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4.0 OBJECTIVES

After studying this unit you should be able to :

& explain what a hire purchase agreement is,

¢ describe the legal position of a hire purchase agreement,

e calculate interest and cash price in relation to a hire purchase agreement,

e passthe basic accounting entries in the books of both purchaser and vendor.

4.1 INTRODUCTION

When the goods are sold the purchaser may either make thefull payment at onetime
or may defer the payment. When the payment is deferred, the amount niay be paid
in monthly, quarterly or yearly instalrhents. When the price of an article is paid by
instalments, the total amount paid ishigher than the actual cash price of thearticle.
Theexcess priceisthechargefor interest and therisk involved. Thisarrangement of
making the payment in instalmentsis beneficial to both the seller and the buyer. The
seller is able to sall more goods and the buyer can buy expensive items with his
limited resources. There are two systems o deferred payments, namely, (i) Hire
Purchase System, and (ii) Instalment Payment System. In this unit we will learn in
detail about the Hire Purchase System.

4.2 NATURE OF HIRE PURCHASE AGREEMENT

A hire purchase agreement is one under which the buyer takes delivery of goods,
promising to pay the price in'certain number of instalmentsand until full payment is
made, to treat the payment as hire charges for using the said goods. In fact, a hire
purchase agreement stipulatesthat (i) the delivery of goodswill be given by the owner
of goods to the hire purchaser, (ii) payment will be made in instalments, (iii) each
instalment will be -treated as hire charge so that if default in respect of payment of
even the last instalment is made, the seller will be entitled to take away the goods
without compensating, the hire purchaser in any form, and (iv) if al instalmentsare
paid and the other conditions are fulfilled, the ownership of the goods will pass to
the buyer.

Therefore in case-of hire purchase, the seller i.e., the hire vendor gives only the
possession:of the goods and retains the ownership with him until the last instalment
1s paid. In other words, the hire purchaser is only the user of.the goods and not the
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owner. In case he-fails to pay any of the instalments the vendor will take his goods
back. Apart from that the vendor will not pay back the amount received from the
purchaser. Such an amount will be treated as hire charge for the goods. Therefore
till the lagt instalment is paid the hire purchaser has got an option, whether to
purchase that particular article or not.

" As mentioned earlier, the payment made by the hire purchaser under this system is

always more than whet he pay if he decldedto go in for cash purchase. The reason is
that, gpart from the cash price, the hire purchase price includes
iy imterest for payment being made over a period of time,

il) the payment for the risk taken by the seller,
iii) expenditure on the registration, insurance and delivery o goods, etc.

43 LEGAL POSITION

4.3.1 Definition

According to Section 2(c) o the Hire Purchase Act, 1972 the hire purchase agreement

isan agreement under which the goodsare let on hireand the hirer hasan option to

purchase them in accordance with the terms of the agreement and includes an

agreement under which

i) possession of goods is delivered by the owner thereof to a person on condition
that such person pays the agreed amount in periodical ingtalments,

ii) theproperty inthegoodsis to passto such person on the payment of thelast of
such instalments,' and

iii) such person has a right to terminate the agreement 4t any time before the
property so passes.

4.3.2 Characteristicsof Hire Purchase Agreement
Following are the characteristics o the hire purchase agreement.

1) It must be in writing and must be signed by al the parties thereto (Section 3).

i) According to Section 4 of Hire Purchases Act, 1972, the agreement must state
d) the hire purchase price of the goods to which the agreement relates;
b) the cash price of the goods, that is to say, the price at which the goods may
be purchased by the hirer for cash; .

¢) the date on which the agreement shal be deemed to have commenced;

.d) thenumberof instalments by which the hire purchase price is to be paid, the
amount of each of those instalments and the date (the mode of determining
thedate upon which it is payable) and the person to whom and the place where
it is payable;" and

e) the goods to which the agreement relates, in a manner sufficient to identify
them.

Apart from the above mentioned conditions, a-full description of the amount to be -
pad in cash or by cheque, if any, should be given in the agreement.

4.3.3 Rightsd Hirers

Asper the Hire Purchase Agreement the hirer hasgot the right to return the goods.

to the vendor. Apart from this, the Hire Purchase Act gives the following rights to

the hirer.

1) Theowner (or the vendor) cannot terminate the hire purchase agreement for
default in payment o hire or due to an unauthorised act or breach of expressed
conditionsunlessa noticein thisregard in writingisgiven to the hirer. The notice
period is (i) one week where the hire is payable at weekly or less than that,
interval, and (ii) two weeksin other cases.

2) 1In the following cases, the right to repossess the goods will not exist unlessit ig
sanctioned by the court.
i) Wherethe hire-purchasespriceislessthan Rs. 15,000 and one haf of the hire
‘purchase price has been paid.
ii) Where the hirepurchase price is higher, threequarters of the hire purchases
price has been paid. However, the right o repossession will lapse in case of



motor vehicles where the hire purchase price is less than Rs. 5,000 and
one-half of the amount has been paid. In other cases (where H.P. price is
Rs. 5,000 or more), it happensif three-quarters of the hire purchase price has
been paid. The Central Government has the spower of raising the limit to
nine-tenths where the hire purchase price is Rs. 15,000 or more.

