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- BLOCK1
 ACCOUNTING FRAMEWORK |

| This Block has three units dealing with the framewotk-of Accounting,

| Second unit deals with conceptual framework of accounting. Some widely recognised

| The last unit in this block describes the purposes and uses of accounting information. It

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
for information of various users e explained. The scope of functions of top accounting
‘personnel is also discussed, ' S '

accounting concepts are -explained. The need for standardising accounting practices is| -
‘underscored and the role played by various accounting professional bodies in this context

is highlighted.

discusses specifically the uses of earnings statement and the balance sheet..







Accounting Framework

UNIT 1 ACCOUNTING AND ITS FUNCTIONS -
Objectives | I ! .

After studying this unit, you should be able to appreciate the:
-» nature and role of accounting; e o

« activities and role of accountant; and . _

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

Structure

1.1 Introduction

1.2 Scope of Accounting

13 FEmerging 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
1.9 Summary : '
1.10 Key Words: o

1.11 Self-assessment Questions/Exercises
1.12. Further Readings S

11 INTRODUCTION

Accounting is often called the language of business. The basic furicticn of any language is to
serve as a means of communication. In this context, the purpose of accounting is to comuiynicate
or report the restlts of business operations and its various aspects. Though accoqnltii‘ig has,
been variously defined, according to one commonly accepted definition, “Accountirig is the
art of recording, classifying and summarising in. a significant manner and in terms 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”, L

'1.2 SCOPE OF ACCOUNTING

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

After the historic data has been collected, it is recorded in accordance with generally aceepted
accounting theory. A large number of transactions or events have'to be entered in the books,
of originat entry (journals) and ledgers in accordance with the classification scheme already
decided upon. The recording and processing of information usually accounts for a substantiaf
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. ' S

3



Accounting and its Functions -

‘The scope of accounting can be presented in a diagrammatic form:

Figure I: Scope of Accounting

| -+ | DataCreation agd Collectina | _ o
_ o o — __. Historic i Predictive - }—— —
f""‘““—".—‘;"—-l s _— T l
Ir- __M_gif_l! l.._.l. _} Dﬁtﬂ Recording f¢—| S [ — _Data Evaluation
f Manyal - | L | 'ACCOUNTING - | BudgetaryContrpl
| Mechapical |_) © Actounting - . THEORY L Perfortnance Anaiysis
I Electronic Methad S ; o .. { FundsFlow Analysis .
| : ' B - ' Internal Auditing
b _._! : _
. . [ )
d L
: Data Reporting
L— External |- Interal - | -

o Sdurce:r Adbp[ed: fl'bﬁl RJ:_ Bull, Aec.ounta'dy in Buaiﬂeas, B'utl‘.'erwo_rths‘, ‘Lgndon, 1969, p.Z.

. of data includes controlling thé activities of business with the help of budgets and s
costs {budgetary control), evaluating the performance of business, analysing the flow o

'Data evaluatmn is regarded as the most 1mporta.nt actmty in accountmg these days. Evrtuatior.

alternative courses of actlon

' _The analytical and in’tefpretative.work of accounting may be for internal or external uses-and

i

andard -
funds,
“and ana]ysmg the accounting mformatmn fm dec1510n makmg purposes by choosmg among .

‘may range from snap answers to elabordte reports produced by extensive research. Capit‘all

‘project analysis, financial forecasts, budgetary projections and analysis for reorgamsatlon take.

over of merger often lead to research-based reports s

Data evatuation has another ‘diménsion and this can be khown as. the auditive work

which

focuses on verification of transactions as entered in the books of account and autheniication

of financial statements, This work is done by public profcssmnal accountants. Howevei, it has
tors to -
keep a continuous watch over financial flows.and review the operation of the financial system. -

become common these days for even mediim- sized organisations to engage internal audj
N

- Data reporting consists of two parts — external and internal. External reporting refers

- communication of financial informatior (viz, earnings, financial and funds position) ‘about the -

to the

“business to outside parties, e.g., shareholders; government agencies and régulatory bodies of

the government. Intefnal reporting is.concerned with the communication of results of financial |

analysis-and evaluation to: management for decmon makmg purposes

You will note that’ accountmg theory has been shown 1in the centre. of I:he dlagram We witl

ture to the role of accounting theory in the next umt

The central PUrpose . of accountmg is to make poss,]ble the pel‘lOdlC matchmg ‘of costs (effor'ts')' -

and revenues {accomplishments). This concept is the nucleus of accounting theory. Howevér,

accounting is moving away from its traditional plocedure-based record -keeping function
- adoption of a role Wthh emph351ses its social 1mp0rtance

Actmty 1

List thevarious accountmg dctivities that your organisation is undertakmg Can you ascr.

4

to the

Beahy; '
partlcular reason as to why your. orgamsatlon 1s undertakmg these accountmg actwntles"_
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Accounting Activity - ) _ . Reason -
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1.3 EMERGING ROLE OF ACCOUNTING

The history of accounting indicates the evolutionary pattern which reflects changing s0cio-econoric
conditions and the enlarged purposes to which accounting is applied. In the present ‘context
_four phases in the evolution of accounting can be distingnished. '

Stewardship Accounting

In earlier times in history, wealthy peoplé employed ‘stewards’ to manage their property, These
stewards rendered an account of their stewardship to their owners periodically. This notion lies
at the root of financial reporting even today. which essentially involves the orderly recording
of business transctions, commonly known as ‘book- keeping’. Indeed the accounting concepts
and procedures in use today for systematic recording of business transactions have their. origin
~in the practices employed by merchants in Italy during the 15th century. The Italian method

which specifically began to be known as ‘double entry book-keeping’ was adopted by other

European countries during the 19th century, Stewardship accounting, in a“sense, is associated
with the need of business owners to 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 dcvélopment 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 shareholdeér 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 formof annual income statement and

balance sheet. ' - ' : '

- Briefly speaking, the income statcmf_:n't is a statement of profit and loss made during the Yéa;
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.



Accounting and its Functions

‘The impOrtanéié attached to financial accountinig statements can be traced to the need of the. .
society to mabitise the savings and channeél them into profitable investments. Investors, whether -

they are large or smali, 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. ' : : '

Cost Accounting : _ o

The industrial revolution in England presented a challenge o the development of accounting as
a tool of industrial management. Costing techniques were developed as guides to management -
actions. The increasing awareness on the part of entrepreneurs and induStria_l_'man_eigérs for
using scientific principles of management in the ivake 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 ascertaining the costs with a view to controlling
them and assessing the profitability and efficiency of the enterprise. . : B

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 decisiori-making provided a tremendous impetus to the
dévelopment of mangement accounting. ‘ L o '

Manugement accounting is coricerned with the prepar_ation and presentation of accounting and
control information in a form which assists management in the formulation of policies and
in decision- making on various matfers connected with routirie or non-routine operations of .
business enterprise. It is through the techniques of management accounting that the managers
-are supplied with information which they need for achieving objectives for which they are
“accountable. Management accounting has thus shifted the focus of accounting from recording
and analysing financial transactions to using information for decisions affecting the future.
In this sense, management accounting has a vital role to play in extending the horizons of
modern business. - While the reports emanating from financial accounting are subject to the
conceptual framework of accounting, internal reports — routine or non-routine are, free from-
_-such constraints. e T : - ' .

Social Re's;jqnsibi'lity Accounting

: Sociﬁ}-respbznsibility accounting is a new phase-in the development of ‘accounting and owes its

birth to increasing social awareness which has been particularly. noticeable over the last two" -

decades or s0. Social responsibility accounting widens the scope of accounting by'considering .
the social effects 6f business decisions, in -addition to- the economic effects. Several social

seientists, statesmen and social woikers ‘all over the world 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 .
coming under greater scrutiny. The management is being held responsibie not only for etficient

- conduct of business as expressed in profitabil__i;y, 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 sheeis and income statements are too narrow to reflect the
social responsibility aspects of a business. . - o ‘ ' '

‘Some Reécent Developments
Two other landmirk developments in financial accounting which have taken place over the.
recent past and which deserve mention here are: Inflatich Accounting and Human, Resource:
Accounting. Inflation Accounting is concerned with - the ‘adjustment i 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 stétements-on account of

(il
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the cost assumptron {that is recordmg of the assets at their histoncal ot ongmai cost) and thel
assumption of stable monetary unit (these are discussed in detail i in the next unit). It thus aims -
at correctmg the distortions in the reported results caused by- ptice level changes. Generally,
‘rising price during inflation have the distorting ‘influence of ovcrstatmg the proﬁt. Varrous
| approaches havo been suggestcd to deal with. this problem '

Human Resource Accountmg (HRA) is a branch of accoum:mg whlch seeks to report -and
ucmphasrse the 1mportancc of human resources (lmowlcdgeable, trained, foyal and committéd
_ 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 mformat;mn
to inferested parties”, In mmple words, it is accounfing for people as orgamsatronal resources

(i.e., measurement of thc cost and valae of people for the: orgamsatxon) ' -

.':!If thls lrttle mtroductron of the two new dimensrons in accountmg provokes you to
know more about them, we suggest that you listen tc the audro programme “Emerging
{-Horizons in Accounting and Finance«Part IT and III” Which deal with these two

topics. You may also read “Money Mcasurcment Concept” explained in the next umt
which has a bearing on mﬂatlon accountrng :

Activity %
In the context of your org'émsation, dcscrlbc some. of the cost and managorrient accounting

related -activities. Please also. identify any partrcular accounting practice in thc area of socral
-responsibility.
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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 coilecting; recordmg, analysing.
and evaluating the <ata, and finally communlcatmg informatfion to it§- ca - ‘Information has
no- meaning unless it is linked with a certain purpoese. Accountmg as 4l 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 equ1pmcntL and outputs (reports and mformauon) If we consider
accounting as an information system, then we are in a position to' make some important
_observatrons First, the goal 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.is ‘the output requirements that'
determine the-type. of data which would bc selected as the! 1nputs for processmg into mformatlon
output. ‘
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There are: several’groups of people who have a stake in a business orgenisation ~ mahagers,
»shareholders, creditors, employees, customers, etc. Additionally, the community at larige has
eeonomtc and soelal interest in, the activities of such organisations. This interest is expressed
*_at the national level by Jthe coneem of government in various aspects of ‘the firms’ activities,
“such as theu' eCconomic well-bemg, their contribution to welfare, their part in the growth of the
natronal product to mention only a few examples. .

We shall now brteﬂy discuss what the mformatlon needs of various users are. . _' |

-'Shareholtlers and Investors: Since shareholders and othier investors have invested their wealth
in a business entérprise, they are interested in knowing periodically about the proﬁtabrhty of+
the enterprise, the soundness of their. investment and the growth prospects. of the: enterpnse
Historically, business a¢counting developed to- supply information to those who had. invested-
their funds in bumness enterprises. - : a |

Credltors. Credttoss may be short-term or long-term lenders. Shortm term credltors 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 penod usually in the form of secured loans,
The main cofnicern of the creditors if focused on the credit worthiness Df the firm and-its’ al‘fthty

" to meet its financial obligations. They are, therefore, concerned with the. hqu1d1ty of the firm,

. its profitability and financial soundness. In other words, it can also be tated that creditors are
interested mainly in information which deals with -solvency, quurdlty and proﬁtabﬂlty so thatl
__they could assess the fmancral standing of the firm. =

- K _Employees. The view that business organisation- éxist to maximise the refurn to shareholders
has been undergomg change as a result of social changes: A broader view is taken today of

ecofiomic and social role of management. The importance of harmonious industrial rqlatlons '

- 'between management and employees .cannot be over-emphasised. Thar the- employees have
a stake in the outcomes of several managerial decisions is recognised. Greater emphasis on

industrial democracy through employee. parttcrpatlon in management decisions has tmportand
~implications for the supply information to employees. Matters like settlement of wages, }bonus,
and. proﬁt sharmg restonradequate disclosure: of relevant facts, - .

' Govemment' Ina rmxed economy it'is considered to be the responsibility of the. Govemment
to direct the- 0perat10n of the economic system it such a manner that it subserves the common
.good. Controls and regulations on the operation of private sector enterprises-are the hall\mark
of mixed economy. Several government agencies collect mformatlon about various aspects of
the activities of business-organisations. ‘Much of this information is 2 direct cutput jof the.
accounting systesn, for example, {evels of outputs, profits, investments, costs, and taxes; etc. All-
this information is very important in evolving policies for managing the economy. The task of
the Government in managing the industrial economy of the country is facilitated if aecountmg
information is presented, s far as possible, in a uniform manner. It is clear that if accdunting
information is distorted due to manipulaticns and wmdow-dressmg in the presentatlon of Emnual
* accounts, it will have ili-effects on the measures the govemment int ds to take and the polrcres
tt wrshes to adopt

Management' Orgamsat}ons may or may “not exist for the sole purpose of proﬁt However,
“information needggishe managers of both kinds of ofganisations are almost the same. ltecause
" the managerial p s, i.€., planning, organising and controiling is the same. All these functions
have one- thing in cqfamon and it is that they are all coneerned with making decisions whrch have
thetr own specific intormation ;equrtements. The emphasrs on efficient and effective management
of organisations has coﬁiirrably extended the demand for ‘accounting information. The réle.
of accounting in soc far as management is coneerned was hlghlrghted earlier when we led

about manatrernent acéounting. - . . _ S '

Consumers and others: Consumers orgamsatlons, medra, welfare orgamsatlons and/publte at
large are also- mterested in condénsed accountrng information in order to appraise the efficiency '
and social role of the enterprises in different, etors of the economy, that is, what levéls of
profits and outputs are bemg achieved, in wi at ay the socrai responsrbﬂltv is bemg dtscharged

' S
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and in what manner the growth 1s bemg planned by the enterprls\,s in accordance with the
national priorities etc.

The above discussion perhaps has indicated to you that the mformdt:on 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 mformatlon users
to make optlmum decisions.

1.5 ROLE AND ACTIVITIES' 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 questlon we reproduce below
some statements in this regard: 4 . :

_a) An accountant is one who is engaged in accounts-keeping.

b) An accountant is & 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.

e) An accountant is a fiscal adviser. _ :

f) An accountant produces an income statement and a balance sheet for an accounting period
and maintains all supporting ewdence and class:hed facts that [ead to the final accounting
statements.

g) ‘An accountant verifies, authenticates, and cectifies the accounts of an entity.

Tell us about your reactions. Perhaps you do hdve your own ideas. Qur thinking is that each of
the foregoing statements contains some teuth in it as it highlights some aspects of the functions
of an accountant, except one statement which presents a somewhat comprehensive view. Ca:1
you identify this statement? We will help you in doing this.

Statement (a) defines a person who maintains accounts. Statement () echoes.-almost a similar
notion but extends his role to the production of financial statements. The work implied in
these statements is that of score- keeping and the person performing such activity is known as a
financial accountant (or a maintenance accountant). '

Statement (b} is about the role which an accountant can play in the managcmcnt control process.
It is concerned with attention-directing and problem-solving. The functionary may be designated
as 4 management accountant (or a controller as in the United States).

Statement (e) 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 p[anning the operations of the enterprise in a particelar manner, the tax
-adviser attempts to minimise the liability of the firm by ava1|1ng the concesswns and incentives
provided for in the applicable tax taws, :

Statement (g) stresses the "audit’, ‘watchdog’, or ‘certification role’ of the accountant who isnotin

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 code of conduct. Chartered Accountants in India, England-Wales, and Certlfled :

Public Accountants in USA belong to this category of accountants.

Statement (c) presents thc accountant as a conscience-keeper. He is seen 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 l_nterests_ of the firm.

We are now left with statement (d) which defines an accountant as a professional and underlines
_his pre-occupation with management of information for internal.use (management accounting

function} and for external use (fmanc1al accou;ntmg function). We are sure, our discussion of

accounting aél an mformatlon.system has ma&;}e it easier for yout to comprehend 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. Small 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 husinesses
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 control costs, fo
forecast cash needs and to plan for growth. Organisations which have poor accounfing system
often find it considerably difficult to obtain finance from banks and outside investors.

1.6 ACCOUNTING PERSONNEL

. There is hardly any organisation which- does not have an accountarit. His role is all pervasive
“and he is tavolved in 2 wide range of activities, particuiarly in a large and complex organisation.
The exact duties of an accountant waight differ in different organisations. Heowever, a broad
spectrum of responsibilities can be identified. '

The accountants can be broadly divided into two categorics, those who are in public-practiée
and those whao dre 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 viéw of the state of affairs of the company
and its profit respectively. The auditor in the company is appointed by the shareholder to whom
he reperts. Public accountants are generally members of professional bodies like the Institute
of Chartered Accountants of India or the Institute of Cost and Works Accountants of India.
In addition to conducting financial or cost audit (in ascordance with the requirements of the -
‘Companies Act), as the case may be, they may also provide consultancy services for designing
or improvinglaccounting and management control systems.” - -
Accountants in emplayment may be in varicus business of nan-business organisations to perform
avariety of accounting and management control functions. Accountants at higher levels generally.

“belong to professional accounting bodies but those who are at fower levels need not be s0.

" Accounting chiefs in different organisations, depending upon their nature of work, are variously
designated as finance officers or internal auditors or chief® accouns officers, etc. The term
‘controller’ as the head -of the acceunting 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 controlters. Let us have an idea of who these peoplc are and what they do:

Internal Auditor: Tnternal Auditor is ani employee of the organisation in contrast to an external
auditor who is paid a fee for his services. The internal auditor is responsible ‘for performing
monitoring activities and other services, including designing and operating the sytem of internal
control, auditing the data reported to the direciors of the company, and assisting external
auditors. The head of the internal audit function reports directly either to the chief executive
or to the audit committec of the Borad of Directors.

Internal audit includes continuous verification of entrics appearing in the books of acceunt 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 cheek so that mistakes, innocent -or
intentional, are prevented from taking place. R : -

We should distinguish an internal auditor from an exiernal aunditor. While an internai auditor
~ devotes his entire time and energy to the needs of one campany (ie., his employer), an external

auditor serves many clients, The primary function of the external auditor, as pointed out earlier,
-is to safeguard the interests of the shareholders (by whom he is appointed) by an independent

and impa_fti_a,} appraisal of the financial trans_gctibns of the company so that he could report on"
- the net profit earned by the company and its'financial positicn: His role is that of an objective

outsider, expressing expert opinion as to the financial condition and opérating resulis of the
" client’s business. : o ' . : -

. 10



Accounting Framework

Apart from sharcholders, other partiesisuch as banks, !cndmg msumtmm government aan(:les
rely on the fairness of such financial re eports in making certain decisions about a given company.
An auditor is bound by a set of professional regulations which include an exammatmn on
techmca] competence and adherence to a code of ethical conduct,

Controller: Controller~the other name for ¢ E*glst__gji;cf_qg_n_tg_rlt is usually the head of the whole
area of accounting, including internal audit. He is overall in-charge of all the activities comprising’
financial accounting, cost accountmg, management accounting, tax accounting etc. He exercises

authorily both for accounting within the organisation and for extersal 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 eompany’s internal audit
and conirol systems. In addition to processing historical dara, he is expected to supply a good

* deal of accounting information to top management concerning future operations, in ling with

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

information to mangers in different fum,lionai ar¢as {like productmn marketlng, ¢tc.) and at

dlfferent levets of the mgdmmtzon
We may enumerate the functions of the controller as follows:

a) Designing and operating the accounting system

b) Preparing financial statements and feports

c) Establishing anpd maintaining systéms and procedures

d) Supervising internal auditing and arranging for exiernal audit
€) Supervising computer applications

£y Overseeing cost contro]

g) Preparmg budgets

h) Making forecasts.and analytical rc—,ports

i) Reporting financial information to top rrdnagement

1) Handling tax matters.. :

Treasurer: He is the custodian and manager of alt the cash and near-cash resources of the firm.
The treasurer handles credit reviews and sets policy for ‘eollecting receivables (debtors of the
firm whom the firm has sold goods or samaes‘} He alsn hanalcs reldtmnshlps with banks and

. ather lmdmg or financial institutions,

The Financial Executive Institute (cf United States of Amema; makes the followmg dlstmctlon
between controllership and treasurer%hip "unctli)ns ' :

Controllership ' * Treasurership -

Planning and Conirol o Provision of Capital
Reporting-and Interpreting -~ . Investor Relations
Evaluating and Constlting - Shote-term Financing

T ax.'Administrafion o Banl’mg and Custody
Government Reporting B © Credit and Collections
Protection of Assets ™ S Investments

Economic Appraisal B  Tnsurance

Finance Qfficex: Finance is the life blood of business. Procuring financial resources and their

judicious utilisation are the two important activities of financial management which is a specialised
function. Financial management, irigludes three major decisions: investment decision, financing
decisioni and dividend decision. Investment decision is perhaps the most important decision
because it involves allocation of resources. It is concerned with future which being uncertain,
involves risk. How. the firm is allocating its scarce resonrces and is planning growth will largely
determine its value in the market place. Firancing decision is concerned with determining the
optimum financing mix or capital struciure, It examines the various methods by which a firm

T4y -




Accou:nting and its Functions
components of similar activities, e.g. financial accounting, tax planning and administration,
management auditing, eic. Managerent audit is a comprehensive review of the various ‘'sub-

“systems of the organisation like objectives and goals, structure, technical system, personnel
- policies, (including succession planning), controf and coordination policies ‘and procediues; -

adequacy and effectiveness of communication system, etc. This type of audit is usvally done by -
a team of people comprising the internal resource persons drawn from various functional drcas_

“and external managument consultdnt

Figure 1I: Organisatiun t'qf Accounting and Finance

Direcior {(Finance)

|

General Manager (Finance)

DGM (System | | DGM _ © DGM DGM
and Dty Procussing) (Accounts) . (Finance} (Internal Audit)
SM SM M 1sM SM | sm
Accounting I\:}a;s:n ith | Finunce Tux 1 | Pay Rolt  Capital |
T ‘1L . I ,
. (}cffer:;cmf Procurement. ilzn;z:ags Accounting Budgeting
External '
Auditor Accounting)
SM _ M SM ] SM : &M
Treasury M@nagcmem i Cost . Management Routine
‘ Accounting Accounting Audit Financial Audit
MIS ' - g

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 al{ types
of organisations, their relative emphases or relevance might differ in different types of
orgnisations. Keeping this in view we have prepared an audio programme *Accounting
and Finance Funetion in Différent Types of Organisations” and we suggest that yon
listen to this tape. This will not only augment your familiarity with the basic aspects and
functions of accounting but will also deveiop 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 communicating the results of past events. The history of accounting
development reflects its changing role in response to the changing business and social needs.

A
[

g’




Acc‘ountlng !'rnmework

With the emergence of management accountlng, the focus of acoountmg has beeri shlftmg &om
mere rccordmg of transactlons to that of aiding the management in decisions.

Accountirig can be perceived as an informéit_ion"&;ystem 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 aecisions.

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 differént ofganisations, 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 iGenerai Managess Jacharge 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 a-subordinate manager. |

1. io KEY WORDS

-Accountant is a professional who is responszb]e for the processmg of fmanc;al data for
score-keeping, attentlon-dlrectmg and prob]em- solving purposes.

Controller or the management accountant isa staff-funcnonary who uses accountihg i'nftjfma“iiOn-
for management planning and control. -

Auditive work of an atcountant COMprises _autheot_ication of aocountihgfstatements.

Recordative work extends to routine recordmg and classified. postmg of financial transacnons :

and events,

Score-koepmg is the process of data accumulatlon or record kcepmg which enables mtqrested '

parties (internal and extemal) to ascortam how the orgamsatlon i§ performmg.

Attention-directmg role of accounting. consists of directing managerials attention to 'si'ltuations
where corrective -action is needed in the case of unfavourable (or even favourablc) differences
in operations, outputs or mputs.

Informatlon system is a systom, somenmcs formal .and sometimes iformal, for coﬂomng, :
~ processing, and communicating data at the most relevant time to all levels of management. "The -
data ﬂowmg from the system is helpful to managers for decxs:on—makng in the areas of planning

and control ‘or is otherwise needed for financial rcpomng requiréd mider the laws. An essential

requirement of information system is feedback ie, communicating the results'of performanc:

to operating managers for needed modifications..

External reportmg is the production of- ﬁnanclal statements for the use by external interest .

‘groups like shareholders and government.
Pl‘anning is goal identification and decision-making.
Control is the action that i.rnple‘me‘nts the plaﬁhing decision and evaluates performance.

Feedback comprises the performzfnoe reports which managers can use for 1mprov1ng thexr
decision- makmg

Staft l’nnctmn is performcd inan adwsory capacity and without lme or decnsnon—maklnﬁ authorlty

Or. BRAOU 15 Acc. Not dM ok
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1.11- SELF-ASSESSMENT QUESTIONS/EXERCISES

1 "Flnancral Accountmg is an extensron of Stewardshtp Accountmg Comment '

2 What new developments 1\n Accountmg have taken place over the past 2025 years! Examme :

© the main factors wlnch have affected such develcapments o :

_ 3 State the group of persons having an interest in a business orgamsanon and exatnmeE the
~ . nature of their information npeds :

4 Drscuss the role ot' accountants in modern busmess orgamsatxons

| i

5 thferentlate between recordatrve, mterpretatwe and audmve funetlons of ACCOUHUHE'.

6 How can accountmg reports, prepared on a historical basis after the close of a perlodI be
' useful to managers in directing the actmtles of a business? " o

i l’lhstmgutsh management accountmg from fmanc:al aeconntmg

-8 "How does the accountant help in the plannmg and control process of a large commercral
) orgamsatron? S ;

9 State whether the followmg statements are true or false

a) “To have an accountant is the privilege of a joint stock company R : - :
wonly - TruefFalse .

b) A controller is entrusted with the responsibilities of ralsmg funds. . . True/False
c) -Management control differs from engmeenng control since the o 1.
latter is fully automatic and the former is highly complex. . True/False. '
~ d) An accountant is the custodian of the propertles and ﬁnancnal o L
' interests of a busmess enterprise, . o 7 TruefFaise

Answers to Self-assessmen_t Que_stmns/Exercises" '
" 9 {a) Fal_se, (b) F-a[se, (¢} True,"(d) True. -

112 FURTHERREADINGS T

Anthony, Robert N. And James S. Reeoe, 1987 Accountmg Pnnc:ples, All Intlla Traveller Book
. Sellcr New Delhi (Chapter I) o _ S D

' Bhattacharya S. K. and John Dearden, 1987 Aceounhug for Manugemeat. Ibzl‘ and Cases, Vlkas
'Pubhshmg House New Delhi. (Chapter D :
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: A'lccounting 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 1mp0rtance and necessity for umformlty in accountmg

practices.

_Structure
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22 - Accounting Framework
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2.4 Accounting Standards

2.5 Changing Nature of GAAP -

2.6 Attempts towards Standardisation
2.7 Accounting Standards in India
2.8 Summary .

29 Key Words

2,10 Self—assessment Questions Exerc1ses

2.11 Further Readings | )
212 Appendices i

2.1 INTRODUCTION

Any actmty that you perform is facilitated if you have a set of rules to guide your efforts.
Furthet, you find that these rules are of more value to you if they are standardised. When you
are driving your vehicle; you keep to the left. You are in fact following a standard traffic rule.

