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UNIT 1 : BILLS OF EXCHANGE AND PROMISSORY NOTES

BILLS OF EXCHNAGE

I
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1.1 BILLS OF EXCHANGE

It is general practice that when goods are sold or services are provided, the seller extends a credit period
to buyer. In sometimes, the seller may not be in a position to offer credit period and the purchase is not
in a position to pay immediately. In such circumstances the seller would like that the purchaser should
give a definite promise in writing to pay the amount of the goods on a certain date which he can use
to generate immediate funds. Commercial practice has developed to treat these written promises into
valuable instruments of credit that when a written promise is made in proper form and is properly
stamped, it is expected that the buyer discharges his debt and the seller receives payment. This is
because written promises are often accepted by banks and money is advanced against them. Also they
can be endorsed, i.e., passed on from person to person. The written promise is either in the form of a Bill
of Exchange orin the form of a promissory note.

A Bill of Exchange has been defined as an “instrument in writing containing an unconditional order
signed by the maker directing certain person to pay a certain sum of money only to or to the order of
a certain person or to the bearer of the instrument”. When such an order is accepted in writing on the face
ofthe order itself, it becomes a valid bill of exchange. Suppose A orders Bto pay 50,000 for three months
afterdate and B accepts this order by signing his name, then it will be a bill of exchange.

A Bill of Exchange has the following characteristics:
1. It must be in writing.
It must be dated.
It must contain an order to pay a certain sum of money.

The promise to pay must be unconditional.

The draft must be accepted for payment by the party to whom the order ismade.

2
3
4
5. The money must be payable to a definite person or to his order to the bearer.
6
7. It should be properly stamped.

8

Payment must be in legal currency of the country.

The party which makes the order is known as the drawer. The party which accepts the order is known as
the acceptor and the party to whom the amount has to be paid is known as the payee. The drawer and the
payee can be thesame.

A Bill of Exchange can be passed on to another person by endorsement. Endorsement on a bill of exchange
is made exactly as it is done in the case of a cheque. The primary liability on a bill of exchange is that of the
acceptor. If he does not pay, a holder can recover the amount from any of the previous endorsers or the
drawee.

Sometimes, it may happen that a bill of exchange is drawn for foreign trade operations. Such a bill is known
as “Foreign Bill of Exchange”. A foreign bill of exchange is one which is drawn in one country and is payable
in another. It is generally drawn up in triplicate wherein each copy is sent by separate post so that at least
one copy reaches the intended party. Payment will be made only on one of the copies and when such
payment is made the other copies become useless. Section 12 of the Negotiable Instruments Act provides
that all instruments, which are not inland instrument, are foreign.
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A specimen of foreign bill of exchange is given below

"11,50,000 New Delhi
July, 2016

Ninety days after date of this First Bill of Exchange (Second and Third of the same tenure and date
being unpaid) pay to the order of M/s. Vencent John & Associates, London the sum of Rupees Eleven
lakh Fifty thousand only, value received.

To,
Wallis Sons Accepted
M/s. IONX (Wallis Sons) Stamp
1

Birmingham, UK.

Drawee

The following are examples of foreign bills:

1.

2
3.
4

A bill drawn in India on a person resident outside India and made payable outside India.
A bill drawn outside India on a person resident outside India.
A bill drawn outside India and made payable in India.

A bill drawn outside India and made payable outside India.

1.2 PROMISSORY NOTES

A promissory note is an instrument in writing, not being a bank note or currency note containing an
unconditional undertaking signed by the maker to pay a certain sum of money only to or to the order of
a certain person. Under Section 31(2) of the Reserve Bank of India Act a promissory note cannot be made
payable to bearer.

A promissory note has the following characteristics:

1.
2.

w 0 N O P

It must be in writing.
It must contain a clear promise to pay. Mere acknowledgement of a debt is not a promissory note.

The promise to pay must be unconditional “l promise to pay 50,000 as soon as | can” is not an
unconditional promise.

The promiser or maker must sign the promissory note.

The maker must be a certain person.

The payee (the person to whom the payment is promised) must also be certain.

The sum payable must be certain. “I promise to pay 50,000 plus all fine” is not certain.
Payment must be in legal currency of the country.

It should not be made payable to the bearer.
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10. It should be properly stamped.
11. It does not require any acceptance.

Specimen of promissory note :

Specimen of a Promissory Note
" 10,00,000/- only Rohan
77, Sector-12, Ghaziabad
March 01, 2017

Three months after date | promise to pay Priya or his order the sum of = Ten lakh only, for value received.