3) The hirer has the right of receiving from the owner, on payment of Re. 1 for
expenses, astatement showing the amount paid by or on behalf of the hirer, the
amount Which has become due under the agreement which remains unpaid
tagether with the dates concerned and the amount which has not yet become
payable under the agreement and the dates and the modes concerned.

4) If the amount paid by the hirer till the date of the repossession of the goods and
the value of the goods on the date of the repossession taken together exceedsthe
hire purchase price, the excessis payable to the hirer. For ascertaining the value
of the goods, the owner or the vendor has the right of deducting reasonable
expensesfor repossessing the goods, for storing the goodsor repairing them, for
sdling them, and for payment of arrears of taxes.

Check Ybur Progress A

1) Fill in the blanks
iy A contract for sale of goods may beeither asaleoran.................. tosall.
ii) A hire purchase sale is an agreement to ............ e

ii) . The ownership of goods, under a hire purchase'agreement is to
REOPTPUTRRIN upon fulfilment of certain ...................

iv) Under a hire purchase agreement payments are made in .................
v) Eachinstalment payment is treated @S...................

vi) If the purchaser fails to pay even the last instalment, the seller will be
entitled t0 ... the goods.

'vii) From the legal point of view a‘hire purchase agreement should be made in

viii) A hirer hastherightto.................. the agreement before payment of the
last instalment by paying the seller the agreed amount.
" iX) A hirer may assign hiS.................. s , and interest under a

hire purchase agreement.
2) State whether the following statements are 1% e or False.
i) A hire purchase agreement is an ‘outright’ sale transaction.

iiy If the hirer fails to pay the last instalment, the amounts paid earlier are .
considered as hire charges.

iii) A hire purchase agreement is an 'executed contract' and an instalment sale
is an 'executory contract'.

iv) If.the hirer opts for full payments before the due dates, a rebate should be
available to him.

v) A seller cannot repossess the goods if the purchaser failsto pay the last
instalment only.'

vi) The Hire Purchase Act, 1972 isin operation now.

4.4 ASCERTAINING THE INTEREST/CASH PRICE

Asmentioned earlier, when the goods are sold on hire purchase, the priceso charged

. by the vendor is adways higher than the cash price. The excess pricei.e., the
difference between the hire purchase prlce and the cash price, includes the interest
charges and the compensation for risk. However-for accounting purposes the
difference be;tween the two prices is treated as the payment for interest. Thus, the
hire purchase price includes :

1) thecash price, which isa capital expenditure for purchase of an asset, and

ii) theinterest, which is an item of revenue nature. Since the cash priceisof capital
_hature and the interest payment is of revenue nature, both will be treated in a

Hire Purchase Accounds
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different manner in the books of account. It is, therefore, necessary to separate
the hire purchase price into cash price and interest. However, it may be noted
that .theCash Down Payment made immediately after signing the agreement will
not include the dement of interest. Another point to be kept in mind isthat the
interest element in each instalment is not same. It keeps on reducing with every
instalment. This isso because the interest is charged on the balance of the
principal amount due and not on thefull amount. For proper allocation therefore
we must know thecash price, the hire purchase price and theamount of interest.

4.4.1 Ascertainment of Interest
While calculating interest we may be faced with the following two situations.
a) When rate of interest, total cash price and instalrnents are given

b) Whentotal cash price and instalments are given but the rate of interest is not
given.

In both the above mentioned cases, theinterest hasto becalculated. L et usnow take
them one by one. .

a) When Rated Interest, Total Cash Priceand Instalmentsare given.

In this situation, before calculating the element of interest included in each
instalment, it will be helpful to ascertain the total amount of interest involved. This
will beascertained by subtracting the Total Cash Price from the hire purchase price.
Then thefollowing steps should befollowed for calculating the amount of interest on
each instalment..

[) Calculate theoutstanding cash price at the timeof first instalment by subtracting
down payment from the total cash price.

ii) Calculate interest on thefirst instalment. Thisis to be calculated on the
outstanding cash price at the time of first instalment by applying the given rate
of interest, I'n this connection, you should keep in view the mode d instalment
1.e., Whether the instalrnent is annual, half-yearly or quarterly. Usually, in case
d purchases for heavy equipment the instalment is annual,

iii) Calculatetheamount of cash priceincluded in thefirst instalment by subtracting
the amount of interest as calculated in step (ii) from the amount of the first
instalment.

iv) Calculate the outstanding cash price at the time of second instalment by
subtracting theamount o cash price of thefirst instalment from the outstanding
cash price at the time of first instalment i.e., (i) — (iii).

v) Calculate, interest on the second instalment by applying the rate of interest to
the outstanding cash price at the time of second instalment.

The amouht of the subsequent instalments can. be worked out in the same manner
i.e., by first calculating the outstanding cash price at the time of the instalment due
and then applying the rate of interest to thisamount. However, the amount of interest
on the last instalment is worked out differently. This can be done by simply
subtracting the outstanding cash price at thetime of last instalment from the amount
of thelast instalment, Alternatively, you can work it out by subtracting the sum of
interests of al previous instalmentsfrom thetotal amount o interest included inthe
hire purchase price. The amount of interest so calculated can also be verified by
applying the rate of interest to the outstanding cash price at the time d last
instalrnent. Of course, there may be a small difference due to the fact that the hire
purchase price is not fixed by inclusion of the exact amount of interest. It is usually
fixed asaround figure. If however thedifference happensto be alarge amount, you
should check all calculations of interest and outstanding bash price at the timed each
instalment.