“Without the drivers of vehicles adbering 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 dnd conventions have come to be accepted as uscful. If you
are to understand and use accounting reports- the end- product of an accounting system-you

‘must be familiar W1th the rules and conventions behind these reports.

2.2 ACCOUNTING FRAMEWORK :

- The rules and conventions of accountmg are commcmly reffered to as the conceptual framework

of accountmg Aswith any dlsmplme or body of knowledge, some underlying theoretical structure .
is requlred if 4 logical and uscful set of practices angd procedures are to be developed for reaching
the goals of the profession and for expanding knowledge in that field. Such a body of principles

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 principlés that (i) provide a general frame
of reference by which accounting practice can be evaluated and (i) 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 prmcnples that form the general frame of reference

for the evaluation and development of sound accounting practices.

The American Institute of Cert1f1cd Public Accountants ( AICPA) dlscusses fmanaal accountmg
theory and generdlly accepted accounting principles as follows:

17




23 ACCOUNTING CONCEPTS'

' - - Accbuntin-g' Concépts and .Sta_ndards

Financial statements are the product of a process in which a large volume of data about
aspects of the economic agtivities of an en !crpnse are accumulated analysed, and. repmted
This process. should be carried out in accor ‘dance with generally accepted accountmg yrinciples.
Generally accepted accounting principles incorporate the consensus af a particular time as -
to which economic resources and obiigations should be recorded ag “assets -and’ ligbilities by

financial accounting, which changes in assets and liabilities should be recorded, when these.

Lhanges should be recorded, how the assets and liabilities and changes in them should be-
measured, what information sheuld be d;qciosed and how it should be disclosed,’ nd which.
financial statemﬂnm should be prepared

Gencra by accepted accounting pﬂnuples encompdss the corventions, rules"and procedures
necessary-fo define accepted accounting practice at a particular HME csverremrenns BENETALNY
accepted agcounting principles include not only broad. gmclelm 28 of general appllcatlo but also™ -
dctalled practices dnd procedures. .

(Source_: AICPA. Statement of the Ac:counr.ing Principies Board No, 4. "Basic Concept and Accounting Principles
Undevlying Finantial Statement of Business Enterprises™. Octaber, 1970, pp, 54-55.) ' '

The word ‘Puncmlc is used to mean . a "general law or rule ‘adopted ‘or professed as a guide

-to aciion, a settled ground or basis of conduet or practice”. You will note that this definition

describes 2 principle as a genera! law or rule that is to be used. as a guide to action. This

' _impliesi that accounting principies do not prescribe. (:xact]y how each defaited event occurring
~in business should be recorded. Consequently, there arc :,t,veral matters in aocountmg practlce
that may d1 ffer from one cémpany 1¢ another. - i

Accounting principles are man-made. They are accepted bCCdllSC they are beheved io be useful
The general acceptance of an accounting principle {or for .that maiter any principle) usually
depends on how well it meets the three criteria of ‘relevance, objectivity, and feasibility,. A

" principle is relevant to the extent that it results in meaningful or useful information to those

who need to know about a certain business. A principle is objective to the extent that the
information is not inflacnced by the personal bias or judgement of those whe furnished itz
Objectivity connotes reliability or, frustworthiness which also means ‘that the correctness of
the information reported can be vérified. A principie is feasible to the extent that it can be
lmp!ememt:(i withouf undue com )]emy or cost

Earller in Unit T we had descrmed acuountm as the language of business. As witly language,

“‘accounting has many dialects. There are dlfrercnces in terminology. In dealing.with the. .

framework of accounting theory, one is confronted with a serious problem ar 1smg from differences

- in terminolegy. A number of words and teriis have been used by dlﬁcrent writers to express

and expiain the same idea or notion. Thus, confusion abounds in the literature in so far as
the theoretical framework is concerned. Tie various terms used for describing the basic ideas
are: concepts, postulates, propositions, basic 'mmmpnons underlying principies, fundamentals,
conventions, doctrines, rules, etc. Although each of these terms is capable of precis ' definition,

- general usage by tlie professmn of acceunting has served {0 give them loose and overlapping

meanings. The same idea or notion may be described by one author as a coneept, by|another as

" apostulate and stifl by another as a convention. For instance, the separate Business [Entity idea

has been described by one author as a concept and by another as a convention. To tdke another
ifstance', the idea implied in Conservatism has been fabelled by one author as a ( Imodifying}

" convention, by another as a prlncsple and yet by another as a doctrine. The wide diversity in
: termmoiogy to express the basic framf,work can only serve to confuse the Iearner

WJthoul falling into* the trap of t]*ls terminofogical maze, we are explalmng below some

 widely recognised ideas and we call all of these concepts. - We do feel, however, that some

of these ideas have a be[tcr claim to be called conceptu, while the rest shoul bc called

18



Acceunting Framework

‘conventions’. Fundamenta! accounting concepts are broad general assumptions which underlie
periodic financial accounis of business enterprises. The reason why some of ifiese ideas should
be called concepts is that they are basic assumptions and huve 2 direct bearing on the quality
of financial accounting information.. The alteration of any of the basic concepts (or pestulates)
would change the entire naivre of financial accounting.

Business Entify Concept

In accouniing we make a distinction between business and the owner. IU’ tne records are
kept from the viewpsint of the business rather than from that of the owner. An enterprise is
an economic unit separate and apart {rom the owaer or owners. Ag such, wmnsactionk‘ of the

~ business and those of the owners should be accounted for and veporied separately, in recording
a transaction the important 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 cerfain personal expendifure, the
accounts would show that cash had been reduced even though if does not make any difference
to the owner himself. Similarly, if mc owner pnis cash inte the Lusmeus he has a claim against
the business for capital brougng in. '

This distinction can be easily mamtamed i the case of a lim ited-company becanse a company
has a legal entity {or peczonality) of its own. - Like a natural persen it can engage itself in
economic activities of producing, cwning, mahaping, sioring, transferring, lending, borrowing
and consuming commodities and services. Distinction, however, is difficult in the case of
partpership, and even more so in the case of one-man business. Nevertheless, acconnting still
maintains separation of business and owner. This uplies that owner’s personal anad houseliold
expenses oF cbligations {e ., expenditure on food, cothing, housing, entertainment, debts,
mortgages, ete) wiil not appear int the books of accouat, Tt may be clarified that it is only for
accounting purposes that parinerships and sole proprietorships are freated as separate cmd apart
from ithe owners, thoupgh law doés not make such disiinction. A ¢reditor would be ju::ﬂfl d in
looking to both the business assets and the private estate of the owner for satisfaction’ of his
claim. One reason for this distinction is fo make it possible for the owners to have an account
of the performance from those whe manage the enterprise, The managers are entrusted with
funds supplicd by owners, banks and others; they are responsible for the proper use ofthose
funds, The financial accounting reports are designed to show how well this respunsibility has
been discharged. :

o

Activity 1
¢

Apart from the reason menticmed above, can you think of any other reason for justification of
Busmexq intity Concept?.

Activity 2

" The proprietor of a firm withdrew Rs. 50,000 for his personal use, This was shown as an expense
of the firm. Profits were reduced o pay a lower tax. s this right from accounting point of view?



Aceounting Goncepts and Standards.

‘Money Measurement Cericept o -

1n accounting, only those facts which can be expressed in terms-of money are recorded. As
money. is accepted not only as a medium of exchange but also as a store of value, it has avery

" important advantage since a number of widely different asseis and equities can be expressed in
terms of 2 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 in the books of account berause they
cannot bé expressed in money terms. For example, the state of health of the Managing Director.
‘of a company who has been the key contributor to the success of business is not recorded in
the books. Similarly, the fact that the Productipn Manager and the Chief Internal Aluditor are
riot on speaking terms, or that-a strike i3 about to begin because labour iy dissatisfied with the
poor working conditions in the factory, or that a competitor his recently taken over the best
customer, or that it has developed a better product and so on will not be recorded even though
all these events are of great concern to the business. ' ' '

From this star_ldpoint, one cotid say that accounting does not give a complete accaunt 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 equal value to a rupee ten years back or
ten years later. In other words, we assume stable or constant value of rupee. In the accounts,
- money is expressed in terms of its value at the time an event is recorded. Subsequent changes
in the purchasing power of money de not affect this amount., You are perhaps aware that most
economies today are in inflationary conditions with rising prices. The value of a rupee of 1950’s,
has depreciated to an unbelievably low levei in the 80s. Most accountants know fully well that
" purchasing power of rupee does change but. very few recognise this fact in accounting books
and make allowance for changing price level. And this is so despite the fact that accounting
‘professional has devoted considerable attention to this problem and numerous suggestions have
been made to account for the effects of changes in the purchasing power of money. -In fact,
~-one of the major problems of accounting today is to find means of solving the measurement
problem, that is, how to extend the quality and the coverage of meaningful information. ‘It
will be desirable to present in a supplementary analysis the effect of price level chariges on the

1eported income of the business and the financial position.

Activity 3 _ . : ,
" “Supposé the Managing Director of a company is killed in a piahc crash. - To the [extent "an
orgarisation 35 the lengthened shadow 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. Wil this have .
any effect as far as the accounts of the company afe concerned? ' :

...........

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

T T T R R AL AL IR NN IO B I R UL

- Continuity Concept -

'Accounting assumes that the business (an accounting ertity) 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
goinig concern, that is, as continuing in operation, at least in-the toreseeable future. The owners
have no intention nor have they the. necessity to wind up or liguidate its operations. '

by




" Accounting Framework

This assumption is of considerable importance for it means that the business is viewed as a -
mechanism for adding value to resources.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 niot expeéted to be qu’uidated 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 the 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 going concern. Under this assumption neither hlgher current_
market values nor liquidation valves are of particular importance in accounting. This assumptlon
prov;des a basis for the apphcatlon of cost in accountmg for assets .

- However, if the accounta_nt has good_reasOns to believe that the business, or some part of it,
-Is going to be liquidated or that it will cease to operate (say within a year or two). then the
resources could be reported at their current valies {or liguidation values).”

Activity 4 -

- A company revalues its buildings which were purchased at a cost of Rs. 1,00, (]Ol] in 1967 to Rs,
20,00,000.in 1986 and records the dlffcrcnce of Rs 19,00,000 as proflt for the year 1986 Is this
practice nght‘?

S S T I R I IR R
T e L T e

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

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 subsequent
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 accountmg records.

In case of certain assets the accountmg values and market values may be similar; cash i€ an
obvious example. In general, the longer an asset has been owned by the cornpany the lesser are
. the chances that the accountmg value wil! correspond to the market value.

The cost concept does not mean that all assefs remain on the accounting records at their original
- cost for all time to come. The cost of an asset that has a long but limited life is 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 written off} by allocating a part of it to expense in each
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Accounting Concepts and Standards

accounting period. This wilt 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 refationship between depreciation and changes in market value
of the assets. The purpose of depreciation is to allocate the cost of an asset over its usefi] life _
and not to adjust its cost so'as to bring it closer to the market value.

L 7 | : _
You must be wondering as to why assets are shown at cost even when there are wide differences
between their costs and market values. The main argument is that the cost concepi 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 receive
it, and the payment of cash and legal 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 agcrual
. 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 t6 receive the same has not yet arisen. In the latter case
" thé revenue will be recognised even though the amount is recetved in the subsequent.period.

. Similar tredtment would be given to expenses incurred by the firm. Cash payments for expenses
may be made before or after they are due for payment. ‘Only those sums which are dug and
payable would be treated as expenses. If a payment is made in-advance (ie., it does not belong
to the-accounting peried in question) it will not be treated as an expense, and the perso who -
received the cash will be treated as a debtor until his right to receive the cash has malured.
Where an expense has been incurred during the accounting period but no payment has been
made, the expense must be recorded and the person to whom the payment should have been
made is shown as a ereditor. - - -

Aétivity 5

-

" The accounting year of a firm closes on 31st December each year. The rent for business premises
of Rs. 9,000 for the last gharter could not be paid to the owner on account of his being away
in a foreign country. Should the rént paysble be taken into account for computing the (firm’s
income for the accounting year? : S ' B
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Activity 6

A government 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?

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

Concept of Conservatism

The concept of conservatism, also known as the concept of prudence, is often stated as "anticipate
_.mo profit, provide for all possible losses”. This means an accountant should follow a cautious
approach.” He should record lowest possible value for assets and revenues, and the highest
_ possible value for liabilities and expenses. According to this concept, revenues or gains should
be recognised only when they are realised in the form of cash or assets (usuaily legally enforceable
debts) the ultimate cash realisation of which can be assessed with reasonable certainty, Further, -
provision must be made for all known liabilities, expenses_and losses whether the' amount of |
these is known with certainty or is at best an estimate in the light 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 outcome of which- gain or loss-cannot be determined
accurately at present. It will be known only 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 the judgement will be favourable or unfavourable to the company cannot be determined
for sure. -Hence, it will be pludent to provide for likely loss in the financial statements. As a
consequence of the application of this concept, net asscts are more likely to be undersmted
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 shouid 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
dctermmatlon of profit and the disclosure of frue and fair financial p051t10n of the” busmess
“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.

Materiélify Concept

There are rnémy events in business which are trivial or-insignificant’ .in nature. _The cost of
recordmg and reporting such events will not be justified by the usefiiiness of the information
denved Materiality concept holds that items of small significance need not be given strict

2




Accounting Concepts and Standards

theoretically correct treatment. For example, a paper stapler costing Rs. 10 may last for ‘}hree .

years. However, the effort involved in allocating its cost over the thiree year period is not worth
the benefit- than ¢an be derived from this operation. Since the item obviously is immaterial

when related to overall operations, the cost incurred on it may be treated as the expense. cnf the.

period in which it is acquired. Some of the stationery putchased for office use in any dccountmg
period may remain unused st the end of that period. In accounting, the amounf spent on €ntire

stationery would be treated as expense of the period in which the stationery Was purchiased,

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 wou]d be taken as the expense of the period in which|such
cxpcme was incurred. _ , ,

Wherc to draw the line between material and irhmaterial events is a matter of judgement and
common sense. There are no -hard and. fast rules in this respect. Whether a particular item
or occurrence is material or not should be determined by considering its relationship to pther
items and the surrocunding u[cumstances It is desirable to establish and follow uniform palicies
govermngD 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 may be deducted from the cost of
godds_ and net amount entered in the boeks, or alternatively trade discount may be shown as
the income with fuli cost of raw material purchased entered in the books. Similarly, there are
several methods to charge depreciation { which is a decrease in thé value of assets caus{Ed by

wear and tear, and passage of time) on an asset or of valuing inventory. The consistency copcept

requirés that once a company has decided on one method. and has used it for some time, it
should continue to foliow the same method or procedure for all subsequent events of the same
character unless’it has a sound reason to do otherwise. If for valid reasons the company rakes
any departure from the method it has been following so far, then the effect of the change must
be clearly stated in the financial statements in the year of change,

You will appreciate that much of the utitity of accounting infarmation lies in the fact that one
could draw valid concfusions 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 evaluated. Inconsistency in the application of accounting methods might
significantly affect the reported profit and the financial position. Further, idcdﬂ_sistenc}l' also.
opens the door for manipuiation of reported income and assets. The comparability of financial
information depends largely upon the consistency with which a glven class of events are handled
i accountmg records year after year. :

Actwlty 7

A company had been charging depreciation on a machine at Rs. 10 000 per vear for the first 3
.years. Then it began charging Rs. 9,000 for 4th year and Rs. 7,800 for Sth year and s0 on. Is
this. practice justified? Give reasons for your answer.

................................................................................................
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Periodicity Concept

Although the results of opcrations 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 also 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 firrms usually adopt a shorter span of interval,
say one month or three months, for internal reportmg purposes. -

The allocation of long-tcrm costs and the dlfﬂcultles associated with this process d:rectly 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 rfesolve such difficulties. Obwous}y, the utility of thc
‘periodic financial statements outwelghs the dlfflCUltleS - :

Some other concepts, e.g., Matching concept, Realisation concept and Dual Aspect concept arc :

" discussed in Units 4 and 5 and as such they have not been taken up herc

While going through all these concepts, 'prob_ab[y yoci have dcvcloped a feeling that they come
in conflict with each other. You are right. We illustrate this by considering some of these
- concepts in the context of valuation of business properties. Suppose, a firm acquired a piece

of land in 1965 for a price of Rs. 60,000. Factory premises were constructed in 1966 and
' operations commenced in 1967. The firm has been a great success with a profit profile for the
past eighteen yvears. The Balance Sheet (2 statement of assets and liabilities) for the year 1985
is being prepared and ‘Land’ is reqmred to be valued. The estimated current market prlce 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 supporied by several of the concepts discussed in this section. 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 aid not
sold away. You may note that the continuity or going coneern 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 might
. decide to discontinue the busmcss sell the land 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

~ acquisition of land at Rs. 60,000 in 1965 is the objective fact because 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 plot 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 land. Is it possible to estimate the value
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~ of tand without factory bundings and other facilities constructed o it? The answer is a flat ‘no’ _
and the conservatism cencept will then deter you from accepting an estimate of mancot value
since it cannot be ascertained with reasonabio accuracy :

2 4 ACCOUN’I‘ING STA‘JDARDS

The basic concepts dlscussed in the foregomg paragraphs are the core elemen; ts in the thcory of
accounting. These concepts (postulates or conventions), however, permit a variety of alternative
practices to co-exist. - As a result, the financial results of differeni 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 alternatlve accountmg methods have also enabled
the reporting of different results even by the same: company.

Need for Standdrds The information containéd in pubhshed fmam:lal statements is of partlcular
importance to external users, such as shareholders and investors: Without such information
they would not be able to take right decisions abaut their irivestments. - As in several other
- countries, Partiament in India has specified in the Companies Act the type and minimum level
of information which companies should disclose in financial statements. It is the responSIblhty :
of the -accounting profession to énsure that the required information is properly presented. Tt
is evident that there should not be too much discretion to ¢ompanies and-their accountants .
to present financial information the way they like, In other words, the information contained
~in financial statements should conform to carefully considered standards. Public confidence in

. accounting information contained in financial staternents will grow if they are safisfied as to'the
logic, conmstency and fairness of the figures shown threin. For mstance, a company could incur

a loss and still pay dividends by manipulating the loss into a profit, In the long run this course-
‘may have a disastrous effect on the company_ and 15 investors.

You would be better able to appreciate the function of accounting standards by relating them
to the basic purpose of financial statements which is the communication of information affecting
the ailocation of resources. fdeally, such information should make it possible for investors to.
evaluate the investment opportunities offered by differént firms- andraliocate scarce resources
‘to the most efficient ones. In theory, this process should result in the optirnal distribution of
resources within the economy and should maximise the potentla[ benefit to society.

[[n this context uniess there are reasonably appr opnato standdrds 11eithor the purpose of the
-individual investor mor that of the naticn 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 distorfions -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 som{:w will be diverted away from the
more efﬁcxent companies whlch have ddoptf‘d more. strict and con51stent accountmg methods.

- 2.5 CHANGING NATURE OF GENFRALLY ACCEPTED
‘ ACCOUNTING PRINCIPLES (GAAP) o

'Generally acceptcd accountmg principles are ucuall y developed by professmnal accounnng bodies
like American Institute of Certified Public Accountants (AICPA) and Ipstitate of Chartered -

Accountants of India (ICAY). In developing such principles, however, the accounting profession

has to reflect the realitics of social, economic, legal and political environment in Which it operates.
Besides academic research, regulatory and tax jaws of the government-e.g., Compames Act,
. 1956, Income Tax Act, 1961 etc,’in a large: measure, mfluence the formulanon of acceptable
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accounting principles. Stock excharnges and othef'regulatory agencies like Controller of Capitél
Tssues (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 gi_\"e_' you a brief account of the development of standards in the United Kingdom,
United States of America, India, and at the international level. o

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 real 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 standardisation is initiated by the
issue of an ‘Exposure Draft’ on a specific topic for discussion by accountants and the public
at large. Comments made on exposure draft are taken into consideration when drawing up a
formal statement of the accounting methods for dealing with that specific topic. The Statement
known as a Statement of Standard Accounting Practice (SSAP). Once the statement of standard

“accounting practice is adopted by the accounting profession (the fact that a statement has been
issued by the Instifute in itself signifies the acceptance by the profession), any material departure
by any company from ihe standard practice in presenting its financial reports is to be disclosed
in that report. So far, nineteen statements of standard accounting practice, in addition te some
exposure drafts under consideration, have been issued by the ASC.

The need for evolving standards in the USA 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'ras,earch-orientcd organisation called
the Accounting Principles Boards {APB) was formed in 1957 to spell out the fundamental
accounting postulates. The Financial Accounting Standards Board (FASB) was formed in
1973. The FASR pronounces statements from time to time articulating the generally accepted
accounting principles. The constant support given by SEC to I'ASB pronouncements has given

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

statements of concepts and eighty -¢ight statements of financial accounting standards.

Standards at International Level: In view of the growth.of international trade and multinational

" enterprises, the need for standardisation at international level was felt. An International Congress
of Accountants was organised in Sydney, Australiain 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 TASC or at least to disclose variations from recommended standards. After its formation in
1973, the IASC has issued 26 international accounting stalements todate. Another professional
body, the International federati_on of Accountants {IFAC) was e_stablis_hed in 1978.

_Attempts have also been made in countries of Buropean Economic Community (EEC) and
Canada for standardisation of accounting practices regarding disclosure and consistency of

* procedures, - S :
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2.7 ACCO‘UNTING STANDARDS IN INDIA

. With a view to harmomse varymg, aeeountmg pol:eles and practlces eurrently inuse in Indla, the
Institute of Chartered Accountants of India’ (ICAT) formed-the Accounting Standards 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 external ‘agencies, mcludmg the
representatwe bodies of trade commerce and industry. So far, ten standards have been issned
by ASB a buef description of whleh is provided in Appendlx Ito thls unit. -

'.The standards are recommendatory in nature in the initial years They are’ recommended for
-'use by companies listed on a recognised Stock Exchange and other large co;rfmermal tndustnal
_ and busmess enferpnses in the public and pnvate sectors. . - _ . ] |

We ad,vise. that'you read all or atleast some of these standards in order to get a feel of what
these standards are all about. What policies and procedures of accounting these stant;lards 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 ait the blocks of this course in order to have a better grasp of them.

Regarding the position in India, it has been stdted that the standards have been developed

* without first establishing the essential theoreticat framework.” Without such a. ﬁ'amework, it -
. -has been contended, any aecountmg standards and principles- developed are llkelv to lack -

direction and coherence. This type of shortcoming also existed in IJK and USA |but then
it was recognised and remedied long back. In the United States the first task which FASB.
undertock was to develop a conceptual framework pro]ect which aimed at de_ﬁnmg the objectives
of financial teporting (a sample of which is presented in Appendix IT). This was to be| followed
by the spelling out of concepts and standards establishing what have been frequently. referred
to as generally accepted ‘accounting principles (GAAP). Any attempt to- develop a conceptua]

-framework regarding the ob]ectlves of reportmg wili haVe to take into consndcratlon the answers
10 the followmg questlons . : :

i) Who are the users of financial reports‘? L
ii) What decisions fhese user groups have to take" S IR _ I '

iiiy. What information can be provided wluch would assmt them to take: such dec:s:om

© The Ob]CCtIVCS as you have a'lrc;ady noted, depend upon thc economte, 'sOClal legal ancl polmcal f
emnronment of the country. _ ; . ;

At th:s point it wﬂ! be useful for you to wateh Vldeo Prcgramme Umu-standmg Fmanﬁal
Statements-}i’art I .

2.8 SUMMARY

Accounting as a field of study in its developmental process lias evolved a theoretical framework
consisting “of principles or concepts over a period of time. These. concepts enjoy a wide
-measuie of sopport -of the aceountmg,professmn, that is' why they are known as (Generally

Accepted Accounting Principles (GAAP). Several concepts and their rmpl:catmns for business” -

Cand mformanon users were dlscussed in this umt '

Smce the accountmg principles are broad gL‘lldGlll‘lﬂb for general appllcatlon, they pernnt a
wide variety. of methods and practices. The lack of umformlty in accounting praetlce imakes it
difficult to compare the financial reports of dlfferent eompames Moreover, the mu!tlpllclty of
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accounting practices makes it possible for management to conceal economic realities by selecting
those alternative presentations of financial resulés which allow earnings to be manipulated. The
financial statements prepared under such conditions, therefore, may have limited usefulness for.
several users of information. This problem has been recognised all.over the world and vaticus
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 look at the practices used by ‘practising accountants. They then try to obtaini a
refinement of those practices by a process of cbnsensus. 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

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

Accoﬁnting'thenry 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 should be prepared on a consistent
. basis from period to pericd, and within periods there shonld be consistent treatment of similar
items. : '

Conservatism concept forbids the inclusion of unrealised gains but advocates provision for
possible losses. _ :

Entity concept separates the business from owner(s) from the standpoi'nt of accounting.

Going concern concept refers to the expectation that the organisation will have indefinite life.
This assumption has an important bearing on how the assets are to be valued. !

Materiality concept admonishes that events of refatively 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 satisfactio_n‘
as they cannot be expressed in money terms. It also assumes records on the basis of a stable
monetary unit, ' '

Ohbjectivity principle requires that onlythe information based on definite and verifiable facts be¢
recorded. -

2.10 SELF-ASSESSMENT QUESTIONS/EXERCISES

Examine the i‘ole of accounting concepts in the pfeparation of financial stsltements,

Is it possible to give a true or a fair view of a company’s position using accounting information.
Do you find any of the accounting concepts conflicting with each other? Give examples.
in Whét 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 'regardi'ng standardisation of accounting practices?

R L7 B S SR NN

Answer whether the following statements are true or false:

-a) The materiality concept refers to the state of ignoring :
small items and values from accounts - True/False
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) maki_ng entries in the books of accounts

© i) gen'eral principlés for the pfepafat’ion of aocoun':ting' information '

' "v) none of the above

10

1

Answers to Activities

1

2

' e) The Securities Exchange Commlssmn of USA has -

-_1v) professmnal accountmg bodles

'iv) none of the above

- admissible as deductions frdm proflts for tax purposes.

Accounting Coneepts and Standards

_ b) The generally atcepted accountmg prmctples prescrlbe

' auniform accounting practice _ © TroefFalse
¢) The conservatism concept leads to the exclusmn of . o
all unrealised profits . . . - True/False-

‘d) ‘Statements of Standard Accoun‘ting Practice were
formulated by the Financial Accountlng Standards .
Board of USA. ~ TroefFalsg

* played an important role in evolving the conceptual _
framework for accountmg : _ True/False
Conceptual framework of accounting implies-

i'i) a code of conduct for the accounting profession

iv) planning and control of enterprlse operatlons '

v) none of the above . .
Accountlng Standards are statéments prescrib‘ed b}} 4
]) . o . :
i) govemmcnt rcgulatory bOdlCS

iii) bodles of shareholders

Accountmg concepts are
i) broad assumptions . _ .
i) methods of presenting financial accounts R

ifi} bases selected to prepare a specific set of acc'ol_mts -

Name the accounting concept violated, if any, in each of the following situations:

a) The Rs. 1,00,000 figure for inventory on a Balance Sheet is the amount for Whi:.h ift
could be sold on the balance sheet date. ' . .

