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6.0 OBJECTIVES

After studyingthis unit you should be able to:

e explainthe conceptsunderlying the preparation of final accounts

@ describevarious basesof accounting

e explaintheimportance of distinction between capital and revenue

@ identifycorrectly whether an expenditure/receiptisof acapital or revenue nature.

6.1 INTRODUCTION

You havelearnt about the procedure of recording and posting various business
transactionsin the appropriate booksof account and testing the arithmetical accuracy
of theserecordswith the help of aTrial Balance. Having recorded the transactions
and tested the accuracy of booksof account,'we prepare asummary at theend of the
accountingperiod to ascertain (i) theprofit or loss, and (ii) thefinancial position of the
business. Thesummary isprepared in theform o a Profit and Loss Account (also
cdled Income Statement) and a Balance Sheet (also called PositionStatement). These
twofinancial statements are termed asthe'Fina Accounts,

Before you can prepare thefinal accounts properly, it is necessary to understand the
basic conceptswhichguidetheir preparation, In thisunit, you will learn about these
conceptsand study how each concept influencesthe measurement of income and the
financia position of the business, Clarity on thedistinction between capital and
revenueisequally relevant for the correct.ascertainment of profitor lossand the
financia positiondf the business. Hence, it isimportant to know whether a particular
expenditureor receipt isd a capital natureor d arevenue nature.




Final Accounts

6.2 BASIC CONCEPTS RELATING TO FINAL
ACCOUNTS

Y ou know that accounting conceptsare broad working rulesadopted by the
accountingprofession as guidesfor recordingand reporting the affairsand activitiesof
the business. In Unit 1youlearnt about the conceptsto be observed at the recording
stage. L et us now discussthe conceptswhich are to be observed at the reporting stage
i.e., at thetimeof preparing thefina accounts. These conceptsare:

1 Going Concern Concept

2 Accounting Period Concept
3 Matching Concept

4 Conservatism Concept

5 Consistency Concept

6 Full Disclosure Concept

7 Materidity Concept

L et ustake them up one by one.

6.2.1 GoingConcern Conoept

Normally the businessis started with theintention of continuing it indefinitely or at
least for the foreseeabl efuture. Theinvestorslend money and the creditors supply
goodsand serviceswith the expectationthat the enterprise would continuefor long.
Unlessthereisastrong evidenceto the contrary, theenterpriseis normally vi evveg as
agoing (continuing) concern. Hence, financial statementsare prepared ¢n agoing
concern basisand not on liquidation(closure) basis.

Certain expenseslikerent, repairs, etc., give benefitfor ashort period, say lessthan
oneyear. But the benefit of someother expenditurelike purchase of a building,
machinery etc. isspread over alonger period. If the benefit of an expenditureis
limited to oneaccounting year itisfully charged to the Profit and L oss Account of that
year. But, if the benefitof an expenditureisavailableforanumber of accounting
years, it must be spread over anumber of years. Hence, only a portion of such
expenditureischargedto theProfit and Loss Account every year. The balanceis
shown in the Balance Sheet asan asset. Let ustake an example, Supposeafirm
purchased a delivery van for Rs. 60,000 and itsexpected lifeis10years. It meansthe
businesswill use the van for a period of 10 years. So, theaccountant hasto spread the
cogt o thevanover 10 years. Hewould chargeRs. 6,000(1110df itscost) every year to
theProfitand Loss Account in theformof depreciation, and show the balancein the
BalanceSheet asan asset. Thisisbased on the assumption that the businesswill
continuefor anindefiniteperiod and theasset will be used for itsexpected life. Thus
thisconcept isregarded as the basicassumption in accounting according to which the
fixed assetsarevalued at historical costlessdepreciation and not at itsrealisable

value,

6.2.2 AccountingPeriod Concept

Y ou know thegoing concern concept assumesthat the businesswill continuefor a
long period, almostindefinitely. But, the businessmen cannot postponethe
preparation o financia statementsindefinitely. Therefore, he prepares them
periodically tofind out the profit or lossand financid position o the business. This
will aso enableother interested partiessuch as owners, investors, creditors, tax
authoritiesto make periodic assessment of itspexformance. So, thelifeof thebusness |
enterpriseisdivided into what arecalled ‘acgounting periods, Profit and lossandthe
financial position at theend of each such accounting period isregularly assessed.
Conventionally, duration o theaccountingperiod istwelve months. It iscalledan
‘accounting year'. Accountingyear cap be acalendar year i.e., January 1to December
lIg].or any other period of twelvemonths, say, April 1to March 31or Dewali to ‘
ewali, )

Normally, thefinal accountsare prepared at theend of eagp accountingyear. The ;
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Profit and Loss Account isprepared for the year so asto ascertain the profitearned or Concepts Relating to
lossincurred during that year, and the Balance Sheet is prepared as on that date. Final Accounts
However, for internal management purposes, accounts can be prepared evenfor

shorter periods, say monthly, quarterly or haf yearly.

