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- - BLOCK1
ACCOUNTING FRAMEWORK

| for information of various users; aee explained. The scope of functions of top accounting,

| Second unit deals with conceptual framework ,of accounting. . Some widely recognised
-accounting concepts are.explained. The need for standardising accounting practices is| -

: ﬂusblock has three units dealing with fhe'ﬁaxﬁewqr'k'o_tf Accbun_ting.-

The first unit discusses the scope of accounting function and its emerging role in modern
-business. The accounting system is perceived as an information system and the needs

‘petsonnel is also discussed.

underscored and the role played by various accounting professional bodies in this context

is highlighted.

The: 'lést'u_nit in this block describes the purposes and uses of accounting information. It|-
discusses specifically the uses of earnings statement and the balance sheet,.







Accounting Framework

UNIT 1 ACCOUNTING AND ITS FUNCTIONS -
Objectives | | o

After studying this unit, you should be able to appreciate the:
“» nature and role of accounting; .'

« dctivities ‘and role of accountant; and _

« roles of accounting personnel and the accounting function in an organisation.

Structure

1.1 Introduction

1.2 Scope of Accounting

1.3 Emerging Role of Accounting

1.4 Accounting as an Information System

1.5 Role and Activities of an Accountant

1.6 Accounting Personnel

1.7 - Nature of Accounting Function

1.8 Organisation for Accounting and Finance

19 Summary - . . ' :
110 Key Words:

1.11 Self-assessment Quesfionstxercises O

1.12 Further Readings | _
1.1 INTRODUCTION | ? | R -
Accountiﬁg 18 often called the lgo -&usims& The bﬁsic fu_ncticn. of any l'angpage is to

-serve as a means of communica «@ this context, the purpose of accounting is to comuaunicate

or report the resiilts of busines{gperations and its various aspects. Though acco ntifig has
been variously defined, according to one commonly accepted definition, “Accountinig is the'
et of recording, classifying and summarising in a significant manner and in ferms of money,
transactions and events which are, in part at least, of financial character and interpreting
the results thereof”. "Another definition which is less restrictive interprets accounting as “the
process of identifying, measuring and communicating economic information to. permit:informed
judgements and decisions by the users of information”. o

'1.2 SCOPE OF ACCOUNTING

Data creation and coilection is the area which provides raw material for accounting. The data
collected i$ ‘historic’ in the sense that it refers to events which have aiready taken place. Earlier,
accounting was largely concerned with what-had happened, rather than making any attempt to
predict and prepare for future. ' S '

After the historic data has been collected, it is recorded in accordance with generally accepted
accounting theory. A large niumber of transactions or events have 'tc be entered in the books;
of original entry (journals) and ledgers in accordance with the classification scheme already
decided upon. The recording and processing of information usually accounts for a substantial
part of total accounting work. This type of activity of accounting may be called recordative. The
processing method employed for recording may be manual, mechanical or electronic. Computers
are also used widely in modern business for doing this job. .

3 .



Accaunting and its Functions "

The sc0pe of aceountmg can be presented ima dlagrammanc form

Figure I:Smlpeofﬁcemting

_ _ _ Data Creation and Collectiog _ o
_ _ - —|___ Historic | Predictive - |— —
;-..'_.M.;’-‘Q_K_ES_J Data Recording |<—). R ; . Data Evaluation
| Manual | o ACCOUNTING o Budgetary Controt
! Mechanica! Actounting - . THEORY : Performance Analysis
‘ Electronic - Method _ L _ .+ .. .. | FundsFlow Analysis .
. : : i ) [nternal Auditing
e — . . - .
3 -
Duta Reporting
— External | Intemnal | |

o 'Sdurcea’ Adt')p[é_qs from R.J_._ Bull, Account:’ny in. Business, Butl.cr%rﬂ_ls, London, 1965, p.2.
. . ]
Data evaluanon is regarded as the most 1mportant acnwty in accounting these days. Evaluatlor
. of data includes controlling the activities of business with the help of budgets and standard
costs (budgetary control), evaluating the performance of usn s, analysing the flow of finds,
and andlysmg the accounting information for decision-m '
alternative courses of actron :

- The analytlcal and 1nterpretat1ve work of accg
may range frem snap answers to elaborate 1
‘project analysis, financial forecasts, bud

over or merger often lead to research- orts. - .

yproduced by extensive research. Capital

b=}

Data evaluation has another ‘di p and this can be known as the auditive work which

focuses on verification of transacti®gyfas entered in the books of account and authentication
of financial statements. This work is done by public professional accountants. However, it has
become common these days for even medium-sized organisations to engage internal auditors to
keep a continuous watch over financial flows and review' the operation of the financial system.

RS

_Data reporting’ consists of two parts — external and internal. External reporting refers to the

communication of financial information (viz,, earnings, financial and funds position) about the .

business to outside parties, e.g., shareholtders; government agencies and régulatory bodies of
the government. Internal reporting is concerned with the communication of results of flnan(:lal
analysis and evaluation to management for decnsmn-makmg purposes.

You will note that accounting theory has been shown in the centre of the dlagram. We will -

turn to the role of accountmg theory in the next umt

The centra] purpose of accountmg is to make pessrble the perlodlc matchmg of costs (efforts) -
and revenues (accomplishments). This concept is the nucleus of accounting theory. However, |

accounting is moving away from its traditional procedure-based record- -keeping function to the
adoption of a role which emphasises its social importance,

Actwity 1

List the various accountmg activities that your organisation is undertakmg Can you ascr1be.any~

partrcular reason as to why your. orgamsatlon r.s undertakmg these accountmg actmtles‘?

4

urposes by choosing among-

ting Y4y be for internal or external uses and

jections and analysis for reorganisation, take_
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1.3 EMERGING ROLE OF ACCOUNTING

The history of accounting indicates the evolutionary pattern which reflects changing socio-economic
conditions and the enlarged purposes to which accounting is applied. In the present context
_four phases in the evolution of accounting can be distin@@:d. ' '

Stewardship Accounting

In earlier times in history, wealthy peoplé emplaWards’ to manage their property. These
stewards rendered an account of their stewardshipxasheir owners periodically, This notion lies
at the root of financial reporting even to ich essentially involves the orderly recording
of business transctions, commonly known %lo keeping’. Indeed the accounting concepts

and procedures in use today for systefnltic retording of business transactions have their origin
~ in the practices employed by merc I Ttaly during the 15th century. The Italian method

which specifically began to b own s ‘double entry book-keeping’ was adopted by other
European countries during t% century. Stewardship accounting, in asense, is associated
with the need of business owne keep records of their transactions, the property and tools
they owned, debts they owed, and the debts others owed them.

Financial Accounting

Financial accounting dates from the development of large-scale business and the advent of Joint -
Stock Company (a form of business which enables the public to participate in providing capital
in return for ‘shares’ in the assets and the profits of the company). This form of business
organisation permits a limit to the liability of their members to the nominal value of their shares,
This means that the liability of a shareholder for the financial debts of the company is limited
to the amount he had agreed to pay on the shares he bought. He is not liable to make any
further contribution in the event of the company’s failure or liquidation. As a matter of fact,

the law governing the operations (or functioning) of a company in any country (for instance

the Companies Act in India) gives a legal form to the doctrine of stewardship which requires
that information be disclosed to the shareholders in the form of annual income statement and
balance sheet. . : ’

“Briefly speaking, the income statement is a statement of profit and loss made during the year.
of the report; and the balance sheet indicates the assets held by the firm and the monetary
claims against the firm. The general unwillingness of the company-directors to disclose more
than the minimum information required by law and the growing public awareness have forced
the governments in various countries of the world to extend the disclosure {of information) -
requirements. : ' :
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‘The importance attached to financial acdountihﬁ statements can be traced to the need of the.
society to mobilise the savings and channel thém into profitable investments, Investors, whether -
they are large or small, must be provided with reliable and sufficient information in order to
be able to make efficient investment decisions. This is the most significant social purpose of
financial accounting. ' ' - oo

Cost Acegunting . _ .
The industrial revolution in England presented a challenge to the development of accountingas
a tool of industrial management. Costing techniques were developed as guides to manageinent -
actions. The increasing awareness on the part of entreprencurs and industrial managers for
using scientific principles of management in the ﬁ:vake of scientific management movement led
to the ‘development of cost accounting. Cost accounting is concerned with the application of
costing principles, methods and techniques for aséertainin_g the costs with a view to controfling
them and assessing the profitability and efficiency of the enterprise. . : '

Management Accounting

The advent of management accounting was the next logical step in the developmental process. .
The practice of using accounting information as a direct aid to management is a phenomenon
- of the 20th-century, particularly the last 30-40 years. The genesis of modern management with
its emphasis on detailed information for decision-making provided a tremendous impefus to the
development of mangement accounting. ' L o

Manugement accounting is coricerned with the preparation ag pr entation of accounting and -
control information in a form which assists managempeng, in formulation of policies and
in decision- making on various matters connected tinc or non-routine operations of
business enterprise. It is through the techniques of mahagement accounting that the managers

‘are supplied with information which they nee chieving objectives for which they are
“accountable. Management accounting has fRus s ted the focus of accounting from recording
and analysing financial transactions tc inf rma'tion for decisions affecting the future.
In this sense, management accounting ha§a vital role to play in extending the horizons of
modern business. - While the rcpn ting from financial accounting are subject to the
conceptual framework of accounti ﬁ ernal reports ~ routine or non-routine are, free from-
such constraints. o ; ' a '

Social Responsibility Accounting o _ _ o
“Social responsibility accounting is 2 new phase in the development of accounting and owes its
birth to increasing sociai awareness which has. been particularly rioticeable over the last two . -
decades or so. Social responsibility accounting widens the scope of accounting by considering )
the social effects”of business decisions} in addition to. the economic effects. Several social
sgiernitists, statesmen and social workers ‘all over the worid Have been drawing the attention
of their.governments and the people in their countries to the dangers posed to environment
~ and ecology by the unbridled industrial growth. The role of business in society is increasingly .
cofning under greater scrutiny. Thie management is being held responsible not oply for efficient
~ conduct of business as expressed in profitability, but also for what it contributes to social well
being and progress. There is a growing:feeling that the concepts of growth and profit as
meastired in traditional balance sheets and income statements are too narrow to reflect the
social responsibility aspects of a business. .~ ' '

‘Some Recent Developments

Two other landmark developments in financial accounting which have taken place over the -
recent past and which deserve mention here are: Inflatieh Accounting and Human Resource
Accounting. Inflation Accounting is concerned withthe -adjustment in the values -of assets
(current and fixed) and “of profit in the light of changes in the price level. In a way, it is
concerned with the overcoming of limitations that arise in financial statements en account of

6’..
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the cost assumptlon {(that is recordmg of the assets at. thelr histoncal ot orlglnal cost) and the_
assumption of stable monétary unit (these are discussed in detail i in the next umt) ‘It thus aims -

at correcting the distortions in the reported results caused by prloe level changes. Generally,
Erlsmg price during inflation have the distorting influence. of overstatmg the profit. Vanoué
‘approaches have been suggested to deal with this problen, '

Human Resource Accountmg (HRA) is a branch of aocountmg thch seeks to report -and
iemphasise the importance of human resources (knowledgeable, trained, loyal and commltted'
employees) in a company’s earning process and total assets. It is concerned with “the process
of identifying and measuring data about human resources and communicating this informatjon
to interested parties”. In simple words, it is accounting for people as organisational rcsources

(ie., measurement of the cost and value of people for the orgamsanon)

I{ thls little mtroductron of the two new dimensions m accountmg provokes you to B
know more about them, we suggest that you listen te the audio programme “Emergmg
. Horizons in Accounting and Finance~Part IT and III” Which deal with these two
topics. You may also read “Money. Measurement Concept” explained in the next umt
which has a bearing on inflation accountmg :

|.
Activity 2.+

In the context of your organisation, descrlbe some. of the cost and management accounting
related -activities. Please also identify any partlcular 3 nting practice in the area of social
responsibility. . o

e T R R L T R G BRI A B )

1.4 ACCOUNTING AS AN INFORMATION SYSTEM

While discussing the scope of accounting you must have observed that accounting involves a
series of activities linked with each other, beginning with the collecting/ recording, analysing
and evaluatmg the data, and finally communicating information to its gears: Information has
no meaning unless it is linked with a certain purpose. Accountmg as al science can be
viewed as an information system since it has all the features of a system.§ has its mputs {raw.
data), processes {men and equipment), and outputs (reports and 1nformanon) If we consider
accounting as an mformamon system, then we are in a position to make some important
observations. First, the godi of the system: is to provide information which meets the needs of
its users. If we can correctly identify the needs of the users, we are then able to specify the
nature and character of the outputs of the system. Secondly,-it.isthe output requirements-that
determine the type. of data which would be selected as the: mputs for processmg into mformatlon
output,
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'There are 'sei'eral groups of people who have a stake’in a busmess orgamsatlon managers,
-shareholders, creditors, employees, customers, etc. Addltzonally. the community at large. has

economic and social interest in the activities of such organisations. This interest is expressed
at’the national evel by the concern of government-in various aspects of ‘the firms’ activities,

-such as their economic well-bcmg, their contribution to welfare, their part in the growth of the

national product to ment:on only a few examples.
We' shall now ‘oneﬂy dlSCllSS what the mformatlon needs of varipus users. are,

fShareholders and Investors: Since shareholders and other investors have invested their wealth
in a business enterprise, they are interested in knowing perlodlcally about the profitability of,

the enterprise, the soundnéss of their investment and the growth prospects of the enterprise.
Hlstoncally, business accounting developed to. supply information to those who had. n'llvested
their funds in busmess enterprises. : -

Creditors: Credltors may be short-term ‘or long—tenn lenders. Short- term creditors mclude
suppliers of materials, goods or services. They are normally known as trade creditors. Long-term
creditors are those who have lent. money for a long period, usually in the form of secured loans.

‘The main coricern of the credltors if focused on the credit worthiness of the firm and its ablhty

to meet its financial obligations. They.are, therefore, concerned with the llqmdlty of the firm,

. its proﬁtablllty and financial soundness. In other words, it can also be stated that cred1tbrs are

- economic and social role of management. The impor
: between management and employees cannot be ov
a stake in the outcomes of several managerial decisigns 5 recognised. Greater emphasis on
. industrial democracy through employee particigagjon in management decisions has 1mportantl

%Matters like settlement of wages, |bonus, N

. and profit sharmg rest-on adequate disc

.good. Controls and regulations o

interested mainly in information which deals with solvency, lxquldlty and profitablhty so thatl

_they could assess the financral standing. of the firm. .
‘ Employees The view that business organisation exist to r@ the return to s‘hérel!lol_de_rs '

has been undergoing cHange as a result of social changes\A bipader view is taken today of
LANCE
phasised. That the employees have

implications for the supply information to empl
¢ of ¥elevant facts. -

Government: In a mixed economy it‘is cdsidered to be the responsibility of the.Go_\_ferf'nment
to direct the operation of the ecopé & ic systém in such a manner that it subserves the common

@ peration of private sector enterprises-are the hallmark
of mixed economy. Several governm¥ht agencies collect information about various aspects of

- - the activities of business -organisations. Much of this information is-a direct outputof the

accounting s'ystem, for example, levels of outputs, profits, investments, costs, and taxes, ete All-

. this information is very 1mportant in evolving policies for managing the economy. The task of

the Government in rnanagmg the industrial economy of the country is facilitated if accounting
information is presented,. as.far as possible, ifi a uniform manner. It is clear that if aecountmg

information is distorted due to manipulations and mndow-dressmg\m the presentation of annual :

~ accounts, it will have ill-effects on the measures the government mtémds to take and the pollc1es

_Management Orgamsat‘ions may or may not exist for the sole purpose of proﬁt However,

“the managerlal p

1t wishes to adopt

information nee e managers of both kinds of organisations are almost the same. because
B-S. 1., planning, organising and controlling is the same. All these functions
have one-thing in <qhmon and it is that they are all concerned with raking decisions. which have

their own specific mtormatlon | requirements. The emphasas on efficient and effective management:

_of organisations has- cmrably extended the demand for accounting information. The role

of accounting in so far as management is coneerned was hlghllghted earlier when we dmepssed
about manapement ‘accounting. - L o : '

- Consamers and others: Consumers’ orgamsatlons, medla, welfare orgamsatlons and’] publlc at

large are also mtcrested in condeénsed accountmg information in order to appraise the efficiency. *
and social role of the enterprises in d1fferent tors of the economy, that is, what levels of
profits anrl outputs are bemg achieved, in what way the social responSIblhtv is bemg dlseharged

-8

monious industrial relations
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and in what manner the growth 1s being planned by the enterpnses in accordance with the
nationial priorities etc. :

The above discussion perhaps has indicated tc you that the information needs of the various
users may not necessarily be the same. Sometimes, they may even conflict and compete with
each other. In any case, the objective of accounting information is to enable information users
to make optlmum decisions.

1.5 ROLE AND ACTlVITIES' OF AN ACCOUNTANT

Having discussed the scope of accounting and its emerging role, we are now in a position to
describe as to who is an accountant. In an attempt to answer this quest:on we reproduce be!ow
some statements in this regard: - :

a) An accountant is one who is engaged in accounts-keeping.
b) An accountant is a functionary who aids control.
¢) An accountant keeps the conscience of an organisation.

d) An accountant is a professional whose primary duties are concerned with mformatlon |

. management for internal and external use.

€) An accountant is a fiscal adviser. _ :

) An accountant produces an income statement and a balance sheet for an accounting period
and maintains all supporting evidence and classmed tacts that lead to the final accounting
statements.

g) An accountant verifies, authenticates, and certifies the adegunts of an entity.

_ wh 1dcas. Our thinking is that each of
the foregoing statements contains some truth in it § e hlights some aspects of the functions
of an accountant, except one statement which pres®afss somewhat comprehenswe view, Can
you identify this statement? We will help yo ing this.

Statement (a) defines a person who majaegins &ccounts. Statement (f) echoes almost a similar
notion but extends his role to the pi§ @ ign of financial statements. The work implied in
these statements is that of score-keepingéand the person performing such activity is known as a
financial accountant (or a main accountant).

Statement (b) is about the role whiig#n accountant can play in the management control process.
It is concerned with attention-directing and problem-solving. The functionary may be designated
as a management accountant (or a controller as in the United States).

Statemens (€) underlines a narrow, specific role of an accountant, though of critical significance.
In view of high incidence of -taxes on business in India, tax planning assumes a vital role in
fiscal management. By planning the operations of the enterprise in a particular manner, the tax
-adviser attempts to minimise the liability of the firm by availing the concessions and incentives
provided for in the applicable tax laws.

Statement (g) stresses the audit’, ‘watchdog’, or “certification role’ of the accountant who isnot in

the employ of business and who performs an external verification of accounts. Such a functionary

is a trained and qualified professional who, like any other professional, has an educational status -
and a prescribed codc of conduct. Chartered Accountants in India, England-Wales, and Cernfed :

Public Accountants in USA belong to this category of accountants.

Statement (c) presents thc accountant as a conscience-keeper. He is seeni as a person whose’
‘mission is to protect and promote the interest of the employer in a positive manner. He is there
to see to it that none of.the staff of the organisation carries on his work in an unethical way or
in a manner prejudicial to the long-term legitimate interests of the firm.

We are now left with statenient.(d) which defines an accountant as a professionat and underfines
 his pre-occupation with managemeht of information for internal.use (management accounting

function} and for external use (fi nan(:lal accountmg functlon) We are sure, our discussion of-

accounting a$ an information. system has made it easier for you to comprchend this role of
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the accountant. We may clarify that information management is not necessarily associated with
“sophisticated (or hi-tech) area of computers. Smail firms may ‘manage’ information without
a substantial degree of mechanisation or antomation. Often the role of accounting in small
business is not properly recognised. It is widely known that a large number of small businesses
fail and do not survive beyond a few years. One of the main reasons for their failure is that
they do not have an adequate information system to help their managers to controi costs, to
forecast cash needs and to plan for growth. Qrganisations which have poor accounting system
often find it considerably difficult to obtain finance from banks and outside investors.

1.6 ACCOUNTING PERSONNEL

- There is hardly any organisatich which does not have an accountant. His role is all pervasive
‘and he is involved in a wide range of activities, particularly in a large and complex organisation.
‘The exact duties of an accountant might differ in different organisations. However, a broad
spectrum of responsibilities can be identified. ' '

The accountants can be broadly divided into two categories, those who are in public practice
and those who are in private employment. The accountants in public practice offer their services
for conducting financial and/or cost audit. As such, they are known as auditors. The auditor
examines the books of account and reports on the balance sheet and profit and loss account of-
the company as to whether they give a true and fair view of the state of affairs of the company
and its profit respectively. The auditos in the company is a ointed by the sharcholder to whom
he reports. Public accountants are generally members f professional bodies like the Institute

d Works Accountants of India.

" of Chartered Accountants of India or the Institute of C _
In addition to conducting financial or cost audit #ff™gcordance with the requirements of the
Companies Act), as the case may be, they may a % vide consultancy services for designing
or improving accounting and management '

Accountants in employment may be in varioujjusiness or non-business organisations to‘perform
avariety of accounting and managemg ntrot functions. Accountants-at higher levels generally
belong to professionat accounting i%ﬁht those who are at lower levels need not be. so.
 Accounting chiefs in different nisatMris, depending upon their nature of work, are variously

designated as finance ofﬁcc‘r%emal auditors or chief accounts officers, etc. The term -

‘controller’ as the head of the ac ting and finance function is not very popular in India but of
late it has been catching up. Several large organisations, both in the public and private sectors,
have now contreilers. Let us have an idea of who these people are and what they do.

Internal Auditor: Tnternal Auditor js an employes of the organisation in contrast to an external
duditor who is paid a fee for his services. The internal auditor is responsibie for performing
monitoring activities and other services, including designing and operating the sytem of internal
control, auditing the data reported to the directors of the company, and assisting external;
auditors. The head of the internal audif function reports directly either to the chief executive -
or to the audit committee of the Borad of Directors. '

Internal audit includes continueus verification of entries appearing in the books of account with
the original vouchers and proper accounting of assets: Further, it attempts to ensure that the -
policies and procedures regarding financial matters are being complied with. Internal auditing
is also concerned with administering the system of internal eheck so that mistakes, innocent-or
intentional, are prevented from taking place. S ' '

We should distinguish an internal auditor from an external auditor. While an internat auditor
devotes his entire time and energy't the needs of one campany (i.e., his employer), an external
-auditor serves many clients. The primary function of the external auditor, as pointed out-earlier,
is to safeguard the interesis of the shareholders (by whom he is appointed) by an independent
and impartial appraisal of thie financial transactions of the company so that he could report on
thie net profit earned by the company and its*financial position. His role is that of an objective
outtsider, expressing expert opinion as to the financial condition and ‘opérating results of the
client’s business. ' ) : : :

10
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rely on the fairness of such financial reports in making certain decisions about a given COTRpany.
An audifor is bound by a set of professional regulations which include an exammatlon on
techmcal competence and adherence to a code of ethical conduct.

areg of accou ntmg, including 1ntemal audit. Heis ovb all m~charge ot alt the activities comprising
financial accounting, cost accounting, management accounting, tax accounting etc. He exercises

authority both for accounting within the organisation and for externai reporting: The external

reports include reports to government revenue collecting and regulatory bodies, such as Company
Law Board and Income Tax Department. He may also supervise the company’s internal audit
and controf systems. In addition to processing historical data, he is expected to supply a good

“deal of accounting information to top management concerning futurc operations, in line with

the management’s planning and control needs. Besides, he is also expected to supply detailed

‘information to mangers in different fL]I‘ILIlOl]di areas (like producnon marketmg, etc.) and at

different levels of the orgamsatlon
We mayv cnumerate the functions of the controller as follows:

a) Designing and operating the accounting svstem
b) Preparing financial statements and reports .
c) Establishing and maintaining systems and procedures

d) Supervising internal auditing and arranging for extern@dt

¢) Supervising computer applications

f) Overseeing cost contro}l . _ e
g} Preparing budgets a B O

h) Making forecasts. and analytical reporls

1) Reporting financial information to top ma nt
1) Handling tax matiers.. o

‘Treasurer: He is the cusicdian and marger of all the cash and near-cash resources of the firm.

nd sets policy for collecting receivables (debtors of the

The treasurer handies credit rq ) _
services). He also handles relationships with banks and

firm whom the firm has sold go

The Financial Executive Institute (of United States of Amema) makKes the following distinction
between controllership and trr'dsurershlp ‘unctlons ' :

Controllership : ' T reasur_ership '
Planning and Control _ Provision of Capital
Reporting and Interpreting - Investor Relations
Evaluating and Conisulting . Short-term Financing
Tax. Administration - . Banking and Custody
Government Reporting © B " Credit and Collections
Frotéction of Assets ™ : Investments

Economic Appraisal . Insurance

Finance Officer: Finance is the lite blood of busiress. P'mcuring financial resources and their
judicious utilisation are the two important activities of financial management which is a specialised

function. Firancial management, inctudes three major decisions: investment decision, financing

decision and dividend decision. hvestment decision is perhaps the maost important decision

because it involves allocation of resources. 1t is concerned with future which being uncertain,

involves risk. How. the firm is allocatmg its scarce resonrces and is planning gri owth will largely
determine its value in the market place. Financing decision is concerned with determining the
optimum financing mix or capital structure. It examines the various methods bv which a firm

11 -
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Accounting and its Functions

components of similar activities, eg. financial accounting, tax planning and administration,
managenient auditing, etc. Management audit is a comprehensive review of the varicus sub-
"systems of the organisation like objectives and goals, structure, technicat system, personnel
policies, (including succession ptanning), control and coerdination policies and procedures;.
adequacy and eftectivencss of communication system, etc. This type of audit is usually done by :
a team of people comprising the internal resource persons drawn from various functional areas
and external management consultant. -

Fig.u:'e 1I: Organisation for Accounting and Finance .

Dyircctor {Finance)

-General Manager {Finance}

DGM (System ' DGM . T DGM DGM
and Datua Processing) {Accounts) . {Finance) {Inrernad Audit)
SM sM 5M S - IsM
Actounting %&1315}2‘“ N Funance Pay Roll Capiral
1 e . . - Ac i :
Go(i«rer:r:wmf [ Procurement: | | Planm Acq)unlm_g Budgeling
LExternal :
Auditor
SM 15M Sk SM SM
Treasury Management -| | Cost . Managemem Routine
: Accounting Accaunting Audit . Financial Audi

DGM = Deputy General Manager
SM = Senior Manager

We hope you now have a reasonably good idea of what accounting is, what its]
scope is, and what are the different types of activities which are generally included in
{ accounting. While basic functions of accounting and finance are performed in all types
of organisations, their relative emphaqcs or relevance might differ in different types of]
orgnisations. Keeping this in view we have prepared an audio programme *Accounting]
and Finance Function in Different Types of Organisations” and we suggest that you
listen to this tape. This will not only augment your familiarity with the basic aspects and
functions of accounting but wil! also develop your appreciation for relative divergencies,

1.9 SUMMARY

Accounting is an important service activity in business and is concerned with the collecting,
recording, evaluating and commiunicating the tesults of past events. The history of accounting
development reflects its changing rolé in response to the changing business and social needs.

14
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With the emergence of management accountmg, the focus of accounting has been shifting f.rom
mere recordmg of transactlons to that of aiding the, management in decisions.

Ac_counting can be perceived as an informatjow‘system which has its inputs, processing methods
and outputs. The usefulness of accounting lies in its capacity to provide information to various
stakeholders in“business so that they could arrive at the correct decisions.

The top accounting personnel are designated with various nomenclature. The practice in this
_regard differs in different companies. The organisational setting for accounting and finance
function may also vary in different organisations, depending upon their peculiarities, nature and
size of business, technology and structural form. At the helm of affairs is usually the Director of
Accounts and Finance who is a member of the Board of Directors. He is assisted by a General
Manager who in turn is helped by Deputy iGeneral Managess: #charge of various sub-functions
like, accounts, finance, internal audit, and data processing, etc. Each of the sub- functions is-
further sub-divided into activities which are the responsibility of 2 subordinate manager. '

1.10 KEY WORDS

-Accountant ' is a professional who is responsible for the processing of financial data for

score-keeping, attention-directing and problem- solvingurposes. o : _
Controller or the management accountant is a staﬂ-fﬁéw who uses accounting inf_d;tna'ﬁon
for management planning and control. : Q : _

Auditive work of an accountant comprises auth®meiCation of accduntihg-statemcnts
Recordative work extends to routing r ing and classified posting of ﬁnané'i_élrtransacticins'-
and events, . o

data ccumulatlon o1 record keepmg wluch -enables mterested-

Score-keeping is the procegBf data
crtam how the orgamsanon is performing.

parties (internal and externa @: -

Attention-directing role of accounnng consists of directing managerials attention to situations
where corrective -action is needed in the case of unfavourable (of even favourablc} dlfferenoes
in operations, outputs or mputs. :

Information system isa system sometimes formal and sometimes informal, for cofecting, -
processing, and communicating data at the most relevant time to all levels of management. The -
~ data flowing from the system is helpful to managers for deas:on-mahrg in the areas of planning
and control, or is otherwise needed for financial reportmg required m:rdgr the laws. An essential
-requirement of information system is feedback i e, communmalmg the results'of pcvformancc
to operating managers for needed modifications. . '

External reporting is the production of -financial statements for the use by extcrnal mterest_
‘groups like shareholders and government.

-.Pl'anning is goal identiﬁcatio’n and decision-making.
Control is the action that implements the planning decision and evaluates performahce.'

Feedback comprises the performz{nce reports which managers can use for 1mpr0v1ng thcu
decxswn—makmg

Staff l’unctlon is performed ln an adVISOry capacity and without line or dcc;smn-makm% authonty

Or. RRAOU 15 Acc.No% dH ol
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~ Accounting and Its l'unetl:,l)u a

1'11-SELF-ASSESSMENT QUESTION’S/EXERCISES' :

"F‘manclal Accountmg is an extensxon of Stewardshrp Accountmg“ Comment.

'l—'_

2 Whatnew developments in Aocountmg have taken place over the past 2025 years? Exarnine :
the main factors which have affected such developments. _ i

3 State the group of persons havmg an mterest in a business organisation and examme the
' nature of their mformatron needs. . .

4 Discuss the role of accountants in modern busmess orgamsatrons.

3 let’erentlate between recordatwe mterpretatwe and audmve functlons of Accountmg.

6 How can accounting reports. prepared on a hrstorlcal basis after the close of a perlodl,
useml to managers in directing the actmtles of a business? ™~ .

7 ll?rstmgulsh--management accountmg from ﬁnanclal accountmg '

-8 How does the accountant help in the plannmg and control process of a Iarge commerclal
' orgamsatlon'? . . .._

3 9 State whether the following staterner:ts are trué or false
~a) To have an accountant is the privilege of a ]omt stock pany

. only . : " True/False

by A controller is entrusted with the responmblhtrmg funds. = - True/False

. ¢)}-Management control differs from engineering cOmfdl since the o i

' latter is fully automatic and the former i complex, . TruefFalse
d) An accountant is the custodian of the pr ertres and ﬁnancral . L

mterﬁts of a business enterprrse , " - TruefFalse

Answersto_. Self-assessment_Que_stro xerdlges _ '
9 (a) False, (b) Falsc, (c) True, (d)%_ S

112 FURTHER"READINGS' '

./. 2

Anthony, Robert N. And James S. Reece, 1987 Accauntmg Pmncsples, All India Traveller Book '
Scller New Dellu (Chapter D. .

' Bhattacharya S. K. and John Dearden, 1987 Accountmg for Maﬂayemeui fﬂ:zﬂ and Casea, Vlkas
'Publlshmg House: New Delhi. (Chapter I).
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- Accounting Framework -

UNIT 2 ACCOUNTING CONCEPTS AND
STANDARDS

Objectives

After studying this unit, you should be able to: .
« appreciate the need for a conceptual framework of accounting; _
« understand and apprecidte the Generally Accepted Accounting Principles (GAAP); and

-« develop an understanding of the importance and necessity for uniformity in accounting

" practices.