Stamp
(Rohan)
i
Payee Maker
1.3 DIFFERENCES - BILL OF EXCHANGE AND PROMISSORY NOTE
Bill of Exchange Promissory Note
A bill contains an unconditional order to A promissory note contains only a promise to pay
pay certain sum of money
There are generally 3 parties (Drawer, There are 2 parties (Maker and Payee) in promissory
Drawee and Payee) in bill of exchange note
A bill is paid by Acceptor A promissory note is paid by maker
A bill is drawn by creditor A promissory note is made by debtor
The drawer and payee may be same In promissory note maker and payee can not be
person in case of bill of exchange same person
In a bill of exchange the liability of drawer is In a promissory note the liability of a maker is
secondary and conditional primary and absolute
A bill of exchange can be accepted A promissory note cannot be made conditionally
conditionally
In a bill of exchange, notice of dishonor Notice of dishonor is not required in case of
must be given promissory note

In case of dishonor, a bill of exchange must Noting and protest is not required in case of
be noted and protested dishonor of a promissory note.
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1.4 RECORD OF BILLS OF EXCHANGE AND PROMISSORY NOTES

A party which receives a Promissory Note or receives an accepted Bill of Exchange will treat it as a new asset
under the name of Bills receivable. A party which issues a Promissory Note or accepts a Bill of Exchange will
treat it as new liability under the heading of Bills Payable. We shall first deal with the entries in the books of
the party which receives promissory notes or bills. (When we talk of bills, we include promissory notes also).

On receipt of Bill, the payee makes the following entry in his books of accounts:
Bills Receivable Account Dr.
To Drawee/Maker of the note
(1) A accepts a Bill of exchange drawn on him by B. In the books of B the entry will be :
Bills Receivable Account Dr.
To A
(2) Asendsto Bthe acceptance of D. In this case also, the entry in the books of B will be :
Bills Receivable Account Dr.
To A
The person who receives the bill has three options. These are:

(i) He can hold the bill till maturity. (Naturally in this case no further entry is passed until the date of
maturity arrives).

(i) Thebillcanbeendorsedinfavour of another partysayZ. Inthis case, the entry will be to debit the party
which now receives the bill and to credit the Bills Receivable Account.

Z Dr.
To Bills Receivable Account

(iii) The Bill of Exchange can be discounted with bank. The bank will deduct a small sum of money as
discount and pay rest of the money.

Bank Account Dr. (with the amount actually received)
Discount Account Dr. (with the amount of loss or discount)
To Bills Receivable Account
On the date of maturity there will be two possibilities:

(a) The firstis that the bill will be paid, that is to say, met or honoured. The entries for this will depend upon
what was done to the bill during the period of maturity. If the bill was kept, the cash will be received by
the party which originally received the bill. In his books, therefore, the entry will be :

Cash Account Dr.
To Bills Receivable Account

But if he has already endorsed the bill in favour of his creditor or if the bill has been discounted with
the bank he will not get the amount; it will be the creditor or the bank which will receive the money.
Therefore, in these two cases, no entry will be made in the books of the party which originally received
the bill.
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(b) The second possibility is that the bill will be dishonoured, that is to say, the bill will not be paid. If the bill
is dishonoured, the bill becomes useless and the party from whom the bill was received will be liable to
pay the amount (and also the expenses incurred by the party).

Therefore, the following entries will be made :
1. If the bill was kept till maturity then:
Drawee / Maker of the note Dr.
To Bills Receivable Account
2. Ifthe bill was endorsed in favour of a creditor, the entry is :
Drawee / Maker of the note Dr.
To Bill payables
3. If the bill was discounted with the bank:
Drawee / Maker of the note Dr.
To Bank A/c

Thus, it will be seen that in case of dishonour, the party which gave the bill has to be debited (because he
has become liable to pay the amount). The credit entry is in Bills Receivable Account (if it was retained) or
the Creditor or the bank (if it was endorsed/discounted in theirfavour).

1.5 TERM OF ABILL

The term of bill of exchange may be of any duration. Usually the term does not exceed 90 days from the date
of the bill.

¢ When a bill is drawn after sight, the term of the bill begins to run from the date of ‘sighting’, i.e., when
the bill is accepted.

¢ Whenabill is drawn after date, the term of the bill begins to run from the date of drawing the bill.

1.6 EXPIRY / DUE DATE OF ABILL

The date on which the term of the bill terminates is called as ‘Expiry/Due Date of the bill’.

1.7 DAYS OF GRACE

Every instrument payable otherwise than on demand is entitled to three days of grace.

1.8 DATE OF MATURITY OFBILL

The date which comes after adding three days to the expiry/due date of a bill, is called the date of maturity.