Ilustration 1 will help you to calculate the interest with the help of the above
mentioned procedure.

[ustration 1

A Ltd. purchased a machineon hire purchase from Z Ltd. on January 1,1989, paying
Rs. 8,000immediately and agreeing to pay threeannual instalments of Rs. 8,000each
on December 31, every year. The cash price d the machine isRs. 29,800 and the .
vendors charge interest @ 5% per annum. Calculate the amount of interest paid by

the buyer to the seller every year.
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Solution :
Thetotal interest is = Hire Purchase Price — Cash Price

Hire Purchase price = Cash Down Payment + Instalments
8,000 + 3(8,000)
8,000 + 24,000

= Rs. 32,000
Cash Price = Rs. 29,800
So Total Interest = 32,000 — 29,800 = Rs. 2,200.

Now, we can calculate the interest on each instalment as follows.

i) Outstanding Cash Price at the time of first instalment
Total Cash Price — Down Payment
= 29,800 — 8,000
= Rs. 21,800

ii) Interest on first instalment

Outstanding Cash Price x &te o Interest
100

=2 S

= 21,800 x 3

= Rs. 1,090

iii) Cash Priceof first instalment
Instalment — Interest on first instalmenl
= 8,000 — 1,090
= Rs. 6,910

iv) Outstanding Cash Priceat the time of second instalment

utstanding Cash Price at _ , .
Qe time 1 instalment Cash Price of the first Instalment

21,800 = 6,910
Rs. 14,890

4o

V) Interest on second instalment
5 —
14,890 x o6 = Rs. 745

vi) Cash Price of second instalment
= 8,000 — 745 = Rs. 7,255

vii) Outstanding Cash Price at the time
= 14,890 - 7,255 = Rs. 7,635
viii) Interest on the last instalment
= Instalment — Outstanding Cash Price at the time of last instalment
Rs. 8,000 - 7,635
= Rs. 365

Alternatively, Total Interest — Sum of Interest o all previous years
2,200 - (1,090 t+ 745)

il

= 2,200 - 1,835

= Rs,,365
Verification

1 H . . , \'t'
Outstanding Cash Price & thetimeof last inst, x ate of i& alment
= 7,635 x —2-
100

= Rs, 382

As indicated earlier, the amount calculated above iSnot the same as calculated in
step (viii), But the difference issmall i.e., Rs. 17 (382 - 365).

For Steps from (i) to (viii) following table would be helpful, 9
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a) 2) 3 2-%
Total Instalments Interest Cash Priced the
Cash Price Paid . Paid Instalments
Total Cash Price 29,800
LessDown Payment -8,000 8,000 8,000
Amount outstanding at the time 21,800 8,000 | (21,800 x=2-) |  (8.000-1.090)
. 100
1st instalment
-6,910 1,090 6,910
Amount outstanding at the time of 14890 8,000 (14,890 X —2-) (8,000~ 745)
. 100
2nd instalment
7,255 745 7,255
Amount outstanding at the time of 7,635 8,000 (8.000- 7.635)
3rd (last) instalment -7.635 365 7,635

Y ou should calculate interest and cash price with the help of the above table. It makes
your task easier.

b) When Total Cash Priceand Instalments ar e given, but ratedf interest isnot given :

When the total cash price, down payment and the amount of each instalment isgiven,

put the rate d interest is not given, the interest will be calculated by procedure

mentioned below.

j) Calculate the total interest by subtracting the total cash price from the total hire
purchase price.

ii) Calculate the amounts of hire purchase outstanding at the beginning of each year
after subtracting the down payment.

iii) Find out the ratio of outstanding amounts calculated in step (ii). If the amount
of each instalment isequal, the ascertainment of ratioissimple. For example, if
there arefour instalmentsd equal amounts the ratio will be 4 : 3:2: 1 and if
theré are three instalments of equal amounts, it will be3: 2 : 1.

iv). Apply thisratioto thetstal interest and calculatethe interest on'cach indtalment..

Let us now take an example and clarify the calculation of interest included in each
instal ment.
Illustration 2
Taking the relevant datafrom Illustration 1 excluding the rate of interest, element in
each instalment.

Hire PurchasePrice Rs. 32,000 [8,000 *+ 3 (8,000)

Cash Price Rs. 29,800

Down Payment Rs. 8,000

Solution :
Total Interest = 32,000 - 29,800
= Rs. 2,200
Beginning Amount Ratio. ) Interest )
o theyear outstanding
Rs. . Rs. Rs.
1 _ 24,000 “24(3) 1,100
| (32,000~ 8,000) ' (2,200 x %
2 16,000 16(2) 733
(24,000-8,000) (2,200 x £)
3 . © 8,000 8(1) : 367
(16,000-3,000) _ (2.200 x %)
48 (6) 2,200




You will observe that theamounts of interest for each instalment calculated with the Hire Purchase Accounts |
help of ratio is almost the same as calculated with a given rate of interest.

