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ASSIGNMENT No. 03
Book-Keeping & Accountancy (311) FA/1.Com
Spring, 2025

Q.1 State with reasons whether the following items are capital or revenue: (20)
a) Rs. 2,000 was realized for the sale of furniture.

b) The office of the General Manager was air-conditioned at a cost of Rs.15, 000.

c) Rs. 500 paid as damages for infringement of a patent.

d) Rs. 1,500 paid for transportation of stock from old premises to new premises.

e) Rs. 3,000 paid as a fee to an Attorney to raise a debenture loan.

In accounting, expenses and income are classified as either capital or revenue based on their nature
and the impact they have on an organization's financial position. Capital items generally pertain to
long-term investments that benefit the business over several years, while revenue items concern the
day-to-day operations and short-term financial activities. Below are the classifications and
explanations for each of the provided items:

a) Rs. 2,000 was realized for the sale of furniture.
Classification: Revenue

Reason: This amount pertains to the income generated from the disposal of furniture, which is
considered a part of the regular revenue-generating activities of the business. Since it is the proceeds
from a sale rather than an expenditure or investment in the business, it is classified as a revenue item.

b) The office of the General Manager was air-conditioned at a cost of Rs. 15,000.
Classification: Capital

Reason: The expenditure on air-conditioning is a capital expense because it enhances the long-term
utility of the office, thereby contributing to improved working conditions and potentially increasing
employee productivity. Capital expenditures are investments that provide benefits for multiple
accounting periods, and as such, this cost will be capitalized and depreciated over its useful life.

c) Rs. 500 paid as damages for infringement of a patent.
Classification: Revenue

Reason: The payment of Rs. 500 is considered a revenue expense because it is a one-time cost
associated with resolving an infringement issue rather than an investment that will yield long-term
benefits. The expenditure is directly related to the operational activities of the business and does not
result in the acquisition or improvement of any long-term assets.

d) Rs. 1,500 paid for transportation of stock from old premises to new premises.
Classification: Capital

Reason: The transportation cost of moving stock to a new location is classified as a capital expense
because it is necessary for the continued use and availability of the inventory for future sales. This
expenditure is considered part of the cost of getting the inventory ready for use, thus it is capitalized
as it contributes to the overall value of the business assets.

e) Rs. 3,000 paid as a fee to an Attorney to raise a debenture loan.

Classification: Capital
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Reason: The attorney's fee for raising a debenture loan is considered a capital expense because the
expense is directly tied to acquiring long-term financing through debentures. This cost is not a routine
operational expense; instead, it facilitates a capital structure that can benefit the company over the
long term, hence it should be capitalized and amortized over the life of the debenture.

Conclusion

Understanding the distinction between capital and revenue items is crucial for accurate financial
reporting and analysis. Capital expenditures are investments that enhance the long-term asset base of
the organization, while revenue expenditures reflect costs associated with the day-to-day operations of
the business. Each of the classified items illustrates the importance of context in determining their
financial categorization.

Q.2 Do the following errors affect the trial balance or not? Write ‘Yes’ if it affects and
‘No’ if it does not.

a. Sold goods of Rs.3200 to Ansari, but are not entered in the Sales Book.

b. Purchased goods of Rs.2400 from Ali and is correctly entered in the Purchases book but
posted to the credit of his account in the ledger as Rs.3400.

c. The total of the Purchases Book is incorrect.

d. The amount of repair to the building is debited to the Building Account.

