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iiil) Rs.2,00,000incurred indevelopinga new areafor tea plantation

iv) Rs. 600spent ontransportation of stock to new site

v) Rs. 20,000 spent on experimentinga new product which was not successful

vi) A sumdf Rs. 25,000spent on overhaulingthemachinery. It increased the life of

themachinery by threeyears
(Answer: i) capital ii) revenueiii) capital iv) deferred revenue v) deferred revenue
vi) capital

Note These questionswill helpyou to understand the unit better. Try te write
answersfor them. But, do not submit your answersto the University. Theseare

for your practiceonly. -
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7.0 OBJECTIVES

After studying this unit you will be ableto:

@ explain the purpose of preparing final accounts

# prepareatrial balance fromagivenlist of balances

@ prepare trading and profit and lossaccount

® preparebalance sheet

® preparemanufacturing account and calculate cost of goods produced
€ presentthe final accounts in vertical form.

7.1 INTRODUCTION

In Uit 6 you havelearnt about theconceptsswhich guidethe preparation of fing
accounts. Y ou know that the final accounts are primarily prepared for ascertainingthe
operational resultandt he financia positiond the business. They consist d (i) Profit
and Loss Account, and (ii) BalanceSheet. The Profit and L0SS Account reveal sthe
profitearned or | & incurred (operational result) during the accountingyear and the
BalanceSheet indicatesthe financial position as at the end of theyear. I n thisunit you

will learn about the basic framework of final accountsincludingther presentationin
vertical form. ) ‘

'Youknowfinad accountsar e prepared with the help of aTrial Balancewi ch showsall
theledger balancesasat theend d an accounting period. Generally, whenyou are
askedto prepare final accountsyou aregivenaproperly prepared Trial Balance and
you haveno difficulty inidentifyingtheitemsof i nconas, expenses, assets, and
liabilities. But , sometimesyou may not begiven aproper Trial Balance. Y ou nay
smply beasked to preparethe final accounts from thelist of closing balances

extracted from the books df somefirm. Insuchasituation, it wilt behelpful if you first

preparetheTrial Balanceandt hen the final accounts. Henceit isimportant that you
should know how to prepare! the Trial Bal ance fromagivenlist of balances.

' Normally when.a Trial Balance iSto be prepared, you havefull d-tails of ledger
accounts With you. You can easily ascertain whether aparticul ar account has adebit
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balanceor acredit balance, and preparetheTrial Balance without any difficulty. The
problem arises when you are given alist of balances but it isnot indicated whether the
account has a debit balance or a credit balance. Under such a situation you will have
todetermine thenature of each balance before you can prepare the Trial Balance. In
thisexercise your knowledged rulesof debit and credit will help you. For example
you know that incase of nominal accounts all expenses and losses are debited and all
incomesand gains arecredited. Similarly, you know the rules for real and personal
accounts according to which the account of assets like cash, machinery debtors, etc.
will show debit balances while accountslike capitdl, creditors, etc, will show credit
balances. FOr convenience however, afew guiddinesshould helpyou. They are

a) Al accounts Of expenses (including purchases) and losses will be debit balances.
b) All accounts of income (including sales) and gainswll be credit balances.

¢) All accounts of assets will be debit balances.

d) All accousnts of liabilitieswill be credit balances.

©) Capital Account will normally be acredit balance.

f) DrawingsAccount will beadebit balance.

However, the problemmay arise Wth regard to some item like rent, discount,
commisson and interest asthey can beexpensesaswell asinconies. Insuch cases, the
natureof the balanceisusudly indicated by meationing (Dr.) @ (Cs.) against each
item, or the word 'received’ or 'paid' is written after each item. This helps youto treat
the item correctly. But, if thereisonly oneitem for which no such indication isgiven
youcan proceed with the preparationd Trial Balanceand wor k out the totals of both
thecol ums. Y ou will find that the total of one cotumn will be less than the other. This
naarns that the unidentified hal ance pertainsto the column which is short. For
example, hereisanitem d conmissi on o Rs. 300 appearing in the list of balances
andit is notindicated whether it ispaid or received. When yoy prepare the Trid

Bdl ance you will find that the debit total isshort by Rs. 300. This would mean that the
Commission Account has adebit balance. Nowif youshowit assuch in the Trial
Balance, it willtdly.

Look at lllustration1 and see how the Trial Balanice hasbeen prepared from agiven
list of balances where the naturedf each balance has not been indicated.

iustration 1

Preparea Trial Baancefrom thefollowing balancesextracted from the books of
Sudhakar as on March 31, 1987.

~ Rs. Rs.
Opening Stock . 40,980 Drawings 10,000
Purchases 4,10,000 Wages 7,300
Sales 4,29,000  Salaries 11,000
Purchases Returns 1,250 OQutsianding Expenses 1,000
Sales Returns 2,500  Prepaid Expenses 150
Carriage Inwards 1,500 Postage %0
Carriage Outwerds ' . 2,50 Discount Reseived 315
Bank Overdraft 21,000 Discount Allowed 1,000
Cas{: 4,600 Bad Debts 750
Capital 1,27,750  Sundry Debtors 1,00,000
Sundry Creditors . 37,500 Interest 3,500
Loans 41,375 Interest Received 300
Investments ] 10,000 Provision for Bad Debts 1,750
Accrued Income " 600 - Fumiture & Fixture 7,500

Machinery 47,500
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Solution:
Tria} Balance of Sudhakar as on March 31, 1987
Particulars Dr. Cr.
Balances Balances
, Rs., Rs.
Opening Stock 40,000
Purchases 4,10,000
Sales 4,29,000
PurchasesReturns 1,250
SalesReturns 2,500 ,
Carriagelnwards 1,500
CarriageQut war ds 2,500
Bank Overdraft 21,000
Cash 4,000
Capita 1,27,750
Sundry Creditors 37,500
Loans 41,375
I nvetments 10,000 ‘
Accrued |ncome 600
Machinery 47,500
Drawings 10,000
Wages 7,300
Salaries 11,000
Outganding Expenses 1,060
Prepaid Expenses 750
Postage 900
Discount Received 375
Discount Allowed 1,000
Bed Debts 750
Sundry Debtors 1,060,000
Interest 3,500
Interest Received 300
Provision for Bad
Debts ; 1,750
Furniture & Fixture 7,500
Total * 6,61,300 6,61,300

Inlllustration 1.theTrid Balancehastalied i.e, thetotal of debit balancescolumnis
equal tothetotal of credit balancescolumn. Thiswould mean that each balance has
been enteredin theappropriate amount column of the Trial Balance. This isnot
adwaystrue. It isquite possiblethat even whenthe Trial Balancehastallied, some

ba ancesmay not have been entered in the correct columns. Look at Illustration 2.
Youwill find that the Trial Balance hastallied (the totalsdf both Dr. balancesand Cr.
bdancesisthesamei.e., Rs. 91,650 but there are a number of itemswhich have been
shownin thewrong columns. For example, bank overdraft whichshould have been
shownin the Cr. balancescolumn has been includedin the Dr. balancescolumnand
Furniturewhich should haveappearedin Dr. baancescolumn has been shownin the
Cr. baancescolumn. So, the Trid Balance has been rewritten and dl itemsshown
correctly. Such situationariseson account of thecompensatingeffect of theerrors

whichisvery rare.
[lustration2

An inexperienced accountant providesyou with thefollowing Trial Balance. In case

youfind it to beincorrect prepare it again so asto removeitsdefects.
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Triai Balance as on June 38, 1987

Br. Cr.
Name of Account L.F. Balances Balances
Rs. Fs.
Stock (Opening) 10,500
Buildings 31,500
Bills Payable 1,800
Bank Overdraft 1,500
Capital 45,000
Furniture 12,600
Discount Allowed 50
Sdles 39,000
Loan from Suresh ‘ 2,400
Carriage Inwards 270
BillsReceivable 3,060
Purchases 24,000
Salaries 3,300
Investments 3,000
Interest on Investments 1,650
Returns Inwards X0
Returns Outwards 300
Insurance Premium 360
Interest on Loan 30
Advertisement 1,200
Drawings 1,500
Total - 91,650 91,650
Solution:
‘ Revised Trial Balunce as on June 30, 1987
£ : . Dr. Cr, !
Lo Name of Account ) L.F. Balances Balances
_ Rs. " Rs,
Stock (opening) ‘ _ 10,500
Buildings o 31,500
Bills Payable 1,800
Bank Overdraft 1,500
Capital 45,000
Furniture ‘ 12,000
Discount Allowed ‘ 1 %0
Sales 39,000
Loan from Suresh 2,460
Carriage Inwards 270
Bills Receivable 3,000
Purchases - 24,000
Salaries ‘ 3,300
Investments - 3,000
Interest on Investments . ) 1,650
Returns Inwards ‘ 900
Returns Outwards ) 300
Insurance Premium , v 360
Interest on Loan 30
Advertisement 1,200
Drawings 1500
Total 91,650 91,650
Check Your Progress A T
Mention against each item whether it will generally showadebit balance or a credit
balance.
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Items Nature d Balance

