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FOREWORD

The National Curriculum Framework (NCF), 2005, recommends that
children’s life at school must be linked to their life outside the school.
This principle marks a departure from the legacy of bookish learning which
continues to shape our system and causes a gap between the school,
home and community. The syllabi and textbooks developed on the basis of
NCEF signify an attempt to implement this basic idea. They also attempt to
discourage rote learning and the maintenance of sharp boundaries between
different subject areas. We hope these measures will take us significantly
further in the direction of a child-centred system of education outlined in
the National Policy on Education 1986.

The success of this effort depends on the steps that school principals
and teachers will take to encourage children to reflect on their own
learning and to pursue imaginative activities and questions. We must
recognise that, given space, time and freedom, children generate new
knowledge by engaging with the information passed on to them by
adults. Treating the prescribed textbook as the sole basis of examination
is one of the key reasons why other resources and sites of learning are
ignored. Inculcating creativity and initiative is possible if we perceive
and treat children as participants in learning, not as receivers of a fixed
body of knowledge.

These aims imply considerable change in school routines and
mode of functioning. Flexibility in the daily time-table is as necessary
as rigour in implementing the annual calendar so that the required
number of teaching days are actually devoted to teaching. The methods
used for teaching and evaluation will also determine how effective this
textbook proves for making children’s life at school a happy experience,
rather than a source of stress or boredom. Syllabus designers have
tried to address the problem of curricular burden by restructuring and
reorienting knowledge at different stages with greater consideration
for child psychology and the time available for teaching. The textbook
attempts to enhance this endeavour by giving higher priority and space
to opportunities for contemplation and wondering, discussion in small
groups, and activities requiring hands-on experience.

The National Council of Educational Research and Training (NCERT)
appreciates the hard work done by the textbook development committee
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responsible for this book. We wish to thank the Chairperson of the
advisory group in Social Sciences Professor Hari Vasudevan and the
Chief Advisor for this book, Professor R.K. Grover, (Retd.) Director,
School of Management Studies (IGNOU), New Delhi for guiding the work
of this committee. Several teachers contributed to the development
of this textbook; we are grateful to their principals for making this
possible. We are indebted to the institutions and organisations which
have generously permitted us to draw upon their resources, material
and personnel. We are especially grateful to the members of the National
Monitoring Committee, appointed by the Department of Secondary and
Higher Education, Ministry of Human Resource Development under the
Chairpersonship of Professor Mrinal Miri and Professor G.P. Deshpande,
for their valuable time and contribution. As an organisation committed
to the systemic reform and continuous improvement in the quality of
its products, NCERT welcomes comments and suggestions which will
enable us to undertake further revision and refinement.

Director
New Delhi National Council of Educational
20 December 2005 Research and Training
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RATIONALISATION OF CONTENT IN
THE TEXTBOOKS

In view of the COVID-19 pandemic, it is imperative to
reduce content load on students. The National Education
Policy 2020, also emphasises reducing the content load
and providing opportunities for experiential learning
with creative mindset. In this background, the NCERT
has undertaken the exercise to rationalise the textbooks
across all classes. Learning Outcomes already developed
by the NCERT across classes have been taken into
consideration in this exercise.

Contents of the textbooks have been rationalised in
view of the following:

e Overlapping with similar content included in other

subject areas in the same class

e Similar content included in the lower or higher class in
the same subject

¢ Difficulty level

e Content, which is easily accessible to students without
much interventions from teachers and can be learned
by children through self-learning or peer-learning

¢ Content, which is irrelevant in the present context

This present edition, is a reformatted version after
carrying out the changes given above.
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Financial Statements - I

8

LEARNING OBJECTIVES

After studying this chapter,
you will be able to :

state the nature of the
financial statements;
identify the various
stakeholders and their
information require-
ments;

distinguish between
the capital and reve-
nue expenditure and
receipts;

explain the concept of
trading and profit and
loss account and its
preparation;

State the nature of
gross profit, net profit
and operating profit;
describe the concept of
balance sheet and its
preparation;

explain grouping and
marshalling of assets
and liabilities;
prepare profit and loss
account and balance
sheet of a sole prop-
rietory firm; and
make an opening
entry.

ou have learnt that financial accounting is a

well-defined sequential activity which begins
with Journal (Journalising), Ledger (Posting),
and preparation of Trial Balance (Balancing and
Summarisation at the first stage). In the present
chapter, we will take up the next step, namely,
preparation of financial statements, and discuss
the types of information requirements of various
stakeholders, the distinction between capital and
revenue items and its importance and the nature
of financial statements and the preparation thereof.