Q. 3. Calculate the value of gross profit/ Loss; if sales Rs. 700,000, Direct Expenses Rs.
70,000, Purchases Rs. 750,000, Return inwards Rs. 12,000, opening stock Rs. 75000,
closing Stock Rs. 50,000
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‘ Solution:
1. Net Sales Calculation:

Sales = Rs. 700,000

: Return Inwards = Rs. 12,000
Net Sales = Sales - Return Inwards

; = 700,000 - 12,000
= Rs. 688,000

2. Cost of Goods Sold (COGS):

Opening Stock = Rs. 75,000
Purchases = Rs. 750,000
Direct Expenses = Rs. 70,000
Closing Stock = Rs. 50,000
COGS = Opening Stock + Purchases + Direct Expenses - Closing Stock
= 75,000 + 750,000 + 70,000 - 50,000
= Rs. 845,000

g 3. Gross Profit/ Loss:
Gross Profit/ Loss = Net Sales - COGS
= 688,000 — 845,000
= —Rs. 157,000 (Negative value indicates Gross Loss)
Final Answer:
Gross Loss = Rs. 157,000
Q.4 i | f the actual profit of the business is Rs. 100,000/ - and the normal rate of

return is @5% . Calculate the value of the whole business.
ii. Pass the journal entries, when shares are issued;
(a) At premium

(b) At discount

(c) At par
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Calculate the Value of the Whole Business

To calculate the value of the whole business using the actual profit and the normal rate of return, we
can use the formula:

Value of the Business= Actual ProfitNormal Rate of Return\text{ Value of the Business} =
\frac{ \text{ Actual Profit} } { \text{ Normal Rate of
Return} } Value of the Business=Normal Rate of ReturnActual Profit

Given:
. Actual Profit = Rs. 100,000
. Normal Rate of Return = 5% = 0.05

Now substituting these values into the formula:
Value of the Business=100,0000.05=2,000,000\text{ Value of the Business} = \frac{ 100,000} {0.05}
= 2,000,000Value of the Business=0.05100,000=2,000,000

Therefore, the value of the whole business is Rs. 2,000,000.

ii. Journal Entries for Share | ssued
Below are the journal entries for shares issued at premium, discount, and par:
a) Shares issued at Premium

When shares are issued at a premium, the premium amount is credited to a separate account called
the "Securities Premium Account."

Journal Entry:

CopyBank Account Dr. XXXX
To Share Capital Account XXXX
To Securities Premium Account XXXX

Explanation:

. Debit the bank account for the total amount received.
. Credit the share capital account for the nominal value of shares issued.
. Credit the securities premium account for the premium amount received.

b) Shares issued at Discount

When shares are issued at a discount, a loss may be recognized in the capital reserve. This is generally
not allowed in many jurisdictions, but if we account for it, the entry will be as follows:

Journal Entry:

CopyBank Account Dr. XXXX
Loss on Issue of Shares Account Dr. XXXX
To Share Capital Account XXXX

Explanation:

o Debit the bank account for the total amount received.
o Debiting the "Loss on Issue of Shares" account represents the loss due to the issue at a
discount.
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o Credit the share capital account for the nominal value of shares issued.

Note: Always check applicable regulations since discounts on shares may not be permissible.

c) Shares issued at Par
When shares are issued at par, the entire amount received is equal to the nominal value of the shares.

Journal Entry:
CopyBank Account Dr. XXXX

To Share Capital Account XXXX

Explanation:

o Debit the bank account for the total amount received.

. Credit the share capital account for the nominal value of shares issued.

Summary

1. Value of the whole business is Rs. 2,000,000.

2. Journal entries for shares issued vary based on whether they are issued at premium, discount,

or par, with specific accounts impacted depending on the nature of the issue. Always ensure
compliance with local regulations regarding share capital to validate these entries.

Q.5 (10+10=20)
i. Write down the fundamental Balance Sheet Equation.

The fundamental balance sheet equation, often referred to as the accounting equation, is a core
principle of accounting that maintains that a company's assets are always equal to the sum of its
liabilities and equity. This equation serves as the foundation for double-entry bookkeeping and is
central to understanding how financial statements are structured. It can be expressed in the following
formula:

Assets = Liabilities + Equity

This equation must always balance, meaning that any increase or decrease in assets must be matched
by an equal change in either liabilities or equity. Understanding this relationship is crucial for anyone
involved in financial reporting, analysis, or accounting.

