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Preface - Sharing
My Thoughts

Aim of this book is to prepare ‘Managers of Tomorrow’ from the scratch in ‘Accounts’,
in fact, from the fundamentals of Accounting — ‘Double Entry Principles’, with the
perspective from the view point of Management, not from Accounting Professional.

Why so many students fail in “Accounting for Managers’ (different Universities give various
names for this subject) in the first semester of MBA or MCA? Failure rate in this subject is
more, compared to other subjects. This subject, often noticed, is the cause of anxiety for many,
while preparing for exams.

Trend of admission into MBA has undergone a sea change, of late. Students who do not
have any background in commerce related subject have been joining MBA. This is the primary
reason. They experience difficulty in understanding the subject, with no accounting background,
earlier. The second reason is with the curriculum of all most all the universities. Present syllabus
presupposes that the students already know the fundamentals of accounting and starts with the
preparation of financial statements. Even students of MCA do not have any prior knowledge of
this subject and read it for the first time. Good institutes provide some guidance on fundamentals,
allocating two or three sessions. However, this much of teaching is not adequate. Above al,
most of the books do not cover the fundamentals of accounting. Students feel shy to go through
primary books to learn the rudiments of Double Entry Principles. Students often say their
fundamental concepts are not clear, even after passing this subject. They find difficulty for the
second semester, again, when they are to read the advanced subject ‘Financial Management’.
How to resolve the problem and provide the required level of knowledge?

| have attempted to follow the philosophy of Mahatma Gandhi ‘Simple Language, Noble
Thinking' in his autobiography “My Experiments with Truth”. My conscious effort has been to
make the language easily understandable and standard of content in book enjoyable.
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My basic objective to write this book is to meet the wishes of hon-commerce students, who
are aways my target, while teaching. This book starts with fundamentals. | have adopted the
approach ‘ Self-learning should be easy learning’. | aways think how a book should be, if | were
in their shoes. This book is the product of my thinking-process in that direction. | call Hindi
medium students as “Hindimithra” as they often experience difficulty with English language.
Deliberately, | have kept the language smple to understand to meet their expectations.

After my lecture in accounts, | often enjoy the standing ovation of my students, expressing
their joy, as | well understand their problems and tailor my teaching to suit the needs of non-
commerce students. My dream is to have their joy seen in their eyes, after reading this book,
with no fear for this subject. Many of my non-commerce students share their confidence to
take finance specialization; once they get my assurance that | would not overstay in U.SA.,
which | visit every year, during their specialization session. | owe something to repay their love
and affection.

My colleagues say my books are often with a specific ‘Focus'. Yes, again this book — fourth
in arow of success story—is to meet the customized demands of UGC syllabus of MBA and
MCA, totally, in one book, covering fundamentals too. All they need, they can find in one book,
without being bulky. Many universities have adopted more or less the same syllabus, changing
the name of the subject and so this book meets the requirements of the first semester, wherever
they are.

My am is to meet the aspirations of non-commerce students as well those who could not
study in English medium, earlier. When | fulfill the wish of this group, | know, students who
enjoy background in accounts would find this book quite refreshing to read.

The best thing that has happened in my life is to marry Sandhya as my partner. What | can
give, in return, except expressing my mute love to her for her affection, care, balancing the whole
family, and above all meticulous planning, behind me, for reaching the heights in my life with
which | am happy. | wish to tell her, many fail to express their gratitude for what they receive
and at times could not give, in return, what they all receive in family relationship.

| have my family members Radhi, Kalyan, Dheera and Kish, and my lovely little American
grandsons — Theer and Tarkh — who have extended their support in one way or other, not
preventing me to write this book too, to steer the book to a happy ending.

CA C. Rama Gopal
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2 Accounting for Managers

1.1 INTRODUCTION

Accounting is an ancient art, as old as money itself. In the beginning, accounting has been
elementary. The modern system of accounting owes its origin to Pacoili who lived in Italy in
18" Century. Pacioli codified rather than invented the system of accounting and he is widely
regarded as the “Father of Accounting”. Even in our country, Chanakya has clearly indicated
the need of Accounting and Auditing in his book “Arthashastra’. The Indian system of accounting
is as scientific and systematic as the one developed in the West. We do not lag behind the West
in the origin and development of accounting.

1.2 NEED AND ROLE OF ACCOUNTING

Many consider accounting has a role to play only in business and not in domestic life. Thisis
not, factually, correct. In fact, we see the beginning of accounting in every wise housewife. In
case, a housewife records her domestic transactions, connected with money, regularly, she can
collect alot of valuable information. Many intelligent housewives, though not literate, maintain a
small dairy to record receipts on one page and al payments on the other page. Receipts are not
always many, either in the form of income of the husband, her supplementary earnings, gifts
from relations etc. List of payments is relatively more on different items say milk, education,
entertainment, food, and clothing and, finally, planned commitments on savings etc. She can
conveniently find out how much she has spent on the different items of expenditure, at the end
of the month. This exercise helps her in planning her expenditure as income is, often, beyond
her control. The family, not she aone, can learn useful lessons, when they review, where they
have gone wrong in estimating or not controlling their spending. It would, equally, facilitate the
family to plan and achieve their dreams, together, be it owning a home, car to drive, long term
goals of children’s education, retirement life and many more things, they wish to achieve.

Yes, the need of Accounting is more for business.

Accounting is the language of business.

The main purpose of language is communication of ideas. Similar is the purpose and role of
accounts for abusinessis. A businessman has to keep a systematic record of the financia activities
of his firm so that he can know the financial position. What it owns are assets and what it
owes are the liabilities. It is necessary for every businessman to know where he stands in many
respects:

(i) What he owns?

(i) What he owes?

(i) Whether he has earned profit or suffered loss over a period?

(iv) What is his financial position? Is he better off or moving towards bankruptcy?

Only accounts give answers to these questions.
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Currently, the form of business has been joint stock company, in many growing areas, these
days. By law, these firms have to keep the books of accounts to meet the requirements of
Companies Act.

The purpose of accounting is narrow to many. Many consider the role of accounting is limited
to maintain books of accounts for a limited purpose of filing income-tax return to satisfy the
curiosity income-tax department. This is only a part of the full story.

The chief objective of maintaining books of accounts is to ascertain the
operational results and find the financial position of the organisation.

But, the above is not the end; rather it is only a beginning, in the modern era.

The role and importance of accounting in a firm depends more on the person who heads
the role. Many think the role of accounting is to record transactions in books of accounts. With
the pace of computerisation, the role of accounting for recording the transactions has diminished.

Importance of analysis of accounts along with control, coordination and
achievement of the objectives of the firm has occupied more importance.

Need of accounting is not limited to business organisations. Even the non-profitable firms
like clubs, charitable institutions, hospitals, and education institutions maintain books of accounts
to know their state of affairs.

Now a days, the combined role of accounting and finance has assumed more importance
than the individual role of accounting. It is no surprise the finance manager can change the
fortunes of the organisation, if he is, really, competent. For this reason, he is associated with
every decision-making process, from recruitment of staff to the final stage, liquidation. No wonder,
the organisation may sink, if he fails to deliver that is expected of him. A good finance manager,
normally, is an asset to the firm he works in, while he becomes a liability, if he is not practical
in making the objectives of accounting and finance to tailor the needs of business!

1.3 MEANING OF BOOK-KEEPING AND ACCOUNTANCY

Some people take both the terms *Book-keeping' and * Accountancy’ as synonymous terms. Both
the terms are different from each other. However, there is no universally accepted line of
demarcation or division between the two.