6.2.3 Matching Concept

This iscalled 'Matching of Costs against Revenues Concept'. Towork out profit or
lossof an accounting year, it is necessary to bring together all revenuesand costs
pertaining to that accounting year. In other words, expensesincurred in an accounting
year should be matched with the revenuesearned during that year. The crux of the
problem, therefore, isthat appropriate costs must bematched against appropriate
revenues. For thispurpose, first we haveto recognise theinflows (revenues) duringan
accounting period and the costs incurred in securingthose inflows. Then, thesum o
the costsshould be deducted from the sum of the revenuesto arriveat the net result of
that period. Let us how understand how to recognisethe revenuesand costsin
relation to an accounting period. For this purpose, the following rulesarefollowed.

TheTimingof Revenue Recognition

Revenue isrecognisedin the period in which it isearned or realised. The revenue
recognitionisprimarily based on realisation principlewhich clearly statesthat in
identifying revenueswith aspecific period one must ook to thetimeadf various
transactionsrather than cash inflow. Thus,

i) Incaseof thesaleof goods (or services) revenueis regarded asredised when sales
actually take place and not when cash isreceived. | n other words, credit salesare
treated asrevenue when salesare made and not when money isreceived from the
debtors

if) Incomesuch asrent, interest, commission, etc. are recognisedon atimebasis. The
revenuefrom such itemsistaken to the Profit and Loss Account o the year during
whichitisearned. Let usassume that the businesspurchased some government
securitieson October 1,1987 for Rs. 20,000carryinginterest at 12 per cent. The
interest ispayable haf yearly on April 1and October 1 every year. Thefirst
instalment of interest (Rs. 1,200) isreceived on April 1,1988. TheProfit and Loss
Account isbeing prepared for the year 1987 (January 1,1987 to December 31,
1987). Theinterest amounting to Rs. 600 earned during October 1 to December 3L
must beshown astheincomefrom interest on investments in the Profit and Loss
Account for 1987 though the amount has not been received in 1987.

TheTiming of Cost Recognition

The matching principleholdsthat the expensesshould be recognisedin the same
period as the associated revenues. Thus,

i) Cost of goodshaveto be matched with their salesrevenue. This meansthat while
preparing the Profit and Loss Account for aparticular year, you should not take
thecost of goods produced during that year but consider only the cost of goods
that have actually been sold during that year. The cost of goodssold isarrived at
by deducting the cost of closingstock from the cost of goodsproduced. Y ou will
learn about it in detail in Unit 7.

ii) Expensessuch assalaries, wages, interest, rent, insurance, etc., are recognised on
timebasis. In other words, they arerelated to the year in which theserviceis
obtained or the expenseisincurred, whether paid immediately or payableat a
later date.

iii) Costslike depreciation on fixed assets arealso allocated over the periodsduring
which the benefitisderived.

Thus, al revenuesearned during an accounting year, whether received or not, and dl

costsincurred, whether paid or not have to betaken into account while preparing the

Profit and LossAccount for the year. Similarly, any amount receivedor paid during

the current year which actually relatesto the previousyear or thefollowingaccounting

year, must be eliminated from the current year’s revenuesand costs. Thisgivesriseto

another aspect viz., theaccrual basisof accountingabout which you will learnlater in

thisunit. 7




Final Accounts

The Matching Concept thus hasthe following implicationsfor ascertaining o profitor
lossduring a particular period.

1 Weshould ensurethat costsshould relate to thesame accounting period as the
revenues. For example, whenwe prepare the Profit and L oss A ccount for 1986, we
shall take into account al thoseincomesthat wereearned during 1986, and similarly
consider only thosecosts which wereincurredin 1986 only. Any costsor incomes
which relate to 19850r 1987 shall beexcluded.

2 Weshould ensurethat all costsincurred during the accounting period (whether paid
or not) and al revenuesearned during that year (whether received or not) are bully
taken into account.