Structure

2.1, Introduction

22 Accounting Framework

23 Accounting Concepts

24 Accounting Standards

2.5 Changing Nature of GAAP -

26 Attempts towards Standardisation
2.7 Accounting Standards in India

2.8 Summary e o
- 29 Key Words : o .
© 210" Self-assessment Questions Exercises :
2.11 Further Readings
2.12 Appendices . Q

2.1 INTRODUCTION

AI‘IYI activity - that you perform is fa if you have a set of rules to guide your efforts.

are driving your vehicle, you k he left. You are in fact following a standard traffic rule.
g to this rule, there would be much chaos on the road. A
similar principle applies to accounting which has evolved ovet a period of several hundred years,
and during this time certain rules-anid conventions have come to be accepted as useful. If you
are to understand and use accounting reports- the end- product of an accounting system-you

Further, you find that these rules ére olNgore value to you if they are standardised. When you

‘must be familiar with the rules and conventions behind these reports.

T

2.2 ACCOUNTING FRAMEWORK

- The rules and conventions of accounting are commonly reffered to as the conceptual framework

of ac_countingj. As with any discipline or body of knowledge, some underlying theoretical structure
is required if % logical and usetul set of practices and procedures are to be developed for reaching

‘the goals of the profession and for expanding knowledge in that field. Such a body of p_rinll;iples
is needed to help answer new questions that arise. No profession can thrive in the absence of
-a theoretical framework. According to Hendriksen (1977), Accounting theory may be defined

as logical reasoning in the form of a set of broad principles that (i) provide a general frame
of reference by which accounting practice can be evaluated and {ii) guide the development of

‘new practices and procedures. Accounting theory may also be used to explain existing practices

to obtain a better understanding of them. But the most important goal of accounting theory
should be to provide a coherent set of logical principles that form the general frame of reference

for the evaluation 'and development of sound accounting practices.

The American Institute of Certified Public Accountants ( AICPA) discusses financial accounting
theory and generaily accepted accounting principles as follows: '
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Financial statements are the product of a process in which a large volume of data about
aspects of the-economic activities of an enterpr;sc are accumulated, analysed, and reported.
This process should be carried out in accordance with generally accepted accounting ;lprmmples
Generaily accepted accounting principles incorporate the consensus at a particular time as -
to which economic resources and obligations should be recorded as assets and lidbilities by
financial accounting, which changes in assets and liabilities should be recorded, when these
ehangee should be recorded, how the assets and liabilities and changes in them should be-
measured, what informatior should be disclosed and how it should be disclosed,’ nd which
financial statements ehould be prepdrcd

Genelally accepted accounting pnnuples enwmpa.ss the conventions, rules’ and rocedures
necessary  to define accepted accounting practice at a particular HIME e | gemETally
accepted accounting principles include not oniy broad guluelmes of general appllcatlon but also
deta:]ed practices and procedures, :

(Souree AICPA. Statement uf the Acmuntmg Prmclples Board Neo, 4. "Basw Concept and Accounting Principles
Unde:lying Financial Stateraens of Business Enterprises”. October, 1970, pp. 54~ 55) ’ o

The word “Principle’ is used to mean a "general law or rule adopted ‘or professed
‘to action, a settled ground or basis of condust er practice”. You will note that thlS definition
describes 2 principle as a general law or rule that is to be used as a gnide to action. This
" implies: that accounting principies do not prescribe exactly how each detaited event occurring
“in business should be recorded. Consequently, there are sigral matters in acconinting practice
that may differ from one company to another. ) ' S :

Accounting principles are man-made. They are a @1 because they are believed to be useful
The general acceptance of an accounting princip for that matter any principle) usually

depends on how well it meets the three $uf ‘relevance, objectivity, and feasibility, A

* principle is relevant to the extent. that it re§gfts 1o meaningfu! or useful information to those
who need to know about a certain jness® A principle is- objective to the extent that the
information is not influenced by til nal bias or judgement of those who fiirnished it-
Objectivity connotes reliabilit ,trudwworthiness which also means that the eo?{ectnes_s of
the information reported ca@uﬁed A principle is teaslb]e to Lhe extent that it can be

implemented without undue co xity or cost.

. 2.3 ACCOUNTING CO‘JLEPTS

Farher in Unit 1 we had ues-"rlbed aecountmg as the ]anguage of business. As th s language,
“‘accounting has many dialects. There are differences in terminology. In dealing.with the
framework of accounting theory, one is confronted with a serious problem ar;s]ng from differences
in terminology. -A number of words .and teims have been used by different writers| to cxprcss
and explain the same idea or notion. Thus, confusion abounds m thic literature 1}; so far as
the theoretical framework s concerned. The various terms used for describing.the basic ideas
are: concepls, postulates, proposrtlons basic assumptions, underlying principles, fundamentals,
conventions, doctrines, ruies, etc. Aithough each of these terms is capable of precise definition,
- general usage by the grofession of accounting has served 1o give them loose and (Lverlapplng
~ meunings. The same idea of notion may be described by one author as a coneept, by another as
- a postulate and still by another as a convention. For instance, the separate Business Entity idea -
has been described by oné author as a concept and by another as a convention. To take another
ifistance , the idea implied in Conservatism has been labelied by one author as a { modifying)
~ convention, by another as a principle and yet by another as a doctrine. The wide diversity in
terminology to express the basic framewark can only serve to confuse the learner. |

Without failing into* the trép of this terminological maze, we are explaining bLOW se_me
- widely recognised ideas and we cali all of these concepts. We do feel, however,; that some
- of these ideas have a better ciabm to be called ‘concepts’, while .the rest should be called

8
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‘conventions’. Fundamental accounting concepts are broad general assumptions which underlie
periodic financial accounts of business enterprises. The reason why some of ihese ideas shonld
be called concepts is that they are basic assumptions and have & direct bearing on the quality
of financial accounting information. The alteration of any of the basic concepts (or postulates)
would change the entire neture of financial accounting.

Business Enfity Concept

In accounting we make a distinction between business and the owner. All the records are
kept from the viewpoint of the business rather than from that of the owner. An emterprise is
an economic unit separate and apart from the owner or owners. As such, transactions of the

“business and those of the owners should be accoented for and reporied separately. in recording
a transaction the iroporiant question is how does it affect the business? For example, if the owner
of a shop were to take cash from the cash box for meeting certain personal expenditore, the
accounts would show that cash had becn reduced even though it does not make any difference
to the owner himself. Similarly, if the owner pufs cash into the business, he has a clalim against
the business for capital nrrLg‘ﬂ. in. :

This distinction can be easily mam*amed iri the case of a limited company because a company
has a legal entity {or personality) of iis own.- Like a natural person it can engage itself

economic activities of producing, owning, mahaging, sioring, transfh ring, lending, horrowmg
and consuming commodities and services. Distinction, fowever, is difficuit in the case of
partnership, and even more so in the case of one-man busti¥ggs. Mevertheless, accounting stil
maintains separation of business and owner. This implieNgatpwner’s personal and househotd
expenses or obligations {e.z., expenditure on foog s h()dblilg., cntertainment, debts,
mortgages, etc.) will not appear in the books of

locking fo both the business assets and.t vate ési'ate of tln. owner for Sdllbf«lCt!G'l pf his
j e it possible for the owners to have an account
the enterprise. The managers are entzusted with

of the performance from those who 1age

funds supplied by owners, ban d offers; they are responsibie for the proper use ofthose

funds. The financial accountin rts are desigied to show how well this responsibility has
been discharged.

Activity 1

Apart from the reason mentioncd above, can you think of any other !'C’lb()n for jusuffrannn of
Bu:.meﬁs Entity Concept?. :

Activity 2

The proprietor of a firm withdrew Rs. 50,600 for his personal use. This was shown as &n expens
of the firm. Profits weve reduced to pay 2 lower tax. Is this fght from accounting point of view!
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Money Measurement Concept _ _

in accounting, only those facts which can be expressed in terms of money are rec rded. As

money is accepted not only as @ medium of exchange but also as a store of value, it has a very
important advantage since a number of widely different assets ‘and equities can be expressed in

terms of a common denominator. Without this, adding heterogeneous factors like five buildings.

ten machines, six trucks will not have much meaning. :

While money is probably the only practical common denominator and a yardstick, we must
" realise that this concept imposes two severe limitations. In the first place, there are several facts
which, though vital to the business, cannot be recorded ini the books of account because they
cannot be éxpressed in money terms. For example, the state of health of the Managing Director
" of a company whe has been the key contributor to the success of business is not recorded in
the books. Similarly, the fact that the Production Manager and the Chief Internal Aluditor are
‘not on speaking terms, or that a strike is about to begin because labour is dissatisfied with the
poor working conditions in the factory, of that a competitor has recently taken over the best
customer, or that it has devejoped a better product and so on will not be recorded even though
all these events are of great concern to the business. - .

From this sta.ndpoi'nt, one couid say that accounting does not give a complete account of the
happenings in the business. You will appreciate that all these have a bearing on the future .
profitability of the company. S

Secondly, use of money implies that a rupee today is of eq value to a rupee ten years back or -
ten years later. In other words, we assume stable or cwstanBvalue of rupee. In the accounts,

- mioney is expressed in terms of its vajue at the timgan € is recorded. Subsequent changes

- in the purchasing power of money do not affect @1 ufit. You are perhaps aware that most
economies today are in inflationary conditions with g prices. The value of a rupee of 1950's.
has depreciated to an unbelievably low icvw 80s. Most accountants know fully well that

. purchasing power of rupee does change bu few recognise this fact in accounting books
and make allowance for changing ppitcylevel’ And this is so despite the fact that accounting
professional has devoted considerab Mrion to this problem and numerous suggestions have
been made to account for theeffects O€ changes in the purchasing power of money. -In fact,
_one of the major problems (%ming today is to find means of solving the measurement
' ~ problem, that is, how to extendNf#fle quality and_ the coverage of meaningful information. It
will be desirable to present in a supplementary analysis the effect of price level charjges on the

reported income of the business and the financial position. ' ' B L

Activity 3° _ :

" ‘Suppose the Managing Director of a company is Xilled in a ptane crash. “To the ‘extent "an

_ organisatiors is the lengthened shiadow. of a man", the real value of the company will change

- . immediately and this will be reflected in the market price of the company shares. Will this have -
' any effect as far as the accounts of the company are concerned? ' 1 -

I Continuity Concept _ :

“Accounting assumes that the business {an accouriting entity} will continue to operate for a long.
‘time in the future unless there is good evidence to the contrary, The enterprise is viewed as a
going concern, that is, as.continuing in operation, at least in-the foreseeable future. The owners
have no intention nor have they the necessity to wind up or liquidate its operations. :

%0
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This assumption is of considerable importance for it means that the business is viewed as a
mechanism for adding value to resburces.it uses. The success of the business can be measured by
the difference between output values (sales or revenues) and input values (expenses). Therefore
all unused resources can be reported at cost rather than at market values. .

The assumption that the business is riot expetted to be quuidat'cd in the foreseeable future, in
fact, establishes the basis for many of the valuations and allocations in accounting. For example,
depreciation {or amortisation) procedures rest upon this concept. It is this assumption which

- underlies the decision of investors to commit capital to enterprise. The concept holds that
continuity of business unit for which thé accounting function is being performed. Only on the
basis of this assumption can the accounting process remain stable and achieve the objective of
correctly recording and reporting on the capital invested, the efficiency of management, and the
position of the enterprise as a gomg concern. Under this assumption neither hlgher current

. market values nor liquidation values are of particular importance in accounting. This assumptlon
prowdcs a basis for the application of cost in accounting for asscts

- However, if the accountant has good reasOns to believe that the business, or some part of it,
-is going to be liquidated or that it will cease ta operate (say within a year or two). then the
resouices could be reported at their current valies (or liquidation values).
Actmty 4

- A company revalues its bmtdmgs which were purchased at a cost of Rs. 1,00, 000 in 1967 to Rs.
20,00,000 in 1986 and records the dlfference of Rs. 19,0000 as proﬂt for the year 1986 Is this
practice r1ght"

Cost Concept

The resources (land, buildings, machinery, property rights, etc.) that a business owns are called
assets. The money values that are assigned to asset are derived from the cost concept. This
concept states that an asset is worth the price paid for or cost incurred to acquire it. Thus,
assets are recorded at their original purchase price and this cost is the basis for all subscqucnt_
accounting for the assets. The assets shown on the financial statements do not necessarily
indicate their present market worth (or market values). This is contrary to what is often

. believed by an uninformed person reading the statement or report. The term ‘book value is
used for amount shown in the accounting records.

In case of certain assets the accounting vatues and market values may be similar; cash is an
obvious example. In general, the fonger an asset has been owned by the company the iesser are
the chances that the accountmg value will correspond to the market value.

The cost concept does not mean that all assets remai_n. on the accounting rccords at their original
.~ cost for all time to come. The cost of an asset that has a long but limited life s systematically
reduced during its life by a process called ‘depreciation’ which will be discussed at some length
in a subsequent unit. Suffice it to say at this point that depreciation is a process by which. the
: cost of the asset is gradually reduced {or wntten off) by allocating a part of it to expense in cach
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accounting period. This will have the effect of reducing the profit of each period. In charging
-depreciation the intention is not to charge depreciation equal to the fall in the market values of
the asset. As such, there is no relationship between depreciation and changes in market vatue
of the assets. The purpose of depreciation is to allocate the cost of an asset over its useful life
and not to adjust its cost so as to bring it closer o the market value. |

You must be wondering as to why assets are shown at cost even when there are wide differri:nces
between their costs and market values. The main argument is that the cost concept: meets ail .

the three basic criteria of relevance, objectivity. and feasibility.

Accrual Concept

The accrual concept makes a distinction between the receipt of cash and the right to reéceive
it, and the payment of cash and iegal obligation to pay it. In actual business operations, the
obligation to pay and the actual movement of cash may not coincide. The accrual concept
recognises this distinction. In connection with the sale of goods, revenue may be received (i)
‘before the right to receive arises, or (ii) after the right to receive has been created. The a&c_rual
- concept provides a guideline to the accountant as to how he should treat the cash receipt and
the rights related thereto. In the former case the receipt will not be recognised as the revenue of
- the period for the reason that the right to receive the same has not yet arisen. In the latter case
~ the revenue wilf be recognised even though the amount is recefyed in the subsequent period.

- Similar treatment would be given to expenses incurred bythe filméCash payments for expenses
may be made before or after they are due for paym ly those sums which are du\L: and
pavable would be treated as expenses. If a payment is n advance (Le., it does not belong
to the-accounting period in guestion) it will not eated as an expense, and the person who
received the cash will be treated as a debtor ur% right to receive the cash has ma{}ured.

Where an expense has been incurred dugfig¥the decounting period but no payment has been
made, the expensé must be recorded an *Serson to whom the payment shoukd have, been
made is shown as a treditor. ' S
Activity 5 E ' . 5

s

The accounting vear of a firm cioses on 31st December each year. The rent for business pfemises
of Rs. 9,000 for the last quarter could not be paid to the owner.on account of his being away
in a foreign country. Should the rént payable be taken into account for computing thejfirm’s
income for the accounting year? : o o
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Activity 6

A governrhent contractor supplies stationery to various government offices. Some bills amounting
to Rs. 10,000 were still pending with various offices at the close of the accounting. year on 31st
March.- Should the businessman take the revenue of Rs. 10,000 into account for computmg the
net profit of the period?

L R T I T I L I I I I T R R T R R R T R I T T I R N ]

Concept of Conservatism

The concept of conservatism; also known gconcept of prudence, is often stated as "anticipate
_.no profit, provide for all possible [ggses”. XThis means an accotntant should follow a cautious
approach. He shiould record lo ssible value for assets and revenues, and the highest
possible value for liabilities and exfgnses.. According to this concept, revenues or gains should
be recognised only when th ealised in the form of cash or assets (usually legally enforceable
debts) the ultimate cash rea 1 of which can be assessed with reasonable certainty. Further,
provision must be. made for alf known lLabilities, expenses and losses whether the amount™ of
these is known with certainty or is at best an estimate in the lrght of the information available.
Probable losses in respect of all contingencies ‘should also be provided for. A contingency is
a condition or a situation, the ultimate cutcome of which- gain or loss-cannot be determined
accurately at present. It will be known enly after the event has occurred {or has not occurred).
For example, a customer has filed a suit for damages against the company in a court of law.
. Whether thejudgement will be favourable or unfavourable to the company cannot be determined
for sure: Hence, it will be prudent to provide for likely loss in the financial statements. As a
consequence of the application of this concept, net assets are more likely to be understated
than overstated, and income is more likely to be overstated than understated. Based on this
concept it is the-widely advocated practice of valuing inventory (stock of goods left unsold) at cost
or market price whichever is lower. You will- note that this convention, in a way, modifies the
earlier cost concept. It should be stated that the logic of this convention has been under stress
recently; it has been challenged by many writers on the ground that it stands in the way of faif
determination of profit and the disclosure of true and fair financial position of the business
_ enterprise. The concept is not applied as strongly-today as it used to be in the past. In any case,
conservatism must be applied rationally as over- conservatism may result in misrepresentation.

Matenallty Concept

There are many events in busmess Wl‘llCh are trmai or. mSIgmfrcant 1n nature. _The ¢ost of
recording and reporting such events will not be justified by the usefuiness of the information
derived. Materiality concept holds that items .of small significance need not be given strict
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theoretically correct treatment. For example, a paper stapler costing Rs. 10 may last for three
years. However, the effort involved in allocating its cost over the three year period is not worth
the benefit than ¢an be derived from- this operation. Since the item obviously.is 1mma|terlal
when related to overall operations, the cost incurred on it may be treated as the expense.of the.
period in which it is acquired. Some of the stationery pufchased for offlc_e use in any accounting
period may remain unused at the end of that period. In accounting, the ampﬁq_t-‘ spent on ¢ntire
stationery would be treated as expense of the period in which the stationery was purchased,.
notwithstanding the fact that a small part of it still lies in stock. The value (or cost) of the
stationery lying in stock would not be treated as an asset and carried forward as a resource to
the next period. The accountant would regard the stock lying unused as immaterial. Hence, the
entire amount spent on stationery would be taken as the expense of the period in which such

expense was incurred.

Where to draw the line between material and immaterial events is a matter of judgemenk and
common sense. There are no hard and fast rules in this respect. Whether a particular| item
or occurrence 1s material or not should be determined by considering its relationship to other
items and the surrounding circumstances. It is desirable to cqtabllsh and foltow uniform policies
govermng such matters. |

Consistency Conéept ' ' . |

In practice, there are several ways to record an event or a transaction in the books of account.
For example, the trade discount on raw material purchased mayge deducted from the cost of
goods and net amount entered in the books, or alternativelWrad@ discount may be shO\rvn as
the income with full cost of raw material purchased entgged in books. Similarly, there are
several methods to charge depreciation { which is a 4@ & in the value of assets caused by
wear and tear, and passage of tirne) on an asset or of valjggAnventory. The consistency concept
requires that once a company has decided on ?&thod. and has used it for some tithe, it

‘should continue to foliow the same method or prdgéduTe for all subsequent events of the same
character unless it has a sound reason to herwise. If for valid reasons the company makes
any departure from the method it has bee ¥ing so far, then the effect of t'he‘changeimust
be clearly stated in the financial sta nts i the year of change. _

o |

You will appreciate that much of theWlity of accounting information lies in the fact that one -
. could draw valid conclusions from the comparison of data drawn frem financial statements of
. one year with data of the other year. Comparability is essential so that trends or differgnces
may be identified and evatuated. Inconsistency in the application of accounting methods might
signiticantly affect the reported profit and the financial position” Further, inconsistency also.
opens the door for manipulation of reported incoime and assets, The comparability of financial
information depends largely upon the consistency with which a glven class of events are-handled
in accountmg records year after year. |

|
A company had been charging depreciation on a machine at Rs. 10 000 per year for the first 3

.years. Then it began charging Rs. 9,000 for 4th year and Rs. 7,800 for 5th year and so on. Is
this practice justified? Give reasons for your answer.

Activity 7
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Periodicity Concept

Although the results of operations of a specific enterprise can be known precisely only after the
business has ceased to operate, its assets have been sold off and liabilities paid off, the knowledge
of the results periodically is aiso necessary. Those who are interested in the operating results of
business obviously cannot wait till the end. The requirements of these parties therefore force
the accountant to report for the changes in the wealth of a firm for short time periods. These
time periods in actual practice vary though a year is the most common interval as a result
of established business practice, tradition and government requirements. Some firms adopt
calendar year, some others financial year of the government. But more and more firms are
changing to the ‘natural’ business year the end of which is marked by relatively lower or lowest
volume of business activity in the twelve-month period. The custom of using twelve- month
period is applied only for external reporting. the firras usually adopt 2 shorter span of interval,
say one month or three months, for internal reporting purposes. -

The allocation of long-term costs and the difficulties associated with this process directly stem
from this concept. While matching the earnings and the cost of those earnings for any accounting
period, all the revenues and all the costs relating to the year in question: have to be taken into
the account irrespective of whether or not they have been received in cash or paid in cash.
Despite the difficulties that arise in allocations and adjustments, short-term reports (i.e, yearly
reports) are of such importance to owners, management, creditors, and other interested parties
that the accountant has no option but to resolve such difficulties. Obvmusly, the utility of the

periodic financial statements outweighs the dlft" culties. . . -
Some other concepis, e.g., Matching conccpt, Realisatior@pt and Dual Aspect concept are

“discussed in Units 4 and 5 and as such they have Qen taken up here,

While going through all these concepts, profably yo"have developed a feeling that they come
in conflict with each other. You are right. illustrate this by considering some of these
concepts in the context of valuation ofljusindgs properties. Suppose, a firm acquired a piece
of land in 1965 for a price of Rs. » Cactory premises were constructed in 1966 and
operations commenced in 1967. The fif%g has been a great success. with a profit profile for the
past eighteen years. The Bala t {(a statement of assets and liabilities) for the year 1985
is being prepared and ‘Land’ is ¥ ed to be valued. The estimated current market price of
‘this land’is Rs. 6,00,000. : . ’

Should you recommend that the land be valued at Rs. 6 lakhs? The answer is ‘no’ obviously.
Land would be carried on the Balance Sheet at its original cost of Rs. 60,000 only. This decision
is supported by several of the concepts discussed in this sectior. In the first place, the stability
of purchasing power of money implied in the money measurement concept prevents us from
recognising accretion in values as a result of changing price levels. Then, the realisation concept
will not allow unrealised profits to be included as long as land is held by the company and not
sold away. You may note that the continuify or going concern concept. makes any possible
- market value of land irrelevant for balance sheet because the firm has to continue in business

and land will- be needed by it for its own use. In this connection, it could be argued that if

land were shown on the balance sheet at its estimated current market value, the owner mlght
decide to discontinue the business, sell the tand and retire. The principle of objectivity is now

introduced into the argument. It can be easily seen that in a situation like this the cost of

acquisttion of land at Rs. 60,000 in 1965 is the objective fact becatse it is based on a transaction -

that actually took place and this objective evidence is capable of being verified. In contrast, the
estimate of current market valué figure may be suspect. It raises many questions. Do you have a
market quotation for an identical plot of land? Has a similar piot of land been sold recently and
can we pick it up as verifiable evidence.of the current market price? It may be said that even if
markef price for an identical plot of land is not available, estimates by an accredited valuer may
be accepted as verifiable evidence of the market price. Further complications may be noticed if
buildings and facilities have been erected. on the plot of tand. Is it possible to estimate the value
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of land without factory bundings and other facilities constructed on it? The answer is a flat ‘no’ _
and the conservatism concept will then deter you from accepting an estlmate of market value
since it cannot be ascertamed with reasonable accuracy

24 ACCOUNTING STANDARDS

The basic concepts dlscussed in the foregomg paragraphs are the core elements in the theory of
accounting. These concepts (postulates or eonventions}), however, permit a variety of alternative
" practices to co-exist. A a result, the financial results of different companies cannot be compared
and evaluated unless full information is available about the accounting. methods which have
been used. The variety of accounting practices have made it difficult to compare the financial
results of different companies. Further, the aiternatwe accountmg methods have a]so enabled
the reporting of dltferent results even by the same company.

Need for -Standards: The information contamed in pu-bllshed financial statements is of particular
_ importance to external users, such as shareholders and investors. Without such information
they would not be able to take right decisions about their investments. As in several other
- countries, Parliament in India has specified in the Compames Act the type and minimum level
of information which companies should disclose in financial statements. It is the respon31b|llty :
of the accounting profession to énsure that the required information is proper]y presented. It
is evident that there should not be too much discretion to companies and.their accountants .
to present financial information the way they like. In otger words, the information contained
in financial statements should conform to carefully @ed standards. Public confidence in
_accounting information contained in financial statemen | grow if they are satisfied as to. the
logic, consistency and fairness of the figures shglvn Wgrein. For instance, a company could incur
a loss and still pay dividends by manipulating % into a profit. In the long run thlS course. -
‘'may have a disastrous efiect on the com$ 1ts investors.

to the basic purpose of financial s s which is the communication of information affecting
: cally, Ngich information should make it possible for investors to
evaluate the investment o @ agitics offered by differént firms and~aliocate scarce resources
‘to. the most efficient ones. ory, this process should result in the optimal distribution of
Tesources wrthm the economy and should mammtse the potentldi benefit to society.

“You would be better able to appre%' e th§ function of accounting standards by relating them

the allocation of resources.

ﬂn this context unless there are reasonab[y appr opnate stdndards ne1the;“ the purpose of the
-individual investor nor that of the nation as a whole can be served. The purpose is likely
to be served if the/accounting methods used by different firms for presenting information to
investors allow correct comparisons to be made. For example, they should not permit a company
_to report profits which result simply from a change in accounting methods rather than from

" increase in efficiency. If companies were free to choose their accounting methods in this way,

the consequences might be that deliberate distortions -are introduced, leading eventually to
misallocation of resources in the economy. The relatively less efficient companies will be able to
report fictitious profits, and as a result scarce capital of society will be diverted away from the
more efﬁclent compames which-have ddopted more strict and consmtent accountmg methods

25 CHANGING NATURE OF GENFRALLY ACCEPTED
' ACCOUNTING PRIN CIPLES (GAAP) '

General[y accepted accountmg principles are usual]y de\reloped by profess:onal accountmg bodies
like American Institute of Certified Public Accountants (AICPA) and Institute of Chartered
Accountants of India (ICAJ). In developing such principles, however, the accounting profession -
has to refiect the realities of social, economic, legal and political environment in which it operates.
Besides academic researc_h regulatory and tax laws of the government ¢.g., Companies Act,
1956, Income Tax Act, 1961 etc., in a large: measure, influence the'formul_ation of acceptable
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accounting principles. Stock exchanges and other regulatory agencies like Controller of Capitél
Issues (CCI) have laid down rules for disclosure and extent of accounting information.

Since the environment in which business operates undergoes constant changes as a result of
changes in -economic and financial policies of the Government and changes in the structure
‘of business, continued evaluation of the relevance of generally accepted accounting principles
is required. In this sense, the principles of accounting are not ever- lasting truths, You will
appreciate that it is the development of relevant accounting principles in tune with the present
day needs of the society that would make it possible for the business enterprises to develop
financial statements which would be acceptable and of value to the end users.

Now we give you a brief account of the development of standards in the United Kingdom,
United States of America, India, and at the international level. ' '

2.6 ATTEMPTS TOWARDS STANDARDISATION

Standardisation in UK and USA: Though the Institute of Chartered Accountants in England
arid Wales began making recommendations since 1942, the feal progress started with the
establishment of Accounting Statements Committee (ASC) by the Institute in 1969 in the wake
of public criticism of financial reporting methods which permitted diverse practices. As a result
of diversity in practices some big investors had suffered heavy losses on their investments in
well known companies. The main objective of ASC has been to narrow areas of difference
‘and variety in accounting practices. The procedure used for ndardisation is initiated by the
issue of an ‘Exposure Draft’ on a specific topic for discugjon By accountants and the public
at large. Comments made on exposure draff are takgginto sideration when drawing up a
formal statement of the accounting methods for dea ‘th that specific topic. The Statement
‘known as a Statement of Standard Accounting Practiog §AP). Once the statement of standard

_accounting practice is adopted by the accountiffay ofession (the fact that a statement has been
issued by the Institute in itself signifies the acce% by the profession), any material departure
by any company from the standard pra in presenting its financial reports is to be disclosed
in that report. So far, nineteen statemehgor Standard accounting practice, in addition to some
exposure drafts under considera%ve een issued by the ASC.

The need for evolving standards in t S A was felt with the establishment of Securities Exchange
Commission (SEC) in 1933, The SEC is the Government agency to regulate and control the
issuance of and dealings in securities of the companies. A research-oriented organisation called
the Accounting Principles Boards (APB) was formed in 1957 to spefl out the fundamental
accounting postulates. The Financial Accounting Standards Board (FASB) was formed in
1973. The FASB pronounces statements from time to time articulating the gererally accepted
accounting principles. The constant support given by SEC to FASB pronouncements has given

considerable credibility to its accounting policy statements. The FASB-till 1985 has issued five

statements of concepts and eighty -eight statements of financial accounting standards.

Standards at International Level: In view of the growth of international rade and multinational -

© enterprises, the need for standardisation at international level was felt. AnInternational Congress
of Accountants was organised in Sydney, Australia in 1972 to ensure the desired level of uniformity
in" accounting practices. Keeping this in view, International Accounting Standards Committee
(IASC) was formed and was entrusted with the responsibility of formulating international
- standards. All the member countries of IASC resolved to conform to the standards developed
by IASC or at least to disclose variations from recommended standards. After its formation in
1973, the IASC has issued 26 international accounting statements todate. Another professional
body, the International Federation of Accountants (IFAC) was established in 1978.

Attempts have also been made in countries of European Economic Community (EEC) and
Canada for -standardisation of accounting practices tegarding disclosure and consistency of
procedures. : : . .
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2.7 ACCOUNTING STANDARDS IN INDIA

. With a view to harmomse varymg aecountmg policies and practrces currently inuse in Indxa, the

Institute of Chartered Accountants of India' (ICAI) formed the Accounting Standartls Board
(ASB) in April 1977 which includes representatives from industry and government. In line

- with the procedure followed in other countries, the prellmmary drafts prepared by the- -study

groups and’ approved by ASB are circulated amongst various extema] ‘agencies, mcludmg the
representative bodies of trade commerce and industry. So far, ten standards have been issued
by -ASB, a brief description of whrch is prowded in Appendrx Ito th‘.ls umt ;

'_The standards are recommendatory in nature in the initial years 'I‘hey are recommended for

'use by companies listed on a recognised Stock Exchange and other large conmercral nndustrlal

~and busmess enterprises in the pubhc and pnvate sectors, . _ i '

- We ad;vise. that'you read all or atleast some of these standard_s-in order to get a_feei _of'tvhat
- these standards are all about. What policies and procedures of accounting these standards aim

to standardise and why? Do not worry if you are unable to understand some ot the ideas or

expressions contained in the standards. You may like to come back to these standards after -
you have been through all the blocks of thJs course in order to have a better grasp of them.

Regardmg the posmon in India, it has been stdted that e Standards have been developed _

without first establishing the essential theoretical fram work - Without such a- framework it

s developed are lrkel:,' to lack -

direction and coherence. .This type of shortcom@s:) existed in' UK and USA but then
p

it was recognised and remedied long back. In tf ed States the first task which FASB.
undertook was to develop a conceptual framework Ct which aimed at defining the objectives
of financial reporting (a sample of which is pieSpmted in Appendix II). This was to be! followed
by the spelling out of concepts and st rds¥stablishing what have been frequently referred

to as generally accepted ‘accounting (GAAP). Any attempt to develop a conceptual
_ ortmg will have to take into consrderatron the answers

to the following questionS°

i) Who are the users of ﬁnancral orts?
i) What decisions these user groups have to take?

- i) What information ¢an be provrded which would assnst them to take stch decrsrons

° The cobjectives, as you have a'Irc;ady noted depend upon the economlc, social, legal and polltlcal '

enwronment of the country.

At this point it wﬂl be useful 10r you to. watch Vldeo Programme Ulﬂu-standmg Fmanelal

2.8 SUMMARY

Accounting as a field of study in its developmental process has evolved 4 theoretical framework

consisting of principles or concepts over a period of time., These concepts enjoy a wide

‘measure of support of the accounting profession; that is why they are known as Generally
Accepted Accounting Principles (GAAP) Several concepts and their nmplrcatlons for' busmess" _
. and information users were dlSCllSSCd in this umt

Smce the accounting principles are broad gundelmes for general application, they permrt a
wide variety of methods and practices. The lack of uniformity in accounting practice makes it
difficult to compare the ﬁnancral reports of dlfferent compames. Moreover the: multrplicrty of
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accounting practices makes it possible for management to conceal economic realities by selecting

those alternative presentations of financial results which allow earnings to be manipulated. The -
financial statements prepared under such conditions, therefore, may have limited osefulness for.
several users of information. This problem has been recognised all.over the world and vatious

professional bodies are engaged in the task of standardising accounting practices. There is a .
movement towards consensus building even at the international level. Such professional bodies,

in fact, first lock at the practices used by practising accountants. They then try to obtain a

refinement of those practices by a process of consensus. It is in this manner that the theory of

accounting is built. In India also, some headway has been made by establishing ten standards

for accounting practice.