4.4.2 Ascertainment of Total Cash Price
Sometimes, the total cash priceis not given. In such a situation w e cannot proceed

with the accounting for hire purchase transaction becausein the books Of the buyer,
the amount to be capitalised cannot be more than the cash price. The different
methods of calculation of cash price are as below :

i) Without the help of annuity table
ii) With the help of annuity table

Let us now discuss both the methods

i) Without the Help of Annuity Table

Under this method interest is calculated starting with the last instalment. Suppose
there are three instalments. The interest will be calculated first on the third

, instalment, then on the-second and lastly on the first instalment. No interest is
calculated on down payment as it does-mot involve any element of interest.

You know that the interest is to be calculated on the outstanding amount of cash
price. But since it is not known, it will have to calculated with the help of total
amount due on hire purchase price. For this purpose wewill have to usethefollowing
formulafor calculating first-the interest involved in each instalment and then subtract
this amount of interest from the total amount due, so as to work the outstanding
amount of cash price.

rate yginterest
100 t rate of interest

Let us now see what steps are followed for the calculation of Cash Price due at the
time of each instalment assuming there are three yearly instalments.

a) Calculate the interest on the instalment of thethird year, Deduct interest from
this instalment. The resultant figure is the outstanding cash price at the time, of
third (last) instalment.

b) Add the cash price calculated under (a) above to the instalment amount of the
second year. Calculate the interest on the sum so obtained and subtract it from
the total amount due at the end of 'the second year to get the outstanding cash
price at-the time of second instalment.

¢) Add the cash price calculated under (b) above to the instalment amou}t o the

Interest = Total amount due at thetimeof instalment x

first year and calculate the interest on the sum so obtained. Deduct this amount
of interest from the total amount due at the end of the first year., The resultant
figure is the cash price due at the time of the first instalment.

d) Add the cash pricecalculated under (c) aboveto the down payment, if any. The
sum so obtained will be the total cash'price.

Iustration 3 will help you to understrind the calculation of cash price.

IHlustration 3

Renuka purchased a machine on January 1,1986 on hire purchase basisfor Rs. 5,000
payable as under :

Rs.

Down Payment 930

At the end of 1st year ‘ 1,426
(1st instalment)

At the end of 2nd year 1,804
(2nd instalment)

At the end of 3rd year 840

(3rd instalment)
Rate of Interest 5% p.a,

Calculate the Cash Price of the machineand interest paid with each instalment. 1
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« Solution :

Amount Interest
Total Amount Ducon 3rd Instalment (last) ‘ 840
Less|Interest 40 . 40
L —_— (840 X ——)
. . 105
Outstanding Cash Priceof 3rd Instalment 800
Add 2nd Ingtalrnent 1,.804
Total Amount dueon 2nd Instalment 2,604
‘Less | nterest 124 124 5
S (2,604 x ”165’)
2,480
Add 1st Instalrnent C 1,426
Total Amount dueon 1st Instalment 3,906
Less Interest ‘ 186 )
. (3,906 x —)
3,720
Add Down Payment o 930
Total CashPrice 4,650 ’ 350

So Total Cash Price is Rs. 4,650 and Total Interest Rs. 350.

Note : Thiscalculation can be verified by following the procedure given for calculation of interest on each
instalrnent when the cash price, instalments, down payment and rate of interest are given.

i) With the Help of an Annuity Table

If the annuity table isavailable,«he calculation of,interest involved in each instalment
issimplified. Intheannuity table the rate of interest isgiven in the rows and the years
in the columps. With reference to the table, the present value of each instalment can
beicalculated. The sum of these present values ascalculated, if added to the cash down
payment gives us the cash price. The procedure is as follows :

a) Seethegiven rate d interest in the row and the year in the column and find out
the corresponding figure to the interest and year in the table.

b) Thisfigureisthe present valued Re. 1
¢) Multiply the present value of Re. 1 with the amount of the instalment.

d) The resulting figureisthe present value of the instalment. Thisis nothing but the
amount of cash price included in theinstalment. |

¢) Calculate the present values of al the instalments in same manner.

f) Add the present values of dl the instalments to the ‘down payment if any. The
resultant figure will be the total cash price.

lllustration 4 will help us to understand the calculation of total cash price with' the
help o the annuity table.

Iilustration 4
X Ltd. purchased a machineon hire purchasesystem The payment |s made asfollows:

Rs.
Down Payment 232.50
1<t Instalment 356.50
2nd Instalment 451
3rd Instalment 210

The payments are made at the end of 1st year, 2nd year and 3rd year respectively.
The rate of interest is 5% p.a. The annuity table shows that the present value of .
Re. 1forone, two and three yearsis.9524, ,9070and .8639 respectlvely Calculatethe
cash price of the machine.
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(4Y) ) ax2
Instalment Present Value of Present Valueof the
Re. 1 Instalment
1st Instalment 356.50 .9524 339.53
3rd Instalment 210.00 ,8639 189.42
Total 1,250.00 1,162.53

So the Tota Cash Priceis Rs. 1,162.53

Check Your Progress B
1) Calculate total interést and interest on each instalment for the following cases.

i) Cash Price of amachinery is Rs. 349. Down payment is Rs. 100 to befollowed
by three annual instalments of Rs. 100 each. The rate of interest is 10%.

ii) Cash price of a machine is Rs. 1900. Payment is to be made in 3 equa
instalments of Rs. 800 each.