'b) The Balance Sheet. of a retail store which has cxpenenced a gross profit of 40% on
sales contains an item of merchandise inventory of Rs. 1, 15 00, 000

_ Merchandlse mventory (at cost) Rs. 69,00 ,000.

) Company M does not charge annual dcpreCIatlon, preferring instead to show the er tire .
difference between original cost and proceeds of sale as a gain or loss in the period
when the asset is sold It has followed this practlce for many years : :

If ‘separate cntlty concept’ {s not observed, it becomes difficult to calculate the profita illty
of business and ascertain its financial posmon It would be partlcul arly difficult 1f the owner
has several dlstmct businesses.

'Proprletory mthdrawals reduce the capital of the entcrpnsc unless they are in l]cu of

anticipated profits. It is not proper to show them as operating expenses They are also not
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3 No, the ‘morniey 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 ’Violatcs several concepts like, ‘cost concept’, ‘conservatism concept’, and’
‘continuity cencept’. To take credit for an extraordinary gamn 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 revaludtlons so that balance sheet could show a realistic posmon of
the enterprise. '

5. Tt should be taken into account otherwise profit would be overstated : //

It should be taken into accouni otherwise profit would be understated

It violates the ‘consistency conccpt’ unlcss thcrc is a solld reason for departmg from the
earlier practice.

AnSwers to Self-assessment Questions/Exercises

7 (a) False, (b) False, (c) True, (d) False, (e) True.

& (iii)

9 (iv).

10 (i) |

11 (a) conservatism concept, (b) no ViDIléll'i(Jl‘.l, (©) periodibity concepl.

2.11 FURTHER READINGS

Anthony, Robert, N. and James Recce, 1987 Aecounting Pmnczpleb All India Traveller Book
Seller: New Delhi {Chapters 1-3). : . : :

Meigs, Walter, B. and Kobcrt F Meigs, 1987. Arrountmq The Basis for Busmes-r Decwmm,
McGraw Hill: New York (Clmples 1).

Hendrlksen E‘S 1984 Acwum'mq Theory, KhO‘Jd Publlshmo House: Delhi (Chapters 2,3
and 0). :

'2.112 APPENDICES

'Appendlx I
Accountmg Standards in India
Institute of Chartc'rcld Accountants of lndia‘([.CAI) has so [ar issucd the following ten accounting standards (AS):

" e AS- 1: Disclosure of Accounting Policies
‘s AS-2: Valuation of Inventories
e AS- 3: Changes in Financial Position .
o AS- 4 Contingencics and Events Occuring Afler the Balance Sheet Dae
s AS-5: Prior Period and Extraordinary Ttcms and Chauges in Accounting Policics
‘s AS- 6: Depreciation Accotnting ' '
o AS-T: Accounting for Construction Cosis
» AS- 8 Accounting for Research and Development
s AS-9: Revenue Recognition '
» AS-10: Accounting for Fixed Costs
. o~ N .
Accounting Standard-1 deals with the disclosurg of significant accounting policies loilowed in the preparation
and presentation of financial statcments. Some of the arcas in which’ accounting policics adopted -by. different
enterprises may differ include: methods of depreciation, depletion and amertsation, treatment of expenditure
during censtruction, conversion ur franslation of foreign curcency items, valuation ol intentories, treatment of
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goodwill, valuation of investments, treaiment of retirement benefits, recognition of profit on long—te M contracts.

valculation of fixed assets, treatment of contmgent {iabilities erc.

: /') -
The purpose of this standard Is to pmmote 4 better understanding of financial statements by establishing through-
an accounting standard the disclosure of significant accounting policies in the financial statements and the manner

of doing sa.

Any change in the accounting policics which has a material effect in the current period or which is reasonably
expected to have a material effect in later periods should be disclosed. In the case of a change in accounting policies
which has a material effect in the current period, the amount by which. any item in the finaneial statements is affected
by such change should also be disclosed to the exient ascertainable. Where such amount is not ascerlainable,
wholly or in part, the fact should be indicated. ‘ '

and materiality. Compliance with this standard should go a long way in facmtatmg a more meanizgful comparison

between financial statements of different enterprises.

Accounting Standard-2 deals with the principle of vatuing inventorics for the financial statements. This standaird_
seeks to narrow the differences in the current practices of inventory valuaticn, and te ensure adequate disclosure
in the financial statements. Any change in the accounting policy relating to inventories, which has a material effect
in the current period or which is rcasonably expected (o have a materlal effect in later periods, should be cllsc]oscd

. Accounting Standard-3 'is concerned with the Statement of Changes in Financial Position (SCFP), co Ilmonlj}

known as Funds Flow Statement. It deals with the financial statement, whlch summarise the sources and 2pp Jcatmn

of funds of an cntcrpnsc for a given period.

In India, though therc is no legal requirement to publish this statement, there is a growing practice io do s+|) along
with other financial statements. The abjective of AS-3 is to encourage and sirengihen this practlce !

Accuunting Standayd-d{ deals with the trcatrﬁcm, in the financial statements, of contingencies and events
occuring after the balance sheet date. ' ' '

A contingency is a condition or situation, the ultimate outcome of which, gain or loss, will be known cor-determined
only on the occurrence or non- eccurrence of one or more uncertain future events.

Events occuring after the balance sheet date ‘are those significant events, both favourable and unfavourable, that
occur between the balance sheet date and the date on which the financial statemenis are approved by the) Board
of Directors of a company.

Adjustments o assets and liabilities are reqoired to take care of significant events accurring after the balance
sheet date which provide additional information materially affecting the determination of the amounts relating to
conditions exlstmg al the balance sheet date. For example, an adjustment may be made for a loss on 4. trade
receivable account which is conflrmcd by the insolveney of 2 customer which occurs after the balance sheet date.’

If a contingent loss is not providu':d for, its nature and an estimate'of it<; financial efféct are generally disclgsed by
way of a noie unless the possibility of loss is remote. Slmllar]y. the existence and nature of contingent gajns arcn
usually disclused by way of a note in the financial statements if n‘. 1s rcasonably certain that the gain wiil be realised
by the enterprise. :

Accounting Standard-5 deals with the treatment of prior’ period and extraordinary items and 'char:lgcs in

-accounting policies. Any change in accouniing policy which has a-material effect shouid be disclosed:

Accounting Standard-8 deals with depreciation accounting and the disclosurs reguirements in connection with _
it. ' ' i ]
Depreciation had  significant effect in deCermlmng and presentmg the finantial posmon and the results of ope ations’
of an enterprise. Depreciation is charged'in each accounting period by reference to the extent of the depr ciable

amount {historical cost, or other amoont substituted for historical cost in the fmancmi statements, less the estinizted
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residual value} 1rrespcctwe of an increase in the market value of the assets. Accordin g to the Compamcs Act, 1956,
provision of deprecm{lon should either be hased on the reducing balance méthod (a‘s per Incone-tax Acl/Rules)
-or on, the correspondmg stralght]mc dcprccmtlon rates, which would write off 95 per cent of the original cost ovet
the specificd period. -

The method of depreciation should be applied consistenily to provide comparability of the results of operations {f
the enterprise from period to period. : ' :

The depreciation method(s) used, the total atﬁount of deprecialion for each class of assets, the gﬁbss amount o‘_fi
each class of depreciable assets and the related accumulated depreciation sheuld be disclosed in the financial
statements along with disclosure of other accounting policies. A change in the method of depregiation is treated as
a change in an accountlng pohcy, and should be disclosed accordingly.

Accounting Standard-T deals w1th accountlng for construction contracts in the financial sLaLcments of con-
. lragtors. A construction contract is 2 contract for the construction of an asset or a combmatlon of assets which
togcthcr constitute a single project.

The pr1nc1pa[ problcm rclatmg to accounting for construction contracts is the allocatlon of revenues and related
€Osts [0 accountmg periods over the duration of the contract. Two methods of accounting for coniracts commonly
followed by contractors are the percentage of complemn method 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 fmancla} statements.

Accounting Standard-8 is concerned with accounting Eor research and development. This standard deals with
the treatment of costs of rcscarch and development (R&D) in financial statements. In order to achieve a reasonable
degree of comparability between entcrpnsc:: and between accounting perlods of the same entcrpnse it is ngcessary
to’ ldentlfy the elements comprising R&D costs. Amounts of R&D costs should be charged as an expense of 1h‘T
periods in which they are Incurred. The R&D costs of a project may be deferrcd to future periods under certain
conditions. If R&D costs are deferred they should be allocated an a systematic basis to futtire accounting perieds.
The total of R&D costs, including the amortised portion of deferred costs, charged as expense should be disclosed

in the Profit and Loss Account for the period. Deferred R&D expenditure should be separately disclosed in the -

Balance Sheet under the head “Miscellancous Expenditure™

Accounting Standard 9 deals with the ‘bases for rccngnmon of revenue in the profit and loss statement of an
enterprise. The statement is cohcerned with the recognition of revenue arising in the course of the normal activities
of the enterprise from (1) the sale of goods, (2) the rendéring of services, and {3) the use by othc/ns of the cnterprise
resources yielding interest, royalities and dividends. The revenue should be recognised, provided that at the lime
of performance it is not unreasonable to expect ultimate collection. At the timc of ]‘alsmg “of any claim, if it is
unreasonable to expect ultimate: collection, revenue recogmtmn should be postponcd

Accountlng Standard 10 deals with accounting for flxed cosls. Some-of its highlights arc: (a) The gross l'-ook
value of a fixed asset should be either historical 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 cosis of bringing the asset
to its working condition for its intetided use, {c) Financing costs relating to deferred cre dits or to borrowed funds ,
attributable to construction or acqu;sttlon of fixed assets for the period up to the completion of construction or
acquisition of fixed assets should also be included in the gross book value of the asset to which they rclaw

The cost of a self-constructed [ixed asset should comprisg those costs that relate directly to the specific asset and
" those that are attributable to the construction activity in ge ncral and can be allocated to the speclflc assel.

Fixed assets acqitired in exchange for shares ot other securities in the enterprise should be recorded at their Ealr
market valie, or the fair market value of the secun[lcs issued, whichever is more cIearIy cvident, <

.-Subsequem expenditures related 10 an item of fixed asset should be added 1o its book value if they increase future
benefits from the cxisting asset beyond its previously asscssed standard of performance. Fixed asset should be
eliminated from the finaricial statements. on disposal of whereho further benefit is expected from its use and

dlsposal - ] -
n
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Lasscs arising from the retirement, or gains or losses arisirig from disposal ef fixed asset which is casried at Cost
should be mcogn19ed in the profit and loss statement. When a fixed asset fg revalued upwards any. ccumulated
-depreciation existing at the date of the revaluation should not be credited to the profit and loss account. |An increase

in met book value arising on rcvaluatmn of fixed assets should bs credited directly to owners’ inierests under thc '

head of revaluation reserve.

-

Goodwill should be recardedin the boeics only when seme cons:deratwn m money or money s worrh has been pald
for it.. : : "

The followinp information should be disclosed in the finantcial siatements:

1 gross and net book values of fixed assers at the end of an accounting period showing additions, disposals,
- acquisitions and-other movements’

p e:xpenduure incurred on account of fixed assetﬁ in lhc course of construction or acqu15¢t:0n and

3 revalued amoum substinted for hlst()l ical costs of fixed assets, the mcthods adépied to compute the’ revalued
amounts the nature of inldices used, the ysar of any appraisal made, whether an external valuer was -nvolvcd
in case where ﬁxed assets are stated at revalued amounts.

'Appendix I _ . :

Financial Acmunfing Standards Board (FASB) .

_ Gbmﬁepts No. 1: ‘Objecfives of financial reporiing by business entérpriée’.‘
The thres cabjecrives which are ir’ic%udéd in COIW"S})ES'NG 1 aré reproduced below;

1 Financial reporting should provide information that is useful to the present and potcnual iﬂ\ﬁbeI'S and
creditors and other users in making rational mvcstment, credir am:l similar, devlSIOIIS The mfornau:mr. should
be comprehensible 1o those who have a teasonable understandmg of bLlSln(,.:S and econoinic ‘acfivities and
are willing to study the information. with reasonable dlhge'we '

2 Financiai reporting should prowde information to bielp present and potcntlal fnvestors and credltors and othcr

users in assessing the amounts, tlnmg, and uncertainty of prospeciive cash receipts from divzdcuds or interest
. and the proceeds from the sale, redemption, or maturity of securities-or loans. Smce mvesmrs and creditors”
- cash flows are relaied to cn[e;prlse cash flows, financiai reporting should provide information to- hcl p investors, -

ereditors and others, assess the amounts, tlmmg, and uncsrtdinty of prospective net cash inflows to, tnc'r'e_lated'

entﬂpnve

3 Financial reporiing should provide, informaijor: aboul the economic resources of an enterprise, thg claims to

those resolrces (obligations of the enterprise to transfer resources jé other entiues and owner’s equity), and.

) the cffe.c of transacrions, events, and.circumstances that change iis resources and c_iau'q to hiose|resources.

A
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UNIT 3 ACCOUNTING INFORMATION.
AND ITS APPLICATIONS

- Objectives

After Istudymg this unit, you shoutd be ablc 0 apprecmle the:
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 major purposes of accounnng mfmma%mm
« role of information in the control pm;ess '
~« uses of earnings information; and : _
s uses of information contained in balance shicet.
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3.5 Uses of Eamings Information

3.6 Uses of Balance Shect

3.7 Summary

38 Key words

39 Self-assessment Quesnons/’ﬁxcmscs
:'310 Further Readings

3.1 INTRODUCTH}N

As you have observed in unit 1, bisiorically, munn zg developed as a aystem for reporting
information to the owners including sharehelders and other investors of the business. In the
process of its evolution, accouting has branched off into two distinet directions-one dealing with
information processing for external uses and the other dealing with information processing for -
internal (or managerial) uses. We refer to the first one as financial accounting and the second
as managerial accounting. But when we talk about ‘accounting information, we generally Jock
at it in a broader scnse to encompass information processing for both internzl and external nses,
* In this unit we shall deal with some illustrative uses of accounting information so as to give you
a feel of what accuunt:ng could oontrﬂmte -

3.2 PURPOSES OF AULOUNTIN(" INFORMATION

At the outset, let us share with you that munﬂng mjmmahen is useﬁjl for (1) SCOTE- keepmg. ()
attentiop-directing, and (3} problem- solving. Let us ask a guestion: What precise information
should the accountant provide for these purposes” Osmeuslv, the type-coverage of information
needed may vary from organisation to organisation. Further, the specific information needs in
the actual decision-making process st dlﬁ‘ercnt orgam.,ahﬂnai ievels influence the scope mf an
accounnng information system. .

4

‘Score-keeping: The scorc-keepmg function is one of the primary pufposes of accousnting

information. It Jasically deals with the financial health of the enterprise. - In other- words, it
answers: How are we doing? Good, bad, or indifferent? Though it appears ic be a simple
question, a. moment’s ref!e_ctmn will show that it is not that simple. -1t 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 nof sufficient? Thus we can'go on increasing the string of
_questions intending to further clarify the basic question. Thus, score- keeping has two aspects,'
‘one is that of keeping recmd of actual data on performance - a constant process of measuremens
"and valuation. ‘The other aspect is concerned with puiting the data in relation to predetermined
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standards. Tn order to answer the question whether the performance is good, bad or indifferent
we have to have a constant process of comparison against some norms, standards or benchmarks.
This is achieved by preparing a series of reports based oni comparison of actual data with the
planned data. : . '

-Aetivity 1 . _

Complete five questions (two are already ‘given below) that will lead fo the assessment of the
financial health of a business organisation. ' :

1 How much profit was made by (he organisation in the preceding accounting vear?

2 Dioes the organisation have sufficient funds to mect its day to day expenditures?

Attention-directing: Attention-directing is nothing but the process of giving a signal to the
. user of accounting informations about the need to take 4 decision.” As such the accounting
information supplied arouses the user’s attention to take decision. For example, a report from
an accountant cemparing the actual performance data against budget data is a scqre-kcepigg-
record. 1o the hands of a decision-maker it is an attention-directing information. This would
enable him to immediately focus his attention on the deviations or variances from the budgets
or the plans. A whole series of actions will be triggered by this, namely, evaluation of reasons
for the deviations, remedial actions to be taken, modifications in the feedback for future and

S0 01l

~ Most of the formaj reporting takes the form of annual reports. An annual report is the score
card of activities for an accounting period. If properly analysed, this report can be helpful in
understanding the problems of overall nature faced by the enterprise. It can also help the
sharcholders in assessing the actual performance of the campany vis-a- vis their expectations.

Probiem-solving: The problem-solving function of ‘accounting informationtinvolves provision of
-such information which enables the manager to find solutions to the problems. There are many
“problems which accounting information tould hightight and provide for their possible solutions,

such as ‘make or buy decisions’ with respect o components, parts or products, ‘contipue or drop
decisions’ with Tespect to product line, ‘leasing or acquisition decisions’ ‘with respect to assets

etc. 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 understind-and take stock of the organisation’s performance.

Inits attention-directing role accountinginfo rmation, by reporting and analysing the data, focuses
a manager’s attention on operational deficiencies, weaknesses, threats and opportunities. In
this role accounting complements day to day operational planning and control actiyities.

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

Activity 2
Fill .in the blanks:
1 Financial accounting deals with reporting inforrnat'ion for ......... uses angd ..ol

deals with reporting infoxmation for managerial uses.
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2 Aecountmg mformatlon addresses 1tself to three distinct actmtles, a ......... (ii)
e i) ......... )
3 Score- keepmg actmty mvolves two functions, flrst keepmg ......... and séeoﬁd a constant
process of ......... : : : - _
4 Attention -directing 1nf0rmat10n trlggers the need. for takmg ...v..... in the reeipient’s
" mind., ) _ .
'5 Problem-solving in accountlng lnvolves prov1smn of ......... to enable managers to find

......... to problems R : o _ S

3.3 ACCOUNTING AND. CON TROL\IN . ORGANISATION

In this course we shall deal with fmanc1al nd management accounting together. You, probably
know that both these branches of accounting, after all, areiconcerned thh prowdmg mformatlon

about the same business, o
-

Oné 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 organisation 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 transfornis them with the help of the operating system-into-
‘outputs which it delivers to the environment. To control organisational system, we have first to
-measure inputs, operations and outputs. The measurements obtained then have to be evaluated
against standards. This information has to be supplied to the concerned managers so that they
could take appropriate actions from future point of view. In all these activities i. e., measuring,
evaluating and providing feedback the accountant is deeply involved. The process of evaluation
brings out, dev1atlons which prov1de the basis for feedback in a system and lead to changes in
mputs for operatlons to aehleve desired outputs '

Flgure I Structure of Control in an Orgamsatlon
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The annual accounts or financial statements of a busmess comprlse balance sheet and proﬁl :
“and loss account. Sometlmes they also mc[ur‘e t‘le fund flow statement. - :

Al

1
—

=

. All these statements have only hlstorlcal s:gmﬁcance since they relate to an accounting period
which has already expired. However, balance sheet and profit and loss account provide valuable
information linking the profit to investment or assets used in busmess We try to measure
orgnisational performance usmg this mformatlon ! ,
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The 1dea of relating profit to asset use can provide a basis for Judgement about the efficiency
of an drganisation. 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
l"eldtlDrl to the éxpectations of future, we try to make 1ntegrated financial plan for an ofganisation,
q3uch plan includes projections about level of actmty, IesOUrces, proflr fmancnal asset':, and cash
Fﬁ\OUTGﬁ-‘J B

From Pwure I it is obvious that controller’ (or aCcountant) and managers obtain such informatiod

Whth endbles them to dlagnose the situation, They dre able to identify and defme thle problem )

Ky
af hand. N

letus try to Jdennfy and deflne i prob]em ina hypothencal setting, Suppose you are managmg _

a firm Whleh seils three products Py, P, P3. You are confronted with a problem that the profit
of your firm is decreasing. Now falling profits may be due to many reasons. The first thing that,
vou would like to do is to identify the problem more pracisely before you set about solving it.
~Some-of the p0551ble 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 tosing money to the same extent?
_ Is the firm Josing money due to increasing cost or decreasing prices? Many such questions
~ would enable you in diagnosing the problem more accurately In general, such quebtlons enable
a mdnager ‘1o.specify the causes’ of the prob[em ‘ : : :

{et us examine how the accountmg information cou]d be helpful in 1dent1fymg a probiem of this
nature. The following table i is the summansc,d proﬁt and loss account ofa mm whaose 31tuat10n o

has been described above.
‘ Figures in Rs.

Year - ©vx0 . 191

e—

Sales o S ) ~ 1000 o 1000 ¢
Besss . : : ' o '
* Cost of goods sold - 400 Ve 500
\Depleudtlon : 200 i B 200
Other operating expenses : 100 () R 800
_ P.rotit - : o ©o 1300 SR L 200

: ‘ - _ ‘
From the above, it-is clear. that in one year the profit has declined by Rs. 100. An examination
‘of the protit 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- & position-to

sfate the problem thas:

.l’mlﬂem: Decrease in protlt‘% during the penod has come about as a result of overall

]nt,l'ed.‘:(:: in the cost of goods sold:

E the organisation was dealing with a single produet the problem is easily’ identifiable. But
a8t is dealing with three products, you have to answer the questlon Whlch product is losing
money? The product-wise accounting mformatlon with rcqpect to sales and costs can help us m
;denntymg the problem better. o o ;

‘(ecn e S 19x0 .19k
- Products R P, - Py 0 P R R, Py
Soles C3000 300 400 400 - 400 200
Less: Costof sales, ~ - 150- . 150, 100 200 200 100
Cross Profit - 150 150 3000 200 . 200 100

Please recall that other ¢osts which are common to al] the products. did not change). With

g .
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Problem: 1 Sales of Pl and P2 have 1ncreased Cost of sales retains the same relatlonshrp
with sales.

2 Sales of P3 has decreased Cost of sates in’ relatron to sales has doubled

What we have done is nothing but*a Very 51mple use of accountmg mformatron to pmpomt the
problem so that we- could initiate aet1on

34 PROFIT AND CASH BALAN: CE DISTINGUISHED

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

1 What is the worth of the busmess‘? |
2 How much does it carn?

The tesults of these two mqumes ustally become the basrs for several decisions of the management
and their action plans. The initiatives the management takes in connection with i improving, the -
profitability of the enterprlse and its worth will,in a large measure, be a reflection of managerlal _
effectiveness, :

Tllustration

Shyam decided to start a small castmg and machine shop. He undertakes _]Ob orders for castmgs
- He hired a shop floor with a backyard, bought the necessary equipment and hired a few workers. .
Shyam thought he had very successful operatron during the first year, because he was engaged L
throughout the year.

He tried to pre'pare his accounts and discovered that his collection from customers was.Rs. -
- 24,000 and he had borrowed Rs. 30,000 from the bank. He had spent Rs. 72,000 for running the
business. He has run down his savings substantially (Exhibit I). Shyam discussed the s1tuat10n‘
with his-friend who-is a graduate student of management He worked out Shyam” s operatmg
results for the perlod (Exhlbrt 1I). _ - . v

Exhibit] . L
Shyam Enterprises -
Summary of Cash transactrons

. _ _ Figares in Rs.
Receipts : ' Co - : 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 L
equipment purchased - 5,000
‘Electricity charges ©L000
Withdrawals for o
personal use < - 15,000
Other payments for o
. . expenses : ' -3.000

Excess payments over receipts  Rs. 18,000 _

Sh},'am s friend with the help of Exhibit II could convince Shyam that the situation is not very
bad. For proper apprecratlon of the situation he gathered several pieces of mformanon, as grven
below :

I He made sales of Rs 36,000 (at selling price), one-third of it (Rs 12,000} -is yet. to be
collected. In other words, on an average 4 month’ sa[es remain uncollected.
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2 Even though he purchased materlals worth Rs. 36,000 he consumed only one-half of it
“for production. and sales In other words matenals sufﬁment for one years consumption
. Tfemain in inventory. ! '

'3 (Cash generation durmg the year was Rs. 54 000 whereas the need for payments amounted
to Rs..72,000. i ‘ :
| .E_ahi.bit II
Shyam Enterprises

Operating Summary

: - . o . : Figutesin Rs.
Collection from sales - C T 24,000 o

- Sales yet to be collected . ' - L 12,000 R '
o | 36,000
Cost-of sales: o :
Purchases of materials paid - - 36,000 - e
Inventory at close - 18,000 . 18,000
Wages ' - S 12,0000
‘Blectricity . ~ - - . S 1,000
Other-expetises - R 3,000
o Total Expenses . - c h ST 34,000 '
_Ne't"Proﬁt ' o . . o I_ - _ _2,00_0.

. ’Exhlblt 11 is based on the adr_!,mnnai mformatlon presented above and shows that' Shyam has
made a profit of Rs. 2,000 on sales of Rs. 36,000. Youwill appreciate that there is a fundamental
difference in approach and utility of information contained in the two Exhibits;  While Exhibit
I looks at the problem purely from the WeWpomt of increases and decreases in' cash. Exhibit 1T
' summarises all the revenues and experises which belong to the period of one year irrespe 1ve of
whether or not all the revenues have been received in cash and whether or not all the 1ses
have ‘been paid in eash Tn 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 wice-versa. In this
' partlcular example you have seen that the businéss has earned a profit of Rs. 2,000 but without
cash' balance showing any. surplus. In fact, paymenits, as shown in Exhibit I, have far exceeded
the .receipts. The excess of payments over receipts amounted to Rs. 18,000 and this deficit
was financed throughi the personal savings of Shyam, ‘Since payments car never be mor; than
receipts, the deficit must have been made good through Shyam s personal sources. This ub}ect
~ will be further expanded in Unlt 6 dealing with funds ‘flow and cash flow. analysns !

3.5 USES OE EARNINGS INFORMATION[

The earmngs mformatlon is useful for(1) measuring accompllshment (2) dec1dmg "how much
could be withdrawn from the business without impairing its current level of operatlons, (3)
identifying the problems, and{4) determining a market value for the enterprise.

Accomplishments: Profit is an important indicator of the accomplishment of business.. Oth_er
things remaining the same, higher the prafits greater is the accompllshment Accomphshmeﬁt -
.of Shyam'’s enterprlse can be summarised as follows ' '

—
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1t has carned a net profit. of Rs. 2,000 during the vear (J.hib"t i

At the same time, it should be scen from Exhibit I that there is A severs cash constraint.
- Understandably, it was the start up sitiation which might have béen r*‘spmsxb ¢ for the Cszbh
(‘:ohstraint.