.29 KEY WORDS

Accounting framework includes generally accepted accounting principles (GAAP) on the basis
of which accounting data is processed, analysed and reported.

Acmﬁnting theory is a set of inter-related principles and propositions which provide a general
framework for accounting practice and deal with new developments in the area.

-Consistency concept envisages that accounting information s Id be prepared on a consistent
basis from period to period, and within periods there shoig beRonsistent treatment of similar
items. _ : .

Conservatism concept forbids the inclusion of un@ gains but advocates provision for

possible losses, :

Entity concept separates the business fro an(s) from the standpoi’nt of accounting.

Going concern concept refers to the exp¥tation that the organisation will have indefinite life.
This asstmption has an imporm@ng on how the assets are to be valued. '
Materiality concept admonishes thafvents of relatively small importance need not be given a
detailed or theoretically correct treatment. They may be ignored for separate recording.
Money measurement concept ignores in'tangibles' like employee loyalty and customer satisfaictiqn‘
as they cannot be expressed in money terms. It also assumes records on the basis of a stable

monetary unit,

Objectivity principle requires that only the information based on definite and verifiable facts be
recorded. -

2.10 SELF-ASSESSMENT QUESTIONS/EXERCISES

Examine the folc of accounting concepts in the pfeparation of financial sta;temcnts.

Is it possible to give a true or a fair view of a company’s position tising accounting information.
Do you find any of the accounting concepts conflicting with each other? Give examples. '
in what way can accounting information help in the proper allocation of resources?

Why accounting practices should be standardised? Explain.

What progress has been made in India 'regarding standardisation of accounting practices?

SR - SR - FC RN S

Answer whether the following statements are true or false:

‘a) The materiality concept refers to the state of ignoring :
small items and vaiues from accounts True/False
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8 Conceptual framework of accounting implies -

)

_ 5

d)

- played an important role in evolving the conceptual

Accounting Concepts and Standards

The gernerally accepted accountlng prmaples prescnbe

a uniform accounting practice : . ' True/False
The conservatism concept leads to the cxclusron of . _ o
all unrealised profits o _ - True/False-

‘Statements of Standard Accoun‘tirlg Practice’ were
formulated by the Financial Accounting Standards o _
Board of USA. - TruefFalse

The Securities Exchange Commission of USA has - S

framework for accountlng True/False

. i) making entries in the books of accounts

ii} a code of conduct for the accounting profession

© iii) general principtes for the preparat'ion of accounting information

' ii) methods of presenting financial accounts

1

iv) planning and control of enterprise operations

v) none of the above o . .
Accountlng Standards are statements prescrlbed by 0

i

i) government regulatory bodles - : O

iii) boches of shareholders :
'_w) professmnal accountmg bod1es Q :

v) none of the above

Accounting concepts are

i) broad assumptions .

ifi) bases selected to prepare a specific set of accounts
_ iv) none of the above

Name the accounting concept v1olated if any, in each of the followmg situations:

a)

b)

sales contains an item of merchandise inventory of Rs. 1, 15 00,000:

The Rs. 1,00,000 figure for inventory on a Balance Sheet is the amount for whmh 1lt
could be sold on the balance shcet date, . :

The Balance Sheet of a retail store which has cxpenenced a gross profit of 409% on

Merchandise mventory (at cost) Rs. 69, 00 ,000.

Company M does not charge annual depreclatlon preferring instead to show the entire
difference between original cost and proceeds of sale-as a gain or loss in the period
when the asset is so]d It has followed this pracnce for many ycars :

Answers to Activities

1 If ‘separate entity concept is not observed it becomes dlfflcult to calculate the profi tablhty
- of business and ascertain its financial posmon It would be parncular]y difficuit lf the owner

has several dlstmct businesses.

Proprlctory wnhdrawals reduce the capital of the enterprise unless thcy are in lien of

anticipated profits. It is not proper to show them as opcratmg expenses They are also not
_ adrmssrble as deductions from profits for tax purposes :
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3 No, the ‘money measurement’ concept does not permit the recording of such events. What
- effect this event will have on the business cannot be objectively determined.

4 Revaluation violates several concepts like, ‘cost concept’, ‘conservatism concept’, and-
‘continuity concept’. To take credit for an extraordinary gain like this, is normally, not
considered justified. However, ‘where substantial gap exists between historical cost of a
fixed asset and its market value, it has been observed that the accounting profession has

" been supporting such rCV&]Ud[IOI]b so that bd|dl]CC sheet could show a realistic posmon of
the enterprise. :

5 ‘It should be takei into account otherwise profit would be ovefstared. _ L
6 It should be taken into account otherwise profit wou[d be understated.
It violates the ‘consistency concept' uniess there is a solid reason for departmg from the
searlier practice. : .
AnSwers to Self-assessment '0uesti0ns{Excrcises
7 (a) False, (b) False, (c) True, (d) False, (e) True. _
8 (ui) - ' ' ' |
9 (l\r’)_ ' C :
10 (D)
11 (a) conservatism concept, (b) no viol'ation.. {¢) peri dicity concept.

2.11 FURTHER READINGS
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Seller: ' New Delhi (Chapters 1-3). - :

Meigs, Walter, B. and Kolert F. M igs,;E’ST. Accounting: The Dasis for Business Decistons,
McGraw Hill: New York (Cha @ ' o :
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2.12 :APPENDICES

Appendix I
Accounting Standards in India
Institute of Chartered Accountants of [ndia'(lCA]) has so [ar issued the following ten aceounting standards (AS):

"« AS- 1: Disclosure of Accounting Policics

‘» AS- 2: Valuatio of Inventories

¢ AS- ¥ Changes in Financial Position

» AS- 4 Contingencies and Events Occuring Alier the Balance Shicet Dalé

¢ AS- 5: Prior Period and Extraordinary Items and Changes in Accounting Palicies

¢ AS- 6 Depreciation Accounting ' '

* AS- 7: Accounting [or Construction Costs

s AS- 8 Accounting for Research and Development

s AS- 9: Revenue Recognition
_ e AS-10: Accounting for Fixed Cosls

BN

Accounting Standard-1 deals with the dxsclusurc of significant accounlmg policics followed in the preparation
and presentation of (inancial statements. Some of the areas in which accounting policics adopted by. different
enterprises may d{ffcr include: methods of depreciation, depletion and amortisation, treatment of expenditure

| during construction, conversion or translation of foreign currency ilems, valuation of fnventorics, treatment of
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goodwill, vaIuauon of investments, treatment of relirement bcncflts recognition of profit on long-term contracts
calculation of fixed assets, treatment of commgent liabilities ete.

The purpose of this ssandard is to pmmme a bcttcr understanding of financial statements by establishing through
’ an accounting standard the disclosure of s1gmﬁcam accounting policies in the financial statcments and the Tlanncr
’ |

of doing so. |

Any change in the accounting policics which has a material effect in the current period or which is rca:'s.ona'bly
expecied to have a material effect in later periods should be disclosed. In the case of a change in accounting lJolicics
which bas a material effect in the current period, the amount by which any item in the financial statements is affected
by such change should also be disclosed to the extent asceriainable. Where such amount is not ascertainable,

wholly or in part, the fact should be indicatcd.

Major considerations govering the selection and application of accounting policies are prudence, substance over form
and materiality, Compliance with this standard should go a long way m facilitating a more meaningful comparison
betwccn fmanctal statements of different enterprises.

Accounting Standard-2 deals with the principle of valuing inventarics for the financial statements. This standard
seeks to narrow the differences in the current pfac[fces of inventory valuation, and to ensure adequate disglosure -
in the financial statements, Any change in the accounting policy relating to inventorics, which has a material effect
in the current period or which is reasonably expected io have a matcrial effect in later periods, sho'uld be disclosed.

 Accounti ng Standard-3 is concerned with the Statement of Changes in Financial Position (SCFP), corrmonl)&
known as Funds Flow Statement. It deals with the financial statement, which siigmarise the sources and application

of funds of an en’u’:rprisé for a given period.
)

. Accounting Standard-4 deals with the treaiment, in ifancial statements, of contingeqcies and
occuring after the balance sheet date. ' '

there is 2 growing practice Lo do so along
d strengthen this practice.

In India, though there is no legal requirement to publish this sta
with other financial statements, The objective of AS-3 is 1o enco

events

A contingency is a condition or situation, thaaltimal®outcome of which, gain or loss; will be known or determined

on]y on the ocolrrence or NON- OCCULTe or more uncertain future events.
|

Evenis occuring after, the balance sheet date are those significant evchts, bath favaurable and unfavourab'lc, that
accur between the balance sheet date and ibe date on which the financial statements are approved by the Board
of Direciors of a company.

Adjustmenss te asscts and liabilities are required to take care of significant events occurring after the balance
_sheet date which provide additional information materially affecting the determination of the amounts rc]’;;ling to
conditions existing at the balance sheet date. For cxample, an adjustment may be made for 2 loss on a.trade
receivable account which is conﬁrmcd by the insolvency of a customer which occurs after the balance sheet date.!

If a contingent loss is not 'provided for, its nature and an esqimate'of its financial effect are gencrally disclosed by
way of a noie unless the possibility of loss is remote. Similarly, the existence and nature of conlingent gains"arcl‘
usually disclosed by way of a note in the financial statements if it lS rcasonably certain that the gain will be realised
by the enterprise. : B

Accounting Standard-5 deals with the treatment of prlor period and extraordmary items and changes in
accounting policies. Any change in accountmg policy which has a.material effect should be disclosed.

Accounting Standard-8 deals with depreciation accounting and the disclosure requirements in connection with
it. : '
Depreciation had a significant effcct in determining and presenting the financial position and Lhe results of opcl ations
of an enterprise. Depreciation is charged in each accounting period by reference to the extent of the depreciable
‘amount {historical cost, or other amount substituted for historical cost in the financial statements, less the estimated
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residual value) irrespective of an increase in the market value of the assets. Accordmg to the Companles Act, 1956,

provision of deprccla(on should either be based on the reducing balance method (as per Income-tax Acl;‘Rules),

* or on the corrcspondmg straightline deprcctatlon rates, which would write off 95 per cent of the original cost ovet
the specified period. : :

The method of depreczauon should be applied conslsienlly to provide comp'nrabmty of the results of operauons pl
the enterprise from peried to period, :

The depreciation method(s) used, the total amount of depreciation for each class of assets, the ngSs amount of!
each class of depreciable assets and the related accumulated depreciation should be disclosed in the financial
statements along with disclosure of other accounting policies. A change in the method of depreciation is ireated as
achange in an accoummg po]lcy, and should be disclosed accordingly.

Accounting Standard-7 deals wlth accounnng for construction contracts in the financial statements of con- -
_ tractors. A construction contract is a contract for the construction of an asset or a combination of assets which
together constitute a single project. ’

The prmclpa] prob]cm rc]aung to accounting [or construction contracts is the allocation of revenues and related
costs to accounting periods over the duration of the contract. Two methods of accounting for contracts commonly
followed by contractors are the percentage of compiction methed and the completed contract method.

When there is a change in the accounting policy used for construction contracts, the disclosure of the effect of
change and its amount should be made in the financial statements. '

Accounting Standard-8 is concerned with accounting for researdf andjlevelopment, This standard deals with
the treatment of costs of research and development (R&D) in fing ncial st¥Ements. In order to achieve a reasonabic
degree of comparability beeween enterprises and between ag periads of the same enterprise, it is necessary
10 identify the elements comprising R&D costs. Amounts ol NQ&# cosls should be charged as an expense of th$
periods in which they are incurred. The R&D costs oject -may be deferred to future periods under ertain -
conditioris. If R&D costs are deferred they should be cated on a systematic basis to future accounting periods.
The total of R&D costs, including the amortjs briion’of deferred costs, charged as expense should be disclosed
in the Profit and Loss Account for the periodDeletred R&D expenditure should be separately disclosed in the
Balance Sheet under the head “Miscgifffeous Expenditure”. ' ' :

Accounting Standard-9 deals with ases for recognition of revenue in the profit and loss statement of an
enterprise. The statemient is concerned wiih the récognition of revenue arising in the course of the normal activities
of the enterprise from (1) the sale of goods, (2) the rendering of services, and (3) the use by others of the cntcrprlse
resources yielding interest, royalities and dividends. The revenue should be recogniscd, provided that at the time
of perl’ormance it is not unreasonable o expcct ultimate collection. At the time of raising of any claim, if it is
unreasonable to expect ultimate co]lecnon, revenue rccogmuon should be postponed.

Accounting Standard-10 deals with accounting for ﬁxed cosis, Some of its highlights are: {a) The gross book
value of a fixed asset should be either histarical cost or a revaluation computed in accordance with this standard.
(b) The cost of a fixed asset should comprise its purchase price and any attributable costs of bringing the asset
o its workmg condition for its intended use, (c) Financing costs relating to dcferrcd credils or to borrowed funds .
attributable to construction or acquisition of fixed assets- for the period up to Lhe completion of censtruction or
acquisition of fixed assets should also be included in the gross book valtie of the asset Lo which they relate.

The cost of a self-constructed fixed asset should comprise those costs that relate directly to the specific asset and
" those that are attributable to the construction activity in ‘general and ¢an be allocated to the SchlflC asset.

Fixed assets acquired in exchange for shares or other securities in the enterprise should b rccorded at their falr
market value, or the fair market value of the sccunues issued, whichever is more clearly evident. g

-Subsequcnt expenditures related 1o an item of fixed asset shouid be ddded to its book value i they increase future
benefits from the exisling asset beyond its previously assessed standard of performance. Fixed asset should he
climinated from the finanicial statements on disposal ot where-To further bcne["t is cxpeclcd from its use and

isp@sal . . o
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Losses ansmg from the retirement, or gains or losses anslng from disposal of fixed amet whlch is ca rlcd at cost
should be recognised in the profit and loss statement. When a fixed asset is revalued upwards any accumulated

-depreciation existing at the date of the revaluation shou]d not be credited 1o the profit and loss account. hincrease

in net book value acising on rcvaluatmn of flixed assets should be credited directly to muners interests under the
head of revaluation reserve. :

Goodwill should be rccorded-in the bm::s only when some cons:dm atmn in money or money's w0rth has been pald
for it .
The foIIOWing information should bc disclosed-in the financial statcmcﬁm'

1 gross and net book values ui fixed assets at the end of an accounting pcnod showing addxtlons, d:sposals,
acqmsmons and-ether movements’

2 expend:ture incurred on account of fixed assels in the course of constructmn or acqmsu:ion and

3 revalued amount substicuted for h]StOI'lcaI costs of {ixed assets, the methods adopted to computc the revalued

amounts, the nature of inidices vsed, the year of any appraisal made, whether an cxtcmal valuer as |nvo]ved

in case where ﬁxed assets are stated at revalued amounts, _ _ |

Appendm [ §1
Financiai Acoounting Standards Board (FASB)
_Concepts No. 1: ‘Objectives of financial reporting by busmess enterprise’,

The three objecilvcs which are. included in conzepts No. 1 are reprodyged below:

1 Firancial reporting shouid provide lnformanon that is usel
creditors and other users in making rational mve:atmcnt credit an
be comprehensible Lo thuse. whe have a reasonable unf
are willing to study the information with rcé_sonéble diil

ilar. decisions, The information should

2 Financial reporting should pmvidc'- information
users in assessing the amounts, nmmg, and uncertdgfity of prospective cash receipts from dmdcnds or interest -
-and the proceeds from the sale, redempy r mat rity of securitics or loans. Smcc investors” and credisors”
cash flows are related to cmc(prlse cash s, {inaneial reporting should provide _m[ormatlon to help investors, -
creditors and others, assess the ags®8its, tin g and uncertainty of prospective net cash inflows to thc'r'c_Iated
. L enterprise. : .

. 3 F nanc:al reporting, should prowde in ormduon about the economic resources of an cntcrprise the claims to -
those resources (obligations of the enterprise to transfer resources ;6 other eniities and owner's egquity}, and.

the effec.:; of transactmrus gvents, and-circumstances that change its rehourcea. and clalm to tho..r: [ESOUICES,

.
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UNIT 3 ACCOUNTIN G INFORMA
AND ITS APPLECATIGNS

Objecﬂve's

- After Istudymg this umt you should be able to apprecla%e the:
+ nature of accounting information; o
+ major purposes of accounting information;

« role of information in the control process;
~« uses of earnings information; and _
» uses of information contained in balarce shest,

Structure |

3.1 Introduction _

32 Purposes of Accounting Information -
33 Accounting and Conirol in Qrgamsatlon
34 Profit and Cash Balance sttmgmshed
35 Usesof Eammgs Information -

3.6 Uses of Balance Shect

37 Summary L .
38 Keywords . ' N

-39  Self-assessment Quesnonstxemscs R

- 3.10 Further Readings . _
3.1 INTRODUC’HQN o {)

As you have observed in unit 1, historica I@hﬁzm developed as a system for reporting
information tc the owners including olders and other investors of the business. In the
process of its evolution, accouting has ched off into two distinct directions-one dealing with
information processing for exterp@uses ahd the other dealing with information processing for
internal (or managerial) uses. Wageidr to the first one as financial sccounting and the sacond
as managerial aceounting. But whe we talk about ‘accounting information, we generally look
at it in a broader sznse to encompass information processing for both internal and external uses,
" In this unit we shall deal with some #lustrative uses of accounting mformatlon 50 as to give you
a feel of what aooounun? could conmbute :

32 PURPOSES OF AC{.OUNTING INFORMATION

' At the outset, letusshare:mth you that acmuntmgmformanon isuseful for {1) score-keeping, (2)
attention-directing, and (3) problem- solving. Let us ask.a question: What precise information
should the accountant provide for these purposes‘? {)b\neusiy, the type-coverage of information
needed may vary from orgarisation to crganisation. Further, the specific information needs in -
the actual decision-making process at different argamsasmna! leve%s influence the scope uf an
accounting information system. : :

'Score-keeplng “The scorc-keepmg fanction is one of ‘the primary purposes of aocountmg
information. It basically deals with the financial health of the enterprise. In other words, it
answers: How are we doing? Goed, bad, or indifferent? Though it. appears to be a simple
question, a- moment’s reflection will show that it is not that simple. -It involves answering
questions such as: What is doing good? What is doing bad? Ts profit earned good? If so,
how much? Is it that profit alone is not sufficient? Thus we can go on increasing the string of
questions intending to further ciarify the basic guestion, Thus; score- keeping has two aspects,
one is that of keeping record of actual data on performance - a constant process of measurement
“and valuatlon. The other aspect is concemed wnt!a puttmgthc data in rﬁlanon to prcdctcrmmcd

-
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standards. In order to answer the question whether the performance is good, bad or jndifferent
we have to have a‘constant process of comparison against some norms, standards or b lcnchmarks,
‘This is achieved by preparing a series of reports based ori comparison of actual data with the
planned data. : ' '

Activity 1 ‘

Complete five guestions (two are already given below) that will lead to the assessment of the
financial heatth of a business organisation.

1 How much profit was made by the organisation in the preceding accounting year?

2 Does the organisation have sufficient funds to meet its day to day cxpenditufes? ‘

Attention-directing: Attention-directing is nothing but the process of giving a signal to the

- user of accounting information about the need to take a decision.” As such the \accounting
information supplied arouses the user’s attention to take decision. For example, a report from
an accountant comparing the actual performance data against budget data is a score-keeping
record. In the hands of a decision-maker it is an attentiag-directing information. This would
enable him to immediately focus his attention on the @ns or variances from the budgets
or the plans. A whole series of-actions will be triggere is, namely, evaluation of reasons
for the deviations, remedial actions to be taken@ﬁcat’ions in the feedback forjfuture and
SO on. .

Most of the formal reporting takes the for nnual reports. An annual report js the score
card of activitics for an accounting pesjod. ¥ properly analysed, this report can be':_ helpful in
understanding the problems of ov aature faced by the enterprise. It can also help the
shareholders in assessing the agtual p

ormance of the campany vis-a- vis their expectations.

Problem-sotving: The proble ng function of accounting information involves provision of
“sach information which enables the manager to find solutions to the problems. There are many
“probléms which accounting information could hightight and provide for their possibﬁ;: solutions,

such as ‘make or buy decisions’ with respect fo components, parts or products, ‘continue or drop

decisions’ with respect to product line, ‘leasing or acquisition decisions’ with respé,ct to assets

ete. Problem-solving is therefore an important purpose of accounting information system. .

Let us summarise the purposes of accounting information:

Accounting, in its score card role, accumulates data and enables interested persons, both internal '
and external, to understand-and take stock of the organisation’s performance.

Inits atgéntion-directing role accounting information, by reporting and analysing the data, focuses
a manager’s attention on operational deficiencies, weaknesses, threats and opporgunities. In
this role accounting complements day to day operational planning and control activities.

In its problem-solving role, accounting enables quantification of the different alternative solutions,
thier relative merits-and demerits. - : '

Activity 2 _
Fill in the blanks: _ ' ‘ .

1 Financial accounting deals with reporting information for ......... uses and e
deals with reporting information for managerial uses.
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2 Accounting lnformatlon addrcsscs 1tsclf to three distinct actmtles (1) ......... (ii)
e (i) .. Y : _
3 Score-kecpmg act1v1ty mvolves two functions, ﬁrst keepmg e and second a constant
process of ......... : - - _
4 Attention -dlrectlng information trlggers the nccd for takmg ....... .. .In the recipient’s .
© mind., _ R : . .
5 'Problem—solvmg in accountlng mvolves prowsmn of ......... to enable managers to find

......... to problems

33 ACCOUNTING AND CONTROL\IN ORGANISATION

In this course we shall deal with financial and management accounting together. You, probably
know that both these branches of accounting, after all, are.concerned with prowdmg mformanon
about the same business.

One of the tasks of the management is to control the operations of the organisation. Accounting
is closely connected with control system in an organisation. To understand this, let us have
a look at the control system in an orgamsat:on as shown in Figure I You know that the
organisation is a system -of inter-related parts and is linked with the environment. It derives its
inputs from the environment and transforms them with the help of the operating system into-
‘outputs which it delivers to the environment. To contraj organisational system, we have first to
.measure inputs, operations and outputs. The measu@obtained then have to be evaluated
against standards. This information has to be supplie e concerned managers so -that they
could take appropriate actions from future poj view. In all these activities i. e., measuring,
evaluating and providing feedback the accounfgnt igdeeply involved. The process of evaluation
brings out deviations which provide thegyasis fof feedback in a system and tead €o changes in
lnputs for operanons to achleve desired s '

Fu,ure l Qﬂg of Control in an Orgamsatmn S
R e . Sl anmatdet el thehaiaindhalt S intutt o st B
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- E . . . .
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~The annual accounts or financial statements of a business comprlse balance sheet and proflt :
“and loss account. Sometlmes they also mclur‘P tHe fund flow statement. -

_ All these statements have only hlstoncal s1gmﬁcance smce they relate to an accounting period
which has already expired. However, balance sheet and profit and loss account provide valuable
information linKing the proflt to investment or assets used in bisiness. We try to measure
orgnisational pcrformance usmg this 1nf0rmat10n C . :
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The idea. of relating profit to asset use can provide a basis for judgement about the efficiency
of an organisation. As business often operates in an environment of uncertainty, estimation of
;‘normal’ profits is not easy. By making the best use of accounting information of the past in
lrelation to the éxpectations of future, we try to make integrated financial pian for an organisation.
:Such plan includes projections about level of actmty resources, proflt fmanc:lal asseto, and cash

i't‘,.‘:OUI‘GeS g : :

From Figure Lit is obvious that controller (or accountant) and managers obtam such mformatnon
which enables them to diagnose thq situation. They are able to identify and- defme the problem
dl hand. : . :

Letus try to ldt.ntlfy and define a problem ina hypothencal setting, buppo‘se you are managing
a firm w}uch sells three products Py, P,, P;. You are confronted with 4 problem that the profit
of your firm is decreasing. Now falling profits may be due to many reasofs. The first thing that,
vou would like to do is to identify the problem moré precisely before you set about solving it.

‘Some of the possibile hypotheses are: which of the three products is losing money? Are all of
them losing money? If all of them are losing money, are they losing money to the same extent?
Is the firm losing money due to increasing cost or decreasing prices? Many such questions
~ would enable you in diagnosing the problem more accurately. In goneral such questions enable
A mdnager to-specify the causes of the problem -

Iﬁt s examine how the accounting information cou]d be helpfulin 1denhfymg a problem of this -
nature. The following table i is the summarised profit and loss account of a flrm whose sntuanon :
has been described ahove. :

Figures in Rs.

Year : 19x.0 .
Sales ' S ' : 1000
Lcsa . - N ' o '
5 Cost of goods sold -+ . 400 ?\ 500
\ 1)L|}lcudtlon : 200 i T 200

Orhex operating expcnses 106 v -70{] ) ‘100, 800

CProfit R @ | E}ﬁ S 200

From the above, ifis clear. that in one year the profit has declined by Rs. 100. An examination
“of the profit-and loss account would show that sales have remained the same and all expenses

other than the cost of goods sold have also remained the same. We are now in a positionto
. state the problem thus: ' - : :

Frobiem: Decrease in protits during the penod has come about as a result of overall
o “increase in the cost of goods soId :

It the organisation was dealing with a single product the probl:.n. is easily identifiable. But
as it is. dealing with three products, you have to answer the questlon Wthh product is losing
money? The product-wise accounting information with respect to sales and costs can help us m
wdt:ntltymg the problem better. S

Yea . . 19%0 - 19x1

- Products P Py, 3 _P_: - [ - P | )
Sales - S 300 300 0 400 400 400 200
Less: Cost of 3ales. C1se . 150, _ 100 - 200 - 200 100
Grross Profit B0 15077 3000 200 200 . 100

Please recall that other costs which are common to all the products. did not change). With
i abpve additional information on dj fterent products you can now redefine the problem more
sely. : . .
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Problem: 1 Sales of Py and P; have mcreased Cost of sales retains the same relatlonshlp
.with sales.

2 Sales of Py has decreased Cost of sales in relatlon to sales has doublcd

What we have done is nothing but-a very 51mple use of accountmg mformatlon to pmpomt the
problem so that we could initiate action, .

3.4 PROFIT AND CASH BALANCE’“I:)I'.STINGUISHED ‘

How do we evaluate the results of a firm? ‘The answers could be many depending on what your
mterests are. But there i is no difference of opinion regarding two important aspects:

l What is the worth of the busmess? |
2 How much does it earn"

The results of these two mqumes usually become the bas:s for several decisions of the managemeént
and their action plans. The initiatives the management fakes in connection with i improving, the -
profitability of the enterpnse and its worth will, in a large measure, be a reflection of managerial _
effectiveness.

Illustration

- He hired a shop floor with a backyard, boughit the necessalgequipment and hired a few workers.

Shyam decided to start a small castmg and machine shop, He Undertakes job orders for castings.
Shyam thought he had very successfu[ operation duwﬁrst year, because he was engaged -

throughout the year.

He tried to prepare his accounts and dlscoveQat his collection from customers was Rs.
24,000 and he had borrowed Rs. 30,000 f ¢ bank. He had spent Rs, 72,000 for running the
business. He has run down his savings su antlally (Exhibit T). Shyam discussed the s;tuat:on :
with his friend whois a graduate nt of management. He worked out Shyam'’ s operatlng _
'results for the penod (Exhlblt II) /

Exhibit T

Shyam Enterprises

Summary of Cash transactmns _ o :
Figures in Rs.

Receipts BT Payments

Receipts from bank loan 30,000  Wages to employees 12,000
Collections from customers ~ 24,000 . Materials purchased 36,000 -
: : ' : : Payment of instalment for = . .

equipment purchased - 5,000

" Electricity charges 1,000

Withdrawals for o

personal use - 15,000
- Other payments for T

- expenses - . ' 3,000

. . 54000 - 72000
Excess payments over receipts Rs. 18,000 _ ' . ' -

Shyam s friend with the help of Exhibit II could convince Shyam that the situation is not very
bad. For proper apprec1at10n of the situation he gathered several pieces of information, as gnven
below .

I He made sales of Rs 36,000 (at selling prlce) one-third ot it (Rs 12 000) is yet to be
collected. In other words, on an aVerage 4 month’ sales remain uncollected
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2 Even though he\pu:rchased materrals worth Rs. 36,000 he consumed only one-half of it
for production. and sales. In other words materials sufﬁ(:lent for one years eonsumptlon_
: remam in inventory.

3 Cash generation durmg the year was Rs. 54,000 whereas the need for payments amounted
to Rs.-72,000. i .
Exhibit IT .

Shyam Enterprides' . - ' .

Operating Summary '

. o o _ _ ' Figures in _Rsf_
Collection from sales - o 24000 0
Sales vet to be collected . ' . - S 12,000 K

Cost of sales: o , - : ‘ :
Purchases of materials paid 36,000 . S : )
Inventory at close 18,000 18,000 b ‘

Electricity . =~ ) ' - oo
Other expenses A SRR 3

o Bpeses 0 NJT 0 s

Net Profit =~ o : ?‘ '

‘Exhibit 11 is based on the additional infoMgation- presented above and shows that Shyam has’
made a profit of Rs. 2,000 0n sales%fﬁ 00. You will appreciate that there is a fundamental

=
J o=
(=]

difference in. approach and utility mation contained in the two Exhibits. While Exhibit '
I looks at the problem purely from th¥viewpoint of increases and decreases in cash. Exhibit 11
: summarises all the revenues and expenses which belong to the period of one year irrespective of '
whether or not all the revenues have been received in cash and whether or-notall the expenses
have ‘been pald in cash. In fact, in doing so we are making practical use of Accrual Concept
(discussed in the preceding unit) and principles of revenue recognition (discussed in the next
“unit). You may note that cash balance is not synonymous with net profit earned by the business.
‘A business firm might have earned a profit and still be short of cash and vice-verse. ]In this -
~ particular example you have seen that the business has earned a proﬂt of Rs. 2,000 but without
cash'balance showmg any surptus. In fact, payments, as shown in Exhibit I, have far e)q:eded :
the receipts. The excess of payments over receipts amounted to Rs. 18,000 and this deficit
was financed through the personal savings of Shyam, ‘Since payments can; mever be morj than
-receipts, the deficit must have been made good through Shyam s personal sources This subject
: will be fuither expanded in Umt 6 dealing with funds flow and cash ﬂow analysrs :

35 USES OF EARNINGS INFORMATION

The earmngs information is useful for(1) measuring aecomphshment (2) decrdmg “how much
could be withdrawn from the business without impairing its current {evel of operatro s, (3)
identifying the problems, and(4) determining a market value for the enterprise.

Aceomplrshments ‘Profit is an important indicator of the accomplishment of busmess. :Other
things remaining the same, higher the profits greater is the aocompllshrnent Accomph ment )
of Shyam s enterprise can be summarised as follows:
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by aportion of profit (or cash) needed for future

Accounting Framework

It has earned a net profit of Rs. 2,000 during the year (Exhjbit 1)

- At the same time, it should be seen from Exhibit I that there is a severe cash constraint,
- Understandably, it was the start up situation which might have been responsmiﬂ for the cash
constramt

~ The profit earned in the very first year of operations shows that the busmcss could be viable.
But Shyam will have to predict several aspects such as whether sales can increase, whether cosis
remain the same, whether the earnings rate remains the same, and so on. At the same tims, he
will have to ensure better management to his cash resotrces. :

Appropriation Decision: An important question with which owners of a business are oiten
. confronted is: How much money can be withdrawn without impairing its current level of
operations? This question in fact is concerried with appropriation decision, A prudent
manageméent would not only like fo maintain the capital or the present capability of the
" enterprise intact but would alse plan for future growth. The maximum amount that the owners
* can withdraw from business for their personal expenses shouid’ be limiced to the amount of
- earnings which remain after making good all the resources that have been used (or consumed)
. in the process of generating those earnings. In other words, it is the net profit after charging
* depreciation and all other losses incurred in the course of business operations that is available
to the owners for withdrawal, provided the business has no tax liability. In case the business:
_has tax liability the amount that can be withdrawn will be reduced by the estimated amount |
- of tax liability. Thus, the remainder is the amount which vailable for withdrawal without
impairing its current level of operations. However, if biSigess¥as any plan for future growth, -
* the amount available for withdrawa! by or distributigg am owners shall be further réduced
depending upon the judgement of the
# of Rs. 15,000 dgamst i profit of Rs

management. In this context, the withdrawal by Sky

2,000 cannot be defended _ Q’ _
“Problem Identification Using Earnin ata: Wrom the earnings datz several problem areas
‘can be identified. This is best done by%ng ratios i.e., by examining the relationship of one
item of earnings statement ‘with agotheMNitem. This will be taken up in detail in a sabsegquent
_unit. At this stage it may only d that the lower earnigs may be on account of excessive
cost of inputs, excessive expendi n overheads or low margin of profit on sales or excessive
-piling of inventories or other unanticipated losses. Insofar as Shyam’s enterprise is concerned,
we can identify two problems even from the very limited data that we have regarding his busmess.

