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Q 1. Define Accounting. What are its objectives? Briefly explain the accounting 

concepts which guide the accountant at the recording stage.  (3+5+12)  

Ans:  

Accounting is the application of the process of analysing and recording, in money terms, 

the financial transactions and events of a business or an individual. Accounting includes 

the presentation and interpretation of the results of financial activity so that financial 

performance can be assessed. Accounting provides the economic information necessary 

for making investment decisions.  

  

AICPA (American Institute of Certified Public Accountants) defines accounting as, 

“Accounting is the art of recording, classifying and for summarising in a significant manner 

and in terms of money, transactions and events which are, in part at least, of a financial 

character, and interpreting the results thereof.”  

  

Accounting is the process of systematically collecting, analysing and reporting financial 

information (Pride, Hughes, and Kapoor).  

  

Objectives/Functions of Accounting: 
  

• To keep Systematic Records of the Business: Accounting keeps a systematic record

  of all financial transactions like purchase and sale of goods, cash receipts and cash 

payments, etc. It is also used for recording all assets and liabilities of the business. In the 

absence of accounting, it is impossible to a human being to keep in memory all business 

transactions.  

• To ascertain Profit or Loss of the Business: By keeping a proper record of revenues

  and expenses of business for a particular period, accounting helps in ascertaining 

the profit or loss of the business through the preparation of profit and loss account. Profit 

and Loss account helps the interested parties in assessing the profit or loss made by the 

business during a particular period. It also helps the management to take remedial action in 

case the business has not proved remunerative or profitable. A proper record of all incomes 

and expenses helps in preparing a profit and loss account and in ascertaining net operating 

results of a business during a particular period.  

• To ascertain the Financial Position of Business: The business man is also interested

  to know the financial position of his business apart from operating results of the 

business during a particular period. In other words, he wants to know how much he owns 
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and how much owes to others. He would also like to know what happened to his capital, 

whether it has increased or decreased or remained constant. A systematic record of assets 

and liabilities facilitates the preparation of a position statement  called Balance Sheet, 

which provides necessary information to the above questions. Balance Sheet serves as 

barometer for ascertaining the financial solvency of the business.  

• To provide Accounting Information to Interested Parties: Apart from owners, there  
are various parties who are interested in the accounting information. These are bankers, 

creditors, tax authorities, prospective investors, etc. They need such information to assess 

the profitability and the financial soundness of the business. The accounting information is 

communicated to them in the form of an annual report.  

The term ‘concept’ includes those basic assumptions or conditions upon which the science 

of accounting is based. To make the language convey the same meanings to all interested 

parties, accountants have agreed on a number of concepts, which they try to follow.  

  

(1) Business Entity Concept  
From an accounting point of view, business is always treated as separate entity apart from 

its owners, creditors and others. This concept is applicable to all forms of organisation—

Sole tradership, partnership and company. The proprietor of an enterprise is always 

considered to be distinct and separate from the business he controls. Therefore, under this 

concept, the capital contributed by the owner of the firm is the liability to the firm and the 

owner is regarded as the creditor of the firm. For example, P.Gulatia started his business 

with cash `50,000. As a result, it will increase the business cash (assets) by `50,000 and at 

the same time will also increase its liability of `50,000, that is recognising its indebtedness 

to P.Gulatia (the owner) in respect of his capital, he has invested therein. Through this 

convention, a clear distinction has been made between P.Gulatia's private and business 

affairs. However, personal expenditure of the owner is met from business funds; it shall be 

recorded in the business books as drawings by the owner and not as business expenditure.  

 

 (2) Money Measurement Concept  
Accountants do not account for items unless they can be quantified in monetary terms. 

Items that are not accounted for (unless someone is prepared to pay something for them) 

include things like workforce skill, morale, market leadership, brand recognition, quality of 

management, etc. Usually, business deals in a variety of items having different physical 

units such as kilograms, quintals, tons, metres, litres, etc. If the sales and purchase of 

different items are recorded in the physical terms, it will pose problems. But, if these are 

recorded in common denomination, their total becomes homogeneous and meaningful. 

Therefore, we need a common unit of measurement. Money does this function. It is adopted 

a common measuring unit for the purpose of accounting. All recording, therefore, is done in 

terms of the standard currency of the country where business is set up.  

