paid in advance for salaries, which are due
in the following month of April. At the end of March the company will record this in their books of
accounts with the following journal entry.

Prepaid Salaries A/c Dr. 10,000

To Salaries A/c 10,000

(B) Prepaid Income

There may be certain incomes which have been earned during the year but not yet received till
the end of the year. Income like interest on investments, rent and commission etc., are normally earned
by a merchant during a particular accounting period but actually not received during that period. Such
income items need adjustments before the preparation of final accounts. Such incomes should be
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credited to that particular income account. At the same time the income so earned but not received is
an asset because the amount is still to be received.

5. Dividend
Dividend means the part of profit which is distributed among the shareholders of a company,

i.e., it is a receipt of a part of profits by the shareholders in proportion to their respective shareholdings.
The dividend is declared by the Directors which must be approved by the shareholders in the general
meeting.

1. Payment of Dividend in Proportion to Paid-up Capital: Dividend may be paid in
proportion to the nominal value of the shares or in proportion to paid-up capital

2. Payment of Unpaid or Unclaimed Dividend: Any person claiming to be entitled to any
money transferred to the Investor Education and Protection Fund established under Sec.
205C may apply to the authority or the committee appointed under the fund, for the refund
of money due to him.

(A) Proposed Dividend

The dividend which has been proposed by the Directors in the general meeting is known as
Proposed Dividend. The proposed dividend is recommended by the Directors and, when the same is
approved by the shareholders, it is called Approved Dividend.

The dividend which has been proposed must be paid within 30 days from the date of declaration,
It appears in the debit of Profit and Loss (Appropriation) Account and till it is paid, it appears in the
liabilities side of the Balance Sheet under the Current Liabilities and Provisions.

The entry will be:

(i) Profit & Loss (Appropriation) A/c Dr.
To Proposed Dividend A/c

(B) Final Dividend

The dividend which has been declared and paid on the basis of final accounts at the end of the
year is called final dividend. If any Interim Dividend is paid, it must be remembered that interim
dividend must not be adjusted against final dividend when the latter has been declared.

The entry

(i) When it is declared
Profit & Loss Appropriation A/c Dr.

To Dividend A/c
(ii) When it is paid

Dividend A/c Dr.
To Bank A/c

(C) Unclaimed Dividend

The dividend which has not been collected by the shareholder is known as unclaimed dividend.
The same will appear in the liabilities side of the Balance Sheet—under the head, Current Liabilities
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and Provisions—till it is collected by the respective shareholders. It has been explained at point (D)
above while discussing rules regarding dividends.

(D) Preference Dividend

The dividend which is paid to the preference shareholders at a fixed rate will also appear in the
debit side of Profit and Loss (Appropriation) Account. It is shown as a current liability under the head
Current Liabilities and Provisions till it is paid to the preference shareholders.

The entry will be:

(i) When it is provided
Profit & Loss A/c (Appropriation) Dr.

To Preference Dividend A/c
(ii) When the Dividend is paid

(Preference Dividend A/c Dr.
To Bank A/c

6. Provision for Tax and Advance Tax
(A) Advance Payment of Tax

As per the provisions of Income Tax Act, 1961 (Sec. 208 to Sec. 219), advance tax is paid in the
previous year before the income has been assessed on the basis of estimated earnings although the
income of the previous year is assessed in the assessment year.

The entry for this purpose will be:

Advance Income Tax A/c Dr.
To Bank A/c

(The amount will be the amount of advance tax paid)
Note: It is shown as an asset in the asset side of the Balance Sheet under Current Asset (Loans and Advances)

(B) Provision for Taxation

As per the provisions of Income Tax Act, provision should be made for taxation and it is a charge
against profit and not an appropriation of profit.

