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                                                                 INTEREST ON CAPITAL 

According to Business Entity Concept, the proprietor is having separate entity from his/her business, 

therefore business pays interest to the proprietor on his/her capital contribution. Interest on capital 

is a gain for the proprietor, whereas it is the loss for the business. As it is to be provided out of profit 

so, It reduces the profit of the firm. 

In connection of the partnership firm: 

• It is provided to the partners only if it is mentioned in the partnership deed. 

• It is to be calculated on the Opening capital of the partners. 

• It is an appropriation of profit, therefore to be allowed only when there is sufficient profit in 

the firm. 

• It is justified when the partners contribute unequal amount of capital but share profits 

equally and when contributes equal amount of capital but profits sharing ratio is different. 

 

Note: When Opening Capital is not given in the question. It is to be calculated by using the following 

formula: 

Capital at the end                                   *** 

Add: Drawings                                         (+) 

Less: Additional Capital                          (-) 

Less: Profit/Add: Loss                         (-)/(+) 

Opening Capital                                     *** 

 

                                   LEGAL PROVISIONS REGARDING INTEREST ON CAPITAL 

 

Condition:1  

When there is no Partnership Deed  

Treatment: 

No partner is allowed to get interest on capital. 

 

Condition:2  

When partnership Deed allows interest on capital and it is to be treated as an appropriation of profit 

Treatment: 

1. In case of Loss: No interest will be allowed to the partners. 

2. In case, profit˃ Interest on capital: Full Interest on capital will be allowed 

3. In case, profit˂ Interest on capital: Interest on capital will be allowed in proportion to profit in 

the ratio of the amount of interest on capital. 

 

Condition:3  

When Interest on Capital is treated as a charge 

Treatment: 

Full interest on capital will be allowed to the partners irrespective to the amount of profit. 

 



                                                               INTEREST ON DRAWINGS 

The amount withdrawn by the partners for personal use is termed as drawings. It is the amount 

which withdrawn against profit. It is the temporary withdrawn made, which is to be returned by the 

partners with interest. 

Interest on drawings is the amount of interest paid by the partners, calculated with reference to the 

time period for which the money was withdrawn. 

➢ It is an income for the firm and hence is credited to the Profit and Loss Appropriation 

Account. 

➢ It is an expense to the partners, hence is debited to the Partner’s Capital Account. 
➢ Interest on drawing is charged from the partners, if it mentioned in the Partnership Deed. 

                                        METHODS OF CALCULATING INTEREST ON DRAWINGS 

1. When unequal amounts are withdrawn at different dates, there are two methods for calculating 

interest on drawings: 

a. Simple Method: Under this method, calculation of interest on drawings is done for the period, the 

amount has been utilized. 

Interest on Drawings = Amount of drawings × Rate/100 × No. of Months/12 

 

b. Product method: When unequal amounts are withdrawn at unequal interval of time, product 

method is also used for calculating interest on drawings. Under this method, first we calculate the 

period of each drawing. After that each drawing is multiplied with the period to get the product. 

Interest on drawings= Total of Products × Rate/100 × 1/12 

 

2. When equal amounts are withdrawn at regular/equal interval of time, interest on drawing can be 

calculated on the total of the amount drawn, for the average of the period applicable to the first and 

last instalment. 

Interest on Drawings= Total amount of drawings × Rate/ 100 × Average Period/12 

Average Period = (No. of months left after first drawings+ No. of months left after last drawings)/2 

Monthly Drawings 

a. When equal amounts are withdrawn in the beginning of every month throughout the year: 

Average period = (12+1)/2 = 6.5 months 

Interest on Drawings = Total of drawings × Rate/100 × 6.5/12 

 

b. When equal amounts are withdrawn at the end of every month throughout the year: 

Average period = (11+0)/2 = 5.5 months 

Interest on Drawings = Total of drawings × Rate/100 × 5.5/12 

 

c. When equal amounts are withdrawn in the middle of every month throughout the year: 

Average period = (11.5+0.5)/2 = 6 months 

Interest on Drawings = Total of drawings × Rate/100 × 6/12 

 

d. When equal amounts are withdrawn in the beginning of every month for 9 months: 