1) Calculate cash price for each of the following cases.

i) The price of a machinery is to be paid in four instalrnents d Rs. 5,000 each,
thefirst one being made asinitial payment. The rate d interest is5% p.a. and
the instalment is paid annually.

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

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

ii) The price of amachinery isto bepaid in fiveannual instalments of Rs. 10,000
each. The rate of interest is 5% p.a. Thefirst instalment is to be paid at the
end of thefirst year. At 5% interest the present valued Re. 1 payable at the
end of each year for 5 years is Rs. 4.3294.

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

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

4.5 ACCOUNTING RECORDSIN THE BOOKS OF THE
PURCHASER

You know there are two parties to a hire purchase agreement, i.e., the Vendor and
the Purchaser. Both these parties have to maintain books of account and record dl the
transactions relating to that particular hire purchase.

Before explaining the accounting records let us first see what information is required
for recording thie hire purchase transaction in the books of account. The list of items
required for accounting records is as follows :

Date of Purchase and down payment

Date at which the instalments become due
Date of closure of accounts

Cash Price

Hire Purchase Price

Number, Amount and Mode of euch instalment
Rate of Interest

Rate of Depreciation

Method of Depreciation

OO U~wN R

Let us now see how accounting records arc maintained in the books of the purchase.
There are two methods by which the purchaser can record the hire purchase

transaction in the books of account. These are as follows !

Hire Purchase Accounts |
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i) When the asset is recorded at full cash price, and
ii) When the asset is recorded at the cash price actually paid.

Let usnow discussthese methods in detail.

~

4.5.1 When the Asset is Recorded at Full Cash Price

In this methodl when the asset is purchased on hire purchase, it is assumed that the
purchaser has full intention of paying all the instalments. It is believed that hire
purchase is jugt @ method df financing fixed assets. Under this method, on purchase of
plant and machinery, the Plant & Machinery Account (Fixed Asset) is debited with |
the total amount of Cash Price, and the corresponding credit isgiven to Hire Vendor's
Account. Interest is recognised and accounted for at the time of instalments becores
due by debiting the Interest Account and crediting the Hire Vendor's Account. For
the purpose o accounting for initial cash down payment and annual instalments, the
Hire Vendor's A/c is debited on the relevant date, and the credit is given to Bank
Account. The following journal entries are passed in the books of the purchaser.
1 When the asset is purchased on hire purchase

Asset A/lc Dr

To Hire Vendor

(With the total cash price)

2 For cash down payment

Hire Vendor Dr.
To Bank Alc
3 When thefirst instalment becomes due
Interest A/c . Dr.

To Hire Vendor
4 'When the first instalment is paid

Hire Vendor Dr.
To Bank A/c
5 For Depreciation Charge (at-the end of accounting period)
Depreciation . Dr.
To Asset Ale
6 For trgnsfer of interest and depreciation to Profit & Loss Alc
Profiv& Loss Alc Dr.

To Interest Alc
To.Depreciation Alc

Entries 3 and 4 will be repested for al subsequent instalments.

With the help of the journal entrieswe can easily. prepare the Asset Account and the
Hire vendor's Account. Look at [llustration 5 and see how the journal entries are

passed and ledger accounts made in'the books of the purchaser.

Hllustration 5 -
ABCLtd. bought on-1:1.86 a machinefrom XY Z Ltd. Under a hire purchase system

of payment under which three annual instalmentsof Rs. 2,412would be paid. There
is no down payment and the cash price is Rs. 6,000, The rate of-interest would be
10% and depreciation @ 20% p.a. would be charged on straight line basis.

Solution :
Let usfirst find out all the information required.

1) Date of Purchase - January 1,1986; No down payment.

2) Date at which theinstalments become due—December 31,1986,1987and 1988.
3) Date of closure of accounts— Devember 31.

4) Cash Price— Rs. 6,000. .

5) Hire Purchase Pricé— Rs. 2,412 X 3 = Rs. 7,236.

6) Number, amount and mode of each instalment 3instalments of - Rs. 2,412 each
payable annually.

7) Rate of Interest - 10% p.a.
8) k‘\te_of Depreciation —\209[9.p-.-a.
9¥ Method of Diepregiation — Straight Line.



Journal Entriesin the Books of ABC Ltd.

Date

Particulars

Amount (Dr.)

Amount (Cr.)

1986
Jan. 1

Dec. 31

Dec. 31

Dec. 31

Dec. 31

1987
Dec. 31

Dec. 31

Dec. 31

Dec. 31

1988 |
Dec. 31

Dec. 31

Dec. 31

Dec. 31

Machinery A/c
ToXYZ Ltd
(Being a machi

Dr.

ne purchased on hire purchase)

Interest A/c
ToXYZLtd
(Beingthe char

on Rs. 6,000)

Dr.

geof interest @ 10%

Depreciation A/c Dr.

To Machiner
(Being the char

y Alc
ge of depreciation)

XYZ Ltd. Alc
ToBank A/c

Dr.

(Being the payment of annual instal ment)

Profit & LossA/c Dr.
Tolnterest A/c
ToDepreciation Ale

(Being the annual charges transferred to
Profit & Loss A/c)

Interest A/c
ToXYZLtd

(Being the charge of interest @ 10% on

Rs. 4,188)

Dr.

Depreciation A/c Dr.

To Machiner

y Alc

(Being theannual charge of depreciation)

XYZLtd. Alc
ToBank A/c

Dr.