Debit or Credit
i) SalesReturns e,
ijy Carriagelnwads L ber e
iii) CarriageOutwards e
iv) Capital s e
V) Losshyfire e
vi) Overdraft et e
vii) Drawings < e s s
viii) ReturnsOutwards NP
ix) BillsReceivable e brereeerrer e ea
x) Goodwill TP
xi) RentPad

xii) CommissonReceivedin Advance e eeeeee e

7.3 TRADING AND PROFIT AND LOSS ACCOUNT

You know the Profitand LossAccount is prepared for ascertaining the profit or lossof
the business. Thisisworked out in two stages. In the first stage wework out the gross
profit or.gross lossand in the second stage, the net profit or net loss. Hence, theprofit
and Loss Account isdivided into two sections, Thefirst sectioniscaled Trading

: Account. It revealsthe gross profit or grossloss. Thesecond sectioniscalled Profit

and Loss Account which showsthe net profit or netloss.

7.3.1 Trading Account

Asstated above, the Trading Account is prepared for ascertainingthe grossprofit or
grossloss. Thegrossprofit is defined asthe excess of salesrevenueover cost of goods
sold, Thiscan be presentedin theform of an equation asfollows.

GrossProfit=Net Sales= Cost of Goodssold
Wherei) Net Sales=Total sales—SalesReturns
ii) Cost d GoodsSold=Openingstock + Net Purchases
+ Direct Expenses— Closing stock

You know the terms'Opening Stock' and 'Closing Stock’ refer to thevalue of unsold
goodsasat the beginning of theyear and at the end of the year respectively. Such
stock may asoinclude the semi-finishedgoods and raw materials. In order toarrive at
thecost o goodssold the openingstock isadded to the net purchaseswhilethe
dosingstock isdeducted. The term'Direct Expenses refer to thoseexpenseswhich
areincurred onthe goodspurchasedtill they arebrought to the placedf businessfor
sale. Theseincludeexpensessuch asfreight, insurance, import duty, dock dues,
clearingcharges, octroi duty, carriage, cartage, etc. The administrativeexpenses,
sling and distribution expenses, interest paid, etc. aretermed asindirect expenses
and, therefore, areexcludedfrom thecost of goodssold.

" Look at Illustrations3 and 4 and study how Cost of Goods Sold and the Gross Profit
- are-computed. -
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Hlustration 3

Thefollowingfigures have been extracted from the booksdf a firm. Calculatethe
Cost of GoodsSold.

Rs.
Stock ason 1.1 1987 1,00,000
Purchasesfor 1987 15,00,000
PurchasesReturns 40,000
Carriage Inwards 20,000
Octroi 80,000
Freight 15,000
Stock ason 31.12.87 1,70,000
Solution:
Opening Stock 1,00,000
Add Net Purchases
(PurchasesRs. 15,00,000
PurchasesReturns Rs. 40,000) 14,60,000
Carriage Inwards 20,000
Octroi 80,000
Freight 15,000
i 16,75,000
LessClosing Stock -~ 1,70,000
,Cost of GoodsSold 15 05,000
Illustration 4

OnJanuary 1,1987 afirm had stock of goodsvaued at Rs. 20,000. During the year
thefollowing transactionstook place.

Rs.
Sales 5’007000
Purchases 3,00,000
Carriage Inwards 3,000
Freight Inwards 5,000
SdlesReturns 10,000
Clearing charges 22,000
Purchases Returns 5,000
Theclosingstock of goods on December 31,1987 isRs. 40,000.
Solution:
Rs. Rs.
Sales 5,060,000
LessSales Returns 10,000
Net Sales 4,90,000
LessCost d Goods Sold: ' '
Opening Stock 20,000
Add Purchases 3,00,000
3,20,000 ‘
LessPurchasesReturns : 5,000 s
3,15,000
Add Carriagelnwards 3,000
Freight Inwards 5,000
ClearingCharges 22,000
3,453,000 -
Less. Closing.Stock 40,000 3,05,000
Gross Profit 1,85,000



Form of Trading Account: The Equation for Gross Profit isaso known as Trading Final Accovnts I
Account Equation. Thisequation forms the basisof preparing the Trading Account.
The Trading Account, likeany other account in the ledger, hastwo sides—debit and
credit. The opening stock, purchases (less returns) and all direct expensesareshown
on thedebit side of the Trading Account whilesales (lessreturns) and the closing
stock on the credit side. The grossprofit appearsas thelast item on the debit side
which, infact isthe excessof thetotal of credit sideover thetotal of debit side. If
however, thetotal o the debit side exceedsthetotal of the credit side, it will be
treated asgrossloss. Thisisshown asthelast item on the debit sideof the Trading
Account. The grossprofit/gross |oss thusworked out istransferred to the Profit and
Loss Account. Look at the Figure 7.1 for theform of Trading Account.

Figure 7.1
Form of Trading Account
Trading AccoUNt Of viveereeanes
(Day, Month end Year)

Dr. Cr.
Particulars h u n t | Amount | Particulars Amount | Amount
Rs. Rs. Rs. Rs.
ToOpening Stock ... | By Sdles
ToPurchasss o Less Sales
L essPurchasss Returns
Returns e e
_ ... | By Closng
ToDirect Expenses Sock
(speci fy individually)
ToGrossPrdfit
(tranderredto Profit
and Loss Account)

Based onthe data’given in lllustration 4, the Tradi ng Account will be prepared as

follows.
.
Trading Account Of s eeunnnnns
for the year ending December 31, 1987
Dr. a Ccr.
Particulars Amount Particulars ' Amount
[]
Rs. Rs.
To Opening Stock 20,000 | BySales - 5,00,000
ToPurchass 3.00,000 Less Retumns 10,000
Less Returns 5,000 ' 4,90,000
. 2,95,000
To Carriage Inwards ‘ : 3,000 | By Closing Stock ' - 40,000
ToFraght 5,000 N i
ToClearing Charges 22,000
ToGrosPrdfit 1,85,000
(tranderredto
(P&E Alc)
5,30,0“) . - ' 5,30,m0
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Some I mportant Points ‘

1 Purchases: Thisitem refersto thegoodspu chased for resale and includes both eash
and credit purchases. The purchasesaf assetswhich aremeant for permanent usein -
businesssuch as machinery furniture, etc., are not included in the purchases,

The amount taken to Trading Account will be the net amount of purchases (after
deducting purchase returns/returns outwards.) If the proprietor has taken away some
goods from the business for his persond U, the same should also be deducted
from the totd purchases.

2 Sales: It includesboth cash and credit salesof goodsand refersto the net amount of
sales (after deductingsaesreturns-returnsinwards). Salesof old furniture, car,
machinery, etc. are not includedin thesales. Similarly, salesof old newspapersetc.
areasoexcludedfrom sales. Such items are shown as miscellaneousincome in the
Profit and Loss Account.

3 Wages Wagesare usualy treated asadirect expense and so shown in theTrading
Account. Thedifficulty ariseswhen wagesare clubbed with salaries (an indirect
expense) and the Tria Balanceincludesasingleamount for 'Wages and Salaries.
In such asituation, the amount may be shown in the Trading Account. Itis based on
the assumptionthat the itemincludesthe salariesof thesupervisory staff in the

* factory itself. But, if theitemin the Trial Balancereads'Salaries and Wages it will
be taken to the Profit and Loss Account on the assumption that theitem includes
wagesd theofficestaff only. It should be noted that wagespaid in connection with
the purchasesdf fixed assetsor the constructionof building should not be charged
to Trading Account. They areto beincludedin the cost o theconcerned fixed
asset. Thereisanother important aspect in relation to wageswhich rnust be
clarified. If aManufacturing Account isprepared the wages paid to thefactory
labour isdebited to Manufacturing Account about which you will learn | ater in this
unit.