For example, an enterprise buys an office table, purchases 50 metres of cloth, and gets 20 

litres of petrol on a particular day. All these transaction are expressed in different units. To 

make accounting records relevant, simple, understandable and homogeneous, they are 

brought to a common unit of measurement, i.e. money. The limitation of this concept is 

based on the assumption that the money value is constant which is not true. The value of 

money changes over a period of time. Today, the value of rupee is much less than, what it 

was in 1971. This is due to a fall in money value. Thus, this concept ignores the qualitative 

aspect of things and the impact of inflationary changes is not adjustable in this principle. 

That is why accounting data does not reflect the true and fair view of the affairs of business.  
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(3) Objective Evidence Concept  

The term objectivity refers to being free from bias or free from subjectivity. Accounting 

measurements are to be unbiased and verifiable independently. For this purpose, all 

accounting transactions should be evidenced and supported by documents such as 

invoices, receipts, cash memos, etc. These supporting documents (Vouchers) form the 

basis for making entries in the books of account and for their verification by auditors 

afterward. For the items like depreciation and the provision for doubtful debts where no 

documentary evidence is available, the policy statements made by the management are 

treated as the necessary evidence.  

  

(4) Historical Record Concept  
Recording the transactions in the books of account will be done only after identifying the 

transactions and measuring them in terms of money. According to the historic record 

concept, we record only those transactions which have actually taken place in the business 

during a particular period of time and not those transactions which may take place in future. 

It is because accounting record presupposes that the transactions are to be identified and 

objectively evidenced. This is possible only in the case of past (actually happened) 

transactions. The future transactions can hardly be identified and measured accurately. All 

transactions are to be recorded in chronological (date wise) order. This leads to the 

preparation of a historical record of all transactions. It also implies that we simply record 

the facts and nothing else. One limitation of this concept is that the impact of future 

uncertainties has no place in accounting. Management needs information for future 

planning not only of the past but also for future. We know that we will also make a provision 

for some expected losses such as doubtful debts at the time of ascertaining profit or loss of 

the business, which is contrary to the historic record concept. But it is not a routine item.  

  

(5) Cost Concept  
According to this concept, an asset is ordinarily entered in the accounting records at the 

price paid to acquire it and this cost is the basis for all subsequent accounting for the asset. 

If a business buys a plot of land for `50,000, the asset would be recorded in the books at 

`50,000 even if its market value at that time happens to be `60,000. In case inserting year, the 

market value of this asset comes down to `40,000, it will ordinarily continue to be shown at 

`50,000 and not at `40,000.  

 

Cost concept has the advantage of bringing objectivity in the preparation and 

presentation of financial statements. In the absence of this concept, the figures 

shown in the accounting records would have depended on the subjective views of a 

person. However, on account of  

continued inflationary tendencies the preparation of financial statements on the basis of 

historical costs has become largely irrelevant for judging the financial position of the 

business. This is the reason for the growing importance of inflation accounting.  

  

(6) Dual Aspect Concept  
This is the basic concept of accounting. According to this concept, every business 

transaction has a dual effect. With every increase in the money owed to others, there must 

be an increase in assets or loss. Thus, at any time the accounting equation is: Assets = 

Liabilities + Capital or  

Capital = Assets – Liabilities  

For example, if A starts a business with a capital of `10,000. There are two aspects of the 

transaction. On the one hand, the business has asset of `10,000 while on the other hand, 
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the business has to pay to the proprietor a sum of `10,000 which is taken as proprietor’s 

capital.  

This expression can be shown in the form of following equation:  

Capital (Equities) = Cash (Assets)  

`10,000 = `10,000  

Thus, every business transaction involves two aspects (i) the receiving aspect, and (ii) the 

giving aspect. This principle is the core of double entry book-keeping and if this is strictly 

followed, it is called “Double Entry System of Book-keeping".  

  

  

Q2. What are the various types of errors that are usually committed in the process of   

        accounting? Explain with the help of examples.  (20)  

Ans:   

Accounting errors are the errors committed by the accountant or the person responsible 

for recording and maintaining the accounts of a firm in the due course of accounting.  

  

   

(A) On the Basis of Nature  
(1) Errors of Omission: When a transaction is partially or completely omitted to be  

recorded in the books of account, it is called an 'error of omission'. If the transaction is not 

recorded in the subsidiary books, it is called an 'error of complete Omission'. When the 

Transaction is recorded, but the posting is done only in one account, then it is an 'error of 

partial omission'. The error of complete omission does not affect the Trial Balance. But the 

error of partial omission affects the trial balance and therefore the Trial Balance will not 

agree.  