3 Weshould consider only those costswhich relate to the revenue taken into account.
That iswhy we corsider only the cost of goodssold, and not the cost of goods
produced during that period.

6.2.4 Conservatism Concept

Thisis also known asPrudence Concept. This concept triesto ensurethat al
uncertainties and risks inherent in businessare adequately provided for, Accountants
generaly prefer understatement of assetsor revenues, and overstatement o liabilities
or costs. Thisisin accordancewith the traditional view which states anticipate no
profits but anticipate al losses. In other words, you should account for profitsonly
when they areactually realised. But in caseof |osses, you should takeinto account
even those losses which may be aremote possibility. That iswhy the closingstock is
valued at cost price or market pricewhicheverislower. Provisionfor doubtful debts
and provisionfor discountson debtorsare dso made according to this concept. This
reflectsagenerally pessmisticattitude of theaccountants but it is regarded asthe best
way of dealingwith uncertainty and protecting creditorsagainst an unwarranted
distribution of the firm’s assetsasdividends.

6.2.5 Conggency Concept

The principle of consistency means conformity from period to period with unchanging
policiesand procedures. It meansthat accountingmethod adopted should not be
changedfrom year to year. For example, theprincipleof valuing closingstock at cost
priceor market pricewhicheverislower should befollowed year after year. Similarly,
if depreciation on fixed assetsisprovided on straight line basis, it should befollowed
consistently year after year. Consistency eliminatespersonal biasand helpsin
achievingcomparableresullts.

If thisprinciple of consistency isnot followed, the accounting information about an
enterprise cannot be usefully compared with smilar information about other
enterprises and so a sowithin the sameenterprise for someother period. Consistent
useof the same methods and basesfrom one period to another, enhancesthe utility of
thefinancia statements.

However, consistencydoes not prohibit change. Desirable changes are dways
welcome. But such changesshould be completely disclosed while presentingthe
financial statements.

6.2.6 Full DisclosureConoept

Y ou know thefinancial statementsare the basic meansof communicating financial
information toal interested parties. Thesestatementsare the only sourcefor
assessingthe performanceof theenterprise for investors, lenders, suppliers, and
others. Therefore, financial statements and their accompanyingfootnotes should
completely discloseall relevant informationof a material naturewhich relatetothe
profit and loss and thefinancial positionof the business. Thisenablestheusersofthe
financial statementsto make correct assessment about the profitability and financia
soundness of theenterprise. It isthereforenecessary that the disclosure should be full,
fair and adequate.

6.2.7 Materiality Concept

Thisconcept isclosely related tothe Full DisclosureConcept. Full disclosuredoesnot
mean that every thing should bedisclosed. I t only meansthat dl relevant and material

[
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informationmust be disclosed. Materiality primarily relatesto the relevanceand ConceptsRelating to
rdiability d information. Anitemisconsidered materid if thereisareasonable Find Accounts
expectationthat the knowledgeof it would influence thedecision of the usersof the

financid statements. All such material informationshould be disclosed through the

financid statements and the accompanying notes. For example, commissionpaid to

solesdling agents, if any, should be disclosed separately in the Profit and Loss

Account. Similarly, if thereisachangein the method or rate d depreciation, thisfact

must be duly reportedin thefinancia statements.

A drict adherenceto accounting principlesis not requiredfor itemsd little
sgnificanceor o non-material nature. For example, erasers, pencils, scales, etc., are
used for along period, but they are not treated asassets. They aretreatedas
expenses. Thisdoes not affect theamount of profitor lossmaterially. .

Smilarly, whileshowing theamountsd variousitemsin thefinancial statements, they
can be approximated up to paise. Evenif they are shown to the nearest rupee or
hundreds, there may not be any material effect. For example, if an amount of

Rs. 1,45,923.28 isshown asRs. 1,45,923 or Rs. 1,45,900 it doesnot makemuch
differencefor assessment of the performanced theenterprise.

However, thereare nospecificrulesfor ascertainingmaterial or non-material items. It
isjust amatter of persona judgment.

Check Your Progress A
1 Wha is the assumption under Going Concern Concept?