Book-keeping is the art of recording business transactions in a set of books
of accounts.

Transaction means any dealing, expressed in terms of money. The books in which the
transactions are recorded are called ‘Books of Accounts' . Book-keeping is concerned with
preparation of vouchers, recording transactions in a journa and posting in the ledger. Book-keeper
arrives at the final balances of different accounts, after totaling the accounts. The job of a book-
keeper is to the extent of preparing trial balance, duly tallied. Book-keeping is mainly of clerical
nature.



4 Accounting for Managers

Any one who has basic knowledge of the principles of book-keeping can maintain the books
of accounts. On the other hand, accountancy requires deep knowledge of the principles and their
application. Though, book-keeping and accountancy are different in several aspect, they are
supplementary to each other.

Book-keeping and accounting are not synonymous (inter-changeable) terms.
The job of an accountant commences where the work of a book-keeper ends.

Accountant guides a book-keeper and reviews the job, done by him. Normally, a book-keeper
works under the supervision of an accountant. The functions of an Accountant can be summarised
as under:

(i) Examination of entries made in the books of accounts
(i) Verification of trial balance
(i) Rectification of errors, if any, in accounts
(iv) Recording the adjustments
(v) Preparation of trading account
(vi) Preparation of profit and loss account
(vii) Preparation of balance sheet
(viii) Analysis of results and
(ix) Deriving conclusions and communication of the results.

An accountant is required to have much higher skill and knowledge, compared to a Book-keeper.
The larger the firm, higher is the responsibility of an accountant.

1.4 ACCOUNTING — SCIENCE OR ART

Accounting is a science as well as an art.

It is a science as accounts are prepared in accordance of with certain basic principles and
laws, which are universally accepted. However, accounting is not a perfect science like Physics
or Chemistry, where experiments can be conducted in a laboratory and specific conclusions are
drawn. Some people have reservations to treat accountancy as science.

Accounting is, definitely, an art. Art is a technique, which helps in achieving the desired
objectives. Accounting has some definite objectives to be fulfilled. Accounting is an art because
it prescribes the process through which the objectives are fulfilled. The American Institute of
Certified Public Accountants also defines accounting as an art.

Accountancy involves recording the transactions and maintaining books of
accounts in the prescribed manner, regularly, according to certain rules and
regulations for achievement of the objectives of the firm.
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1.5 DEFINITION AND EXPLANATION OF ACCOUNTING

The American Institute of Certified Public Accountants, which has played a noble part in the
development of Accounting, defines the concept “Accounting” as follows:

“Accounting 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 a financial character, and interpreting the results
thereof”.

Once, we break the definition for better understanding, we find the term ‘ Accounting’ contains
the following components:

(A) Recording: Recording is the basic function of Accounting. Events and transactions,
which are of financial character, either fully or partly, are recorded in an orderly manner in
books of accounts. The transactions are recorded in a journal, as and when they happen or
occur. Journal is further sub-divided into cash journal or cash-book (for recording cash
transactions), Purchases Journal (for recording credit purchases) and Sales Journal (for
recording credit sales). All these books are called subsidiary books. If subsidiary books are
maintained, the transactions are not recorded in the journa and are recorded in these books,
directly. Only those transactions that do not find a place in subsidiary books are recorded in
the journal.

After recording all transactions in the journal, if they are, later, posted into different accounts
of the ledger, work-load would be heavy. In fact, work is duplicated too. To reduce the
avoidable work-load, each firm maintains subsidiary books, depending upon its individual
requirements.

Subsidiary books would serve the function of a journal as well as a ledger.
They are a journal as each transaction is recorded, individually, and a ledger
as the total of the account is shown.

It is not necessary to record all financial transactions, first, in the journal, if the concerned
subsidiary book is maintained, before posting is made into the concerned accounts. Say, cash
transactions are posted into the cash-book, directly, without posting them in the journal.

(B) Classifying: All similar transactions are grouped and posted in one book, which is called a
‘Ledger’.

The objective of classification is to find a summary of the entries of same
nature at one place.

This book ‘Ledger’ contains different nature of accounts. For example, there may be separate
heads of accounts such as Salaries, Traveling Expenses, Repairs, Printing and Stationery
etc. We are interested to know the total amount under each head of account for our
understanding and control. All accounts find a place in the ledger. Transactions belonging to



6 Accounting for Managers

one account are posted in that account in the ledger. Each head of account gives the individual
details of the entries and its total.

(C) Summarising: When posting is complete in the ledger, totals are made for debit and credit
side in each head of account and final balance (heavier balance), be it debit or credit, is
arrived.

The individual accounts find a place in a summarised manner, which is called
‘Trial Balance’.

Income statement (Trading and Profit and Loss account) and Balance Sheet are prepared
from the Trial Balance.

(D) Deals with Financial Transactions: Accounting transactions, which are of financial
character only, are recorded in books of accounts. In other words, if a transaction cannot
be expressed in terms of money, they are not recorded in accounting books.

It is well accepted trusted and devoted employees are the real assets of any
firm as its success or failure depends on their efforts and, finally, results.
However dedicated the employees are, the employees do not appear in books
of accounts. But, their presence/absence appear in the operational results
of the firm.

However, payments made to employees (Salaries), their contribution (Sales) and, ultimately,
profits appear in accounting books as they are expressed in terms of money. Again, expenses
incurred on their welfare, in recognition of their efforts, be it Bonus or Medical Aid, also
appear in books of accounts.

(E) Analysisand Interprets: Thisisthe fina and important function of accounting. A distinction
is to be made between the two terms — Analysis and Interpretation. Analysis refers to
methodical classification of data. If unconnected data are grouped together, understanding
is not possible. All assets belonging to current assets are to be grouped together, similarly
al current liabilities. If current assets and current liabilities are mixed together, data would
be confusing.

Interpretation means drawing conclusions from the data and explaining the conclusionsin a

simple language, easy to understand and plan further course of action. Analysis and
interpretation are complementary to each other.

Interpretation is not possible without analysis. Analysis is of no use unless
followed by interpretation.
(F) Communicates: Communication is the final product of accounting. Financial statementsi.e.
Profit and Loss account and Balance Sheet are the means of communication.

Financial Statements are vital as they are public documents, available for
every one to read, if the firm is a joint stock company.
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Accounting reports, normally in the form of accounting ratios, graphs, diagrams, funds flow
statement are the additional information, which are made available to management for decision-
making. Modern management wants the data in a simple form, easy to understand and ready to
act, immediately. Even the modern management wants cooked food, just like our students!

1.6 USERS OF ACCOUNTING

There are several end users of accounting. Apart from the people who are at the helm of the
affairs of the ingtitution, there are many interested parties in the financial statements.

The advantages depend on the users as their purposes are different.

(A) Creditors: A number of suppliers make supplies on credit. Creditors are interested to know
whether they would get their dues, as assured by the firm. Firm may promise for early
payment. Analysis of the financial accounts of the previous year may reveal the abnormal
delay in the payments schedule. Once the past picture is known from the analysis of accounts,
no creditor would place reliance just on words for making supplies.

(B) Shareholders: In case of joint stock company, shareholders know the financial results of
the company only through the annual statements, sent by the company to them. From the
newspaper reports too, they know the results as periodical publication of the results has
been made mandatory, now. If the firm is a proprietary business, the proprietor alone is
interested to know its profitability and financial health. In case of ajoint stock company, the
shareholders are providers of capital, who assume the role of a proprietor. Instead of one
proprietor, there are several proprietors, who are interested about the return for their money
invested.