- The profit earned in the very first year of operations shows lhdt the busmess coutd be viable,
But Shyam will have to predict several aspects such as whether sales can dncrease, whether costs
remain the same, whether the earnings rate remains the same, and so on. At the same time, he
will have to ensure better management to his cash_resom'ces.

Appropriation Decision: An important question with which owners of a business are offen
- confronted is: How miuch money can be withdrawn without impairing its current level of
operations? This question in fact is concerried with appropriation decision. A prudent
management would not only like to maintain the capital or the present capability of the
" enterprise intact but would alsc plan for future growth. The maximum amotint that the owners
* can withdraw from business for their personal expenses should’ be limited 4o the amount of
~earnings which remain after making good all the resources that have been used {or consumed)
. I 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 oeperations 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 is available for withdrawat without
impairing its current level of operations. However, if business has any plan for future growth, -
_the amount available for withdrawal by or distribution among owners shai‘i be further reduced
- by a portion of profit {or cash) needed for fuiure growth depending upon the judgement of the
‘management. In this context, the mthdrawal by Shyam of Rs 15,000 dgalmt a profit of Rs
- 2,000 cannot be defended.

“Problem Identification Using Earnings Pata: From the sarnings data several problem aveas
‘can be identified. This is best done by computing ratios i.e., by examining the relationship of one -
item of earnings statement 'with another item. This will be taken up in detail in a subsequent
unit. At this stage it may only be stated that the lower earnigs may be on account of excessive
«cost of inputs, excessive expenditure on overheads or low margin of profit on sales or excessive
-piling of inventories or other unanticipated losses. Insofar as Shyam’s enterprise s concerned,

_we can identify two problems even from the very limited data that we have regarding his business.
They are:

1) The inventory acquisition was ot in tune with production and sales. This.has Jed 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 stow collection of recelvables

. However, an analysis of op‘.ratingﬁummaiy along with cash summary will show that the business
_ is facing a cash crisis since the present cash nﬁeds and cashavaiiability are not in tupe with cach |
uther : o

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 firm is determined by the size and
- reliability of the stream of cammgs {cash flows) produccd by the business. Let us attempt the
valuation of a hypothetical firm. Bharat Kitchenaids, which wes incorporated as 2 company
in 19x0 by four non- 'rcsidcnt young Indians te market a simpie but revolutionary’ cooking gas
lighter invented by one of its founders. In order to conserve its limited capital the compary
opened its business in rented premises with Rs. 86,000 worth of equipment used mainly for
research and development work. Arrangements were made with an established marniiacturer
to make the gas lighter on order tnder ragld supervision of one of the vnf-mber'-; of the young
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" team. Because the gas llghter was able to meet a long felt need the company reported a modest

profit in jts very first year of operatrons

The four -men team was remarkably well balanced combmmg talents in engmeerm research
marketing and management. In the next two years they developed three more appliances that’
were well received in the market. By 19 x § the turnover had grown to about Rs. 1 crore and -

‘net profrt amounted 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 -approximately 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 ‘scientific and managerral skill the .team possessed

' 'An 1nterest1ng development then took place. A large manutacturer in the household goodsf.;

sector wanted to acquire the company and offered the owners 4 very attractive price. The four .

- owners wanted to consider the offer (and make a decision) but asked for a few wegks’ time to

make up their mind. -

The OWners knew that they had estabtished a solid. position in the industry and hay no doubt -
that they would be able to maintain. this position. They, however, felt that the potentlal for -

“further growth was limited. They drew very good salarles which they would continue to enjoy.
even if they were to seil the business. -

Towork how much equity in the Bharat KllChCI‘ldldS was worth to them so that the could take
a decision on the price offered, the four men started by forecasting the company’s future profits
or cash flows ( we shall assume here that the flguree of profits and cash flows are the same). '
They believed that the net profit would continue to-be around Rs. .14 lakhs each year for ‘the
next 10 years. Further, if they did not seil out in 19x6, they could sell their interest|in business
(that is their equity) 10 years later for about Rs: 50 lakhs. In accordance ‘with these estimates
the anticipated net earnings from continued ownr,rsmp would be as follows

Year o ,' . Earnings '
1to'10 N -4 lakhs a year
100 o  SOlakhs

You know that money has time value. You attach more valué to an amount to be received now
than the one to be received, say, a year or two later. Rs. 14 lakhs of profit.to be|received in

~the second year will be of lesser value to you than Rs. 14 lakhs to be received in the first year.

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

. lakhs to be received in the second vear, and so on. In- other words, the vatue of amounts to

be received in future will progressively decline as time passes by. Thé process of reducing the

firture earnings to-present values is known as discounting, but for this purpose a. drseountmg—'_
rate is required. The discounting rate s 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 sat;sﬁea the
owners of investment. : . :

The owners in this case thought that th_e rate of 15 per cent after taxes was a satisfagtory return '
on investment for the type of business they were engaged in. The guestion before them was
how much the anticipated earmngs were worth presently at this rate. At 15 per cent desired

‘rate they calculated the present valué of the stream of ‘earnings of Rs, 14 lakhs a year for ten.
‘years plus Rs. 50 lakhs they were t0 receive at the end of 10th year. They found that the present .

value was. Rs. 82.62 lakhs. However, in accordance with the congept of present value, you will
agree with us that the present value of earnings of Rs. 140 fakhs to be received over a periad B

- of 10 years and lump sum.of Rs. 50 lakhs to be received at the end of 10th year| ie,a total

amount of Rs 190 lakhs, 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 year mdeﬁnlteiy
if it was managed adequately, the present value can be calculated simply ; by dmdmg the anfual
earnmgs by the desired rate of return

14lakhs N
B —— - 93.33 takhs

On'this basis the value of owner’s business would be 9333 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
caprtalrsatmn of earnings. It means that if Rs. 93,33 lakhs is paid for infinitely long series of
pavments of Rs. 14 lakhs a year, the rate of return on investment will be 13 per cent:

14 lakhs _ .
. — =15 percent’ : : o ‘
. 93.33 lakhs \ B . . }

5‘6'-USES OF BALANCE SHEET

The balance sheet is a summary of a firms’ assets and liabilities, including share capital and
resetves al a defined moment in time. That is why it has been described as a ‘snapshot or still
pl__ct_.l,lre of the financial position of a business entity. It is also called the position statement.

- In"addition to profit and loss account, the various groups interested in the company can also
draw useful inferences from an analysis of the information contained in the balance sheet. -
Shareholders usually have twin interests; an interest in receiving a regular income and an
mter‘est in the appreciation of their investment in shares. The market worth of their shares
depencls noi only on the dividends they receive but also on the extent of retained earnings
which the company ‘has accumulated over the years. The materialisation of the shareholders’

expectatlons regarding bonus shares also depends on the retained earnings built up by the
sompany lnvestment decisions of the prospective investors and disinvestment decisions of the
existing mvestors dre influenced by the composmon of assets and Liabilitics shown in the balance
sheet., :

The main mterest of the trade creditors centres on the liquidity posmon of the company They'
wotld 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
shieet. The interest of long- 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 lcans 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 balance sheet of the.
company over the past SEVEI’d] years can yre]d a fot of useful mfm mation to such long-term
inivestors. .

consumer and welfare organisations can derive useful conclusions from a study of the balance

Slmllarly, other inferested parties like regulatory and developmental agencies of the Govemment '
sheets about the working of the corporate sector and its contributions to the national economy.

1t 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.
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Accounting information syatem dddresses itself to lhree 1mportdnt business related
namely, score- kccpmg, attention-directing and problem~solvmg Accounting informatig:

problems,
M1 ACqilTes

relevance only in the context of -an orgariisation. In this context accounting is closely related,
toy control. Accounting helps in the process of guiding actions of the organisation into desmed

directions. Tn the process of initiating control actions, it helps the whole gamut o
involving plammg, nrganising and controlling.

There may not necessarily be an exact cmmspondence between cash ba[ancc dl'ld
‘earned durmg an accounting period. - :

The earnings information is useful fox several purposes. It helps I measuring achle
businass and its management. It provides a basis for appropriation decisions and’ forde
the market value of the fi firm. It helps to identify the problems currently faced by the

f actmtles
the profit -

vement of -
rtermining.
2nterprise, .

The balanee sheet reflects the financial position of the enterprise. It provides useful infor_mat'ion"
to varicus users of information who might be infcrested in the firm. A proper analysis of the
. information contained jn the bdldnce shcct can cndbl:, them to draw conclusmns whlch in turn

- help them in taking decisions.

38 KEY WORDS . R

Proldem-solving rale of accounting consists of supplying such information as would
to managffrs for takmg avar :ety 01 routine and I}OWJTDLIH e deci smns

Profit and loss Accgmt is a sunmary of the TEVenues and expenses including gains
from .\,Xi’mmdmaﬁ items of a hizsingess umt for air accounnng p/f,l’lOd

Balance Sheet is a statement of ﬁnancml pOSiflGn of a business umt disclosing at a give
of tme its aasets, liabilities and ownership equities.

Apmap:mtmn of net pioﬁts means the (a locatmn) d'sposal of net pl’Oflt for various

be usefil
and losses
n moment

purposes.

in the case of non-corporate entities, the net. profit iz distributed to the owners. In.the case

of corporate entities usually a part-of the net profit is previded for estimated tax

liability, a

part is refained in business to ‘{rengfhen its. financial position and for future growth, a part is
Limmi uted 1o shareholders in the form of dlv:dends dnd dny amount left is camed forward to

the next period.
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3.9 SELF-ASSESSMENT QUESTIONS/EXERCISES

1 What are the purposes of accounting information? Explain briefly, What purpose, in your
opinion, is the most important and why? :

2 “Accounting is closely connected with control”. Elaborate the statement and discuss the
ro;e of accountmg feedback in the process of control.

3 Explam the uses of earnings information. Can you think of uses other than the four uses
mentioned in this unit?

4 What is a Balance Sheet and what information it conveys to an. outsider?
5 What groups of people would be interested in accouhting reports and why?
-6 “An outsider, who reads the data relating to the business as revealed by the accounting
statements, (ends 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 statemnent with your fellow
students/accountmg colleagues,fofflce friends.

"7 Ram invested Rs. 20,000 of his own money in small service business and borrowed. anoiher
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. He owed his suppliers
Rs. 6,000 and had not repaid the bank loan. His business assets other than cash were
negligibte. During the year hie had paid himself his salary of Rs. 12,000.

a) What conclusions would you draw about his first year s';"c;peration's'?

b) For what decisions would this information be used? What additional mformatfon
would the dec:smn makers be hkely to call for.in makmg these decisions?

Answers: to Activities
Activity 2
-1 External management accounting, : -
2 (i) Score-keeping, (ii) attention- dxrecrmg and (iii) problem- solving.
3 Records of actuals, re[ation .

4 Decmons
5 Information, solutions.’

Activity 3 _
1 (i) Measuring accomplishment,
(i) Profit distribution,
(iii) Identifying probiems, .
(iv) Market valuatlon of the firm.
-2 (i) Taxation .
(ii) Distribution to owners,
(_iii) Retained earnings.
3 Future stream

3.10 FURTHER READINGS

Meigs, Walter, B. and Robert F. Melgs 1987 Acwuntmg The Basia for Busme‘ls Dcc%swns,
McGraw Hill: New York. (Chapter 1). :

Gray, Jack and Kenneth S. Johnstan, 1977, Accounimg and Management Actign, Tata Mc
Graw Hill: New Dethi (Chapter 2}. - :
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UNIT 4 CONSTRUCTION ANIY ANALYSTS
OF BALANCE SHREET

Objectives

After having studied this unit, you should be able to:
« understand and explain the terms used in a balance sheet
o classify the differenc assets, liabilities and capital accounts as they wollld appear on a balance
sfieet ) -
» apply simple principles of valuation of assets
« understand the idea of balance sheet eguation.

Struciure

4.1 Introduction )

42 Conceptual Basis of a Balance Sheet

4.3 Constructing a Balance Sheet

4.4 Balance Sheet Contents

4.5 Form and Classification of Items

4,6 Summary

4.7 Key Words

4.8 Scif-assessment Questions/lizercises
© 49 Further Readings

4.1 INTRODUCTION

One of the basic objectives of accounting is to convey mformation. This is achieved by

accounting reports prepared by an entity. One of the most important reports is ihe
Sheet. : '

Balance Sheet is concerned with reporting the financial position of an enlity at 2 ps
point in time. This position is conveyed in-feqms of listing all the things of valse oy B
the entity as aiso the claims against these things of value. The position as representnd by the
balance sheet is valid only until another fransaction is carried out by ihe entity.

4.2 CONCEPTUAL BASIS OE‘ A BALANCE SHEET

The above concept can be elaborated by an example:

I want to purciiase a car costing Ra. 80,000, To do so, T have to borrow. A bapk szroes 66
fimance me if I can invest Bs. 30,000 on my own.

Now let us follow the sequence of events when 1 approach the bank with the proposal. iy
my ability to repay the loan, the banker will ask two specific questions:

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

In other words, the banker would like to know what 1 am warth in material termms. My o
to the gquestions could be tabulated as follows: ‘

Things of valne owned by me Amonng swned by me
BRalance with bank 35,000 Personal loan from friend
Fixed deposits 15,000
Other personal belongings 50,000
1,040,000
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This lmphes 1 own Rs. 1,00, 000 worth things of value, Rs. 35, 000 of this could be withdrawn at
any time in cash. We say 1 have Rs. 35,000 in liquid form. Another Rs, 15,000 is ini -monetary

investment and the remaining Rs. 50,000 is in non-monetary property. Further, 1}

by me to the extent of Rs. 10,000. In brief, we can say I am worth Rs. 1,00,000, <lai
my worth is Rs. 10, 000 and hence my nei worth is Rs. 90, 000 This lmphes Rq 90
own claims against the things of value owned by me or my net worth

10,000 to a friend of mine. In other words, he has got a claim agajnst the things of va’l%e owned

Now_ I can present my financial p.osmzm in the followmg form.-

ananual Position Statement 1

owe Rs.

against
00 is my-

Things of value owned .. - Claims agamst thmgs of value’ -
Balance with bank 35,000 Personal loafi from friend 10,300
. Fixed deposits : - 15,000 © - Ownclaim or pet worth . 90,000
- Other personal belongings 50,000 : T
| 0000 . L 100000

Now tﬁat the bank grants me the loan of Rs. SO,UOO'and I'Buy the car for Rs. 80,000. After

- purchase of the car my financial position statement will change as follows:

'Financial Position Statement 2

_ - Things of value owned . Claims against things of value
‘Balance with bank E 5,000 ©  Personal loan from friend 10,0
‘Fixed deposits - 15,000 © . Mortgage loan from bank SO,ﬂ;
Car . 80,000 . Ownclaim or net worth 90,
Other personal belongings 50,000 o Y : BRI :

150000~ LSy

=i

00
00
00

‘Now, as a result of this transaction my wortﬁ has increased from Rs. 1 ,00,000 to Rs.

1,50,000.

However, since there is also an equal increase in.claims against my worthin the form of mortgage

loan fromirthe ba.nk my net worth remains the. same.

Thmgs of monetaxy value posseoscd by an cntlty are ;eferred to as dSbetS Accountant
term assefs {0 e:lesc:nbe thmgs of value measurab[e in monctary terns.

The amounts owed hy an entity or individual which represent clauns against its or his

5 :usc the.

assets by

autsiders are liabilities. 1 is the claims of outsiders which are legally s:nfmccabie claims against

.an mdmdual or entity that are referred to as iiabilitics.

The assets cwned by the entity, less llabllltlcs or outSJdcrs cialmg, is the net Worth Smce ‘the
. net worth represents thP clalms of ownrr(s) m case of an entity, it 13 rcfened to ag owner’s

equlty

Now we can understand that the position statement is a summdry of the assets, lmb]lltics and

net worth as- ot a specific point in t1me

A comparison of the two position statements bcfore dnd aftcr purchase of the car vnll help to

‘clarify some of these ideas better.
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Comparative Financial Positien Statement

Assets ' Liabilities and Net Worth
Belore Aftar Before After
i I o I ix
Balance | Fersonal ioan :
with Banks 35,000 C 5,000 from friend 10,000 10,060
Fixed Deposits 15,000 15,000 Mortgage loan
, from Baik - 50,800
Car - 80,000 . .
Other personal Net Worth 90,000 90,0
belongings 50,000 50,905 :
1,000,00 1,50,000 . 1,00,000 1,50,900

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 Hability of Rs. 50,000. However, it
could be noticed that the Rs. 30,000 spent from my savings amounis to only a transformation
of my assets from bank deposit {0 motor car. ' '

2 Qutsiders’ claim has priority over the owners’ claim on the assets and hence net worth or
owners’ equity is a residual claim against assets. It follows from this that at any point in time,
owners equity and liabilities for any accounting entity will be equal to assets owned by that entity.
This idea is fundamenial to accounting and could be expressed as the following equalities:

ASSETS= LIABILITIES + QWNERS EQUITY..(1)

OWNERS EQUITY= ASSETS — LIABILITIES.(2)
It could easily be visnalised that the position statements we prepared are nothing that the
equality (1). In mmp}@, terms, a position statement which shows the balance between assets
owned by an entity and its liabilities and owner’s equity is referred o as a balance sheet. Our
position staiements were based on 4 personal situation and a single rransaction. In a business
sitnation there can be scores of such transactions. However, these impacts could be reflecied on
the fundamental equality in the same way. This equation 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 reduce the impact of all transactions i
terms of the following possiblities: : '

1 An increase in assefs is followed by an increase in labilities andfor equlty and vice versa.
2 A decrease in assets is followed by a decrease in liabilities and/or equity and vice versa.
3 An increase in anassetsis followed by a decrease in another asset and vice versa.

4 An increase in a liability is followed by a decrease in another liabiiity and vice versa.
i :

Activity 1
Please answer by compieting the blanks.

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




L

¢
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2 An fncrease in lGability could result ine

bark whether the following statements are “True’ or ‘False’ by circling T or F opposite each
slateinent. - ‘ SN _ ; _

1 As increase in asset always resulis In increase in owner's equity : ) ‘[‘!F

2 Agsets = labilitiestowner’s squity §s always true _ . T
| 3 Quitsiders claim AgAinsg business is a residual claim S : TF |
A Am increase In assets could be equaled by increase in liabilities - . - TF

5 Losses rosilt i Increase in owner's equéi}/ ' ) : ' T?F |
'§ sl asseis in the -balancc sheet are valued at their realisable vaiie ' TR ‘

Agthvily 3 ' . : : _ ‘

Answer. the following questions by filling o the bozes with figures or words.

1 The fandamenial sacoounting souation could be wiitien as: : " ‘

2 If the owner's équity is Rs, 10,000 and total liabilities Bs, 15,000, what is the value of total
asseis? ' ' - -

............. — i i l

: Pom 19,0@9 o ]. 15,0{“}

[—— : : i

3 I toidd assots of s business are Bs. LODL000 and total Habilities Rs. 75,000 what is the
amounk of owner's equity? |
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' 4 {f the total assets of a busmess amount to Ks. 1,00,000 and owner's squity is Rs. 30,000
what is the amount of labilities? '

N
1

4.3 CONSTRUCTING & BALANCE SHEET

Now, let us examine how the ideas we have learned so fzr could be used in a business sithation.
Please recall that based on the entity principle we shall be dealing with the ‘business’ as distinct
and separate from the owners. We shafl demonstrate this by means of an illostration:

Ram starts a store on Jaouary 1, 391 with an ipvestrent of Rs. 20,600 frow bis personal savings. He docides to
cali his veniurs Ramsiors.

Suppose now, we want io prepare the balance sheet of Ramstore on January 1, 19xi. How do
we proceed? Based on the equality we have studied, we have to answer the following questions:

1 What are the sssets of Ramstore on that date?

2 What are the jiabiiftics of Ramsiore on that date?

Tf we have answers fo these guestions it also follows that assets minus liabilities is Ram’s equity
and this information would complete the sguslity and hence the balance sheet answer fo the
first question is that the only assct of Ramsiore on January 1, 19x1 5¢ Rs. 20,000 1in cash. Answer
to the second gquestion is that Ramstore has no liability on that date or, in other wor ds, it does
not owe anyihing to onrsiders. Thus, it foflows that the only claim ou the asscls is that of Ram.
This could be represented as the balance sheet below:

RAMSTORE

Balance Sheet as on January 1, 19x1

Assets ) s Linbifithes and Cwner’s Eguity

Cash Re 20060 : Owhcr’s equity Bs. 20,000

¥

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 fransaction changes the balance sheet as of Jarmary 2 a8 follows

1 Cash. is reduced by Rs. 10,000 on account of pdymeni for the shop premises, hc*‘ict cash
balances is Kz, EU JQO

7 A new asset, shop, is acquired wouth Bs. 50,000

3 A new Habifity, mortgageon m&- shon, is contracted in the amount of Ra. 40,000.

4 Owoer's equily = Total asseis- Habilities = Ha. 60, 0@0 ®s 40,000 = Ra. 20,000, That is,
there is no change in the owaer's equity since increase in an assef is fol llowed by an increase

in Hability. Thus the new balance sheet wiil be as follows:
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RAMSTORE
Balance Sheet ason January 2, 19x1:

Assets . _ ' Liabilities & Owner’s Equity :
: " Rs. ~ Rs,
Cash 10,000  Mortgage on shop o 40,000
Shop premises o 50,000  Owner’s equity : 20,000 -
| | 60,000 S 150,0'00

On January 3, the store purchasﬂd Rs. 5.000 worth of melchan dise paying cash and Rs. 15,000
worth of merchandise on credit from Mr. Vanik. The impact of these transactions is that the
assefs in the form of merchandise increase by Rs. 20,000, These assets ar¢ 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'te Vanik.-
The amounts payable on account of purchases of merchandise are calied 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.

RAMSTORE
"Balance Sheet as on Januvary 3, 19x1

- Assets’ _ Liabilities _ :
. ' Rs. - ' . Rs.
Cash ' _ 5,000 - Accounts payable 15,000 -
Merchandise inventory o 20,000° Morigage on shop ' 40,000
_Shop premises o 50,000  Owner’s equity 20,000
- 78,000 < L 75,000

On January 4, he sells half the merchandise inventory (that is Rs. 10,000 worth inventory) for
Rs. 15,000 cash. Apparently this transaction shows the transformation of an asset into! ancther
asset at kigher monetary value. This is yet another basis of economic transdctlon where bUblnﬂSS
profits are earned in the process of exchange of utility differential for a monetary dlfterentlal
The balance sheet after thls transaction will clarify some of the conceptual issues arising oit of
thns transaction.

- RAMSTORE
Baﬁance Sheet as gpn-January 4, 19x1

Assets . ' ' Liabitities ‘ :
‘ Rs. ' Rs.
‘Cash 20,000  Accounts payable : 15,000
Merchandise mvcntory _ 10,000  Mortgage on shop _ 40,0060
Shop premises B 50,000  Owner's equity o 25,000
. 80,000 ' : - '-'30 000

Please note the change in the owner’s equity figure. For the first time since we started fpllomng

" 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 = Owner’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 revenuve. In this case
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t_he 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-unsoi§} inventory is still valued at the original
cost. This is yet another concept we follow in the preparation of balance sheet. As a gencral

principle ali assets are valued at their onglnal cost. '

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

OWNERS EQUITY = CONTRIBUTED CAPITAL + RETAINED EARNINGS...(3)

The above iltustrations would enable us to evaluate the balance sheet in the context of accounting
concepts :

s The dual aspect prmciple has particular relevance to balance sheet. This is shown by the
equality of assets to liabilities and owner’s equity.

. ‘A[l the figures are expressed in monetary units 1rrcspective of its nature. In our example we
- had cash, merchandise inventory and shop premises all expressed in monetary quantities.

o All the transactions we reflected were in respect of only the business entity, ‘Ramstore’,
rather the methodology was applied to the specific entity.

o All the valuations were bascd on the B.SSlll'ﬂpthIl of a going concem, and not basecl on
break up value. ‘ 8

o All the assets were based on cost as the basis of valuatlon

~Activity 4
Complete the following blanks:

1 Balance Sheet is prepared at the end of a speuﬁed perlod This permd in accountmg is
variously referred to as:

a)
b)
<)
2 Balance Sheet prepared at the end of an year s‘umrﬁa:ises the bal_ahccs in:
a) ' accounts. b} . accounts.
c} - : '. accounts. .

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

a) . . assets, by - - equipment.

). - assets.

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

a) - _liabilitiesb) . liabilities

c) equity.
- ss
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44 BALANCE SHEET CONTENTS

Having examined the conceptual basis of the balance sheet we now iry to stady the balang | sheet

itself. "We have seen that every transaction affects the financial position. Since it is not fgasible
to draw up a balance after every transacfon, it is prepared at the end of a specified period,
usually, an vear. This period is referred (o as accounding period or fiscal year or financial
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 peried shows the year end staiis
‘of each of the assets of the firm and the various claims on these, assets. Ve could alsc say that
the balance sheet shows the year end balance in the asset, liability and capital accounts

Read the following illustration carefully. It is a fypical summarised balance sheei. We shall
follow this balance sheet for subsequent discussions. It shall be useful if you could copy it
on a sheet of paper for ready reference. [t 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 equity on
“the right hand side. The English convention is just the opposite, ie., assets are shown pn the
right hand side of the Balance Sheet and the liabilities and the owner’s cquity on the rigt{: hand
side. In India, generally the English convention is followed. However, in all our illustrations
and working here in this booklet, we shali be using ihe American patiern because it appears
to be more logical as it i3 in tune with the way the iransactions are recorded in the books of
account and the balances are taken oyt ' : : ' ' '

Iusiration .
' Takle 1: RAMSONS LTI,
#palance Sheet as on December 31, 19%7
- (in Rupees thousands)
Aggets i Ligbilities and Ovner’s Equity.

Curreni Asgets Carrent Linbilities ' _
Cash : 500 Notes,Payable | 600
Marketable Securities 200  Accounts Payable . 1,200
Notes/8ills Receivable 300 Accrued Liabilities [ 800
Accounts Receivable 1,000 Income Tax Payable 400
Less: Bstimated Loss ' o

on Collection _ GG a0 Total Current Liabilities 3,000
Merchandisc Inventory L1020 Long-term Lisbilities o .

. © 10% Debeniures ' ,000
Prepaid Fxpense _ 560 Secnved Long-terma Loan from IFCI L300
Total Current Assets : 3,500 Total Liabilities ' - 5,000
Property, Plan & Equipment Shareholders’ equity ' i
9% Cumulative

Land ’ 2,000 | Preference Shares
Buildings, Plant 3000 : of Bs. 100 each 500
Less: Accumulated . Ordinary Shares of Rs, 10 cach 000

Depreeiation 1,000 2,000 Capital Reserves 3040 -

' Reserves & Surplus 1,006

'Other Assets '
Goodwill ' 1,500
Deferred Bxponditure : 1,000
B Total Liabitities and

Total Asseis : . 10,000  Shareholder’s Bouity | 0,000
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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 liquidity.