When provision is made (after ascertaining tax liability) for taxation against tax liability, the
entry will be:

Profit & Loss A/c Dr.
To Provision for Taxation A/c

(with the amount of provision)
In short, the same will appear in the debit side of Profit and Loss Account and also will be shown

as a current liability under the head, Current Liabilities and Provisions. Now, after assessment, if it is
found that the amount of tax which has been assessed is more than the amount of provision for
taxation, the same will be debited to Profit and Loss Account and, in the opposite case, it will be
reversed.
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The entry will be:

(a) If the assessed amount of tax is more than the provision so made
Profit & Loss A/c Dr.

To Provision for Taxation A/c
(For excess amount)

(b) If assessed amount of tax is less than the provision so made
Provision for Taxation A/c Dr.

To Profit & Loss A/c

Note: It must be remembered that advance tax which has been paid should be adjusted against Provision for Tax by
debiting Provision for Tax Account and crediting Advance Tax Account.

Illustration 1: The following are the extracts from the Trial Balance of Y Ltd as on 31st March 2001:

Particulars Debit (`) Credit (`)
Provision for Tax (1999-2000) – 20,000
Advance Tax Paid (1999-2000) 18,000 –
Advance Tax Paid (2000-2001) 10,000 –
Tax Deducted at Source (2000-2001) 1,000 –
Profit and Loss A/c Balance Advance Tax
Paid (1999-2000)

– 20,000

Assessment for the year 1999-2000 was finalised during the year 2000-2001. The total tax
liability for that year was fixed at ` 22,000, the net profit earned by the company during 2000-2001
before tax amounts to ` 40,000. The company is in the 35% tax bracket. Pass journal entries and show
how the various items will appear in the company’s Balance Sheet.

Solution:
In the books of Y Ltd.

Journal
Date Particulars LF Debit (`) Credit(`)

2000-01 Profit & Loss A/c Dr. 14,000
To Provision for Tax A/c 14,000
(Provision made for tax @ 35% on current year’s
profit of ` 40,000)

2000-01 Profit & Loss Appropriation A/c Dr. 2,000
(` 22,000 – 20,000)

Provision for Tax A/c Dr. 20,000
To Advance Tax Paid A/c
To Liabilities for Taxation A/c 18,000
(Adjustment made for taxation for earlier period and
net amount of tax payable as outstanding liabilities)

4,000
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Balance Sheet (Extract)
As at 31st March 2001

Liabilities ` Assets `
Reserves & Surplus Current Assets, Loans & Advances
Profit & Loss Account 44,000 (A) Current Assets Nil
Current Liabilities & Provisions (B) Loans & Advances

(A) Current Liabilities Advance Tax Paid 10,000

Liabilities for Taxation 4,000 Tax Deducted at Source 1,000
(B) Provision

Provision for Taxation 14,000
Workings:

Profit & Loss Account:

Particulars `

Balance from previous year (1999-2000) 20,000
Add: Profit for the year made (` 40,000 – ` 14,000) 26,000

46,000
Less: Adjustment made for (` 22,000 – ` 20,000) (2,000)
Balance left for the current year 44,000

Illustration 2: The trial balance of Complex Ltd. as at 31st March 1998 shows the following
items:

Particulars Dr.(`) Cr.(`)
Advance payment of Income Tax 2,20,000 –
Provision for Income Tax for the year ended 31.03.1997 – 1,20,000

The following further information are given:

You are required to prepare:
(a) Provision for Income Tax Account;
(b) Advance Payment of Income Tax Account;
(c) Liabilities for Taxations Account; and also show how relevant items will appear in the Profit

& Loss Account and the Balance Sheet of the company.
Solution:

In the Books of Complex Ltd
Dr. Provision for Income Tax A/c (1996-97) Cr.

Date Particulars ` Date Particulars `

1998 March 31 To Advance payment of
Income Tax A/c

1,40,000 1997 April 1 By Balance B/d 1,20,000

To Taxation A/c 12,000 1998 March 31 By Profit & Loss
A/c

32,000

1,52,000 1,52,000
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Dr. Provision for Income Tax A/c (1997-98) Cr.

Date Particulars ` Date Particulars `

1998 March 31 To Balance c/d 1,60,000 1998 April 1 By Balance B/d 1,20,000
By Profit &
Loss A/c

32,000

1,52,000

Dr. Advance Payment of Income Tax A/c Cr.