(C) Government: Government is interested to know the amount of tax it can collect, based on
the financial statements of the organisations. Required financia data can be collected for
compiling statistics.

(D) Investors: Those who are interested to invest their money can make their decisions based
on the study of the financial statements. Potential shareholders take lot of interest in the
financial statements for their decisions in investing. Even the financial magazines as well as
brokers read and analyse the financial statements to forecast and provide required guidance
to their readers and clients, respectively, suitably.

(E) Lenders: Those who want to lend money, financia institutions or banks, are interested to
read to make their decisions, before lending. After lending, they would be able to assure
themselves about the safety of the funds, after a careful analysis of the statements.

(F) Management: Management is the basic user of accounts. They understand the financial
results and position of the firm from the accounts. They are interested in every aspect of
accounting as their uses are diverse for different purposes.
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The financial data serves the interests of different persons concerned in
different manner, as their objectives are different.

In order to serve the interests of the different parties, interested in the accounting information,
different branches of accounting have developed.

1.7 SCOPE/BRANCHES OF ACCOUNTING

The different branches of accounting are:

(i)

(i)

Financial Accounting: Financial accounting is the origina form of accounting. It is mainly
limited to the preparation of financia statements i.e. Profit and Loss Account and Balance
Sheet. Here, the preparation is made on historical basis i.e. after the happening of the event.

All the persons who deal with the joint stock company want to know
information about the financial health of the company.

Profit and Loss account provides information how the business has been conducted and final
position about the profit or loss of the firm for a specified period. Balance sheet shows the
financial position of the firm on a particular date.

Cost Accounting: Cost Accounting has developed on account of the limitations of the
Financial Accounting.

Cost Accounting is, basically, concerned with the estimation of costs, in
advance, and their subsequent detailed analysis for the purpose of control.

Management is interested to know the costs of the different products they make for the
purpose of determining the price. Secondly, management has to take suitable decision, when
they receive a special order at a lower price than the current market price, for acceptance
or rejection. When resources are scare, every one is interested to use the resources and
manufacture that product, in priority, which gives them more profits than other products.

Cost accounting helps the management in achieving the profits they plan
to achieve.

(iii) Management Accounting: Management Accounting is accounting for the Management.

Management wants information to discharge its functions in forecasting, budgeting, control
over costs and strategy formation.

Persons engaged in management are not always familiar with accounts.
Management Accounting helps them in the creation of the policy. Further,
Management Accounting assists them with the supply of relevant information,
at appropriate time, for decision-making and exercise effective control on
the operations of the undertaking.
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Management accounting is a branch of accounting, which furnishes useful data to the management
in carrying out the various functions such as planning, decision-making and controlling the activities
of the business enterprise. Accounting information is presented in an easy and ready to understand
manner to the management. Here, the emphasis is on application of accounting techniques in
planning and controlling the activities of the business enterprise and assisting the management in
decision-making.

1.8 SYSTEMS OF ACCOUNTING

There are two systems of accounting for recording transactions—Single Entry System and Double
Entry System. This is one type of classification.

(A) Single Entry System: Single entry system sounds economical, but it is, really, costly. In
fact, it is rather a lack of system. This system is adopted where the business is run on
cash basis only. It is not a scientific system and final accounts cannot be easily prepared
on the basis of this system. Small businesses and organisations that do not require
ascertainment of profit, follow this system.

(B) Double Entry System: The only real system is the double entry system.

Double Entry System recognises the fundamental factor that every transaction
is double-sided affair.

According to this system, for every debit, there is a corresponding credit. This system is
universally followed in accounting. On the basis of this system, accuracy of accounting can
be maintained and arithmetical correctness can easily be established. Financial statements
i.e. Profit and Loss Account and Balance Sheet are easily prepared, once the concern follows
the double entry system of accounting.

Another type of classification is as under:

(A) Cash System: It is used where only cash transactions take place and the object of the
concern is not to make profit.

In this system of accounting, entries are made only when cash is received.
No entry is made when receipt or payment is due.

In case of club, library, educational institute, religious trust etc., the objective of the concern
is not to make profits. Only Cash Book is kept under this system.

Some professionals like doctors, lawyers and chartered accountants follow this system of
accounting. It is interesting to know why these professionals follow it? With these
professionals, there is no certainty of receipt. Once treatment is received and fee is not
collected immediately, how many patients would remember the doctor (till the next ailment)
to pay the fee, later? Even before the actual receipt, if books of accounts show the fee
amount as income, tax has to be paid on the income not received. If the feeis not received



10 Accounting for Managers

a al, tax would be paid on the income, not earned! One more point. Bad debts would be
more, if the fee is not collected, immediately, after rendering the services. In these professions,
it is better to recognise income only on actual cash receipt.

(B) Mercantile System of Accounting: In this system of accounting, accounting entries are
made when payment or receipt is merely due. It is not necessary that the actual receipt or
payment has to take place. For instance, when service is received and actual payment is
not made, and books of accounts are to be closed for the year - end, payment due is
recognised and recorded for the services received. To illustrate, repairs have been made
for machinery. Bill is received, but not paid. Books of accounts are to be closed as the
year has come to an end. Payment due for the services received is recorded, before the
books are closed. In other words, repairs though not paid, are recognised as expense and
liability is created. Even if the bill is not received, repairs are estimated and the relative
amount is provided as expense. Similarly, when sale is made and sale proceeds are not
received, amount due on sale is recorded as an asset and income is recognised. The ideais
to record all the transactions as if they are completed in all aspects. The objective is to
ascertain the correct profit position of the firm.

1.9 OBJECTIVES/ADVANTAGES OF ACCOUNTING

The following are the objectives of financial accounting:

1. To keep systematic records

Accounting is done to keep a systematic record of all the financial transactions. If they are not
recorded, the transactions have to be remembered. It is not practically possible to remember
and it is unnecessary strain to the human brain.

2. To ascertain the results of operations, that is, profit or loss

Business is conducted for making profits. Every business is interested to know the operational
results of the efforts made.

Accounting helps in ascertaining the net profit earned or loss suffered on
account of carrying on the business.

For the purpose, a statement called the Income Statement or the Profit and Loss Account is
prepared. In this account, the revenues resulting from the transactions of the period and the
consequent expenses incurred are recorded. A comparison of the two shows whether there has
been a profit or loss. If revenue exceeds expenses, there is profit. On the other hand, if expenses
exceed income, there is loss. It is necessary to know, periodically, to take corrective steps, in
time. Accounting helps to provide the information about the operational results of the firm. In
the absence of information, how action can be initiated at al?
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Profit and loss statement is useful for the management, lenders, investors, the proprietor or
the partners or the shareholders, tax authorities and workers, etc. For example, from its study,
one can decide upon the possible courses of action, such as increasing the scale of production,
introducing a new product, a revision in the selling price or the advertising policy, etc. Lenders
can know, from a study of it, how their amounts have been utilised. Investors may decide on its
basis whether or not they should keep their money invested in the firm. Shareholders can evaluate
the efficiency, success, etc. of the management.

3. To ascertain the financial position of the business

For a businessman, it is not sufficient to ascertain profit or loss only. It is aso necessary to
know the financial health of the firm. For this purpose, a statement listing assets, liabilities and
the owner’s capital is prepared. Such a statement is called the Balance Sheet. Some people call
it ‘Position Statement’.

A doctor feels the pulse of a person and knows, prima facie, whether he is
enjoying good health or not. In the same manner, by looking at the balance
sheet, one can know whether the firm is solvent or not. If the assets exceed
liabilities, it is solvent; in the reverse situation, it would be insolvent.