8.1 Stakeholders and their
Information Requirements

Recall from chapter I (Financial Accounting Part I)
that the objective of business is to communicate
the meaningful information to various stakeholders
in the business so that they can make informed
decisions. A stakeholder is any person associated
with the business. The stakes of various stakeholders
can be monetary or non-monetary. The stakes can
be active or passive; or can be direct or indirect. The
owner and persons advancing loan to the business
would have monetary stake. The government,
consumer or a researcher will have non-monetary
stake in the business. The stakeholders are also
called users who are normally classified as internal
and external depending upon whether they are inside
the business or outside the business. All users
have different objectives for joining business and
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consequently different types of information requirements from it. In nutshell,
the various users have diverse financial information requirements from the

business.

For example we have classified the following into the category of internal
specifying their objectives and consequent information

and external users

Objective for participating
in business

Accounting Information requirements

To make investment in the
business and wealth grow.

Likes to know extent of profit in the
last accounting period, current
position of the assets/liabilities of the
business.

For a career. They essenti-
ally act as the agent of
owners (their employers).

Accounting information in the form

of financial statements is like their

report card and they are interested

in information about both profits
financial position.

Its role is regulatory and
tries to lay down the rules
in the best public interest.

Its concerns are that the rights of all
stakeholders are protected. Since the
government levies taxes on the
business, they are interested in
information about profitability in
particular besides lot of other
information.

He is expecting to make
investments in the business
with a view to make his
investment and wealth grow.

He is interested in information about
past profits and financial position as
indicative of likely future performance.

requirements.

Name Internal/
External
users

Current Internal

owners

Manager Internal

and

Government| External

Prospective| External

owner

Bank External

Bank is interested in safety
of the principal as well as
the periodic return
(interest).

Bank is interested in adequacy of
profits only as an assurance of the
return of principal and interest back
in time. Bank is equally concerned
about the form in which the assets
are held by the business. When more
assets are held in cash or near cash
form, the aspect is knnown as
liquidity.

Fig. 8.1 : Analysis of various users of accounting information
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/ Box 1 \

Accounting Process (up to Trial balance) :

1. Identify the transactions, which that are recorded.

2. Record transactions in journal. Only those transactions are recorded which are
measured in money terms. The system followed for recording is called double entry
system whereby two aspects (debit and credit) of every transaction are recorded.
Repeated transactions of same nature are recorded in subsidiary books, also called
special journals. Instead of recording all transactions in journal, they are recorded
in subsidiary books and the journal proper. For example, the business would record
all credit sales in sales book and all credit purchases in purchases book. The other
examples of subsidiary books are return inwards book, return outwards book. An
other important special book is cash book, in which all cash and bank transactions
are recorded. The entries, which are not recorded in any of these books, are recorded
in a residual journal called journal proper.

3. The entries appearing in the above books are posted in the respective accounts in the ledger.

4. The accounts are balanced and listed in a statement called trial balance. If the
total amounts of debit and credit balances agree, accounts are taken as free from
arithmetical errors.

5. The trial balance forms the basis for making the financial statements, i.e. trading
and profit and loss account and balance sheet.

N /

8.2 Distinction between Capital and Revenue

A very important distinction in accounting is between capital and revenue
items. The distinction has important implications for making of the trading and
profit and loss account and balance sheet. The revenue items form part of the
trading and profit and loss account, the capital items help in the preparation
of a balance sheet.

8.2.1 Expenditure

Whenever payment and/or incurrence of an outlay are made for a purpose
other than the settlement of an existing liability, it is called expenditure. The
expenditures are incurred with a viewpoint they would give benefits to the
business. The benefit of an expenditure may extend up to one accounting
year or more than one year. If the benefit of expenditure extends up to one
accounting period, it is termed as revenue expenditure. Normally, they are
incurred for the day-to-day conduct of the business. An example can be
payment of salaries, rent, etc. The salaries paid in the current period will not
benefit the business in the next accounting period, as the workers have put
in their efforts in the current accounting period. They will have to be paid the
salaries in the next accounting period as well if they are made to work. If the
benefit of expenditure extends more than one accounting period, it is termed
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as capital expenditure. An example can be payment to acquire furniture for use
in the business. Furniture acquired in the current accounting period will give
benefits for many accounting periods to come. The usual examples of capital
expenditure can be payment to acquire fixed assets and/or to make additions/
extensions in the fixed assets.