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 enrrent assets. Similarly, liabilities -
- which are due for payment in the short run are classified as current liabilities.

The balance sheet in our example is presented in the I account form. That is the assets are
listed on one side and liabilities and owner’s €quity 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.’ S : :

- Current Assets

~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 trading 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 receivables are held. The cycle starts
with cash and ends with the ¢oliection of cash. '

The items tomprising current assets are listed in the order of their relative liqhidity, and hence, '
cash is listed first. '

Cash

Cash is usually taken to include currency (legal tender), cheques or any other document that
circulates as cash. Cash is usually classified as a current asset when it is available for a firm’s
day-to-day operations. It includes cash kept in the cash chest as also deposits on call or current
accoufs with banks. If cash is specifically earmarked for any purpose and. not available for-
transactions it is better classificd as other assets. - .

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 sccurities, 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 shouid 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 ook 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
conservatism in accounting. ; : - :

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

. Accounts receivable are amounts owed to the company by debtors. This is the reason why we also
use the term sundry debtors to’ denote the amounts owed to the firm. This represents amounts
usually arising out of normal commercial transactions. - In other words, ‘accounts ;é-ce_iv’ablc’
or sundry debtors represent unpaid customer accounts.- In the balance sheet illustration these
represent amounts owed! to the firm by customers on the balance sheét 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 such ‘provide an important information for management
and outsiders. In most situation these accounts are unsecured and have only the personal
security of the customer. ‘ o . S

It is normal that some of these accounts default and become uncollectible. These rotlection -

losses are calied 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 passible for

the management to estimate the loss on the receivables or sundry debtors as a whole. Such
estimates reduce the gross value of accounts receivable to their estimated realisable value, For

instance: _
Accounts Receivable =~ - o . 7,50,000
Less: Fstimated collection loss at 10% - S S| 75,000

" Net realisable value of accounts receivable - ‘ \ e | 6,75,000

The estimated collection loss is variously referred to as reserve for doubtful debts, reserve for’
- bad debts or reserve for collection losses. It is also. not an. uncommon practice to refer to this
* as. & provision instead of reserve. S -

1t is a usual practice for debts to be evidenced by formal written promises to pay or acceptance
of an order to pay. These formal documentary debis represent Promissary Notes Receivable or
 Bills Receivable. These instruments used in trade are negotiable instruments and hence enable ™.
the trader to assign any of his receivables to another party or a bank for realising immediate
liquidity. . o T S o )

LTIt s also usual for accounts receivables to-be pledged or assigned mostly to bé:rks' against -
short-term credits in the. form of eash credits or overdra’fts L : s -

. Invéntory

‘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 materidis required
to manufacture the p_ro&ucts, namely, raw materials, mdterials remaining with the factory at
various stages of completion i.., 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 suppli;r inventory.

- Tt is common to refer to inventory as stock-in-trade and thus we could come across stock or
raw materials, 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 to mean the cost of replacement ¢ither by purchase or by reproduction of the material -

‘in question. As a general principle, inventory is valued on cost at situation. It impties that all-

normai costs incurred to make the goods available at the place where it can be sold|or used -are
" treated as costs of the inventory. - ' T
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In trading firms, inventory costs include freight-in, transit insurance costs, import or entry levies
as also the invoice cost. Warehouse costs, handling costs, insurance costs in storage and interest
costs are not included as costs. They ‘are treated as expenses of a period of the firm.

In case of manufacturing units, valuation of‘invenfory costs is more complex and involved. As a
.general rule all costs of materials, labour and plant facilities used for manufacturing the goods
~are included in the valuation of inventory. = .

In Vaiuing inVEHtOi'X____at lower of cost or market price, care should be taken to sce that the
. valuation does not exceed the realisable value or selling price in the ordinary course of business.
- . N . : . ’ i . .

Prepaid Expenses _

In many situations, as a custorn, some of the items of expenseé are usually paid in advance such
as rent, taxes, subscriptions and insurance. The rationale of including these prepayments as
current assets is that if these prepayments were not made they would require use of cash during
the period. - ' -

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. Tn the case of fixed assets, value addition arised by facilitating the process
of production or trade. In other words, benefits from fixed assets are indirect rather than direct.

All man made things have limited life. In accounting we are concerned with useful life of the

assets. Useful life is the period for which a fixed asset could be economically used. This implies

that the benefits from the fixed assets will flow to the organisation throughout its useful life. -
Another aspect of this is that the cost incurred in the period of purchase of the asset will be
providing benefits over the useful life of the -asset.

Valuation of the fixed assets is usually made on the basis of original cost. However, since the
assets have limited life the costwill be expiring with the expiration of the life. Thus; valuation of
_ the assets is reduced proportionate to the expired life of the asset. Such expired cost is referred
to as depreciation in accounting. We shall discuss this idea in more detail in a subsequent unit.
The conceptual basis could be clarified with an example, : :

Suﬁpdse 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- . - o Rs. 1,00,000

At 'the end of first vear it will be represented as: o _

Delivery van at cost : ~ ~ . Rs 400,800

‘Less: Depreciation to date ' : 20008
.. Net Value - e | - . : ' ' Rs. 806

—r
juas———

- At the end of secohd--year it will be:

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

Net Value - . R  Rs. 60,000

The process of providing depreciation for each year will continue. At the end of five years the
valuation of the agset will be zero. The value of the assets at cost is usually referred to as gross
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of the asset is ustally referred (o as net fixed assels.

Please note that we reckoned the amount of depreaatlon by equally distributing the cost of

asset over its useful life. This is the simplest method of determining the annual dep eciation 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 cost which is equal to original cost minus. salvage value The relatlonslup

betweeit cost and deprec1at10n could be visualised as follows:

Depreciation represcnts the cost of earning the revenue in an accouting pcnod on account of
. use of fixed assets. Fixed assets are valucd on the basis of cost of making the asset available -
and ready for use, Thus cost includes the price as well as charges for dehvely, assembly and

ercct:on .

Cost of the asset

Year 1 Year 2 Yea': 3 Year 4 Year §
Depreciation Denreciation Depreciation Depreciation Depreciation
Rs. 20,000 Rs. 20,060 Rs. 20,000 Rs. 20,000 Rs.|20,000
Rs. 1,00,000 |

Fixed assets normai!y include assets such as land buildings, plant, machinery dl‘ld mogor vehicles.

All these items, with the exception of land, are depreciated. Land is not sub]evt to depreciation.

and hence shown separdtely from other figed assets.

Intangibie ami Other Assets

Intangible ‘assets are assets or things of value without physical dlmensmns They cannot be

touched, they are incorporeal, representing intrinsic value without material being. One of the .
most common of these assets is goodwib. Goodwill reflects the ability of a firm to earn profits

in excess of normal return. Almost all firms may have some goodwill. However, thti:y appear in

the books and balance sheet only when it has been purchased. Usually, when a goi
. purchased, the purchase pricé paid in excess of the fair vaiue of the assets is conside d goodwﬂl
This amount is clasmflcd as another asset ‘goodwill’ on the balance sheet.

‘Many intangible assets have limited life too. Examples are patent rights, copy rights, franchlse
righis, incorporation costs and so on. Since they have lirited useful life, the cost of acquising
such assets have to become expired costs over such useful life. This process of expiration of the
cost of intangible asset is called amortisation. Fven those intangible assets which have almost
infinite life are amortised over a limited period. In reahty the material effect of amortlsatmn
and depreciation is almost the same.

I‘he category "Other Assets” is used {0 cldssafy assets which are not normally cla551ﬁe as current,

: fixed and mtanglble

 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 provided goods
or services on credit. If these liabilities are due within an accounting period or the operating
eycle of the business, they are classified as current liabilities. Most of such liabilities are incurred
in the acquisition of matertals or services forming part of the current assets. As was the case

with current assets, current habllitlcs are also listed in the order of their relative li‘quldaty
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~Acceptances and Promissory Notes Payable

Acceptances are bills of exchange accepted by the firm usually for goods purchased. Simiiarly,
promissory notes are written promises to pay the debts at specified future dates. Both these
Tiabilities specify the amount payable on due date and any other conditions of payment. If such
notes or bills payabie are for longer duration than one year, then the portion which is due for
payment during the current period alone is treated as current liability. Long-term bhills 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

Accreed 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 is to pay the same on the first working
_ day of a month). This obligation shown on the balance sheet indicates that the firm owed the. -
said amount on the balance sheet date. ) '

‘Provisions or Estimated Liabilities

Where the liabilities are known but the amounts cannot be precisely determined, we estimate
the liability and provide for it as a liability. A common example is income taxes payable. Unless
the tax liability is determined the amount payable cannot be accurately determined. There could
be other examples too, stch as product warrantly expenses to be met and sc on. The common
practice is to estimate these liabilities based on past experience. : '

Contingent Liabilities

Contingent liabilities should be distinguished from estimated liabilities. Estimated Jiabilities are
known liabilities where the amount is uncertain. Contingent liabilities onthe other hand are
no liabilities 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 till 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
listed 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 occur. : '

Long-term Liabilities

Long-term Kiabilities are usually for more than one year. they cover almost all the liabilities
not included in the current liabilities and provisions.” These liabilitics 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
inciude debentures and bonds, borrowings from financial institutions and banks.
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Activity 5
Fill in the bianks

1 As a conventlon 1tems dppeanng on the balance sheet are listed in thc order f their
relative :

2 Balance sheet could be presented cither in
a) _ : ~__form, o1 -
b) |

3 Operatmg cyclc is the duration

4. Temporary mvcstments are valued in the balancc sheet by applying the pI’]IlLlplc of

% Accounts receivabie are also referred to as

6 Expired cost with respect to a fixed asset is referred to as i expense.

7 Expiration of cost of mfangible assets is referred to as

.8 Sundry creditors are also referred to as

Activity 6

1 We judge an item as a current asset if is converted into cas’ AUTINE AN ... .oveusforrenns
2 Liquidity refers to nearness of an em to ... [ A

3 Ttems classmed as current assets are usually listed in the order of their refative ...........

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

The basis of valuation as applied to temporary investment is ... ooimieeeeeaian s

Asset losses expected out of non-coliection of receivables are called .................. R

4
§
6 Formal written/documented debts refer o .........oovi i oeveeens
7 -tems commonly referred to as inventory include (i} ........ ) ........ and (iii) |.... Ll
8

Inventory is usually valued on the basisof ... e T -

- Capital

We have seen earlier in this unit that the fundamental accounting equality states: assets=liabiliﬂes
+owners equity. From the example of balance sheet ‘we can easily establish this. See Ramsons
balance sheet: o :

Total assets Rs.  1,00,00,000
Total liabilities Rs.  60,00,000
Osimer’s equity ' . Rs.  40,00,000

. We also know that the owner's equity consists of the contributed capital and the: retained
. .eammgs of the firm. If Ramsons were an individual proprietorship busmess the owner’s equity
will be reflected directly as:

Capltal Rs. 40,00,000

If ‘Ramsons’ were a partncrshjp firm with four parters W, X, Y and Z all sharing equally, the
- capital would be represented as: : i
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Capital - Partner W . Rs. 10,00.000 .'

Partner X - ) -~ .- Rs. 10,00,000
Partner Y . Rs. 10,00,000
Partner X =~ - 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. S LT ‘ .
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 surplus representing retained earnings. The contributed capital is the amount paid in by
shareholders. ' '

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 liquidation), or both. This share capital -
stock is divided into units or shares. Thus if the company decides to have a share capital it
could be either ordinary shares alone or ordinary and preference shares. oo

A company has an authorised share capital of Rs. 2,00,000 divided into 15,000 ofdinary shares
of Rs, 10 each and 500 10% cumulative preference shares of Rs.100 each. :

This will be represented as:

Authorised capital:

15,000 ordinary shares of Rs. 10 each '- | ~ Rs. 1,50,000
500 10% cumulative preference shares of Rs. 100 each _ ' Rs. 50,000
Total . _ SR ' _ Rs. 2,00,000

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

Suppose the company offered to the i)ublic 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 1,50,000 SR
500 10% cumulative preference shares of Rs. 100 each 50,000 Rs. 2,000,000

- Issued Capital: | _ _
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, called up and paid up:

7,500 ordinary shares of Rs. 10 each - 75,000 L
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 authorised to issue 15,000 ordinary shares, -
it needed only part of the capital and hence chose to issue only one half of the total anthorised
ordmary shares, The implication of authorised capital is that it is the maximum amount of

_capltal 4 company may raise wrthout altermg the registration deed. i '

. Ordmaryland 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 liquidation 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 uppaid

dividends, Ft is also possible to provide to preference shareholders the opportunity to share in o

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

. Ordinary shares have not preferentlal or ﬁxed rights with respect to either repayment of capital
-~ or distribution of profits. They have the remdual claims agamst after the cla.lms of credito s and
preference shareholders have been met. f :

_ We have hmted earher that even if the company earns profit, shareholdcrs including preference
- shareholders, have no right to dividend unless the company decides to distribute it. However,

in case of cumulative preference sharcholders such unpaid dividends will accumulate and will

have to be pald before any dividend can be paid to ordmary shareholders.

Reserves and Surplus

Reserves and surplus or retametl earnings normally arise out of proﬁtable operatlons "hese
are surpluses earned by the firm not distributed as dividends.. In other words, these are profits .
decided to the retained within the business. When a firm starts its operations it has no retained .
earnings. If in the first year it earns say Rs. 10,000 profit and decides to distribute Rs: 5,000 as o
" dividends,. the reserves and surplus at the end of the year will be Rs. 5,000. During its sécond
year of operation if the firm makes a loss of Rs. 3,000 then the retained earnings at the end
of the year will be Rs. 2,000. Retained earnings (or reserves and surphis) are in the nature

‘of earned capital for the firm. We have seen earlier that the divdends are limited to retained

earnings. This implies that at no point in time the original capital of the firm is depleted. In
other words, the capital orlgmally contributed is mamtamed intact. )

M is possible to allocate the profits earned and accumulated as reserves or retained earnings

%0 be earmarked for specific purposes. The earmarked reserves are mot distributed. | Only.
“mon-earinarked or free reserves ar¢ available for distribution as dividends. :

Aetiviy7
. JFill in the blanks with the correct ‘word(s)

1 Balance Sheet is a statement of

' 2 — : a represents the owners’ claim against asseis of abuEiness
3 e . are claims of outsiders against the business
4 . _ - . increase owners’ equity

5 Amounts cwed by a business on account of purchase of inventory are usually called
ol

‘6 Amounts receivable by a firm-against credit salés are usually called

i

64




Undersianding Financlal Statements

7 Asa genéral rule all assets are valued at their . to the business

8 Onwer’s equity could be understood ascomprising Two parts: - and
9 The dual aspect principle has special relevance to___~ ' o

: o~
10 All valuation in a balance sheet are based on the assumption about the entity as a

~ 46 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 particular 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 changcs in business position. Arealistic understanding of the operations of the

- business would require two other statments-profit and loss account and funds flow statement.
We shall take them up in-subsequent units, :

~ 4.7 KEY WORDS

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

Liability: Any amount owed by on¢ person (the debtor) to another (the creditor). In a balance
sheet all those claims against the assets of the cntlty other thar those of the owners.

Current Assets; All those assets held by a firm with the objective of conversion to cash within
the operating cycle or within one year whichever is longer. Current Assets include ltcms such
as-cash, receivables, mventory and prepayments

Current LlabllltleS: claims against the assets of the firm to be met out of cash or other corrent
_assets within one year or within the operating cycle, whichever is longer. Usually include items
. __such #$ accounts payable, tax or other claims payable, and accrued cxpenses.

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

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

_ ‘Fuced Asset: Tangible long-lived asset. Usually having a life of more. than one year Includes
" items such as land, bulldmg, 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 o
expressed as total assets of an entity less claims of outsiders or liabilities. Includes both
coniributed capital and retained earnings. :

..}

4.8 SELF-ASSESSMENT QUESTIONS/EXERCISES

1 Explain the following terms giving examples;
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 “Fmancnal statements are most useful if they report only the valuc of assets that are tangxble
Do you agree? :

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

5 For a company, - the excess of assets over hab1!1tlcs is commonly represented by several
items. What are they? What is the caption placed over them?

6. “Fixed assets are physical asscts that provide operating capac:lty for a number of accounting !
- periods”. Explain with the help of suitable examples. Are all fixed assets depre tiable assets? ;

- 7 Peninsular Transport Company began trucking operations on January 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 4lso-had Rs. .

30,000 worth promissory notes signed by their customers. Employees had drawn fest
which was outstanding in the amount of Rs. 6,000, Peninsular owed Rs. 3,60, 000
Service Station as of December 31, 19x1

‘Daring the year Peninsular purchased statlonery and office supphes costing Rs.

val advance,.
to Southern

11,000 from

Ramalinga Iyer & Sons. The use of statlonery and supplles during the yvear was cstlmated at
Rs. 8,000, ‘

Pemnsular purchased eight trucks during the year, each costing RS' 4,00,000. They owed Rs.
© 20,00,00€ to Southern Sales and Finance at the end of the year on account of trucks bought.
The obligation yvas supported by hire purchase agreement for payment of the rate of Rs. 50,000
* per month. Depreciation was Rs. 80,000 per truck for the year Spare parts and tyres inventory

amoun‘ted o Rs. 13 000.

Company had rented a garage on a 30 )*ear lease, oﬁﬁce space and parking space at
a year on the NH 47 within the city limits. Because of the real estate boom, Peni
easily sublet the premises for Rs.1,50,000 a year. On January 1, 19x1 when Penin
‘operations they had paid first two years’ rent in advance

On Decc'mber 31, 19x1 Peninsular purchased an aircondiitioned car for office

Rs. 1,00,000
asular could

sular started

_ _ use costing
Rs. 1,00,000, Insurance and registration cost amounted to Rs. 8,000, e

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 erﬁploﬁces was
due’in the amount of Rs. 2, 12 000 relatrng to 19x1 and will be paid along with first salary in -
19x2.

_Thc owners of Peninsular originally invested Rs. 6,00, 000 Net income for 19x1 was-Rs. 2,0_8,000. ‘
Drawings by the owners durlng the year amounted to Rs. 1,00,000.

Prepare the balance sheet as on December 31, 19x1 for Pcnmsular Transport Company in the
blank pro forma provided as Tab]e 1L
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. Table IT
Pemnsular Transport Company
Balance Sheet as on 31 December, 19x1

Assets ~ (nRs) Liabilities and Capitai ~ (in Rs.)

Current Assets _ Current Liabilities
Cash . . Accounts payable
Cash at Bank Hire purchase payment .
Promissory Notes due in one year
Accounts receivable _ Bonus payabie to employees -
Advances to employees \ Long term Liabilities
Office supplies inventory . _ Hire purchase payment _
Prepaid insurance & Ticence ‘outstanding
Prepaid Rent & licence . Capital I
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: Accumuiate . : ‘
Depreciation -
Motor Car .
Total Assets - ‘Total Liabilites and Capital

8 The following Balance were extracted from the books of account of Punjab Ceramics
Limited, at 30th June, 19x6 aftet the i income statement for the year had been prepared and
all the relevant adjustments had been made. -

Balances as at Sﬂth Juie 1956 Rs.

Freehold [and and building at cost : 32,000

. Bank overdraft o ' 27,200
Cash in hand . : - : 1,680

= Inventory . . % : ' : : 74,400
Creditors ’ . . : 18,560
10% Debentures . : o : _ 34,000
Dividends Proposed - 8% Preference shares : ‘ ' - 1,600
Ordinary shares . : 6,000
Accrued expenses - ) 2,400
.« General teserves (at 1 July 19x5 : Rs. 8,000) . " - 20,000
Share Capital: 200 8% Preference shares of Rs. 100 each 20,000
6,000 Ordinary shares of Rs. 10 each 60,000

“Investments at cost : ' . 14,800
Moter vehicies at cost _ ' 37,200
Provision for Depreciation at 30 June 196 ' 9,600
Plant and Machinery at cost _ . . ’ B . 84,960
Provision for depreciation at 30 June 19x6 . 24,160
Retained income (at 1 July 19x5, Rs. 28,000) S 32,800
Share premium . 14,240
Accounts Receivable o o . ' 25,520

" The authorised share capital consists of 400 8% pref..rcnce 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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Construction and Analysis of Balance Sheet

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

~OWNETS" equity. _
2. &) an increase in asset. b) decrease in ancther liability. c) decrease in own
. ’

3. Liability.

4, Assets,

-1F. 2T. 3F. 47, 5F. 6F.

1 Assets = habllltles +OWEer's equity

2 Rs. 25, 000, .
3 Rs. 25,000 = Rs. 1,006,000 —Rs. 75,000.
4 Rs. 70,000 = Rs. 1,000,000 -~Rs. 30,000

1 (a) Accounting period (b) fiscal year (c) financial year
2 {a) asset (b) laability {c) capital
3 {a) current (b) propeity, plan {(¢) other _
4 (a) current (b) long-term (c) shareholders.
1 liquidity
2 a) account form
b} report. :
3 in time taken by a unit of cash to circulate through the business.
4 lower of cosi or market price
5 sundry debtors
6 depreciation
7 amortisation
8 accounts payable

Operating cycle.

2 Cash,

3 Liquidity.

4 ‘Lower of cost or market price’,
5 Bad debts,

" 6 Promissory Notes receivable or bills receivabie.

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

ers’ equity.

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

o Accounts receivable or sundly debtors

7 Original cost

8 Contributed capital and retained earm'ngs
O Balance sheet

10-Going concern
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Answers to Self-assessment Questions/Exercises

7 Solution:
' P_eninsu'lar Transpnrt Company .7
. Balance Sheet as on 31 December, 19x1
Assets . o ' Liabilities and Capital
Current Assets .~ Current Liabilities
Cash - 16,000 Hire purchase payment
Cash at Bank 90,000 due in one vear 6,00,000
Promissory Notes _ 30,000 Accounts payable - 360,000
- Accounts receivable ' 3,00,000 Bonus payable +2,12,000
" Advances to 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 - 1,000,000 Capital o .
Inventory of diesel 60,000 Owners’ Capital - 6,00,000

Spare parts inventory © 13,000 Net income for
L ' : ' the year
6,20,060 Less: Owner’s drawings

. Plant and equipment

2,08,000

1,00,600- 1,08,000.

Trucks 32,060,000
Less: Accumuiated : Co
depreciation = 6,40,000 25,60,000
Motor Car 1,00,000
Total Assets ' 32,80,000 Total Liabilities and Capital 32,380,000 -

8 Balance Sheet total Rs. 2,36, 800
Net i income Rs. 24,400

4.9 FURTHER READINGS
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Conltruction and Analysis of Profit and Loss Acconnt

/UNIT 5 CONSTRUCTION AND ANALYSIS
OF PROFIT AND LOSS ACCOUNT

3 Objectives' |

. 'The purpose of this unit is to mtroduce to you the proﬁt and loss account Aftcr you have
. studled this unit, you should be able to: -

» .apprec1atc the 1mpor_tanee of income measurement
o classify income and expense accounts

" » prepare a profit and loss account :

"« appreciate the linkage between accounting records and profit and loss account
. appremate the linkage between profit and loss account and balance sheet.

' Structure '

5_.1 Introductxon
52 Profit and Loss Account and Balance Sheet The Linkage
‘5.3 Measurement of Income

54 Preparation of Profit and Loss Account

5.5 Some Indirect Expenses

5.6 Methods of Depreciation

5.7 Form of Profit and Loss Account
58 Costs of Goods Sold

59 Methods of Inventory Valuanon _

'5.10 Gross Profit

5.11 Operating Profit _ :

5.12 Net Profit L = o

5.13 Summary . .
-5.14 Key Words

515 Self-assessment Questlonstxen:lses

5.16 Further Rcadmgs

‘51 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. - “It tells about the net change in owners’ equity brought about 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 exclusjvely
. to summarise revenues and expenses of the particular period. This statement is what is refegred
to variously as Profit and Loss ' Account, Income Statement or Income Summary, This staterpent .
is so riamed since it summarises all the revenues or incomes.and all the expenses forearnm hat
revenue showing the net difference, that is profit or loss for the period.

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

'thn you sell an item costmg Rs. 70 for Rs. 100, assuming no other costs, you earn a p{‘oﬁt
~ of Rs. 3{] .What we have done is nothing but measurement of the net income. This is achwved
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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 loss account, However, it will be interesting 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 aﬁy ]Joinf in time is represented by the following relat_ionshipﬁ
Owners’ Equity=Assets~—Liabilities...(2)

This. implies that except in the ¢ase of first balance sheet, owners’ equity need not be equal to
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 decrea/sé'd the owners’ equity, Thus, resultant increase
in owners’ equity was equal fo the net increase in assets. That is, equal to the profit.
We explained owners’ equity in the prgviou‘s Dnit as:

‘Contributed Capital + Retained Earnings’

Assuming no withdrawals, ‘retained earnings’ is nothmg but all the revenue minus expenses.
Thus, we could write our relationship as follows: -

Retained earnings = Revenue ~ Expenses .(3)

Now, substituting right hand side of equality (1) in our earlier balance sheet eqtfation we haves
e

Assets=Liab:i]itiés + 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 conceptual basis of
the samie. :

5.3 MEASUREMENT OF IN COME

Profit and loss account measures the income generated by the equlty The income is gcnerated
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; accounting period, and matchmg

Realisation

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

‘-nlto money. It is understood to mean sale of assets for cash or claims to cash. As an accounting
principle, it is used. to identify precisely the amount of revenue to be recognised and the amount
of expense to be matched to such revenue for the purpose of income measurement.
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'Realisation, thus, usually pertains to the recognition of revenue from sale or provision 0f 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 Ec\f'epue'
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 cdllet_:té/d. In
order to avoid such confusion in accounting, revenue is generally recognised when: goods are
delivered or services are 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
customer, : : o :

Realisation being the point of recognition of revemie, 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 measuremerit 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. Co

There are two major exceptions to the notion that an exchange is néeded to justify the realisation
of revenue. First, in case of long run constructin 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 instalment
sales contracts, depending on the uncertainties involved, revenue is regarded as realised only -

in proportion to the actual cash colicctions. In this case even though delivery is complete at the L

time of contract, recognition of revenue is deferred and related to actual cash collections.
- Acerual - o |
Tt is generally accepted in. accounting that the basis of reporting income is accrual. Resources
and obligations change' in time. period other than those in which money is received.or paid.
Economic activity of an enterprise in a short -period is complete if the cycle of productive
_ resources to money is completed. In reality, continuous production, use of credit, and long
" lived assets produce several overlapping cycles. This makes the process of evaluation of income
ery complex. . i \ S T : e _

. Accrual principle tries to evaluate every transaction in terms of its impact on the owners’ equity.
“In simple terms it implies that recognised revenue result in inreases in the ownets’ 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 m}easurcment
~of income. B S S _ '

Activity 1
Fill in the blanks

- 1 ?r_oﬁt__and"loss'ac;o;mf is a'_summary of .. G and........... for an acmun:iing period.
2 Realisation in accounting is the basis of ....... - ..... . e L .'fecbgniﬁon.
| -3 Income measureﬁ'ent'is' achieved bY ma'tch.ing. . ..... eein ... e U
4 Costs with res;;ect to realised--r.evenuel aré considered as .... ....... .. e e i
g 5 Recognised revenie .. ... SETTIITTINY ... e, ........ . PR tolow_ner's’ éqhity.
6 Expcnses result in ... S .. N e JUCUU S of.'bwhets’ _eﬁuity.--
7 E?(Pé.nses could be .reédg_nised-in relation to U _re'aiise_d'or' an ... . ... 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 understandmg of the idea of accounting period. The most
accurate way to measure the results of an t:ntlty s operatlons will be to measure them at the
time of liquidation. : '

Considering the whole life of the business, net income is nothing but the excess of amount the
owners get over what they have put into 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 vear, 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 vear. It has evolved as a
convention out of convenience over the years. There is some historical evidence to suggest that
accounting periods used to be a couple of vears 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 to have a uniform
length of accounting period for period to period comparison of results.