They are:

D The inventory acquisition was not in tune with production and sales. This. has led to large
amount of accumulated inventory to the tune of one year's consumpiion.

2) Credit granted to customers, shown by credit sales,. amounts to four months’ sales. This
shows either grant of credit on liberal terms or slow cotlection of recclvables

However, an analysis of op».ratmg summary along with cash summary will show that the business
" is tacipg a cash crisis since the prcsem cash necds and cash avcniablllty are not in tune with each |

Dther

Determining the Market Value of 2 Firm: You will recall that we have viewed the business
as a distinct operating entity. The economic value of the firim is determined by the size and
- reliability of the stream of earnings (cash flows) prodiced by the business. Let us attempt the
valuation of a hypothetical firm. Bharat Kitchenaids,-which was incorporated as a company
in 19x0 by four non-resident young Indians to market a simple but revolutionary cooking gas
lighter invented by one of its founders. In order to conserve its limited capital the company
opened its business in rented premises with Rs, 80,000 worth of equipment used mainty for
_research and development work. Arrangements were made with an established manufacturer
to make the gas lighter on order under rlgld supervision of one of ﬂ1e members of the young
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-

" team. Because the gas lighter was able to meet along felt need the company reported a modest

proﬁt in its very first year of operatlons

The four-men team was remarkably well balanced combining talents in englneerlng research,:
marketing and management.” In the next two years they developed three more appliances that
were well received in the market. By 19 x 5 the furnover had grown to about Rs. 1 crore and
‘et profit amounied to Rs.14 lakhs. At this point the total investment (or equity) of the owners
-amounted to Rs. 32 lakhs. Annual earnings, therefore,. represented an after tax rate of return
of apprommately 44 per cent of the equity. The high return could be attributed to using the
facilities of other manufacturers rather than building their own, the patents that the company‘ _
registered and the sc;entlﬁe and managerial Sklll the.team possessed

sector wanted to acquire the company and offered the owners a very ateractive price. The four
owners wanted to consider the offer (and make a decnsmn) but asked for a few weaks’ time to
make up thelr mind. . ' :

An’ mterestlng development then took place. A iarge manufacturer in the housefold goods

The owners knew that they hdd established a solid. posmon in the mdustry dI‘Id had no doubt
that they would be able to maintain.this pesition. They, however, felt that the potential for
further growth was limited. They drew very good salaries which they would contmue to enjoy -
even if they were to sell the busmess :
could take -

To work how much equity in the Bharat Kitchenaids w yogih to them so that they
' féture profits
T

a decision on the price offered, the four men starjedyy forccasting the company’s
or cash flows { we shall assume here that the ff profits-and cash flows arei the same).
They belicved that the net profit would contmu e around Rs.14 lakhs each year for the
next 10 years. Further, if they did not seil 19x6 they could sell their interest|in business

(that-is their equity) 10 years later fogaboufRs. 50 lakhs. In accordance with these estimates
the anticipated net eammgs from ed ownership would be as follows:

Year : @ Earnings
1010~ | 14 lakhs a year
10 ' ' 50 lakhs_

You know that money has time vaiue. You attdch more valué to an amount to be re
than the one to be received, say, a year or two later. Rs. 14 lakhs of profit.to be

ceived now
received in

" - the second year will be of lesser value to you than Rs. 14 lakhs to be received in th

Similarly Rs. 14 lakhs to be recelved in the third year will be of lesser value to you

e first year.
than Rs. 14

lakhs to be received in the second year, and so on. In other werds, the value of amounts to
be received in future will progressively decline as time passes by, The-process of reducing the
future earnings to present vatues i$ known as discounting, but for this purpose a discounting.
rate is required. The discounting. rate is nothing but the return which the owners desire to'earn
on their investment. The desired rate of return in a way is a rate of return which satisﬁes_ the
owners pf investment. : . : . '
The owners in this case thought that the rate of 15 per cent after taxes was a satisfactory réturn
on investment for the type of business they were engaged in. The question before them was
how much the anticipated earnings were worth presently at this rate. At 15 per cent desired
rate they calculated the present value of the stream of earnings of Rs. 14 lakhs a year for ten
‘years plus Rs. 50 lakhs they were to receive at the end of 10th year. They found that the present
~value was Rs. 82.62 lakhs. However, in accordance with the concept of present value, you will ‘
agree with us that the present value of carnings of Rs. 140 lakhs to be received-over a period
. of 10 years and lump sum .of Rs. 50 lakhs to be received at the end of 10th yearJ ie., a total '
amount of Rs. 19{) takhs, must be considerably less than this amount.
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Under these assumptions, therefore, the owners would not accept an offer of an amount less

than say Rs. 80 lakhs which is the present value of the business or their equity. However, if the

owners feel that Bharat Kitchenaids would continue to produce Rs. 14 lakhs a yedr'indeﬁnitely

if it was managed adequately, the present value can be calculated sm}p[y by dividing the anhuat
: carnmgs by the desired rate of return:

Tdlakhs ,
_ = 93.33 lakhs
A5 ' S

On this basis the value of owner’s business would be 93.33 lakhs. The process of ascertaining
the value of business with the help of earnings and a desired rate of return is also known as the
capitalisation of earnings. It means that if Rs. 93.33 lakhs is paid for infinitely ong series of
- payments of Rs. 14 lakhs a year, the rate of return on investmént will be 15 per cent: |

14 lakhs o ' '
— . =15percent

- 93.33 lakhs

3.6 USES OF BALANCE SHEET

The baldnce sheet is a summary of a firms’ assets and liabilities, including share capital and
reseives at a defined moment in time. That is why it has been described as a ‘snapshot or still
plcture of the financial position of a business entity. It is alg called the position statement.

In addltion to prefit and loss account, the various grou intdrested in the company can also
draw useful inferences from an analysis of the i matioll contained in the balance sheet.
Shareholders usually have twin interests: an mt ‘recelving a regular income and an
ntel‘est in the appreciation of their investment in es. The market worth of their shares
depends not only on the dividends they re ut also on the extent of retained earnings
which the company ‘has accumulated oyer thears. The materialisation of the shareholders’
expectatmns regarding bonus share depénds on the retained earnings built up by the
company Investment decisions of the Wlospective investors and disinvestment decisions of the
existing investors are influence ' e co posmon of assers and liabilities shown in the balance
sheet..

'[‘he main interest- of the trade creditors centres on the liquidity posnmn of thc company. They

wonld like to make an assessment as to whether the company will be able to meet its obligations
when the occasion arises. They are, therefore, concerned about the working capital available
with the enterprise and its cash resources. All this information can be gleaned from the balance
sheet. The interest of Jong- term creditors lies in two things; they are interested in the regular
servicing of their debts (that is payment of periodic interest} and repayments of their loans after
the expiry of stipulated period. They are interested not only in the profitability of the enterprise
but ‘also in its long-term solvency and financial viability. ‘A study of the batance sheet of the
company over the past several years can y:eld a’lot of useful mformat:on io such long-term
investors.

: Slmllarly, other interested parties like regulatory and developmental agencies of the Government,
zonsumer and welfare organisations can derive usefd conclusions from a study of the balance
sheets about the working of the corporate sector and its contributions to the national economy.

It should be emphasised here that it is not the profit-and loss account and the balance sheet
in isolation with each other but both of them in conjunction- with each other that can yield a
harvest of information for the interested parties or analysts, All this pertains to the broad area
.of analysis of financial statements which will be taken up in detail in a subsequent unit.

Activity 3 _ _
1 Mention four important uses of earnings information.



Accounting Information and its Apglications

37 SUMMARY .

Accounting information system addresses itself to three important business related|problems,
namely, score-keeping, attention-directing and problem-solving. Accounting informatign acquires
relevance only in the context of an organisation. In this e@ntext accounting is closely related,
to control. Accounting helps in the process of guiding & of the organisation into desired -
directions. Tn the process of initiating control actions, s the whole gamut of activities
involving planning, organising and controlling, N

There may not necessarily be an exacl corgespon e between cash balance and the pr_oﬁt_
‘edrned during an accounting period. : o o

l purposés. It helps in measuring achievement of-
s 4 basis for appropriation decisions and for determining
to identify the problems currently faced by the gnterprise.

The eamihgs information is useful f
business and its management. It provi
the market-value of the firm.

The balange sheet reflects the finaWcial position of the enterprise. It provides useful i ifor_mzjzltit;m
to various users of information who might be inferested in the firm. A proper anar{ysis of the

- information contained in the bd|dﬂCL sheet ¢an enablé them to draw conclusmns which in furn

- hefp them in taking decisions.

‘38 KEY WORDS

Prolilem-solving rale of accounting consists of supplying such information as would be useful
10 menagers for taking a Vauety oi rontine and non- l"DLith‘lE dec'smns )

Profit and toss Acc@uné is a simmary of thé‘-reycnues and expenses, including gains jand losses
from extraordinary items of & busincss unit- for air-accounting p;riod:-. '

Ba!anw Sheet is a statement of fmancmi pos;tlon of a business unit dlsclosmg ata glven moment
of time its assets, labilities and ownership gquities,

Aporopriation of net profits mr:ans the (gilocatibn) disposal of net profit for various purposes.
In the case of non-corporate entities, the net profit is distributed to the owners. In.the case
‘of cf}rporate entities usually a part of the nei profit is provided for estimated tax liability, a
part is retained in business to meng‘hen its financial position and for future growth, a part is
distribuied to sharcholders in the form of dividends and any amount Ieft is carried forward to
the next pcr.od
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3.9 SELF-ASSESSMENT QUESTIONS!EXERCISES

1

What are the purposes of accountmg 1nf0rmat:on’r' Explain briefly, What purpose, in your
opinion, is the most important and why?

“Accounting is closely connected with controt”. Elaborate the statement and discuss the
roie of accountmg feedback in the process of control.

Explam the ‘uses of earnings information. Can you think of uses other than the four uses'

mentloncd in this unit?

What is a Balance Sheet and what information it conveys to an outsider?

5 What gfoups of Ipeople would be interested in accouhting reports and why?:

An

“An outsider, who reads the data relating to the business as revealed by the accounting
statements, tends to assume that accounting gives an exact picture of the business.”

* Utilising your understanding of accounting concepts, including the limitations imposed
by such concepts on accounting information, discuss the above statement w;th your fellow
studentefaccountmg colleagues/office friends.

Ram invested Rs. 20,000 of his own money in small sérvice business and borrowed another -

Rs. 10,000 from a bank, also for business use. At the end of his first year of operations, he

found that there was Rs. 34,000 in the enterprise’s bank account. e owed his suppliers
Rs. 6,000 and had not repald the bank loan. i_s sincss assets other than cash were
negtigible.. During the year he had paid himself of Rs, 12,000,

a) What conclusions would you draw am first year’S"Operation's?
1

_b) For. what decisions would this infor be used? What “additional information
would the decision makers be Ii% call for.in making these decisions?

nswers fo Activities _ -
Activity 2

. 1_E.3(tcrna], management ac g. . o _ ' '
2 (i) Score-keeping, (i) attenthgfdirecting and (iii) probiem- solving.

3 Records of actuals, rc[atlon
4 Pecisions.

31

nformation, solutions.’

Activity 3

1 (i) ‘Measuring accomplishment,

(i) Profit distribution,

(i) Identifying probiems,

o2

3

{iv) Market valuation of the fiem. -
(iy Tazation o
(i) Distribution to owners,

(iit) Retained earnings.

Future stream.

3.10 FURTHER READINGS

Meigs, Walter, B. and Robert F. Meigs, 1987 Ac:,ountmg The Basis for Business Decaswns,
McGraw Hill: New York. (Chapter 1).

Gray, Jack and Kenneth S. Johnston, 1977, Arcountmg and Management. Actwn, Tata Mc
Graw Hill: New Dethi (Chapter 2). -
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UNIT 4 CONSTRUCTION ANDY AN ALVEIS
OF BALANCY SHEET

Objectives

" After having studied this unit, you should be able to:
« understand and explain the terms used in a balance sheet
» classify the different assets, labilities and capual accounts as they would appear oa » balance
sheet
« apply simple principles of valuation of assets
» understand the idea of balance sheet equation.

Structure

4.1 Introduction _

4.2 Conceptual Basis of a Balance Sheet
4.3 Constructing a Balance Sheet

4.4 Batance Sheet Contents

4.5 Form and Classification of Ttems
4.6 Summary

4.7 Key Words

4.8 Selt-assessment Questions/BExercises
- 4.9 Further Readings

4.1 INTRODUCTION

One of the basic objectives of accounting is ¢ ey ormation. This is achieved by ditfer
accounting reports prepared by an entity. (%16 most important reports is the Dalencs
Sheet. :

Balance Sheet is concerned with repolig ihe financial position of an ety i & parti
point in time. This position is @cd terms of listing all the things of vaiue o

the entity as also the claims ag eee things of value, The position 2s representod by L
balance sheet is valid only until an#fier transaction is carsied out by the entity.

4.2 CONCEPTUAL BASIS OF A BALANCE SHE‘FF

The above concept can be elaborated by an example:

T want to purchase a car costing Rs. £0.,000. To do so, T bave to borrow. A banX agraes G
finance me if 1 can invest Bs. 30,00G on my own.

Now let us follow the sequence of events when I approach the bank with the pronosal, Civariing
my ability to repay the loan, the banker will ask two specific questions:

1 What are the things of vaiue you own?
2 How much do you owe, and to whom?

In other words, the banker would like to know what T am worth in material terms, o
to the questions could be tabulated as follom

Things of value owned hy me Amaunt ovaed by oee
Rs. : '
Balance with bank 35,000 Fersonal [oan from friend
Fived deposits 15,000
Other personat belongings 50,000
1 00,000
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: ThlS 1mp11es 1 own Rs. 1,00, 000 worth things of value, Rs. 35,000 of this could be thhdrawn at-
any time in cash. We say I have Rs. 35,000 in liquid form. Another Rs, 15,000 is in monetary
investment and the remaining Rs. 50,000 is in non-monetary property. ‘Further, Ilowe Rs.
10,000 to a friend of mine. In other words, he has got a claim against the things of vallhc owned -
by me tc the extent of Rs, 10,000. In brief, we can say T am worth Rs. 1,00 000,{0131111 agamst _
my worth is Rs. 10, 000 and hence my nei worth is Rs. 90, (G00. This l"l‘lpll&‘i Rg. 90, lDOO is my-
own claims against the things of value owned by me or my net worth. i

Now_ I can present my financial p.osmon in the followmg form. '

Fmam:lal Posmon Statement I

: Things of value owned . - Claims agamst thmgs of value’ . _
Balance with bank 35,000 Personal loati from friend 10,000
. Fixed deposits : : “15,000 . Own claim or net worth 90,000
. Other personal belongings 50,000 S .
100000 . 700900 |
. - . : ! . . |
‘Now that the bank grants me the loan of Rs. 50,000 and I buy the car for Rs. 80,000 After

~ purchase of the car my financial position statement will gha as follows:

Financial Po'sitionfgt?@nent 2. : :
i

- Things of value owned _ Ms-against things of value
‘Balance with'bank - 5,000 - prsonal loan from friend 10 (M}O
Fixed deposits B 15, Mortgage foan from bank - 50, (BOO
Car © Own claim or net worth 90, {:]00
Other personal belongings 50, . S T
000 150,000

Now, as a result of this transaction my worth has increased from Rs. 1,00,000 to Rs.'1 ,50,000. .
However, since there is also an equal increase in claims agamst my wortb in the form of mortgage
loan froni’the bank, my net worth remains the same. : !

Things'of monctary value possebsed by an entlty are refcrred to as asscts Accountants use the
term assets to describe thmgs of value measurable in monetary {erms. -

The amounts owed by an entity or individual whlch represent clan*m against its or hls| aqsets by
aufsiders are liabilities. 1t is the claims of outsiders which are legally. cnfmceablc clalms against
an individual or entity that are referred to as fiabilities. -

The assets owned by the entity, less liabilities or outs:ders ¢laims, is thc net worth. Smcc the
. net worth represents the claims of owner(s) in case of an entity, it 15 refened to as owner $

equlty

Now we can understand that the pomtton statement isa summary of the assets, llabilmes and
net worth as of a specific point in time. : :

A comparison of the two position statements bofore and after purchase of the car wﬂ[ help 1o
t,lanfy some of these ideas better.
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Comparative Financial Positicn Statement

Asseis Eiabilities and Neif Worth
Before After Before After
1 111 o I il
Balance = - Personal loan
with Banks 35,000 5,000 from friend 10,000 10,000
Fixed Deposits’ 15,000 15,000 Mortgage loan
_ from Bank - 50,000
Car - 80,000 }
Qther personai _ Net Worth 90,000 90,000
belongings 50,000 50,800 :
1,0006,00 1,50,000 _ 100,000 1,50,400

The following points may be noted from the above examples:

1 Even after purchasing the car, my net worth remains the same. This is due to the fact that
increase in assets of Rs. 50,000 was balanced by increase in liability of Rs. 50,000. However, i

could be noticed that the Rs. 30,000 spent from my savings amouiits to only a transformation

of my assets from bank deposit to motor zar. '

¢ assets and hence ner worth or
1 this that at any point in time,

2 Qussiders’ claim has priority over the owners’ claim on

owners’ equity is a residual claim against assets. It folloys 7

owners equity and liabilities for any accounting entity will b | to assets owned by that entity,
as the following equalities:

This idea is fundamentai 1o accouniing and could res 5 the
- ASSETS= LIABILITIES -+ RS BQUITY..(1)

OWNERS EQUITY= A o — LIABILITIES..(2)

It could easily be visualised that th ition®staiements we prepared are nothing that the
n statement which shows the balance between assets
wner's equity is referred to as a balance sheet. Qur
position statements were based personal situation and a single transaction. In a business
situation there can be scores of sudfiransactions. However, these impacts could be reflected on
the fundamental equality in the same way. This eguation represents the corner-stone on which
the :counting edifice is built. it shows the duality represented by ‘benefit- sacrifice” from the
point of view of an entity. In other words, assets of an entity are always equal to the claims of
the outsiders and owners. This equality enables us to redace the impact of all transactions in

terms of the following possibilities:

1 An increase in asseis is followed by an increase in liabilities and/or equlty and vice versa.
2 A decrease in assels is followed by a decrease in liabilities andfor equity and vice versa.
3 An increase in anassetsis followed by}ja decrease in another asset and vice versa.
4 An increase in a lability is followed by a decreasc in another liability and vice versa.
Activity 1
Pleasc answer by compieting the blanks.

1 An increase in asset in a position statement is possible: -




¢

-
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2 Ay inceease in liability could resuli in:

. Autivity 2

wark whether the following statements are "T ‘False’ by circling T or F opposite each
stabeinent. ' S

I Ag increase in asset always resulis in i » in owner’s eguity : . TF

2 Assets = liabilitiesrowner’s g ways e . U

3 Chnsiders claim against business Wa residnal clam &y ' ¥

4 An Ficrease i assets ool quatled by increase in labilities - | ' - TF

5 Losses reslt in increase in Mner’s equily T/F
6 Al asests in the balance sheet are valued at thelr realisable vaiue TE

Aotivity 3

Ayewer the following questions by filling in the boxes with figures or words.

The fandamental acconnting equation couid be written as:

|
| y :
o : -

| .
2 If tise owner's equity is Rs. 10,000 and total liabilities Rs. 15,000, what is the vaiue of total-

assets?
| : |- | 10,000 s 15,000

)

B tofal asseds of 2 business aie Bs. L0000 and total Iabilities Rs, '?S,Oi}tj what is the
minonnt of owner's equity? ' ;
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o+

4 If the total assets of a business amount to Rs. 104,000 and owner's equity is Rs. 30,000
wh,at is the amouni of liabilities?

4.3 CONSTRUCTING A BALANCE SHEET

Now, et us examine how the ideas we have learned s far could be wsed in a business sithiation.
Please recall that based on the entity principle we shall be dealing with the ‘business’ as distinct
and separate from the owners. We shall demonstraie this by means of an illustration:

/

Ram staris a store on Januavy 1, 15x1 with an investment of Rs. 20,600 [rem his personal savings. He decides 1o
call his venture Ramstora.

Suppose now, we waitt 1o prepare the balance sheet of Ramstore on January 1, 19x1. How do
we proceed? Based on the equaiity we have studied, we have to answer the following questions:

1 What are the assets of Ramstore on that daie? 0 .

2 What are the ligbilitics of Rainstore on iha@ :
If we have answers io these questions it also foMew® that assets minus liabilities is Ram's equity

and this information would complete ¢ lity aind hence the bhatance sheet answer 1o the
first question is that the only asset gERam$ore on Jannary 1, 19x1 s Rs. 20,000 in cash. Answer
to the second question is that R - has no liability an that date or, in other words, it dees
not owe anything to outsiders, § it iellows that the only claim on the assets i that of Ram.

This could be repreacnte%ba arice sheet below:

BARISTORE

Balance Sheei as on Japuary 1, 19x1

Assets __ 3 Eiabilities and Owneyr's Eguidy

Cash Rs. 20,060 ' Owner’s equity Es. 20000

i

On January 2 the Store purchases a shop for Rs. 50,000 paying Rs. 10,000 cash and signing a
mortagege for Rs. 40,000. This transaction changes the balance sheet as of Jarmary 2 as follows:

1 Cash. is reduced by Rs. 14,000 on account of payment for the shop premises, henc«&, cash
balances is Ra. LJ 04ae.

2 A new assel, shop, Is acquited worth Rs. 50,000.

3 A new Habiiity, mortgage on the shop, is contracted in the amount of Rs. 40,000,

4 Onwner’s equity = Total assete- liabilities = Rs. 60,000 - Re. 40,000 = Rs. 20,000 That is,
ihere is no change in the owner’s cquity since incsease In an assel is followed by an increase

in iiability, Tius the new balance sheet will be- as fotlows:
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RAMSTORE
Balance Sheet ason January 2, 19x1

Assets . o ' Liabilities & Owner’s Equity

' " Rs. _ Rs.
Cash 10,000  Mortgage on shop - 40_,_000
Shop premises 50,000 Owner's equity : - 20,000

| 60,000 60000

On January 3, the store purchased Rs. 5,000 worth of merchandise paying cash and Rs. 15,000
worth of merchandise on credit from Mr. Vanik. The impact of these transactions is that the
assets in the form of merchandise increase by Rs. 20,000. These assets are intended for resale
and hence have a short life span. However, part of this increase is accounted by decrease in
another asset, cash. The other Rs. 15,000 increase is accounted by the liability owed'to Vanik.
The amounts payable on account of purchases of merchandise are called accounts payable or
sundry creditors. Usually these are short duration liabilities to be paid at the end of the normal
credit period. The balance sheet on January 3, 19x1 reflects the position of the business after
- these transactions.

_ -~ Balance Sheet as on January _3.{9}(1
- Assets’ . fia 'litie_s .
' ' Rs. : " Rs
Cash | 5,000 t@ payable 15,000
Merchandise inventory o 20,0000 MoNgage on shop 40,000
Shop premises ' . 50,000 ner’s equity 20,000
' . S Tee § _ _ 75,000

grchandise inventory (that is Rs. 10,000 worth inventory) for
Rs. 15,000 cash. Apparernitly thd G’ gaction shows the transformation of an asset into another
asset at higher monetary valhue, Q yet another basis of economic transaction where business
profits are earned in the process of exchange of utility differential for a monetary differential.
The balance sheet after this transaction will clarify scme of the conccptual issues arising out of -
thxs transaction. :

On Januéry 4, he sells half the 1

| -  RAMSTORE
_ ‘Balance Sheet as on-January 4, 19x1
Assels . ' . Liabilities \
' _ Rs. S Rs.
"Cash 20,000  Accounts payable 15,000
Merchandise inventory _ 10,000 Mortgage on shop _ S 40,000
Shop premises : 50,000 Owner’s equity PR 25,000
80,000 - 80,000

Please note the change in the owner’s equity figure. For the first time since we started following
the transactions of Ramstore, the owner’s equity figure has changed. How did this come about?
The answer is simple. We followed the equality of " Assets-liabilities = Gwner’s equity”, Thus
the increase in owner’s equity is the result of increase in assets arising out of exchange of -
merchandise inventory for cash at a higher monetary value. Thus we find that the owner’s equity
increase is to the extent of revenue earned over the cost of earning that revenue. In this case
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the revenue earned is Rs. 15,000 (the amount realised from sales of merchandise is usually
referred to as sales revenue). The direct cost of earning that revenue was the merchandise
inventory parted with in the amount of Rs. 10,000. We refer to this as cost of goods sold.

Another important fact should also be noted in this context. All along we represented the assets
on the balance sheet at the original cost. The unsolj inventory is still valued at the original
cost. This is yet another concept we follow in the preparation of balance sheet. As a general
principle ali asseis are valued at their ongmal COSt.

The increase in the owner’s equity is equal to the proﬁt earned out of trading. Normally, it is
profitable operation which increases the owner’s equity. Thus owner’s equity could be understood
as comprising two parts, namely, contributed capital and retained earnings. Retained earning
is the profits earned and not withdrawn by the owners. This refationship could be expressed by
" yet another equality: :

OWNERS EQUITY = CONTRIBUTED CAPITAL + RETAINED EARNINGS.. 3

The above illustrations would enable us to evaluate the balancc sheet i in the context of accounting
conccpts *

» The dual aspect pnnc:ple has particular relevance to balance sheet. This is shown by the -
equality of assets to liabilities and ownier’s equity.

o Alkthe figures are expressed in monetary units irrespeggive of its nature. In our example we
- had cash, merchandise inventory and shop premis%’nressed in monetary quantities.

rather the methodology was applied to the 3 L entity. o _
o All the valuations were based on the assumpsiodl of a going concern, and_not based on

» All the transactions we reflected were in rcs. t of the business entity, ‘Ramstore’,
break up value. : . -

» All the assets were based on ¢os thegasis of valuation.
Activity 4 ' _ _

Complete the following blan@ . .
~ 1 Balance Sheet is prepared 3¢the end of a specified period. This period in accounting is
variously referred to as: : :

a)
b)
<)
2 Balance Sheet prepared at the end of an y_eﬁr s;ummariscs the balarices in:
a) ' accounts. b) : ._ac.counts.
c) . | ' accounts.

3 Assets on a balance sheet are usually grouped together as:

a) . _  assets, by __ . - equipment.

) e assets.

4 Claims against the assets on the balance sheet are summarised as:

a) ' . . liabilities b) __ _ S liabilities

<) . ' equity.
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4.4 BALANCE SHEET CONTENTS | |

Having examined the conceptual basis of the balance sheet we now fry to study the balance‘ sheet
itself. We have seen that every transaction affects the financial position. Since it is not feasibie
to draw up a balance after every transacfion, it is prepared at the end of a specified period,
usually, an year. This period is referred to as accouniing period or fiscal year or ﬁancial

year. This period as a convention has become one calendar year, though, there is no accounting
justification for it. : :

The balance sheet as prepared at the end of the accounting period shows the year end status
of each of the assets of the firm and the various claims on these assets. We could alse séy that
the balance sheet shows the year end balance in thie asset, Hability and capital accounts.

Read the following illustration carefuily. It is a typical summarised halance sheet. Wlll shall
follow this balance sheet for subsequent discussions. It shail be useful if you could copy it
on a sheet of paper for ready reference. It may be clarified that there are two conventions
of preparing the Balance Sheet - the American and the English. According to the American
conveniion, assets are shown on the left hand side and the liabilities and the owner’s eql{lity on
“the right hand side. The English convention is just the opposite, i.e., assets are shown on the
right hand side of the Balanice Sheet and the liabilities and the owner’s 2quity on the right band
side. In India, generally the English convention is followed. However, in all our illustrations
and working here in this booklet, we shall be using the Amggican pattern because it appears
to be more logical as it is in tune with the way the iransagtiorfyare recorded in the books of
account and the balances are taken out. ' : S

Ilustration ' |
Taile I: RARMSTOH o

* ¥ Balance Sheet as o ember 31, 19x3 o ‘ '
: (in Ruepees thousands)

Assets Q‘ Liabilities and Owmer’s Equity. |
Current Assets Current Lishilities ' _

Cash ‘ (K} Notes Payable 600
Marketable Securities 200 Accounts Payable o 1,200
Notes/Bills Receivable 300 Accrued Liabilities i 800
Accounts Receivable 1,000 Tncome Tax Payable ' - 400
Less: Fstimated Loss ' ]
on Collection 100 900 Total Current Liabilities E,O{]O
Merchandise Inventory 1,100  Lonp-term Liabilities '
' 10% Debentures ' 1,000
Prepaid Bxpense - . 560 Secured Leng-ierm Loan from IFCI 2,000
Total Current Assets 3,500 Total Liabilities E,O{]O )
Property, Plan & Equiprent Shareholders’ eqaily P
9% Cuomulative : ‘
Land ' 2000  Preference Shares
Buildings, Plant 3000 - of Rs. 100 each 500
Less: Accumulated Ordinary Shares of Rs. 10 each 2,000
Depreciation 1,000 2,000 Capital Reserves 500
_ Reserves & Surpius 1,000
~Other Assets ' ,
Goodwill 1,500 |
Deferred Bxpenditure 1,000 I
: Total Liabilities and |
Total Asstis : 10,000 Shareholder's Equity | 10,000

56 E ‘




Understanding Finencial Statements

4.5 FORM AND CLASSIFICATION OF ITEMS

The balance sheet lists assets, liabilities and capital separately. It is an accepted convention

that the assets and liabilities are shown into sub-groups and listed in order of their lignidity.

Liquidity implies the length of time required to convert them into cash. Assets which are likely

to be converted into cash in the near future are grouped as current assets. Similarly, liabifities
- which are due for payment in the short run are classified as current liabilities.

The balance sheet in our example is presented in the T account form. That is the assets are
listed on one side and liabilities and owner’s équity on the other. Another commonly used
way of presentation is the report form where liabilities and capital is listed below the assets.
However, the presentation matters very little since the balance sheet represents the equality
between assets and liabilities and capital.” '

Current Assefs

~Current assets are assets which will normally be converted into cash within a year or within the
operating cycle. The operating cycle is the duration in time taken by a unit of cash to circulate
through the business operations. For example, in' a simple irading operation, we use cash to
buy merchandise and sell it to recover cash. The operating cycle in such a situation will consist _
of the period for which cash, merchandise inventory, and recejyables are held. The cycle starts
with cash and ends with the ¢ollection of cash.

The itcms comprising current assets are listed in the o of their relative li(juidity, and hence,
cash is listed first. ' ,

circulates as cash. Cash is usually class current asset when it is available for a firm’s
day-to-day operations. It includes cagh kepWin the cash chest as also deposits on call or current
accouts with banks. If cash is Hly earmarked for any purpose and not available for
transactions it is better classified r assets. - :

Cash is usually taken to include t:urren.véﬁll nder), cheques or any other document that

' Temporary Investments

Whenever firms have short-term excess cash it may be invested in readily marketable securities.
These securities may include shares, debentures and Government securities. These assets are’
readily marketable and could be sold whenever cash is required. They are classified as current
assets only when these investments are held with the objective of realisation within a year.
: -

These securities are usually recorded at cost at which they are acquired. Since they are only
held for short duration and should reflect their cash value, the principle of accounts receivable
to their estimated realisable value. For instance: ‘lower than the original cost, they are valued
at their market price or realisable value.