Date Particulars ` Date Particulars `

1998 March 31 To Balance c/d 2,20,000 1998 April 1 By Profit & Loss
A/c (1996-97)

1,40,000

By Balance c/d 80,000
2,20,000 2,20,000

Dr. Liabilities for Taxation A/c Cr.

Date Particulars ` Date Particulars `

1998 March 31 To Balance c/d 12,000 1998 April 1 By Provision for
Income Tax A/c

12,000

12,000 12,000

Dr. Profit & Loss A/c (Extract) Cr.
For the year ended 31st March 1998

Particulars ` ` Particulars `

To Profit & Loss A/c XXX
Less: Tax Further Year 1,60,000
Taxation adjustment for the previous year 32,000 1,92,000

Balance Sheet (Extract)
As on 31st March 1998

Liabilities ` Assets `

Current Liabilities & Provisions Current Assets & Advances

(A) Current Liabilities (A) Loans & Advances

Liabilities for Taxation
(1996-97)

12,000 Advance Payment of Income Tax 80,000

(B) Provisions
Provision for Taxation 1,60,000
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7. Bills of Exchange (Endorsement, Honour, Dishonour)
Definition of Bills of Exchange: A bill of exchange is an instrument in writing containing an

unconditional order, signed by the maker, directing a certain person to pay a certain sum of money
only to, or to the order of, a certain person, or to the bearer of the instrument.

—Section 5 of the Negotiable Instruments Act, 1881

Bill of exchange is a negotiable instrument which is payable either to order or to the bearer.
Section 13 (1) of the Negotiable Instruments Act, 1881 defines negotiable instruments as “A
promissory note, bill of exchange or cheque payable either to order or to bearer”.

A bill of exchange is generally drawn by the creditor on his debtor. It should be accepted either
by the debtor or any person(s) on his/her behalf. It is worth mentioning that before its acceptance by
the debtor, it is just a draft. It should be accepted either by a person upon whom it is drawn or
someone else on his/her behalf. The stage at which the purchaser of goods signs the draft and writes
‘Accepted’ on it, it becomes a bill of exchange.

Example: On 1.1.2011, Pawan sold goods to Harish on credit for ` 25,000. Pawan drew a bill for
the same amount for two months and sent it to Harish for his acceptance on the same day. On 5.1.2011
Pawan got the acceptance of Harish. In this case, before 5.1.2011 it is known as mere draft. It becomes
a bill of exchange only on 5.1.2011 when Harish accepted the bill.

Definition and Explanation of Endorsement

If the holder of the bill puts his signature on the back of the bill with a view to transfer the
property contained in it (right to receive money from the acceptor), then he becomes endorser, and the
person to whom the bill of exchange is transferred will become endorsee. This procedure by which a
bill is transferred from one person to another person for the settlement of debts is called
“endorsement”.

Example: For example A drew a bill on B for $5,000 which is accepted by B at three months. A
bought goods from C worth $7,000 on credit basis. Now C is creditor of A for $7,000. A endorsed the
bill in favor of his creditor C for paying his debts up to the extent of $5,000. Thus C is now creditor of
A up to the extent of $2,000 only; i.e. 7,000 – 5,000 = 2,000.

Now C is the holder of the bill of exchange, which he has got from A. Being holder of the bill, C
has all the four options before him. He may retain the bill till the due date. On due date, he will present
the bill to the acceptor and receive cash from him.

Definition and Explanation of Honour of Bill

When a bill is honoured by the acceptor on the due date (cash is paid to the holder of the bill) A
bill of exchange is said to be honoured.

