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Lecture - 51
5.1 Introduction to Final Accounts

In this video | am going to introduce you to the format of the Final Accounts: balance sheet
and income statement. Although | have shown you the income statement and balance sheet of
a company, | would like to introduce you to the format that we are going to be using so that it

becomes easier for you.
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5.1.1 What are Final Accounts? ...

Prepared at the end of financial year ( Q, Ol QL)
* Income Statement: To identify profit or loss during the year
. Ms, Expenses and Profit
+ Balance Sheet: To ascertain financial position,of the business

+  Assets and Liabi
\

+  Collectively called: Final Accounts
— —

The final accounts are typically prepared at the end of a financial year. We have also discussed
that public companies have to disclose quarterly statements as well. The income statement
helps us identify the profit or loss during the year by matching the incomes to the expenses.
So, if you want to look at the incomes, expenses, and profit, you refer to this statement. The
other statement is the balance sheet that helps us ascertain the financial position of the business.
When we say financial position, we are referring to the accounting equation: assets = liabilities.
This equation should hold for business to sustain. As and when this equation is not balanced,
the business can be in trouble. For example, the liabilities are higher than the assets. That is
what we mean by these two words: financial position. We will talk more about this as we go

forward. Collectively we call these two statements final accounts. There is a third statement



called cash flow statement, but for now we are keeping that as an additional statement. It was

introduced later in the final accounts. So, we will talk about the cash flow statement later.
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Here is the statement of profit and loss. This is Reliance Industry Limited’s income statement.
We have seen this earlier. There is income and there are expenses and you have profit for the
year and two years data has been shown here. The Companies Act prescribes the format of
these statements. Also, in some cases, sequence- that you should first show income, then
expenses and the categories-are prescribed by the Act. For example, you see cost of material,
you see employee benefit costs, depreciation, finance costs. These categories, these buckets are
also defined. Most of the companies are going to follow this format. All the public companies,
for sure, and there can be small changes here and there, in the nitty gritties, in the details which
are allowed, but largely this is how the profit & loss statement is shown.

Now, the reason we are looking at this again is that the way we are going to prepare the
statement is going to be slightly different to start with, because right now we will learn to
prepare this statement in such a way that it also helps us in converting the data into information.

The next step is data analysis of the final accounts.



(Refer Slide Time: 03:29)

5.1.2 Format of Profit & Loss Account J ﬁ“; ,
DY £ Koot PRL Alc Tncames Cy -v
Particulars Dr. Amount Particulars Cr. Amount

So, here is the format that we are going to be using. This is a familiar format; this is called
account format. You have a debit side to this account and a credit side to this account. All we
are going to do is to pick up this part, income part, and we are going to bring it here. All the
incomes are going to be shown on the credit side as have credit balances. So, all credit balances
are going to be shown on the credit side. On the other hand, all these expenses, the expenses
we are going to pick this side and bring it to the debit side, because all expenses have debit
balances. All we are doing is using an account format and we are calling this profit and loss

account, rather than a profit and loss statement or statement of profit and loss.

You are familiar with the account form of business. This is simply the ledger account that you
learnt how to prepare. We are going to use the same similar principles. You just bring the
incomes on the credit side, expenses on the debit side and you figure out the balancing figure
which can be profit or loss. And when you have to present it to the public, you just transpose
this into a different format, landscape format. You show incomes at the top and expenses at the
bottom. Simple as that. But it is only for our convenience and in order to create some additional

information for analysis purposes, that we are using the account format.
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This is the statement. This is how we are going to do the profit and loss. And typically, this is
how it is going to look and feel, as we move forward. This is the same account. You have a P
& L account. On the credit side you have incomes, on the debit side you have expenses. You
bring your operating income here. This is sales. Sales is an operating income. Sales is the only
operating income that the business has. Sale of primarily the goods and services which the
business manufactures or trades is the revenue coming in and that is what is operating income.
All the other incomes are here, non operating incomes. These two have been segregated here
for a specific purpose and I will tell you the purpose. But the idea is that operating incomes are
going to be shown first and then non-operating incomes. If you look at this statement here you
have operating income and non-operating income. So, we just use the account format. The
presentation is different, but it is the same as shown in the statement format. On the debit side
you have the value of opening stock, you have purchases, factory expenses and then you have
something called a gross profit. What does this mean? All the items here are called direct
expenses. What do we mean by direct expenses? We have discussed operating and non
operating expenses, but direct expenses is something that we have not discussed before. Direct
expenses are related to the manufacturing of the goods. All the expenses which have to be spent
in order to produce the goods or make the goods ready to be sold are called direct expenses.
So, those are called direct expenses and | have written factory expenses. So, whatever
production level expenses are there will be shown here and then there is an item called gross
profit. What is gross profit? In common parlance the word margin is used. So, you deduct from

the sales, the cost of the sales. So, this is cost of goods sold or COGS. So, you have the stock



unsold from the last year which is going to be sold in this year, you have purchases that you do
in this year and then you have various factory related expenses that have to be incurred to make
the goods ready to be sold. All these together are called the cost of the goods which are sold
during the year. The difference between sales and cost of goods sold is the gross profit, this is
the balancing figure. And | am sure you would know what is a balancing figure and what is
meant by c/d, carried down. The margin here is called gross profit. This is an accounting term.
This gross profit is then brought down, not into the next year, but into the next section here and
you write the gross profit here. Then you add to the gross profit whatever additional income
you have. So, this gives you the total available income that you have, out of this you are going
to be spending now on selling. Sales expenses, advertisement, administrative expenses,
anything which is after the production of the goods, after the goods have been converted into a
form which is ready to be sold, are going to be shown here. The difference between this section
(the total income which includes gross profit plus the other income), and all the expenses
(indirect expenses) is called net profit. All the expenses which are not related to the
manufacturing of the goods or getting the goods ready for sales like sales staff salaries, selling
expenses, administrative, finance cost, taxes and everything else are called indirect expenses.
Finally, you have a net profit which you show here. To summarize we are converting this
statement into an account form, we take operating income and we take direct expenses. We
figure out the gross profit, then gross profit is added to all the rest of incomes to find out the
income available, to take care of the indirect expenses and then you figure out your net profit
here. This is the format we are going to be using. This will become more clear as we solve

more problems and do more tutorials.
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The other statement is the balance sheet. Again, you have seen this statement, there are two
sides to it: assets and liabilities (equities and liability side). So, these two sides; we are going

to convert this as well into an account format.
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You have assets on the one side, liabilities on the other side and traditionally we show liabilities
on the left-hand side. It does not matter. You could swap the two as well, because earlier this
was the convention, but now the law requires that the statement should be shown in this format.
It does not matter what you show on the left side and right side, but what is shown on the top



and bottom. So, this is the format that most companies will use, they will show assets first,
liabilities after that. Then within the assets you have current assets and noncurrent assets. In
the equities and liabilities side, you have three sub heads: noncurrent liabilities, current
liabilities and equity. Similarly, we are going to follow this format here. Liability side you will
have share capital here and you will have noncurrent liabilities and current liabilities; on asset
side noncurrent assets and current assets. The headings are the same, the flow is the same, the
only thing is rather than placing these you know one at the top of the other, we are using a
vertical format, we have liabilities on one side, assets on the other side, just for creating more

information in the process.

I hope now you have some sense of the format that we are going to use for the income statement
and the balance sheet. In the next video | will talk more about how to prepare these two
statements from the data generated through the accounting cycle process.