(Being the payment of annual instalrnent)

Profit & LossAlc Dr.
To Interest A/c
To Depreciation Alc

(Being the transfer of annual chargesto
Profit & Loss A/c)

Interest A/c
ToXYZLtd

(Being the char
Rs. 2,194)

Dr.

geof interest @ 10% on

Depreciation A/c Dr.

T o Machiner

y Ale

(Being the annual charge of depreciation)

XYZLtd. Ale
ToBank Al
(Being the 3rd

Dr.

and final instalment paid)

Profit & LossA/c Dr.
Tolnterest Alc
To Depreciation Alc

(Being tae tran

sfer of annual chargesto’

Profit & Loss A/c)

Rs.
6,000

600

1,200

2,412

1,800

418

1,260

2,412

1.618

218

1,200

2412

1418

Rs.
6,000

600

1,200

2.412

600
1,200

418

1,200

2412

418
1.200

218

1,200

2412

218
1,200
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Hire Purchase Aceounts

Machinery Account

Ledger Accountsin the Books of ABC Ltd.

Dr. Cr.
1986 Rs. 1986 Rs.
Jan. 1 To XYZLtd. 6,000 | Dec. 31 By Depreciation A/c 1,200
. ) Dec. 31 By Balance cld 4,800
6,000 6,000
1987 1987
Jan. 1- ToBaancebld 4,800 | Dec. 31 By Depreciation A/c 1,200
Dec. 31 By'Balance c/d 3,600
4,800 4,800
1988 1988
Jan. 1 ToBaanceb/d 3,600 | Dec. 31 By Depreciation A/c 1,200
Dec. 31 By Balance c/d 2,400
3,600 3,600
XYZ Ltd. (Hise Vendor) Account.
Dr. Cr.
1986 Rs. 1986 Rs.
Dec. 31 ToBank A/c 24121 Jan.1 By Machinery A/c 6,000
Dec. 31 ToBaancec/d 4188 | Dec.31 By Interest Alc 600
6,600 6,600
1987 1987
Dec. 31 ToBank Ale 2412 Jan.1 By Balance b/d 4,188
Dec. 31 To Baancec/d 2,194 | Dec. 31 By Interest Alc . 418
4,606 4,606
1988 1988
Dec. 31 ToBank Alc 2412 Jan.1 By Balance bld 2,194
Dec. 31 By Interest Alc 218
2,412 2,412
Working Notes
"R
Cash Price 6,000
Add Interest on1st Instalment
10
({50 % 6:000) 600
6,600
Less1st Instalment 2,412
Amount outstanding at the time 4,188
of 2nd Instal ment
Add Interest on2nd Instalrnent
10 ‘ S : .
(Sop X 4188) 418
4,606 -
Less 2nd Instalment 2,412
Amount outstanding at the time 2,194
~ of 3rd Instalment .
AddInterest on 3rd | nstalment 218
2,412




4.5.2 When the Asset is Recorded at Cash Price Actually Paid

You know that in case of hire purchase, the ownership o the goods passesto the hire
purchaser after the last instalment has been paid. Since the goods do not become the
property Of the purchaser, he does not have any right to debit the asset at itsfull price.
Hence, no entry is passed when the asset is purchased unless it involves down
payment. The entries are passed as and when the instalments become due and the

amount is paid towards the price of the article. The journal entries are as foliows :

1 When the asset is purchased
No entry

2 When the down payments is made
Asset Alc Dr.
To Bank Alc

3 When the instalment becomes due
Asset Alc Dr. (cash price part d instalment)
Interest Alc Dr. (interest on instalment)
To Hire Vendor

4 When instalment is paid

Hire Vendor Dr.
To Bank A/c
5 When Depreciation is charged
Depreciation A/c Dr.
To Asset Alc
% WhenInterest and depreciation accountsar e closed by transfer to Profit & LossAle
Profit& Loss Afc Dr.
To Interest. A/c

To Depreciation A/c

It should be noted that though the asset account is debited with the amount of the cash
price paid (not full cash price), the depreciation is charged on the full cash price. The
Balance Sheet will reflect the amount of cash price debited to the asset account minus
depreciation charged.

Look athe Illugiration 6 and see how accounting records are maintained in casethe
asset is recorded at cash price actually paid.
!

Illustration 6.
Solve Illustration 6 by debiting the asset account at cash price actualy paid.
Solution :
Journal Entriesin the Books of ABC Ltd.
Date . ' ) Particulars Amount (Dr.) ~ Amount (Cr.)
1986 ' | Rs. Rs,
Dec. 31 Machinery A/e Dr. 1,812
Interest A/c Dr. 600 ‘
ToXYZLtd. 2412
*(Being first instalment due)
. I
Dec.31 |  XYZLtd Dr. 2,412
ToBank A/c 2412
{Beingfirg instalment paid)
Dec. 31 Depr eciation Alc S Dr. 1,200
ToAsset Alc ' 1.200
{Beingannual depreciationchar ged) ‘
Dec.3l |  Profit&LosAk Dr. 1.800
ToDepreciation A/c 1,200
Tolnterest Alc ' 600
{Beingannual chargestransferredto
Profit.& Loss A/c)
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Hire Purchase Accoimts

Date

Particuiars

Amount (Dr.)