Average period = (9+1)/2 = 5 months 

Interest on Drawings = Total of drawings × Rate/100 × 5/12 

 

 



Quarterly Drawings: 

a. When equal amounts are withdrawn in the beginning of each quarter throughout the year: 

Average period = (12+3)/2 = 7.5 months 

Interest on Drawings = Total of drawings × Rate/100 × 7.5/12 

 

b. When equal amounts are withdrawn in the middle of each quarter throughout the year: 

Average period = (10.5+1.5)/2 = 6 months 

Interest on Drawings = Total of drawings × Rate/100 × 6/12 

 

c. When equal amounts are withdrawn at the end of each quarter throughout the year: 

Average period = (9+0)/2 = 4.5 months 

Interest on Drawings = Total of drawings × Rate/100 × 4.5/12 

 

When Date of withdrawal is not specified: 

Sometimes when date of drawing is not mentioned in the question. In such a case it is assumed that 

the amount is withdrawn evenly throughout the year and interest on drawings will be charged for 

the average period which is to be assumed as 6 months. 

Interest on drawings = Total of drawings × Rate/100 × 6/12 

 

                                                            PAST ADJUSTMENTS 

Sometimes after the final accounts have been prepared and the Partners Capital Accounts are 

closed, it is found that certain items have been omitted by mistake or have been wrongly treated. 

Such omissions/mistakes usually related to the: 

➢ Interest on Capital 

➢ Interest on drawings 

➢ Salary/ Commission to partners 

➢ Wrong profit distribution 

Where errors have been discovered after closing the accounts, then instead of altering the closed 

accounts, an adjustment entry for such errors or omissions is made in the beginning of the next year. 

For this purpose, Partner’s Capital Account will be debited with the amount, if it has been over-

credited and other Partner’s Capital Accounts will be credited with the amount, if it has been over-

debited. 

 

                                                                Table Showing Adjustments 

Particulars A B Total 

Amount which should have been recorded: 

Interest on capital  

Interest on drawings 

Salary/Commission  

Share of Profit 

                                          Total (a) 

 

Amount wrongly recorded         (b) 

 

Net Effect (a) – (b) 

 

(+) 

(-) 

(+) 

(+) 

 

(+) 

(-) 

(+) 

(+) 

 

(+) 

(-) 

(+) 

(+) 

*** *** *** 

   

*** ***  
 

 



 

Adjustment Journal Entry: 

Gaining Partner’s Capital A/c Dr. 
              To Sacrificing Partner’s Capital A/c  
 

 

                                                            GUARANTEE OF PROFIT TO A PARTNER 

Sometimes, a partner is given a guarantee of minimum amount of profit in respect of his share in 

profits of the business.  

 When the share of profit of the partner is less than that of guaranteed profit, then the 

partner would be paid the guaranteed share of profit. 

 The deficiency is borne by the partner or partners who have guaranteed the profit in an 

agreed ratio.  

 The guarantee may be provided by one or some or all of the partners in an existing ratio or in 

some other agreed ratio. 

 A partner to whom guarantee of minimum profit is given is called guaranteed partner. 

 The partner, who has given the guarantee is called guaranteeing partner.  

 

Different Conditions Regarding Guarantee of Profits: 

 Guarantee by the firm to a Partner 

 Guarantee by One Partner to Another Partner 

 Guarantee given by the Partner to the Firm 

 Simultaneous Guarantee by the Firm to the Partner and by the Partner to the Firm 

 

Accounting Treatment of Guarantee of Profit to a Partner 

1. In case the actual share is less than the guaranteed amount: 

Treatment: 

On distribution of profits as if there is no guarantee arrangement 

Profit and Loss Appropriation A/c Dr. 

                       To All Partner’s Capital A/c 

On charging deficiency to guaranteeing partners 

Guaranteeing partner’s Capital A/c Dr. 
                      Guaranteed Partner’s Capital A/c  
 

2. In case the actual share is more than the guaranteed amount 

Treatment: 

On distributing the profits as if there is no guarantee arrangement 

Profit and Loss Appropriation A/c Dr. 

                  To All Partner’s Capital A/c  
 

                                                      The above content has been prepared at home: MKR 

 

 

 