  

(2) Error of Commission: When an error is committed in recording a transaction with a

  wrong amount or posting it to a wrong account or the wrong side of an account, it is 

called an 'error of commission'. For example, a credit purchase of `650 is recorded in the 

purchase journal as `560, or it is recorded in the sales book instead of purchase book. 

Errors of commission may be error of double posting, wrong totalling, wrong carry forward, 

wrong balancing, etc. These types of errors generally cause disagreement in the Trial 

Balance. But the errors like posting in a wrong account do not affect the Trial Balance.  
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(3) Error of Principle: When the rules of recording are not followed in recording the  

transactions, it is called as 'error of principle'. For example, installation wages of machinery 

are debited to wages account instead of machinery account. Similarly, sales of old furniture 

are credited to sales account, etc.  

  

(4) Compensating Errors: The errors, which compensate or nullify the effect of each  

other are known as compensating errors. For example, while posting an entry in the debit of 

one account is written as 100 instead of 1000 and in the second account an amount of `1000 

is recorded in place of `100 on the debit side. In the first account, there was a deficiency of 

`900 whereas the second account compensated this deficiency by `900. This type of error 

does not cause disagreement of Trial Balance.  

  

(B) On the Basis of Impact on Ledger Accounts  
(1) One Sided Errors: Errors, which are related to one side of an account are called  

one sided errors. This type of error may be due to posting of wrong amount in one account, 

or the posting in one account is omitted or the total of one account or book is undercasted 

or overcast. These errors cause disagreement of Trial Balance.  

  

(2) Two Sided Errors: Errors, which affect two accounts simultaneously are known as  

two sided errors. This type of error is generally the errors of principle and therefore they do 

not affect the Trial Balance.  

  

Q3. Ram Das of Hyderabad consigned goods costing Rs. 72,000 to Prakash of Cochin at a 

pro-forma invoice price which is cost plus a profit of 1/6th on invoice price. The consignor 

paid Rs. 1,800 as insurance and other charges. Prakash received the goods and paid Rs. 

3,000 for freight and other charges. He was allowed 3% commission on gross sales. 3/4th of 

the goods were sold at 33.33% profit on cost, half of which were credit sales. Half of the 

balance was stolen, but the stock being insured, a claim was lodged for Rs. 8,000 and was 

settled for Rs. 7,000. Balance of stock was valued at a proforma invoice price. Write up the 

Consignment and the Abnormal Loss Accounts. (20)  

 

 

Ans:   
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Q4. (a) Under what circumstances would you prepare Bills Receivable Account and Bills 

Payable Account while preparing final accounts from incomplete records?  

Explain (b) “Credit Sales can be ascertained either by preparing the total Debtors Account or 

with the help of Memorandum Trading Account.” Discuss.  (10+10)  

 Ans:  

This method of ascertaining profit is followed when it is desired to prepare the financial 

statements for planning and decision-making. Under this method, books prepared on the 

basis of single entry system are first converted into books prepared on the basis of a 

double entry system. Once this is done, the trial balance is prepared and then this trial 

balance is subsequently used for preparing the financial statements. Since there is no 

uniformity in preparation of accounts under single entry system, there is no standard 

procedure for  

conversion. However, in general, the following steps may be taken for converting the books 

from single entry system to double entry system:  

  

Step 1: On the basis of opening statement of affairs, open various assets and  liabilities 

accounts in the ledger.  

  

Step 2: Look at the personal accounts prepared in the books one by one and ensure  

that every entry recorded there has a corresponding entry in some other account. If such 

transaction is already correctly recorded at two places, it means double entry is complete. 

But where it does not have a corresponding entry in the other side of the related account, 

open that account and complete the double entry. Usually, double entry will be lacking in 

case of entries relating to nominal and real accounts.  

  

Step 3: Scan each and every transaction in the cash book and distinguish business  

transactions from personal transactions of the proprietor. If some of the transactions are 

related to proprietor personally, post them to the proprietor’s capital account. For remaining 

transactions (i.e., business transactions) see whether the posting of the same to ledger 

book has been done. The entries for which posting has not yet been done, post them to the 

relevant ledger accounts, to complete the double entry. Since real and nominal accounts 

are usually not prepared under single entry system, there will be a need for posting to these 

accounts at the time of conversion.  
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Step 4: Find out the transactions which were not recorded in the ledger book and  record 

them now at appropriate places in accordance with double entry system of book–keeping.  