Following points of distinction between capital expenditure and revenue
expenditure are worth noting :

(a) Capital expenditure increases earning capacity of business whereas
revenue expenditure is incurred to maintain the earning capacity.

(b) Capital expenditure is incurred to acquire fixed assets for operation of
business whereas revenue expenditure is incurred on day-to-day conduct
of business.

(c) Revenue expenditure is generally recurring expenditure and capital
expenditure is non-recurring by nature.

(d) Capital expenditure benefits more than one accounting year whereas
revenue expenditure normally benefits one accounting year.

(e) Capital expenditure (subject to depreciation) is recorded in balance sheet
whereas revenue expenditure (subject to adjustment for outstanding and
prepaid amount) is transferred to trading and profit and loss account.

Sometimes, it becomes difficult to classify the expenditure into revenue or
capital category. In normal usage, the advertising expenditure is termed as
revenue expenditure. The heavy expenditure incurred on advertising is likely to
benefit the business firm for more than one accounting period. Such revenue
expenditures, which are likely to give benefit for more than one accounting
period, are termed as deferred revenue expenditure.

It must be understood that expenditure is a wider term and includes
expenses. Expenditure is any outlay made/incurred by the business firm. The
part of the expenditure, which is perceived to have been used or consumed in
the current year, is termed as expense of the current year.

Revenue expenditure is treated as an expense for the current year and
is shown in trading and profit and loss account. For example, salary paid
by the business firm is treated as an expense of the current year. Capital
expenditures are charged to income statement and are spread over to more
than one accounting period. Hence, furniture of I 50,000 if expected to be used
for 5 years will be treated as expense @ 10,000 per year. The name given for
the expense is depreciation. The treatment of deferred revenue expenditure is
same as of capital expenditure. They are also written-off over their expected
period of benefit.
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8.2.2 Receipts

The similar treatment is given to the receipts of the business. If the receipts
imply an obligation to return the money, these are capital receipts. The example
can be an additional capital brought in by the owner or a loan taken from the
bank. Both receipts are leading to obligations, the first to the owner (called
equity) and the other to the outsiders (called liabilities). Another example on a
capital receipt can be the sale of a fixed asset like old machinery or furniture.
However, if a receipt does not incur an obligation to return the money or is
not in the form of a sale of fixed asset, it is termed as revenue receipt. The
examples of revenue receipts sales made by the firm and interest on investment
received by the firm.

8.2.3 Importance of Distinction between Capital and Revenue

As stated earlier, the distinction between capital and revenue items has
important implications for the preparation of trading and profit and loss
account and the balance sheet as all items of revenue value are to the shown
in the trading and profit and loss account and the items of capital nature in
the balance sheet. If any item is wrongly classified, i.e. if any item of revenue
nature is treated as capital item or vice-versa, the ascertainment of profit or
loss will be incorrect. For example, the revenues earned during an accounting
period are ¥ 10,00,000 and the expenses shown are I 8,00,000, the profit
shall work out as ¥ 2,00,000. On scrutiny of the details, you find that a
revenue item of ¥ 20,000 (an expenditure on repairs of machinery) has been
treated as capital expenditure (added to the cost of machinery and debited to
machinery account, not to repairs account), and hence, does not form part of
the expenses for the period. It means the actual expenses for the period are
% 8,20,000 and not ¥ 8,00,000. So, the correct profit is ¥ 1,80,000, not
% 2,00,000. In other words, the profit has been over stated. Similarly, if any
capital expenditure is wrongly shown as revenue expenditure (for example,
purchase of furniture shown as purchases), it will result in under statement
of profits, and also an under statement of assets. Thus, the financial statements
will not reflect the true and fair view of the affairs of the business. Hence, it is
necessary to identify the correct nature of each item and treat it accordingly
in the book of accounts. It is also important from taxation point of view because
capital profits are taxed differently from revenue profits.

8.3 Financial Statements

It has been emphasised that various users have diverse informational
requirements. Instead of generating particular information useful for specific
users, the business prepares a set of financial statements, which in general
satisfies the informational needs of the users.
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The basic objectives of preparing financial statements are :
(a) To present a true and fair view of the financial performance of the
business;
(b) To present a true and fair view of the financial position of the business;
and

For this purpose, the firm usually prepares the following financial statements:

1. Trading and Profit and Loss Account
2. Balance Sheet!

Trading and Profit and Loss account, also known as Income statement,
shows the financial performance in the form of profit earned or loss sustained
by the business. Balance Sheet shows financial position in the form of assets,
liabilities and capital. These are prepared on the basis of trial balance and
additional information, if any.