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

----------------------------------------------------

.................
-----------------------------------------------

----------------------------------------------------------------------

-
------------------------------------------------------------------------

.....
-------------------------------------------------------------------

5 Hll in the blanks.

i) Profitistheexcessd revenueover ...... s
i) Costof gOOAS.uuueerunss ismatched with their salesrevenue.

iif) Conservatisnconceptisdoknownas:«««ssuu:s Concept.

iv) Consistency enhancesthe «ssuseauss of financial statements. N

v) Anitemisconsidered .......... if itsknowledge influences the decision of the
usersof thefinancid statements.

vi) Revenuerealisation does not meanthat revenueisrealised in ««««xveeue-

6.3 BASES OF ACCOUNTING

Theaccountsare prepared by the businesseither on cashbasis or on accrual bags. In
the Cash System accountingentriesare madeon the basisof dash receivedor cash s
paid. In other words, no entry ismadewhen anincomeis earned or an expenditure is 9
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incurred. It will berecorded in booksonly when the amount involved isactualy
received or paid. Thus, the incomesearned but not yet received (accrued income) or
the expensesincurred but not yet paid (outstandingexpenses) are completelyignored
while preparing thefina accounts. For example, rent for the month of December,
1987 paid in January 1988will be takento the Profitand Loss Account of 1988even
though theexpenditurerelatesto 1987. Thisleadsto incorrect ascertainment of profit
or lossof the business. Bat itisnot true o the accountsmaintained on accrual basis,
Under the Accrua System (also called MercantileSystem of Accounting) thefinancia
effect of transactionsisrecorded in the books asand when they occur and not when
theamount involved isreceived or paid by the business. This system attempts to relate
the revenues and expensesto the accounting period during which they areactually
earned or incurred. Thus, rent for the month of December, 1987 paid in January, 1988
will be.taken into the Profit and LossAccount of 1987 and not of 1988. Thisismore
logical becausethe benefit of expenditureisenjoyed in the year 1987 and not in 1988.

Themain differencebetween accrua basisof accounting and cash basisof accounting
isthe timing of recognition of revenues, gains, expensesand losses. The objective of
accrua accountingisto accountfor theeffect of transaclionsand eventsto theextent
their financial effectare recognisableand measurablein the periodsin whcih they
occur. Theadjustmentsmadein thefina accountsin respect of outstanding .
expenses, prepaid expenses,incomereceived in advance, income earned but not yet
received, etc. arein fact based on accrual accounting. Y ouwill learn about tixese
adjustmentsin Unit 8.

Sometimesthe businessman adoptsa combinationof both the above systems. In that
caseit is called Mixed or Hybrid System. For example, he may consider inconies on
cash basisand expenseson accrua basis. Thisisconsidered most conservative. In
practicemost enterprises adopt the accrua bassdf accounting.

6.4 DISTINCTION BETWEEN CAPITAL AND
REVENUE

Y ou know that afirm preparesProfit and Loss Account for ascertaining tlie net result
of businessoperationsand the BalanceSheet for determining the financiai position of
the business. These are prepared with the helpd Trial Balance which shevws thefinal
positionof al ledger accounts. All itemsappearingin the Tria Balancear:
transferred either to the Profit and Loss Account or to the Balance Sheet. Asper
rules, theitemsd revenue nature are taken to the Profit and L oss A ccount and the
itemsd capital nature are shown in the BalanceSheet. | n other wordswhether an
item appearingin the Trial Balanceisto be takento the Profit and Loss Account or
the Balance Sheet depends upon the capital and revenue natuje o theitenu. If any
itemiswrongly classfiedi.e., if anitem o revenue natureistreated asacapital item
or viceversa, the Profit and Loss Account will not reveal the correct amount of profit
and the Balance Sheet will not reflect thetrue andfair view of theaffairs d the
business. It istherefore necessary to determinecorrectly whether an item isof capital
natureor d arevenuenatureand recordit in the booksaccordingly. There arecertain
rulesgoverning the allocation of expendituresand receipis between capital and
revenue which should be clearly understood..

6.4.1 Capital and RevenueExpenditures

Y ouincur expenditureon variousitemsevery day. You buy food items, stationery,
cosmetics; utensils, fumniture, etc. Somed them areconsumables and some are
durables. The benefit of expenditure.on consumables like stationery, cosmetics, etc. iS
derived aver ashort period. But in casedf durableslikefurniture, utensils, etc., the
benefit spreadsover anumber of years. Sameistrued businessalso. In businessyou
incur expenditureon two typesof items: (i) routineitemslikestationery, and (ii) fixed
assetslike machinery, building, furniture, etc., whosebenefitisavailableover a
number of years. | n accounting terminology thefirst category of expenditure iscalled
revenue expenditureand the second oneiscalled capital expenditure.
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L et usnow study the exact nature of capital and revenue expenditures. Cmcmex'ggﬁn o

Capital Expenditure: Asstated above, whenthe benefit of an expenditureis not

exhausted Intheyearinwhichitisincurred but isavailableover anumber of yearsitis

considered as capital expenditure. Thefollowingexpendituresare usudly treated as
capital expenditures.