Assets: What They Represent

Assets represent everything that a company owns that has value. They can be divided into two main
categories: current assets and non-current assets. Current assets are those that can be converted into
cash within a year, such as cash, accounts receivable, and inventory. Non-current assets, on the other
hand, are long-term investments that are not expected to be converted into cash within a year,
including property, equipment, and intangible assets like patents or trademarks. The proper
management of assets is vital for maintaining the operational efficiency and solvency of a business.

Liabilities: The Obligations

Liabilities are what a company owes to others; they represent the financial obligations that need to be
settled in the future. Like assets, liabilities can also be categorized into current and long-term
categories. Current liabilities are obligations expected to be settled within the next year, such as
accounts payable and short-term loans. Long-term liabilities, however, extend beyond one year and
include items like bonds payable and long-term leases. Monitoring liabilities is essential, as they can
directly affect a company's liquidity and financial health.
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Equity: The Owner's Stake

Equity represents the residual interest in the assets of the entity after deducting liabilities. It is
essentially the net worth of a company and can be viewed as the owners' claim against the company's
assets. Equity can include common stock, retained earnings, and additional paid-in capital.
Understanding equity is pivotal for stakeholders, as it reflects the financial strength of the company
and the potential return on investment for its shareholders. Changes in equity can occur due to profit
generation, dividend payments, or new equity issuance.

Double-Entry Bookkeeping

The balance sheet equation is the basis for double-entry bookkeeping, a method that ensures all
financial transactions are recorded in at least two accounts. This system emphasizes that for every
debit entry, there is a corresponding credit entry, which inherently maintains the balance in the
accounting equation. This not only enhances the accuracy of financial records but also provides a
comprehensive view of a company's financial position.

The I mportance of Balance Sheets

Balance sheets are critical financial statements that provide a snapshot of a company's financial
position at a specific point in time. They offer insights into the liquidity, solvency, and overall flexibility
of a business. By analyzing the balance sheet, investors and creditors can make informed decisions
regarding their stake in a company. It simplifies complex financial information, allowing stakeholders
to gauge whether the business can meet its short-term obligations and sustain growth.

I mpact of Transactions on the Equation

Every financial transaction affects the balance sheet equation, prompting adjustments to one or more
of the components. For example, when a company takes out a loan (increasing liabilities), it gains cash
(increasing assets), keeping the equation balanced. Similarly, when products are sold, assets (cash or
receivables) increase, while equity (retained earnings) also increases to reflect the profit earned.
Understanding how specific transactions impact the balance sheet equation is fundamental for accurate
bookkeeping and financial reporting.

Liquidity and the Balance Sheet

Liquidity is a crucial aspect of the balance sheet and is an indicator of a company’s ability to meet its
short-term obligations. Analyzing current assets in relation to current liabilities provides insights into a
company's liquidity position. A high current ratio indicates a more comfortable liquidity position, while
a ratio below one suggests potential financial challenges. Stakeholders often consider liquidity in
conjunction with the balance sheet equation to assess a company’s operational efficiency and risk
profile.

The Role of Retained Earnings

Retained earnings are an essential component of the equity section of the balance sheet and represent
the cumulative profits that have been reinvested in the business rather than distributed as dividends.
This measure reflects a company's growth over time and is a critical indicator of the financial health of
the organization. Retained earnings are impacted by the company’s net income and the decisions
made regarding dividends, thus playing a direct role in the balance sheet's overall health.

Analyzing Financial Ratios

Financial ratios derived from the balance sheet equation are invaluable tools for analyzing a company's
performance. Ratios such as the debt-to-equity ratio, current ratio, and return on equity provide
insights into the financial health of an entity. These ratios help investors and analysts understand the
risk levels, profitability, and operational efficiency of the company, guiding investment and business
decisions.