Apparently, the valuation rule ‘lower of cost or market price’ may look contragictory. Why
should one not vaiue the securities at higher than cost? This distinction is made, based on the
generally accepted accounting principles. We do not anticipate gains but only losses. Gains
are recognised in accounting only when outside transaction takes place. This is the essence of
conservatisin in accounting. -

When the firm values its securities at cost or market price, whichever is lower, we say the firm is
conservative. That is, whenever presented with two alternatives the firm chooses the one which -
shows the lower valuation of assets or higher valuation of liabilities. _ :
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'Acéount_s Receivable

. Accounts receivable are amounts owed to the company by debtors. This is the reason why we also
nse the term sundry debtors to denote the amounts owed to the firm. This representsamounts
usually arising out of normal commercial transactions. In other words, ‘accounts I:E ceivable’
or sundry debtors represent unpaid customer aceounts. In the balance sheet illustration these
represent amounts owed! to the firm by customers on the balance sheet date. These are also
known as trade receivables, since they arise out of normal trading transactions. Trade receivables
arise directly from credit sales and as suc_h'pr‘ovide an important information for management
and outsiders. In most situation these. accounts are unsecured and have only the| personal
security of the customer. o SR

Tt is normal that some of these accounts default and become uncoliectible. These collection - .
losses are calted bad debts. It is not possible for the management to know exactly which account -
and what amount will not be collected. However, based on past experience, it is pdssible for
" the management to estimate the 10ss on the receivables or sundry debtors as a whole. Such
estimates reduce the gross value of accounts receivable to their estimated realisable Taluc, For

instance: _ _

Aécoﬂnts:Receivable ' ) _ - : . L _ . - 7,50,000

Less: Estimated c_olléction loss at 10% o o Lo 75,000
| Net realisable value of accounts receivable _ . 0 e . 6,75,000

The estimated collection loss is variously rgterr reserve for doubtful debts, jesérve for
bad debts or reserve for collection losses. It is aligpgt an uncommon practice to refer to this
- as a provision instead of reserve. : '

1t is a usual practice for debts to b n‘c_eg by formal written promises to pay or acceptance
of an order to pay. These formal dodyfnentary debts represent Promissary Notes Receivable or

Bills Receivable. These inst ts used in trade are negotiable instruments and hence enable '
the trader to assign any of ivables to another party or a bank for realising immediate
liquidity. ' o -

Tt is aiso usual for accounts receivables to- be pledged or assigned ‘mostly to bat[lks' against _ .
short-term credits in the form of cash credits or overdrafts . = - . C

 Inventory.

‘In.a trading firm inventory is merchandise held for sale to customers in the ordinary course of
business. In case of manufacturing firms inventory would mainly consist of materials required .
to mariufacture the products, namely, raw materials, mdterials remaining with the factory at .
various stages of completion i.e., work in process and goods ready for sale or finished goods.-
A part from these there may be inventory of stores and- supplies. Thus we have raw material
inventory, work in process inventory, finished goods inventory and stores and supplies inventory.

" Tt is common to refer to inventory as stock-’in_—trade'and thus we could come across stock or
raw matcrials, stock of work in process and stock of finished goods. '

Inventory is usually valued on the basis of "lower of cost or market price"”. Market price is
~ taken te mean the cost of replacement either by purchase or by reproduction of the material -
"in question. As a general principle, inventory is valued on cost at sifuation. It implies that all-
normal costs incurred to make the goods available at the place where it can be sold'or used are
' treated as costs of the inventory. ' S S
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N . . ) - . ' ) :
In trading firms, inventory costs intlude freight-in, transit insurance costs, import or entry levies
as also the invoice cost. Warehouse cpsts, handling costs, insurance costs in storage and interest
costs are not included as costs. They ‘are t:reatcd as expenses of a penod of the firm.

In case of manufactunng unlts valuauon of inventory costs is more complex and involved. As a
~ general rule all costs of materials, labour and plant facilities used for manufacturmg the goods
~are mcluclecl in the valuation of inventory. T

In valuing inventory at lower of cost or market price, care should be taken to see that the
. valuation does not exceed the realisable value or selling price in the ordinary course of business.
Prepaid Expenses _ N _

In many situations, as a custom, some of the items of expenses are usually paid in advance such
as rent, taxes, subscriptions and insurance. The ratlonale of including these prepayments as
current assets is that if these prepayments were not made’ they would requlre use of cash during
the perlod

Fixed Assets

Fixed assets are tangible, relatively long lived items owned by the business. The benefit of

these assets are available not only in the accounting period in which the tost is incurred but
" over several accounting periods. Current assets provide benefits to the organisation by their
exchange into cash. In the case of fixed assefs, value addifign arised by facilitating the process
of production or trade. In other words, benefits from ﬁ@ts are indirect rather than dlrect _

All man made things have limited life. In acco Bawe are concerned with useful life of the ’
assets. Useful life is the period for which a fixed & puld be economicatly used. This implies . =
that the benefits from the fixed assets willgflow toThe organisation throughout its useful life.
Another aspect of this is that the cost in‘c%’m the period of purchase of the asset will be

€ @sset. '

providing benefits over the useful lifgoef th

made on the basis of original cost. However, since the
assets have limited life the cq e expiring with the expiration of the life. Thus, valuation of
.. the assets is reduced proporti o the expired life of the asset. Such expired cost is referred
to as depreciation. in accounting.¥We shall discuss this idea in more detall in a subsequent umt.
The conceptual basis could be clarified with an example

Valuation of the fixed assets is usu

Suppose a trader buys a delivery van at a cost of Rs. 1,00,000. Assume that the van will have

. to be discarded as junk at the end of five years. Thus at the time of purchase the asset value is:

Delivery van at cost- _ : ' ' * Rs. 1,00,000
At the end of first year it will be represented EEH . .
Delivery van at cost - , \ ' ~ Rs. 1,00,600 _
‘Less: Depreciation to date : 20008
Net Value - - . : ' _ ' Rs. 80088

— it
e

At the end of second-year it will be:

Delivery van at cost - ' _ - a Rs. 1,00,000
Less: Depreciation to date ' ' 40,000

Net Value . T . o _ : o Rs. 60,000

The process of providing depreciation for each year will continue. At the end of five years the
valuatlon of the asset will be zero. The value of the assets at cost is usually referred to as gross
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" fixed assets and the amount of depreciation to date as accumulated depreciatioin. Net value
of the asset is usually referred to as net fixed assets. L -

Please note that we reckoned the amount of depreciation by equally distributing Lhe cost of
asset over its useful life. This is the simplest method of determining the annual depreciation of
the assets. Thus, we can say that the annual depreciation over the useful life of the asset shall -
not exceed its net cost. We say net cost because the actual cost of the asset to the depreciated
is its purchase cost less any salvage value at the end of its useful life. Hence depreciated cost
of the asset is net cosi which is equal to original cost minus salvage value. The relationship
between cost and depreciaticn could be visualised as follows: '

Year 1 Year 2 Year3 Year 4 Year 5
Depreciation Depreciation Depreciation Depreciation Depreciation
Rs. 20,000 Rs. 20,000 Rs. 20,000 Rs. 20,000 Rs. 20,000

Rs. 1,00,000 |

Cost of the asset

Depreciation represents the cost of earning the revenue in an accouting period on account of
use of fixed assets. Fixed assets are valued on the basis,of cost of making the asset available
and ready for use. Thus cost includes the price as well Mcharges for delivery, assembly and
erection. :

Fixed assets normally include assets such as land 'ngs, plant, machinery and moLor vehicles,
Al these items, with the exception of land, are deggefiated. Land is not subject to depreciation

and hence shown separately from other'lwets. _
Intangible and Other Assets gs | ) , _
thingof value without physical dimensions. They cannof be

resenting intrinsic value without material being. One of the . -
dwill. Goodwill reflects the ability of a firm fo earn profits

Intangible ‘assets are assets
touched, they are incorporn
miost common of these asset:
in excess of normal return. Almost all firms may have some goodwill. However, they appear in
the books and balance sheet only when it has been purchased. Usnally, when a goinrg cOncern is
purchased, the purchase price paid in excess of the fair value of the assets is considered goodwill.
This amount is classified as another asset ‘goodwill’ on the balance sheet. ' ‘ '

I
|
\
Many intangible assets have limited life tco. Examples are patent rights, copy rights, franchise ‘
rights, incorporation costs and so on. Since they have iimited nseful life, the cost of acquiring
such assets have to become expired costs over such useful life. This process of expiration of the
cost of intangible asset js called amortisation. Even those intangible assets which have almost
infinite life are amortised over a limited period. In reality the material effect of amortisation
and depreciation is aimost the same. o
The category "Oti_qer Assets” is used to classify assets which are not- normally classiﬁc!d as current,
- fixed and intangible. S ' ' o

Current Liabilities

We have studied that liabilities are claims of outsiders against the business. In other words,
" they are the amounts-owed by the business to people who have lent money or prolvided goods
or services on credit. If these liabilities are due within an accounting period or t\fne operating
cycle of the business, they are classified as current liabilities. Most of such liabilities are incurred
in the acquisition of materials or services forming part of the current assets. As was the case

with current assets, current labilities are also listed in the order of their relative liquidity.
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~Acceptances and Promissory Notes Payable

Acceptances are bills of exchange accepted by the firm vsually for goods purchased. Similarly,

promissory notes are written promises to pay the debts at specified future dates. Both these
liabilities specify the amount payable on due date and any other conditions of payment. If such
notes or bills payable are for longer duration than one year, then the portion which is due for
pavment during the current period alone is treated as current liability. Long-term bills may be

used for purchase of machinery. _ :
Accounts Payable

~ Accounts payable or sundry creditors are usually debts owed by the firm. These are also referred.
to as payables on open accounts. They are not evidenced by any formal written acceptance or
promise to pay. They represent credit purchase of goods or services for which payment has not
been made as of the date of the statement. ’

Accrued Liabilities

Accrued liabilities represent expenses or obligations incurred in the previous accounting period
but the payment for the same will be made in the next period. In many cases where payments
‘are made periodically, such as wages, rent and similar items, the last month’s payment may
appear as accrued liabilities (especially if the practice M\to pay the same on the first working
day of a month). This obligation shown on the bal et indicates that the firm owed the..
said amount on the balance sheet date. '

Provisions or Estimated Liabilities . O

Where the liabilities are known but the%hts cannot be precisely determined, we estimate
the liability and provide for it as Q&l&y common example is income taxes payable. Unless
the tax liability is determined the payable cannot be accurately determined. There could
be other examples 100, suc product warrantly expenses to be met and so on. The common
practice is to estimate th@iﬁes based on past experience. : :

Contingent Liabilities

- Contingent liabilities should be distinguished from estimated liabilities. Estimated liabilities are
known liabilities where the amount is uncertain. Contingent liabilities on the other hand are
no Habilities as of now. They become liabilities only on the happening of a certain event. In
other words, both the amount and the liability (or obligation) are uncertain fill the specified
event occurs in future. These may include items like a claim against the company contested in
a court. Only if the court gives an unfavourable verdict, it becomes a liability, They are not
tisted as liabilities in the body of the balance sheet. However, in order to give a fair view of all
known facts about the affairs of the firm, contingent liabilities are disclosed as foot-notes to the
balance sheet. They are not mentioned in the balance sheet as the firm is not liable ‘as on that
date; they are mentioned as notes because all those who are concerned may know that there is
a possibility that the events might occui. :

Iong-tem Liabilities

Long-term liabilities are usually for more than one year. they cover almost al! the liabilities
not included in the current liabilities and provisions. These liabilities may be unsecured or
secured. Security for long-term loans are usually the fixed assets owned by the firm assigned to
the lender by a pledge or mortgage. All details such as interest rate, repayment commitment
and nature of security are disclosed in the balance sheet. Usually, such long-term liabilities
include debentures and bonds, borrowings from financial institutions and banks.
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Activity 5
Fill in the blanks:

1 Asa .convcntion. items appearing on the balance sheet are listed in the order of their
relative '

2 Balance sheet could be presented either in ' ‘

a) : __ form, or
b) '

3 Operating cycle is the duration

"4 Temporary mvestments are valued in the batanoe sheet by applying the prmnglple of

5 Accounts receivable are also referred to as ___ : _ ‘
6 Expired cost with respect to a fixed asset is referred to as _ expense.

7 Expiration of cost of intangible assets is referred to as ' _ ‘

.8 Sundry creditors are also referred to as _ \ 3

Actlvity 6 Q
1 We judge an item as a current asset if is conver to cash during an .. ... R

2 Liquidity refers to nearness of an ifem o LW PO ‘ ........
3 ltems classified as current assets nallMisted in the order of their relative ........ -

The basis of valuation as a 0 temporary investment is ..o ‘ ........
Asset losses expected out of Neg#collection of receivables are called .................. .

Formal written/documented debts refer to ...

-tems commeonly referred to as inventory include ... iy ........ and (iii) ........

R LY

Inventory is usually valued on the basisof ......0................ e e

Capital _ ' . ' ‘

We have seen earlier in this unit that the fundamental accounting equality states: asSets:]'iabilitles'
+owners equity, From the example of balance sheet we can easily establish this. See Ramsons
balance sheet: '

" Total assets Rs.  1,00,00,000
Total liabilities Rs.  60,00,000
Owner’s equity Rs. 40,00,000

We also know that the owner’s equity consists of the contributed capital and the retained -
- earnings of the firm. If Ramsons were an individual proprietorship business, the owner’s equity
wilt be reflected directly as:

Capital Rs. 40,00,000

If ‘Ramsons’ were a partnership firm with four parters W, X, Y and Z all sharing equally, the
capital would be represented as:
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Capital - Partner W  Rs. 10,00,000

Partner X S .- Rs. 10,00,000
Partner Y _ S Rs. 10,00,000
Partner X T _ Rs. 10,00,000

Rs. 40,00,000

In our example the balance sheet was titled ‘Ramsons Ltd.’, implying that it was an incorporated
limited company. We did not provide the detailed balance sheet incorporating all the legal
requirements in order to avoid confusion. ‘According to the company law the capital has to
be disclosed in greater detail. This requirement could be related to the corporate legislation’s
need for ensuring maintenance of capital or keeping the firm’s assets intact. This is ensured
by insisting that the distribution by way of dividends to shareholders is made only out of
accumulated earnings. ' o o '

According to the legal requirements, the owner’s equity section of the company balance sheet
is divided into two parts: (1) the share capital representing contributed capital and (2) reserves
and suiplus representing retained earnings. The contributed capital is the amount paid in by
sharcholders. : ' '

Share capital is the joint stock predetermined by the company at the time of registration. It may
consist of either ordinary share capital or preference share capital (having preferential right to

fized dividend and repayment of capital at the time of li jidation), or both.. This share capital -
stock is divided into units or shares, Thus if the m@eﬁdes to have a share capital it

could be either ordinary shares alone or ord_inary and p nce shares.

‘A company has an authorised share capital of E@,OOO divided into 15,000 ofdinary shares
of Rs. 10 each and 500 10% cumulative prefere ares of Rs.100 each. '

This will be represented as:

500 10% cumulative prefer res of Rs. 100 each _ Rs. 50,000
Total - Rs. 2,00,000

Authorised capital: Qw o | o
15,000 ordinary shares of ng eac Rs. 1,50,000

-The company need not raise the entire amount of the predctermined or authorised capital. That
portion of the authorised capital which has been issued for subscription is referred to as issved
capital, : :

Suppose the company offered to the public 7500 ordinary shares and 500 preference shares for
cash which were fully subscribed and paid up. ' : ' _

The share capital of the company in summary will be:
Authorised Capital:-

* 15,000 ordinary shares of Rs. 10 each ~ Rs. 150,000 -
500 10% cumulative preference shares of Rs. 100 each 50,000 Rs. 2,000,000

 Issued Capical:

7,500 ordinary shares of Rs. 10 each - 75,000 .
500 10% cumulative preference shares of Rs. 100 each Rs. 50,000  Rs. 1,25,000

Subscribed, cailed up and paid up:

" 7,500 ordinary shares of Rs. 10 each ' ' © 75,000 S
500 10% cumulative preference shares of Rs. 100 each 50,000 Rs. 1,25,000
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In the above example, even though the company was authonsed to issue 15 000 ordinary shares, -
it needed only part of the capital and hence chose to issue only one half of the total authorised
ordinary shares. The implication of authorised capital is that it is the maximum amount of
capital a company may raise without altering the registration deed. _ ‘

Ordiliary__a_nd Preference Shares

Preference shares are also so called. because they have some preferences over the ordinary
_shares. These preference relate to repayment of capital and payment of dividend. In the
event of Ilquldatlon of the company the assets that remain after payments to creditors are
first distributed to preference shareholders. Similarly, whenever the company-earns profits and
decides to distribute dividends the preference shareholders are first paid their pre-fixed dividend
in preference to ordinary shareholders. Preference shares could be made redeemable after a
. specified period. Similarly, the preference shares could be granted the right to cumulate unpaid

dividends. ‘Tt is also possible to provide to preference shareholders the opportunity to share in

the excess profits (i.e,, over and above their fixed dividends). Under the company law it is not
necessary that a company should have preference shares.

- Ordinary shares have not prcferentlal or fixed rights with respect to either repayment of pital
" or distribution of profits. They have the residual claims against after the claims of credito and_
preference shareholders have-been met. ' :

_We have h]ntcd earlier that even if the company earns profit, shareholders, including preference '
- shareholders, have no right to dividend unless the company d ides to distribute it. However,
in case of cumulative preference shareholders such unpaid

have to be paid before any dividend can be paid to ordinary olders. . ‘

Reserves and Surplus -

Reserves and surplus or retained earnings no arise out of profitable operations. l. ese
are surpluses earned by the firm not distribut‘e(%dends. In other words, these are profits
decided to the retained within the busin herda firm starts its operations it has no retained .

- earnings. If in the first year it carns say 000 profit and decides to distribute Rs. 5,000 as

 dividends, the reserves and surplugag the of the year will be Rs. 5,000. During its sécond
year of operation if the firm ma%& of Rs..3,000 then the retained earnings at the end
of the year will be Rs. 2,000. Ret earnings (or reserves and surplus) are in the nature

“of earned capital for the firm. We have seen earlier that the divdends are limited to retained
earnings. This jmplies that at no point in time the original capital of the firm is depleted. In
other words, the capital originally contnbuted is maintained. intact.

" M is possible to allocate the profits earned and accumulated as reserves or retained earnings
® be earmarked for specific purposes. The earmarked reserves are not distributed. | Only.
non-earinarked or free reserves are available for distribution as dividends. o

Activity 7
-Fill in the blanks with the correct word(s}

1 Balance Sheet is a statement of

2_ - ' __rtepresents the owners’ claim against assets of abuEiness

3 B : _ él_fe cleims_of dutsidcrs against the bu. iness

4 _ . . - increase owners’ 'quity_

5 Amounts owed by a business on iccount of purchase of in\?entory' are usually called
or:

| -

‘6 Amounts receivable by a firm against credit sales are usually called ~ ' . ‘

I

ds will accumulate and will . '
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7 As a general rule all assets are valued at their to the busmess
8 Onwer’s equity could be understood as compnslng two parts _ and
9 The dual aspect principle has SpCClal rélevance to ' N

<7
10 Al Val_!._latlon in a balance_ sheet are based on the assumption about the entity as a

- 4.6 SUMMARY

Balance Sheet as well have seen is one of the most important financial statements. It'is a
periodic summary of the position of the business. It is the statement of assets, liabilities and
owners’ capital as of a particuiar point in time. This statement in itself does not reveal anything
about the details of operations of the business, However, a comparison of two balance sheets
could reveal the changc; in business positiory Arealistic understanding of the operations of the

- business would requiré two other statments-profit and Ioss account and funds flow statement.
We shall take them up in subsequent anits.

4.7 KEY WORDS

Assef Anything, tangible or intangible, of monetary value to a business entity.

Lihbility: Any amount owed by one person (the debtor) to\gnother (the.creditor). In a balance _
sheet all those claims against the assets of the entityl I ier thaef those of the owners.

Current Assets: All those assets held by a firm wit jective of conversion to cash within
the operating cycle or within one year which is longer. Current Assets include ltems such
as cash, receivables, inventory and prepayr:ncs%\ :

Current Liabilities: claims against the4 the firm to be met out of cash or other current
assets within one year or within the operging cycle, whichever is longer. Usually include items

\Isuch as accounts payable, tax or%claims payable, and accrued expenses.

. Intangible Assets: Anylong-term asstls useful to the business and having no physical characteristics.
“Include items such as goodwill, patents, franchjses formation expenses and copyrights. :

. Contingent Liability: A liability which has not been recopnised as such by the entity. It becomes
a liability only on the happening of a certain furture event. An exampie could be the lability
whxch may arise out of a pending law suit.

Fixed Asset: Tangible long-lived asset. Usually having a life of more.than one 'ycar. Includes
" jtems such as land, building, plant, machinery, motor vehicles, furniture and fixtures.

Owner’s Equity; It is the owner’s claim against the assets of a business entity. It could be .
expressed as total assets of an entity less claims of outsiders or liabilities. Includes both
contributed capital and retained earnings. :

4.8 SELF-ASSESSMENT QUESTIONS/EXERCiSES

1 Explain the followmg terms gmng examplcs
Accounts Receivable
Inventory
Current Liabilities
Reserves and Surplus
Contingent Liabilities
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2 By definition, a balance sheet balances’. -Can you think of any advantages that flow from
accountants’ adherence to this convention? '

3 “Financial statements are most useful if they report only the vaiue of assets that are tangible”.
Do you agree‘? ' . :

4 *“Current assets are producing assets. The most proﬁtable firm will practlcally have few
assets which are current compared to other assets”. Evaluate fully :

5 For a company,- the excess of assets over liabilities is commonly represented by several
items. What are they? What is the caption placed over them?

6. “Fixed assets are physical assets that provide operating capaclty for a number of accounting;
periods”. Explain with the help of suitable examples. Are all fixed assets depretlab[e assets?

-7 Peninsula: Transport Company began trucking Operations on J anuary 1, 19x1. The company’s
bank account showed a balance of Rs.90,000 on December 31, 19x1, which was in agreement
with the bank statement received on the same date. The company had Rs. 6, 000 cash in the
office and Rs. 4,000 worth cheques received from customers.

On December 31, receivables outstanding amounted to Rs. 3,00,000. Company .Llso had R& :

which was outstanding in the amount of Rs. 6,000, lar owed Rs. 3,60,000 to Southern
Service Station as of December 31, 19x1. S

‘During the year Peninsular purchased statio @- office supplies costing Rs. 11,000 from
Ramalinga Iyer & Sons. The use of stationer\\apd’ supplies dunng the year was =st1mated at

30,000 worth promissory notes signed by their wstom@ﬁrnployees had drawn festival advance,

20,00,000 to Southern Sales an
The obligation was supporteghby
" per month., Depreciation &0, UOO per truck for the year Spare parts and tyres inventory
amounted to Rs, 13 004),
. || . -
Company had rented a garage on a 30 year léase, office space and parking space at Rs. 1, 00 000
a year on the NH 47 within the city limits. Because of the real estate boom, Peninsular could:
easily sublet the premises for Rs.1,50,000 a year.-On January 1, 19x1 whcn Peninsular started
ogperations they had paid first two years’ rent in advance

at the end of the year on account of trucks bought.

Rs. 8,000 Y
Peninsular purchased eight tm% e year, each costing Rs. 4,00,000. Thegy owed Rs.
hi

On December 31, 19x1 Peninsular purchased an airconditioned car for ofﬁce use costing -

Rs. 1,00,000. Insurance and registration cost amounted to Rs. 8,000,

The company had a bulk storage tank for diesel needed for its trucks. The tank was filled on 4

occasions with 50,000 litres each. On December 31 the meter reading indicated that 1,80,000

litres had been used during the year. Average cost per litre of diesel was Rs. 3.00.

Peninsular paid employees” salary on the last day of each month., Bonus for the cnﬁplojfees was
due’in the amount of Rs. 2,12 000 relatrng to 19x1 and will be paid along with first saIary in
19x2.

The owners of Peninsular originally inVeste'd Rs. 6,00,000. Net income for 19x1 was Rs, 2,08,000.
Drawings by the owners during the year amounted to Rs. 1,00,000.

Prepare the balance sheet as on December 31, 19x1 for Peninsular Transport Company in-the
blank pro forma provided as Table II.

urchase agreement for payment of: the rate of Rs. 50,000
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Table IT
Peninisular Transport Company
Balance Sheet as on 31 December, 19x1

Assets _ (in Rs.) Liabilities and Capitai (in Bs.)

Current Assets Current Liabilities

Cash _ Accounts payable

Cash at Bank Hire purchase payment

Promissory Notes due in one year

Accounts receivable _ Bonus payable to employees R
Advances to employees : Long term Liabilities

Office supplies inventory . ' Hire purchase payment

Prepaid insurance & licence outstanding _
Prepaid Rent & licence . Capital '
Inventory of diesel ' Owner's capital -

Spare parts inventory Net income for the year

Total current assets ] Less: Owner’s drawings

Plant and Equipment : '

Trucks
Less: Accumulate
" Depreciation
Motor Car .
Total Assets B ‘Total LiabiliteS\gnd Capital

8 The following ‘Balance were e‘x;racted from the/egks o éccount of Punjab Ceiramics
Limited, at 30th June, 19x6 after the income stat @ for the year had been prepared and
alt the relevant adjustments had been madg. :

Bala:_wes as at 3Wh June 19x6 R&

Freehold land and bulldmg at cost . 32,000
- Bank overdraft _ . 27,200
_.Cash in hand : @ o . ' : 1,680
= Inventory . . : : . 74,400
Creditors : : . : 18,560
10% Debentures : ' : : 34,000
Dividends Proposed - 8% Preference shares _ ' ~ L600
Ordinary shares o 6,000
Accrued expenses _ 2,400
: General reserves (at 1 July 19x5 : Rs. 8,000} . ' o " 20,000
Share Capital: 200 89 Preference shares of Rs. 100 each : 20,000
: 6,000 Ordinary shares of Rs. 10 each 60,000
"Investments at cost ) 14,800
Motor vehicles at cost ' 37,200
Provision for Depreciation at 30 June 19x6 ' 9,600
Plant and Machinery at cost _ B ' : . 84,960
_ Provision for depreciation at 30 June 19x6 ' : . 24,160
Reiained income (at 1 July 19x5, Rs. 28,000) S 32,800
Share premium 14,240
Accounts Receivable L o ' 25,520

” The authorised share capital consists of 400 8% preference shares of 100 each and 1,200 ordinary
shares of Rs.10 each.

Prepare the Balance Sheet of Punjab Ceramics lelted as at 30th June, 19x6 Also ascertain
the net income for the year.
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Answer§ to Activities

1. 1. a} By a decrease in another asset. b} by an increase in liability. ¢) by an

2.

6.1

owners’ equity.

increase in

2. a) an increase in asset. b) decrease in another Tiability. ¢) decrease in owners’ equity.

3. Liability.

4, Assets,
.1F. 2T. 3F. 4T. 5F. 6F.,

1 Assets = liabilities +owner’s equity

2 Rs. 25,000

3 Rs. 25,000 = Rs. 1,00,000 —Rs. 75,000.

4 Rs. 70,000 = Rs, 1,00,000 —Rs, 30,000.

1 (a) Accounting period (b} fiscal year (c) financial year
2 {a) asset {b) liability (c) capital

3 (a) current (b) property, pian (c) other

4 (a) current (b) fong-term (c} shareholders.

1 liquidity

2 a) account form
b) report. o
3 in time taken by a unit of cash to circulate_throu e business.

0
4 lower of cost or market price 6
5 sundry debtors
6 depreciation ' v
7 amortisation ' :
& accounts payable Q§
Operating cycle,
2 Cash. | @
3 Liguidity.

4 ‘Lower of cost or market price’,

5 Bad debts, :

6 Promissory Notes receivable or bills receivable.

7 (i) Raw material (ii) Work-in-Process (iii) Finished goods.

Lower of cost or market price if Ramsons were an individual proprietorship business, the

- owners equity will be reflected directly as:

1 Assets, Liabilities and capital

2 Owners equity

3 Liability

4 Profits

5 Accounts payable or sundry creditors

6 Accounts receivable or sundry debtors

7 Original cost ‘ _
8 Contributed capital and retained earnings
9 Baiance sheet '

10 Going concern
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Ansﬂers to Self-assessment Questions/Exercises

7 Solution; |
' PEI.liI]Sll.lal‘ Transport Company
Balance Sheet as on 31 December, 19x1

Assets _ _ o Llab:lltles and Capital

Current Assets .~ Current Liabilities

Cash - 10,000 Hire purchase payment o

Cash at Bank _ _ 90,000 due in one year 16,00,000

Promissory Notes - 30,000 Accounts payable - 3,060,000
- Accounts receivable 3,00,000 Bonus. payable -2,12,000

Advances fo employees . - 6,000 - .

Office supplies inventory 3,000 Long Term Liabilities -11,72,000
" Prepaid insurance and licence 8,000 Hire Purchase payable 14,00,000

Prepaid rent : 1,00,600 Capital

Inventory of diesel 60,000 Owners’ Capital - 6,00,000

Spare parts inventory 13,000 Net income for ' '

the year
6,20,000 Less: Owner's drawings

_ Plant and equipment

Trucks 32,00,000 S :
Less: Accumulated . : 0
depreciation 6,401,000 25,60,000 '

2,08,000

1,00,000 1,08,000.

Motor Car 1,00,000 Q - . '
Total Assets ' 328 Liabilities and Capital 32,80,000

8. Balance Sheet total Rs. 2,36,8 ' _
Net in_comc Rs. 24,400
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/UNIT 5 CONSTRUCTION AND ANALYSIS
OF PROFIT AND LOSS ACCOUNT

~ Objectives

.. 'The purpose of this unit is to mtroducc to you the profit and loss account. After you have
) .studlcd this unit, you should be able to:

« appreciate the importance of income measurement
- o classify income and expense accounts
- o prepare a profit and loss account
" » appreciate the linkage between accounting records and profit and loss account
« appreciate the linkage between profit and loss account and balance sheet.

'Structure

5 1 Introductlon
5.2 Profit and Loss Accou:nt and Balance Sheet: The Lmkagc
53 Measurement of Income

$.4 - Preparation of Profit and Loss Account

55 Some Indirect Expenses : _ g

5.6 Methods of Depreciation - 0

5.7 Form of Profit and Loss Account - '

58 Costs of Goods Sold : '

59 Methods of Invcntory Valuatlon _ :

'5.10 Gross Profit ' _ ?\ N
5.11 Operating Profit :

5.12 Net Profit ' e .

5.13 Summary . Q‘
-5.14 Key Words ' . ' '
5.15 Self-assessment Question :

5.16 Further Readings o

5.1 INTRODUCTION

The balance sheet, as we have studied in the previous unit, is intended for reporting the value of
assets, liabilities and owners’ equity at a particular point in time. It does not disclose any thing
about the details of operation of the business. All it tells about are the details of operation
- of the business. . At teils about the net change in owners’ equity brought aboui by operations
during the period between the previous balance sheet and present one. Was it a good year or
"a bad year? What was the volume of operations? What was the margin available on sales?
How was sales rupee distributed among different expenses and profit? All these questions
cannot be answered without the help of an additional financial statement addressed exclusively
to summarise revenues and expenses of the particular period. This statement is what is referred
to variously as Profit and Loss'Account, Income Statement or Income Summary. This state
is so named since it summarises all the revenues or incomes and all the expenses foreamm that
revenue showmg the net difference, that is profit or loss for the perlod

5 2 PROFIT AND LOSS ACCOUNT AND BALANCE SHEET
- THE LINKAGE

"When you sell an item costlng Rs. "?0 for Rs. 100, assuming no other costs, you earn a profit
of Rs.30. What we have done is nothing but measurement of the net income. This is achieved
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by comparing the revenue from sales against the cost of materials parted with for earning that
revenue. Net difference of this comparsion, in simple terms, represents the net income or profit.

The importance of Profit and its measurement in accounting leads in turn to the significance
of profit and foss account. However, it will be inferesting to see how this document is related
to the balance sheet. In the previous lesson we have seen that the earning of revenue increases -
owners’ equity. Please recall the balance sheet equation we had seen in the previous unit. It

. stated.