Balance Sheet serves as a barometer for ascertaining the financial health of a business.

4. To provide control and protect business assets

Accounting helps in knowing information and exercising control over the properties of the business
and their proper utilisation. Accounting provides information to the manager or the proprietor
regarding the following:
(i) How much capital stands invested in the business on a particular date?
(i) What are the different forms of capital that has been raised?
(i) What is the cash balance in hand?
(iv) How much balance is there in the bank?

(v) What is the stock of goods (Raw materials, Work-in-progress and Finished goods) on
hand?

(vi) How much money is receivable from the customers?
(vii) How much money is owing to the creditors?
(viii) How much money stands invested in fixed assets?
The answers to the questions enable the firm to see that no moneys are kept idle or under utilized.

It is necessary for the business to protect and use the assets in an efficient
manner to achieve the planned objectives.

It should be noted that the objectives stated above are those of financial accounting alone. The
other branches of accounting—Cost Accounting and Management Accounting—have their own
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objectives, which are of assistance to management in the functions of planning, control and making
decisions.

5. To provide information to the tax authorities

Almost everyone who has income, above the prescribed limit, is liable to pay tax, be it Income
Tax or Sales Tax. Tax authorities require regular, accurate and prompts returns, otherwise there
may be penalties. Financial Accounting enables the firm to send the required returns, in time. In
case, tax authorities levy more tax, business firm would be in a position to reduce the unnecessary
tax liability, by showing the supporting accounting records.

6. To facilitate rational decision-making
Management can delegate any function, but not decision-making. Production, sales, purchase,
finance, even research and development can be delegated.
Decision-making is the basic function of the management that cannot be
delegated.
In the absence of accounts, there is no information about the past. In the absence of information,
there is no basis for taking any decision and planning for future.
The following are the advantages of book-keeping and accounting:

Advantages of Book-keeping:

1. Tria balance can be prepared.
2. Errors can be reveded by the preparation of trial balance.

Advantages of Accounting:
1. A firm can know the exact profit or loss made by it in a particular period.

The reasons leading to profit or loss can also be ascertained.

The financia position of the business concern can be assessed.

The firm can know the amount due by debtors and amount due to creditors.

The efficiency/performance of the department/section can be ascertained.

The approximate cost of production of goods manufactured can be known.

Based on the financial results, it can decide which products are to be manufactured,

which activities should be continued and which should be dropped.

8. Accounting is useful in submitting the statutory returns like Income Tax, Sales Tax,
Commercia Tax etc., to the government in time.

N o bk wbN
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1.10 LIMITATIONS

Accounting has many advantages, as stated above. Significant information is available from
financial accounting such as profit earned or loss suffered during a particular period and the
financial position at the end of a specified period. But, it has some limitations too. These limitations
must be kept in mind when information provided by financial accounting is used. Some of the
limitations arise from the fundamental principles, concepts and assumptions.

The limitations are as follows:

(i) Profit shown in Financial Accounting is not fully exact

Most of the transactions are recorded on actual basis such as sale or purchase or receipt and
payment of cash. Some estimates have also to be made for ascertaining profit or loss. The
estimates may relate to useful life of an asset, likely bad debts and the probable market price of
the stock of goods.

In the absence of actual information, certain estimates have to be necessarily made in respect
of expenditure incurred for which bills have not, yet, been received, before the closure of books
of accounts etc.

People are bound to have different opinions in respect of such things and the estimates,

naturally, differ from person to person. This may also lead to a different figure of profit or loss
being shown by different persons. Thus, the profit figure cannot be treated as exact.

(i) Financial Accounting does not indicate what the business will realise, if sold

It is not to be presumed that the balance sheet shows the amount of cash, which the firm may
realise, by the sale of all the assets. This is because fixed assets are not meant for sale. They
are purchased for the purpose of carrying on the business. They are meant for use to earn
profit and are shown at cost less depreciation that has been written off. Once the fixed assets
are sold, they may or may not realise the values shown in the balance sheet.

(iii) Financial Accounting does not tell the whole story

It is known that in the books of accounts only such transactions and events are recorded that
can be expressed in terms of money. There are, however, many other important factors, which,
though not recorded in the books of account, may make or mar the firm such as relations with
workers, popularity of the goods produced, quality and caliber of the management, integrity,
farsightedness etc. They are invisible, in value, and play a significant role in the success or failure
of the company. Unless such factors are kept in mind, it would be very difficult to assess the
future of the firm.

(iv) Accounting statements may be drawn up differently

Due to different methods being employed say for valuing closing stock; it is possible to arrive at
different figures of profits and give different financial picture. There are different methods for
providing depreciation, which is treated as expenditure in arriving at the profits of the company.
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Different methods of treatment give different amounts of profit, even if the
other factors are the same between two firms.

If one firm adopts straight-line method while the other adopts written down method for providing
depreciation, the operational results of both the firms would be different, even though other factors
are same. Also, in spite of the various principles, there have been attempts in the past to show
a false financia position. This is chiefly done by deliberately entering wrong figures so as to
either inflate profits or to deflate them. One should therefore, always apply some checks to
establish whether or not the financial statements can be taken to be reasonably correct. It is
better to get them audited. Audited accounts present a reliable picture.

(v) All assets are not shown in financial statements
Human resources are an important factor for the success of the concern. Devotion, sincerity
and integrity of the employees are very valuable for any firm.

The most important asset, human resources, is not accounted in the balance
sheet.

(vi) Manipulation

Accounting results are based upon the information supplied to it. If the management is biased, it
may feed manipulated information to prove its point of view. Accountants can show the result
of business, as desired by the owners of the business. This may be done by omitting certain
amounts, under-estimating or over-estimating the value of the assets. For example, if machinery
is debited to purchases accounts, profits of the business will be reduced. Accountants, at the
instance of management, may manipulate accounts.

(vii) I'mpact of Inflation
Due to inflation, many of the figures appearing in the financial statements are out of date.

1.11 TERMINOLOGY OFTEN USED — SOME BASIC TERMS

The following terms are often used. For proper understanding, they are explained in an easy

language.

1. Capital: Capita is the amount, initialy, invested while commencing the business. Capital

need not be in the form of cash, alone. Capital can be introduced in the form of goods or
any type of assets. Even after commencement of business, additional capital can be
introduced. Additional capital is, normally, introduced for the purpose of expansion.
Profit in the business is added to capital. Loss made in business is reduced from capital.
So, if the business is profitable, capital would be on increase, year after year. However,
drawings may be made in the course of business. If the concern is sustaining continuous
losses, capital would be on decrease, year after year.



Scope and Meaning of Accounting 15

The term ‘Capital’ is defined as the excess of assets over liabilities. Suppose, assets are
Rs.1,00,000 and liabilities are Rs.40,000, capital is Rs.60,000 (Rs.1,00,000 — Rs.40,000).

Capital = Assets — Liabilities

Assuming, the firm has made a profit of Rs.20,000. After profits, the balance in the capital
account is Rs.80,000 (Rs.60,000 + Rs.20,000).

2. Drawings. Drawings is the amount withdrawn from the business by the proprietor or partner
in a partnership firm. Drawings can be, again, cash or goods.
Drawings are reduced from the capital amount. ‘Drawings reduces the balance in the capital
account.

Comparison of capital between two periods is an indication whether the
business is profitable or not, if there is no introduction of capital or
withdrawal in the form of drawings, during the period of comparison.

3. Turnover: The total amount of sales during a particular period is caled ‘Turnover’. The
turnover can be cash sales or credit sales or both.