4 Freight, Carriageand Cartage: When paidin connection with purchases of goods,

they areshownin theTrading Account. Suchfreight and carriage are also termed as
'Freight Inwards and'Carriage Inwards' respectively. 'Freight Outwards and
'Carriage Outwards relate to salesand therefore taken to thedebit of Profit and
LossAccount,

5 Royalties: Royaltiesrefer to the payments madefor theused copyright or a
patent. The amount of royalty isgenerally based on the quantity produced. It s,
therefore, treated asa direct expenseand charged to Trading Account. But if itis
calculated on the basisof quantity sold asin caseof books, it isshownin the Profit
and LossAccount. Royaltiesarealso pad to the Government for extraction of
mineralssuch ascoal, diamond, gold, etc. Thesearecharged to the Profit and Loss
Account d the miningcompanies, Y ou will learn about the accounting of such
royaltieslater under aseparate course.

7.3.2 Profit and LossAccount

After ascertaining the gross profit by preparing the Trading Account, the businessman

proceeds to prepare the Profit and Loss Account inorder to work out the net

profit/net [0ss. You know thenet profit istheexcessof grossprofit and other incomes
over theindirect expensesand | osses. So, while preparing the Profit and Loss Account
we show gross profit and other incomessuch asrent received, discount received,
commission received, interest and dividends etc. on thecredit side, and all indirect
expenses and losseson thedebit side. Indirect expensesinclude all administrative,
selling and distribution expensessuch assalaries, rent and taxes,-postage and
stationery, insurance, depreciation, interest paid, officelighting, advertising, packing
carriage outwards, etc., whilelossesrefer toitemslikelossby fire, loss by theft etc.
The difference betweenthe twosidesdf the Profit aiid L oss Account represerit either
thenet profitor netloss. If thetotal d thecredit sideishigher than the total of the
debit side, the differenceiscalled net profitand if the debit side total exceedsthe
creditside total, thedifferenceiscaled net loss. The net profit/net |0ss belongsto the



proprietor and it istherefore transferred to hisCapital Account. Look at figure7.2. It
shows variousexpenses. losses, incomes, etc. which usualy appear in the Profit and
Loss Account.

Figure 7.2
Profit and Loss ACCOUNtuassunsnnssssss
for the period endedssssssssnssnnss

Dr. ' Cr.
Particulars Amount | Particulars Amount
Rs. . Rs.
To Gross Loss, if any, By Gross Profit
(transferred from (transferred from
Trading Account) Trading Account)
To Sdaries By Interest Received
To Rent, Ratesand Taxes By Diccount Received
To Postage and Telegrams By Rent Received
To Telephone Charges By Commission Received
To Printing and Stationery By Dividend Received
To Lega Expenses By Other Incomesand Gains
To Insurance By Net Loss
To Office Lighting (transferred to
To Bad Debts Capital Account)
Fo Depreciation
To Advertisng

To Travelling Expenses

To Carriage Outwards

To Trade Expenses

To Discount Allowed

To Interest Paid ,

To Repairs and Renewals

To Loss by Fire

To Loss by Theft

To Other Expenses and

Losses,if any

To Net Profit
(transferred to
Capital Account)

Notes
1 The headingfor the Profit and Loss Account, asin the casedf the Trading Account, indicates the name of
the business or proprietor and the period for which it is being prepared.

2 Inadditionto theitemsshownin the above form, there are certain itemssuch asdepreciation, bad debts,
provisonfor doubtful debts, interest on capital, interest on drawings, etc., which appear in the Profit and
Loss Account as a result d the adjustment entries. We shall discuss them in Unit 8.

Some Important Points

1 Rent, Rates and Taxes: These are charges|levied by the municipa bodieson the
house property. It isacommon item of indirect expensesdebited to the Profit and
Loss Account.

2 Insurance: Generally, assets are insured to cover the risk of loss, say, by fire.
Premium paid to the insurance company should be treated as a business expense.
When assets such as factory building, factory machinery, etc. are insured, the
insurance premium should be debited to Trading Account. If on the other hand, the
premiumispaidfor insuranceof assetsin the office building, dficefurniture, etc., it
should be charged to Profit and Loss Account.

3 Bad 1 s Bad debts denote the amount which could-not be recovered from the
debtorsto whom the goods were sold on credit. It is a‘loss and SO debited to the
Profit and Loss Account. You will learn mare about their treatment in Unit 8. .

4 Depreciation; Depreciation means decrease in the, value of ﬁxed assets due to
normal wear and tear. You. know that every fixed asset such as méachinery,
fumiture, vehicle, etc. depreciatesin val ue on.account of itsconstant use. Such

Final Accounts §
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reductionin their valueisaloss to the businessand so charged to the Profit and Loss
Account. |f, however, aManufacturing Account is ako prepared, depreciation on
machinery and factory building is charged to the Maaufacturing Account, w |Ie
depreciation on office building, office furniture, officeequipment, etc. is

theProfit and Loss Account.

§ Trade Expenses This item represents various small expenses incurred in the
busness. They are aso called General Expesmses, Sundry Expenses or
miscellaneousExpenses.

6 Packing: Thecostd packing materials such aspolythene bags, wrappingmaterials,
etc. for ddivery is a distribution expense and hence charged to Profit and Loss
Account. Where packingis essentid to make the productsfit for sale, in the market
as in the case of cigarettes, biscuits, medicines, oil, etc. itiscalled ‘packaging’ and
such expenditure is charged to the Trading Account.

7 Samples: Generdly, samples df goods are distributed free of charge to increase
sdes. Thecost of such samplesshould betreated as asellingexpenseandso debited
to Profit and Loss Account.

8 Income Tax: It is the tax payable by a person on his income. |n the case of asole

trading concern, the tax paid by the proprietor on the profits o the business is
treated as a personal expense. Hence, it should be added to drawings or directly

deducted fram capitdl.

Tustration §

PrepareProfitand Loss Account from the following balancesextracted from the
booksd abusinessfor theyear 1987.

Rs.
Gross Profit 1,85,000
Saries 20,000
Rent and Rates 5,000
Stationery 1,000
Postage 500
Insurance 2,000
Repairs 1,500
Depreciation 5000
Advertisement 5000 .
Discount (Dr.) 500
QGonma ssi on of
Sdesmen 5,000
Bad Debts 2,000 .
Loss by Hre 2,000
;nterest o)
nvestments 2
Profit On sale of 00
Investments 2,000



Solution:
Roflt and Loss Account of... sauvssas
tor the year ending December 31, 1987
Dr. Cr.
Particulars Amount | Particulars Amount
. Rs. Rs.
ToSdaries 20,000 | By Gross Profit 1,85,000
To Rent and Rates 5,000 (transferred from
ToStationery 1,000 Trading Alc)
ToPostage 500 | By Interest on Investments 2,500
Tolnsurance 2,000 | By Profiton
To Repairs 1,500 Sdedf Investments 2,000
To Depreciation 5,000
To Advertisement 5,000
To Discount 500
To Commission to Salesmen 5,000
ToBad Debts 2,000
ToLosshy fire 2,000
To Net Profit
(transferredto
Capital Account) 1.40,009
1,89,500 1,89,500

In Practice the Trading Account and the Profit and Loss Account are combined and
oneaccount called 'Trading and Profit and Loss Account' isprepared. Thisaccount is
divided into two parts. Thefirst part showsthe Gross Profit and thesecond part shows

the Net Profit.

Look at Illustration 6and see how combined Trading and Profit and Loss Account will

be prepared.

[llustration6

From thefollowingfiguresprepare Trading and Profitand LossAccount of Lakshmi

& Co. for the year ended December 31, 1987.