The Relationship Between Income Statement and Balance Sheet

($)}

LI LU PSP RO de Apg Wit sire cAraeniin s SIS SRR 3 ¥Se BV STtcin i

Solvedassignmentsaiou.com

SN LUt s e it g s By AL Lty B



-

-—

LGS B el S e U B E_E PN S R I (L

-i-"ﬁ‘ =

. e

LS
£

T A PPST] L P S "

BB R el Ay Silgie AcenSio 28 g A o S b 0SSk g G

The balance sheet equation is interconnected with the income statement through retained earnings.
The net income from the income statement directly influences the equity section of the balance sheet.
Profits increase retained earnings, while losses decrease them—showing how operational performance
impacts overall financial standing. Understanding this relationship is crucial for a holistic approach to
financial analysis.

Accounting Principles and Standards

The fundamental balance sheet equation is governed by several accounting principles and standards.
Generally Accepted Accounting Principles (GAAP) and International Financial Reporting Standards
(IFRS) provide frameworks for how assets, liabilities, and equity should be recognized and reported.
These guidelines ensure consistency and transparency in financial reporting, enabling stakeholders to
make informed decisions based on reliable data.

Conclusion: The Balance Sheet Equation as a Financial Compass

In summary, the fundamental balance sheet equation—Assets = Liabilities + Equity—serves as a vital
tool in accounting and finance. It encapsulates the essence of a business's financial health and
provides a framework for analyzing and reporting financial information. Understanding this equation
and its underlying components empowers stakeholders to make informed decisions, ensuring the
sustainability and growth of their ventures. As the accounting landscape continues to evolve, the
foundational principles encapsulated in the balance sheet equation remain constant, underscoring their
importance in the world of finance.

ii. Define the bill of exchange and also Differentiate between inland and

Definition of Bill of Exchange

A bill of exchange is a financial document used in international trade and finance that represents an
unconditional order written by one party (the drawer) directing another party (the drawee) to pay a
specified sum of money to a third party (the payee) at a designated future date. It is a negotiable
instrument and typically involves three parties: the drawer, the drawee, and the payee. The essence of
a bill of exchange lies in its ability to facilitate payment and provide a secure method of transferring
funds, particularly in transactions where credit is extended. This document is crucial in facilitating
domestic and international trade, offering legal protection and a clear record of the transaction.

Key Features of Bill of Exchange

Bills of exchange possess several key features that make them an essential instrument in financial
transactions. Firstly, they must be in writing and signed by the drawer, indicating authenticity and
accountability. Secondly, they must specify the amount to be paid, the date of payment, and the
parties involved, ensuring clarity in the terms of the agreement. Additionally, bills of exchange
typically bear a date, allowing parties to track when payment is due. Furthermore, they are negotiable,
meaning they can be transferred from one person to another through endorsement. This transferability
enhances liquidity, as holders can readily convert the bill into cash by endorsing it to a new payee.

Parties Involved in a Bill of Exchange

Understanding the various parties involved in a bill of exchange is critical for grasping its functionality.
The drawer is the individual or entity that creates the bill and instructs the drawee to make the
payment. The drawee is typically a bank or financial institution, but it can also be an individual or a
company that is responsible for making the payment. The payee is the person or entity that receives
the payment specified in the bill. This triangular relationship among the parties is a defining
characteristic of bills of exchange, highlighting their role in structured financial transactions.

Legal Framework for Bills of Exchange

Bills of exchange are governed by specific legal frameworks that vary by country. Most countries have
adopted the provisions of the Bills of Exchange Act or similar legislation that outlines the rights,
responsibilities, and liabilities of each party involved in the transaction. These legal stipulations provide
a framework for enforcement, ensuring that parties adhere to the terms of the bill. Understanding the
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legal context is crucial for businesses and individuals utilizing bills of exchange, as it safeguards their
interests in case of disputes or defaults on payment.

Types of Bills of Exchange

Different types of bills of exchange exist to accommodate various financial arrangements. Two
common types are sight bills and time bills. Sight bills are payable on-demand or on presentation,
allowing the payee to receive payment immediately upon presenting the bill to the drawee. Time bills,
however, specify a designated period for payment, after which the payment is due. This distinction
impacts cash flow management and financial planning, as businesses must prepare for differing
timelines regarding when they will receive funds.

