Chapter 6 
FINAL ACCOUNTS
INTRODUCTION
Final accounts are the end results of accounting process. They are also called as 
financial statements. They are prepared at the end accounting  period and so called as  financial final accounts. They are prepared to know profit gained or loss suffered account, position of the business. A complete set of financial statement includes trading account,  
Profit and Loss account, Balance Sheet and Statement of changes in financial position.  So, we will focus on Trading account, Profit and Loss account an
Some definitions of final account are:
According to S. Mukharjee, "Final account is the account which is prepared at the end of a given year period to see the profit and loss position as well as the financial position of a going concern for the period given."
According to O.P. Gupta, " Final accounts consist of trading account, profit and loss account and balance sheet. Trading account shows gross profit or gross loss, net profit or net loss is calculated from profit and loss account and balance sheet is prepared to know the position of assets and liabalities."
In conclusion, final accounts are those financial statements which are prepared to know the operating results and financial positon of the business at the end of the accounting period. Trading, profit and loss account is prepared to determine the amount of profit or loss and balance sheet is prepared to determine financial position of the business.
TRADING ACCOUNT
It is the first step in final accounts. It is prepared to determine the gross profit or gross loss that the business organization earned or suffered during a particular period of time. Gross profit determination is necessary to ascertain the net profit or the net loss. Gross profit or gross loss is the difference between the selling price and cost of goods sold. In other words, to determine the gross profit or gross loss is to ascertain the trading results. The excess of sales proceeds on cost of goods is called as gross profit or vice versa.
[bookmark: bookmark0][bookmark: bookmark1]Objectives of Trading Account
The main objectives of trading account are as follows:
· To determine gross profit or gross loss of the business for a particular period of time.
· To provide information about direct expenses.
· To know net purchase and net sales of the given period.
· To find out the position of stock.
· To facilitate for the preparation of profit and loss account.
· To provide information for the comparisons of direct expenses and sale, direct expenses and gross profit, gross profit and sales for evaluating operating efficiency of the business.
[bookmark: bookmark2][bookmark: bookmark3]Importance/Advantages/Uses of Trading account
The main advantages I importance are given below:
· It helps to determine gross profit earned or gross loss suffered for the given period of time.
· It helps to know about direct expenses i.e. expenses relating to purchase and merchandise.
· It helps to determine the cost of goods sold.
· It helps to prepare profit and loss account.
· It helps to determine ratio between direct expenses and sales, direct expenses and gross profit, and gross profit to sales and thereby judge the efficiency of trading activities.
[bookmark: bookmark4][bookmark: bookmark5]Contents of Trading Account
Items shown on the debit side of trading account
1. Opening stock
It refers to the closing stock Of previous year or stock in the beginning of the current year. For trading business, it consists of different types of finished goods. for manufacturing concern, it consists of raw materials, work-in progress and finished goods. It is put as the first item on the debit side of trading account.
[bookmark: bookmark6][bookmark: bookmark7]2 purchases
It refers to the goods purchased, both cash and credit to purchase for resale purpose.
[bookmark: bookmark8][bookmark: bookmark9]j. Purchase return
It refers to the purchased goods which are returned to suppliers because of some appropriate reasons. In trading account, it can be shown either by deducting from purchase or simply in the credit side of trading account.
[bookmark: bookmark10][bookmark: bookmark11]4. Direct expenses
These are the expenses which are incurred on goods purchased to bring them in saleable condition.
a. For trading business:
They are:
i) Freight or freight inward or freight on purchase
ii) Carriage or carriage inward or carriage on purchase
iii) Import duty
iv) Customs duty
v) Wages
b. For manufacturing business;
Besides above expenses, the direct expenses for manufacturing business are:
i) Manufacturing wages
ii) Power expenses
iii) Factory lighting
iv) Factory rent and rates
v) Duty on purchases
vi) Royalties
vii) Consumables stores
[bookmark: bookmark12][bookmark: bookmark13]shown on the credit side of the trading account
[bookmark: bookmark14][bookmark: bookmark15]Sales
They refer to the goods which are sold for cash as well as on credit.