Amount (Cr.)

1987
Dec. 31

Dec. 31

Dec. 31

Dec. 31

1988
Dec. 31

Dec. 31

Dec. 31

Dec. 31

Machinery Afc
Interest A/c
ToXYZ Ltd.
(Being second instalment due)

Dr.
Dr.

XYZLid,
ToPank Ale
(Being second instalment paid)

Dr.

Depreciation Alc
ToAsst Alc
(Being annual depreciation charged)

Profit& LossAle
ToDepreciation Alc
To Interest Alc

(Being annual charges transferred to
Profit & LossA/c)

Dr.

Machinery A/c
Interest A/c
ToXYZLtd.
(Being third instalment due)

Dr.
Dr.

XYZLd,
ToBank Alc
(Being third instalment paid)

Depreciation Afe
ToAsset Ale
(Being annual depreciation charged)

Dr.

Profit & LossAle
ToDepreciation A/c
Tolnterest Alc

(Beingannual charges transferred to
Profit & LossA/c)

Dr.

1,994
418

1,200

1,618

2,194
218

2,412

1418

2,412
2,412
1,200

- 1,200
418

2,412
2,412
1,200

1,200
218

Note: Depreciation hasbeen charged on straight line method @ 20% p.«. at the full cash priceof Rs. 6.000.

4.6 ACCOUNTING RECORDSIN THE BOOKS OF

VENDOR

So.far as the vendor is concerned a hire purchase saleis just like an ordinary sale
with the exception that payment is deferred over a period of time for which the
vendor charged interest, He debitsthe Hire Purchaser's A/c with full cash priceand
credit is given,to Sales Afe. The interest amount is debited to Hire Purchaser's A/c
as and when the instalments become due. Instalment amounts received are credited
to the Hire Purchaser's A/c and debited to Bank A/e. Thejournal entries passed are

as follows:

1 On sale of geeds under hire purchase
Hire Purchaser
ToSalesAlc

2 On receiving cash down payment

Bank A/c

Ta Hire Purchaser

3 On instalment becoming due
Hire Purchaser
To Inierest A/c

(with full cash price)



Hite Purchase Accounts |

4 On getting payment on the due instalment
Bank A/c Dr.
To Hire Purchaser

with the help of above entries you can easily prepare the Hire Purchaser's A/c and
Interest A/c. Look at Illustration 7 and see how accounting records are maintained

in the books of the vendor.

[llustration 7
On January 1, 1987, IFB Ltd. acquired machinery from JK Ltd. for Rs. 1.886 (cash

price) under a hire'purchase agreement where Rs. 400 was the initial payment and
two instalments of Rs. 800 would be paid. Interest @ 6% p.a. .would be charged.
Prepare the ledger accounts in the books of IFB Ltd. assuming rate of depreciation

@ 10% (straight line).

Solution :
In the books of JK Ltd.
IFB LTD.
Dr. Cr.
1987 Rs. 1987 Rs.
Jan. 1 ToSdesAlc 1,886 | Jan. 1 By Bank Afc 400
Dec. 31 To Interest A/e 89 Dec. 31 Bj Bank A/c (1st Inst.) 800
Dec. 31 By Balance c/d 775
1,975 1.975
1988 1988
Jan. 1, To Balanceb/d 775 | Dec. 31 By Bank A/c (2nd Inst.) 300
Dec. 31 To Interest A/c 25
800 800
Interest Acequnt )
1987 Rs.| 1987 Rs,
Dec. 1 To Profit& Loss A/c 89| Dec. 31 By IFB Ltd. 89
89 ‘ T a0
1988 1988 -
Dec. 31 To Profit & Loss A/c 25 Dec. 31 By IFB Ltd. 25
25 | . 25
) \
- [
Working Note :

Statement showing calculation of hire purchases interest and the amount of principal
in each instalment,

Interest Cash Price

R. Rs. Rs.
Cash Price 1,886 -
Less: Down Payment 400 400

1,486
B & " .

Less: 1t Instdlment on Dec. 31,1987 89 711
Add : Interest on 2nd instalment @ 6%
Less: 2nd Instalment on Dec, 31, 19.33' ’ 25 775
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Check Your ProgressC
1) Enlist the information required before solving the hire purchase problem.

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

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

2) Staté\yvhether following statements are True or False.
] When the asset is recorded at full cash price, the hire purchase becomes a
method of financing the fixed asset.

i) When the asset isrecorded at the price actually paid the Asset A/cisdebited
and the Hire Vendor's A/c is credited with full cash price.

iii) The Hire Vendor debits the hire purchaser and credits the saleson sde d
goods with cash price.

iv) When the asset isrecorded at cash price actually paid no entry is passed when
the instalment becomes due.

v) The Hire Vendor's A/c isin the nature of a personal account.

47 LET USSUM UP

In the hire purchase agreement the buyer takes the delivery of the goods and
promises to pay the pricein instalments. Under this agreement, though the buyer
takes the possession of the goods, but he does not have the ownership. The ownership
of the goods passes only after the last instalment has been paid. In case the buyer
failsto pay any of the instalments, the seller can take back the possession of the goods. ,

The hire purchase price is always more than the cash price, the difference between
the two is the interest charged for deferred payment. If two of the three items of
information i.e., hire purchase price, cash price and interest, aregiven, the third can
be found out with thehelpof theformulaHP=CP+ Interest (HPis hire purchase
price and CPis cash price).