  

Step 5: Find out information regarding accrued income, income received in advance,  

accrued expense and prepaid expenses in the beginning of the year and at the end of the 

year and record them in the books at appropriate places in accordance with the double 

entry system of book–keeping.  

  

Step 6: Provide depreciation on fixed assets.   

  

Step 7: Find out the value of closing stock and record it in the books.   

  

Step 8: Balance various accounts and prepare the trial balance. If trial balance agrees,  it 

is fine but if it does not agree, locate the error(s) and rectify the same.  

  

The above steps are necessary for converting single entry based accounts into double entry 

based accounts. After conversion, follow the normal procedure of preparing the financial 

statements. This method of ascertaining profit (or loss) cannot be used when accounts are 

made under a pure single entry system.  

  

The ascertainment of profits, under conversion method, requires good deal of labour, time 

and money at the end of accounting period. This is especially true where no subsidiary 

books (except cash book) are maintained. The important purpose of preparing books under 

single entry system is to save time and money. That purpose gets defeated if, at the end of 

the period, some cost is incurred for converting the books into double entry system. In 

practice, therefore, conversion method is not used for ascertaining profits.  

  

  

Abridged Conversion Method: Keeping in view the cost involved under conversion  method, 

a short–cut method is followed for the purpose of preparing the financial statements. This 

method is known as abridged conversion method. Under this method, efforts are made to 

find out the amount of various expenses, incomes, assets and liabilities which form part of 

final accounts and then these items are shown at appropriate places in the trading and 

profit and loss account, and balance sheet. To understand preparation of financial 

statements under this method, the following steps are suggested:  

Step 1: Prepare opening and closing statement of affairs, to the extent possible, on  

the basis of available information. This will help in knowing the information, which is to be 

traced out.  

  

Step 2: Analyse each customer’s account to determine the amounts of aggregate  credit 

sales, bad debts, discount allowed, sales return, cash collected from debtors, etc. Then 

prepare total debtors account.  
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Step 3: Analyse debit side of cash book to determine the amount of receipts of cash  

on account of cash sales, collections from debtors, sale of fixed assets, dividend income, 

etc. and prepare summary of cash receipts.  

Step 4: Analyse credit side of cash book to determine the amount of payments of cash  

on account of cash purchases, payment to creditors, purchase of fixed assets, payment for 

expenses, etc. and prepare summary of cash payments. Instead of preparing summary of 

cash receipts and that of cash payments separately, a combined statement called receipts 

and payments account may also be prepared.  

  

Step 5: At this stage we have summary of cash transactions (i.e., receipts and  

payments account), total debtors account, total creditors account, bills receivable account 

and bills payable account along with additional information, which may be used for 

preparing the final account of profit making entities.  

  

(b) “Credit Sales can be ascertained either by preparing the total Debtors Account or with 

the help of Memorandum Trading Account.” Discuss.  

Ans:  
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MEMORANDUM TRADING ACCOUNT:-  

The opening stock can be worked out by preparing the opening Statement of Affairs, 

provided all other figures including opening capital is given. But, if the opening capital is 

also not given, then the opening stock will have to be worked out by preparing a 

Memorandum Trading Account, which is just like the normal Trading Account. You know 

the Trading Account is prepared for ascertaining the gross profit. It is debited with opening 

stock, purchases, and direct expenses and credited with sales and closing stock. The gross 

profit is equal to the excess of the credit side total over the debit side total and is shown on 

the debit side of the Trading Account. The gross profit can also be worked out if the gross 

amount of sales are known and the rate of gross profit is given. Now if all figures other than 

the opening stock are available and the gross profit has been worked out with the help of 

gross profit rate. You can prepare a Memorandum Trading Account and find out the amount 

of opening stock on the basis of balancing figure. Look at Illustration 7 and see how  

Memorandum Trading Account helps in working out the amount of opening stock.  

  

  
  

Similarly with the help of Memorandum Trading Account, you can also find out the figure of 

closing stock. Even the amount of purchases can be worked out provided all other 

information is available.  