The crux of the matter is that the reallsatlon and accrual 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 beglnnmg and at the end of the period. Operations
during 'the period are summarised by income statements. This process can be illustrated in the
following form: '

time: tg ty o ' %
Profit and loss account or Profit and loss accouht or . ' _ \
income summary for the income summary for the second ts
first accounting period : accounting period. /

] . ) . . - =7

Opening balance sﬁqet Balance sheet as at the Balance sheet as ar the

at the beginning of . . end of first accounting end of second

the enterprise \ period _ accounting period

Here act:ounting periodl\'s could be seent as links in the chain which makes 'up the life of the
enterprise. Accounting period is variously referred to as fiscal year and financial vear 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 period the cost
of goods soid or other expenses that can be identified with such revenues of that perlod 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 income. Realised revenue-as we have seen earlier need not
be realised in cash. If the right to receive that income is created or the time to which the income.
@ .
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relates has expired, we treat the as accrued. For example, a credit sale to be cotlected duri_ng

the next accounting period is an income of this peried. Similarly, interest to be received on

a specified date is treated as acérued and hence earned for the period covered by|the current -
. acgounting pericd. : - |

Measurement of Expenses

Expenses are costs incurred in connection with the earnings of revenue. As such the point of
reference for recognition of expenses becomes the recognition of revenue. Costs incurred do
not become expenses until the goods or services in question are exchanged. "Expensg is sacrifice
made, resource consumed in relation-to the revenues earned during an accounting period. Thus,
cost is not synonymous with expense. Only costs that have expired c]urmg an acco nting period
are treated as expenses. Consider the following example*

Rakesh purr-haaes merchandise worth Rs.1,000 during the period and sells onc half of thls during the same period
for Rs. 750,

Here, we have:

Cosi © O Bso 1,000 - The purchaée price of the merchandise.
Revenue . 1 Rs 750 The sale procecds realised in cxchange of ong half of the
merchandise. .
 Bxpenst : Rs. 500 . The cost of the merchandise parted with or given over to the

~ customer in exchange for the revenne L.¢., cost with respect

_ ' 1o the revenue earned and hence expired cost. '

. Inventory . Rs. 500 The unexpircd cost. An asset 1.e., merchandise inventory (as
a convention, valued at cost).

Generally, unexpired costs irepresent assets. All assets which have limited life expirg as expenses
_with respect to revere carned during their useful hife.

Expense means a decrease in owners’ equity that arises from the bperation of a business during
a specified accounting period. Thus, cost means any sacrifice, whether or not the sacrifice
affects the owners’ equity during 4 given accounting period. American Accountmg Association
provides the following description for expensc:

“Expense is the expired cost, directly or indirectly related to a given fiscal period of the flow of
goods or services to the market and of related operations. Recognition of cost expiration is
based on a complete or partial decline in the usefulness of assets, or on the appearance of a
liabitity without a corresponding increase in assets.

"Expenses of & given period are:

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

ii) Costs incurred in a previous accounting pericd. that becomes expenses or xpired costs
during this year. Example: inventory purchased during the previous period bu sold during
this period. The amount of inventory which represented unexpired costs and hence an asset
at the ciose of the previcus accounting period becomes expired costs and hence expense
during the period in which it is sold.

iii_) Hxpenses of this year the monetary outlay for which will be made during g subsequent
period. These are also expired cosis of the current period, but the costs are incurred by
contractmg a hability. -

Expenscs are Lccogmsed undcr the following c1rcumsrances

a) Expenses are given recognition in the period in which there is a direct identification or
_ association with the revenue of the period. This implies that recogmtlon of expense IS
directly reldted to the realisation of revenue. :
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. b) An indirect association with the revenue of the period. Example: rent, salaries, insuraﬁ_e:e,".
depreciation and such other costs which are not usually inventoried. ' :

¢} Measurable expiration of assets though not associated with the prodtction of revenue f_dr )
" - 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 enable 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 guestion 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: Tixed assets have a limited useful life. The costs of such assets expire during
the life of the assets in question. Such expiration of costs of the assets arc referred to as
depreciation, : '

~ What we have examined so far are some of the conceptnal bases necessary for the understanding
_ and preparation of a profit and loss account. “In the subsequent part of this unit we shall examine
the mechanics of how to prepare a profit and loss account.

54 PREPARATION OF PROFIT AND LOSS ACCOUNT

Profit and Loss Account, as we have seex, is a summary.of all ‘accounts’ dealing with transactions
relating to revenue and expenses. An account is a statement wherein information is accumulated
relating to an item or a group of similar items. This accumulation is done in such a manner
that it is fairly easy to summarise by combining several such items. In case of profit and loss
account, the process of preparation is nothing but 2 summarisation of all individual accounts, -
accumulating information on different items of expense and revenue. ' :

We have. scen the expanded balance sheet equation at the beginning of  this unit (using
abbreviations} as foliows: / :

AL +C+HR = (e T e (4}
‘Where:
A = assets

L = liabilities
C = contributed capital
R = revenues
E = expenses

For the sake of simplicity we ignore withdrawals. How_éver,.if we coﬁsid_er withdrhwals, it_will

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: . o :

A=L+C+R—-(E+D) ...... e N &),

‘Where D = dividends or drawings C ' .

By transposing this equality it is possible for us to write it without negative symbols. “Chus we -

have: ' : ' ' o

A+E+D=L+CHRo SO (6}

This equality is the basic accounting equality. The quantities on the left hand side (LFHS) are

normally referred to as ‘debit’ or “Dr’. in short and quantities o the right hand side (RHS) as

~ ‘credit’ or ‘C'. in short, We have also seen that because of the basic balance sheet. equality, -
this accounting equality will always hold true. B

Or.PRAQD  Ace. Nof A - O
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The terms on the RHS and LHS are represénted by one or 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
egual in valu¢ to entries on the credit side. Hence, for those accounts: Debits—-Creditsy. 0.
When it is equal to zero there is no balance in the account. Similarly, the accounts|relating
to the terms on the RHS of the equality, that is I, C, and R, norm ally have credit balances.

Hence, these accounts imply: Cs edits-Debits (.

The process of accumuilating information is also simple. In the accounts representing LHS terms,
all increases of those.items are debited in the respective accounts and decreases are ¢redited,
net difference showing actual position at any point in time. Similarly, in case of accounts
representing RHS, increases with respect to an item are credited in a particular account, and
decreases are debited to that account. Net difference shows bulance of that item as of a point
in time. From this, it is also clear that the terms ‘debit’ and ‘eredit’ in accountmg have no

more practical significance than ‘left’ and ‘right’ of an account.

An account thus could be repreaentf:d as a capltal letter T denotmg the nature of mforn

aceunuiated in that. Thus, we have ‘cash account’ or ‘receivable account’ or ‘payables acc
or ‘inventory account’ and so o

" Example: _
: Dr. Cash Acecunt

ation
ount’

In this case LHS will represent all cash receipts or increase and RHS will represent a1l cash

payments or dicredses. .
Let us illustrate the ideas we have discussed with the help of a simpl-:: example:
January 1 - Started business with Rs, 1000,
January 1 - Bought merchandise worth Rs. $00 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 - Customcx {A) pays.

Accounis of the above transactions

'Rs. Debit : :  Cash Alc _ ' Rs. [Credit
- Capital ’ 1,000 Merchandise inventory 800
Sales 500 Balance 1,200
Receivable(A) 500 _
2,000 ' 2,000
Balance ' 1,200
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Capital Ajc

" Rs. Debit Rs. Credit
~ Balance 1,000 -Cash 1,000
1,000 1,000
Balance 1,000
Rs. Debit Merchandise Inventory A/¢ Rs. Credit
Cash 800 Cost of goods sold 400
~ Cost.of goods sold 400
800 800
Rs. Debit _ ._Sales Alc Rs. Credit
Profit & Loss A/c. 1,006 Receivables (A) 500
' Cash 500
1,000 1,000
.Rs. Debit , Reéeivables (A) Alc Rs. leedit
Sales 500 Cash 500
500 7500
Rs. Debit Cost of Goods Sold Ale Rs. Credit .
Merchandise inventory 400 Profit & Loss Afc 7800
Merchandise inventory 400 .
800 800
Rs. Debit Profit & Loss Afc Rs. Credit
Cost of goods sold 800 Sales - 1,008
Retained earnings 200
1,000 1,000
Rs. Debit Retained Earnings A/c Rs. Credit
Balance ' 200 Profit & Loss Afc. 200
200 200
Balance 200
Baiance Sheet . .
Assefs Rs. Liabilities and Capital Rs.
Cash 1,200 Capital 1,000
T Retained Earnings 200
1,200 | 1,200
—_— W

In the above example what we have attempted' is to complete the accounting proccss based on
a very siniple situation. The process.of recording and summarising we resorted to could be

explained as follows:
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Starts business with Rs. 1,000, This transaction affects two accounts: Cash increase~enity 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. Cash account decrease-entry on the credit side of the account.

Receipt of order for half the merchandise. 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 cash is not collected simultaneously, it represents
a credit transaction. It 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 owrer’s equity, is an €xpense. Dehit 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 to repayment of the debt by A.

5.5 SOME INDIRECT EXPENSES

In the example discussed above, we dealt only with direct revenue ‘and direct expense. Revenue
arose from two sale fransactions-cne on eredit and the other on cash. The expense was one
simple direct item of expense-the cost of sale or the recognition of expiration of inventory cost.
Before we proceed to examine the detailed profit and loss account, we should discuss some of
the important indirect expenses. ' ’ : :

Bad Debt Expense

In most business situations sale ‘on credit’ is common. We also treat such -sale as ‘realised’
_since they produce a certain asset ‘receivable’. Thus, credit sale is recognised at the point of
sale during the acceunting 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 r cords
{vecord as revenue of the period and record as asset at the clese of the period) will a ount
to overstatement in the records. However, we have no basis for estimating the exact ourtt
of such collection losses. This is so since the uncollectability is known only in a subseguent
accounting period. It is this sifuation which warrants us o 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. S00. -

- Profit and Loss Account :
Rs. : o : " | Rs.

Cost of sales -~ 500 Sales ' : . 1,000
Profit : 500 '
1,000 1,000

"The balance sheet records arising from this transaction will be:
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"Balance Shee( '

Assels . . S Rs. Liabilities & Capital . . Rs.
- Accounts teceivable 1,000 Retained earnings . 500

Now assuming that one of the accounts is going bad, the collection loss will amount to Rs, -
250. If we do not take this into account, the implications are: we have overstated reccivables
' (asset in the balance sheet), sales (revenue in the profit and Joss 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 L_'oss Account _ Credit |
" BRs _ : ' "~ Rs.
Cost of sales 500 Sales - 1,000
Bad debt expense . 250 :
Profit . N 250
L0000 1,000

Balance Sheet

‘Assets .| _Rs.  Liabilities & Capital _ Rs.
Accounts receivable 1,000 -  Retained earnings 250
Less: Estimated Y : :
collection loss - 250 750

: U'sually_ the possible collection losses are estimated and provided for by charging them as expenses
of the period. Such estimate is reduced from the value of the asset receivabies to show the
~ realisable value of the asset. ' '

Depreciation on Fixe(_i Assets

In our study earlier we have seen that fixed assets have long life and provide benefits beyond
one operating cycle. While discussing 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 machjne. purchased for Rs. 5,000 having five year life and no salvage value ié 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 ovér its
life 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 tc measure the profits annually. What should be
the amount of profit to be recognised every year?

We can aﬁproach this problem diagramatically. Assume that the folloWing scale shows the
amount of revenue earned. We take it that the revenue 1§ earned- in _equal amounts  during

_ . Rs. 10,000 -
' . // A
Year e - yd i /{ ) o /
-0 | 2 3 ' 4 :
"Rs, 2,0XX) Rs. 2,000 W, 2000 R, 2000 - Rs 2HND
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the five years 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 proportron we have the simplest solutlon This we could represcnt as follows:

- Rs. 5,000

5 |

Year \

-

R

Rs. 1,000 Rs. mcu Rs. 1.4 _‘ Rs LU0 Rs. 1000

Now, havmg made the assumption of spreading the cost equally, we have come to the ‘coniclusion
- that one-fifth of the cost of the asset expires annually, That portion of the cost of the as it 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 deprec1atlon of an asset shall not be more

than the depreciable cost of the asset. It is this ¢ expense which is matched agamst the revenues
-of a period. for determining proﬁt :

From the above éxamplc we can easrly determine that the proﬁt per anmum is Rs, 1,000, that
is, Rs. 5, 000 over the useful life of the asset. Thus, to recapitulate, deprec]atron expense is
the cost of a fixed asset wrltten off against the revenues of different perrods durmg which the
asset is used. ¢

5.6 METHODS OF D_EPRECIATION -

- There are several methods of depreciation which dlffer from one another only from the standpomt
of how the cost is treated as expiring over the life of the asset. We shall briefly dlscuss only two
of the most commonly used methods. However m order to understand the methods we should. ‘
be clear about the followmg 1dcas :

_ Original cost of the asset ‘This is the cost incurred in makmg the asset available for u m the
first .instance. :

'Salvage valueﬁ The expected recovery or sales value of the asset at the end of useful life.

~ Useful life: The cxpected t1me period for wluch the asset is to prowdc economic service i.e., the:
period for which the asset could be used for production.
e ‘
Deprenlahle eost: This is or1gmal cost less salvage value. This is the amount of €xpense the
enterprise will be incurring on account of cxplred costs of the machine over its useful or ecanomic
life.

Written down value: Written down value of an asset at any point of time-is. original cost less o
" depreciation to date (accumulated deprecranon) This i is also referred to as book valne.

' Stra:ght Lme Method

* Under the straight lirie method the deprccrab]e cost of the asset is proportionately allocated as
expense against the revenues during each year of the useful life of the asset. S :

. Assume that.a company acqmres a machme at the begmmn% of operations at Rs. 1 000 It is
expected that the machine will fast 10 years and will have no salvage value at that time,
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The deprecnatlon for- the machme every year under stralght 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 énd
of second year 1,000 — (100 + 100} or (900 ~ 100) = 800 and so on, becoming zero at the end’
" of 10 years. Graphicaily, it could be shown as'follows: ' : .

Figure I: Stra:ght-lme Method-Annual Depreclatmn Charge

o
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_If we draw a graph showing the annual déprecmhon it wxll bea stralght ling parallel to the base
lmc chcc thc name stralght line method (Flgute I) The accumulated depreciation will be

Figure Ik: Stramht—line Method--Accumnlated Deprecmtmn
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_ Depreciatlon Method: Impact on meit Measurement

What we could learn from the d1scusswn of the depremanon methods is that, dependmg on
thé 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 partlcular year. Thxs counld
be exp.amecl by contmulng w:th the example v )
Suppose that the company usmg the machine in our earlier example earns Rs. 5(]0 per annm
before depreciation. The difference in annual measurement of proﬁt under stralght line and
written down value methods will be as follows (Table 2% S

. Table 2: Profits under Written Down Value and. A
Straight Line Method of Depreciation - . o
@w @3 @ . G @,
 Yesr Profit before Straight line  Net Profit under ~ Written down * Net Profit under
" depreciation  depreciation- < straight line - = value Written down value
: " " method of  depreciation . ‘= method of
depreciation - depreciation
@3y S
Rs. Rs. ~ Rs. . Rs. . . Bs
1 500 0 A 2000 . o 300
2 - 500 100 . 4000 160 340
-3 . 500 - 100 - 400 - 128 372
4 - 506 . 100 400 - 202 398
5 500 .. 100 400 - 82 418
6 500 100 400 . 66 . 434
7 - 500 o100 - 4000 ¢ 52 - . 448
. 8 L 5007 L e 4000 .- 42 ‘ © 458
9. 506 . . 100 - 400 34 Vo 466
10 500 100 . o 400 _ RETLRT - 366

Total 5000 1000 4000 Tl L4900

*Includes the unaliocated deprecnatlon charge, since there i is no salvage value for the asset. Under
th15 method there will always be a termmdl unabsorbed depreqatmn Flgures are rounded oif.

57 FORM OF PROFIT AND LOSSACCOUNT '/ -

So far we have been dlscussmg proﬁt and loss account in the *account’ format. That is, listing
all the revenues earned on the RHS and all the expenses incurred on the LHS show1r|g proﬁt'
_ m case of a credit balance and loss in case of a deblt balance I . N

Modern prdctwe is to present the mformatmn ind summansed statement glvmg the detalls m'
attached schedules: This achieves the same result becanse of the relatlonshjp
Revenue-Expense-Proﬁt&oag : _ - _ -

- We give below 4 condenseq proflt and loss ‘account in- both the formats We shali then d1scuss_.. .

the items presented. It may help you to copy out- this profit and loss account sinee subsequent
: dlSCI.‘iSSlOI‘lS will be based on this example :
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TOOLS INDIA LTD.
Profit and Loss Account
For the jear ending December 31, 19x1

Debit I ' :
Cost of goods sold (Schedule 3) 130. Sales net (Schedule 1)
Gross profit _ 130  Other income (Schedule 2)
Personnel (Schedule 4) 49 . Gross profit
'Depreciation (Schedule 3) g 11
~ Other expenses (Schedule 6) _ 28
Qperating profit - . 42
o B 130
Interest (Schedule 7) 12 Operating income
Profit before {axes 30
' 42 _
_ Income-tax provision _ 12 Profit before taxation
Net profit after tax 18

30

(Rs. in Millions)

Credit

EE

ey
[ ]
=

Alternatively, the same profit and loss account could be presented as follows:

TOOLS INDIA LID.
Profit and Loss Account
~ For the year ending December 31, 19x1

e el o

(Rs. in Millions)

Sales ' (Schedule 1) 255
~ Other income ' D (Schedule 2) 5.
Cost of goods sold . _ (Schedule 3) 130
130 -
" Gross Profit
Operating expenses: _ : S
Personnel . (Schedule 4) 44
Depreciation (Schedule 5} 11 :
Other expenses _ o (Schedule 6) 28 88
" Operating Profit : , 42
Less: Interest expense (Schedule 7) 12
- _Net Profit before Income Taxes, 30
. Less: Provision for Taxes 12
Net Profit 18

The condensed profit and loss account will be accornpanied by schedules j;)rovidiﬁg details.,bf

various items forming the total.

Sales: Net sales shown in the profit and loss account is aﬁer deductions 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 saies.

g5 P




._ernstru.ction ‘and Analysis of Profit and Lo Aeccount

Schédule 1: Sales .- -
' g ' _ (Rs. in Millions)

GrossSales — T | - 260
Less: Sales returns and allowanoes ot : - 175 ' ' .
~ Sales discount . T o v 3.25 s
", Net Sales (inland) .~ - | - o . . 255
- Machine Tools Group S E - 83 - '
- Watch Group -~ o R 1}
- Tractor Group’ . : 60
Lamp Group _ - - . o
Dalry Machinery Group _ 2 S
| s |
_Export :
‘Machine Tools Group : .6
Watch Group C o 2
. Others R R :‘ 2 10 : .
. Total Net Sales -~ | g 258

L

"Sales Retums and Allowances: Sales records are prepared as and when goods are shipped .

to customers. Goods which are not according to specifications, - damaged oi defective may be
returned by the customers and refund or credlt sought : ’

. Such refunds or allow-ances- are separately accumulated for the purpose of control by m anagement. .
' At the time of preparation of profit and loss account such allowances are set offl against the.
- pross sales and net sales taken as operating reventie eamed Marny companies may not disclose -

- this mformanon in published accounts.

Sales Discount is a reduct]on from invoice price granted for prompt payment of | the invoice)_ '
within a specified time timit. This is also sometimes called cash discount. In our example Tools

‘India Ltd allowed Rs. 3.25 million in discounts to eustomers

" It'is usual practice to state‘the discount offered to customcr on the invoice. Discounts or terms

of payments are usually presented in short forms or symbols. They may be ‘Net amgunt’ or ‘No

cash discount’ (N); Net Amount due at End of the Month (N/EOM); Net amount due in 30"

. days of invoice; no cash discounts (N/30); 5 per cent discount if payment is made in 10 daysﬁ, o

net amount to be pald in 30 days (5/10, N!30)

An invoice of ‘5/10, N/30’ simply means that 5 per cent discount will be aliowed if payment is

-made withiri ten days. It also implies that by not paying in 10 days you could avail|the normal - '

-credit of 30 days. Suppose you have Rs. 1,000 invoice with ‘5/10, N/30. You are losing S 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 definitely help you in plannmg your short térm fingnces more
effectwely : . -

Trade discounis are used as ad]ustments in price, and used when bulk sales are made by

wholesaler to refailers. These are never brought into accounts. Rather the sales are valued at ‘

net of trade dlscount

. Other Income The revénué earned by an enterprise is usually bifurcated into two parts, operaling

_ income and non-operating income. Operating income usually refers to income deriv d from the

main-line operations of the business. Other income usually arlses from activities incidental to .

" the busmess Schedule 2 lists the details of non-operating incomes of Tools Indla td.
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Schedule 2: Other Income - -
(Rs. in Millions)

~ Interest-Banks 0.50
. Interest-Staff and Offices 1.20
Export incentives : - . 1.80-
. Sales agency commission ' : - 0.50 .
-Profit on sales of assets ' ' , : _ -0.30
Dividend on trade investments : ' 020
Other Miscellaneous income = _ 0.50 -
c Total 5.00 ;

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 pricé 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? P : - ' :

Cost of goods sold in summary presented in our example could be understood more ¢learly. L
from Schedule. 3. ' o

!
A

Schedule 3: Cost of Goods Sold

(Rs. in Millions)

«

. Inventory on January 1, 19x 1~ : ' T 81

Add: Purchases 110 -
Freight in ' e 10 ‘
Other direct material costs : 15 , 135

" Totat goods available . _ o 216

Less: Raw material and semi-finished - : J
inventory on December 31, 19x1 S _ N

Goods available for sale - L I 145

Less: Finished goods inventory on - . ! -
December 31, 19 x 1 ‘ T : e _ 15

Cost of goods sold . i e 130

Activity2 |

Relate items in Column A to all items in Column B.

A : . B

1 Gross Sales i ' " 1" Non-cash expense of the period

2 Sales returns and allowances ' . 2 Total invoice value of goods sold during -

_ : the period ' o
3 Depreciation .3 Reduction from invoice price
4 Discounts 4 2/5, N/30 _ -
Co ‘ 5 Given effect when goods are returned by
customers -

6 Adjustments to tecorded sales,

5.9 METHODS OF INVENTORY VALUATION

The 6nly‘t'hjng cectain with respect to prices normally is that they are not certain. This mak/é;s it
necessary to evolve a strategy for charging the cost of materials sold. Two of the most commonly
used systems are the ‘first in, first out’ (FIFO) which assumes that the sales are made in the
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order in wl'uch they are purchased and ‘_last in' nrst out’ (LIFO) wl'uch assumes that goods

whlch are bought last are sold first.

This could be illustrated with a simple eXahlplc. ‘

No. of units . Cost per unit Amount
' ) B "~ Rs. - 5.
Jamary 1 - Inventory = - 500 3
January 5 Purchase 1,000 4
- January 10 Purchase .o 2,000 -5
January 15 _ Purchase . 1,000 6
January.20 . Purchase 3,000 4
January 25 - Purchase 2,000 7.
: ~ - Total - . 9500 '
January 11 © Sales . - 1,000 o
January 14. " Sales S50
January 16 Siles . 1,000
Janwary 21 = Sales - _ 2,000
- January 30 . -Sales I,SOQ_
| - Total 6000

If we value the cost of sales on the basis of FIFO we have the followmg smlatmn

Table 2 Cnst of goods sold and mventory under F]FO

Totél. Amount

Date - © Quantity sold - Quantity Break-ip = -Rate Amount
January 11 1,000 500 - . . x3 - 1500 B
3 o s00° . x4 2,000 3,500
© January 14 500 . s0 0 ..x4 . 2000 2,000
January 16 1,000 L000 . x5 5000 5000
. Jannary 21 2,000 1,000 x5 5000 -
' ' g _ 1,000 6 6000 11000
January 30 1,500 1,500 0 k4 6,000 6,000
Total Sales . 6,000 L " © 22,500
Inventory 3,500 E C1L500 0 x4 . 6,000
: : 2,000 x7 14,000
‘Total 9,500 ' - o

7

_Thus cost of goods sold and inventory undcr FIFO are:

Cost of goods sold S 21500
3 Inventory ' .20,000
~ 7 Totl o 47,500

Tf we follow LIFQ the picture will be as follows (Table 4):
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Table 4: Cost of goods sold and inventory under LIFQ

-Date - Quantity sold Quantity ~ Rafe Amount  Total Amount
January 11 1,000 1,000 "~ x5 5,000 5,000
January- 14 500 S00 x5 - 2,300 2,500
January 16 1,000 - 1,000 x6 . 6,000 6,000
January 21 - 2,000 ’ 2,000 x4 8,000 3,000
January 30 1,500 LS00 x7 10,500 © 10,500
Total Sales 6,000 o S 32,000
Inventory 3,500 5000 x3 1,500
L000 x4 4,000
500 xS 2,500
1,000 . x4 4000 - o
500  x7 3,500 15,500
Total 9,500 B ' 47,500

Thus, cost _of goods sold and inve.ntory under LIFO are:

: ) Rs.
Cost of goods sold 32,000
- Inventory : . 15,500 -
Total ' L 47,500

From the example above we find that the FIFO cost of goods sold, which is based on prices of
inventory procured erliest prior to sales would amourt to Rs. 27,500. And the closing inventory-
of 3,500 units will be valued ar Rs. 20,000 which is based on the most current purchase prices.
The LIFO cost of goods sold,which is based on the most recent prices of the inventory purchased,
is Rs. 32,000. Closing inventory, based on the prices of earlier purchases, is valued at Rs. 15,500.
In both cases inventoty plus cost of goods sold amount to the same, that is, Rs. 47,500 since it
* is baseéd on actual historical cost only. : :

Here again, over the entire life of the entity there will be no difference, irrespective of the
method used in valuing the cost of goods sold. There will also be no difference if the entire
inventory is sold. The differences again reflect one of the effects of accounting pesiods on
income measutement. N

5.10 GROSS PROFIT

Gross profit obtained by subiracting the cost of goods sold has great managerial signincance.
© Cost of goods sold usually reflects the direct input costs which, to a great extent, arc 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 operating expenses,

Operating Expenses

All those expenses which are necessary to run 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 distribution and general administrative expenses.
The latter also covers personnel expenses including staft and workmen’s compensation and other

benefits. In case of Tools India Lid., details of the expenses on account of personnel are given
in Schedule 4. o .
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(Rs. in Millions)

' Schedule 4 Pefs_onnel Expenses

Salaries, Wages and Benus . SR o . 3781
House rent allowance - : _ : S . 219
Gratuity o R o B © 075
Contribution to Provident Fund . . I
Contribution to Employees State Insurance (ESI) ' o | -0.50

' Workmen and Staff Welfare expenses o o 5.00
Total _ L o . T 49.00
Depreciation ' N o

Depreciation, as explained earlier, is the expiration of costs on fixed assets. 1t is usual practice

to classify the depreciation expense for gifferent groups of assets. In case’ of Tools Indja Ltd, L e

Schedule 5 gives the break wp of depreciation for different groups of assets. -

| Scllnedqlg 5: Dep.reclation (Rs._in Milliors) " .