2. Sales return
They refer to the goods that are returned by customers. They should be deducted from total sales.
3. Closing stock
It refers to the stock that remains unsold in the company by the end of the accounting period.
                  MEMORY TIPS
               The first part of formal account is called trading account which shows gross profit or gross loss of a business    organization.
If the total amount of debit side is heavier than credit side, the difference is called gross loss.
If the total amount of credit side is heavier than the debit side the difference is The gross profit or gross loss is transfered to profit and loss account.	
[bookmark: bookmark16][bookmark: bookmark17]Profit and Loss Account
Profit and loss account is the second step of the final account. It is prepared after trading account to ascertain net profit or net loss for the given accounting period. It starts with gross profit in the credit side or gross loss in the debit side. Thereafter, all indirect expenses and losses are debited and incomes and gains are credited to it.
[bookmark: bookmark18][bookmark: bookmark19]Objectives of Profit and Loss Account
The main objectives of profit and loss account are given below:
· To ascertain net profit or net loss earned or suffered by the business during the accounting period.
« To measure the success of business by ascertaining the profitability.
· To find the information about indirect expenses and losses for the particular period of time.
· To find the information about indirect incomes and gains for the particular period of time.
· To help in preparation of a balance sheet.
· To provide the comparison between indirect expenses and indirect incomes.
[bookmark: bookmark20][bookmark: bookmark21]Importance/Advantages/Uses of Profit and Loss Account
The main advantages of profit and loss account are given below:
· It helps to determine the net profit or net loss for a particular period
· It provides the information about indirect expenses.
· It helps to determine the ratio between direct and indirect expense.
· It helps to determine the ratio between net profit and gross profit.
· It helps to determine the ratio between net profit and operating expenses
· It helps to determine the ratio between net profits to sales.
· It helps in ascertaining whether the business is being conducted efficiently not.
· It helps in taking necessary actions for effective control over the expenses.
· It helps to find out the reasons of profit or loss.
· It helps in formulating the future direction of the business.
[bookmark: bookmark22][bookmark: bookmark23]Contents of Profit and Loss account
Items that are debited to the profit and loss account:
1. Gross Loss: It refers to the debit balance of trading account and being lo it is shown to the debit side of profit and loss account.
2. Administrative expenses : These are the expenses incurred for day to c operation of office, management and administration of the business. They include:
a) Establishment expenses
b) Office salaries
c) Office rent and rates
d) Office lighting
e) Printing and stationary
f) Postage and telephone charges
g) Legal expenses
h) Audit fee
i) General expenses
                     j) trade expenses
Selling and distribution expenses : These are expenses incurred  for promotion of sales and distribution of goods or services. They include:
a) Salesmen's salaries and commission.
b) Commission of agents
c) Advertising
d) Warehousing expenses
e) Packing expenses
f) Freight and carriage on sales
g) Export duties
h) Bad debts
4. Financial expenses : These are expenses incurred for arranging finance in business. They include:
a) Interest on loan
b) Interest on capital
c) Discount allowed
5. Abnormal losses : These are losses not occurred in business. They are:
a) Stock lost by fire not covered by insurance company
b) Loss on sales of fixed assets
c) Loss by theft
d) Cash defalcation
[bookmark: bookmark24][bookmark: bookmark25][terns shown on the credit side of profit and loss account
1. Income from main business: They refer to the profits and incomes which are received from the operation of the main business. They are:
a) Gross profit
b) Profit on consignment
c) Profit on joint venture and
d) Commission received
2. Financial and other incidental income : They refer to the income received from other sources except the main functions of the business. They include:
a) Interest on fixed deposit
b) Income from investment
c) Rent received
d) Interest on drawings and
e) Discount received
[bookmark: bookmark26][bookmark: bookmark27]Preparation of profit and loss account
Profit and loss account is prepared after preparation of trading account. Since it is nominal account, it starts with gross profit in the credit side and gross loss in the debit side. Similarly, all revenue incomes and gains are credited. If credit sides became heavier than debit side, the difference (credit balance) is known as net profit and if debit side becomes heavier than credit side, the difference (debit balance) is known as net loss.
Profit and loss account
· The second part of financial account which is prepared after trading account to determine net profit or net loss is called profit and loss account.
· If the total amount of debit side is heavier than credit side, the difference is called net loss.
· If the total amount of credit side is heavier than the debit side the difference is called net profit
· The net profit or net loss is transferred to Balance sheet.
[bookmark: bookmark28][bookmark: bookmark29]BALANCE SHEET
This is the final step in the preparation of final accounts. It is prepared after the preparation of trading account and profit and loss account. In fact, it is not an account rather a summarized statement of assets and liabilities and depicts the financial position of the business. It may be defined as "Statement which sets out the assets and liabilities of a firm or an institution as at certain date". It is called a balance sheet because it is a sheet of balances of the ledger accounts (i.e. Personal Accounts, Real Accounts and Fictitious Assets Accounts) which have not been closed till the preparation of the trading and profit and loss account. It reports the property owned by the enterprise
and the claims of the creditors and owners against these properties.
Some definitions of a balance sheet are:
According to O.P. Gupta, "Balance sheet is a mirror, which reflects the true position of assets and liabilities of a business on a particular date."
According to Palmer, "Balance sheet is a statement at a particular date showing on one side the traders property and on the other side, the liabilities."
In conclusion, a balance sheet is a statement of assets, liabilities and capital prepared at the end of accounting period to know the financial position of business. It presents assets in one side and liabilities and capital on the other side.
[bookmark: bookmark30][bookmark: bookmark31]Objectives of balance sheet
The important objectives of balance sheet are as follows:
· To know the nature and value of assets of a business.
· To ascertain the nature and amount of liabilities of a business.
· To know the amount of capital, investment and profit or loss of business.
· To examine the liquidity position of business.
· To test the solvency position of business.
· To know the position of debtors and creditors.
· To know the prosperity or unsuccessfulness of the business.
· To test the accounting accuracy of different accounts.
· To give opportunities for the financial analysis of the business.
[bookmark: bookmark32][bookmark: bookmark33]Advantages/Importance/Uses of Balance Sheet
· It helps to test the solvency position of the business.
· It helps to know the nature and value of assets.
· It helps to ascertain the nature and amount of liabilities.
· It helps to know the liquidity position of business.
· It helps to know the book value of equity.
· It helps to determine the amount of provisions and reserves.
[bookmark: bookmark34][bookmark: bookmark35]Items to be shown on the Asset side of Balance Sheet
1. [bookmark: bookmark36][bookmark: bookmark37]Fixed Assets
Fixed assets refer to those assets which are held for the purpose of providing or producing goods or services and those which are not held for resale in the normal course of business. They may be classified as:
a* 'Tangible Fixed Assets: These assets refer to those fixed assets which can be seen and touched e.g. Land and Building, Plant and Machinery, Furniture and Fixture etc.
Intangible Fixed Assets: These assets refer to those fixed assets which cannot seen nor been touched e.g. Goodwill, Patents, Trade Marks, Copy right, etc.
[bookmark: bookmark38][bookmark: bookmark39]Investments2.