Both the parties to hire purchase agreementi.e., thevendor aqd the purchaser record
the hire purchase transactions in their books.

The purchaser can prepare accounting records in two ways : (i) When the asset 'is
recorded at full cash price, or (ii) When the asset is recorded at the cash price

actually paid.

The purchaser mainly maintainstwo accountsi.e., the Hire Vendor Account and the
Asset Account. The vendor on the other hand maintains the Hire Purchaser's
Account and the Interest Account.

48 . KEY WORDS

Agreementto Sdl :Inacontract o sale, when the ownérship of goodssold isto pass
to the buyer subject to fulfilment of certain conditions, such saleis termed ~s an

agreement to sell. ’

Cash Price : The amount to be paid in outright sale on cash.

Down Payment : Initial payment made at the time of purdhase under hire purchase
agreement. |

Hire Charges: If the hirer in a hire purchase agreement fails to pay even the last
instalment, the amounts he has paid so far, will be treated as hire charges for using ,
the asset.

Hire Purchase : An agreement to sell under which the buyer takes the delivery of
goods promising to pay the price in instalments and until full payment is made, to
treat payment as hire chargesfor using the goods.

.HirePurchaser : The purchaser in a hire purchase contract.



Hire Vendor : The sellerin a hire purchase agreement who agreesto receivethe price
in instalments, and hastheright to treat the amounts paid by the hirer as hire charges
if the hirer falsto pay the last instalment.

Instalment Payment System : When the pricein acontract  saleis paid over aperiod
of time, but at fixed intervals the system of payment is-called instalment payment.

4.9 ANSWERS TO CHECK YOUR PROGRESS

A 1 i) agreement, / ii) sell, iii) pass, conditions, iv) instalment,
v) hirecharges, Vi) repossess, vii) writing, viii) terminate, ’
ix) right, title

2 i) Fase ii) True iii) False iv) True: v) Fase Vi) Fase

B 1 i) Tota interest = Rs. 51(25+17+9)
iiy Total interest = Rs. 500 (264+178+58)

2 i) Cash Price = Rs. 18,616, ii) Cash Price = 43,294
C 1 i) True ii) Fase iii) True iv) Fase V) True

4.10 TERMINAL QUESTIONSAND EXERCISES

Questions
1) What are the characteristicsof a hire purchase agreement?,
2) Describethe rightsdf a hirer under hire purchase agreement.

3) What stepswould you take to cdculate the interest when thetotal cash price and
instalments are given?

Exercises

1 Based on particulars given below, give entries in the books o the purchaser and
the seller both under the hire purchase system :

a) Rarnesh & Co. - Purchaser
Date of Purchase - Jan. 1, 1989 goods purchased - Trucks,; Cash Price -
Rs. 1,49,000. Instalments Rs, 40,000 on signing d the agreement, Rest in
three instalments of-Rs, 40,000 each, Rate o interest - 5%. Depreciation
= 10% on the diminishing balance.

b) All particulars as above except that the rate o interest is not given,
) All particulars &s In (&) above except that the cach price Is nat given.

2 Hire Purchases Ltd. purchased motor car on hire purchasesystem Rs. 12,000
was payable on delivery i.e., on 1.1.89 and the rest in four,equal instalmentsdof
Rs: 12,000 each payable at the end of each year. The seller, Hire Vendors Ltd.
agreed to chargeinterest @ 5% onthe yearly balances, The cash pricedf thecar
was Rs. 54,551. Depreciation @ 25% on written down values was to be written
off in each year.

Give the necessary journal entries and ledger accountsin the books of Hire
Purchasers Ltd.

(A/nswer : Total Interest Rs. 5,449. The written down value df thecar at theend
o fourth year is Rs, 17,260)

3 Dinesh Ltd., on'April 1, 1989, purchased a machine from Raesh Ltd., on hire
purchasebasis. The c-sh price of the machinewasRs. 25,000. The payment was
to be made Rs, 5,000 on the date of the contract and the balancein four annual
instalmentsof Rs. 5,000 each plusinterest at 5% per annum payable on
December 31 each year, and thefirst such instalment being payableon 31.12.89.
.Depreciation is to be charged @ 10% on original cost,

Show the journal entries and ledger accountsin the books of both the parties.

"3 (Answer : The amount of total interest Rs. 2,500, balance of Machinery A/c on
1,193 Rs. 15,000).

“Hire Purchase Accounts [
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Mire Purchase Accounts 4 An engineering company purchased machine on Hire Purchase System over a
period o three years paying Rs. 846 as initial payment on 1.1.89 and further
annual payments of Rs. 2,000 due on 31.12.89, 31.12.90 and 31.12.91. The cash
price of the machine was Rs. 6,000 and the vendor company was to charge
interest at 8% p.2. on outstanding balances.

Show the appropriate ledger accountsin the books of the hire purchaser assuming
depreciation @ 10% p.a. was to be charged on the machine. Assume that
capitalisation was to be done at the time of payment o each instalment.

(Answer : Interest (total) Rs. 846).

Note: These questions and exerciseswill help you to understand the unit better.
Try towrite answersfor them. D o not send your answer to the University, these
are for your practice only.
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