Fixed Assets L N o T _ o84

Tools and Instrumenis o . oy 002 | .
Patterns, Jigs and Fixtures =~ o 3 o ER VR
Total . - g S - R X

-Other E@enseé' '

‘Other expenses’ give detailed break up of most of the major items of operating expcﬂsq:s_'bthér R

than personnel, depreciation and financing costs: In case of Tocls India Ltd., the details are"
provided in Schedule 6. ' ' '

Sched_ule 6 OthEII' Exp‘enses.  Rs. in Nlillion s)

" . Power and Fuel

. N vV 310
“Rent o o ' i 0.50
Rates and-Taxes ey N ST 040
JInsurance - . - R - : | 050
_Water and Blectricity | ‘ S o ' 0.60
" Repairs to buildings ' h , D 0.20
Repairs to machinery ' . . _ _ - (.80
Printing and Staticnery L C ' o 0.90
Advertisement and Publicity = - . . 240
Training - S S L 0.10-
- Audit fees SR ' S o - 005
Royalties L s ' L 085
. Sole Selling and other Agents; Commission. . S : 4.70
Directors’ Fees _ ' ‘ ' 2.00
Provision for bad, debts and advances ~ S a . 020 .
Loss on assets sold or discarded . - . , - 1.30
_Provision for warranty repairs . ' . > 1.00
Miscellaneous expenses - : oo i 840

Total | N | e | 2800

R

811 OPERATING PROFIT

Operating profit, the figure cbtained after -depreciation, personnel, and other expenses are - -
~ gubtracted from gross profit, is the net result obtained from the operations. This amount i$
- earned by the company irrespective of the method of financing, the only other expense to be .

met being interest expense. This is 2 measure of operational efficiency of the company, and is o
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usually referred to as OPBIT (Operating Proﬁt Before Interest And Ta-xe.é) or.EBIT {Earnings
Before Interest And Taxes). - S C

Interest Expense

‘Interest expense’ arises out of management's decision fo finarice 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: Inierest _
B (Bs. in Millions)

Debentures . : : . (.58

" Fixed Deposits o ' _ ' ' . - 1.5G
Loans from Government e ' 5.00
Term loans from Banks/Financial Institutions - ' - 042
Cash Packaging credit from banks , o : 330
Others . L _ .' o 1.00
Total o . - 12.00

 Net Profit Before Tax | | |
Net profit before tax is surplils after meeting all ekpenses including interest. "This is the profit

available to the company as a resuit of both operating and financing performance. This.profit '

is usually referred to as PBT (Profit Before Tax) or EBT (Earnings Before Tax).

Income Taxes

The profit before tax determines the level of taxation. As per the tax laws the amount of tax
payable is not determined on the basis of reported net profit. [n most cases accounting profit
arrived at has (o be reclassified and recomputed for.determining the tax liability. Further, the
tax liability, though certain, is determined only after the tax assessment is completed. This is
the reason why tax-liability is always provided for as 'a provision, imyplying that this liability is
based on an €stimate. When the amount is actually determined later on, if Is set off against this

provision.

5.12 NET PROFIT

* This is the amount ultimately available to the company for appropriation. That is, this amount
could be either distributed as dividends to shareholders (awners) 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
Surplus. ) : ' .

Activity 3

- Classify each item listed in Column A undei appropriate classification in item B, assuming that
the information relates to a small manufacturing firm. : '

A - B
1 Raw material consumed . i) Operating revenue

2 Interest received iy Non-operating revenue

3 Dividends received ' 'jii) Cost of goods soid

4 Wages paid to workers S © iv) Selling and distribution expenses’
5 Carriage on goods sold - v) -Administrative expenses '

6 Carriage on goods purchased vi) None of the above
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7 Salary of clerical siaff
8 Rent for office
9. Power and fuel
10 Selling agenis’ commlsslon :
11 Advertxsmg :
12" Auditors’ fees
13 Sales tax
14 Maunicipal rates on office premises
15 Profit on sai= 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 account shows

the net profit or earnings generated by the company. Thus, thlb measures the management’s
ability to generale income from assets, : :

2

The profit and [oss account summarises thc revenues and expenses of an accounting period, As

- a result of this summary it shows the net profit or net loss experienced by the company during:

the period. The reader of thls account is prcmdcd with the past cost structure and’ prdﬁtablhty

" The net proﬁt after payment of dlv;dends shows the amoint retamed and hence links the balance

sheet with the profit and loss aCCourt,

5,14 KEY WORDS

Revenie: Assets received from the sale of goods or services to customers. Also includes income
generated from assets and investments usually classified as non—operatmg revenue, Rcvenues.. :
increase owners’ equity. : :

Expense: Any reduction in owners’ tqmty (total assets minus total llabiilties) not resultmg from :
distribution to owners. Represents cxplratlon of costs use or loss of an asset without being
replaced bv another asset. : :

" Reahsatmm Recognition of the revenue in accounting based on the assumption that increase

in owners’ €quity arises at the point of delivery or provision of goods or services.

-Accrual: Income measured on the reallsatlon of revenue mdcpendent of fhc tlmmg of cash

recelpt and payment. .

Profit: Revenue minus e‘;peﬂ‘;es for a glven dusountmg period. Negdtlve profit (mcome) is

" known as loss.

Profit- and Loss Account: The final summary of all revenues gains, expenses and losses during
an leCOllntl‘ﬂg period. Shows the net profit or loss for the pcrlod ’

Deprecnatmn The amortisation representing allocation of cost explratlon of tanglb!e ﬁxed assets
over their useful hife; . . o p

Cost The amount paid or to be paid for acquisition of goods or servnocs
\fiatchmg Income measurement based on companson of expenses and. revenues olf 2 perlod

5.15 SELF«ASSESSMLNT QU_ESTIONS!EXERCISES_

1 Explain. the following:
‘Realisation Concept
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- Accounting Period Concept..l
- :Matchjng Conccpt
2 When should reveie be recogmsed'?

3 What are bad debts? In what way do we deal w1th the problem of posmble bad debts in
. accounting? -

4 What is deprec1atlon and what is the rationale behind makmg a prowsmn for deprematlon
in the process of matching incomes and expenses? .

5 Differentiate between:; _
a) Straight Line method and Written Down Value method of prov1d1ng depreciation;
b) Operating Profif 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. ‘

e B s I v B R s " P
Cost of goods sold . o o Tse b Re ] T [ aseo | E{m{) ]
ScllingandDistrilu}ﬁun expenkes E{}"‘] L__ng Lj Dﬁﬂ F
Other incomes ) ' s | 77 [ae] [0 L_‘_1
Net Profit before tax . U Daw ] o] ] B
Proticater R e rwl T [ [

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 ckpcnses of the period are as follows:

Rs.

Depreciation expense - . S 5,000
Purchases (raw material) : : ‘ 50,000
: . 25,000
Purchase discount : - 5,000
_Sales : : 1,00,000
Rent .' _ 3,000
Insurance ' , R . 2,000
Returns inwards and allowanccs : 2,000
Sales discount - _ o 1,000
Interest expenses = - _ ' g : 2,000
Miscellaneous expenses - 5,000
Interest on deposits received ' 2,000
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‘Baiance shown by asset-and liability accounts on 31 Decgﬁber 19x0 is as foliows:

Cash

Deposits with bank

Inventory of raw material
.Land

Buildings and equipments

Advance tax paid

Tax payable ,

Accounts receivable

Accounts payable

Capital

Long term loan

Retained earning

RAMSONS

Profit and Loss Account.

For the Year

- 15,000

20,000

10,600

10,600
90,600
5,000
9

20,000

19,500
75,000
50,000

?

ending 31 December 19x0

Advance tax paid
Total current assets

": Fixed Assets
‘Land
Buildings & equipment
- Less : Accumulated
_depreciation.

Loﬁg-Ter_m Loan
Capital _
Retained earnings

T Rs. 4 Rs.
inventory consumed " Sales =
Wages e Less; Returns and
_Gross Profit o Aliowances _ e
Depreciation éxpensc - Gross Profit It
Rent : L _ Purchases discount - L
~ Sales discount o
Insurance . . .
Interest eéxpenses .
Miscellaneous expenses
Operating Profit o : _ N
R _ T ~ Operating Profit -
Net Profit before tax Interest on deposif o
' Iricome Tax @ 50% - Net. Profit before tax L
Profit retained :
” RAMSONS
Balance Sheet
As on 31 December 19x0
Rs, . 7 Rsl
Assests Liabilities and Capiial
‘Current Assets Current Liabilities
Cash Accounts payable o
Deposit with bank Tax payable -
"~ Accounts receivable Total current liabilities
Inventory :

9%9...
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8 The followmg are the balances taken on 315t Deccmber, 19%7 from the books of account
of Western Plastics Limited: '

Rs.

Preference share capital . . o C . 1,00,000
Ordinary share capital ‘ o . 90,000
- Investments at cost (2) quoted - R . 32,000 S
(b} unquoted S 75,500
Freehold land and buildings at cost - . . 81,000
_Plant and machinery at cost : , . 1,98,500
Share premium account . _ ' : 50,000
. 9% Debentures (secured on property) . - - : : ~ 40,000
Provisions for depreciation to 31 Dec. 19x 6~ _ . '
Freehold land and buildings =~ - - L 7,600
Plant and machinery -~ . . . 33,800
General reserve . : o 16,500
Bank overdraft U e o . 13,080
Creditors - S T e 18,830
.Sales turnover L o - 4,10,760 .
Cost of goods sold T ,'298460" - :
Audit fee LT e 6000
Debtors - S 30,720 - :
Retained earnings ' o - S 27400
Income from quoted investments ST e e ,560
Income from unquoted investments - B ' _ : 4,220
Administration expenses . e T - 6,200 .
Legal expenses . S : 340
Bank interest ’ . o A o 1,100
Establishment expenses- o K ) 4,230 .
Directors emoluments T - 6,520
Debenture interest ' ' . 3,600
Preference dividend _ - < 5,000
Ordinary dividend — interim : : 4,500

‘Merchandise Inventory at 31st Dec. 19x7 ‘ : 60,080

813,750 813,750

- In addition, the following 1nformat10n is avaﬂable

a) The authorised share capital i 15
20,000 10% Preference shares of Rs. 10 cach,
24,000 Ordinary shares of Rs. 10 each

b) All the issued ordinary shéres are fully paid

¢) Depreciation to be provided for 19x7 as follows -
Property 2% on cost
Plant,etc. ~ ° 10% on cost

d) Provide for the preference dividend due.

e) A final dividend of 10% on the ordinary shares is proposed “
" f) Ignore taxation. ' -
With the help of the abové information:

i) Prepare an income statement for the year ended 31st December, 19x7 «md a Baiance Sheet
as at that date.

ii) Comment on the salient features of the financial statements you have prepared in so far as
they prowdc meanmgful information for users’ needs. = . :

o
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i), Identify the main information objectives of sharcholders and assess the extent to which . '
these objectives are satisfied by the financial accounts you have prepared.

B Answers to Activities

1.1 Revenues and expenses.
2 Revenue. - _ S N
3 Expenses to revenues.’ S S - - I
-4 Expired costs or expenses : SR
5 Accrues. - :
-6 Decrease. ‘
* » 7 Revenue, accounting

2. (1) Al - B2 (3) A2 - BS, B6 (3) A3 - BL (4) A4 - B3, B4

3. 1, (i) 2. (D) 3. () 4. (i) 5. () 6. (i) 7. (v) 8. (¥) 9. (iif) 10. (iv) 11. (%)
T () 13 () 14, 15, () 16. (i) 17, (v) 16, (i) 19 (4) 20. &)

"Anwers to Sell’-asses_sm_ent' Questions/Exercises
7-Solution:
. RAMSONS .
., Profit And Loss Account
‘For the Year ended 31 December, 19x0
R C Rs: . Rs. - ) . Rs. Rs.
Purchases -50,000: = . - Sales - : .~ 100,600 -
Less Inventory - . 10,000% - " Less: Returns and allowance 2,000
Inventory consumed - 40,000 Sales discount " 15000 96500
" Less: purchase discount __ 1,000 39000 - '
CWages . - 25,000 .
GrossProfit 32500 |
' : C 96,500 - 96,500 _
. Depreciation expensé o 5,000 - Gross Profit ' S 32,500
* . Rent ' . 3,000 : a2
- Sales Discount 2,000
Insurance - 2,000
Interest expense . So2000
Miscellaneous expense o 5,000
Operating Profit . =~ =~ 18500
' e 32,500 32,500
Net Profit before fax . . . .-20;500 Operating Profit = 18500
: R t. . ... Interest on deposit 2,000
) _ | 20,500 R | 20,500
Income Tax @50%. . . 10250 Net Profit before tax "~ - - . 20,500
. ‘Profit Retained .. . C1825G - e : _
~ *Inventory figure has been qbté’iried from the balances shown under asset and liabilify accounts. .
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RAMSONS

"~ Balance Sheet
, As on 31 December, 19x0
Assets , Liabilities and Capital _
LCurrent Assets - "Rs. Current Liabilittes Rs.
Cash . . 15,000 Accounts payable 19,500
Deposit with bank - 20,000 Taxes payable . 10,250
Accounts receivable . 20,000 a
Inventory : 10,000 Total current liabilities . 28,250
Advance tax paid _ " 5,000 Long Term Loan 50,000
Total current assets 70,000 Capital : 75,0000
. Retained earnings 10,250
" Fixed Assets ‘ e : |
Land 16,000~
Buildings and equipment 90,000 '
Less: . T -
Accomulated depreciation 5,000 85,000 _ .
1,65.000 ' - 1,65,000
8 Gross Profit Rs. 1,52,300 . Balance Sheet Total Rs. 4,14,930
Operating Profit Rs. 74,400 -
Net Proﬁt Rs. 45,120
516 FURTHER READINGS I s
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UNET 6 CONSTRUCTION AND ANALYSIS
| @F FUND I‘LOW STATEMENT

' '@hgeat ves

After you have smmed this umt you should be able to: -
« understand the idea of fonds flowing thmugh a. busmess ina dynamlc mmatmn
o appreciate the role of working c,apjtal in the operations of & business

' s understand the sources and uses of working capital durmg an accountmg penod from the

_ financisl statements
« understand and interpiet changes in workmg capltal 1dent1fymg the causes: of the:
s use the fund ﬂa,w stateiment .as an analytlcal tool.

Sﬂrwtwe

6.1 Introduction , R

6.2 Working Capital and jts \Iee,d - _
6.3 Determining Working Capital Requirements *
6.4  Sources of Funds _

6.5 Tses {Applications) of. Funds

6. Factors Affecting Fund Requiréments -

67 Analvsing Changes in Workmg Capltal

6.8 Fund Flow Statcmcnt

.69 Summary :

.10 Key Words .
611 Self assessment Questions/Exercises -
6.12 Further Readings

¢ changes

6.1 INTRODUCTION

Depending ori the users’ purpose, “the term ‘funds’ may be usyd'différently Literally

it means

a supply that can be drawn upon. In thlS sense it is used to mesn cash, total current assets or
working capital. We use it here in the sense of workmg capltal mcanmg total currelit assets

iess curremt iiabllltles

. e

Fuands flow is Lsed to refer to nhangcs in or movement of current assets and current

llaﬁlllties

This movement is of vital nnportance in understandmg and managmg tbe operatlons of a

husiness.

Wi have seen in"the unit dealmg w1th balancc sheet that every matendl transactmn changes -

the position statement (or Balance Sheet). This in other words implics a dynamic

sitnation

-Bwvelving ‘continuous movement of resources into the business within the business and out of
the business. The complexity of these flows increases with the increasing size and yolume of

* business. Dlreuﬂy orindirecily, all these flows take place in bu%mes@ through the medium of _

. funds. Let us see how,

62 W@RKENG CAPITAL AND- ITS' NEED

We have earlier defined working capital as total current - assets lc s carrent Tiabili
in other words, means all the assets Held by the business with the objective of ¢

lies. This,
ronversion

into cash (including cash) dunng an operating cycle of the business. Of these assets, a part

is financed by short-term credits which are to be met. during -the operatmg cycle representing:

current liahilities. Thas current assets less current liabilities or workmg capital implies amount

of resources invested in current assets from sources of £ inance other than current liabi
net amnount is also the amount :wanlab[e for use in the busmess in- the form of find,
the toilowmg example
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‘Ramsons’ is a small retail outlet dealing inn domestic appliances and entertainment eiecironics

equipment, owned by Ram. The investment in the showroom, display counters, cash register,
furniture, fixtures and sc on is Rs; 6,00,000. Ram d€Cld6? to use sa:algh* ling «depreciation at

the rate of 10.per cent per annum.,

Ramson’s estimated sales is Rs. 1,350,000 per month: 50, E)O(} cash sales and Rs 1 (0,000 on
credit to be collected in four equal monthly instalments. All sales are made at 25 per cent
margin on selling price. : -

Supply and sales constra]nts would warrant carrying three months sales rcqu:sezm it in the form
of mventow Slmllarly, morth’s cash expense requue‘nents have to be held in cash balance.

Initial mventory is to be brought for cash and replemshment purchasss will recewu & month’s
credit from the suppliers,

Average monthly cash requirement for mcetmg operatmg cxpense; other than pavment for
purchases amount Rs.26,000. Ram needs to withdraw .Rs.4,000 per month for his personal
needs. .

1 How much working capttal will Ramsons require’ tn start npcrdtmns‘?

2 WlIl he need additional working capital during the first foor months’? "Or will hﬁ have
surplus working capital during the first four months?

‘You can instinctively answer these guestions by saying that Ramsons nieeds wnrkmg capital
to pay for inventory, for expenses and for keeping a safe cash balance.You can also say that:
‘Ramsons will receive funds from operations to meet some of fhese requirements. To e more
specific, how much money does he require ? This could be done by working cut a schedule
of ¢ash receipts and cash payments on a monthly basis. It is also possible for us iv prepare.
_proforma ‘monthly profit and loss account and balance sheet. You can zalse netice that we have
chosen the first four mont"ls consclously since it complete% one operating cycle of the busingss.
RAMSONS : Schedule of Cashi Payments

Month " FExplanation- © Amount Bs.  Totsl Rs.
© January Operating expenses 26,000
) _ Wi_thdrawals ‘ : 4000 36,000
February January purchases S L1250 o
_ Operating expenses - - - C 26,000 .
Withdrawals C 4,000 - 1,472,500
March . February purchases . _ 1,12,300
- Operating expenses ' 26,000 . ;
_ Withdrawals . B ST 4000 142,500
April .. March purchases B 1,12,500
 Operating expenses : 26,000
- Withdrawals _ : 4,000 - 1,42,500 .
_ RAMSONS: Schedule of Cash Recﬂpts e
Month Explanation e ~ Amount Bs. ' Total Fs.
January Cash sales ' - © 50,000 ‘
Credit saies of the month- . :
first instalment g _ 25,000 o 75,000
Febsuary . Cash sales . '
: - Credit sales of the month 50,0600
first instaiment ' 250000 _ :
January sales-second instalment 25,000 ' - 100,000
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"March Cash sales
. . Credit sales of the month- .
first instalment . ' : 25,000
* January sales-third instalment ~ 25,000 o o
. February sales-second instalment 25,000 . - 1,25,000 -
Apnril " Cash sales - 50,000
- Credit sales of the month- _ SR
- first instalment - _ 25,000
January sales-fourth instalment 25,000
February sales-third instalment © 25,000 - ' ' o
March sales-semnd instalment - 25,000 1,50,000 - -

' Openmg balance sheet of Ramsons will' be as follows: -

RAMSONS: Balance Sheet as of Jaﬁﬂary 1, 19x0

Assets - Rs . Liabilities and Capital - Rs
Fixed Assets ~ 6,00,000 Capltal : 967,500
Inventory L - 3,37,500 - '
Cash . 30,000 5 '
9,67,500 o 9675

sl -

We have assumed that the entire asset requ1rements are financed by owner’s capltal Work:ing
capital of Ramsons on January 1, 19x0 is as follows:

Current Assets : Inventory _ : - 3,37,500
Cash : - 30,000

Total Current Assets : T 3,67.500
Less :Current Llabl}ltICS - Nill

Workmg Capital 3,67,500

RAMSONS: Scheduie of Cash Balances

January February. March April

Opening Balance -~ . 30,000 i 75,000 " 32,500 15,000
Cash receipts . 75,000 1,00,000 1,25000 © - 1,50,000
Total Cash available 1,05000 - 175,000 1,57,000 1,65,000

Less: Cash payments 30,600 -+ - . 1,42,500 " 1,42,500 1,42,500
Cash Balance ' . 75000 32,500 - 15,000 22,500

RAMSONS: Profit and Loss Account for the Month ending

31 January -28 February 31 Mirch 30th April

Sales _ : 1,50,000 1,50,000 - 1,560,000 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 143,500 5,000 1,43,500 5,000 143500 5000 1,43,500.

Net Profit: B 6,500 . 6,500 C 6,500 6,500
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' RAMSONS: Balance Sheet as at the end of

Assets T 31 January 28 February 31 March 30 April
_ L : 19x0 . 19xd  19x0 19x 6
Fixed Assets 7 600000 600000 600000 600,000
Less ; Depreciation . ' 5,000 10,000 * 15,000 20,000
Net Fixed Assets - 595000 590,000 585000 580,000
Tnventory - _ 337,500 337500 337500  3,37.500
Receivables 75000 125000 150000  1,50,000
Cash : | . 75000 32,500 15,000 22,500
Total current Assets ‘ © 4,87,500 4,95,000 502,500 5,106,000
Total Assets o 1082500 1085000  10,87,500  10,90,000 -
Liabilities and capital | | |
. Capital 967500 967,500 9.67,500  9,67,500°
Add: Retained Earnings 2,500 - 5,000 7.500 10,000
Owner’s Equity . 970000 972500 975000 9,772,500

Accounts Payable S 1125000 - 1,12,500 1,12,500 1,12,500
' ©10,82,500 1085000  10,87,500  10,90,000

: RAMSONS: Schedule of Working Capitai :
31 January 28 February 31 March 30 April

_ : . 19x0 19x0 - 19x0 19x0
Current Assets ’ o 487,500 - 495000 502500 510,000

Less: Current Liabilities 112500  1,12,500 112,500 112,500
o 375000 382500 390000 397,500

Funds From Operﬁtions

Net Profit - X, 6500 6500 6500 6500

Add: Depreciation : o 5,000 5,000 5000 5,000
Total funds generated -_ - : o
from operations - 11,500 11,500  1L500 11,500

" Initial Investment (Capital)

" 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? 1t 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 is how Ramsons have
invested the capital to start with. Let us first review these items and accounts receivable.

Cash

Tt is difficult to perceive cash Kept in the vault as an invesrment. Rather, you would be thinking
.that if we invest cash, then how can cash itself be an investment? But you will realise that-a
certain minimum amount of cash is necessary for any business. Take a simple case: if you are
~ aretailer, 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

b
f
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to pay your employees and suppliers ata specific time. In order 1o 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
requiremnents of cash. This amount is determined after taking into account the regularity and

amounts of inflows of cash, the amount and frequency of outflows, as also the unoertamtlcs o

related to these, Obviously, as your basiness grows the nccc_i for cash also will grow.

Receivables

In most situations it will be necessary to grant credit to customers. This may be necessary either
because of competitior. or because of the custoin of trade.  However, when we grant credit to.
enstomers it implies that we have to finance the cost of materiats for the dur; ation of such credit.
In other words, you are financing 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 fuli extent of the accounts receivables|(sales).
You are actually financing only to the extent of cost of- -goods sold out of the rcrewablw {sales)
in questlon : :

Inventory, Supplies and Prepaid Expenses

You can well appreciate the need for carrving inventory. In order to carry on operations
uphindéred we need to have sufficient amount of merchandise on hand. The quantum we have
to keep in stere 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 factory supplies. We have to|carry a
minimum stock of these to ensure smooth operations. We also know that there are| several
‘expenses which are to be paid before we actually se the services, such as rent, insurance and
so ofi. In other words we invest our money in these ftems of assets in order fo ensure smooth
operations. : ' '

63 DETERMINING WORKING CAPITAL REQUIREMENTS

Undersianding the existing capital needs and how these are financed will hielp us in understanding
the process of financing of business and the flow of funds within the business. The first question
we have to answer is how much working capifal is needed to siart the operation.. We could
determine the amount of capital required and compare the same with existing capital to see
whether it is sufficient and whether there is any excess available for future use. Please note that -
we are not applying precise techiniques of ¢ash managemeni or liquidity planning since that is
bevond thc scope of this unit, : R

We know from Ramsons that operating. requirements of the business requiresone month’s cash
expenses other than payment for creditors to be kepi in cash. That is a minintum of Rs. 30, 000 :
cash on hand is reguired by Ramsons (mcludmg Es. 4 QGO for his wal hdrawal).

Ramsons have to keep three months sales in inventow This means that during the first month
he starts with three mont}y’ s sales in.the form of inventory. We know that the sales per month
is Rs. 1,50,000 sold at a mark up of 25 per cent on sales. Therefnre mvent&ry required to be_
maintained is three nmcs of 75 per cent of sales.