These assets represent an expenditure on assets to earn interest, divide income or other benefit e.g. Investment on Shares, Investment on Debentures Investment on Bonds etc.	
[bookmark: bookmark40][bookmark: bookmark41]3. Current Assets	

Current assets are those assets which are held in the form of cash e.g. cash in had and cash at bank and assets ready for conversion into cash e.g. stock of finished goods, debtors, bill receivable, accrued income, etc.
[bookmark: bookmark42][bookmark: bookmark43]Items to be shown on the Liabilities side of Balanced Sheet
[bookmark: bookmark44][bookmark: bookmark45]1. Liabilities
Liabilities refer to the financial obligations of an enterprise others than owners’ funds. They are:
a. Long term liability : Long term liability refers to the liability which does not fall due for payment in a relatively long period (i.e. more than 1 to 12 months) For example, Loan from financial institution, Debentures etc.
b. Current liability : Current liability refers to the liability which falls due for payment in a relatively short period (i.e. less or equal to 12 months). For example, Bill payable, Trade creditors, Outstanding expenses, Bank overdraft etc.
2. [bookmark: bookmark46][bookmark: bookmark47]Capital
It refers to the amount invested in business by the owners. It is increased by additional investments and the amount of profit earned. It is decreased by the losses incurred and the amount withdrawn.
3. [bookmark: bookmark48][bookmark: bookmark49]Reserve fund and Surplus
These funds are created out of profit for the future contingency.
[bookmark: bookmark50][bookmark: bookmark51]Preparation of Balance Sheet
It is prepared at the last date of the accounting period. Since, it is the sheet of ledger balance of personal and real accounts, the ledger of resources are shown in the assets side and $ ledger of source which finance the resources are shown in the liability side.
[bookmark: bookmark52][bookmark: bookmark53]Methods/procedure of preparing a balance sheet
While preparing a balance sheet, the name of the company should be maintained on top of the statement then after balance sheet and end date of fiscal year. The basic sheet contain two sides. One side is used for placing assets items and another side is
used for placing liabilities and capital. There is  no definite rule for showing assets and liabilities  in right side and left side respectively of the balance sheet. It totally depends on the practices of the business world.	
Net profit occured in the business should be added to the capital whereas net less should be deducted from it. Drawing also should be deducted from the capital. Capital, debts, reserve, payable should be shown in liabilities side whereas fixed assets, investment and current assets should be shown in asset side. Both sides of a balance sheet should be equal. While closing the balance sheet double parallel line should be placed just underneath the total of assets and liabilities side for formal closing.