ASSETS = LIABILITIES + OWNERS’ EQUITY..(1)
We also saw that owners equity at any 'poinf in time is represented by the following relationship:
Owners’ Equity=Assets—Liabilities...(2)

This.implies that except in the case of first balance sheet, owners’ equity need not be equal fo
contributed capital. We also saw that the owners’ equity changed with the sale transactions.
How did this happen? It happened as follows:

1 The amount of sales revenue realised increased the owners’ equity.

2 The amount of goods parted with decreaseéd the owners’ equity. Thus, resultant increase
in owners” equity was equal to the net increase in assets. That is, equal to the profit.
We explained owners’ equity in the previous ugit a g

_ ‘Contributed Capn@a-tamed Earnings
Assuming no withdrawals, ‘retained earnings™ssfiothing but all the revenue minus expenses.
Thus, we could write our relationship WS: '

. Retaine@g = Revenue — Expenses ...(3) .
Now, substifuting right hapeyside & equality (1) in our earlier balance sheet eqﬁation we haves

e

a

Assets=Liabilities + Contributed Capital + Revenue — Expenses ...(4)

1t is the last two terms in equality (4) above which are referred to as profit and loss account or

income summary. Thus, we find that profit and loss account is an integral part of any balance -
sheet in that it is an expansion of one of the terms of the balance sheet. In order to appreciate

and understand profit and loss account, we should clearly understand the conceprual basis of

the same. :

5.3 MEASUREMENT OF INCOME

Profit and loss account measures the income generated by the equity. The income is generated
from or with the use of its assets. Thus, the concern of the profit and loss account is the income’
arising out of the assets, rather than the assets themselves. In order to make this segregation
and make the process of measurement practical, we should have precise idea of what constitutes:
revenue and expenses, Recognition and measurement of revenue and expense are based on the'-
ideas of realisation,-accrual, acwuntmg penod and matchmg

Realisation

Realisation is technically understood as the process of converting non- cash resources and rights

-into money. It is understood. to mean safe of assets for cash or claims to cash. As an accounting
phnmple it is used to identify precisely the amount of reveizue to be recognised and the amount
of expense 1o bc matched to such revenue for the purpose of income measurement.

...?1
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Realisation, thus, usually pertains to the recognition of revenue from sale or pro'fis_ion of goods or
services to customers. When should we recognise revenue? This is the question that realisation
principle tries to answer. There can be several arguments for and against recognising revenue
at the time when the inventory is acquiréd, when the goods are made ready for sale, when the’
order is received, when the goods are delivered, or when the sale proceeds are: collected. Tn
order to avoid such confusion in accounting, revenue is generally recognised when goods are
delivered or services aré rendered. This is done despite the fact that delivery is only one of
a series of events related to sale. The rationale is that delivery validates a claim against the
customter. : -

Realisation being the point of recognition of revenue, it also enables us in recognising -the
expiration of costs incurred in making available such goods or services. Thus, the. realisation
principle facilitates the process of income measuremenit by identifying revenues and the expiration
~ of costs with respect to such revenues. By implication, if costs are incurred in producing the
goods, such costs are not considered as expenses unless sales are made. o

There are iwo major exceptions to the notion that an exchange is needed to justify the realisation
of revenue. First, in case of long run construciin contracts revenue is often recognised on the
basis of a proportionate or partial completion method. Thus in this case revenue is recognised
without satisfying the test of completion and delivery. Second, in case of long run instaiment
sales contracts, depending on the uncertainties involved, revenue is regarded as realised only

in proportion to the actual cash collections. In this case eye%mh delivery is complete at the -

_time of contract, recognition of revenue is deferred and relgted 1 actual cash collections.
Accrual

sis O orting income is accrual. Resources

It is generally accepted in accounting that the
and obligations change- in time period other t ose in which money is received .or paid.
Economic activity of an entetprise in ashort figriod is complete if the cycle of productive
resources to money is completed. In ontinuous. production, use of credit, and long
lived assets produce several overlapping
very complex. - ' :

Accrual principle tries to evaluate eveTy transaction in terms of its impact on the owners’ equity.

In simple terms it implies that recognised revenue result in inreases in the owners’ equity while

expired costs or recognised expenses result in decrease in the owners™ equity. ‘The essence of

the accrual concept is that net income arises from events that change the owners’ equity in a

specified period and that these are not necessarily the same as change in the cash position of -

the business: Thus, realisation and accrual together lay down the ground rules for measurement
-of income. S = ' -

Activity 1L
“Fill in the blanks

1 Profit.and loss account is a summary of ...... ....and....., ... for an accounting period.
2 Realisation in accounting is the basis of e DN F ... Tecognition.
-3 Income measurement is aékﬁeved by matching s e . e e

4 Costs with respect to realised revenue are considered as ... ... e U

§ Recognised revenue ... .. P N to owners’ equity.
6 Expenses result in L. ... raeieeena ... of owners’ _equity.-
7 Expenses could be recognised-in relation to ... .. e .._reaiiscd oran ..c..........period.
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Accounting Period

Once we accept the concept of ‘going concern’, it is inconceivable to approach the problem of
profit measurement without a clear understanding of the idea of accounting period. The most
accurate way to measure the results of an entltys opcratlons will be to measure them at the
time of liguidation. '

Considering the whole life of the business, net income is nothing but the excess of amount the
owners get over what they have putinto it (investment). But it is inconceivable and impractical
" to imagine that one has to wait till the winding up of the business for ascertaining the profit.
Accountants choose some convenient segment of- time, such as a calendar year, to collect,
summarise and report all information on material changes in the owners’ equity during that
period. There is no sanctity about an accounting period being a year. it has evolved as a
convention out of convenience aver the years. There is some histerical evidence to suggest that
accounting periods used to be a couple of years or the entire life time of a venture and so on, in-
the past. Even now, there are firms which follow the system of certain number of weeks as an
accounting period. However, generally, as a convention, most enterprises try te have a uniform
length of accounting period for period to period comparison of results.

The crux of the matter is that the realisation and accrua[ principle, as we have seen earlier, will
have to be applied in the context of the accounting period. It is the revenue which is realised
during that accounting period which is treated as accruing to the owners’ equity. Thus, accounting
period enables us to have a practical system of valuation and measurement. Accounting periods
are bounded by balance sheets at the beginning and at tiend of the period. Operations
during the period are summarised by mcome statementsN\Lhis process can be illustrated in the

following form: . .
time: fo th O = ty

Profit and loss account or Profit am%céouhtor \ ,
income summary for the in surmmary for the second t3
first accounting period = |a period. '
j =17
Opening balance sheet @ e sheet as at the . Balance sheet as at the
at the beginning of - _ of first accounting end of second :
the enterprise \ permd _ accounting perlod

Y

Here accounting perlods could be seen as links in the chain which makes up the life of the
enterprise. Accounting period is vanously referred to as fiscal year and financial year also.

Matching

In reality we match revenues and expenses during the accounting periods. Matching is the entire
process of periodic earnings measurement, often described as a process of matching expenses
with revenues, In a narrow sense this means deducting from the revenues of a peried the cost
of goods sold or other expenses that can be identified with such revenues of that period on the
basis of cause and effect. :

‘Revenue

In a broad sense revenue is the total amount realised from the sale of goods or provision
of services together with earnings from interest, dividend, rents and other items of income.
Revenue is recognised when the enterprise has a right to income. In practice we make a
segregation of an enterprise’s income as obtained from its main operations and from activities
incidental to the main operations. The former is referred to as operating income and the latter
as other income or non-operating i income. Realised revenue-as we have seen earlier need not
be realised in cash. If the nght to receive that income i8 created or the time to which the income.

o
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relates has expired, we treat the as accrued. For example, a credit sale to be colie

the next accounting period is an income of this period. Similarly, interest to be
a specified date is treated as accrized and hence earned for the period covered by
accounting peried. :

Measurement of Expenses

Expenses are costs incurred in connection with the earnings of revenue. As such
reference for recognition of expenses becomes the recognition of revenue. Cosis
not become expenses until the goods or services in question are exchanged. Expens
made, resource consimed in relation to the revenues earned during an accounting p
cost is not synonymous with expense. Only costs that have expired during an accou
are treated as expenses, Consider the following example: '

Rakesh purchases merchandise worth Rs.1,000 during the period and sells one half of this during tf

for Rs. 750.

Here, we have:

s Account

cted duﬁng
received on
the current

the point of
incurred do
e is sacrifice
eriod. Thus,
nting period

¢ same period

Cost " Rs. 1,606 The purchase price of the merchandise. -

Revenue 17 Rs, 750 The saic proceeds realised in exchange of ong half of the
merchandise. _

Expense Rs. 500 The cost of the merchandise parted with or given over to the
customer in exchange for the revenue i.e., cost|with respect
te the revenueggarned and hence expired coRt. )

Inveniory Rs. 560 The unexpiged coly An asset i.e., merchandise inventory (as

) a convention, d at cost). :
Generally, unexpired costs represent assets, A which have timited life ¢xpire as expenses
SHiL e, )

_with respect to revenue earnad during their u

Expense means a decrease in owners’ eq
a specified accounting period. T cos
affects the owners’ equity durin
provides the following description

means any sacrifice, whether or not
ccounting period. American Accounting
expense: '
" Expense is the expired co tly or indirectly related to a given fiscal period o]
goods or services to the ma and of relafed operations. Recognition of cost

based on s complete or partial decline in the usefulness of assets, or on the app:
liability without a corresponding increase in assets.

Expenses of a given period are:

¢ arises from the operation of a business during

the sacrifice
Association

the flow of

ﬁxpiratjon is

carance of a

i) Expenses of this year. These are costs incurred during the accounting period w ich become
expired costs during the same period. Example cost of materials bought and sold during

the same accounting period.

Costs incurred in a previcus accounting period. that becomes expenses or

ii)

ired costs

during this year. Example: inventory pusrchased during the previous period but sold. during

this period. The amount of inventory which represented unexpired costs and h

at the close of the previous accounting period becomes expired costs and he

during the period in which it is sold.

Expenses of this year the monetary outfay for which will be made during
period. These are also expired costs of the current period, but the costs are
contracting a liability.

iif)

Expenses are recognised under the following circumstances.

a) Expenses are given recognition in the period in which there is a direct ide
_ association with the revenue of the period. This implies that recognition
directly related 1o the realisation of revenue, ' :

...

=11¢e an asset
nce expense

a subsequent

incurred by

tification ar
f expense is
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b} An indirect association with the revenue of the period. Example: rent, salaries, i'nsurance,_'
depreciation and such other costs which are not nsually inventoried. ' :

c) Measurable expiration of assets though not associated with the production of revenue for
the current period. Example: loss from flood, fire and similar events. '

Assets that become expenses

Examination of some specific cases of assets that become expenses will enabie.us to understand
the concept very clearly. : :

Inventories: Inventory of merchandise becomes expense when it is sold. In case of manufacturing -
organisations all the costs incurred on transformation of raw materials add value to the inventory.
These costs are treated as expenses only when the inventory in question is sold.

Prepaid Expenses: Prepaid expenses represent services or assets paid for prior to their actual

‘use. Thus, they represent unexpired costs. They become expenses when the services are used
or assets are consumed. o :

Long-lived Assets: Fixed assets have a limited usefut life. The costs of such assets expire during
the life of the assets in guestion, Such expiration of cosis of the asseis are referred ro as
depreciation. -

What we have examined so far are some of the conceptual bases necessary for the understanding
and preparation of a profit and loss account. In the subsequent part of this unit we shall exariiine

the mechanics of how to prepare a profit and loss account.
54 PREPARATION OF PROFIT AND Lossﬁfr |
Profit and Loss Account, as we have seen, is a surﬁ_m ‘accounts’ dealin.g with transactions

relating to revenue and expenses. An account S state®nt wherein information is accumulated

reldting to an item or a group of similar iterm is accurnulation is done in such a manner
that it is fairly easy to summarise by comiginin veral such items. In case of profit and loss
account, the process of preparation i @ i

accumulating information on diffegent it8gs of expense and revenue.

-.We have. seen the expanded sheet equation at the beginning of this unit (using
abbreviations) as follows:
A=L+C+R-E e ()
Where: o
A = assets

L = liabilities

C = contributed capital

R = revenues

E = expenses _

For the sake of simplicity we ignore withdrawals. Howcver, if we consider withdrawals, it_v_.rill
imply assets being less to that extent and equality being provided with one more negative term
for withdrawals or drawings. Thus, the equality will be:” :
A=SL+C+R—(E+D) ... v (5)

Where D = dividends or drawings ' '

By transposing this equality it is possible for us to write it without negative symbols, Thus we
have: ' '
A+E+D=L+C+R..........oooe U (6}

This equality is the basic accounting equality. The quantities on the left hand side (LHS) are
normally referred to as ‘debit’ or ‘Dr’. in short and guantities on the right hand side {RHS) as

2o but a sumimarisation of ali individual accounts,

scredit’ or ‘Cr’. in short. We have also seen that hecause of the basic balance sheer equality, -

' this accounting equality will always hold true. : . _
OLARAGD  Ace.Not CH O
LiEnary Class Np [« -

.I..
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The terms on the RHS and LHS are represented by one cr more separate accounts where

information is accumulated using the same framework, LHS terms, namely, A, E and

D have

debit balances. In other words, normally these accounts have debit side entries more| than or
equal in valu€ to entries on the credit side. Hence, for those accounts: Debits—Creditsy. (.
When it is equal to zefo there is no balance in the account. Similarly, the accounts relating
to the terms on the RHS of the equality, that is L, C, and R, normally have credit balances.

Hence, these accounts imply: Credits-Debitsy ().

The proocss of dccumulatmg information is also simpie. In the accounts representing LHS terms,
all increases of those items are debited in the respective accounts and decreases are gredited,
net difference showing actual position at any point in time, Similarly, in case of :Tlccounts

representing RHS, increases with respect to an item are credited in a particular acco
decreases are debited to that account. Net difference shows balance of that item as of]

nt, and
a point

in time. From this, it is also c¢lear that the terms “debit’ and ‘credit’ in accountmg have no

more practicai significance than ‘left’ and ‘right’ of an account.

An account thus could be represented as a capital letter T denoting the nature of 1nfoFati0n

accumuiated in that. Thus, we have ‘cash account’ or receivab]e account’ or ‘payables ac
or ‘inventory account’ and so on.

" Example: .
De. Cash Account . Crn

N
O

Q)Q*

In this case LHS will represent all cash receipts or increase and RHS will represent
payments or decreases :

Let us illustrate the ideas we have discussed with the help of a simple example:

January 1 - Started business with Rs. 1000.

January 1 - Bought merchandise worth Rs. 800 and stored it.
January 8 - Received order for half the merchandise from A.
January 10 - Delivered the merchandise, customer invoiced Rs. 500.
January 15 - Received order for the other half of merchandise.
January 17 - Delivered merchandise and cash received Rs. 500
January 31 - Customer {A) pays.

Agcounts of the above transaciions

ount’

all cash

Rs. Debit : 2 Cash Alc - ' Rs. (Credit
. Capital ' 1,000 Merchandise inventory 800
" Sales 500 Baiance 1,200

Receivable(A) - 500

2,000 2,000

Balance . 1,200

6.
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Capital Asc

In the above example what we have attempted is to complete the accounting process based on
a very simple situation. The process.of recording and summarising we resorted to could. be

explained as ‘ollows:

i

" Rs. Debit Rs. Credit
- Balance 1,000 Cash 1,000
1,000 1,000
Balance 1000
Rs. Debit Merchandise Inventory A/c _ Rs. Credit
Cash . 800 Cost of goods sold 400
 Cost .of goods sold 400
800 | 800
Rs. Debit Sales A/c Rs. Credit
Profit & Loss A/c. 1,000 Receivables (A) 500
' . - Cash 500
1,000 1,000
. Rs. Debit Receivables (A) A/c Rs. Credit
Sales 500 Cash _ 500
500 0 500
Rs. Debit Cost of Good@&/c Rs. Credit .
Merchandise inventory 490\ Profit & Loss Afc 800
Merchandise inventory _ o
Q-w . &0
Rs. Debit @ Profit & Loss A/ Rs. Credit
Cost of goods sold : 800 Sales . 1,000
Retained earnings 200
1,000 1,000
Rs. Debit Retaiped Earnings A/c Rs. Credit
Balance ' 200 Profit & Loss Afc. 200
200 ' 200
) Balance 200
Balance Sheet . .
Assets Rs. Liabilities and Capital Rs.
Cash 1,200 Capital 1,000
Retained Earnings 200
1,200 | 1,200

*-
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Starts business with Rs. 1,000. This transaction affects two accounts: Cash int:rease—cn_tiy on
the debit side of the account. Capital increase-entry on the credit side of the account.

Purchases merchandise and stores them. Merchandise inventory increase-entry on the debit
side of the account. Cask account decrease-entry on the credit side of the account. _
Receipt of order for half the mert_:handisé. Receipt of order does not warrant any record] We
consider realisation of revenue only when goods are delivered.

a) Delivered goods and customer invoiced. Since cashisnot collected simultaneously, it represents
a credit transaction. Tt results in an increase in claims against ‘A’. Accounts receivable is debited.
Revenue is earned, sales account is credited.

b) We should also consider the cost of sales. We part with merchandise inventory worth Rs.
400. An expired cost, hence a reduction in owner’s equity, is an expense. -Debit cost of sales
account with increase in expense or expiration of cost. We credit the merchandise inventory
account to show the reduction in inventory. :

" Cash received for sales. Debit cash 'and credit increase in revenue, sales.

We also recognise expense by debiting cost of sales account and crediting merchandise inventory
account. .

Receivables collected. Cash increase is recorded by debit in cash account and a credit to
receivables (A) account. The credit to receivables account shows the liquidation of our claim

(asset). In practice this amounts fo repayment of the debt by 2

5.5 SOME INDIRECT EXPENSES | | |
In fhc.cxamplc discussed above, we dealt only with 'di@/enuc and direct expense. Revenue

arose from two sale transactions-one on credi:%{he other on cash. The expense was on¢
fi

simple direct item of expense-the cost of sale or Je'r tognition of expiration of inventory; cost.
Before we proceed to examine the detai ofit ®ind loss account, we should discuss some of
the important indirect expenses. )

Bad Debt Expense Q o

In most business situations sale ‘on“fedit’ is common. We also treat such sale as ‘redlised’
“since they produce a certain assct ‘receivable’. Thus, credit sale is recognised at the paint of
sale during the accounting period in which the transaction takes place. Uncollected balance at-
. the close of the accounting period is reflected as an asset on the balance sheet.

Now, if the customer could not make payment or will not make payment, both these records
{record as revenue of the period and record as asset at the close of the period) will ar ount
to overstatement in the records. However, we have no basis for estimating the exact a:Fount
of such collection losses. This is so since the uncollectability is known only in a subsequent
accounting period. It is this situation which warrants us to estimate the amount of expense with

respect to collection losses. Let us consider the following example:

Suppose, a business makes four credit sales of Rs. 250 each during a period. Cost of sales for
the same being Rs. 500, -

- Profit and Loss Acoount

: Rs. . Rs.

Cost of sales -~ 500 Sales = 1,000
Profit ' 500 '

1,000 1,000

The balance sheet records arising from this transaction will be:

78...




Understanding Financial Statements

_ : Balance Sheet o
Assets L ' Rs. Liabilities & Capitai . - Rs.
Accounts receivable 1,000 Retained earnings . 500

Now assuming that one of the accounts is going bad, the collection toss will amount to Rs. -
250. Tf we do not take this into account, the implications are: we have overstated receivables
(asset-in the balance sheet), sales (revenue in the profit and loss account) and profit (retained
earnings in the balance sheet). It is possible for us to estimate these losses on account of bad
debts and reduce the revenues and thereby profits to that extent. It'is achieved by recognising
this amount as our increase in expense —bad debts expense—thereby reducing profit. Thus, we
will prepare profit and loss account and balance sheet as follows:

Debit | * Profit and Loss Account Credit
" Rs. _ : ' Rs.
Cost of sales 500 Sales - 1,000
Bad debt expense 250 - .
Profit 250
1,000 1,000

Balance Sheet

“Assets , Rs. . Liabiliigs & Capital Rs.
Accounts receivable 1,000 Ret earnings o : 250

Less: Estimated S
collection loss - 250 7

Usually the possible collection losses are¥gsimated and provided for by c_hérging them as expenses
of the period. Such estimate is gaguced{from the value of the asset receivables to show the
 realisable value of the asset. '

Depre_ciation on Fixed Asgets

In our study earlier we h n that fixed assets have long life and provide benefits beyond
one operating cycle. While Wiscussing the idea of expense we saw that expenses are expired
costs. All costs incurred on any asset with limited life, thus, expire during its life time. Now it
is not difficult to perceive what depreciation is. Consider the following illustration.

A machine purchased for Rs. 5,000 having five year life and no salvage value is used in a
‘business. During the life of the asset, it will be able to earn a revenue of Rs. 10,000.

It is simple arithmetic to say that by using the machine we make a profit of Rs. 5,000 over its
tife time (Rs. 10,000 revenues less Rs. 5,000 cost of the machine) assuming no other costs. The .
problem of depreciation arises when we have to measure the profits annually. What should be
the amount of profit to be recognised every year?

We can approach this problem diagramatically. Assume that the following scale shows the
amount of revenue earned. We take it that the revenue is earned. in equal amounts during

) Rs. 14,060
- T : :
Oy ' 7
AN I
Year ) ad t 2
S0 mezow L Rezen D Ren 0 Re2000 Y R0 i
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the five vears of the life of the asset. Assuming no other costs and no salvage value, the.cost
- of the asset becomes expense over a five year period. Now the question is how should we
apportion this cost over the life of the asset? If we make the simple assumption that the cost
expires in equal proportion, we have the simplest solution. This we could rcpresent as| ollows:

Rs. 5,000

I —

rd

~
L

i N ki 1 N .
Rs. 1,04 Rs I{H)U i Es. 1,000 Hao |0 R, 106N}

Now having made the assuniption of spreading the cost equaily, we have come to the conclusion

- that one-fifth of the cost of the asset expires annually. That portion of the cost of the asset which
is reckoned to expire during an accounting period is what is termed as depreciation expense,
This also clarifies that, normally, the total amount of depreciation of an asset shall not he more
than the depreciable cost of the asset. It is this © expense’ which is matched agamst ther venues
-of a-period for determining proﬁt :

From the above éxample we can easily determine that th@per anpum is Rs. 1,000, that
is, Rs. 5,000 over the useful life of the asset. Thus,to rechpiflilate, depreciation expense is
the cost of a fixed asset written off against the revef [ different periods during which the
asset is used. T :

5.6 METHODS OF DEPRECIATION

- There are several methods of depreclati@ differ from one another only from the standpoint

-of how the cost is treated as expiri e life of the asset. We shall briefly discuss only two
of the most commonly used met owever, in order to understand the methods we should.
be clear about the following ideas’ o T '

. Original cost of the asset' ‘This is the cost mcurred in making the asset available for use in the
first instance. '

'Salvage value" The ekpected recovery or sales value of the asset at the end of useful 'life

Uset‘ul fife: The expected time period for wluch the asset is to provide economic service i.e., the
period for which the asset coulcl be used for production.

Depreelable eost: This is ongmal cost-less salvage value. This is the amount of expe se the
enterprise will be i mcurrmg on-account of explred costs of the machine over its useful O €cqnomic
life. _

Written down value: Written down value of an osset at any point of tlmels'ongmal cost less
depreciation to date (accumulated depreciation). This 1s also referred to as book. va!ue

' Stralght Line Method

* Under the straight lirie method the depreelable cost of the asset is proportionately allocated as
expense against the revenues durmg each year of the useful life of the asset. .

. Assume that.a company acqulres a machine at the beginning of operations at Rs. 1 00£ Itis
expected that the machme will Iast 10 years and will have no'salvage value at that time,
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The depreciation for-the machine every year.under straight line method will be Rs. 100, of Rs.. -
© 1,000+ 10. The written down value at the end of first year will be 1,000 ---100 = 900, at the dnd
of second year 1,000 — (100 + 109) or (900 — 100) = 800 and so on, becoming zero at the end
" of 10 years. Graphically, it could be shown as follows: : ’

Figure I: Straight-line Method-Annual Deprec_lati'l;il Charge
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~ If we draw a graph showing the annual dé%iamn it will be a straight line parallel to the base

line. Hence the name straight lin hod ¥Figure I). The accumuiated depreciation will be

Loy T

Figure II:S? ightipe Méthod~Accumulated Depreciation
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_Depreciation Method: Impact on Proflt Measurement

What we could leam from the discussion of the deprecmtlon methods is that dependmg on
the method used, we have a different amount of charge for annual depreciation. It may also-

be noticed that over the entire life of an asset the total amount of. depreciation charge|cannot -

be different. Thus, the difference is only in terms of annual apportionment. The net effect of
the methods is thus in terms of showing less or more proﬁt in any partrcular year, This could
be exp,ained by continuing wrth the. cxample :

-

Suppose that the company using the machine in our earher cxample €arns Rs 500 per| annom

before depreciation. The difference in annual measurement of proﬁt under straight line and -

wr;tten down value methods wﬂl be as follows (Table 2

' Table 2: Profits under Written Down Value and’
Straight Line Methog of Depreciation -

R R R ) w6 RN N

_ Year ‘Profit before btrarght line Net Profit under  Written down Net Profit under
© depreciation depreclatmn straight line value ~  writiten down value
Co . " method of depreciation . - . methed of
I depreciation- . . depreciation.
ST @r@3) Q o
Rs. Rs. ~ Rs RS Rs,
1 500 100 4% . 200 - 300
p 500 S 100 400 - 160 - . 340
3 . 500 100 L 128 - 372
4 500 - 100 : 4 102 398 |
5 500 o, 100 400 . 82 - © 418
-6 500 0 -7-100 . . 66 434 |
7 500 100 Ny 400 - 52 . 0 448
. 8 - 500 1 \ 4000 - 42 ¢ . 458 -
.9 500 - 100 - T 400 34 466
10 500 1000 400 . 134"‘ [ 366
. Total - 5 000 . 1,000 ' 4,000 ﬁ 1,0[}0 o 4,000

*Includes the unallocated depreciation charge, since there is no salvage value for the asset, Under

this method there will always be a terminal unabsorbed depreciation. Figures are rounded off.

i

5.7 FORM OF PROFIT AND LOSS ACCOUNT _ - e

So far we have been dlscussmg profit and loss account in “the ‘account’ format That i, listing '
all the revenues earned on the RHS and all the expenses incurred on thc LHS showing profit

_ m case of a credit balance and Ioss incase of a deblt balanoe

.Modern practlce is to prescnt the mformatlon in a summarised statement glvmg the dctails in™

attached schedules: This achieves the same resuit because of the relatlons}up
Revenue-Expcnsc-Proﬁt!Loss _'

'We give below a condensed proﬁt and ]oss account in both the formats. We shalt the distusé_..

the items presented. It may help you to copy out this prot‘ t and loss account since su sequent
: dlscussrons will be based on this example '

K
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TOOLS INDIA LTD.
Profit and Loss Account .

For the jear ending December 31, 19x1

Debit :
Cost of goods sold (Schedule 3) 130
. Gross profit 130
_ N _ 260
Personnel (Schedule 4) | 49
'Depreciation (Schedule 5) : i1
~ Other expenses (Schedule 6) _ 28
QOperating profit 42
| _ 130
Interest (Schedule 7) 12
Profit before taxes 30 -
: : 42
Income-tax provision _ 12

Net profit after tax - 18
' 30

Sales net (Schcdule' 1)
Other income (Schedule 2)

. Gross profit

Operﬁting income

Profit before taxation

Alternatively, the same profit and loss account co beﬁlted as follows:

TOOLS IN

" Profit a ss Account
_ For the year en

g ecember 31, 19x1

(Rs. in Millions) -

Sales ' (Schedule 1) 258
~ Other income : @ {Schedule 2) 5
Cost of goods sold : _ (Schedule 3) 130
' 130
Gross Profit
Operating expenses: _ g o A
© Personnel ‘ (Schedule 4) ' 45
Depreciation (Schedule 5) _ i1 -
Other expenses B {Schedule 6) _ 28 88
Operating Profit : . 42
Less: Interest expense _ (Schedule 7) 12
Net Profit before Income Taxes : 3
- Less: Provision for Taxes 12 -
Net Profit

&

The condensed profit and loss account will be accompanied by schedules providing detai_ls,df

various items forming the total.

Sales: Net sales shown in the profit and loss account is after deductioné made from gross sales. '
of Rs. 5 million. Schedule 1 also provides the detailed break up of sales by different divisions
~ of the company as also the domestic market and export safes. -
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within a specified time timit. ‘This is

‘India Ltd., allowed Rs. 3. in discounts to customers

: n
It'is usual practice to state’ the dis¢ount offered to customer on the invoice. Discouh

o sometimes called cash discount. In our cxample Tools'

ts or terms

of payments are usually presented in short forms or symbols. They may be ‘Net amount’ or ‘No

cash discount’ (N); Net Amount due at End of the Month (NJEOM); Net amour
. days of invoice; no cash discounts (N/30); 5 per cent discount if payment is made
net amount to be pald in 30 days (5;’10 Nf30)

An invoice of *5/10, N30’ simply means that 5 per cent discount wﬂl be allowed if
‘made within ten days. It also implies that by not paying in 10 days you could avail
-credit of 30 days. Suppose you have Rs. 1,000 invoice with ‘5/10, N/30’. You are

t due in 30 -
in 10 days, " -

payment is

the normal
osing 5 per

cent for 20 days credit. In other words it costs you 360/20 x 5% = 90% per annum in equivalent
interest. This knowledge will deﬁmtely help you in p]anmng your short térm finances more

cffcctlvely _ : L

Trade discounts are used as adjustments in price and used when bufk sales 'af made by

wholesalcr to rétailers. These are never brought into accounts. Rather, the sales are valued at

net of trade dlSCOUI‘lt

. Other Inwme The revenue earned by an enterprise is uéually bifurcated into two paith operating
ed from the

. income and non-operating income. Operating income usually rcfers to income deriv

main-line operations of the business. Other income usually arises from activities incidental to
thc business. Schedule 2 lists the detalls of non-operatmg incomes of Tools Indla Ltd.
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Schedule 1: Sales .
: .  (Rs. in Millions)
Gross Sales o S 260
Less: Sales returns and allowances - . 1.75 o
Sales discount ' ' 1325 5
. Net Sales (inland) - 255
~ Machine Tools Group - 83
. Watch Group 87
Tractor Group 60
Lamp Group _ 13 -
. Dairy Machinery Group 2 . ,\
o 245 |
Export:
. Machine Tools Group 6
© Watch Group 2
Others - .2 10 -
‘Total Net Sales 235
Sales Retums and Allowances: Sales records are prepared as and when goods are shjppc_d .
to customers. Goods which are not according to specifigations, damaged or defective may be
returned by the customers and refund. or ‘credit soug . o
Such refunds or allow-a:hccs are sepatatély accumul4ted for the purpose of control by management.
“At the time of preparation of profit and loss ﬁ% such allowances are set offl against the.
- gross sales and net sales taken as.operating revercarned. Many companies- may not disclose -
this information in published accounts. & ' ' -
Sales Discount is a reduction fr e price granted for prompt paymént of| the invoice
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Schedule 2: Other Income - -
- . o (Rs. in Millions)
Interest-Banks : ' ' ' ' 0.50

. Interest-Staff and Offices . 120
Export incentives : : . 1.80
. Sales agency commission ' ' - 0.50
-Profit on sales of assets ' o . 0.30
Dividend on trade investments : ' ' 020
Other Miscellaneous income = * o 050

Total o . ' 5.0_0

5.8 COST OF GOODS SOLD

Cost of goods sold is very complex in case of a multi-product; multi- division company where you
have large amounts of semi-finished goods. But in case of a trader, who deals in commodities

and where each unit bought could be identified with each unit sold, it is very simple. We -

confront two major problems in this regard. First is with respect to changes in the price per
unit of purchases. At what price should we identify the cost of goods sold? Second, how do we
evaluate cost of semi- finished goods? S : - : :

Cost of goods sold in summary presented in our example could be understood more clearly
from Schedule 3. - .

Schedule 3: Cost of Goods'Sgld

(Rs. in Millionis)

- Inventory on January 1, 19x 1~ - S 81
Add: Purchases '
’ Freight in ' - 10 :
Other direct material costs ' S5 o135
" Total goods available s o ' 216
Less: Raw material and semi-finished - ‘
inventory on December 3 1 S : _ 71
Goods available for sale = S L 145
Less: Finished goods inventory on . '
December 31, 19x1 a ! _ 15
Cost of goods sold : : . 130
Activity 2 _
Relate items in Column A to all items in Column B.
A . B
1 Gross Sales ’ _ 1 Non-cash expense of the period
2 Sales returns and allowances ' . 2 Total invoice value of goods soid during -
o : ~ the period . -
3 Depreciation . -3 Reduction from invoice price
4 Discounts 4 2/5, N/30 '
Co : ' : 5 Given effect when goods are returned by
customers )

k]

6 Adjustments to recorded sales.

' 5.9 METHODS OF INVENTORY VALUATION

The 6nly' thing certain with respect to prices normally is that théy are not certain. This makes it
necessary to evolve a strategy for charging the cost of materials sold. Two of the most commonly
used systems are the “first in, firse out’ {FIFO) which assumes that the sales are made in the
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order in whnch they are purchased and ‘last ln’ ﬂrst out’ (LIFO) whlch assumes +hat goods
wlnch are bought last are sold first, _

- This could be illustrated with a simple example.