4. Discount: The allowance or concession granted to a retailer by the wholesaler/dealer is
caled ‘discount’. It is of two types:

(A) Trade discount (B) Cash discount

(A) Trade discount: Trade discount is allowed by a dealer to the retailer or buyer to induce
him to buy more from him. Normally, the retailer is in the habit of buying say 50 or
100 pieces at the most, at one time. If the normal price of goods is Rs.100, the dealer
may offer the retailer or buyer 10% if he buys say 200 pieces, at one time. Here, the
trade discount is offered to him to lure him to buy more, at one time. The buyer may
be tempted to buy more to take advantage of the trade discount, though such huge
quantity may not be required to him, at one time, generaly. Trade discount is offered
both on cash and credit sales.

Invoice shows the list price or retail price. Where trade discount is allowed, the same
is also shown in the invoice. Trade discount is allowed as a fixed % on the list price.

Net Price = List Price — Trade Discount

It is important to note that the net price is entered as sale value by the seller in the
accounts. Equally, the net price is entered as purchase amount by the buyer in the
accounts. In other words, no entry is made for trade discount, separately, in
books of accounts of the seller and buyer. It has to be mentioned in the narration
about the trade discount given on the list price.

(B) Casnh discount: Cash discount is allowed by the seller to encourage the customer to
make early payment, before the credit period expires. Suppose, a dealer has made a
credit sale, offering one month period of credit. The buyer is within his total right to
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10.

make the payment on the last date of credit period allowed. So, the buyer can make
the payment on 30" day from the date of purchase. To induce the buyer to pay before
the expiry of credit period, seller may offer him 1% cash discount, if the payment is
made within 15 days from the date of sale. So, here, the buyer can enjoy the cash
discount by paying the seller on 15" day from the date of sale. If goods sold are Rs.500,
buyer can pay only Rs.495, after enjoying the cash discount of Rs.5.

Entry for cash discount is, invariably, made in the accounts of the seller as
well as buyer.

To the seller, it is * Discount allowed’, while the same is ‘ Discount received’ for the buyer.
Cash discount comes into picture as and when credit sales are made. There is no cash
discount on cash purchases. Many students, it is observed during teaching, wrongly think
that cash discount is alowed on cash sales. Thisis not the case. Cash discount comes
into picture as and when sales are made on credit.

Cash discount and Trade discount may be allowed, simultaneously, in one
transaction. Their purposes are different.

Debtor or Book Debt: The person to whom goods or services are sold on credit is called
‘Debtor’. The amount due from the debtor is called Book Debt. Another name is ‘ Accounts
Receivable'.

Creditor: The person from whom goods or services are purchased on credit, is called creditor
till the payment due to him is made.

Bad Debts: Amount that cannot be recovered from a debtor is called ‘Bad Debt’. Bad
debts result in reduction of profits of the firm. Bad debts are charged to the Profit and
Loss account. In other words, bad debts are treated as an expenditure, as the amount due
to be received would no longer be received.

Transaction: Transaction refers to exchange of goods and services, big or small, like
purchase of machinery or pencil. The exchange of the dealing has to be expressed in terms
of money. Transaction can be either for cash or on credit. If the payment is made immediate
to the transaction, it is a cash transaction. If the payment is postponed or deferred for a
future date, it is called a credit transaction.

Voucher: Voucher is a written document or paper containing the details of the transaction.
The person who prepares the voucher, normally accountant, signs it. Person who verifies or
checks the transaction also signs it, in token of its verification. Vouchers are important
instruments for future reference. Voucher can be a debit voucher or credit voucher. Voucher
is, normally, accompanied by the supporting documents as proof. For example, a voucher
may be supported by the bill. Here, bill is the evidence of payment.

Equity: All claims against the assets of the firm are called as ‘Equity’. The claim of the
outsidersis called ‘ creditor’s equity’ or liabilities. The claim of the proprietor is caled ‘owner’s
equity’ or capital.
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11.

12.

13.

14.

15.

16.

Assets. Assets are the properties owned by the firm. Examples of Assets are Building,
Plant and Machinery, Debtors, Bills Receivable, Goodwill, Preliminary expenses etc.
Assets can be divided into two categories—fixed assets and current assets. Fixed assets
are the assets owned by the firm for the purpose of conducting business, using the fixed
assets. Examples are Building, Plant and Machinery etc. In the normal course, the firm does
not sell them. Current assets are those assets, which are held by the firm for the purpose
of carrying on business. Current assets, normally, change their form. Examples are Cash,
Bank, Finished Goods, Debtors, Bills Receivable, Accrued income etc.

Whether an asset is a fixed asset or current asset depends on the nature of the business
that is carried on. Normally, car is a fixed asset, say, to a wholesale cloth merchant. For a
second hand car dedler, cars are meant for sale. So, they are current assets to him. It is
necessary to know whether the asset is meant for sale or used for conducting the business.
If the asset is meant for sale, it is a current asset. If the same asset is used in business to
earn profits to that business, the same asset is a fixed asset.

Liabilities: Liabilities are the amounts that are payable. Advances or loans received have
to be repaid. Till date of repayment, they are liabilities. Goods or services when bought on
credit are shown as creditors, which are also liabilities.

Capital invested by proprietor or partner is also a liability as the business

firm is independent from them, so far as accounting is concerned.
This is the reason why capital is shown on the liability side in the balance sheet. Capital,
loan, outstanding expenses and bills payable are some of the examples of liabilities.
Debit: The entry made on the debit side of the account is called ‘Debit’. The abridged
form is ‘Dr’.
Credit: The entry made on the credit side of the account is called ‘Credit’. The abridged
form is ‘Cr’.
Entry: The record made in the books of accounts in respect of a transaction or an event
is called an entry.
Books of Account: The registers or books maintained by any business firm or institution
for recording the business transactions are called “Books of Account”.

Check Your Understanding

State whether the following statements are True or False

() Joint stock companies, by law, have to keep the books of accounts to meet the
requirements of Companies Act.

(i) Capital is decreased by profits and increased by losses.

(i) The chief objective of maintaining books of accounts is to ascertain the operational
results and find the financial position of the organisation.
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(iv)

The term ‘Book-keeping’ means recording the transactions and maintaining books of
accounts in the prescribed manner, regularly, according to certain rules and regulations.

(v) Accounting is a science as well as an art.
(vi) Book-keeping and accounting are synonymous (inter-changeable) terms.
(vii) Accounting records transactions, which are of financial character.
(viii) Accounting is useful to record business transactions only.
(ix) Income statement (Trading and Profit and Loss account) and Balance Sheet are prepared
from the Trial Balance.
(x) Transactions that cannot be expressed in terms of money are also recorded in
accounting books.
(xi) Balance Sheet serves as a barometer for ascertaining the financial health of a business.
(xii) Financial statements of a joint stock company are not accessible to the public.
(xiii) Analysis and interpretation of financial statements are complementary to each other.
Answers

(i) True (ii) False (iii) True (iv) True (v) True (vi) False (vii) True (viii) False (ix) True (x) False (xi)
True (xii) False (xiii) True

Q: Point out the correct equation

@
(©

Ans. (b)

Assets = Liabilities — Capital (b) Assets = Liabilities + Capital
Liabilities = Assets + Capital (d) Capital = Assets + Liabilities

Pick up the Most Appropriate

1. The prime function of book-keeping is to:

@
()
(©
@

Record economic transactions.

Provide information for action.

Classifying and recording business transactions.
Attain non-economic goals.