· Memory tips
· Balance sheet is the last step of financial account which is prepared after profit and loss account.
· It shows the actual position of assets and liabilities with capital.
· We must put capital and liabilities on left hand side and assets on right hand side.
Difference between Profit and Loss account and balance sheet differences between profit and loss account and balance sheet are as follows:
	Bases
	Profit and Loss Account
	Balance Sheet

	Nature
	It is a nominal account in nature.
	It is a sheet of ledger balances of personal and real account.

	Objective
	It is prepared to ascertain the results of business operation.
	It is prepared to know the financial position of a business.

	Time
	It is prepared for the particular period of time.
	It is prepared on a certain date.

	Contents
	Revenue expenses and revenue incomes are the items shown in the debit and credit sides respectively.
	Assets and liabilities are shown in their respective sides.

	Format
	It has debit side and credit side.
	It is not an account. So, headings of the two sides are "liabilities' and "assets'.

	Results
	Difference between debit and credit sides can be net profit and net loss.
	Both assets and liabilities sides must be equal to each other.



Difference between Trial Balance and Balance sheet
The differences between trial balance and balance sheet are as follows:
	Bases
	Trial Balance
	Balance Sheet

	Purpose
	It is prepared to check arithmetical accuracy of the accounting records.
	It is prepared to know the financial position of a business.

	Contents
	All the ledger accounts must be shown in the trial balance.
	The balances of personal and real accounts are presented in a sheet.

	Heading
	The two columns are headed as debit and credit.
	The two sides are headed as assets and liabilities.

	Information
	Information about the balances or total of ledger accounts is possible only.
	It provides information as to the profitability and financial position of the firm.

	Period
	It is prepared normally monthly quarterly half yearly whenever desired.
	Normally, it is prepared at the end of accounting period.

	Closing stock
	Normally closing stock does not appear in the trial balance.
	Closing stock appears in the balance sheet.




	Adjustment
	It can be prepared even without making adjustments.
	It cannot be prepared without making adjustments for outstanding, prepaid items etc.	

	Evidence
	"it is not accepted as a legal written evidence in the court of law.
	It is accepted as a legal written evidence in the court of law.



[bookmark: bookmark56][bookmark: bookmark57]Final Accounts and Adjustments
Some transactions may occur after the preparation of trial balance; some transact might be incurred in current year but for coming year. Final accounts will not reveal a true and fair picture of the results unless these items are incorporated into fix accounts. All such items which need to be brought into books of account at the time preparing final account are called adjustments. These transactions are given out sit the trial balance and should be incorporated by passing adjustments entries through journal properly and finally should be adjusted into final accounts.
As per the principle of double entry system, adjustment entries also have dual effects final accounts. Such dual effects are incorporated in final account in the following ways
1. One effect in trading account and another into balance sheet or
2. One effect in trading account and another effect in profit and loss account or
3. One effect in profit and loss account and another in balance sheet.
4. One effect in trading, profit and loss account and another in balance sheet.
5. Both effects may be in the balance sheet.
[bookmark: bookmark58][bookmark: bookmark59]Some items of adjustments and their treatments in final account
[bookmark: bookmark60][bookmark: bookmark61]1. Closing Stock
Closing stock refers to the stock of unsold goods at the end of current account period. It is valued at cost or net realizable value whichever is lower. Its account treatment is as follows:
	Treatment in trading account
	Shown on credit side
	

	Treatment in balance sheet
	Shown on asset side
	

	




	In trading account (for direct expenses) or P & L account (for indirect expenses)
	Added to the concerned expense in debit side.

	In balance sheet
	Shown in the liability side.



Note : If these expenses appear in trial balance, such o/s expenses will be shown only in the liabilities side (current liability) of the balance sheet.
3. Prepaid/Advance/Unexpired Expenses
These expenses refer to the expenses which have been paid during the current accounting period but the benefit of which will accrue in the subsequent accounting period or periods. Its accounting treatment is as follows:
	In trading account (for direct expenses) or In P & L account (for indirect expenses)
	Deducted from the concerned expenses in the debit side.

	In balance sheet
	Shown on the assets side as current assets.



Note : If these expenses already appear in the trial balance, such expenses will be shown only in assets side (current assets) of the balance sheet.
4. Accrued income
It refers to that income which has been earned but not received during the current accounting period. Its accounting treatment is as follows:
	In P & L account
	Added to the concerned income on the credit side.

	In Balance sheet
	Shown on the assets side as a current asset.



Note : If it already appears in the trial balance, it will be shown only in the balance sheet as a current asset.
5. Income received in advance/unearned income
It refers to that income which has been received but not earned during the current accounting period. Its accounting treatment is as follows:
	In P & L account
	Deducted from the concerned income in credit side.