1 Any expenditure which resultsin the acquisitionof fixed assetssuch asland,
buildings, plant and machinery, furniture and fixtures, office equipment, copyright,
etc. Youshould note that such capital expenditureincludesnot only the purchase
price Of thefixed asset but also theexpensesincurred in connection withtheir
acquisition. Thus, the brokerage or commission paid in connectionwith the
acquisitionof an asset, thefreight and cartage paid for transportation of machinery,
theexpensesincurred onitsinstallation, thelegal feesand registrationcharges
incurredin connection with purchase o land and buildingsare also treated as
capital expenditure.

2 Any expenditure incurred on afixed asset which resultsin (@) itsexpansion, (b)
substantial increaseinitslife, or (c) improvement in itsrevenue earning capacity.
Improvement in the revenue earning capacity can bein theformd (i) increased
production capacity, (ii) reduced costof production, or iii) increased salesdf the
firm. Thus, cost of making additionsto buildingsand the amount spent on
renovationof the old machinery are also regarded ascapital expenditures. F you
buy a second hand machinery and incur heavy expenditure on reconditioningit,
such expenditure isal so to betreated as capital expenditure. Similarly, expenditure
onstructural improvements or alterations t o existingfixed assetswhereby their
revenueearning capacity isincreased, isalso treated as capital expenditure.

3 Expenditureincurred, during theearly years, on development of minesand land for
plantations till they become operational.

4 Cost of experiments which ultimately result in the acquisition of a patent. The cost
of experimentswhich arenot successful is not to be treated as capital expenditure.
Itistreated asa deferred revenue expenditure whichiswritten off within twoto
threeyears.

5 Legal chargesincurred inconnection with acquiring or defendingsuitsfor
protectingfixed assets, rights, etc.

Revenue Expenditure: When the benefit of an expenditure isnot likely to be available
formorethan oneyear, itistreated asrevenueexpenditure. So al expenseswhich are
incurredduringtheregular course of businessare regarded asrevenueexpenditures.
The examplesaf such expensesare:

1 Expensesincurred in day-to-day conduct of the businesssuch aswages, salaries,
rent, postage, stationery, insurance, electricity, etc.

2 Expenditureincurred for buyinggoodsfor resaleor raw materialsfor
manufacturing.

3 Expenditureincurred for maintaining thefixed assetssuch as repairsand renewals
of building, machinery, eta.

4 Depreciation onfixed assets. Thiscan aso betermed asrevenueloss.

5 Interest on loansborrowed for running the business. Y ou should notethat any
interest on loan paid during theinitial period before production commences, i Snot

treated asrevenue expenditure. I tistreated ascapital expenditure.
6 Legal chargesincurred during the regular course of businesssuch aslegal expenses

incurred on collectionfrom debtors, legal chargesincurred on defendingasuit for
damages, €tC.

6.4.2 Deferred Revenue Expenditure

‘Sometimes, certain expenditure whichisnormally treated as revenuemay be
unusually heavy and its benefitislikely to be availablefor morethan oneyear. I nsuch
asituation, itisconsidered appropriate tospread the cost of theexpenditureover a
number of accounting years. Hence, it iscapitalised and only a portion of the total
amount spent ischargedto the Profit and Loss Account of thecurrent year. The
balanceisshown asan asset which will bewritten off during the subsequent :
accounting years. Such expenditureiscalled a Deferred Revenue Expenditure 11
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becauseitschargeto Profit and Loss Account has been deferred to futureyears. Some
examplesd such expenditureare:

1 Expenditureincurred on advertisingcampaignto introduce a new product in the
market.

2 Expenditureincurred onformationaf a new company (preliminary expenses)

3 Brokeragecharges, underwritingcommission paid and other expensesincurred in
connection with theissue d sharesand debentures.

4 Cost of shifting the plant and machinery to a new sitewhich may invalve
dismantling, removing and re-erectiond the plant and machinery.