2. The following is the original form of accounting:

@
(©

Financial Accounting (b) Cost Accounting
Management Accounting (d) Inflation Accounting

3.  This system is universally followed in accounting:

@
(©

Single Entry System (b) Double Entry System
Cash Accounting (d) Cost Accounting
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4. In this system of accounting, entries are made only when cash is received:
(@ Cash accounting (b) Double entry system
(¢) Inflation system (d) Deflation system
5.  Management Accounting is a valuable aid to management in respect of:
(@ Presentation of accounting data (b) Recording of accounting data
() Recording of costing data (d) None.
6. The basic function of financial accounting is to:
(@ Assist the management in performing managerial functions.
(b) Record all business transactions.
(c) Controlling business.
(d) Analysis and interpretation of financial data.
7.  Book-keeping is mainly concerned with:
(@ Preparation of financial statements.
(b) Recording financial data relating to business operations in books of accounts.
(¢) Summarising the recorded data.
(d) Interpreting the data for internal and external end users.
8.  Whether the following terms are synonymously used in accounts?
(A) Receipt (B) Revenue
(©) Income
These are the following options:
@ AandB (b) Band C
(c) A,BandC (d) None
Answers

1. (c) 2. (a) 3. (b) 4. (a) 5. (a) 6. (d) 7. (b) 8. (c)

Recall your Memory

1.

S e

Book-keeping is a part of accounting.

Accounting is an exact science.

Approach for subjects “Accounting” and “Accounting for Managers” is one and the same.
There has been mention of Accounting in ‘Arthashastra’ written by Chanakya.

Amount owed to outsiders (excluding the proprietor) is called ‘Capital’.

Comparison of capital between two periods is an indication whether the business is profitable
or not, if there is no introduction of capital or withdrawal in the form of drawings during the
period of comparison.

Trade discount is allowed only on cash sales and not on credit sales.
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8. Cash discount and trade discount are not allowed, simultaneously, in one transaction.
9. Total assets minus capital is equal to liabilities.
10. An increase in assets is necessarily due to profits.
11. ‘Drawings’ reduces capital.
12. Liabilities are decreased by losses and increased by profit.
Answers
1. True 2. False 3. False 4. True 5. False 6. True 7. False 8. False 9. True 10. False 11. True
12. False

Objective Questions

1.
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14.

Detail the origin of ‘Accounting’. Do you consider that accounting is needed only for
business? Is there any change in the approach towards accounting in the modern era? (1.1
and 1.2)

Why accounting is said to be the language of business? (1.2)

Define Accounting? How the functions Accounting differ from Book-keeping? (1.5 and 1.3)
“Accountancy starts where Book-keeping ends” - Explain? (1.3)

Define and explain ‘Accounting’? (1.5)

Describe the different branches of Accounting? (1.7)

Accountancy is Science or Art? Explain with reasons? (1.4)

Explain the various systems of Accounting? (1.8)

Distinguish between Book-keeping and Accounting? (1.3)

Write a brief note about ‘Accounting’ and on different users of accounting? (1.3 and 1.6)
What are the objectives/advantages of accounting? (1.9)

Are there any limitations to accounting? (1.10)

“A doctor feels the pulse of a person and knows whether he is enjoying good health or not.
In the same manner, by looking at the balance sheet, one can know whether the firm is
solvent or not” — In the light of this statement, detail the objectives of Accounting? (1.2
and 1.9)

Write briefly on the following:
(D) Difference between Trade Discount and Cash Discount
(E) Capital
(F) Drawings
(G) Bad debts
(H) Debtors and Assets
()  Creditors and Liabilities (1.11)
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Interview Questions

Q.1.

Ans.

Q.2.

AnNs.

How Mercantile system of accounting is different from cash accounting?

In mercantile system of accounting, all expenses and incomes are provided and recorded
in books of accounts, irrespective of their actual payment and receipt. If the expenditure
is due, it is provided. Similarly, if the right to receive has arisen for the amount, the amount
is recognised as revenue. In cash accounting, only actual cash payments and receipts
are recorded.

What is the purpose of Accounting?

The basic objectives of accounting are to find out the operational results (Profit or Loss)
and financial position of the organisation. Through accounting, the required records are
maintained to achieve the above objectives.

Accounting is done to keep a systematic record of all the financial transactions. It is not
virtually possible to remember all financial transactions.

Many think the role of accounting is limited to record transactions in books of accounts.
With the pace of computerisation, the role of accounting for recording the transactions has
diminished. Importance of analysis of accounts, along with control and achievement of the
objectives of the firm has occupied more importance.

Now a days, the combined role of accounting and finance has assumed more importance
than the individual role of accounting.
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2.1 INTRODUCTION

Accounting is the language of business. When we speak in any language, our intention is our
ideas are to be understood by others. Language can be understood only when words used by us
convey the same meaning to the listener. Both the speaker and listener should mean the same
for the words used. Equally, every language has grammar of its own. When we write or speak,
we follow the principles of grammar. Similar is the case with accounting.

Most of the activities, be it official, social or persona, are guided by a set of certain rules
or conventions. Some of the conventions are as follows:

+ InIndia, we always drive on the left hand side of the road.

+ Overtaking the vehicle, either two-wheeler or four-wheeler, is to be made on the right

side, aone.

+ Asacitizen of India, we are guided by certain rules and regulations.

+ Also as a citizen, we are supposed to obey the law of this country and so on.
While preparing the accounts, the accountant is often faced with the problem as to how exactly
a transaction or event is to be recorded in the books of accounts and shown in the Profit and
Loss account and Balance Sheet. There are differences of views on many matters. However,
accountants have come to an agreement about some fundamental principles, concepts and
conventions. These are always kept in mind when an accounting transaction is recorded.

2.2 NEED OF ACCOUNTING PRINCIPLES

In the olden days, the common form of business has been sole proprietor or partnership firm. It
has been sufficient, if they have understood the accounting records. Their financial statements
are personal and confidential character, which are not shared as public documents. In the case
of joint stock companies, the financial statements are public documents. In modern days, joint
stock companies, be it private limited or public limited, has become the normal form of business.
There are several parties interested in their financial statements ranging from shareholders,
creditors, employees and Government to potential investors. If every business follows its own
accounting practices, the final accounts may not be understandable to all such partiesin a similar
and uniform manner. Unless the accounting transactions are recorded according to certain definite
principles, it becomes difficult to maintain uniformity of understanding. Hence, a definite need
has been felt to follow uniform accounting principles from the stage of recording the transactions
to the stage of preparing financial statements.

Accounting principles are the rules based on assumptions, customs, usages
and traditions for recording transactions.
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2.3 GENERALLY ACCEPTED ACCOUNTING PRINCIPLES

Transactions are recorded in accounts, following certain fundamentals, concepts and conventions,
which are called as Generaly Accepted Accounting Principles.

Accounting principles may be defined as those rules of action or conduct,
which are adopted by the accountants, universally, while recording the
transactions.

The chief objective behind the accounting principles is that the accounting statements should be
both reliable and informative. This objective can be achieved when there is certain common
agreement and compliance about the accounting principles.

Every profession has developed its own jargon and vocabulary. Like al other professions,
accounting has aso developed its own concepts and conventions. These concepts and conventions
have been evolved after centuries of experimentation and their use have, now, become accepted
principles.

“Accounting” is based on a number of rules or conventions, which have
evolved over time.

These principles are known as generally accepted accounting principles.

Generally Accepted Accounting Principles (GAAP) may be defined as those rules of action
or conduct, which are derived from experience and practice, and when they prove useful, they
are accepted as principles of accounting.