That 15, L30,000 x .75 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 instalments. This means, cash
collection during the menst will be cash sales plus one-fourth of credit sales of the period and
one-fourth of three previous months’ credit sales. Similarly, in the first month we will pe really
making one half of the sales for cash and the other half on credit.- In cur cxamplé; o
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Total Sales Rs. 1,50,000

Rs. 50,000

Cash Sales
© Credit Sales Rs, 1,00,000 L

First instalment in Cash - . Rs. 25,000 i
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 made for 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 could summarise Ramson’s need for funds for ﬁnainn:ing current asset to start cperations,
as follows: : e ' I

B 3 months’ inventory - S "'-3,3;!;500
. One month’s expenses as cash. =~ - 30,000 -
| B - 3.67,500

During the first month Ramsons will sell one-third of the inventory generating Rs. 75,000 m :

cash and the other half of Rs. 75,000 to be collected in three instalments, Thus we need some
additional funds to finance our granting credit to the customers. :

S

Similarly, we would need to répl'enish the inventory and make payments for éxpenses. We shali
examine these with the help of the balance sheet and profit and loss account of Ramsons for

the first four months. o R

64 SOURCESOF FUNDS ~ o

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 financing
is for one such cycle. Under normal circumstances every unit of investment in working capital
is converted into cash at the end of the cycle at an added value, to the extent of profits.

When we are looking at the possible sources of working capital the most important source is

this ‘internal generation’. The very idea of internal sources implies, that there is something

external’,
- Activity 1 S

Please ‘put down what these ‘internal’ and ‘external’ sources are:
Internal Seurces | |

. When we are looking for sources of funds it i$ but natural to start searching éuf 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-internat source is -

any excess working capital that we might be having.

Ifwe have any non-current assets of which do not have any use they could be disposed off, thereby
generating additional working capital. Please note that this is not a regular and continuing
source of funds. . - . :
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* We have seen earller that every proﬁtable sale: brmgs with it-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 also notice that whenever we measure profits,
we match the revenue against all expenses, Trelating to the revenue, whiether it involves use of .
* funds in the currént period or not. Thus the _profits measured do not reflect the acmal 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 éxample of such an 1tem is deprecxatlon : '

Thus we could summarise. the lmportant pos31ble sources of funds as:

1 Funds generated from operations. That is, pfoﬁt plus deprccnatlon and other amornsatlons\-
.2 Sale of non-current assets. - . : |
3 Any surplus working capital '

" Did you guess correctly? - ) ‘ B

.

Flmds from Operatlons

_ Refer to llustration-1. The profit and loss account of TIL shows that operations have provided
.- gross  addition of Rs. 360 milion to funds during: the Perlod These funds represent the sale
procceds of goods and services by the company | .

“We also know what part of these funds is utilised for meeting: the «cost of inputs such as matenal

personnei and othér operating costs. Apart from these we have also. to meet the interest

‘commitments and costs expiration of the machinery and equipment.. However,. expiration of -
- costs of machmery and egquipment (deprecnatlon) is- one’ item which does not: requlre use of
funds in the current perlod . : S
. \
. TOOLS INDIA LTD.
Summarlsed Profit and Loss. Acomunt

- For the year ended Decemeber 31 19x0

g (Rs “in Million)

Sales o . ' ‘ . - e R B 1.1 N
Other income* - . S o _ o 10
: S ' S S 360
_Lost of goods sold . Tt . 150
- Operating exp'enSes L R L S '
Personnel ' : T P 6000 |'{ .
Deprec1atlon and Amortlsatlon ' o 1180 I . :
Other expenses : o e . 1310 A _ '. .85
" Operating Profit . . : S - N T
Less:Interest expi:n_Se» o _ . SR L ' .15
Net Profit before income taxes o o S : 11'0' :
Less: Provision for.taxes - o . R ' - 55
"+ Net Profit o L o ' s T s
. Less: Dividends - _ T o o 20

Net Profit Retained - . .~ . . . - BT
* Other mcome 1nc1udes Rs. 1 rmlhon profit on sale of furniture. o '

Thus the funds prowded from the operations are in fact. the revenues earned from operatlons
© (as also non-pperating incomes) less all immediate costs of goods sold requlrmg use of funds.
‘. In other words, it is net income or proﬁt after taxes plus al] the non-cash expenses, such as
'deprematlon and amortlsatlon .
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The funds flow statement would show funds from operations of TIL as follows:
(Rs. in Million) -

Operations _ .
Net income _ ‘ - 55.00
Add: Depreciation and Amortisation _ o 11.90
. 66.90
Less: Profit on sale of furniture : ©1.00
Total funds provided from operations ' : 65.90

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.

4

Please note that short-term creditors are not inctuded as source of funds since we have
already defined funds as "current assets less current liabilities”. Thus, working capital represents

_long-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 flow statement, are enumerated
below: :

Sources of Funds

Operations:

Net Profit after taxes

Add; Depreciation ... A V AT

Other amortisations N L

Funds provided by operations Lo
New issue of share capital R : e
New issue of debentures/bonds e
Additional lopg-term borrowing oo s B
Sale proceeds of fixed asscts e
Sales of long-term investments : e

65 USES (APPLICATIONS) GF 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 -
(zefer 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 will 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. . ' :
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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 ouiput. . :

Additional working capital 1§ reguired to finance increased holding of inventory, iilcreased_
credit to customers and increased cash holding tequirements,  Gbviously, current creditors.
would finance 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 current assets. You
will notice that whenever additional investment is to be made in non-current assets, 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 rem*]t 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 liabilities)

if the trading or business operations are unsﬁcccssful, they may use fun.d's rath%r than provide
funds. The uses of funds, as they are usually presented in the fund flow statement, are enumerated
pelow: :

USES OF FUNDS

Dividends . . _ N
Non-operating losses not passed through P&L Ajic ... e -
Redemption of redeemabie preference share capital e,
Repayment of debentures/bonds B R,
Bepayment of long-term loans : R '
~ Purchase of fixed assets s R P
* Purchase of long-term-investment BT R
Increase in working capital P

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.

Fund requirements vary with the nature and type of business. A firm that Jrovides agency
services may require less working capital compared to a firm which carries on business of
merchandising. The merchandising firm ofcourse would require to Ccarry some|inventory, give
credit and so on. However, a firm which manufactures products may requirel more working
capital than a retailer. The manufacturing company will have to carry inventory of raw material,
work-in-process and finished goods. ' - o

IWOrking capital requirements are directly influenced by sales volime. With every 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 €xpenses may not move up proportionately.
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: L ' '
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Fund requirements for the business imay be seasonal. For example in industries using agricultural
raw materials, it may be more advantageous to procure raw materials during harvest scason. In
case of consumer retailing it may be necessary to hold large inventories during festive season.
Most of the fund requirements are testricted to a limited peried, and if we provide it on a
permanent basis we may have idle funds during most part of the year.

Yet another important aspect which may condition fund requirement is the velocity of cireulation
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 assefs 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 additional funds required.

A firm which carries 2 month’s inventory and grants ene 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 nil .

In another situation, suppose the firm carries a balance of Rs. 10,000 of accounts payable,
payable in 30 days and an average accounts receivable balance of Rs. 15,000, receivable in
45 days, the firm will have to keep a net working capital for the difference of rececipts from
customers and payments to creditors as follows:

Rs.

Fund required to meet payable due within 30 days 10,000

Less: Funds received from customers -~ .

Received in 45 days, that is, Rs. 15,000 X 30/45 10,000

Fund required in the form of additional net working capital Nil
Assuming the time taken for collection of receivables is 90 days the situation will be:

. . Rs.
Fund required tc 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 to circulate the "cash— raw material Inventory— work- In-process— finished
goods inventory— receivables— cash” is the most vital and important factor in determining the
amount of working capital, However, the exact amount needed to 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 & company, one of the first sleps invelved is the
study of the changes in current financial position of the company and the reasons fcr the changes.
We make an attempt at studying these changes and their causes by using the data contained in
the summarised comparative balance sheet (Tllustration 2} and profit and loss account of Tools
india Limited.
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TOOLS INDIA LIMITED
Balance Sheet as on December 31, 19x1 Rs. in Million)
Assets December 31, 19x 1 December31, 19x 1
' Rs.’ Rs. . Rs. Rs.
Current Assets '
.Cash _ 19.05 10.87 -
Accounts receivable (Sundry debtors) 32.25 2028
Loans and advances 42.58 33.82
. Other current assets . 17.20 1593
. Inventory 120.92 - 99,10 o
Total Current Assets 232.00 ~180.00
Fixed Assets :
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 . 1250 2.30 6.30
Investments : 2.00 '
Intangible Assets _
Technical assistance fees . 3.00 1.60 :
Less: Amortisation 0.50 250 0.30 0.70
Total . o 330,00 - ' - 26000
Liabilities and Capital -
Current Liabilities -
Acceptance _ 4.74 3.02
Sundry Creditors (Accounts payable) 27.16 1875
Advances against sales 26.60 20.28
Other liabilities _ 8.86 7.95
Interest accrued but not due on loans 2.64 : _2.00
R ' ' ' 70.00 52.00 -
Provisions _ -
For taxation 25.55 2045
Praposed dividend 225 2.25
For bonus 340 235
Other provision "3.80 2.9 :
a : - 35.00 L 28.00
Total Current Liabilities & Provisions’ 105.00 80.00
Long Term Liabilities - . '
Banks loans 40.00 32.14
10.5% Debentures 25.50 . 25.50
Loans from Financial Institutions 24.50 S "22.36. ..
o o : 90,00 80.00
Total Liabilities 195.00 160.00
Capital ' '
Authorised : 5,00,000 Shares ,
of Rs. 100 each . - 50.00 - -90.00
Issued, Subscribed and Paid-up :
3,73,100 Shares of Rs. 100 each 3731 3731
Reserves and Surplus 97.69 02.69
Total ' - 330.00 260.00
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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
‘ workmg capnta] at the begmmng of the year: :
v | | ' TOOLSINDIALTB : e

' - Change in Working Capital ' (Rs. in Miliion).

, - o . . December 31, 19x 0 December 31, 19 x U
.Current assets : ' 180.00 232.00
Less: Current liabilities . . - B0.00 ‘ 105.00
Working Capital - o . ‘100 00 127.00

' Working capitai on December 31, 19x 1 127.00
- Working capital on Decembet 31, 19 x 0 100.00

Increase in Working Capital ' - 27.00 '

The Rs. 27 million increase in working capital of TIL shows the composite changes in the
operating assets. This does not tell us much in terms of operations of the business. 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 jtems of current assets and

incrédse in non-liquid items such as inventory. In order to answer. thesg qw*stio'm we try to

analyse the changes in each of the working caplta. accounts, ' )

Statement of changes in wor kmg capltal

A statemcnt of changes in workmg capital help‘s us.in 10catmg where thﬁsc chanpes took place )

In the first instance we try to. show the increase (decrease) in individual items and. then fry

to classify them in terms of increase and decrease in working capital. Since working. capltal is |
measured by subtracting current liabilities from current assets, any increase in current assets

‘and any decrease in current liabilities shows an increase in working capital. Similarly, a decrease

in current assets and an increase in cunent ]1ab1htaes represcnt a decrea:se in Worhng caplta]

-The statement of. changes in working capital (Tablcl) shows that thc increases in current assets
afmounted 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, shomng 2 nct
increase in work.ng capltal of Rs. 27 m1lhon REES :

Table 1

i TOOLS INDIA LTD.

" Statement ol’ changes m Workmg Capital for the year emimg Dmmbeﬂ' 33, 19x1 L :
- ‘ - {Rs, in Mlllmn} :

December 31 December 31 lncrease " Working Capital -

19x1 i -9 x 0 (Dgcrease) Increase  ilecrease

_ Current Assets R o o ' o

Cash . 1905 1087 ' 818 818

_Accounts receivable - 3225 C 2028 - 1197 - 1197
" Loans and advances . 4258 . 3382 87 876 :
"~ Other current assets . 1720 15.93 27 . 127

o }jﬁrentory _ \ 12092 0 9910 2182 '2}18;2 _ , :
. Total Co 23200 0 18000 5200 ¢
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302 (172)

ment

r

us hew the working capital has: inicreased or-decreased. We warit. to know where the in
workmg Capital is applied if it has mcreased and ‘from where funds have been released.
decreased. The proflt and' loss account gives some indication: of the results of operatm,ns
1mpact on the funds position. We {ry to integrate the impact of operations reported inth
and {oss account and balance sheet by preparmg a statement of changes in financial p
It describes the-sotrces from which funds were feceived and the uses to which funds w

" “Mcceptances: | _ -4':74 - 34 . L.-'7_2‘.j
.z\\Accounts payable .27.16 1875 - (841) .41
\ Advances against sales’ 2660 2028 7 (6.32) 5.32. .

" Other liabilities - 886 785 (691) D.91
- Interest- accmed 264 200 - (0.64) 64
: Ta_xes_ payable 2555 2045 . (310 5.10
a Perqsed dividend 1225 225 - - =
_ Bonus payable 340 . - 235 (LOS) .05,
Othet “fowsmns 13,80 295 8y .85
 Total . . 10500 8000 (25.0Q); - 5200 2500
. Working Capital - 1270000 10000 2700 N
Increase in Workmg Capltal ' C27.00 T Lo |
l—[ C '. X ,t| iy L=
| 68”U ! fFLOW STATEMENT ' -
= _I i - .
An analy51s of the ﬂucmatlons of current/assets and current habllmes Le., workmg capltal. tells’

rreased .
fit has
and its
e profit
osition.
ere put.

- This statement of changes in financial pOSlthI‘l is usually referred to as fund flow statemeht or

. statement of sources and appllcatlon of funds o ) . e

As the tltle indicates fund flow statement traces the fiow of funds through the orgamsa tlon'.' In

othet- words it shows the sources from where the funds Were ralsed and the uses to whi

© wefe put. o .

. ‘\ . ' D -
o , .

Tlmsmﬂshowmg sources of funds summarises all those nansactmns which had the net ¢

“Fhe' st_tement of funds flow is usually b;furcated into two logucal dmsmns sourees of ﬂunds or 1

ch-they °

d. The ;
ffect of *

~increasing, the working capital. Uses of funds on the dther hand deal with afl these transactions
wﬁlch had the effect of decreasing the workmg capltal We shall tllustrate tl;e ‘primary structure'. '

“'of flows in Flgure I: (Please seeiin next page) S

...'\' .- - '/“

i

The flow. 0f funds statement gives a summary of- the lmpdCtS/ of managenal dec1snorns. As

such 1t reﬂects the policiés of financing, investment, acqulsltlon and ret;rement of fixed assets,-."':;
d1str1bu\tlon of proflts and the success of operanons ’ o
tend illustrﬂtnan 2 . From a

workmg cap1tal amount’ are-ca

\ ; ',

‘,sheet and proﬁt\a\nd loss account we could obtain most of the mfo /mati_c_xg/ '

y fund: ﬂtmﬁtatement “Wehave studied- (hat chang@s in net '
_ by the- changes ifi'non- workmg capital 1terns ThJs could be
' "_ easily seen from the summdrlsedf.-balante\sheet of TIL (Table 2).%' L S '

- We have seen \hat the\net werkmg cap1tal amoufit mcreaseq ¥ Rs 27.“rmlmn durmg "1'9'x'1'

J anuary-i.to Decembétsl
sources should exceed non

/.\.'

m\oth\rwords implies that thc“we king cupltaltfé‘m non-cumgut;.
uirent uses by Rs."27 mlllion . 4
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Table 2 .
TOOLS INDIA LTD, ‘
Summarised Balance Sheet ) (Rs in Mnllwns}
_ , - " December  December Change in Working -
| T A 31 19t 31, 19%0 ’ “Capital -

Y - Source Use
Working Capital 12700 10000 27.00
'Fixed Assels ' _ . 4

Plant and equipment at cost 152.00 133.00 T 19 00
Furniture and fixtures at cost 14.50 8.60 ' 590
Investments ) 200 - 2.00
Intangible Assets ‘ Lo e 3
Technical assistance fees at cost _ 3.00 100 200
N o : 298.50 242.60 -
Long-terta Liabilities : : -
Bank loans 40.00 3214 7.86 .- .
10.5% Debentures 2550 - 2550 o 3
Loans from Financial Institutions 24. 50_ ' + 2236 214 PR
Allowance and Amertisatiens - S L
Accumulated depreciation k o e 3
Plant and equipment v BV I 60.00 - R U ). U i
Furniture and fixtures 200 ; 230 -
Amaortisation of technical assistanée fecs 0 SO 0. ;510 0.__20. .
Capitai _ o P
-Share capital : 13731 3731 L
Reserves & Surplus; ;9769 6269 - 3500 )
o ¢ 298.50 242.60 5620 7,
fmm— a o

/

' Notes' (1) Furniture and ﬁxtures costing’ Rs 2 mll}lon with an accumulatcd deprecmn

Rs. 1 million is sold for cash at Rs. 2 miltion.

- (2) Dividend paid during the ydar awounted to Rs. 2.25 miilion.
- T e ;
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The summanscd bajance sheet shows t‘le net change in each account That is, it does not show

6.9 SUMMARY

Construntlon and .A.na!ysts of Fund Flow St tmm

the increases and decreases separately, Furniture and fixtures value, for example, has increased
by a net amount of Rs. 590 million. This increase shows an applicatior_l of funds. In rea!ity, :
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 fixtures which

had an original cost of Rs. 2 million and on which depreciation’ had accumulated to the tune

of Rs. 1 miillion (a source of funds). Sirice the purchase transaction was b!gger in amount than
- the Sdle trcm:actmng the net resuit was iz the ‘use of funds’. . ' :
If.we are to t,onstruct a statement shovnng sources and uses of funds during ffle year, we need
" additional informatioii, . Some of this additional mformatlon is available from the profit and .
loss account and the appropriation of net income. . Some other information like sale prqcccds
of assets wili have to be obtained from other records of the company. a
‘Funds Flow Statement - (Rs, inl Million)
Sources of FumdS _ . . -
‘Funds from operations:.' R '
Net income * R : 37.25
Less: profit on sale of furmlure B LoD
. o 3625
Add: Depreciation, amortlsation provisions: =~ . .
~ Plaar _ - R 5 N
- Furniture : ‘ : 370
Technical assistance fee S 020" .
. ) S 48.15
. Other Sources of funds . . o v, - R S
Sale of assets - e 200
Bank loan " : e - 7.86 L
Inst;tutlonal lOa!’l - Lo 214 - 1206
' L ' : - 60.15
Uses of Funds _ .
. Payment of dividends = v 235
" Purchase of Plant . S S ' - 1900 :
Purchase of furniture R o ' 796, -
Investmenis - ; o 200
Technical assistance fees . ' o 200 o
Increase of working Capita!' o 27 00 . 60.15

* Net income ‘has been obtamcd by deductlng the prewous year 3 balance of Reserves and

- Sutplus from the current vear’s balance i.¢., 97.69 minus 62.69 = 35 million. To this, the Jpropus«*:d :
- dividend for-the current year of Rs. 2.25 million has been added (as it must have been taken -
into account w}ule determmmg the net mcome o be transfcrred to Reserves and Surplus)

~“In this unit we have tried to-develop the idea of flow of funds within the organisation| Starting .
- with the funds requirement for an organisation, we have tried to trace the sources anpi uses of .

funds

: -_-'__We tned to srudy the lmportant sources of funds nameiy, the. operanons, sale of le d asscts,
Jong-term borrowings and issue of new capital. Similarly, important uses of funds were traced

to acquisition of fixed assets, payment of dividends,” repayment of loans and capital. The whole

e
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exercise feveals the areas'lrl:w}l'leli'fﬁnde are deployed and the sources from ‘which they are

obtained. Finally, we learned how to go about domg the funds flow analysis with the help of
published acceuntmg mformatlon

6. 10 KEY WORDS

. Workmg Capltal Current assets minus current llablhtles

'Funds from Operations: The change in working capital resultmg from. operatrons leference
: betWeen 1nﬂow of funds in the form of revenue and outflow of funds in the form of expenses.

: Sources of funds The sources from Whl(.h wE obtain working capita) for appltcatlon elsewhere

Sources include operations, extraordinary profits, sale of fixed assets, new long- term borrowmgs

) new issue of capital and the reduction of exrstmg working eapltal : ST

Use of iunds Also referred to as apphratron of funds means use of addltlonal workmg capital
and includes amounts lost in operations (operating loss), acquisition of fixed assets, working -
capital used for retiring long—term loans payment of dividends and amounts utlllsed to mcrease

workmg caprtal

6. ll SELI* ASQESSME\IT QUESTIONS/’EXERCISES

'..Wh.rt 15 workmg capital and what factors dffCCt the size of workmg capital in an enterpnse‘{_
TCurrent asséts o an extent are fmanced by cu_rrent liabilities" Explam : ‘ s
""Operations provide funds Comment. - -

‘Differentiate between “Schedule of Changes in Workmg Capital" and "Fund Flow Statement .

',:Does a substantial batance in Retamed Earnmgs mdlcate the presence of large cash baldnce"

' :Please list four main sources of funds. °

8 X Ltd has a sales revenue. of Rs 1,000. Depre(:latlon for the perled is Rs 200. Other
.. operating expenses are Rs. 900. Net loss for the petiod is Rs. 100.

a) What is the amount of funds generdted from operatlons during the period by X Ltd ?

b) Under what circumstances. can the funds from operation be zero?,
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_ ' Construction and Analysis of Fund Flow Sthtement'

. .Net profit fof the per-iod after charging Rs. 5,000 on account of depreciation was }Jls . 20,000
- A piece of equipment costing Rs. 23,000 on which depreciation accumulated in the amount of

Rs. 10,000 was sold for Rs. 10,000. Dividends paid during the year amounied to Re. 10,000,

Prepare a Source and Uses of funds statement in the following format.

~ ' SHYAMSONS LD,

Seurces and Uses of Funds

- Uses of Funds
Purchase of Plant and
Machﬁncry
Repayment of Debentures

“Payment of dividends
Increase in working capital _

Total uses of Funds

Sourees of Funds -
‘Operations: '
Net income _
Add: Loss on sale of
machinery =
Add: Depreciation
Sale of equipment -
Long-term loan

Total Sources of Funds- -
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.9 The fbllowing information and the balarice sheet relate to Shyamsons Lid.,
o SHYAMSONS LTD.
Balance Sheet as on 31 December o _
Year 1 Year2  Net 'change during the year
Increase Decrease .
' Assets ~ Rs. ' Rs - Rs. ~ Rs.
Cash 10,000 15000 5,000
* Receivables . 20,000 25,000 5000
Inventory _ . - 20,000 35,000 15,000
; Plant and Machinery at cost 85,000 85,000 o o
Less: Accumulated depreciation (15,800) {10,000} . - - 5,000
' 1,20,000 1,50,000 -
Liabilities & Capital ' .
Sundry Creditors 8,000 10,000 - 2,000
;' Quistanding expenses 7,000 10,000 3,000
. Debentures payables 10,000 5,000 B 5,000
" Long-term loans . 5,000 25,000 20,000 :
* Capital. ) 50,000 50,000 _
Retained earnings 40,000 50,000 10,000
1;20,000 1,50,000
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~ Answers to. selfAssessment Questrons/E:v:erclses e

6 “(a). Operatrons (b) Long-term ’6orrowmg, (c) Sale of assets, (d) New mvestrnent by ownefs’

Undoutmdlng !‘Inanela.l Shtements _

10 The Balance Sheet of Bestwood errted as at 31 March 19x6 and 31 March 19x7 are as |

follows ' _
31 Mareh‘ L . 31March _
S 19x6 v 19%x7 - . 19X6 19x7 -
<. R Rs. ) _ Rs T
Issued -share; _"' f T —‘ * . Freehold property ) ' Lol
) capital S 60,000 - 80,000 -~ atcost 50,000 - 50,000
_ Profit and Toss .~ .y ) Equipment© IR
© account 53,000  46,000." = {(see note) .36,000 44,400
; Corporation tax due: : o Stock intrade 32,800 35,600 -
- 31March19x6 - -12,000 2 = . Debtors | .27 200 28,000
- 31March19x7 = - .. 8000 Bank . 4000 2000
 Creditors I 24000 CO26000- | o
o 150000 160000 U 1500‘00 160000 . . ‘
Note: Equ1pment movements during the year endegl 31 March 1bx7 were; .
_ ' S _ Cost } Depreeratlon _,f/ - Net ,
Balance .at 31 March 19x6 N 60,000 24,006 LR 36,000 ' ‘
Additions-during the year o - 18,000 _ Y\’ S
Deprecratron provided during the year : N 7,600 ST
S 780000 U 3L600 . o - \
Dlsposal durmg the year o . _ 8,000 - - 6000 o e 0 ‘
Balance at 31 March 19x7 S 700000 i -2-5;600— o -44',10&
. 4 ' .
A
The company’s summarlsed profit calculatron for the year ended 31 March 19x7 rev;aled
i T : R and JRs S e Rs i
Sales N T /260000
Gam on sale of eqmpment\ O - 8007
SV L T --""""'2,00,800_ ~
“ Less: Cost of goods and. tradmg expenses SN 1;'73/2’00' P %
' Deprecratron P 600 ) .
R e ‘ T f S 1,80,800 B
~ ] A . - S .
_ Net pl‘Qflt ' oo . .- 20,000
. Corporation tax, on proﬁts of the year . e 8,000~  ~ |
Retalned proﬁt of the vear \ o Rt 12,000 R

.l

Durmg the year ended 31 March 19 x 7 Bestwood Ltd: made a- bonus 1ss1_.te of-1, 000 ordmary o ‘

shares of Rs. 10 ehch-by capltal)fsatron from, the profit and loss account.

Wrth the help of the above information, prepare a fund flow statement for Bestwood Ltd. -
revealmg the souroes and app]rcatlons of funds during the year ended 31 March 19x‘7

,_. ! 2

7 (a) Purchase of “assets, {b) Repayment of loans, (c) Payment of dmdends, (d) Redemptlon
_of capital. '

g ra

. . . ) S
" 8 (a) Funds generated from operatlons Rs. 100 (b) When operatmg cash expenses ﬁre equal ‘

to operatlng,meomes or reyenues.

1 . o . i."]_ 5

| . . B R o - . - .
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9 Solution . o
' . SHYAMSONS LTD. -

__ _ ‘Sources and Uses of Funds - R
Usesof Funds - -. . Rs.. Sources of Funds Rs.  Rs.
Purchase of Plant and -~ ~ Operatiors: .

" Machinery - --'25,000 - Net income -20,000 | -
' Repayment of Debenturcs © 5,000 Add: Loss on sate of machinery 5,000 | . .
Payment of dividends ' 10,000 'Ad'd: Dt:preciaticn o 5000 -
- ncrease in networkmgcapltal. 200000 ' 130,000
. . - Sale of equipment 10,000
S o : . Long-term loan _ - 20,000
‘Total uses of funds : 60,000 Total Sources of Funds N 60,000
qukjng Cap_ital_ Change * o
. ' B . Year 1 Year 2|
Current Assets I L 50,000 75,000
" Less: Cuorrent L}ablhtles L : 15,000 - 20000 .
Workmg capltal ' : Coo . :
| 35,000 55,000
Increase in Working Capital | 20000
10. Dccrease in working Capltal Rs. 400 ..
Funds ﬁrom sale of equlpment Rs, 2 800
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