The maturity of a promissory note or bill of exchange is the date at which it falls due. Every promissory note
or bill of exchange gets matured on the third day after the day on which it is expressed to be payable, except
when it is expressed to be payable:
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(i) ondemand,
(i) atsight, or

(iii) on presentment

BILLATSIGHT

Bill at Sight means the instruments in which no time for payment is mentioned. A cheque is always payable
on demand. A promissory note or bill of exchange is payable on demand-

(a) when no time for payment is specified, or

(b) when it is expressed to be payable on demand, or at sight or on presentment.
Notes:

(i) ‘Atsight’and ‘presentment’ means on demand.

(i) Aninstrument payable on demand may be presented for payment at any time.

(iii) Days of grace is not to added to calculate maturity for such types of bill.

BILL AFTER DATE

Bill after date means the instrument in which time for payment is mentioned. A promissory note or bill of
exchange is a time instrument when it is expressed to be payable-

(a) after a specified period.
(b) on a specificday
(c) aftersight

(d) onthe happening of event which is certain to happen

Notes:
(i)  The expression ‘after sight’ means-
(a) inapromissory note, after presentment for sight
(b) “in a bill of exchange, after acceptance or noting for non-acceptance or protest for non-acceptance.

(i) -Acheque cannotbe atime instrumentbecausethe cheque isalwayspayable ondemand. Thoughacheque
canbe postdated and which can be presented on oraftersuch date. Acheque has validity of 90 days fromits
date afterthat itbecomes void, normally termed as ‘Stale Cheque’as bank will not honour such cheque.
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HOW TO CALCULATE DUE DATE OF A BILL

The due date of each bill is calculated as follows:

Case Due Date
(a) When the bill is made payable on a specific | (a)  That specific date will be the due date.
date.
(b) When the bill is made payable at a stated (b) That date on which the term of the bill shall expire
number of months(s) after date. will be the duedate.

Note: The term shall expire on that day of the month
which corresponds with the day on which the
bill is dated. If the month in which the period
terminates has no corresponding day, the period
shall be deemed to expire on the last day of such a
month. For example a bill signed on January 31st
payable after 3 months will be due on April 30th.

(c) When the bill is made payable at a stated (c) Thatdatewhichcomesafteraddingstatednumber
number of days after date. of days to the date of bill, shall be the due date.

Note: The date of Bill is excluded.

(d) When the due date is a public holiday. (d) The preceding business day will be the due date.
(e) When the due date is an emergency/due (e) The next following day will be the date.
unforeseen holiday.

Note: The term of a Bill after sight commences from the date of acceptance of the bill whereas the term of
a Bill after date commences from the date of drawing of bill.

NOTING CHARGES

It is necessary that the fact of dishonour and the causes of dishonour should be established. If the acceptor
can prove that the bill was not properly presented to him for payment, he may escape liability. Therefore, if
there is dishonour, or fear of dishonour, the bill will be given to a public oflcial known as “Notary Public”.
These oflcials present the bill for payment and if the money is received, they will hand over the money to
the original party. But if the bill is dishonoured they will note the fact of dishonour, with the reasons and give
the bill back to their client. For this service they charge a small fee. This fee is known as noting charges. The
amount of noting charges is recoverable from the party which is responsible for dishonour.

Suppose X received from Y a bill for 1,000. On Maturity the bill is dishonoured and 10 is paid as noting
charges. The entry in this case will be

Y Dr. 1,010
To Bills Receivable Account 1,000
ToBank A/c 10
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Suppose X had endorsed this bill in favour of Z. In that case entry for dishonoured bill would have been
Y Dr. 1,010
ToZ 1,010

Thisis because Zwillclaim 1,010from Xand X has the right of recovering 1,010 fromY.Similarly, ifthe
bill has been discounted with a bank, entry will be :

Y Dr. 1,010
To Bank A/c 1,010

1.13 RENEWAL OF BILL

Sometimes the acceptor is unable to pay the amount and he himself moves that he should be given
extension of time and in consideration agrees to bear interest for the extended time period (calculated
from the date of renewal till the date of expected settlement). In such a case a new bill will be drawn and
the old bill will be cancelled. If this happens entries should be passed for cancellation of the old bill. This is
done exactly as already explained for dishonour. When the new bill is received entries for the receipt of the
bill will be repeated. The amount of the new bill may represent any of the following:

() Where the drawee pays nothing: Total of amount of original bill as well as the interest for the extended
time period.

(i) Where the drawee pays the interest amount at the time of renewal: Amount of the Original bill.

(iii) Where the drawee makes part payment of the original bill or interest amount or both: That part of total of
amount of original bill as well as the interest for the extended time period on unpaid amount.