They are, however, not rigid. They are subject to change. They have evolved in order to
deal with practical problems experienced by a preparer and a user rather than to reflect some
theoretical ideal.

Generally Accepted Accounting Principles (GAAP) is a term used to describe,
broadly, the body of principles that governs the accounting for financial
transactions underlying the preparation of a set of financial statements.

However, it should be mentioned, at the outset, that an application of many concepts does involve
subjective judgment about the selection of methods available for choice, on the part of a person
who is preparing the accounts. Depreciation can be provided on fixed assets, either on the basis
of straight-line method or written down method. Both the methods are recognised. Same financial
data, if different methods are applied, shows different financial results. This means that two
different persons using the same source data could produce two entirely different sets of financial
statements, with different operational results and financial position. There is no difference of opinion
whether depreciation on fixed assets is to be provided or not. Here, the subjective judgment
relates to selection of method of depreciation and not providing for depreciation on the fixed
assets.
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According to the American Institute of Certified Public Accountants (AICPA), the principles,
which have substantial authoritative support, become a part of the generally accepted accounting
principles.
Accounting principles are divided into two categories:
(i) Accounting Concepts
(i) Accounting Conventions

2.4 CHARACTERISTICS OF ACCOUNTING PRINCIPLES

Accounting principles are accepted if they possess the following characteristics. The genera
acceptance of the accounting principles or practices depends upon how well they meet the
following criteria:

1. Objectivity

Objectivity connotes reliability and trustworthiness. A principle is objective to the extent when
the accounting information is not influenced by personal bias or judgment of those who provide
it. Thisimplies that accounting information is prepared and reported in a “neutral” way. In other
words, it is not biased towards a particular user group or vested interest. It also implies verifiability,
which means that there is some way of ascertaining the correctness of the information reported.
2. Application

Application of the principle must be possible. In case, the principle is only theoretical and has no
practical utility or application, then the principle has no value.

3. Reliability

This implies that the accounting information that is presented is truthful, accurate, complete
(nothing significant missed out) and capable of being verified (e.g. by a potential investor).

4. Feasibility

A principle is feasible to the extent it can be implemented without much complexity or cost.

5. Understandability

The accounting principle should be ssmple and easily understandable by all. This implies that the
accounting information should be in such away that it is easily understandable to users — who
are generally assumed to have a reasonable knowledge of business and economic activities.

2.5 ACCOUNTING CONCEPTS

The term * Accounting Concept’ refers to assumptions and conditions on which the accounting is
based. Basic assumptions of accounting can never be ignored.
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Accounting concepts are necessary assumptions or conditions, which form
a basis of accounting.

The different accounting concepts are discussed under the following heads:

1. Separate Entity Concept

According to this concept, business is considered as a separate entity, distinct from the persons
who own it. This concept is also known as ‘Business Entity Concept’. In other words, business
is treated as a unit or entity apart from its owner, creditors and others. It may appear strange
that a person can sell goods for himself. However, it would make sense once it is understood
that the private affairs of the proprietor are to be made separate from the business. Let us take
a practical example in our daily life. If the daughters of the proprietor take away the garments
they like from their father’s boutique shop and these transactions are not recorded with the
reasoning that the business and proprietor are not different, what is the consequence? The year-
end accounts show shortage of stock as they are not recorded, at al. Manager of the shop may
be made accountable for the shortages shown. Business may show reduced profits or even loss
due to the fancy habits of the daughters of the proprietor. Remember, the proprietor has more
than one daughter and their habits are fancier too! For this reason, capital invested by
proprietor/partner of a business is shown as capital, under the liability side. Consumption of
garments is treated as persona withdrawal and those transactions may be recorded, at best, at
their cost price. In the absence of such treatment, profit would be low and financial position is
distorted.

Separate entity concept already exists, legally, in a joint stock company. Even
in the sole proprietor and partnership firms, this concept of ‘separate entity’,
though does not legally exist, is presumed to exist for accounting treatment.

This concept has now been extended for various divisions of a firm in order to ascertain the
results of each division, separately.

Separate Entity Concept has given birth to the concept of ‘Responsibility
Accounting’ for determining the operational results of each responsibility
centre.

2. Money Measurement Concept

Accounting records only those transactions that can be expressed, in terms of money, though
guantitative records are kept, additionally. If the events or transactions cannot be expressed in
monetary value, however important they are, they are not recorded in accounts. Services of the
finance manager and chief executive officer are very valuable and due to their significant
contribution, the firm might have turned from its earlier loss making position into a profit-making
firm. Their presence in the firm is valuable and their exit may be a serious bolt to its continued
success. Though they are assets to the firm, in the real sense, but monetary measurement is not
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possible so accounting books do not exhibit them. Qualities like workforce skill, morale, market-
leadership, brand recognition, quality of management etc cannot be quantified in monetary terms
and so not accounted for in books of accounts.

The money measurement concept increases the true understanding of the
state of affairs of the business.

For example, if a business has a cash balance of Rs.20,000, plot of land 5,000 square metres,
two air-conditioners, 1,000 kg of raw materials, 20 machines and 50 chairs and tables and so
on, there is absence of money measurement concept. These different types of assets cannot be
added to give useful information. One cannot assess the worth of the firm. But, if the same are
expressed in terms of money in accounts — Rs.20,000 cash balance, Rs.2 lakhs of plot, Rs.40,000
of air-conditioners, Rs.2,52,000 of raw materials, Rs.4,60,000 of machines and Rs.2,35,000 of
furniture (chairs and tables) — it is possible to add them and use them for any comparison and
understanding the financial position of the firm. When the value of the assets is expressed in
terms of money, precise information is available with intelligible financial picture and is more
useful for any other purpose.

3. Dual Aspect Concept
This is the basic concept of accounting. As per this concept, for every debit, there is a
corresponding credit. In other words, when a transaction is recorded, debit amount has to be
equal to the credit amount. This is aso known as ‘Double Entry Principle’. No transaction is
complete without double aspect.
When a new business is started with a capital of Rs. one lakh, the position is expressed as
under:

Capital (Equities) = Cash (Assets)

1,00,000 =1,00,000

The term ‘Assets’ denotes the resources owned by the business, while the

term ‘Equities’ denotes the various claims of the parties against those assets.
Equities are of two types. They are owner’s equity and outsider’s equity. Owner’s equity (or
capital) is the claim of owners against the assets of the business. Outsider’s equity (or liabilities)
is the claim of the outsiders such as creditors, loan providers and debenture-holders against the
assets of the company.
Someone, either owner or outsider, has a claim against the assets of the business. So, the total
value of the assets is equal to the total value of capital and liabilities.

Equities = Assets

Capital + Liabilities = Assets
In the above situation, if an outsider (creditor) has supplied machinery for Rs.50,000 on credit,
the situation would appear as follows:
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Capital Rs.1,00,000 + Creditors Rs.50,000 = Cash Rs.1,00,000 + Machinery Rs.50,000
If the business has acquired an asset, the source could be any one of the following:
(@) New asset is in place of an asset given up; or
(b) Liability has been created for its acquisition; or
(c) There has been profit to purchase; or
(d) The proprietor has contributed more capital to finance.
Similarly, if there is an increase in liability, there must have been an increase in assets.
Alternatively, loss would have reduced the capital, to that extent, with a similar reduction in assets.
Thus, at any time
Assets = Capital + Liabilities
Capital = Assets — Liabilities
The above is known as ‘Accounting Equation’. This would indicate that the owner’s share
is aways equal to the left out assets, after paying off the outsiders.