Definition and Explanation of Dishonour of Bill

What happens when a bill is not honoured by the acceptor on the due date (cash is not paid to the
holder of the bill)? A bill of exchange is said to be dishonored when its acceptor refuses to pay the
amount of the bill to the holder of the bill on its maturity. The bill then becomes useless and the party
from whom it has been received will be liable to pay for the amount. It is very important to know that,
when a bill is dishonoured, in whose possession it was? Because when a bill is dishonored, all the
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parties involved are effected and books of accounts of all the parties have to be adjusted. For example,
A draws a bill of $5,000 on B and B accepts it and returns it to A. A retains the bill in his possession
till the due date. On the due date the bill is not honoured by the acceptor. We can see, there are two
parties involved whose books are to be adjusted. If suppose, A has discounted or endorsed the bill,
then there are three parties involved and books of accounts of all the parties are effected.

8. Capital Expenditure included in Revenue expenditure and vice versa
Capital Expenditure are for fixed assets, which are expected to be productive assets for a long

period of time. Revenue expenditures are for costs that are related to specific revenue transactions or
operating periods, such as the cost of goods sold or repairs and maintenance expense. Thus, the
differences between these two types of expenditures are as follows:

 Timing: Capital expenditures are charged to expense gradually via depreciation, and over a
long period of time. Revenue expenditures are charged to expense in the current period, or
shortly thereafter.

 Consumption: A capital expenditure is assumed to be consumed over the useful life of the
related fixed asset. A revenue expenditure is assumed to be consumed within a very short
period of time.

 Size: A more questionable difference is that capital expenditures tend to involve larger
monetary amounts than revenue expenditures. This is because an expenditure is only
classified as a capital expenditure if it exceeds a certain threshold value; if not, it is
automatically designated as a revenue expenditure. However, certain quite large
expenditures can still be classified as revenue expenditures, as long they are directly
associated with sale transactions or are period costs.

9. Unrecorded Sales and Purchase
Unrecorded Sales

Unrecorded revenue is revenue that an entity has earned in an accounting period, but which it
does not record in that period. The business typically records the revenue in a later accounting period,
which is a violation of the matching principle, where revenues and related expenses are supposed to be
recognized in the same accounting period.

An example of unrecorded revenue is when an employee who is engaged in consulting services
neglects to complete her timesheet at the end of the month, so that the accounting staff does not record
her billable hours in that month. Instead, she records the information after the reporting period has
closed, so that the revenue must instead be recognized in the next reporting period.

Another example is when a company is engaged in a multi-period project for a customer, and
completes work during an accounting period, but is not contractually allowed to issue an invoice until
a later accounting period. The controller elects not to accrue any revenue until the actual billing period.
Thus, the firm has unrecorded revenue until such time as it records an invoice.

The correct accounting treatment for unrecorded revenue is to accrue revenue in the period
when the revenue is earned, using a credit to an Accrued Revenue account, and a debit to an
Accounts Receivable account. You would then reverse this entry in the period when you invoice
the customer.
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Unrecorded Purchase

Unrecorded purchase is purchase that an entity has incurred in an accounting period, but which it
does not record in that period. The business typically records the purchase in a later accounting period,
which is a violation of the matching principle, where related expenses are supposed to be recognized
in the same accounting period.

Unrecorded purchase of
goods

Add to Purchases on the Debit side of
Trading Account

Add to Sundry Creditors
on the Liability side

Unrecorded Sales Add to Sales on the Credit side of Trading
Account

Add to Debtors on the
Asset side

10. Goods on Sale or Return Basis
Goods Sent to Customers on Sale or Return (Approval) Basis:

When goods are sent on a “sale or return” or on “approval” basis, these goods are not treated as
sales unless they are approved (purchased) by the customer. However if at the inventory count date,
these goods are held by its customers without approval then they are taken as unsold goods. In that
case, they are included in the seller’s inventory valuation but not in the figure for sales.

Goods Received on Sale or Return (Approval) Basis:

Sometimes goods may be received from a supplier on a sale or return (approval) basis. Its typical
example is receipt of newspapers by a bookshop from newsagents. They are normally received with
the condition that they can be returned back if they are not sold. This means that the goods on “sale or
return” belonging to the seller until they are sold.