Understanding I nland Bills

Inland bills of exchange refer to those bills that are drawn and payable within the same country. These
transactions involve parties located within a single jurisdiction, which simplifies the legal and
regulatory framework surrounding the bill. Inland bills are commonly used in domestic trade due to
their straightforward nature, making them easier to manage for businesses operating locally. The
timelines associated with inland bills typically reflect the shorter payment periods due to the absence
of international complications, enhancing liquidity for the parties involved.

Characteristics of I nland Bills

Inland bills exhibit unique characteristics that cater to domestic trade. One notable feature is the ease
of enforcement, as disputes can be resolved within the legal framework of the same country.
Additionally, inland bills often entail lower transaction costs due to the absence of currency conversion
and international transaction fees. Furthermore, they are less susceptible to political and economic
instability that can accompany international trade. These traits make inland bills an attractive option
for businesses seeking to manage cash flow and engage in reliable domestic transactions.

Understanding Foreign Bills

In contrast, foreign bills of exchange are those that are drawn in one country and payable in another.
Such bills arise in international trade where goods and services cross borders, necessitating a method
of payment that accommodates different currencies and jurisdictions. Foreign bills often present
additional complexities due to varying regulations, currency exchange rates, and potential geopolitical
risks. As international trade continues to grow, foreign bills have become crucial instruments in
facilitating cross-border transactions and ensuring secure payment mechanisms.

Characteristics of Foreign Bills

Foreign bills possess characteristics that differentiate them from inland bills, primarily due to the
complexities of international transactions. One significant characteristic is the requirement for currency
conversion, as the payment amount may need to be converted from one currency to another, affecting
the overall transaction value. Additionally, foreign bills may involve different regulations and legal
requirements depending on the jurisdictions of the parties involved. This complexity necessitates a
thorough understanding of international trade laws and regulations, making it imperative for
businesses engaged in foreign transactions to maintain due diligence.

Differentiating Inland and Foreign Bills

The primary distinction between inland and foreign bills lies in their geographical scope. Inland bills are
confined to transactions occurring within a single country, while foreign bills facilitate trade between
different countries. This fundamental difference has implications for legal enforcement, transaction
costs, and associated risks. Inland bills are typically easier to enforce due to the adherence to
domestic legal frameworks, while foreign bills may require navigating various laws across jurisdictions,
complicating dispute resolution.

Transactions Costs and Risks

Transaction costs and associated risks further differentiate inland and foreign bills. Inland bills usually
incur lower transaction costs as there are no international currency conversions or additional
regulatory compliance costs. In contrast, foreign bills may involve various fees, including currency
exchange fees, international banking charges, and potential tariffs. Furthermore, foreign bills are often
subject to higher risks, such as fluctuating exchange rates, political instability, and varying economic
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conditions affecting the parties involved. Businesses must assess these factors when deciding between
using inland or foreign bills in their financial transactions.

Flexibility in Payment Options

Both inland and foreign bills of exchange offer flexibility in payment options, depending on the specific
terms outlined within the bill. Inland bills typically allow for shorter payment periods, enabling
businesses to manage cash flow effectively without extensive delays. Conversely, foreign bills, being
influenced by international trade cycles, may offer longer payment terms, allowing businesses to
navigate logistical challenges associated with cross-border transactions. This flexibility can provide
advantages in managing working capital and financing arrangements tailored to the unique dynamics
of domestic or international trade.

Conclusion: The Role of Bills of Exchange in Trade

In conclusion, bills of exchange play a vital role in the realm of trade and finance, facilitating secure
and structured transactions between parties. Understanding the distinctions between inland and
foreign bills is crucial for businesses engaged in both domestic and international trade. While inland
bills provide efficiency and ease of management within a single jurisdiction, foreign bills open the door
to global opportunities and potential challenges. Grasping these concepts empowers businesses to
make informed decisions regarding their payment mechanisms, ensuring smooth operations in diverse
trading environments. As global commerce expands, recognizing the nuances of financial instruments
like the bill of exchange becomes ever more essential for successful transactions.
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