Stock on January 1,1987
Purchases

Commission Received
Rent, Rates and Taxes
Sdaries& Wages

Sdles

ReturnsInwards

Returns Outwards
Sundry Expenses

Bank Charges

Discount Received
Carriageon Purchases
Discount Allowed
Carriageon Sales
Lightingand Heating
Postage

Incomefrom Investments
Commission Paid ‘
Interest paid on a bank loan

The stock .on December 31,1987 was valued at Rs. 26,000

Rs.
40,000
98,000
650
8,600
12,000
1,62,100
2,400
3,000
2,500
50

750

2,000
530
1,700
2,200
300
500
1,000
550

Final Accountsk

27




Final Accounts

Solution:

Trading and Profit & Loss Account of Lakshmi & Co.
for the year ended December 31, 1987

D. cr.
Particulars Amount | Particulars Amount
. .Rs. Rs.
To Opening Stock 40,000 | By Sales 1,62,100 '
To Purchases - 98,000 Less Returns 2,400
Less Returns 3,000 :
_— 95,000 L —— 1,59,700
To Carriage on By Closing Stock 26,000
Purchase 2,000 '
To Gross Rdit ¢/d 48,700
1,85,700 1,85,700
To Rent, Rates and Taxes 8,600 | By Gross Profit b/d 48,700
To Saaries & Wages 12,000 | By Commission Received 650
To Sundry Expenses 2,500 | By Discount reccived - 750
To Bank Charges 50 | By Income from Investments [ 500
To Discount Allowed 530
To Carriage on Sales 1,700
To Post age 300
To Commission Pai d 1,000
To Interest paid on
bank loan 550
To Lighting & Heating 2,200
To Net Profit 21,170
50,600 . - 50,600

7.3.3 Closing Entries

Youlearntin Unit 2 that al nominal accountswhich represent itemsaf expensesand
incomesareclosed at theend o the accounting year by transfer to either the Trading
Account or the Profit and Loss Account. The journd entriespassed for such transfer
arecalled cdlogngentries. Y ou also know that accountsrelating to expensesand losses
aways show debit balanceswhile those representing incomesshow credit balances. In
order to closean account which showsadebit balanceand isto be transferred to the
Trading Account we credit ihe account concerned with an amount equal toitsbalance
and debit the Trading Account.For example, the Carriage Inwards AccountShowsa
debit balanced Rs. 6,000. Theclosingentry for thiswill be asfollows:

Rs. Rs.
TradingA/c Dr. 6,000
To CarriagelnwardsA/e 6,000

Similarly, an account whichshowsacredit balance, will be closed by debitingit with
an amount equal to the balanceand crediting theTrading Account or Profit and Loss
Account, asthe casemay be. The closingentriesare passedin the Journal Proper and
itisnecessary to passsuch entriesfor preparing the Tradingand Profit and Loss
Account. Theentriesrequired for theitems.which areto betransferred to the Trading
Account are asfollows:

1 Trading Account Dr.
To Stock Account (opening)
To Purchases Account
ToSalesReturnsAccount
To Direct ExpensesAccounts
(to becredited individualy)

2 SadesAccount Dr.
PurchasesReturns Account Dr.
Stock Account (closing) Dr.

ToTrading Account



3 Trading Account Dr.
To Profitand Loss Account
(For grossprofit)

Note If thereisgrossloss, the closing entry will be just the reverseof the above.

When theclosing entry is passedfor grossprofit or grosslossthe Trading Account
standsclosed. Theentries required for itemsto betransferredto the Profit and

L ossAccount areasfollows:;

1 Profitand Loss Account Dr.
To Expenses/Losses Accounts

(to becredited individually)

2 Incomes/Gains Accounts Dr.
(to bedebitedindividually)
To Profitand LossAccount

3 Profit and Loss Account Dr.

To Capital Account
(for Net Profit)

Note: If thereisnet loss, the closing entry will be just the reversed the above.

L et ussee how closing entriesfor theitems givenin Illustration 4 will be passed. These

areasfollows:
JOURNAL
Dae Particulars L.F. Dr. Cr.
Amount Amount
Rs. Rs,
1987
Dec3l | TradingA/e Dr. 1,42,400
To Opening Stock A/c 40,000
ToPurchase A/c 98,000
To SdesReturns A/e 2,400
To Carriagelnwards Afc 2,000
(Beingclosing Entry)
v 31 | SdesAlke Dr. 1,62,100
PurchasesReturns A/c Dr. 3,000
ToTrading A/c Dr. ! 1.91.160
(Beingclosing entry) o
" 31 | TradingA/c Dr. 48,700
To Profitand LossA/c
(Beingtransfer of 48,700
gross profit)
31 | Profitand LossA/e Dr. 29,430 .
ToRent, Rates& Taxes Alc 8,600
To'Salaries & WagesA/c * 12,000
ToSundry ExpensesA/c 2,500
| To Bank ChargesA/c 50
To Discount Allowed A/c 530
To CarriageOutwardsA/e 1,700
To PostageA/c 300
To Commissionpaid A/c 1,000
TolInterest paid A/e 550
ToLighting& Heating A/c 2,200
(Beingclosiag entry)
* 31 | Commisson Received Ale Dr. 650
Discount Received A/c Dr. 730
Incomefrom Inv. A/e ‘Dr 1,500
ToProfitand LossA/c 2,900
(Beingclosingentry)
" 31 | Profitand LossA/c Dr, 21,170
To Capitd Alc 21,170
. ‘(ﬁsing.tmsfemf’ net profit)
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Check Your Progress B
1 Distinguishbetween Direct and I ndirect Expenses.
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3 Statewhether thefollowingstatementsare True or False. \

i) Thegrossprofitisthedifference
of total sdesand Credit SAES. .o vicmirinmniir et

ii) Direct expenses are thoseexpenses
 which aredirectly attributableto purchaseof
QOOAS FOr FESAIE. + v+ vvtvveninieis i e

iii) Stockisvaued at cost or market
PriceWhIiChever ISIOWET.. v
iv) Thehet profit isthe excessof
. grossprofit and other incomesover the
indirect expenseS and 0SSES.. cvvvvvviiiiinini i
v) Incometax paidin cased aproprietory
concernischarged toProfitand LOSSACCOUNL.. <+« cvvvriverrinirmnrrsmmeeiiniin

vi) Trade Expenses are charged to Trading ACCOUNL.....vvvvrerviesvireenirecneearenn.

4 All intheblanks;

i) Carriage Outwardsis an exampleof -+ ..o voriiiiiiince expenses.

ii) *Cost of goods sold isequal toopeningstock plus................ less

iti) Cod of samplesdistributedfreed costare

. treated gser e, S SR PPIIY EXPEenses.

iv) All direct expenses are debited t0. ... .......oceerriveerierreronreiennenians Account;

v) Losson Account of theftiS:....oooooovevvvnverrrerrvrinnnnns, STV TP to Profit,
and LossAccount.

vi) Wages and salaries are chargea t0. -« vovrveieiieriiiinieiirereienreen

5 Ascertain the-cost of goods sold fromthefollowingdata:

Direct Expenses 8.000
Opening Stock 12.000
Purchases 80,000
Interest Paid 500
Closng Stock 10.000




7.4 BALANCE SHEET

After ascertainingthe net profit or net loss by preparing the Trading and Profit and
Loss Account, thefina step in preparingfinal accountsis the preparation of Balance
Sheet. The purpose of Balance Sheet isto ascertainthefinancid positionof a business
i.e., to know wha the businessowesand what it ownson acertain date. Henceit
showsadl assetsand liabilitiesof the busnessasat theend of the accountingyear.

You know that final accountsare preparedfrom theTrial Balance. All itemsof
expenseand incomeappearingin Trial Baancearetransferred to the Trading and
Profitand Loss Account. The remaining itemswhich represent the balancesof
personal and real accountsare shownin the Balance Sheet. Theaccountsshowing
debit balancesrepresent assetsand thoseshowing credit balancesrepresent liabilities.

Look at figure7.3and notehow variousassetsand liabilitiesappear in theBaance
Sheet.

Figure 7.3
Balance Sheet of .........
880N ....iinnns
Liabilities Amount | Assets Amount
Current Liabilities Rs, | CurrentAssets Rs,
Bank Overdraft ; Cashin hand .
Bills Payable Bills Receivable
undry Creditors Cash at bank
Sundry Debtors
Closing Stock
Longterm Liabilities .
10 1 Invesments | esererncrisnesacns
Mortgages | aeeseeesnens Fixed Assets
Capital Vehicles
Balance @ ... Furniture
Add Net Plant & Machincry
Prait Land & Buildings
Less Goodwill | eeeeereen
Drawings  cooon e !

Y ou should know that the Balance Sheet is prepared to ascertain thefinancial position
a aparticularpoint d timeand not for aperiod. Hencethe heading o theBalance
Sheet will dwaysread 'Balance Sheetason ... . " (usudly last dated theaccounting
year).