Let ustakethecaseof expenditureon advertisngcampaign. It isnot aroutine
advertisement and theamount involved is unusudly heavy. Its benefit will not
completely exhaust in oneaccountingyear but will continue over two to threeyears.
Hence, it isnot proper to chargesuch expenditureto the Profit and LossAccount of
oneyear. Itisbetter to distributeit carefully over threeyears. So, in thefirst year we
may chargeone-third of the amount spent tothe Profit and Loss Account and show
the balancein the Balance Sheet as an asset. |n the second year again we may chargea
similar amount to the Profit and Loss Account and show the balanceasan asset. In
thethird year, we may chargethis baanceto theProfit and LossAccount. Every
expenditurewhichisregarded asdeferred revenueistreated in thisway in thefinal
accounts.

Look at Illustration 1 and note how each expenditure has been treated and why.

Illustration 1

State whether the followingitems of expenditurewould be treated as(a) capital

expenditure, (b) revenueexpenditure,or (c) deferred revenueexpenditure:

i) Carriage ongoodspurchased Rs. 25

ii) Rs. 2,000 spent on repairsd machinery

iif) Rs. 5,000 spent on whitewashing

iv) Rs. 8,000 paidfor import duty and cartageon the purchasedf machinery from
West Germany

v) Rs. 25,000 spentonissued equity shares

vi) Rs, 14,000 spent on spreading new tileson factory floors

vii) Rs. 4,000 spent on dismantling, transportationand reinstalling plantand .
machinery to new ste

viii) Rs. 60,000spent on construction df railway siding

ix) Rs. 20,000 spent on somemajor aterationsto atheatrewhich madeit more
comfortableand attractive.

x) A second hand machine was bought for Rs. 10,000 and an amount of Rs. 6,000
was spent on itsoverhauling.

Solution:

) Itisarevenueexpenditureasit relatesto the goods for resale.

ii) Itisarevenueexpenditureasit relatesto the maintenance of afixed asset.

i) Sane asno. (ii).

iv) Itisacapita expenditureasit isspent in connectionwith the purchaseof afixed
assets.

v) Itwould betreated asdeferred revenueexpenditure. It isaheavy amount
incurred in connection with raisingd capital for thecompany and so capitalised.

Even under the Indian CompaniesAct and the Indian Income TaX Act this
expenditureisalowed to bewritten off over anumber of years.

vi) |tisarevenue expendituresoit istreated asasort of repairsnot leadingtoany
increasein the edrning capacity of a fixed asset.

vil) Normally expenditureon transportation etc. isrevenuein nature. But this
expenditure has been incurredon shifting to new sitewhichisnon-recarring in
natureand involves aheavy amount. Henceit shall betreated asadeferred
revenue expenditure.

viit) |t isacapital expenditare asit isincurredon the construction of railway siding, a
fixed asset.

ix) Itisacapital expenditureasthe aterationsmadethetheatre more comfortable,
and attractivewhichislikdly toincreaseitscollections.



x) It isacapitgal expenditu_reasit isincurred on making the newly bought second
hand machinery operational.

6.4.3 Capital and RevenueReceipts

Receiptsrefer to amountsreceived by a businessi.e., cashinflows. Receiptsmay be
classfiedas Capital Receiptsand Revenue Receipts. It is necessary to note this
digtinction clearly becauseonly the revenuereceiptsaretakento the Profit and Loss
Account and not the capital receipts.

Capital Receipts: Capital receiptsaretheamountsreceivedin theform of (a)
additiona capital introduced i n the business, (b) loansreceived, and (c) sale proceeds
of fixed assets. Y ou are aware that aloan taken by the businessis repayablesooner or
later. Similarly, additional capital received representsan increasein the proprietor's
dam over thebusinessassets. Thusthese two itemsrepresent increasein liabilities of
the businessand obvioudy arenot incomesor revenues. These arecapital recel ptsand
should betreated assuch. Thesade proceedsd afixed asset are dsotreated asa
capital receipt becausethe amount receivedisnot revenue earnedin thenormal
course of business. The capital receiptsincreasetheliabilitiesor reducethe assets.
They do not affect the profit or loss.

Revenue Receipts Revenuereceiptsare theamounts receivedin thenormal and
regular coursed business. They taketheform of (a) sale proceedsd goods, and (b)
incomessuch asinterest earned, commission earned, rent received, etc. These

recei ptsare on account of goodssold or someservicesrendered by the businessand as
such they arenot repayable. All revenuereceiptsare treated asincomesand shownon
thecredit sideof the Profit and Loss Account.