  

Q5. (a) Describe the methods of recording depreciation in the books of account. How is the 

balance of the provisions for depreciation account shown in the Balance Sheet? (b) 

What is a secret reserve? Enumerate the method employed by a firm to create secret 

reserves. Critically evaluate the practice from the viewpoint of general investors and 

shareholders.  (10+10)   

Ans:   

There are essentially two methods of recording depreciation in the books of account:  

  

(1) When Provision for Depreciation Account is maintained: Under this method,  

the amount of depreciation is credited to the 'Provision for Depreciation Account' every 

year and the concerned asset account continues to appear at its original cost. Of course, 
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while preparing the Balance Sheet, the accumulated balance of the Provision for 

Depreciation Account is shown by way of deduction from the cost of the asset.  

The following are the journal entries passed for the related transactions:  

(a) For Charging Depreciation Depreciation 

Account Dr.  

To Provision for Depreciation Account  

(Being depreciation provided)  

(b) For Transferring Depreciation to Profit and 

Loss Account  

Profit and Loss Account  

To Depreciation Account  

(Being transfer of depreciation)  

(c) When the Asset is sold (i) Bank Account Dr.  

To Asset Account  

(Being the sale proceeds)  

(ii) Provision for Depreciation Account Dr.  

To Asset Account  

(Being transfer of provision for depreciation on the asset sold) (iii) 

Asset Account Dr.  

To Profit and Loss Account  

(Being transfer of profit on sale of the asset) or  

Profit and Loss Account Dr.  

To Asset Accoun(Being transfer of loss on sale of the asset)  

  

(2) When Provision for Depreciation Account is not maintained: Under this method, no 

Provision for Depreciation Account is opened. The amount of depreciation is directly credited 

to the concerned asset account every Year. The asset account would thus appear in books at 

the depreciated value (written down value). Of course, it will be shown in the  

Balance Sheet giving the details of the opening balance, purchase, and sale of the asset, 

and the depreciation provided during the year.  

The following are the journal entries passed for the related transactions:  

(a) For Charging Depreciation Depreciation Account Dr.  

To Asset Account  

(Being depreciation provided)  

(b) For transferring depreciation to Profit and Loss 

Account Profit and Loss Account Dr.  

To Depreciation Account  

(Being transfer of depreciation) (c) 

When the asset is sold:  

(i) Bank Account Dr.  
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To Asset Account (Being sale 

proceeds) (ii) Asset Account 

Dr.  

To Profit and Loss Account  

(Being transfer of profit on sale of asset) or  

(iii) Profit and Loss Account Dr.  

To Asset Account  

(Being transfer of loss on sale of the asset)  

  

A firm can adopt any method for recording depreciation, But in practice, most of the firms 

follow the second method under, which provision for Depreciation Account is not openetd 

and all entries' are made directly in the concerned asset account.  

  

The use of a provision for depreciation account is an improvement over the accounting 

treatment of depreciation discussed on “accounting treatment of depreciation” page. This 

account is used to accumulate depreciation that is provided against a fixed asset. If a 

provision for depreciation account is used, the accounting entries are made as follows:  

One provision for depreciation account is opened for every fixed asset account. Thus if 

there is a motor vehicle account, there will be opened a “provision for depreciation on 

motor vehicle account”. Similarly, in respect of plant and machinery, there will be a “plant 

and machinery account” and also one “provision for depreciation on plant and machinery 

account”.  

At the end of each financial year, we debit the depreciation expense account and credit the 

provision for depreciation (on relevant fixed asset account) with the amount of depreciation 

calculated for the year.  

  

Dr. the depreciation expense account  

  

Cr. the provision for depreciation on the relevant fixed asset  

  

The balance in depreciation expense account is transferred to the profit and loss account at 

the end of the year.  

  

The balance of the provision for depreciation account is carried forward to the next year. 

Note that the provision on depreciation account is not a nominal account, it is a part of the 

asset account. Also note that it will always show a credit balance and that its balance will 

increase each year. At any given time, the balance on provision for depreciation account 

represents the total accumulated depreciation that has been provided against the particular 

asset.  

  

No entry is made in the fixed asset account in so far as the depreciation is concerned. This 

account will continue to show a debit equal to the cost of the fixed asset concerned. The 

only entries that will be made in the fixed asset account will be in respect of fresh 

purchases or sale of the asset concerned.  