The total d assetsshould awayshbeequal tothetotal of liabilities. You learnt about
thisequality in Unit 1. If however, they do not tally, it would mean that someerrors
have been committed while preparingthefina accounts. Y ou must recheck the
treatment d &l itemsincluding the arithmetical aspect, and make thecorrections
where necessary so that the BalanceSheet tdllies.

fssats: Theterm ‘assets denote the economicresources(property) d the business
andincludesall current and fixed assets. Y ou know current assetsarethoseassets
which areLikey to berealisedwithinaperiod of oneyear (or duringthe normal
operatingcyde) and includescash, stock, debtors, billsreceivable, short-term
investments, etc. Thefixed assets, on theother hand, arethoseassetswhich are
aquiredfor usein the businessover along period. They may betangiblelike
machinheryand funiture, ot intangible like goodwill, patents, etc. The assetsaso
includecertain expensesand | osseswhich have not been written off in full. Examples
of suchexpensesare: formation expenses, expensesincurredonissuedf sharesand
debentures, unwrittenamount of expenditure on advertising, etc. Theseare shown as
thelastitem under ‘Assets’ in the Balance Sheet.

Liabilities: The term'licbilities denoteallcla msagaing theassetsd the business
whether thosed theoutsiders(creditors) or thosed theownersd the business. The
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outsider's damsmay be sub-dividedinto (i) current liabilities, and!(ii} long-term._
liabilities. Theseare shown separately in the Balance Sheet (seefigure7.3). The
current liabilitiesare thoseobligation which arelikely to be met within one year (or
during the norma operatingcycle). Thelong-termliabilitiesrefer toitem likeloans
which are not to be paid in the near future. Theowner's claimisshown ascapital after
adjustingit with theamount of net profit and drawingsduring the year.

Look at Illustration7 and see how Balance Sheet is prepared from given list of
balances.

Miustration 7

From thefollowing bal ancesextracted from the booksof Deepak Brothers, prepare
BalanceSheet ason December 31,1987.

Rs. Rs.
Capital 12,00,000 BillsPayable 40,000
Net Prdfit for 1987 6,00,000 Debtors 2,50,000
Land & Buildings 7,00,000 BillsReceivable 50,000
Loan 1,60,000
Plant & Machinery
(after depreciation) 4,00,000 Cachin hand < 60,000
Bank Overdraft 20,000
Furniture
(after depreciation) 50,000 LooseTools 50,000
Investment 3,50,000 Goodwill 1,00,000
Creditors 2,00,000
TradeMarks 25,000 Closng Stock 1,85,000
Solution:

Balance Shest of Deepak Brothers as on Decamber 31, 1987

Liabilities Amount Assets Amount

Current Liabllities Rs. | Current Assets: Rs.

Bank Overdraft 20,000 | Cash in hand 60,000

Bills Payable 40,000 [ Bills Receivable 50,000

Sundry Creditors 2,00,000 |  Sundry Debtors 2,50,000

Stock in hand 1,85,000

Long-Term Labilities Investments 3,50,000
Loan 1,60,000 ‘

Capital: . Fixed Assets

Balance as on ‘ Loose Tools o 50,000

Jan. 1,1987 12,060,000 Furniture o 50,000

Add Net Profit 6043000 Plant & Machinery 4,00,000

- 18,00,000 Land & Buildings 7,00,000

Trade Marks 25,000

Goodwill * 1,00,000

22,20,000 . . 22,20,000

Now Look at Illustration8. It showshow the Trading and Profit and L ossAccount

-and the Balance Sheet are prepared from agiven Trial Balance.

- ’

Mustration 8

" From thefollowing Trial Balanceof Gupta & Sons, prepare Tradihg and Profit and

Loss Account for the year ended December 31,1987 and aBal anceSheet asonthat .

. date.



Trial Balance

Particulars Dr. Cr.
Balances Balances
= Rs. Rs.
Capital 5,00,000
Salap&s 10,00,000
SdesReturns s ﬁ’ggg
Purchases RIS
PurchasesReturns 15,000
Inventory ason 1 1. 1987 60,000
Land & Buildings 4,00,000
Plant & Machinery 2,50,000
Furniture 1,00,00¢
Carriagelnwards 10,000
Carriage Outwards 5,000
Cartage 5,000
Sdaries 40,000
Loan ’ 2,60,000
Debtors 1,50,000
Creditors , 85,000
BillsReceivahle 40,000
Acceptances . 10,000
General Expenses 20,000
Rent & Rates 10,000
Investments 50,000
Cashin hand 50,000
Bank Overdraft 10,000
Discount Allowed 4,500
Depreciation 0n v
Plant & Machinery 50,000
Interest on Investments 5,000
Interest on Bank Overdraft 500
Goodwill 60,000
Bad Debts 5,000
18,85,000 18,85,000
Theinventory on December 31, 1987wasvaued at Rs. 1,00,000.
Solution:
Tradingand Profit & Loss Account of Gupta & Sons
for the year ended December 31, 1987
D. Cr.
Particulars Amount | Particulars Amount
v Rs. Rs.
To Inventory (opening) 60,000 | By Sdles 10,00,000
ToPurchases 5,00,000 LessReturns 25,000 9.75.000
- ’ v
LessReturns 15—(11) 4,85,000
To Wages 50,000 | By Inventory ‘
(Closing) 1,00,000
To Carriage Inwards 10,000
To Cartage 5,000
To Gross Profit ¢/d 4,65,00_0
10,75,000 10,75,000
To Carriage By Gross Profit b/d 4,65,000
Outwards + 5,000 | By Interest on Investment 5,000
To Sdaries 40,000
To Generd Expenses 20,000
To Rent and Rates 10,000
To Discount 4,500
To Bad Debts 5,000
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To Depreciation 50,000
To Interest on Bank

Overdraft 500
To Md Profit
(transferred to
Capital Account) 3,35,000
4,70,000 4,70,000

Balance Sheet of Gupta & Sons as on Decernber 314, 1987

Liabitities Amount | Assets Amournt
Rs, Rs.
Capital 5,00,000 Goodwill 60,000

Add Net :
Profit 3,35,000 Land & Building 4,00,000
———— 8,35,000 | Plant& Machinery 2,50,000
Furniture 1,00,000
: Investments 50,000

Loan 2,60,000 | Inventory

(closing) 1,00,000
Creditors 85,000 } Debtors 1,50,000
Acceptances 10,000 | Bills Receivables 40,000
Bank Overdraft 10,000 | Cash in hand 50,000
12,00,000 12,00,000

Noie: In the above Balance Sheet ali assets and liabilities have been shown in the order of permanencs.

75 VERTICAL PRESENTATION CF FINAL
ACCOUNTS

TheTradingand Profit and Loss Account and the Balance Sheet have sofar been
presented asa two-sidedstatement. But, in practice, itisnot necessary to present the
final accounts in thisform. Nowadaysmany firms present them in asimpler and nor e
intelligible farmwhichiscalled a 'narrative style' or 'vertical presentation’. According
tothisstyle the Trading and Profit and Loss Account aswell as the Balance: Sheetarc
shown in theform of vertical statements. Thi s form of presentation isadopted by
mhany companies for publicationd their final accounts. It helps the usersdf financial
statementsto appreciatethesignificance of differentitemswithout any difficulty.
They can easily interpret thedataand judgethe profitabilityand the financial position
of the company.

Look at Figure 7.4 and study kow variousitems areshown in the Trading and Profit
and Loss Account arid the BalanceSheet invertical form.

Figure 7.4 »
Trading and Profit and Loss Account ofs s avsuuss for the year ended wuvmmns sossmmm steseseosenss

SALES R O
Less Cas o Goods Sold; )
Opening Sock S P
Add Purchases T
Add Direct Expensss 0000 T L

..........

Les Closngock |

GROSSPRHA T - P R
Add Other Incomes ’ e P




Less Indirect Expenses:
Sdaries
Rent
Sundry Expenses
Insurance

NET PROFIT

BalanceSheet of .. veauunns
asoN.. cevees

Fixed Assets:
Land and Buildings
Plant and Machinery
Furniture and Fixtures
Vehicles

Current Assets:
Stock-in-hand
Debtors
Cash at bank
Cash in hand

Less Current Liabilities:
Creditors e
BillsPayable

Working Capital

Financed by:
Capitd:
Balance as on 1.1.1987
Add Net Profit for the year

Less Drawings

Loans

..........