Check Your Progress B
1 Chooseonedf the aternativesgiven within bracketsand fill in the blanks.

) Properallocationd expenditure between capital and revenueis necessaryfor

theascertainmentd ............ (Profit or Loss/Cash in hand)
if) Allitemsof revenuenatureareshowninthe............ (Profitand Lass
Account/Balance Sheet)

iii) Any expenditurewhere the benefitisspread over anumber of yearsis
............ expenditure(capital/deferred revenue)

iv) When arevenueexpenditureiscapitalised, itiscalled ............ expenditure
(capital/deferred revenue)

V) Any expenditureincurred in acquiringaright likegoodwill or patent istreated
P> YU expenditure(capital/revenue)

2 Statewhether thefollowing statementsare Trueor False

i) Everyexpenditured largeamount iscapital expenditure. ... ...
ii) Anexpenditureincurred on acquisitionof afixed assetisacapital

expenditure. L
iiiy Cartagepaidonthenew machineisarevenueexpenditure. ............
iv) Depreciationonfixed assetsisacapital expenditure. ...
v) Cos o goodspurchasedfor resdeisarevenue expenditure.  ............
vi) Heavy expenditureon advertisingcampaignisadeferred revenue

expenditure. . e
vii) Money received fromthesaled goodsisacapital receipt. ., ...........
viii) Expenditureisnot the saine thi ngaspayment. L ..

65 LET USSUM UP

unmar y isprepared at theend of an accountingperiod in theform of Profit and Loss
Account and BalanceSheet to ascertainthe profit or lossand thefinancial position of
thebusiness Theseare calledfinal accounts. There areseven accounting concepts
which areto beobservedwhile preparing thefinal accounts. Thegoingconcern

: Conéepts Relating to

Final Accounts

13
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concept impliesthat thefirm isacontinuing unit. Hence expenditure on long term
assetscould be spread over anumber of years. According to the Matching Concept, -
appropriate costs have to be matched against the appropriate revenuesfor the
accounting period. The concept of conservatismimpliesthat whilecalculating the
profit of an accounting period, all possiblelossesshould be taken into account while
only thoseincomesshould beincluded which have actually arisen and not just
expected. According to consistency concept the accounting methodsfollowedfrom
period to period should be thesame s0 asto ensure meaningful comparisons. Thefull
disclosureand the materiality conceptssignify that thefinancial statements should
discloseall material infofmation so that the userscan draw rational conclusionsabout
theenterprise.

Therearetwo basesof accounting viz., cash basisand accrual basis. Theaccrua basis
isconsidered morelogical becauseit takesinto account all expensesincurred (whether
paid or not) and al incomesearned (whether received or not) during the accounting
period and thusensures correct ascertainment of profit or loss.

Tt isa soimportant to distinguish between capital and revenue otherwise the
ascertainment of profit or lossand thefinancia position of the businesswill be
incorrect. Therearecertain rules which guide us to determinewhether a particular
expenditureor receipt isof acapital nature or of arevenue nature.

6.6 KEY WORDS

Accrual Accounting: Accounting based on accrual system which takesinto account all
expensesincurred (whether paid or not) and all incomes earned (whether received or
not) during an accounting period.

Accounting Year: A period of twelvemonthsat the end of which thefinancial results
aregenerally ascertained.

BalanceSheet: A statement prepared for ascertaining thefinancial positionof the
.businessasat the end of the accounting period.

Capital Expenditure: A n expenditure which resultsin the acquisition of afixed asset,
or addition to a fixed asset, or animprovement in the earning capacity of the business.

Capital Receipt: Receipt in theform of additionsto capital, liabilitiesor sae prgceeds
of afixed asset.

Deferred RevenueExpenditure: A revenueexpenditurewhich involvesa heavy |
amount and the benefit o whichislikely to spread over two-three years.

Final Accounts: Financia statements prepared at the end of the accounting period for
ascertainingthe profit or lossand thefinancial position of the business. They include
Profit and Loss Account and the Balance Sheet.