Example 1

Observe the following trial balance of Ankit and signify correctly the various elements of
accounts and you will notice that the debit balances represent either assets or expenses/
losses and the credit balance represent either equity/liabilities or revenue/gains.

[This trial balance of Ankit will be used throughout the chapter to understand the process
of preparation of financial statements]

Trial Balance of Ankit as on March 31, 2026

Account Title L.F. Debit Credit

Amount Amount

3 3
Cash 1,000

Capital 12,000
Bank 5,000

Sales 1,25,000
Wages 8,000

Creditors 15,000
Salaries 25,000

10% Long term loan (raised on April 01, 2016) 5,000
Furniture 15,000

Commission received 5,000
Rent of building 13,000
Debtors 15,500
Bad debts 4,500
Purchases 75,000

1,62,000 1,62,000

= ——————————|

! The balance sheet and profit and loss account are now called position statement and statement of profit
and loss in the company’s financial statements. Since Chapters 8 and 9 deal with the preparation of
financial statements of sole proprietorship firm, the terms balance sheet and profit and loss account
are retained.
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Analysis of Trial Balance of Ankit as on March 31, 2026

Account Title Elements L.F. Debit Credit
Amount Amount
3 3
Cash Asset 1,000
Capital Equity 12,000
Bank Asset 5,000
Sales Revenue 1,25,000
Wages Expense 8,000
Creditors Liability 15,000

Salaries Expense 25,000
10% Long-term loan Liability 5,000
(raised on April 01, 2016)

Furniture Asset 15,000
Commission received Revenue 5,000
Rent of building Expense 13,000
Debtors Asset 15,500
Bad debts Expense 4,500
Purchases Expense 75,000

1,62,000 | 1,62,000

8.4 Trading and Profit and Loss Account

Trading and Profit and Loss account is prepared to determine the profit earned
or loss sustained by the business enterprise during the accounting period. It is
basically a summary of revenues and expenses of the business and calculates
the net figure termed as profit or loss. Profit is revenue less expenses. If expenses
are more than revenues, the figure is termed as loss. Trading and Profit and Loss
account summarises the performance for an accounting period. It is achieved
by transferring the balances of revenues and expenses to the trading and profit
and loss account from the trial balance. Trading and Profit and Loss account
is also an account with Debit and Credit sides. It can be observed that debit
balances (representing expenses) and losses are transferred to the debit side
of the Trading and a Profit and Loss account and credit balance (representing
revenues/gains) are transfered to its credit side.

8.4.1 Relevant Items in Trading and Profit and Loss Account

The different items appearing in the trading and profit and loss account are
explained hereunder:

Items on the debit side

(i) Opening stock : It is the stock of goods in hand at the beginning of the
accounting year. This is the stock of goods which has been carried
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(i)

(i)

(iv)

(vi)

(vii)

(viii)

(ix)

Accountancy

forward from the previous year and remains unchanged during the year
and appears in the trial balance. In the trading account it appears on the
debit side because it forms the part of cost of goods sold for the current
accounting year.

Purchases less returns : Goods, which have been bought for resale appears
as purchases on the debit side of the trading account. They include both
cash as well as credit purchases. Goods which are returned to suppliers
are termed as purchases return. It is shown by way of deduction from
purchases and the computed amount is known as Net purchases.
Wages : Wages refer to renumeration paid to workers who are directly
engaged in factory for loading, unloading and production of goods and
are debited to trading account.

Carriage inwards/Freight inwards: These expenses are the items of
transport expenses, which are incurred on bringing materials/goods
purchased to the place of business. These items are paid in respect of
purchases made during the year and are debited to the trading account.
Fuel/ Water/ Power/ Gas : These items are used in the production process
and hence are part of expenses.

Packaging material and Packing charges : Cost of packaging material used
in the product are direct expenses as it refers to small containers which
form part of goods sold. However, the packing refers to the big containers
that are used for transporting the goods and is regarded as an indirect
expense debited to profit and loss account.

Salaries : These include salaries paid to the administration, godown
and warehouse staff for the services rendered by them for running the
business. If salaries are paid in kind by providing certain facilities (called
perks) to the employees such as rent free accommodation, meals, uniform,
medical facilities should also be regarded as salaries and debited to the
profit and loss account.