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

..........

..........

..........

..........

..........

Rs.

..........

..........

..........

Look at Illustration9and study how Trading and Profitand Loss Account and the

BalanceSheet have been preparedfor vertical presentation.

[llustration 9

From theinformationgivenin lllustration6, prepare Trading and Profit and Loss

Account and theBalance Sheet in the vertical form.

Solution:

Tradingand Yrotit and Loss Account of Gupta & Sons

for the year ended December 31,1987

Sdes Less Returns Rs. e
(Rs. 10,00,000—Rs: 25,000) 9,75,000
Less Cost & Goods Sold:
Inventory (beginning) 60,000
Add Purchasesless Returns
(Rs. 5,00,000 - Rs. 15,000) 4,85,000
Add Wages 50,000
Add Carriage Inwards 10,000
Add Cartage 5,000
6,10,000 '
Less Inventory (ending) 1,00,000
5,10,000
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Final Accounts Rs, Rs,
GRCBS PROFIT 4.65.000
Add interest on Investments 5.000
Less Indirect Expenses: “
., Carriage 5.000 470,000

Salaries 40’000

General Expenses 20,000

Rent and Rates. 10’000

Discount 4’500

Bad Debts 5’000

Interest on Bank Overdraft '500

Depreciation 50,000
1,35,000

NET PROFIT 3.35.000
k) ]

Balance Sheet of Gupta & Sons as 0N December 31,1987

. Rs, ‘Rs,
Fixed Asets .
Goodwill 60,000
Land & Building C o 4,00,000
Plant & Machinery 2,50,000
Furniture 1,00,000
Investments 50,000
_— 8,60,000 -
Current Assts.
Inventory (ending) ' 1,00,000
Debtors 1,450,000
Bills Receivables © 40,000
Cash in hand 50,000
— 3,40,000 -
Less Current Liabilities:
Creditors 85,000
Acceptances 10,000
Bank overdraft 10,000 |
1,05,000
Working Capital
10,95,000
Fingnced by: —_—
Capital
Balance on 1.1.1987 5,00,000
Add Net Profit 3,35,000 v
 — 8,35,000
. Long Term Loans 2,60,000
10,55,000
Check Your ProgressC
i 1 What isa Balance Sheet?
TR PPN P T LR RRTEED
2 Why firms use vertical fam of presenting the final accounts?
:;; .................................................... b easvsvesacsas LR
............ \\
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3 Complete the following sentences choosng one of the two aternatives given
within brackets.

AsHsrepresent...., ... balancesof personal and real accounts. (debit/

credit)
i) All ligbilitieswhich becomeduewithinoneyear are classfied
aS.,,uree,ns iabilities. (long-term/current)
iif) Unwrittendff amount of adeferred revenueexpenditureisshown on
7 the sideof the Balance Sheet. (asset/liabilities)

jv) Totalsd assetsand ligbilitiesaredways. v, (differentlequal)
v) LoosToolsareclassfiedas.......... assets, (fixed/curre:?g

vi) Mortgages are classfied as.......... liabilities. (current/long-term)

7.6 MANUFACTURING ACCOUNT

In cased trading concernsyou ¢an find out thecost of goodsand the gross profit by
preparingaTrading Account. But a manufacturing concernhastofirst prepare
another account called Manufacturing Account withthe helpof whichit worksout the
cost d goods produced, Thecost of goods producedisthen transferred totha Trading
Account for ascertainingthecost o goodssold and the gross profit.

A manufacturing concern purchasesraw material sfrom the market and converts
them into finished goodsfor sale. Thecost d goods produced thusincludestwo major
costs (i) cogt of rawv materia sconsumed, and (i) cost of conversion. Theseare
explaned below.

Cost of Raw Materials Consumed: Thisrepresentsthe cost of raw materials used |
coursed manufacture which can beworked out by adjusting the openingand closing
stocksdf rav materialsin thepurchasesd raw materials. For example, afirm
purchased rav materialsworth Rs. 6,50,000 during 1967, and itsstock of raw

materia son January 1,1987 (openingstock) was Rs. 70,000 and on December 31,
1987 (dosingstock) Rs, 90,000. Thecost of raw material sconsumed during 1987 will
beworked out asfollows:

Rs.

OpeningStock d Raw Materials 70,000
Add Purchasesd Raw Materials 6,50,000
_ _ 7,20,000

Less ClosngStock of Raw Materids 90,000

Cos of Raw MaterialsConsumed 6,30,000

Thedirect expensssincurredon the purchaeesof rav materials such aefreight, import
duty, dock dues, cartage, etc. can dso b¢ included in the cost of raw materials
consumed. But the usud practiceisto show them separately on the debit side of the
ManufacturingAccount.

Cost of Conversion: Thisincludesall expensesineurred in thefactory Such aswages
paid tolabour, slariesd supervisory staff, factory rent and rates, motive pOWer,
repairs to plant and machinery, depreciationon plant and machinery, etc, All these
expenses are debited to the Manufacturing Account.
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Look a Figure 7.5 for the proforma of a Manufacturing Account.

_Figure75
ManufacturinotAccount aft . ..ivuess
for the.paiod ended. .........

Dr. Cr,
Particulars Amount | Amount | Particulars Amount | Amourt
. Rs. Rs, Rs, Rs,
To Work-in progress at By Sde'of Scrap -
the beginning ... | B/ Work-in-Progress
To Raw Maerids a the end
Consumed:
Opening Stock of
Raw Materias By Cost o Goods
Add Purchases of Produced (Transferred .
Rav Materials to Trading Account)
Less Closng Stock o
Rav Materials

To Carriage Inwards

To Freight, Import
Duty, Dock Dues, c.

To Manufacturing Wages

To Motive Power

To Cod, Gas and Waer

To Oil and Gresse

To Factory Lighting
& Hesting

To Factory Insurance

To Repairs to Factory
Building

To Repairs to Plant
and Machinery

To Depredation on
Factory Bild ngs

To Depreciation on Plant
and Machinery

Some Important Points

Srap: Thetem 'strap’ isused for waste material scomingout of the manufacturing
process, Cuttingsof cloth in readymadegarmentsfactory and metal cuttingsin
engineering factoric®are some examplesof scrap. Any amount realised from thesde
of scrap must be adjustedin the cost of goods produced. Hence, it iscredited to the
Manufacturing Account.

Work-in-Progress It isquitelikely that at theend of the year, there may becertain
goodswhich arestill in the processof manufacture. Such goodsare called
‘semi-finished goods or ‘work-in-progress. Therewill dways besomework-in-
progressat the beginning aswdl asat the end of the accountingyear. Their cost must
beadjusted while working out the cost of goods produced. Hence theopening
work-in-progressisshown on thedebit side of the Manufacturing Account whilethe
closing work-in-progressis shownon itscredit side.

Stock of FinishedGoods: Besidesthestock of rawv materialsand semi-finished goods
every firm will havethestock of finished goods. Thisisto be adjustedin the cost of
goodssold and not in thecost of goods produced. Hence, it isnot showninthe
Manufacturing Account. Asyou learnt earlier, it will be shownin theTrading
Account.

Look at ||lustration 10 and see how Manufacturi ngAccountisto be prepared.