1.14 RETIREMENT OF BILLS OF EXCHANGE & REBATE

We have seen that renewal of a bill of exchange is made when a person does not have suflcient fund to pay
for the bill of exchange on the due date and he requires a further period of credit. Many a time instances do
arise when the acceptor has spare funds much before the maturity date of the bill of exchange accepted
by him. In such circumstances he approaches the payee of the bill of exchange and asks him whether the
payee is prepared to accept cash before the maturity date. In such cases the acceptor gets a certain rebate
orinterestordiscountforpremature payment.The rebate becomestheincome oftheacceptorandexpense
of the payee. It is a consideration of premature payment.

1.15 INSOLVENCY

Insolvency of a person means that he is unable to pay his liabilities. This means that bills accepted by him
will be dishonoured. Therefore, when it is known that a person has become insolvent, entry for dishonour
of his acceptance must be passed. Later on, something may be received from his estate. When and if an
amount is received, cash account will be debited and the personal account of the debtor will be credited.
The remaining amount will be irrecoverable and, therefore, should be written ou as bad debt. The students
should be careful to calculate the amount actually received from an insolvent’s estate and amount to be
written ou only after preparing hisaccount.

In the books of drawee of the bill, the amount not ultimately paid by him due to insolvency, should be
credited to Deficiency Account.
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1.16 ACCOMMODATION BILLS

Bills of Exchange are usually drawn to facilitate trade transmission, that s, bills are meant to finance actual
purchase and sale of goods. But the mechanism of bill can be utilised to raise finance also. Suppose Boss
needsfinance forthree months. Inthat case he may persuade hisfriend Kapoortoaccept his draft. The bill of
exchange may then be taken by Boss to his bank and get it discounted there. Thus, Boss will be able to make
use of funds. When the three months period expires, Boss will send the requisite amount to Kapoorand
Kapoor will meet the bill. Thus, Boss is able to raise money for his use. If both Boss and Kapoor need money,
the same devise can be used. Either Boss accepts a bill of exchange or Kapoor does. In either case, the bill
will be discounted with the bank and the proceeds divided between the two parties according to mutual
agreement. The discounting charges must also be borne by the two parties in the same ratio in which the
proceeds are divided. On the due date the acceptor will receive from the other party his share. The bill will
then be met. When bills are used for such a purpose, they are known as accommodation bills.

However, it may so happen that the drawer is not able to remit the proceeds to drawee on the due date. In
such a case, the drawee may draw a bill on the drawer, and get it discounted with the bank to honour the
first bill. If the new drawer (drawee of the first bill) also remits some proceeds of the new bill to new drawee
(drawer of the first bill), then the proportion of discount to be borne by the new drawee will be based upon
the proceeds remitted as well as the benefit obtained by him on the first bill (i.e., by not paying the amount
due to the original drawee on due date).

Entries are passed in the books of two parties exactly in the way already pointed out for ordinary bills. The
only additional entry to be passed is for sending the remittance for one party to the other party and also
debiting the other party with the shared amount of discount.

1.17 BILLS OF COLLECTION

When a person receives a bill of exchange, he may decide to retain the bill till the date of maturity. But in
order to ensure safety, he may send it to bank with instructions that the bill should be retained till maturity
and should be realised on that date. This does not mean discounting because the bank will not credit the
client until the amount is actually realised. If the bill is sent to the bank with such instructions it is known as
“Bill sent for collection”.

Itis better to make a record of this also in books by passing following entry:

Bills for Collection Account Dr.

To Bills Receivable Account
When the amount is realised the entry will be

Bank Account Dr.

To Bills for Collection Account

When the amount is not honoured, the entry will be

Party (from whom the bill was received) Dr.

To Bills for collections A/c
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1.18 BILLS RECEIVABLE AND BILLS PAYABLE BOOKS

Bills receivable and bills payable books are journals (Day Books) to record in a chronological order the details
of bills receivable and bills payable. When large number of bill transactions take place in an organization, it
is convenient to maintain these books. Wherein any bill transaction takes place, the same is entered in the
Day Books in the first instance. Postings to individual Debtors or Creditors accounts are made from the Day
Books. Also totals of bills received or accepted are posted periodically to Bills Receivable Account and Bills
Payable Account respectively.

Bills receivable book and bills payable book are very useful for following up the status of outstanding bills.
When there are large number of bills and these bills fall due on diuerent dates, some of these bills may not
be honoured on maturity due to varied reasons. It is possible from these Day Books to trace the details of
the outstanding bills and to identify the reasons for not honouring the bills. Given below are forms of Day
Books for both bills receivable and bills payable:

Bills Receivable Book (Folio No . . %)

Date of | Voucher Party from whom | Acceptor | Date Due Place of Amt. L.F. Mode of Disposal
receipt No. Received of Bill Date Payment
Bills Payable Book (Folio No ....)
Date of Drawer Payee Date of Bill Due Date Place of Amt. | LF. | Mode of Disposal
Acceptance Payment
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