Revenue Expenditure: An expenditure the benefitof whichislimited tooneyear.
Revenue Receipt: Receiptsonaccount of goodssold or services provided.
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6.8 ANSWERS TO CHECK YOUR PROGRESS ' Final Accounts

‘A 5 i) cogtsii)soldiii) prudenceiv) utility v) material vi) cash
B 1i) profitor lossii) Profit and LossAccount iii) capital iv) deferred revenue

V) capital
2 i) Falseii) Trueiii) Falseiv) False v) True vi) Truevii) Falseviii) True

6.9 TERMINAL QUESTIONS/EXERCISES

Questions

1 What do you understand by matching costsagainst revenue? Explain the main
implicationsof the Matching Concept.

2 Distinguish between cash basisand accrual basisof accounting. Why do you
consider accrual basismore rational ?

3 Write noteson thefollowing concepts

i) Going Concern Concept
if) Conservatism
iii) Consistency
iv) Full Disclosure
. V) Materiality
4 Why isdistinction between capital and revenue important?Give examples to show

. how wrong classification can affect the ascertainment of profit.
5 What isdeferred revenue expenditure? Give three examples.

Exercises
% Ascertath the profit to the businessfor the month of June, 1988for which the
“followinginformation isavailable.

Rs.
Sdes 80,000
Cost of goods produced 70,000
Cost of goodssold 60,000
Saariesfor June 10,000
Rent for June paid in July 1,000
Sundry Expenses 600

Hint: Match costs against-revenues
(Answer: Rs. 8,400)

2 Statewith reasonswhether thefollowingexpenditureisdf capital or revenue nature

i)y Rs. 3,00,000 spent on constructing an additional hall.

i) Rs. 600spent on carriageof goods.

iif) A second,hand machine was bought for Rs. 10,000 and Rs. 900 were spent on its
carriage and installation.

iv) Rs. 800 were paid aswagesto own workersfor manufacturing loose toolsfor use
inthefactory.

V) A sumof Rs. 800 spent on legal chargesfor recovering duesfrom debtors.

vi) Rs. 2,000 were paid to an architect for drawing up the plansfor the proposed

building.
(Answer: i) capital ii) revenueiii) capital (includingcarriage, etc.) iv) capital
v) revenue vi) capital).
3 State whether thefollowing expendituresarecapital or revenue. Givereasonsin
each case.

i) Rs. 15,000 paid as brokeragein connection with the purchaseof land. .
ii) Rs. 60,000 spenton yniforms to staff 15"
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iii) Rs.2,00,000 incurredin developinga new areafor tea plantation
iv) Rs. 600 spent on transportation of stock to new site

v) Rs. 20,000 spent on experimentinga new product which was not successfui
vi) Asumd Rs. 25,000spent on overhaulingthemachinery. It increased the life of

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

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

for your practiceonly. -
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7.0 OBJECTIVES

After studying this unit you will beableto:

o explain the purpose of preparing final accounts

® prepareatrial balance from agiven list of balances

@ prepare trading and profit and loss account

® preparebalance sheet

® prepare manufacturing accountand caiculate cogst of goods produced
& prevent thefinal accounts in vertical form,

7.1 INTRODUCTION

In Unit 6 you havelearnt about the conceptswhich guide the preparationd final
accounts. Youknow that the finat accounts are primarily prepared for ascertainingthe
operational result andthe financial position Of the business. They consist of (i} Profit
and LossAccount, and (if) Baance Sheet. TheProfit and Loss Account revea sthe
profit earned Or | &ss incurred (operational result) during the accounting year and the
Balance Sheet indicatesthefinancia positionas at theend of theyear. I n thisunit you
will learn about the basic framework of final accountsincludingtheir presentationin

vertical form.

7.2 FINAL ACCOUNTS AND TRIAL BALANCE

You how final accountsar e prepared Vith thehelpd aTrid Balancewhichshowsall
theledger balances asat the end o an accounting period. Generaly, whenyou are
asked to preparefinal accountsyou are given apropetly prepared Trial Balance and
you have no difficulty in identifying theitems of incomes, expenses, assets, and
lighilities. But , sometimes you may not be given aproper Trial Bal ance, You may
smply beasked to preparethefinal accountsframthe list of closing balances
extracted from the books d somefirm. Insuch asituation, it will be hdpful if you first .
prepare theTrial Balance and then thefinal accounts, Hence itisimportant that you
should know how topreparethe Trid Balance from agivenlist of balances.

' Normally when a Trial Balance isto beprepared, you havefull d .tails of ledger
accountsvith you. Yéu can easily ascertain whether a particular account hasadebit