&



DHustration 10
Prepare Manufacturing A ccount fromthe following particularsrelating to the year
1987.
Rs.
Purchasesdf Raw Material 1,00,000
Stock on1.1.1987
RawMaterials 10,000
Work-in-Progress SRUVY
Finished goods 25,000
Factory wages 15,000
Factory Rent 5,000
Fuel & Power 2,000
Carriage Inwards 1,000
Repairsd Plant 2,000
Depreciationon Plant 5,000
Sded Scrap 500
Stock on 31.12.1987
Raw Materids 20,000
Work-in-Progress 7,500
Finished Goods 30,000
Solution:
Manufaeturing Account for theyear ended Decentoer 31,1987
Dr. C.
Particulars Amount | Particulars Amount
Rs. Rs.
ToWork-in-Progress
a the beginning 5,000 | By Sdle d Scrap 500
To Raw Materids
Consumed By Work-in-Progress
at theend 7,500
Opening Stock 10,000 By Cost of Goods
Produced 1,17,0G0
4dd Raw Material (transferred to
Purchased 1,00,000 TradingAccount)
1,10,000
Less Closing Stock 20,000 90,000
To Factory Wages 15,000
To Factory Rent 5,000
To Fud & Power 2,000
To Carriage Inwards 1,000
To Repairs of Plant 2,000
To Depreciation on
Pant 5,000
1,25,000 1,25,000
-

You will observethat thestock of finished goods has not been showst inthe

Manuf act uri ng Account. As stated earlier, it isto betaken to the Trading Account.
Now, supposethe sal esf orthe year 1987 were Rs. 1,60,000, the Trading Account will

appear asfollows:

Fina Accounts|
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Final Accounts Trading Account of ..ssvuus
for the year ending December, 31 1987

‘Dr., Cr,
Particulars Amount | Particulars Amount
Rs. R
To Opening stock of
Finished Goods 25,000 | By Sdles 1,60,000
To Cot of Goods
Produced
(transferred from Mfg. A/c) 1,17,000 | By Closing sock of
Finished Goods 30,000
To Gross Prfit
(trandferred to
Profit & Loss Afk) 48,000
1,90,000 1,90,000

I3

Y ou have learnt that amanufacturing concern hasto prepare M anufacturingAccount
beforepreparingthe Trading and Profit and L ossAccount. Though considered
desirable but many firmsdo not do so becauseit isnot compulsory. Y ou will also
generdly beasked to prepare only the Trading Account without preparing the
ManufacturingAccount. In such asituationyou will show al items of Manufacturing
Accountin theTrading Accountitself. I n other words, cost d raw materials
consumed, expenseson purchasesof raw materials, all manufacturing expenses, the
openingand dosing work-in-progress, saled scrap, etc. will also beshowninthe
Trading Account. But, as per common practice, theitemslike depreciation and
repairsto plant and machinery and factory buildingwill be shown in the Profit and
Loss Account and not in the Trading Account,

77 LET US SUM WP

At theend of the accountingyear the businessman preparesthe final accountswith .
the helpof aTrial Baance. Thefinal accountsconsist o (i) Profit and LossAccount
and (i) Balance Sheet. TheProfit and Loss Accountis prepared for ascertaining the

net profit/net lossd the busnessduringtheyear and the BalanceSheet is prepared
forascertainingitsfinancid position asat theend o the year.

The Profit and Loss Account is divided into two sections, Thefirst section called
Trading Account revealsthegrossprofit or grossloss and the second sectioncalled
Profit and Loss Account shows the net profitor netloss. Gross profitisdefined as the
excessd salesrevenueover thecost of goodssold which asoincludesthedirect
expenses. Thenet profitis worked out by crediting the Profit and Loss A ccount with
theamount of grossprofit and other incomesand debiting it with all indirect
expensesand losses, I n practice, we usudly prepare acombined Trading and Profit

; and LossAccount. It isalso necessary to passclosngentriesfor transferringall

v expensesand incomesto the Trading and Profit and LossAccount.

TheBalance Sheet showsall assetsand liabilitiesof the business. The assetsrepresent
thedebit balancesof the real and personal accounts plusthe unwritten off amountsof
deferred revenue expenses. Theliabilities, on the other hand, represent the credit
balancesd real and personal accountsincluding capital, The total assets should
awaysbeequal to thetotal d liabilities.

The manufacturing concernsnay also prepare a Manufacturing Account for
ascertainingthecost o goodsproduced, which isthentransferredto the Trading
Account for ascertaining the cost d goods sold and the grossprofit. This, however, is,
not compul sory. Most manufacturing concernsprepare the Trading Account directly .
‘ by showing all expensesincurredin thefactory (including cost of raw materials
~40 ‘ Consumed)in theTrading Accountitself.




7.8 KEY WORDS

+ Clodng Steck: Goodsremaining unsold a theend d the accounting year.

Cost d Converson: Expensesincurred in the factory (for converting raw materials
intofinished goods.)

Cogt 0 Goods Sold: Difference betweenthe cost of goodsavailablefor saleand the
costdf goodsin stock.

Cost d Production: It isthe cost of goods produced whieh includes cost of raw
materialsconsumed and all manufacturing expenses.

Current Asets Assetswhich arelikely to berealised within a period d one year or
during theoperating cycle. They are alsocalled floating assets.

Current Ligbilities: Liabilities which are likely to be paid withinone year or during the
operatingcycle. They are alsocalled short-term liabilities.

Direct Expenses. Expensesincurred on thegoods purchased till they are brought to
the placed business.

FictitiousAssets Expensesand lossesnot yet written off and shown as assetsin the
BalanceSheet.

Fixed Assets Assetsacquired for usein the businessfor along period. They arealso
called non-current assets.

' Grass Profit: Excess of sales revenueover thecost of goodssold.

Indirect Expenses: All expensesother than direct expenses. These includeexpenses
incurred in connection with general administration, financial mattersand sellingand
distributionof goods.

IntangibleAss Assetsin theform of rightswhich cannot beseen or touched such as
goodwill, patents, etc.

Net Profit: Excessof grossprofit and other incomesover the indiréct expenses and
lossesin thebusiness. N

Non-Current Ligbilities: Liabilitiespayableafter alongtime. They arealso called
long-termliabilities.

Owner's Capitd: Claim of ownersagainst the assetsadf the business. It isalso called
owner's equity and isequal to excessof assetsover outsideliabilities.

Opening Stack: Stock of goods asat the beginning of the accounting year,
Scrap: Waste material which arisesin the course of manufacture.

Tangible Assets: Assetswhich have physical form and can be seen and touched such as
buildings, machinery, etc,

Work-in-Progress. Goodsin respect of whichsomework still remains to bedone.
They are aso called semi-finishedgoods.
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7.10 ANSWERS TC CHECK YOUR PROGRESS -

A i)Debit ii)Debit iii)Debit iv)Credit v)Debit vi)Credit vii)Debit viii)Credit ix)Debit
x)Debit xi)Debit xii)Credit

B 3 i)Falseii)True iii)True iv)True v)False vi)False. .
4 i)indirect ii)purchases, closing stock iii)selling iv)Trading v)debited vi)Trading
Account
5 Rs. 90,000
Ci)debit ii)current iit)asset iv)equal v)fixed vi)long-term

7.11 TERMINAL QUESTIONS/EXERCISES

{Juestions

1 Distinguish between:
a) Cost d GoodsSoldand Cost of Goods Processed
b) GrossProfit and Net Profit
) Direct Expensesand Indirect Expenses
d) Trading Account and Manufacturing Account
€) Profit and Loss Account and Balance Sheet

2 Givedosing entries for Trading and Profit and Loss Account.

3 What i saBalance Sheet? Describe different methods of arranging assetsarid
ligbilities.

Exercises

1 Find out the Cogt o Goods Sold from thefollowing figuresextracted from the
booksof Allied Ltd. for the year 1987:

Rs.
Stock (1.1.1987) 50,000
Purchases 10,00,00¢
Sales 15,00,000
Purchases Returns 50,000
Stock (31-1-1987) 70,000
Direct Expeises 60,000
Indirect Expenses 1,00,000

(Answer: Rs. 9,90,000)

2 Find out the Cost of Goods Sold and Gross Profit from the following figures

Rs.

Inventory in the beginning 60.000

PurchasesLess Returns 6,00,000

. Carriage 'Inwards 20,000

Cartage Outwards 30,000

Cartageand Freight 10,000
Wages 0,000,
Salesless Returns 13,8,000
Inventory at theend 0,000,

(Answer: Cost of GoodsSald Rs, 7,00,000; Gross Profit Rs. 5,00,000.)

3 From the datagivenin question No. 2 prepare Trading A ccount

4 From thefollowing bal ancesof Shyam Sunder, prepare Profit and Loss-Account for
42 ' theyear ended March 31,1987.




OfficeExpenses 5,280
Advertising 3,000
Legd Charges 5,000
Postage and Telephone Charges 6,400
Salariesand Wages 60,000
Travelling Expenses 2,500
Interest Received 600
Rent, Ratesand Taxes 20,300
Insurance 2,400
Office Lighting 1,500
Stationery 1,200
Repairs 920
Miscellaneous |ncome 800
Commisson Paid 4,000
Bank Charges 200

The Gross Profit for the year was Rs. 73,000

(Answer: Net LossRs. 38,000)

The following balanceshave been extracted from the booksdf PlazaElectricals
Ltd. for theyear 1987.