As a result, if goods received on “approval” are held by a business at the end of the accounting
period, they should not be included in the business’ inventory valuation, nor in the figure for purchases.

11. Managerial Remuneration on Net Profit before Tax
Managerial remuneration is calculated as a percentage on profit. Managerial remuneration

payable by a company is governed by various sections of the Companies Act, 2013 and also Schedule
V under the Companies Act, 2013.

The scope of the relevant sections is as below:

Section 197 prescribes the overall maximum managerial remuneration payable and also
managerial remuneration in case of absence or inadequacy of profits.

As per section 197 of the Companies Act, 2013, total managerial remuneration payable by a
public company, to its directors, including managing director and whole-time director, and its
manager in respect of any financial year shall not exceed eleven per cent of the net profits of that
company for that financial year computed in the manner laid down in section 198 except that the
remuneration of the directors shall not be deducted from the gross profits: provided that the
company in general meeting may, with the approval of the Central Government, authorize the
payment of remuneration exceeding eleven per cent. of the net profits of the company, subject to
the provisions of Schedule V.
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Provided further that, except with the approval of the company in general meeting:

1. The remuneration payable to any one managing director; or whole-time director or manager
shall not exceed five per cent. of the net profits of the company and if there is more than one
such director remuneration shall not exceed ten per cent of the net profits to all such
directors and manager taken together;

2. The remuneration payable to directors who are neither managing directors nor whole-time
directors shall not exceed:

(A) one per cent of the net profits of the company, if there is a managing or whole-time
director or manager;

(B) three per cent of the net profits in any other case
Section 198 lays down how the net profit of the company will be ascertained for the purpose of

calculating managerial remuneration.

Schedule V consists of four parts. Part I lays down conditions to be fulfilled for the appointment
of a managing or whole-time director or a manager without the approval of the Central Government.
Part II deals with remuneration payable to managerial person by companies having profits and also by
companies having no profits or inadequate profits.

Part III specifies the provisions applicable to parts 1 and 2 of this schedule and Part IV deals with
Central Government’s power to relax any rules.

Section I - Remuneration payable by companies having profits:

Subject to the provisions of section 197, a company having profits in a financial year may pay
remuneration to a managerial person or persons not exceeding the limits specified in such section.

Section II - Remuneration payable by companies having no profit or inadequate profit
without Central Government approval:

Where in any financial year during the currency of tenure of a managerial person, a company has
no profits or its profits are inadequate, it may, without Central Government approval, pay
remuneration to the managerial person not exceeding the higher of the limits under (A) and (B) given
below:

(A)
(1) (2)

Where the effective capital is Limit of yearly remuneration payable shall not
exceed (Rupees)

(i) Negative or less than 5 crores 30 lakhs
(ii) 5 crores and above but less than 100 crores 42 lakhs
(iii) 100 crores and above but less than 250 crores 60 lakhs
(iv) 250 crores and above 60 lakhs plus 0.01% of the effective capital in

excess of ` 250 crores.

Provided that the above limits shall be doubled if the resolution passed by the shareholders is a
special resolution.
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(B) In the case of a managerial person who was not a security holder holding securities of the
company of nominal value of rupees five lakh or more or an employee or a director of the
company or not related to any director or promoter at any time during the two years prior to
his appointment as a managerial person, – 2.5% of the current relevant profit:

12. Transfer to Reserve
As per the rules framed under the Companies Act, companies are required to transfer certain

percentage of their profit after tax to reserves to declare dividend out of current year’s profit which is
arrived at after making necessary provision for depreciation, required by the section 205 of the
Companies Act, 1956. The various rates of transfer .cased on the rate of dividend are as follows:

Where no dividend is declared, the amount proposed to be transferred to its reserves from the
current profits shall be lower than the average amount of the dividends to the shareholders declared by
it over the three years immediately preceding the financial year.

Rate of Dividend Transfer to Reserves
Exceeds 10% but not 12.5% of the paid-up 12.5% capital. 2.5% of the current profit.
Exceeds 12.5% but not 15% of the paid-up capital 5% of the current profit
Exceeds 15% but not 20% of the paid-up capital 7.5% of the current profit.
Exceeds 20% 10% of the current profit.