	In Balance sheet
	Shown on the liabilities side as current liability.



 Note: if it already  appears in the trial balance, it will be shown only in the balance sheet as a current liability
  6. depreciation
It represents that portion of the cost of fixed assets which has been used in the business for the cost  Purpose of earning profit Its accounting treatmet.
[bookmark: bookmark62][bookmark: bookmark63]

Theoretical Questions
A. Very short answer questions (Answer the following questions sentence/very short)
1. How is gross profit determined?
2. How is net profit determined?
3. Write any two examples of intangible assets.
4. Mention any two examples of direct expenses.
5. Write any two expenses of administrative expenses.
6. What is gross profit?
7. What is opening stock?
8. What is closing stock?
9. What is direct expense?
10. How is gross loss adjusted?
11. How is net profit or net loss adjusted?
12. What is final account?
13. Mention one objective of final account.
14. What is a balance sheet?
15. What is outstanding expense?
16. What is prepaid expense?
17. How is outstanding expenses adjusted?
18. How is prepaid expense adjusted?
19. What is accrued income?
B. Short answer questions (Answer the following questions in short)
1. Give the meaning of final account. Why is it prepared?
2. What is trading account? What are its objectives?
3. Briefly explain the procedure of trading account.
4. What is profit and loss account? How is it prepared?
5. What are the advantages of preparing profit and loss account?
6. Briefly explain the procedures of preparing profit and loss account.
7. What is a balance sheet? What are its objectives?
Higher ability
1. Prepare a profit and loss account using any ten items either in debit or credit side showing the gross profit Rs. 25,000 with a suitable format.
2. What are differences between trial balance and balance sheet?
C. Long answer questions (Write long answers to these questions)
1. What is profit and loss account? Explain the items included in debit and credit items of profit and loss account.
2. What is a balance sheet? Explain the items included in it.
[bookmark: bookmark64][bookmark: bookmark65]Numerical Problems
Initial Problems
IP-1
Prepare Trading account of Dhawaligiri Furniture Center, Parbat for the year ending on 31st Ashad, 2070 from the following information:
	Particulars
	Amount (Rs)
	Particulars
	Amount(Rs)

	Opening stock
	112500
	Purchase return
	6200

	Purchase
	625000
	Sales return
	7500

	Carriage inward
	15000
	Customer duty
	4800

	Wages
	30000
	Closing stock
	67500

	Sales
	750000
	
	


(Ans: Gross profit=Rs 28900)

IP-2
From the following particulars, prepare Trading account of Seti Plastic Industry, Ba jura for the year ending 31st Dec, 2013
	Particulars
	Amount (Rs)
	Particulars
	Amount(Rs)

	Opening stock
	112500
	Custom duty
	18000

	Sales
	625000
	Exercise duty
	9000

	Wages
	15000
	Sales return
	12500

	Carriage
	30000
	Purchase return
	7500

	Motive power
	7000
	Closing stock
	200000

	Factory expenses
.Purchase
	27000
750000
	
	


(Ans: Gross loss = Rs. 148500)
	Amount (Rs)
	Particulars
	Amount (Rsi

	372000
	Advertisement
	63000

	136000
	Rent
	81000

	72000
	Commission received
	13000

	36000
	Discount received
	7000


IP Prepare a profit and loss account of Sharma and Co., Taplejung concern for  the year ending on 31st Dec, 2014.Particulars
(Ans:

Gross profit
Salaries
Freight outward
Printing and
   stationery = Rs. 4000]

[bookmark: bookmark66][bookmark: bookmark67]IP-4
Prepare Profit and loss account of Lama Wood Factory, Dhading for the year ended on 31st March, 2013 from the following particulars:
	Particulars
	Amount (Rs)
	Particulars
	Amount (Rs)

	Gross profit
	450000
	Discount Dr
	19500

	Salaries
	120000
	Depreciation
	70000

	Discount Cr
	18000
	Electricity charges
	18500

	Legal charges
	25000
	Bad debts
	15000


(Ans: Net profit=Rs 200,000]

[bookmark: bookmark68][bookmark: bookmark69]IP-5
[bookmark: _GoBack]From the following particulars, prepare Profit and Loss account of Paudel & Brothers Co., Bhaktapur for the year ending 31st March, 2014.
	Particulars
	Amount (Rs)

	Gross profit
	199000

	Carriage on sales
	45000

	Insurance premium
	54000

	Profit on sales of fixed assets
	15000

	Discount allowed
	7000

	Rent
	65000

	General expenses
	32000

	Interest received
	28000

	Dividend received
	38000

	Commission received
	16000

	Loss on sales of investment
	21000

	Audit fees
	25000