Rs.
Sales 5,00,000
Purchases 3,00,000
Return Inwards 10,001)
Return Outwards 15,000
Opening Stock 30,000
Wages 20,000
Carriagelnwards 5,000
CarriageOutwards 3,000
Salaries 25,000
General Expenses 10,000
Rent md Rates 47000
Advertisement 5,000
Bad debts 3,000
Insurance 3,000
Trade Expenses 2,000
Depreciation 5,000

It wasfurther given that the valued stock on December 31,1987 wasRs. 50,000.
You arerequired to prepare Tradingand Profit and Loss Account of Plaza
Electrical Etd. for the year ending December 31,1987.

(Amawer: GrossProfit Rs. 2,00,000; Net Profit Rs. 1,40,000)

6 Fromthefollowingdata pertaining to thetransactionsd M ehtsBros. for the year
1987, prepare Trading and Profit and Loss Account for the year ending December

31,1997.

Rs.
Sales 10,00,000
Purchases 6,00,000
Sales Returns 20,000
Purchases Returns 10,000
Iavgatory (beginning) 40,000
Wagss 50,000
Carisge Inwards 20,000
Carriage Outwards . 15,000
Trede Expenses 10,000

Cantage and Freight 5,000
Sigres

30,
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*_Final Accounts '
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Rs. .

General Expenses 10,000
Insurance 8,000
Rent & Rates 5,000
Distribution Expenses f 6,000
Discount Received 1,000
DiscountAllowed 2,000,
Bad Debts 2,000
Depreciation ' 8,000
I nterest on Investments 20,000
Interest on Bank Deposits 1,000
Interest on Bank Overdraft 500
Lossof Goodsby Fire 12,500

Itwasfurther given that thevaluedf Inventory on December 31,1987 was
Rs. 80,000

(Answer: GrossProfit Rs. 3,55,000: Net Profit Rs. 2,80,000,

Fom thefollowing baancesd Hitesh, prepare a Balance Sheet as on December
31,1987

Rs
Hitesh’s Capital 41,000
Drawings 6,100
Wifels Loan 4,000
Sundry Creditors 45,000 -
Cashin hand 250
Ceshat bank 4,000
Sundry Debtors 40,500
Patents 2,000
Pantand Machinery 20000
Land and Building 26,000 ,
Sockin hand 36500

Net Profitfor theyear wes Rs. 45,350

(Ansver: BaanceSheet Total Rs. 1,29,250)

8 FomthefollowingTrial Balanced Sameer prepare Trading and Profit and Loss

Account for theyear ended September, 30,1987, and Balance sheet ason that d’z‘atq;

Trial Badance as on September 30, 1987

- e -

Fectory Reqt 3,000

f

Dr. - O
Nare of Account - Balances . _Balances
_ ; Rs Rs
Capital - & 40.000
Drawings 7,500
Sock on July 1, 1986 8,000
Purchasss 47,250
Sdes : 50,000
CarriageInwards 2,300
Returns .Inwards 2,000 A
Returns Outwards ' - 1,500
Wepes 7,000 ‘
Pant and Machinery 30,000
Furnitureandfittings 7,500
Cod, Gasand Water 2,100
Power 2,000
Sdaries 9,000
Discount Allowed 750 o
Discount Received o - 600
Office Rent 2,400 ' .

-
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Postage and telephone
Insurance

Sundry Expenses
"Trade Debtors

Trade Creditors

Cash in hand

Cash at Bank
Carriage Outwards

Rs.
900
250
800
20,000

700
4,100
1,700

Rs.

27,150

1,59,250

TheStock.on September 30,1987 wasvalued at Rs. 9,250.
(Answer: GrossProfit Rs. 27,100; Net Profit Rs. 11,90(; Balance Sheet Total

Rs. 71,550)

1,59,250

9 Thefollowingfigureshave been extracted fromthe booksd amanufacturer.

Stock 1.1.1987

Rav Materials
Work-in-Progress
Finished Goods
Purchasesof Raw Materias
Factory Wages
Factory Rent

Fue & Power
CarriageInwards
Repairsd Plant
Depredation on Plant
Sded Scrap

Stuck on 31.12.1987
Raw Materials
Work-in-Progress
Finished Goods

Rs.

25,000
10,000
506,000
3,00,000
40,000
5,000
5,000
2,500
20,000
25,000
2,000

40,000
15,000
60,000

You are required to prepare a Manufacturing Account and ascertainthe Cost of

GoodsProduced.

(Answver: Cost d Guods Produced: Rs. 3,75,500)

10 From the foliowing Trial Balance prepare Manufacturing Account and the
Trading and Profit and L0OSS Account for the year ended March 31, 1988, and

BalanceSheet asat theend of theyear.

Dr. Cr.
Particulars Balances Balances
Rs. Rs.
Opening Stock of Raw Materials 160,000
Opening Stock of Finished Goods 32,000
Opening Stock of the Work-in-
et Progress 10,000 .
Capital 1,44,000
Purchasedf Raw Materials 5,00,000 '
* Sates _ 8,00,000
Purchased Finished Goods 16,000
Carriage |nwards 8,000
Weges 1,00,000
Sdaries (75% Factory) 52,000
Commisson 6,000
Bad Debts 4,000

Final Accountsy
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Finel Accounts
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Rs. Rs,

Insurance 8,000
Rent, Rates and Taxes

(50% Factory) 24,000
Postage and Telegram 5,600
Miscellaneous Expenses 3,200
Travelling and Conveyance

(50% Factory) 7,000
Carriage Outwards 5,200
Machinery 80,000
Furniture 10,000
Debtors 1,20,000
Creditors ‘ 1,07,000

10,51,000  10,51,000

TheClosing Stocksare asfollows:

Raw Materias 80,000
Work-in-Progress 24,000
Finished Goods 16,000

(Answer: Cost of Production Rs. 6,26,750; Gross Profit Rs. 1,41,250; Net Profit
Rs. 79,000, Balance Sheet Total Rs. 3,30.000).

Note These questionswill help you to understand the unit better. Try to write
answer for them. But do not submit your answers to the University for
assessment. These are for your practice only.




UNIT 8 FINAL ACCOUNTS II

Structure

80 Objectives
8.1 Introduction
8.2 Needfor Adjustments
8.3 Treatment of Adjustmentsin Final Accounts
8.3.1 Closing Stock
8.3.2 OutstandingExpenses
. 8.3.3, Prepaid Expenses
"8.3.4 Accrued Income,
8.3.5 IncomeReceivedin Advance
8.3.6 Depreciation
8.3.7 Interest on Capital
8.3.8 Interest on Drawings
8.3.9 InterestonLoan
8.3.10 Bad Debts
8.3.11 Provisonfor Bad Debts
8.3.12 Provison for Discount on Debtors
8.3.13 Provisonfor Discount on Creditors
8.3.14 Manager’s Commission
8.3.15 Abnormal Loss of Stock
8.3.16 Drawingsof Goods by the Proprietor

84 Preparation of Final Accountswith Adjustments
85 AdjustmentsGiveninTria Balance

86 LetUsSum Up

8.7 Key Words

8.8 SomeUseful Books

89 Answersto Check Y our Progress

8.10 Terminal Questions/Exercises

8.0 OBJECTIVES

After studyingthisunit you should be ableto:

@ explainwhy adjustment entriesare necessary at thetimeof preparing thefinal
accounts

% ligt theitemsin respect of which adjustmentsare usualy made

® passthe necessary adjustment entries

# prepare find accountswith adjustments.

8.1 INTRODUCTION

In Unit 7 you learnt about the preparation of simple final accounts. They did not
involveany adjustments. In practice, however, you arealwaysrequired to make some
adjustmentswhilepreparing the fina accounts. It is because there may be many
expensesand incomesrelating to thecurrent year which arestill to be brought intothe
booksdf account. Then theremay be certain itemsrecorded in current year's books
which actually relate to the previous year or the next year. Unlesssuchitemsareduly
adjustedin the books of account, thefina accounts will not reveal thetrue and fair
view of thestate of affairsof the business. In this unit you will learn about dl items
which requireadjustmentsand study how such adjustments are madein books of
account and how they areincorporated inthefinal accounts.
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