Example: X Ltd. declared 15% dividend on equity share capital. The net profit of the company
after tax is ` 4,00,000. How much amount will be transferred to reserve? Pass Journal Entry for
transfer to reserve.

Solution: As the rate of dividend is 15%, the Board should transfer 5% of net profit to reserve,
i.e., 5% of 20,000.

Journal Entry

Profit & Loss A/c Dr. 20,000

To General Reserve 20,000

(Being transferred To general reserve)

Profit & Loss A/c

Profit & Loss A/c XXX

Less Appropriation

Transfer to General Reserves 20,000

Note: Reserve & Surplus
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Profit & Loss A/c

Other Reserves XXX

Add: Transferred During the Year 20,000

13. Bad Debt to be written off
Bad debts are irrecoverable debts from customers, during the course of the financial year. These

are recorded as follows: Bad debts a/c To Sundry Debtors a/c It results in the reduction of customers
debit balance and addition to the loss, i.e., Bad Debts. At the end of the year when the trial balance is
drawn, these two accounts show debit balances. The balance on sundry debtors account, thus arrived,
is the net balance, after deduction of any bad debts recorded during the year. But after the trial balance
is prepared and before the final accounts are drawn trader may find that there are additional bad debts.
Such bad debts must be recorded with the same adjusting entry and giving it following effect in ledger
and final accounts.

14. Calls-in-arrear
Calls-in-arrear Account appears only when any shareholder fails to pay amount due on allotment

or on calls at the time of issuing shares.

We pass the following usual entries for the purpose:

Calls-in-arrear A/c Dr.

To Share Allotment A/c (amount not received on allotment)

” Share First Call A/c (amount not received on first call)

” Share Final call A/c (amount not received on final call)

Calls-in-arrear will appear in the debit sides of Trial Balance while Calls-in-arrear amount is
deducted from the called-up capital in the liabilities side of the Balance Sheet.

Forfeited Shares Account:

If any shareholder fails to pay amount due on either allotment, or first call or final call, the
Directors of the company may forfeit those shares by passing the following usual entries:

Share Capital A/c Dr.

To Share Allotment A/c
To Share First Call A/c
To Share Final Call A/c
To Share Forfeiture A/c

Thus, while forfeiting shares, Forfeiture Accounts shows a credit balance which will appear in the
credit side of a Trial Balance. But the same is shown as an addition with the paid-up Share Capital
Account in the liabilities side of the Balance Sheet.
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15. Loss by Fire (Partially and fully insured goods)
Business enterprises get insured against the loss of stock on the happening of certain events such

as fire, flood, theft, earthquake etc. Insurance being a contract of indemnity, the claim for loss is
restricted to the actual loss of assets. Sometimes an enterprise also gets itself insured against
consequential loss of profit due to decreased turnover, increased expenses, etc.

If loss consequential to the loss of stock is also insured, the policy is known as loss of profit or
consequential loss policy.

Insurance claim can be studied under two parts as under:

 Claim for loss of stock
 Claim for loss of profit

Claim for Loss by fire:

Fire insurance being a contract of indemnity, a claim can be lodged only for the actual amount of
the loss, not exceeding the insured value. In dealing with problems requiring determination of the
claim the following point must be noted:

(a) Total Loss: If the goods are totally destroyed, the amount of claim is equal to the actual loss,
provided the goods are fully insured. However, in case of under insurance (i.e., insurable
value of stock insured is more than the sum insured), the amount of claim is restricted to the
policy amount.

(b) Partial Loss: If the goods are partially destroyed, the amount of claim is equal to the actual
loss provided the goods are fully insured. However in case of under insurance, the amount
of claim will depend upon the nature of insurance policy as follows:
(I) Without Average Clause: Claim is equal to the lower of actual loss or the sum insured.