. No. of units Cost per unit Amoudt
January 1 _Inventory - - : 500 3 1,500 _
January 5 Purchase 1,000. 4 4,000
-, Jamary 10 Purchase .- 2,000 -5 10,0
January 15 _ Purchase 1,000 6 - 6,000
January 20 Purchase - 3,000 4 12,
January 25 - Purchase 2,000 -7 14,000
Total - - 9500 47,500
: e _ Units .
January 11~ Sales = L0000
. January 14 Sales _ 500 0 . :
January 16 Sales : 1,000
January 21 Sales - 2,000 :
- January 30 Sales l,SOQ : 0
| Total 6000 : o

if we value the cost of sales on the basis 0?0 we have the following situation:

. " Table 3 Cost'o%ss d and inventory under FIFO
Date Quantity sold uantity Break-ip ~ Rate . Amount  Total Amount
January 11 1,000 % 500 o x3 15000 |
| o 500 x4 . 2,000 3,500
" January 14 500 500 x4 2,000 2,000
January 16 1,000 1,000 X5 5,000 5,000
. January 21 2000 1,000 x5 5000
' ' - 1,000 x6 - 6000 11,000
. January 30 1500 1,500 x4 6000 600D
 Total Sales . 6000 . 27,500
Inventory 3,500 1,500 x4 6,000 _
' 2,000, x7 14000, 20,000
Total 9,500 47,500

_Thus. cost of goods sold and inventory under FIFO are:

If we follow LIFO the picture w:\{be as follows (Table 4):
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Cost of gocds sold 27,-500.
N - Inventory 20,000 -
Total

47,500 -
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Table 4: Cost of goods sold and inventory under LIFO

~ Date Quantity sold ~ Quantity ~ Rate - Amount Total Amount
January 11 1,000 1000 - xS 5,000 5000
Januvary-14 500 306 X5 2,500 - 2,500
January 16 L6 - 1,000 x6 . 6,000 6,000
January 21 12,000 ' 2,000 x4 8,000 8,000
January_3_0 1,500 © 1,500 x7 16,500 10,500
Total Sales 6,000 o . _ 32,000
Tnventory 3,500 - s000  x3 1,500
1,000 x4 4,000
500 x5 2,500
1,000 x4 4000 |
500 x7 3,500 15,500
Total 9,500 SR ' 47,500

Thus, cost of goods sold and inventory under LIFO are:

: ' : Rs.
Cost of goods sold 32,000

. Inventory I ,500 -
Total S >00

From the example above we find that the FIFf goods sold, which is based on prices of
inventory procured erliest prior to sales would aniefit {o Rs. 27,500, And the closing inventory
of 3,500 units will be valued at Rs. 20,0 ich is based on the most current purchase prices.
The LIFO cost of goods sold,which ishased §n the most recent prices of the inventory purchased,
is Rs. 32,000. Closing inventory, the prices of earlier purchases, is valued at Rs. 15,500.
In both cases inventoty plus cost olNgpods sold amount to the same, that is, Rs. 47,500 since it

is based on actual historicanly. . _ .
Here again, over ‘the entire Iof the entity there will be no difference, irrespective of the

method used in valuing the cost of goods sold. There will also be ne difference if the entire
inventory is sold. The differences again reflect one of the effects of accounting periods on
income measurement. Lo '

5.10 GROSS PROFIT

Gross profit obtained by. subtracting the cost of goods sold has great managerial significanice.
* Cost of goods sold usuaily refiects the direct input costs which, to 2 great extent, are variable with -
the volume of operations. In other words, per unit cost of goods sold holds a fixed relationship. .
The gross profit margin should be sufficient to cover opesating expenses.

Operating Expenses

All those expenses which are necessary to rur the business enterprise but which are not directly
associated with the company’s output or production or trading are usually termed as operating
expenses. Usually these expenses include all items of cost concerned with providing administrative
and general support to business operations. It is the usual practice to.segregate these Costs as
falling under two broad groups: selling and distributions and general administrative expenses.
The latter also covers personnel expenses including staff and workmen's compensation and other
benefits. In case of Tools India Ltd., details of the expenses OnR account of personnel are given
in Schedule 4.

.89




Construction and Annlysi.s of Profit and Loss Account

Schedule 4 Pers?nnel Expgnses * s. in Millions)

Salaries, Wages and Bonus o 3781
House rent allowance o _ - . ] 219
Gratuity . - o _ . - 075
Contribution to Provident Fund : . 275
Contribution to Employees State Insurance (ESI) ' ' 0.50

‘Workmen and Staff Welfare expenses . C _ 5.00
Total S ' ' 49.00
Depreciation

Depreciation, as explaine’d.'carlief, is the expiration of costs on fixed assets. It is usual practice

to classify the depreciation expense for different groups of assets. In case of Tools India Ltd, ~ " SR

Schedule 5 gives the break up of depreciation for different groups of assets. -

Schedule S.: Depreciation

Fixed Assets A T 9.84

Tools and Instrumenis - . PRI R I 1117
Patterns, Jigs and Fixtures : ' _ - ' - 114
Total 3 N o S| nw
‘Other Expenses: _

‘Other-expcnses" give detailed break up of most of the majoNitepis of operating expenscs othier
than personnel, depreciation and financing costs. of Tools India Ltd., the de ails are -
provided in Schedule 6. ' ' o

o Schedule 6: %xpenses | " (Rs. in Millions) . -
" Power and Fuel - _ - o 3.10
Remt . S | eso
Rates and- Tazes Y ' : S I 0.40
Insurance - . : @ o : _ ' 050
. Water and Electricity o " a : ' 0.60
Repairs to buildings . S _ : 0.20
Repairs to machinery ' . _ _ - 0.80
Printing and Stationery _ S ' | 090
Advertisement and Publicity -~ .. S : _ : 240
Training . . - ' S 0.10
- Audit fees D ' : N : . - 0.05
Royalties s C ' o . . 0.85°
Sole Selling and other Agents; Commission. . I : 470
Directors’ Fees ' ' 200
"Provision for bad. debts and advances - \ ' o 0.20 ..
Loss on assets sold or discarded - - 130
_Provision for warranty repairs 3 : > 1.00
Miscellaneous expenses : ' ' 840
Total o - N | 2800
- 5,11 OPERATING PROFIT =~

Operating profit, the figure obtained after -depreciation, personnel, and other expenses are
~ subtracted from gross profit, is the net result obtained from the operations. This amount is
. -earned by the company irrespective of the method of financing, the only other expense to be
met being interest expense. This is a measure of operational efficiency of the compary, and is
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usually referred to as OPBIT (Operating Profit Before Interest And Taﬁeé) or EBIT (Earnings
Before Interest And Taxes). . . SR _ :

Interest Expense

‘Interest expense’ arises out of management’s decision to finance part of the expenses from
borrowed funds. The level of interest expense: represents the amount of risk the company is
 carrying in terms of fixed commitments, irrespective of the volume of operations and profit.
Schedule 7 shows the different items of interest commitments of Tools India Ltd.

Schedule 7: Interest
: (Rs. in Millions})

Debentures . ) : . . .58

‘Fixed Deposits : ' : 1.50
Loans from Government S 5.00
Term loans from Banks/Financial Institutions - - 042
Cash Packaging credit from banks _ . 3.50
Others R _ ' . 1.00
- Total C ' . 12.00

- Net Profit Before Tax _ . _
Net profit before tax is surplus after meeting all expenses including interest. This is the profit

available to the company as a resuit of both operating aniNfinancing performance. This profit '

is usually referred to as PBT (Profit Be__fore Tax) or EBE (Edrnings Before Tax).

Income Taxes - : Q . _
The profit before tax detenmines the leve f tax . As per the tax laws the amount of tax

payable is not determined on the basis of .d net profit. In most cases accounting profit
arrived at has to be reclassified and gggom ted for determining the tax liability. Further, the
tax liability, though certain, is det only after the tax assessment is completed. This is
., the reasen why tax- liability is alwayS\grovided for as a provision, implying that this liability is
based on an estimate. Whe ount is actually determined later on, it is set off against this
provision. ' ' :

5.12 NET PROFIT

This is the amount uitimately available to the company for appropriation. That is, this amount '
could be either distributed as dividends to shareholders (owners) or retained in the business as
retained earnings, thereby increasing the owner's investment or equity in the business. This is
variously referred to as PAT (Profit After Tax) or EAT (Earnings After Tax). After subtracting
" dividends declared, any surplus remaining is added to retained edrnings, that is, Reserves and '
Surpius. : —

Activity 3 - _ :
Classify each item listed in Column A undet appropriate classification in item B, assuming that
the information relates to a small manufacturing firm. : o

A : B
1 Raw material consumed S i) Operating revenue .
2 Interest received ii} Non-operating revenue
3 Dividends received : i) Cost of goods sold
4 Wages paid to workers _ _ iv) Selling and distribution expenses’
5 Carriage on goods sold _ v) -Administrative expenses '
6 Carriage on goods purchase vi) None of the above

1
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~1

Salary of clericaj staff
8 Rent for office
9 Power and fuel
10 Selling agents’ Coml’meiOn :
11 Advertising '
12 Audijtors’ fees
13 Sales tax
14 Municipal rates on office premises
15 Profit on sa= of machinery
16 Bonus paid to workers
17 Sales discount '
18 Purchase returns and allowances
19 Dividends paid
20 Interest expense on loans.

5.13 SUMMARY

In this unit we have developed and examined the profit and loss account. This aceount]

shows

- the net profit or earnings generated by the company. Thus, th.lS -measures the management’s

' abllut} to generate income from assets.

The profit and loss account summarises the revenues and expenses of 4an-accounting peri 3d. As
- a result of this summary it shows the net profit or net loss exfgrienced by the company during:
the period. The reader of thlb account is prowded with thexpast 8pst structure and profitability,

“ sheet with the profit and loss account.

The net proflt after payment of dividends shows the a@re ed and hence links the halance

5,14 KEY WORDS 5 Ys | |
Revenue; _-Aesets‘reoejved t‘rem the sal%s I services fo customers. Also includes income

ally classified as non-operating revenue. Reveriues. . -

generated from assets and investments

increase owners’ equity _ o _ .
Expense: Any reduciion in owners ty (tetal assets minus rotdl liabilities) not resulting from -

distribution 1o owners. Represents Cxpiration of costs, use or loss of an assei withouf
replaced by another asset. : Co :

being

" Realisation: Recognition of the revenue in accounting based on the assumption that increase

in owners’ gquity arises at the point of delivery or provision of goods or services.

-Accrwal: Income measured on the reahsatlon of revenue mdependemt of thc tlmmg of cash

receipt and payment. .

Profii: Revenue minus expenses for a gwen chountmg permd Negatlve profit (meome) is

'known as Ioss

Profit and Loss Account: The final summary of all revenues game, expenees and losses during

an accountmg period. Shows the net profit or [oss for the perlod

Depreciation: The amortisation Iepresentmg allocation of cost expiration of tanglble flxed
over their useful life. : '

; Cast The amount paid or to be paid for acquisition of goods or services.

assets

Matehmg. Income measurement based on comparison of expenses and revenues of a period.

515 SELF-ASSESSMENT QUESTIONS/EXERCISES

1 Explain the following:
‘Realisation Concept
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_ Undlr.ltnndln.g Financial Statements

Accounting Period Concept. .
. Matching Concept

2 .When should revenue be recogmsed'?

3 What are bad debts? In what way do we deal with the problem of po‘smble bad debts i in

. accounting?

* 4 What is depreciation and what is the rationale behind makmg a pr0v1510r1 for deprcaatlon

in the process of matching incomes and expenses? .
5 Differentiate between:, - '

a) Straight Line method and Written Down Value method of prov1dmg depreciation;

b) Operating Profit and Net Profit;
¢) FIFO and LIFO methods of Inventory valuation.

6 Following is the summarised Profit and Loss Account of Shyam Enterprise for Five
consecutive periods. Complete the same by supplying missing information.

. o . o
s mEd
Cast of goods sotd ’ . . r_aﬁ_ : DJ
GEQ(S Profit : ' :I A I
. ]

i

[0 ]

=

I_. ;“] r_w‘ntwml

F 2500 | f"l.{mj

ECH R

Administrative expenses
Selling and Distribution éxpenkes

Opr:re.nting Profit

ST i-.

ERNET

Other incomes .. _ . ]i] E_J '
 Net Profit before tax _ ) _l . 300 ] -

! ] mm 1
w ] [ ] MR-(;JJ

o) [
1 ]

-Cuorporute Income Tax ' ' l__.?UUI ] : L_ } | '
Proftt after tax ) L . [: _i‘ L-'ISH' _}

o] o]

7 Following information relates to Ramsons operations for a period ending December 31,"
19x0, the first year of operations. From this information complete the accompanying Profit

and Loss Account and Balance Sheet.

Revenues and expenses of the period are as follows:

Dcpréciation expense
Purchases (raw material)

Purchase discount

Sales
Rent
Insurance
Returns inwards and allowances
Sales discount -
Interest expenses =~
Miscéllaneous expenses _
Interest on deposits received

.93

Rs.
5,000
50,000
25,000
5,000
1,00,000
3,000
2,000
2,000
1,000
2,000
5,000
2,000



Construction and Analysis of Profit and Loss"Account

Balance shown by asset-and liability accounts on 31 Decé;nber_ 19x0 is as follows:

Cash o . | 15,000
Deposits with bank ' ' ' 20,000
Inventory of raw material S IR 10,000
Land e e 10,000
Buildings and equipments : : 90,000
Advance tax paid 5,000
Tax payable R o ' ?
Accounts receivable 20,000
Accounts payable 19,500
Capital : 75,000
Long terim loan 50,000
?

Retained earning
RAMSONS
_ Profit and Loss Account.
For the Year ending 31 December 19x0
" Rs. o _ : Rs.

Inventory consumed . Sales
Wages L - Less: Returns and
' Gross Profit Allowances

Depreciation cxpense. ~ Gross Profit .
Rent S PurchaseNdiscapni
Sales discount _ . i
Insurance o } C .
Interest éxpenses. . L : :

S _E:perating Profit

. Interest on deposit
@: Net Profit before tax
RAMSON.S
Batance Sheeti

Miscellancous expenses
Operating Profit
As on 31 December 19x0. _
Rs. ~ ' Rs!

Net Profit before tax o

Income Tax @ S0%
Profit retained

e

Assests
‘Curreni Assets
Cash
Deposit with bank
" Accounts receivable
Inventory
Advance tax paid
Total current assets

" Fixed Assets
Land
Buildings & equipment
- Less : Accumuliated
depreciation.

Liabilities and Capital

Current Liabilities
Accounts payable

Tax payable

Total cusrent liabilities

Lohg—Ter_m Loan
{apital _
‘Retained earnings

9.
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8 The followmg are the balances taken on 315t December, 19x7 frorn the books of account
of Western Plastics Limited: - . .

. : . Rs,
Preference share capital - " . L _ 1,00,000
- Qrdinary share capital o . S 90,000
- Investments at cost (a) quoted - P 32,000 '
(b) unquoted T 75,506
Freehold land and buildings at cost = . 81,000
“Plant and machinery at cost p . 198,500
Share premium account . ' : 50,000
- 9% Debentures (secured on property) o : : © 40,000
Provisions for depreciation to 31 Dec. 19x 6 o .
Freehold land and buildings =~ - o - 7,600
Plant and machinery oo , 33,800
General reserve - ' , _ 16,500
Bank overdraft o A - 13,080
Creditors - : S S 18,830
.Sales turnover " o _ _ _ - 4,10,760 .
Cost of goods sold 2984607 g
Debtors T 30,720 S
Retained earnings ' ' : 27,4000
Income from quoted investments - a - - 1,560
Income from unquoted investments . L 0 o 4220
Administration expenses . K s 6,200
Legal expenses S O ' : 340
Bank interest _ ' - : S o 1,100
Establishment expenses ' ' . _ 4,230
Directors emoluments . o o © 6,520
Debenture interest ' o . 3,600
Preference dividend s ' - 5,000
Ordinary dividend - interim ' : 4,500
‘Merchandise Inventory at 31 19x7 . 60,080

813750 813,750

In addition, the following 1nformat|0n 1s avallable

a) The authorised share capital is :
20,000 10% Preference shares of Rs. 10 each,
24,000 Ordinary shares of Rs. 10 each

b) All the issued ordinary shdres are fully paid

¢) Depreciation to be provided for 19x7 as follows
Property : . 2% on cosi
Plant, ete. =~ 10% on cost

d) Provide for the preference dividend due.

e) A final dividend of 10% on the ordinary shares is proposed 5
- f) Ignore taxation. ' .

With the help « of the above information:

i) Prepare an income statement for the year ended 3lst Deccmber 19x7 and a Balance Sheet
as at that date. '

ii) Comment on the salient features of the fi nancial statements you have preparcd in so far as
they prowcle meanmgful information for users’ needs. . .

!
i
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Account

i), Identify the main information objectives of shareholders and assess the exten
‘these objectives are satisfied by thc ﬁnan-:lal accounts you have prcpared

© Answers to Activities

1.1 Revenues and expenses,

© 2 Revenue.
3 Expenscs to revcnucs

-4 Expired costs or expenses
5 Accrues. - | '

-6 Decrease.

=7 Revenue, accounting

_2.(1) Al-B2 (2) A2 - BS, B6 (3) A3 - B (4) Ad - B3, B4

t to which

3 1 (i) 2. (11) 3. (ii) 4. -(iii) 5. (lv) 6. (i) 7. (v) 8. (v) 9. (111) 10. (iv) 11. (N)
120 (v) 13, (vi) 14..(v) 15, (i) 16. (iii) 17. (1v) 18 (111) 19. (v1) 20 (v)

‘Anwers (o Self-assessment Questmnstxerclses

...96 . . ..

; ___T-Solutlon.
RAMSONS :
] Pmﬁt And Loss. Acco
For the Year. emled 31 De 19x0
CRs Rs. L O Rs. Rs.
Purchases 50,000 - - Sales 1,00,000 .
Less In'ventory 10,000* . : : Returns and allowance 2,000
Inventory consumed 40, 000 les dlscount ’ - 1,500] 96 500
"- Less: purchase disconnt __1.000 % ' L -
. Wages 2%00 .
‘Gross Profit 32,500 .
96,500 96,500 _
Depreciation expcr_ls'ef 5,000 G_roés Profit 32,500
- Rent ) 3,000 ' -
- Sales Discount 2,000
Insurance 2,000
Interest expense 2,000
Miscellaneous expense 5,000
Operating Profit ,18,500_
§ 32,300 32,500
Net Profit before tax 20,500 Operating Profit - 18,500
: : " . - Interest on deposit - 2,000
| 20,5 B 20,500
“Income Tax @50% - 10,250 - Net Profit before tax 20,500
. ‘Profit Retained 10,250 ce .
o 20,500 - 20,5
" "Invcntory' figure has been_ obté‘iﬁed 'fr_c.:mZ thc balances: shov_vn under asset and liability accounts. |




Undersfqndin; ‘Financial Statements

RAMSONS

Balance Sheet
As on 31 Deoemher, 19x0
‘Assets . ' Liabilities and Capital
Current Assets Rs, Current Liabilities Rs.
Cash . 15,000  Accounts payable 19,500
Deposit with bank 20,000 Taxes payable o 10,250
Accounts receivable . 20,000
Inventory : 10,000 Total current liabilities . 28,250
Advance tax paid _ 5,000 Long Term Loan 50,000
Total current assets 70,000 Capital 75,000
: ~ Retained earnings - 10,250
Fixed Assets _ - '
Land 10,000~
Buildings and equipment 90,000 o
- Less: . .

Accumulated depreciation 5,000 85,000 _ _

1,65,000 ' ) 1,65,000
8 Gross ProfitRs. 152300 . Balance ShedhJotal Rs. 4,14,930

Operating Profit Rs. 74,400 : .

Net Profit Rs. 45,120 | O

516 FURTHER READINGS ? | | P
: Bhattachaxya, SK and John @ den, 1984,  Accounting for Ma.nagement TE%’;JanJ_ﬁbmes

(2nd Ed.) Vani : New Delhi, %s 4, 8, 9, & 10.) i

Glautier M.W.E., UndepOn B. and A.C. Clark, 1979, Basic Accounting Practice, ‘ Amold
Hieneman: New Dethi: ers 2-4) 'a

ngoram N.L. and AR amanathan 1986. Managemeni Accountmg, _SuHan Chand New_
Delhi. (Chapters 3-5) : j

Meigs, W.B. and Robert E. Mezgs, 1987. Accouﬂtmg The Basss For Business Decss:ons (7th
Ed.), McGraw-Hill: New York. (Chapiers 3 and 4.) —
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" Construction and Analysis of Fund Flow Statement

UNIT 6 CONSTRUCTION AND ANALYSIS

OF FUNDFLOW STATEMENT

ijes:ﬂ"ves

- After you have studlf:d this umt Vou should be ab[e to: : :
« understand the idea of funds flowing through a. busmess ina dynamlc snuatlon
o appreciate the role of working capital-in the operations of a business

"« understand the sources and uses of working capital during an accountmg pcrloJ from the

financial statements

» undersiand and interpret changes i in working capltal 1dcntifymg the causes- of these changcs

¢ use the fund ﬂow statement as an- analytlcal tool.
Stmcmre

6.1 Introduction _ ' o

6.2 Working Capital and 1ts Need = .
63 Determining Working Capital Requlrcments
6.4 Sources of Funds : .
6.5 Uses (Applications) of Funds- _
6.6 Factors Affecting Fund Requirements . -
6.7 Analysing Changes in Working Capital

68 Fund Flow Statement : ' L
69 Summary T 0
6.10 KeyWords - o

6.11 Self assessment Questions/Exercises - o
6.12 Further Readings . o o

6.1 INTRODUCTION v

.Dcpcndmg on the users’ pur pose ‘funds’_ may be used differently. Literally, it means
In This

a supply that can be drawn u is sense it is used to mean ca_sh,-t_otal'cilrr;:l:tasscts or
working capital. We use it \%the sense of working capital meaning: total curry :

less curvent dabilities.

Funds flow is used to refer to changes in or movement of current assets and current
This movement is of vital unportance in under@tandmg and managmg the opera
business. - .

We have seen in the ﬁnit'dca[ing_'with balance shect that eve'ry mateial transactio

the position statement (or Balance Sheet). This in other words implies a dynamig

involving contintous movement of resources into the business within the business ;

nt assets

liabilities.
tions -of a

n changes
situation
nd out of

~ the business. The complexity of these flows increases with the increasing size and volume of
business, D;rea,{iv or indirectly, ail these flows: take place in business through the medium of

funds, Let 0s see how,

6.2 WORKING CA}PITAL AND. TS NEED

Ve have earlier defined working cap1tal as total current. assets Ices current Ilabllltles This,

in other words, means all the assets held by the businéss with the objective of ¢

onversion . .

into cash (including cash) during an operating cycle of the business. Of these assets, a part
is financed by shori-terme credits which are to be met during the operating cycle representing:
custent liabilities. Thus current assets less current hiabilities or working capital implies amount

of resources invested in current assets from sources of finance other than current liabi
net amoeunt is alsg the amount available for use in the business m the form of fund.
the following example
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Understanding Finaneial Statements

‘Ramsons’ is a small retail outlet dealing it domestic appliances and entertainment electronics
equipment, owned by Ram. The investment in the showroom, display couniers, cash register,
furniture, fixtures and so on is Rs, 6,00,0600. Ram dec1des to use strzught line dcpa eciation at
the rate of 10 per cent per annum.

Ramson’s estimated sales is' Rs. :1,50,000 per month 50,000 cash sales and Rs 10{} 000 on
credit to be collected in four equal monthiy instalments. All sales are made at 25 per cent
margin on selling price. : -

Supply and sales constraints Wwould warrant carrying three months sales requirement ins the form
of inventory. Similariy, month’s c’ash expense requirem'ents have to be held in cash balance.

Initial inventory is to be brought for cash and repiemshment purchascs will receive a month’s
_ credit from the suppliers.

Average monthly cash requirement for mcetmg operatmg expenses. other than payment for
purchases amount Rs.26, 000 Ram needs to withdraw .Rs.4,000 per month for his persomal
needs.

T How much working cépital will Rarasons require'to start operations?

2 Will he need additional working capital during the first four months? Or will he have
surplus working capital during the first four months?

“You can instinctively answer these questlons by saying that Ramsons needs workmg capital
to pay for inventory, for expenses and for keeping a safe %gsh balance.You can also say that
.Ramsons will receive funds from operations to meet so@hese requirements. To be mere
specific, how much money does he require ? This couldNg#flone by working out a schedule
of ¢ash receipts and cash payments on a mont ‘ is. 1t is afso possible for us to prepare
proforma ‘monthly profit and loss account and ba eet. You can also notice that we have
chosen the first four months consciously singg it conPletes one operating cycle of the business.
gle 0

RAMSONS jache f (,ash Payments .~

Month ~ Explanation Amount Rs, < © Total Rs.
January Operatin ' 26,000
o Withdrawa : - 4000 30,600
February January purchases 1,12,500 S
Operating expenses : . 26,000
Withdrawals ' 4,000 142,500
March . February purchases : ~ 0 1,12,500
Operating expenses 26,000
_ Withdrawals ' “4,000 142,500
April . March purchases o 1,12,500
' Operating expenses : 26,000
. Withdrawals _ - 4,000 : - 1,42,500
RAMSONS: Schedule of Cash Receipts v
Month Explanation S ~ Amount iXs. ' Total Bs.
January Cash sales ST 50,000 '
Credit sales of the month- _ : : _
. st instalment L _ 25,000 o 73,000
February Cash sales o . _.
: Credit sales of the month 30,060
first instajiment 25,000 . _ _
January sales-second instalment - 25,000 ' 1,460,000

.99



'March Cash sales.

Construetion and Anjaiysis of Fund Flow Statement -

Credit sales of the month-

capital of Ramsons on January 1, 19x( is as follows: (‘\

owner’s capital. Worki

first instalment 25,000
- January sales-third instalment 25,000 _ '
~ February sales-second instalment 25,000 .. 1.25,?_00 '
April . Cash sales o - 50,000
: Credit sales of the month- -
.. first instalment 25,000
.. January sales-fourth instalment 125,000
February sales-third-instalment: 25,000 o
March sales-second instalment 25,000 1,50,000 .
Opening balance sheet of Ramsons-will- be as follows: -
RAMSONS: Balance Sheet as of January 1, 19xi)
Assets . Rs Liabilities and Capifal Rs
~ Fixed Assets - 600,000 Capital 9,67,500
Inventory 3,37,500 _
Cash 30,000 .
' 9,67,500 - 9,67,500
. We have assumed that the entire asset requirements are ﬁnM ing

Current Assets : Inventory
Cash'

_ Total Current Assets
Less :Current Liabilities
Working Capital '

<&

. Nt

3,37,500

Q?. |

30,000

3,67.500
Nill

3,67,500

RAMSONS: Schedule of Cash Balances -

Opening Bala’ncé.
- Cash receipts

.. Total Cash available
Less: Cash -payments
Cash Balance -

January February
30,000 ;- 75,000
C75,0000 7 1,00,000
1,05,000 1,75,000
30,000 - - 142,500

75000 32,500

March April

32,500 15,000
125000 - 1,50,000
1,57,000 1,65,000
142500 142,500

15,000 - 22,500

' RAMSONS: Profit sind Loss Account for the Month-ending

31 January

© 30tk April.

.28 February 31 March
' Sales 1,50,000 1,560,000 . 1,50,000 1,50,000
"Less: Cost of Sales 1,12,500 1,12,500 1,12,500 1,12,500 .
Other ‘expenses 26,000 26,000 26,000 26,000 .
Depreciation 5000 143500 5000 143500 5000 143500 5000 1435
Nei Profit: ' 6,500 6,500 6,500

53
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A

Assets 31 January 28 February 31 March 30 April

_ - 19x0 19x0 - 19x0 19x0

Fixed Assets - C T 600000 600000 600000 600,000

Less ;: Depreciation . : ' 5,000 10,000 * 15,000 20,000

Net Fixed Assets ' 595000 590,000 585000  5,80,000

Inventory ' N 337500 337500 337500  3,37,500

Receivables 75000 125000 150,000 150,000

Cash : | . 75000 32,500 15,000 22,500

Total current Assets _ 4,87,500 . 495,000 502,500 ° 5,10,000
Tatal Assets . 1082500 1085000  10,87,500 10,9000 -

Liabilities and capital | o
. Capital 967500 967,500  9,67,500  9,67,500

" Add: Retained Earnings 2,500 5,000 7.500 10,000

Owner’s Bquity . 970,000 972500 975000  9,77,500

Accounts Payable - 1L,12,5000 - 1,12,500 1,12,500 1,12,500

10,82,500  10,85000 10,87,500  10,90,000

- RAMSONS: Schedule of Working Capsl : : . '

31 January 28 Febr 31 Maxch 30 April

_ - \ s ' 19:_(0 19x0 19 xb 19x 0

Current Assets 487500\ A95000 502500 510,000

Less: Current Liabilities _ 1, 1,12,500 1,12,500 1,12,500

' : 375000 382500 390000 397,500

o | ' Funds 'gm Operations | ‘ '

Net Profit - @ 6500 6500 6500 6,500
Add: Depreciation 5,000 5,000 5,000 5,000

Understanding Financial _St.ntements

" RAMSONS: Balance Sheet as at _ihe endof -

T_otél funds generated

from operations - 1,500 1,500 11500 11,500

| Initial Investment (Ca?iml)

' Now with the example of Ramsons at hand, it is not difficult for us to understand that Ramsons -

~ have invested the ‘money to make money’. Where has Ramsons invested the money? Tt is easy

to answer this question because the balance sheet of the business tells us what all things Ramsons
has done with the money. Refer to the first balance sheet and you will find Ramsons has fixed
assets (show room and facilities), inventory (goods or merchandise) which he has purchased
for resale and some cash for meeting expenses and personal needs. This js how Ramsons have
invested the capital to start with. Let us first review these items and accounts receivable.

Cash
It is difficult to perceive cash kept in the vmﬂt as an investment. Rather, you' would be thinking

_that if we invest cash, then how can cash itseif be an investment? But you will. realise that'a

certain minimum amount of cash is necessary for any business. Take a _simp]é case: if you are
a tetailer, will you send away a customer who does not have exact change? However, you can

* entertain him only if you keep change. That is your investment in cash! Similarly, you will have

-
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to pay your employees and suppliers at a specific time. In order to do that you need cash. Thus.
investment in cash is that amount which is required to be kept on hand to meet day to—day _

requirements of cash, This amount is determined after taking into account the regulalilty and

amounts of inflows of cash, the amount and frequency of outflows, as also the uncertainties -

related to these. Obviously, as your business grows the need for cash afso wili grow.

Receivables ' . ) _ ‘

In most situations it will be necessary to grant credit to customers. This may be neccssarL gither
hecause of competition or because of the custom of trade. - However, when we grant C]tedlt to
customers it implies that we have to finance the cost of materials for the duration of such credit.
In other words, you are {inancing your customers’ business to the extent of the credit granted.
Whenever the business is expanding, the volume of receivables also-will expand. please note that
the need for financing receivables is not to the full extent of the accounts rcccwables‘(sales)

You are actually financing only to thc extent of cost of-goads sold out of the recewable.T (sales)

in qucstlon

Inventory, Supphes and Prepzid Expenses

You can well appreciate the need for e:drrymg inventory. In order to caity on opl:ratlons
unhindéred we need to have sufficient amount of merchandise on hand. The quantum we have
to keep in store will be determined by the availability and regularity of supply lead time for
delivery and so on. All the same we should carry some inventory in any case. Similar is the
case with non-merchandise inventory such as office and faCbry supplics. We have to carry a
minimum stock of these to ensure smooth operations, e al§o know that there are several
expenses which aie to be paid before we actually usgthe s es, such as ent, insurance and
so o1 In other words we invest our money in the ﬁ s of assets in order to ensure/smooth
operations. : . ‘

6.3 DETERMINING WORKI

AE!TAL REQUIREMENTS O
7

Undcrstanding the existing capi * : d how thesc are financed will heip us in undcr tanding
the process of financing of busin @ d the flow of funds within the business. The first
we have fo answer is how much Wérking capital is needed (o start the operation. We could

determine the amouni of capital required and compare the same with existing capltljl to see:

whether it is sufficient and whether there is aiy excess available for future use. Please note that

we are noi applying precise techmques of ¢ash management or hquuﬂ:ty plannmg smc)r: that is’

beyond the scope of this wnit.