IF it is desired to find out the book value of the fixed asset, it is ascertained as follows:  

Book value = Cost (per fixed asset account) – Accumulated depreciation (per provision for 

depreciation account)  
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It is important that while one depreciation account is sufficient to accommodate the 

depreciation expense on all fixed assets for the year, a separate provision for depreciation 

account must be maintained for each fixed asset account.  

If a fixed asset is being written down using the revaluation approach of calculating 

depreciation, it is usually not necessary or of any significant advantage to maintain 

separate provision for depreciation account for it. For such assets, the treatment shown on 

the revaluation method is sufficient i.e., depreciation may be directly credited to the fixed 

asset account.  

Example:  

PQR company bought a machine for $20,000 on January 1, 2005. The company uses fixed 

installment method of depreciation and estimates that the machine will have a useful life of 

6 years and leave a scrap value of $ $2,000. Show the relevant ledger accounts for the year 

2016, 2017 and 2018.  

Solution  

Step 1: Computation of depreciation per year  

Depreciation per year = (Cost – Scrap value)/Useful life of the asset  

= ($20,000 – $2,000)/6  

= $3,000  

The depreciation charge for each of the six years of the machine’s useful life will be $3,000.  

Step 2: Preparation of ledger accounts   
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Advantages Of Maintaining A Separate Provision For Depreciation Account  

  

Keeping a separate provision for depreciation account for each fixed asset offers the 

following advantages:  

As no entry is made in the fixed asset account, it continues to show the historical cost of 

the asset. Historical cost of a fixed asset is needed for a number of reasons, e.g. 

computation of depreciation using fixed installment method (also known as straight line 

method), payment of rates and taxes, etc. If depreciation were credited direct to the fixed 

asset account, it may be difficult to ascertain the historical cost of that asset after a few 

years.  

  

A separate provision for depreciation account also ensures that total accumulated 

depreciation on each fixed asset is always known. This helps ascertain the book value of 

the fixed asset. In addition, it also provides an idea about the age of the fixed assets held. 

Hence if the total cost of the fixed assets is, say $4,000 and total provision for depreciation 

stand at, say, $3,200, it can be seen that the fixed assets are nearing their useful life. 

Knowing just the book value of $800 ($4,000 – $3,200) cannot provide this assessment.  

  

When fixed assets are revalued (for whatever reason), it is always helpful to know both the 

original cost and accumulated depreciation of each fixed asset. Maintaining separate 

provision for depreciation accounts make this possible.  

  

(b) What is a secret reserve? Enumerate the method employed by a firm to create secret 

reserves. Critically evaluate the practice from the viewpoint of general investors and 

shareholders.  

Ans:    Reserves, which are not shown in Balance Sheet, are called secret reserves. They help 

to reduce the disclosed profits of entity on one hand and to reduce tax liability on the other 
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hand. The management may resort to the creation of secret reserves by doing the following 

activities:  

  

(a) Charging depreciation at higher rate.  

(b) By undervaluation of asset such as stock-in-trade.  

(c) By making provision for doubtful debts at excessive rate.  

(d) By showing contingent liability as actual liability.  

(e) By charging capital expenditure as revenue expenditure.  

(f) Treating a revenue receipt as a capital receipts such as rent received credited to 

building account.  

(g) Showing an actual asset as a contingent asset.  

Advantages of secret reserves  

• Due to secret reserves, the business concern is enable to absorb any unexpected losses 

without any information to public.  

• This type of reserves helps the business organisation in maintaining the rate of dividend 

during adverse trading conditions without disclosing this matter to the public.  

• The entry of the competing business concerns may be avoided due to the secret reserve.  

• This reserve is helpful in maintaining the financial strength of the business concern.  

Disadvantages of secret reserves  

• This reserve may be utilised by management to cover their mistakes or misdeeds.  

• Financial statements fall to disclose a true and fair view of the financial position of the 

enterprise.  

• The shareholders will get less dividend on their shares because of understatement of 

profit and financial position of the enterprise.  

• Creation of secret reserve is not a healthy practices as it leads to violation of accounting 

assumptions.  

Despite certain merits, the following objection are raised against the practice of 

creating secret reserves. 

i Secret reserves prevent  the financial statements from showing the true and fair 

position of the business. The Profit and Loss Account changed with fictitious 

amount in respect of excessive depreciation, doubtful debts, or repairs etc, fails to 

disclose the true profits. 

ii The shareholders cannot assess the value of their holding correctly. 

iii Management can conceal  its inefficiency by making use of secret reserves. 
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