Rent paid : These include office and godown rent, municipal rates and
taxes, factory rent, rates and taxes. The amount of rent paid is shown
on the debit side of the profit and loss account.

Interest paid : Interest paid on loans, bank overdraft, renewal of bills of
exchange, etc. is an expense and is debited to profit and loss account.
Commission paid: Commission paid or payable on business transactions
undertaken through the agents is an item of expense and is debited to
profit and loss account.
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(xi)

(xii)

Repairs : Repairs and small renewals/ replacements relating to plant and
machinery, furniture, fixtures, fittings, etc. for keeping them in working
condition are included under this head. Such expenditure is debited to
profit and loss account.

Miscellaneous expenses : Though expenses are classified and booked
under different heads, but certain expenses being of small amount clubbed
together and are called miscellaneous expenses. In normal usage these
expenses are called Sundry expenses or Trade expenses.

Items on the credit side

()

(i)

Sales less returns : Sales account in trial balance shows gross total
sales(cash as well as credit) made during the year. It is shown on the
credit side of the trading account. Goods returned by customers are
called return inwards and are shown as deduction from total sales and
the computed amount is known as net sales.

Other incomes : Besides salaries and other gains and incomes are also
recorded in the profit and loss account. Examples of such incomes are
rent received, dividend received, interest received, discount received,
commission received, etc.

8.4.2 Closing Entries

The preparation of trading and profit and loss account requires that the balances

of accounts of all concerned items are transferred to it for its compilation.

* Opening stock account, Purchases account, Wages account, Carriage
inwards account and direct expenses account are closed by transferring to
the debit side of the trading and profit and loss account.

This is done by recording the following entry :

Trading A/c Dr.
To Opening stock A/c
To Purchases A/c
To Wages A/c
To Carriage inwards A/c
To All other direct expenses A/c

* The purchases returns or return outwards are closed by transferring its
balance to the purchases account. The following entry is recorded for this
purpose :

Purchases return A/c Dr.
To Purchases A/c
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* Similarly, the sales returns or returns inwards account is closed by
transferring its balance to the sales account as :
Sales A/c Dr.
To Sales return A/c
* The sales account is closed by transferring its balance to the credit side of
the trading and profit and loss account by recording the following entry:
Sales A/c Dr.
To Trading A/c
Items of expenses, losses, etc. are closed by recording the following entries:
Profit and Loss A/c Dr.
To Expenses (individually) A/c
To Losses (individually) A/c
Items of incomes, gains, etc. are closed by recording the following entry:
Incomes (individually) A/c Dr.
Gains (individually) A/c Dr.
To Profit and Loss A/c
The posting for closing the seven accounts of expenses and revenues as they
appear in the trial balance (in our example 1) are given below:
(i) For closing the accounts of expenses

Trading A/c Dr. 83,000
To Purchases A/c 75,000
To Wages A/c 8,000
(ii) Profit and Loss A/c Dr. 43,500
To Salaries 25,000
To Rent of building 13,000
To Bad debts 4.500
(i) For closing the accounts of revenues
Sales A/c Dr. 1,25,000
To Trading A/c 1,25,000
(i) Commission received A/c Dr. 5,000
To Profit and Loss A/c 5,000

The posting done in ledger will appear as follows :

Purchases Account

Dr. Cr.
Date Particulars J.F. Amount | Date Particulars J.F. Amount
54 54
Balance b/d 75,000 Trading 75,000
75,000 75,000
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Dr. Cr.
Date Particulars J.F. Amount | Date Particulars J.F. Amount
g g
Balance b/d 8,000 Trading 8,000
8,000 8,000
Salaries Account
Dr. Cr.
Date Particulars J.F. Amount | Date Particulars J.F. Amount
54 54
Balance b/d 25,000 Profit and Loss 25,000
25,000 25,000
Rent of Building Account
Dr. Cr.
Date Particulars J.F. Amount | Date Particulars J.F. Amount
54 54
Balance b/d 13,000 Profit and Loss 13,000
13,000 13,000
—
Bad Debts Account
Dr. Cr.
Date Particulars J.F. Amount | Date Particulars J.F. Amount
g g
Balance b/d 4,500 Profit and Loss 4,500
42500 42500
Sales Account
Dr. Cr.
Date Particulars J.F. Amount | Date Particulars J.F. Amount
54 54
Trading 1,25,000 Balance b/d 1,25,000
1,25,000 1,25,000
Commission Received Account
Dr. Cr.
Date Particulars J.F. Amount | Date Particulars J.F. Amount
54 54
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