We know from Ramsons that cperating requirements of the business requires-one month’s cash
expenses other than payment for creditors to be kept in cash. That is 2 minimum of Rs{ 30 000 -

cash on hand is required by Ramsons (mcludmg Rs. 4, 000 for his withdrawal).’ ‘

Ramsons have to keep three months sales in inventory. This means that during the ﬁrﬂi month

" he starts with three month’ s sales in the form of inventory. We know that the sales per month

is Rs: 1,56,000 sold at a mark up of 25 per cent on sales, Therefore, inventory rf-qmred ta be
maintained is i.hree times of 75 per cent of safes.

That s, 1,50,000 x 775 x 3 = Rs. 3,37,500 _ |

Similarly, we know from the information available that every nionth one-third of the sales are
made on cash and two- thirds on credit to be collected in four instaiments. This means, cash
collection during the month will be cash sales plus one-fourth of credit sales of the period and
one-fourth of three previcus months’ credit sales. Similarly, in the first month we will be really
making one half of the sales for cash and the other half on credit- In our example: ‘
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Total Sales Rs. 1,50,000

Cash Sales - Rs. 50,000
Credit Sales Rs. '1,00,000 - o
First instalment in Cash - . Rs. 25,000
Total Cash Collection - Rs. 75,000 -

* Credit period of the sales will be as follows: _
' First month sales on credit less first instalment Rs. 75,000.
This means: ' ' '
“Rs. 75,000 credit for one month -
Rs. 50,000 credit for one month .
~ Rs. 25,000 credit for one month -

This is equivalent to Rs. 75,000 sales rh.adé"-..fqr two months’ credit. In terms of workiﬁg capital
requirement, we require one month’s financing of the cost of sales with respect to Rs. 1,50,000
sales. That is Rs. 1,12,500 is needed for financing this amount. - :

Thus, we couid summarise Ramson’s need for funds for financing current asset to start oper'atio'ns,
as follows: o I s .

_ : ' - - Rs,
- 3 months’ inventory - :3,37,500
- One month’s expenses as cash = - . 30,000
Dﬁrin_g the first month Ramsons will sell one- @ the inventory -genérating Rs. 75,000 m .
cash and the other half of Rs. 75,000 to be coll®gdin three instalments. Thus we need some

additional funds to finance our granting &2digjo the customers.

Similarly, we would need to répl‘en' e inkentory and make payments for expenses. We shall
examine these with the help of ¢ sheet and profit and loss account of Ramsons for
the first four months, : ' ' :

" 64 SOURCES OF FU@ - | —

We have seen that working capital is required to finance that portion. of current assets which
is not financed by current liabilities. We also saw that the investments represented by current
assets are converted into cash during the operating cycle. This implies that our need for {inancing
is for one such cycle. Under normal circumstances every unit of investment in working capital
is converted inio cash at the end of the cycie at an added value, to the exient of profits.

When we are looking at the possible sources of working capitﬁl the most important source is
this ‘internal generation’. The very idea of internal sources implies, that there is something
‘external’. :
- Activity 1 .

Please put down what these ‘internal’ and ‘external’ sources are:
Internal Sources

~ When we are looking for sources of funds it is but natural to start searching at home. What
do we have? While examining the need for working capital we could also make’an assessment
as to whether the existing working capital is sufficient or not. Thus, the first-internal source is -
any excess working capital that we might be having. - )

Ifjwe have any non-current assets of which do not have anyuse they could be disposed off, ther.eby.
generating additional working capital. Please note that this.is not a regular and continuing
source of funds. : '
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We have seen earher that every profitable sale bnngs with. 1t funds in excess of. what was
expended on the goods sold. In other\words, profits generated by the business contribute
towards additional ‘working capital. But you may aliso notice that whenever we measure profits,
we match the revenue against all expenses relating to the revenue, whether it invoives use of
" funds in the current period or not. Thus the, profits measured do not reflect the actual amount
of funds available. In order to assess the actual funds generated from current operations we
should add back to the profits all those items of expenses not involving use of funds dunng the

current period. One major example of such an item is deprecmtron :

Thus we could summarise. the 1mportant possrble sources of funds as:

1 Funds generated trom operations. That is, proﬁt plus deprecratlon and other amortrsatrons. -
2 Sale of non-current assets.
3 Any surplus working capital..
- Did you guess correctly? - |
-'-Funds from Operatlons ' o

Refer to Illustratron-l ‘The profit and loss account of TIL shows that operatrons have provided
. gross addition of Rs. 360 milion to funds during the perlod These funds represent the sale
proceeds of goods and services by the company. b

We also know what part of these funds is utilised for meeting the cost of. mputs such as materlal

personnel and other operating costs. Apart from thege we have also to meet the interest -
~commitments and costs expiration of the machine quipment. . However,. explratlon of -

- costs of machinery and equipment (depreciation 1s tem which does not require use of
funds in the current penod ' : : : : .

_ Summaﬂsew and Loss Account - . B
L For thpagar chded Decemeber 3L 190 ®s. in Milion)
Sales : . , e - C.o 350
Other income* ' - S : : < 10

. Cost of goods sold - _ R _ L 150
Gross Profit C R A _ L _ 210
. Operating expenses: _ ; S o
Personnel .. ' ra 6000 ||' _
‘Depreciation and Amortisation o 1190 . R :
Other expenses e c - 1310 L 85
 Operating Profit o - ' 128
Less:Interest expense: _ I o T
Net Profit before income taxes _ . ' S . 110
Less: Provision for. taxes - T _ - ' ' - 55
"~ Net Profit o o - : T
. Less: Dividends o : o o C 20
Net Profit Retained - . - e B 35

* Other i mcome includes Rs. 1 million profit on sale of furmture

' _ 'I'hus the funds provided from the operations are in fact the revenues earned from operatrons
- (as also non-operating incomes) less all immediate costs of goods sold requiring use of funds.
" In other words, it is net income or proﬁt after taxes plus all the non-cash expenses such as
'deprecmtlon and amortlsatlon '
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The funds flow statement would show funds from operations of TIL as follows:
(Rs. in Million)

Qperations _ . '
Net income i : 55.00
Add: Depreciation and Amortisation . , 11.90

. _ 66.90
Less: Profit on sale of furniture 1.00
Total funds provided from operations : _ 6590

External Sources

External sources of funds are resources raised from outside the organisation to augment funds
availability for any of the uses to be discussed later. Normally, there are only two ways of doing
this: '
1 by contributing or raising additional capital,
2 by increasing long-term borrowing.

]

Please note that short-term creditors are not included as source of funds since we have
already defined funds as "current assets less current liabilities”. Thus, working capital represents
Jong-term investment in current assets and hence short-term borrowing will not increase working
capital.

The sources of funds, as usually presented in the fund flowNgtatement, are enumerated
below: :

' Sources of Funds
Operations: '

Net Profit after taxes

Add: Depreciation

Other amortisations A 3....% ... e

Funds provided by operations N ™ e
New issue of share capital - e
New issue of debentures/bonds e
Additional long-term borrowing i e
Sale proceéds of fixed assats e
Sales of long-term investments e

6.5 USES (APPLICATIONS) OF FUNDS

. Need for additional Funds

A business would require additional capital for two purposes:

1 Financing additional fixed assets
2 Financing additional working capital.

1t should not be difficult to appreciate the necessity for having adequate fixed facilities with
which to conduct the business. The amount we have invested in the shop, furniture and fixtures
(refer to the example of Ramsons) has created the facilities for carrying on the business. It also
limits the. capacity. We cannot expand our business beyond a certain capacity which is limited
by the facilities created by fixed assets. In case of a manufacturing firm, it wil! be plant capacity,
in case of a transport undertaking it may be tonnage of trucks, ships or wagons; in case of show
business and airlines it may be seating capacity, and so on. Any increase in such capacity would
require additional investment. : S
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Thus, investment in fixed assets is réquired to expand capacity or to improve the current

operation. Usually, addition to investments are judged on the basis of its ability to reduce the

present costs or to increase the present output. . :
|

Additional working capital is required to finance increased holding of invenfory, increased
credit to customers and increased cash holding requirements. Obviously, current creditors
would fihance part of this requirement for working capital. .

If Ramsons invests in another shop or in expansion of the existing shop, they will require
additional funds for investment in fixed assets as also for increased level of currf:nt assets. You
will notice that whehever additional investment is to be made in non-current assefs, we have to
use the funds (working capital) available with us unless separate arrangement is|made for their
financing. Likewise, when non-current assets are sold they provide funds or restilt in sources of
funds, . ' '

We could summarise the usual applications of funds as follows:

1 Acquisition of new non-current assets (fixed assets)

2 Repayment of non-current debt (loans)

3 Payment of dividends _ : _ _

4 Increase in the balance of working capital (current assets - current liabifities

If the trading or business operations are unsuccess they may use funds rather than provide
funds. The uses of funds, as they are usually presented in%he fund flow statement, are enumerated

below: .
US@UNDS -

Dividends = ¥
Non-operating losses not pgssed Shrough P&L Ale ™ ..., [ .
Redemption of redeem @ cference share capital = .. ... .. ...,
Repayment of debenture8bonds : A P

Repayment of | ; : '
Purchase of fixed ' S e
Purchase of long-tertinvestment ' B P

Increase in working capital ol

6.6 FACTORS AFFECTING FUND REQUIREMENTS

From the discussions we had earlier, it is not difficult to come to the conclusion that several
factors affect the fund or net working capital requirements.

services may require jess working capital compared to a firm which carries on business of
merchandising. The merchandising firm ofcourse would require o cairy some inventory, give
credit and so on. However, a firm which manufactures products may requir}more working

Fund requirements vary with the nature and type of business. A firm that ?ovides_ agency

capital than a retailer. The manufacturing company will have to carry inventory frawlmat\erial,'
work-in-process and finished goods. ' '

Working capital requirements are directly influenced by sales volume. With jvéry growth' in
sales volume we need to carry larger inventory, increased number of customers or receivables as
also the operating expenses. It is possible that all the experises may not move up ﬂropo_rtionately.
However, we will have to finance some of these increases. it is also possible that the increase in
sales volume could be brought about by granting extended credits. In other wor’ds,'by investing
“more funds we increase the volume of sales: '
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Fund requirements for the business may be seasonal. For example in industries using agricultural
raw materials, it may be more advantageous to procure raw materials during harvest season. In
case of consumer retailing it may be necessary fo hold large inventories daring festive season.
Most of the fund requirements are restricted to a limited period, and if we provide it on a
permanent basis we may have idie funds during most part of the year.

Yet another important aspect which may condition fund requirement is the velocity of circulation
of current assets. In other words, the length of the operating cycle will influence the need for
funds. Shorter the duration of operating cycle faster is the conversion of money invested in
current assets into cash and hence lesser the need for net working capital.

Net working capital requirement is also influenced by the terms available from the suppliers. The
credit terms extended by the suppliers will determine the amount of additionai funds required.

A firm which carries a month's inventory and grants one month’s credit to customers, has to
fund the inventory cost of two months. If it could avail two months’ credit from the suppliers,
the need for holding inventory and funding receivables is nit .

In another sitvation, suppose the firm carries a balance of Rs. 10,000 of accounts payable,
payable in 30 days and an average accounts receivgble balance of Rs. 15,000, receivable in
45 days, the firm will have to keep a net working capyal for the difference of receipts from
customers and payments to creditors as follows:

. ' ' Rs.
Fund required to meet payable due within @s 10,060
Less: Funds received from customer. .
Received in 45 days, that is, Rs. 000 X 30/45 10,000
Fund required in the form of @ igpai net working capital Nil
Assuming the time takollection of receivables is 90 days the situation will be:

. : Rs.
Fund required to meet payables due within 30 days 10,000
Less: Funds received from customers -

Rs. 15,000 x 30/90 . 5,000
Fund required in the form of additional net working capital 5,000

We could summarise the discussion in respect of the need for working capital by saying that the
abitity of the firm 1o circulate the "cash— raw material inventory— work- in-process— fimshed
goods inventory— receivables— cash” is the most vital and important factor in determining the
amount of working capital. However, the exact amount needed ta be invested in all these will
be determined by the period and quantum of holding of each of these elements. This in turn is
also influenced by the factors we have discussed in this section.

6.7 ANALYSING CHANGES IN WORKING CAPITAL

in understanding the financial statements of a company, one of the firsi sieps involved is the
study of the changes in current financial position of the company and the reasons for the changes.
We make an attempt at studying these changes and their causes by using the data contained in
the summarised comparative balance sheet (Illustration 2) and profit and loss account of Tools
India Limited.
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TOOLS INDIA LIMITED ,l
" Balance Sheet as on December 31, 19x1 (Rs. in Million)
Assets - Decentber 31, 19x 1 December 31, 19x|1
Rs. Rs. . Rs. Rs. -
Current Assets
Cash - 19.05 - 1037
Accounts receivable (Sundry debtors) 32.25 2028
Loans and advances , 4258 - - 3382
. Other current assets 1720 _ 15.93
- Inventory . 120092 99.10 o _
Total Current Assets 232.00 ' - 180.00 |
Fixed Assetls _ ' o . :
Plant and equipment at cost 152.00 133.00
- Less : Depreciation . 71.00 81.00 - 60.00 -73.00
Furniture & fixture at cost ' 14.50 - 860
Less: Depreciation 200 . 12350 230 6.30
Investments ' ' 200 - :
Intangible Assets o -
 Technical assistance fees . 300 - 100
Less: Amortisation =~ : 0.50 250 0.30 0.70
' Total _ S 330006, . 0 260.00
- Liabilities and Capital - ' _ _
Current Liabilities - - _ . '
Acceptance ) 474 3.02
Sundry Creditors (Accounts payable) 2716 N - 1875
Advances against sales ) 2 - 20.28
Other liabilities - 8. o 795
Interest accrued but not due on loans 68 2.00 '
' : 70.00 5200
Provisions : : .
For taxation n 25.55 2045
Proposed dividend - 2.25 ' 2.25
For bonus o -. - 340 . ' o235
Other provision ' 380 - ' 295
_ 35.00 o 28.00
Total Current Liabilities & Provisions 105.00 80.00
Long Term Liabilities : .
Banks loans - - 4000 3214
10.5% Debentures - 2550 ' . 2550
Loans from Financial Institutions 2450 . 2236, )
_ . . _ 90.00 _ 80.00
Total Liabilities S _ © 195.00 ’ 160.00
Capital - o ' '
Authorised : 5,00,000 Shares S . _
of Rs. 100 each . 500 _50.06
Issued, Subscribed and Paid-up o _ S : :
3,73,100 Shares of Rs. 100 each : 3731 3731
Reserves and Surplus : 97.69 _ 62.69
Total - ] N
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'As we have studied at the begmnmg of thls unit, the net change in working capltal can be
computed easily by subtracting the net working, capital at the end of the year from the net
. worklng capntal at the bcglmmg of the year: :

\ |  TOOLSINDIALTD. - P
' ' Change in Workmg Capltal " (Rs. in Million)
\ - : : December 31, 19x 0 December 31, 19 x O
Current assets 180.00 232.00
Less: Current liabilities ‘8000 105.00
Working Capital o - 10000 127.06

~ Working capital on December 31, 19x 1 127.00
Workmg capital on Decembet 31, 19x0 100.00

Increase in Working Capltal 2700 _

The Rs. 27 million increase in worklng capital of TIL shows the composite changcs in the
operating assets. This does not tefl us much in terms of operations of the businiess. This change
could be the net result of changes in all the accounts covered by current items. May be there
has been qualitative changes resulting from the depletion of liquid items of current assets and
increase in non-liquid items such as inventory. In ordemfo answer. thesc qw*st:ons We try to
analyse the changes in'each of the working capiial ac@ o o '

Statement of changes in working capltal Q

A statement of changcs mn workmg capita s us 1n locating where thf-se changes fook placc )
In the first instance we try to show the % (decrease) in individual items and, then try

to classify them in terms of increa d dekrease in working capital. Since working capital is |
measured by subtracting current I@w from current assets, any increase in curreni assets

‘and any decrease in current liagilities Sgows an increase in working capital. Similarly, a decrease

in current assets and an inct Q‘g current hablllttes reptesent a decrease in workmg capltal

The statement of changes in working capital (Table 1) shows that the increases in currcnt assets
amounted to Rs. ‘52 million, a major part of the increase arising out of cash, receivables and
inventory. Decrease in working capital came about mostly from the increased accounts payable,
advances from customers and  taxes payable, Total amount of decrease in working capital
resulting from increase in current liabilities amounted to Rs. 25 million, thus, showmg a nct
increase.in workmg capltal of Rs. 27 mlllion - :

Table 1
TOOLS lNDlA LTD.

Statement ol' changes in Workmg Cap:tal for the year ending December 31 o : .
S - {Rs, in Mlllltm]

Decemnber 31 December 31 anrease Wurlung Capttal :

9x1 - -19%x0 (Decrease) Jncrease  Decrease

- Current Assets o _ e AR '

Cash - - 1905 ‘1087 818 . 818

_Accounts receivable - 332 $ 2028 0 1197 0 1197

" Looans and advances . 4258 . 3382 - 876 876 :
"~ Qther current assets . 17.20 15.93 27 - 12 oo

Inventory 12092 9900 2182 2182 -
Total SR 23200 - 180.00 . 5200




" NAccounts payable

3. Advances against sales’

7 Qther liabilities
. Interest accrued .
" Taxes payable

- Proposed dividend

 Bonu ayable
Othef/ visions .
. Total .

Workmg Capiral

Inprease in Workmg Capltal

|\

..\.Reﬁr'eent Liabilities & Proyisions
CMeceptances .. -
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- 27.16

474

2660

886

264

2555

225
3.40

380

105.00

27000

27.00

302

a2

172

1875 (84D 341
2028 o (6.32)° 532,
795 - (097) .91
200 - (0:64) .64
2045 . (S 10)_- 5.10

o225 -

2.35 (105) 105
295 (085) o D8s
" 8000 (25 00); - 5200  25.00.

100.00 27.00 o

-"i"_| - o R
L:iTLOW STATEMENT

An analy51s of the ﬂucruatlom of current/assets and’ current Imb:I;tles ie., workmg capit:
us how the working capital has- jricreased or decreased. W
working ¢apital is applied if it has mcreased and from whe

1mpact on the funds position. We try to 1ntegrate the

decreased. The profit and loss account gives some indi irn
3 ‘

‘and {oss account and balance sheet by’ preparing as
Tt déscribes the sources from which funds were
This statement of changes in ﬁnanaa] posmon
statément of sources and appllcatlon of _ . _ _
As the title indicates fund flow stt traces the ﬂow of funds through the orgamsatlon.' In
other words it shows the sources @

we{e pUI
' _\__ .

\K'

3,

e W

o

to know where the increased .~
have been released if it has’
e results of operationg and its
of operations reported inithe prof}t
gent of changes in financial pe

ived and the uses fo which funds were put,

' /'

Jally refe,red to as fund l’low state
. NI

—n

here the funds were ralsed and the uscs to whjch-ﬂl?}‘

The_fétement of funds flow is usually. b;furcated into two loglcal dmsmns sources of flunds or J _

" inflows- dlring the periods and uses of funds or applications of funds during the: perrod- The :
-division ﬁhowmg sources of funds summarises all those tr ansactlons which had the net ¢ffect of
increasmg the working capital. Uses of funds on the other hand deal with all those {ransactions
" which had the effect of decreasing the workmg Capltdl We shall 1llustrate th;:’pnmary st ructure

" of flows in F]gure I: (Please see.in next page)

"The flow. ol’ funds statcment\ gWes a summarv of the 1mpactsﬁ managerlal decisions. As
“such’i j reflects the policies of financing, investment, acql.IlSltIOI'l and retirement of fixe assets -

T

comparatwe bala

_\ we require for the f)repar}mon
. working capltal amount are cal
casﬂy seen, from the: summarase”

\\,.

s

dlsmbl\tlon of proflts and the success of uperatlons ’

- We have seén t \hat the: net wafkmg capltal amoun’t mcreas
J anuaryJ to DeoembeYS‘k Tl;gs iftptherwords implies that.thé wo kmg capltal ?ﬁ:‘m non-cur@t.,

sources should exceed non-Current uses by Rs. 27 million. 3

i
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funﬂflow stgiement We have studled that changes in net
by the: changes ifi non-workmg capital 1tems Tlus could be
alanceﬁshect of T'IL (Table R :

- RS 27 mtljlon durmg l9x1
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" Figure I: Basic Floyof ds
NBIA LTD. . SR
Sum i Balance Sheet . (Rs. in Millions) .
/ “§ December  December Change in Working - .
_ _ S 3L,19x1 - 31,190 0 7 . - “Capital
_— : o B Source ~ Use
Working Capital @ ) 12700 10080 . 2700
'Fixed Assels. CT : - ;
Plant and equipment at cost . © 15200 133.00 st 1900
Furniture and fixtures at cost _ 14.50 8.60 590
Investments o - 2.00 _ - _ 200
Intangible Assets . . : : . : =
_ Technical assistance fees at cost 3.00 - 100 s 200
<. : - 729850 24260 SRR
.Long-term Liabilities : T : ) : 7
Bank loans . 4000 32.14 7.86 - .7
: 10.5% Debentures ' 2550 25.50 T . g
Loans from Financial lnstitutions ' 450 236 - - 214 ‘
Allowance and Amortisaiions :
Acoumulated depreciation . : . -
Plant and equipment SL00 y 0 6000 0 - 1100
Furniture and fixtures : 200 230 .
Amortisation of techmcal assistance fecs 0.50 . 830 .o.b2e.
Capital . . ) : . . B \ _y’f L /,” B
-Share capital - ' . 13731 3731 - S
Reserves & Surplus; : ' . 9769 6269 .-~ 3500 - .7
o 79850 34260 5620 -
" Notes: (1) Furmmrc and ﬁxtures costlng Rs 2 m1lhon with an accumulated depr¢c1at1q
Rs. 1 million is sold for cash at Rs. 2 million. . e /7\
(2) Dividend paid durmg the yqar amounted to Rs. 2.25 million. f .'
) 1




~ additional information. Some of this additional information is available from the

" Bank loan ' y 1786 B
* Institutional toan - \ T 214 - 12,00

Uses of Funids
- Payment of dividends . S 225
Purchase of Plant . o o ' +19.00
" Purchase of furnitre - o o 790
Invesiments - o L 2.00
Technical assistance fees o 200 oo
Increase of working capital _' ' 27.00 - 6015

-0.9 SUMMARY

. In this unit we have trlcd to develop the idea of ﬂow of funds within thc orgamsat.lon
- with the funds requirement for an organisation, we have tried fo trace the sources an]d uses of
: funds :

S e e

- Construction and Analysis of Fund Flow StILtomont

The summarised batance sheet shows the net.change in_each. account. That is, it does Lot show

© " the increases and decreases separaiely. Furniture and fixtures value, for example, has Increased -

by a net amount of Rs. 590 million. This increase shows an application of funds. reality,
this account was both a source and an application of funds. We purchased new furniture’ and

. fixtures worth Rs. 7.90 million (a use of funds) and sold existing furniture and flxtuT:s which - -

had an original cost of Rs. 2 million and on which depreciation had accumulated to|the tune '
of Rs. 1 million (a source of funds). Sirice the purchase transaction was blggtpr in amnTunt than

: thc sa[c transaction, the net result was in the ‘ase of funds’..

K. we are to ccnstruct a statement sho\mng sources and uses of funds during ffl’i: yearljrwc need

loss account and the appropriation of net income. Some other information like sale proceeds o
of assets will have to be obtained from other records of the company. L

'FundS'Flow Stafemer’;t -~ (Rs. in Million)
Sonrces of Funds - | - o
- Funds from operations:. : B '
Net income * : - 3725
Less: profit an sale of furmturc R SRR K | )
N | 3625
Add: Dcpreclatlon dmOI‘tlS&thI‘t provisions:
Plant . . oo 1.0
- Furniture o : ' y 70
Technical assistance fee o 020~
. Other Sources of funds’. ; S - ) .
Sale of assets L 2,40

* Net income has been obtairied by deducting the préwoﬁs j!éai' s b'éla:ncc of Resérves and

- Surplus from the current year’s balance i.e., 97.69 minus 62.69 = 35 miition. To this, the proposed
- dividend for-the current year of Rs. 2.25 million has been added (as it must have been taken

into account while determmmg the net income to be transfcrrcd to Rcscrves and Surplus).

Startmg

: _-'__Wc tr;ed to srudy the 1mportar1t sources of funds name]y, the. operanons, sale of fIXi'd assets,

long-term borrowings and issue of new capital. Similarty, important uses of funds were traced
to a(;qmsmon of fixed assets, paymcnt of dmdends, rcpayment of loans and capltal The whole
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exercise revedls the areas in whlch funds are deployed ‘and the sources from ‘which they are
obtained. Finally, we learned how to go about domg the funds flow analyms with the help of
pubhshed accounting. mformatlon

6. 10 KEY WORDS

Workmg Capital: Current assets minus eurrent liabilities.

" Funds from Operations: The change in working capital resultmg from operat:ons leference
.'-between 1nﬂ0w of funds in the form of revenue and cutflow of funds in the form of expenses.

Sources of funds: The sources from Wthh we Dbtam working capital for apph(;dnon elsewhere
Sources include operations, extraordinary profits, sale of fixed assets, new Iong term borrowmgs

s new issue of capital and the reduction of emstmg working capltal

Use of funds: Also referred to as dpp|lCdthI‘l of funds means use of addmonal working capital
and includes amounts Jost in operations (operating loss), acquisition of fixed assets, working -
capital used for retiring long- -term joans, payment of dividends and amounts utlhsed to increase

wo:kmg Cd[)ltdl

6 11 SELP ASbESSMENT QUEleONSJ’EXERClSES

1 _.W_h_at is working ca;)ltal cmd what factors affect th@t worklng capital in an enterprlse?___
nt ' S

1

2-*Current assets to an extent are financed by lities” Explain
3 '_"‘.Operarions provide funds” Comment. O o
4
5

'.'_leterentlate between "Schedule of C%m Working Capital” and "Fund Flow Statement .
"'_:D_oes a substantial balance in I@ arnings indicate the presence of large cash bdlance"

6 Please list four main so'u of hgds. N ' - o
) . ......................... e

8 X Ltd has a sales revenue of Rs. 1,000. Depreuatlon for the penqd is Rs 200. Other
. operating expenses are Rs. 900. Net loss for the period is Rs. 100.
") What is the amount of funds generated from -operations during the period by X 14d.?

 b) Under what circumstances can the funds from operation be zero?




“ .9 The following information and the balance sheet relate to Shyamsons Ltd.,

Construction and Analysis of Fund Flow Stptement'

 SHYAMSONS LTD.
Balance Sheet as on 31 December

glthe year =

* Capital.
Retained earnings

Net profit for the period after cha

50,000
1,50,000

10,000

Year 1 Year-2 Net change durin
_ Increase Dgcrease
Assets Rs. " Rs. Rs. | Rs. I’!
" Cash 10,000 15,000 5000 | "'
Receivables 20,000 25,000 5000 !
Inventory o 20,000 35,000 15000 . |
_, Plant and Machinery at cost 85,000 85,000 o .
Less: Accumulated depreciation (15,000)  (10,000) . - I 5000
: 120000  1,50,000 I
_ Liabilities & Capital . |
Sundry Creditors 8,000 10,000 2,000 |
- Quistanding expenses 7,000 10,000 3,000 o
- Debentures payables 10,000 5,000 - ] 5,000
Long-term loans 5,000 @0_0 2'0'.000 _ | -
000

,000 on account of depreciation was Rs. 20,000.

" A piece of equipment costing Rs. 25800 on which depreciation accumulated in the lamount of

~ SHYAMSONS LTD.
Seurces and Uses of Funds

funds statement in the following format.

Rs. 10,000 was sold for Rs, %Diwdends paid during the year amdunted to R, 10,000.
- Prepare a Source and Uses |

Uses of Funds

Purchase. of Plant and
Machinery

Repayment of Debentures

: 'Payﬁlcnt of dividends
Increase in working capital .

 Total uses of Funds

Sources of Funds -

Qperations:
Net income
Add: Loss on sale of

machinery
Add: Depreciation

Sale of equipment
Long-term loan

Total Sources of Funds-
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10 The Balance Sheet of. Bestwood erlted as at 31 March 19x6 and i March 19x7 are as '

follows _
31 Marc'h s ) | March .
19x6 + 19%7 . .. 19x6  19xT "
— .. Rs Rs. o o Rﬁ/ " Rs. -
Issued share’ Co0 ot 7 Freehold property S
capital 60,000 80,000 atcost 50,000 - 50,000
. Profit and loss o _ Equlpment S o
h .account . 54,000 46,000 . (see note) -36,000 44,400
¢ Corporation tax due:. - S Stock in‘trade 32,800 © 33,600 -
31 March 19%6 - 12,000 S = Debtors 27200 28,000
31 March19x7 ... 8000 Bank - -4 [}UO 2,000
- Creditors 24 000 - 26,000 - : :

R 1,50 000 L6OO0D | B '- 1,50,0‘00 '1,60,000 B ‘
Note: Equlpment movements durlng the year endeql 31 March 19x7 were:,

o ' - : - Cost ' Depremanon /. Net :
Balance at 31 March 19x6 . - 60,000 24 0[}0 g 36,000 ‘
Additions during the year = - : 18,000 N\ ‘.‘ L .
Depreciati'm'i provided during the year : 7600 . o
: Co 78,004 . 3,600. . . o - -
Dlsposal durmg the year 00 6,000 : o S ‘
Balance at 31 Mardh 19x7 00807 25600 44,400. | |
The eompany‘s summarlsed profit calg Ror the year ended 31 March 19x7 rev;aled
o : AR -— Rs. e Rs. -~ 7
Sales - o~ e /2,00,000 ]
Gam on sale of equ1pment — - 8O0
. o o S T TTT2,00800
* Less: Cost of goods and. tradmg expenses S 173200 .
L Depreeiatlon o S 600 . o
: —r o -\‘ o7 s ; . N T I.,-’ i '. 1,80,800 . -
Net proﬁt ‘ [ A 20,000 L .
Corporatlon tax ¢n proflts of the year . G m e 8,000 v |
Rctamed proﬁt of the year ™. . e 120000 o '

1
n’

Durmg the year ended 31/Mareh 19 x 7 Besrwood Ltd. made a- bonus 1ssue of- LDOO ordmary o |
shares of Rs. 10 eich- by eapltaljsatlon from the profit and loss account. s ‘

With the help of the above information, prepare a fund flow statement for Bestwoud | Ltd- -
Tevealmg the sources and appllcatlons of funds during the year ended 31 March 19x’?

| ¥

. Answers to selfAssessment Questions/Exercnses o
6 (a), Operatlons, (b) Long-term borrowmg, (c) Sale of assets (d) New mvestment by owners; g

. -7 (3) Purchase of assets, (b) Repayment of loans (c) Payment of dmdends, (d) Redemption-_
' . of capital. . , . ‘

" 8 (a) Funds generated from operatlons =Rs. 100 (b) When operatmg eash €Xpenses are equ’al
7 to operatmg, incomes OF TEVENUES. - : _ 7

s
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SHYAMSONS LTD. -
L ‘Sources and Uses of Funds _
Uses of Funds ~ -~ - ~ Rs.. Sources of Funds . - = Rs. | Rs.
Purchase of Plant and - o Opcratlons o o
-~ Machinery - 25,000 - Net income 20,000
Repayment of Debentures £ 5,000 Add: Loss on sale of machinery 5,000 .
Pa_yme_ht of dividends -10,000 -Add: Depreciation . - 5000 0
Increase in networking capital 20,000 . 0 S 130,000
R . : ' " Sale of equipment . © 110,000
_ o o _ ~ Long-term loan T -+ 20,000
Total uses of funds .~ 60,000 Total Sources of Funds L 60,000 '
_ Working Capltal Change S
o . _ Ycar 1 Year 2|
Current Assets T o - 50,000 75,000
~ Less: Current Llabllltles L o -+ 15,000 - 205000
_ Workmg capltal o e - '
I e @ 55,000
Increase in Working Capital ' e : ( } ' 20,000 -
10. Dccrease in workmg CapltaI Rs. 400 .
© Funds. from sale of equipment R@ E .
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