(II) With Average Clause: Amount of claim for loss of stock is proportionately reduced,
considering the ratio of policy amount (i.e., insured amount) to the value of stock as on
the date of fire (i.e., insurable amount) as shown below:
Amount of claim = Loss of stock × sum insured/Insurable amount (Total Cost)
Calculation of Amount of loss of stock loss by fire

Particulars `

Value of stock on the date of fire xxx
Less: Value of salvaged stock xxx
Amount of loss of stock xxx

16. Goods Distributed as Free Samples
Goods given as free samples of charity generally refers to the voluntary giving of help, typically

in the form of money or goods to those in need. Goods given as free samples are however a way of
advertising. Both acts when performed by a company are required to be recorded in the books of
accounts.
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Goods given to charity or goods distributed as free samples are not to be accounted as sales.
Instead, they are accounted as expenses, simply because, in this case, the outflow of goods happen
without any consideration.

Journal Entry for Goods Given as Free Samples
When accounting for goods distributed as free samples the purchases are credited and the

advertisement account is debited.
Advertisement A/c Dr.

To Purchases A/c
Example: A company Unreal Pvt Ltd. distributed goods as free samples, which cost ` 15,000 to

the company. A journal entry for goods distributed as free samples will be

Advertisement A/c Dr. 15,000
To Purchases A/c 15,000

Format of Financial Statement as per Companies Act 2013

(A) PART I: Balance Sheet
Name of the Company………………

Balance Sheet as at……………

Sr.
No.

Particulars Note
No.

Amount
(`)

Amount
(`)

I. EQUITY AND LIABILITIES
1. Shareholders’ Funds 1 XXX XXX

(a) Share capital 2 XXX XXX
(b) Reserves and surplus 3 XXX XXX
(c) Money Received against share warrants 4 XXX XXX

2. Share Application money pending allotment
3. Non-current Liabilities 5 XXX XXX

(a) Long-term borrowings 6 XXX XXX
(b) Deferred tax liabilities (Net) 7 XXX XXX
(c) Other long-term liabilities 8 XXX XXX
(d) Long-term provisions

4. Current liabilities 9 XXX XXX
(a) Short-term borrowings 10 XXX XXX
(b) Trade payables 11 XXX XXX
(c) Other current liabilities 12 XXX XXX
(d) Short-term provisions

TOTAL XXXX
II. ASSTES

1. Non-current Assets
(a) Fixed assets
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(i) Tangible Assets 13 XXX XXX
(ii) Intangible Assets 14 XXX XXX
(iii) Capital WIP 15 XXX XXX

(b) Non-current Investments 16 XXX XXX
(c) Deferred Tax Assets 17 XXX XXX
(d) Long-term Loans and Advances 18 XXX XXX
(e) Other Non-current Assets 19 XXX XXX

2. Current Assets
(a) Current Investments 20 XXX XXX
(b) Inventories 21 XXX XXX
(c) Trade Receivables 22 XXX XXX
(d) Cash and Cash Equivalents 23 XXX XXX
(e) Short-term Loans and Advances 24 XXX XXX
(f) Other Current Assets 25 XXX XXX

TOTAL XXXX

(B) PART II: Statement of Profit & Loss
Name of the Company……………………..

Profit and Loss statement for the year ended………….

Sr.
No.

Particulars Note
No.

Amount
(`)

Amount
(`)

I Revenue from Operations 1 XXX XXX
II Other Income 2 XXX XXX
III Total Revenue [I + II] XXX XXX
IV Expenses

1. Cost of material consumed 3 XXX XXX
2. Purchase of Stock-in-trade 4 XXX XXX
3. Changes in inventories of finished goods,

work-in-progress and stock-in-trade
5 XXX XXX

4. Employee benefit expenses 6 XXX XXX
5. Finance cost 7 XXX XXX
6. Depreciation and amortisation expenses 8 XXX XXX
7. Other expenses 9 XXX XXX

V Profit before Tax
VI Tax:

Current 10 XXX XXX
Deferred 11 XXX XXX

VII Profit or Loss after Tax XXX XXX
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