The term ‘Accounting Equation’ is used to denote the relationship of equities
to assets.

The above concept establishes the arithmetical accuracy of the accounts and enables detection
of the errors in accounting and provides a strict watch on the activities of the employees.

4. Going Concern Concept

The underlying idea of this concept is that the business would continue for a fairly long period
to come. Accounting transactions are recorded from this point of view. On account of this concept,
accountant does not take into account the market value of the fixed asset (forced value of asset,
as if business would be liquidated) for preparing balance sheet. Depreciation is charged on the
original cost of the fixed assets on the basis of the expected lives, considering that the business
would continue, in future, at least for a reasonable period, at least sufficient to the life of the
assets. At the time of preparing the final accounts, we take into consideration the outstanding
expenses and prepaid expenses on the presumption that the business will continue in future too.

It is to be noted that the ‘Going Concern Concept’ does not imply permanent
continuation of the enterprise, indefinitely.

It rather presumes that the enterprise will continue in operation long enough that the cost of the
fixed assets would be charged over the usua lives of the assets. Moreover, the concept applies
to the business, as a whole. Even if a branch or division of the business were closed, ability of
the business to continue would not be affected.

5. Cost Concept

Cost concept is closaly related to the ‘ Going Concern Concept’. Cost is the basis for al accounting
in respect of fixed assets. If a plot of land is purchased at Rs.1,00,000, it has to be shown at
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that amount, even though the subsequent market price becomes Rs. 1,50,000. In other words,
the subsequent changes in the market price are ignored. Even if the price falls to Rs. 80,000,
the fall is equally ignored in respect of fixed assets.

Cost concept brings the advantage of objectivity in the preparation and
presentation of financial statements. In the absence of this concept,
accounting records would have depended on the subjective views of the
persons.

It does not mean that the fixed assets are valued at the historic cost, original price at which
they are acquired, for all the years. At the time of purchase, they are recorded at the original
cost and later depreciation is charged, based on the original cost. For presentation in the Balance
Sheet, depreciation is deducted from the original cost and net value is shown on the assets side.

Thus, the fixed asset depreciates during the economic life of the asset and, finally, is sold as scrap.

Cost concept is applied to fixed assets only. Current assets are not affected
by this concept.

However, cost concept is largely becoming irrelevant due to continued inflationary tendencies.
This is the growing reason for inflation accounting.

6. Accounting Period Concept

According to the *Going Concern Concept’, every business would exist for a longer duration.
That longer duration is divided into appropriate segments or periods for studying the results shown
by the business for each period.

After each period, it is necessary to ‘stop’ and ‘see back’ how things have
been going. So, it is necessary to maintain accounts with reference to a
specific period.

The specific period is normally one year. This time interval is called ‘accounting period’.

At the end of each accounting year, Profit and Loss Account and Balance Sheet are prepared.
Profit and Loss Accounts shows the financial results, while Balance Sheet shows the financial
position. When making comparison, the accounting period should be similar. In other words, results
of one year cannot be compared with the results of another period where the period has been
only six months. Suitable adjustments are to be made before comparison of results of different
periods for proper evaluation and conclusion.

7. Matching Concept—Periodic Matching of Costs and Revenues Concept

This concept is also known as ‘Matching Concept’. The main motto of every business is to
make maximum profits, at the earliest. Hence, every one tries to find out the cost and revenue
during a particular accounting period and compare the financia results with preceding year to
find out whether the business is progressing or going down. Unless the costs are associated
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properly with the revenues of the corresponding period, misleading results would appear. It is
necessary to match the revenues with the costs of that particular period to know the profit or
loss during that period. For example, if a salesman is to be paid commission for the sales made,
for comparison of sales, it is immaterial whether the commission is paid or not. If sales are
made in the month of March (year 2006-07) and commission, in cash, is paid in the subsequent
month, April (year 2007-08), it is necessary to make provision for the commission in the year
2006-07 for proper comparison of the net profits.

Efforts and accomplishments are to be matched for proper presentation of
operational results.

Excess of accomplishments over effortsis called profits. On account of this concept, adjustments
for prepaid expenses, outstanding expenses, accrued income and unearned income have to be
made, while preparing the accounts, at the end of the year, for proper comparison of profits of
different years.

Matching concept requires suitable adjustment for deferred expenditure. What is meant by
deferred expenditure? Deferred expenditure is that amount of expenditure that has been incurred
but not charged to profit and loss account and postponed for charging against a future period.
The argument is the benefit of the expenditure would last over the future period. Deferred
expenditure is amortized on the basis of this matching concept. Relying on this concept, the
deferred expenditure would be charged against the future incomes of the business. The classical
example is Research & Development expenditure. Benefit of R & D expenditure would last for
a considerable period. So, it is appropriate to charge the expenditure over the future period, spread
in installments. The underlying idea is that the benefit of income should bear the share of
expenditure as future income is the consequence of the expenditure incurred, in the past. So,
the expenditure is matched to the income period.

8. Realisation Concept

According to this concept, profit is recognised as and when realised. Now, the important issue
is, what the actual point of sale is and when profit is deemed to have been accrued?

Sale is deemed to have taken place, when the title to the property or goods
passes from the seller to the buyer.

To make the point clear, let us take a small example. Radhi & Co, a boutique shop owner has
placed an order with Dheera & Co for supply of ready-made garments. On receiving the order,
Dheera & Co has purchased the required cloth, engaged labour and started manufacturing too.
As per the terms of the agreement, Dheera & Co has received advance too from Radhi & Co,
before execution of the order. Now, the issue is what is the actual time of sale? Is it at the time
of receiving the order, time of receiving the advance, placing the order for supply of cloth and
engaging the labour? The actual time of sale is when the goods are delivered by Dheera & Co
to Radhi & Co. Till such time, no profit can be recognised.
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Time of transfer of property is material as that point determines the time of
recognition of Profit.

However, there are two exceptions to the above rule:

(A) In case of hire purchase sale, ownership of goods passes from the seller to the buyer
only when the last installment is paid. Thisis from the legal view point. However, sales
are presumed to have been made to the extent of the installment received and installment
outstanding (i.e. installment is due, but not received). In other words, profit is recognised
by the seller on installments received and due, without waiting for the receipt of last
installment. The later is accounting view-point for recognition of profits. Reason is
simple. Otherwise, there would be no profit, till the last installment period.

(B) In case of contract accounts, the contractor may be liable to pay only when the whole
work is completed as per the terms of the contract. However, profit is recognised on
the completed work, certified by the proper agency, year after year, for the purpose of

accounting.
Generally Accepted Accounting Principles
Accounting Concepts Accounting Conventions
— Separate entity concept Conservatism
— Money measurement concept Consistency
— Going concern concept Full Disclosure
— Dual aspect concept Materiality

— Realisation concept
— Cost concept

— Accounting period concept

— Matching concept

2.6 ACCOUNTING CONVENTIONS

By Accounting Conventions, we mean usages and customs of accounting. Customs or usage is
a practice, which is in vogue, since long. We mostly use these conventions in preparing the final
accounts, as they are useful for better understanding.

Accounting conventions are the customs and traditions, which guide us in
preparing accounting statements.



Generally Accepted Accounting Principles 33

Types of Accounting Conventions

1. Conservatism

‘Playing safe’ is the main idea underlying this convention. In the initial stages of accounting, not
actual profits, but, even anticipated profits have been recorded. But, the anticipated profits have
not materialised. This has shaken the confidence in accounting.

In consequence, Accounting has started to follow the rule “anticipate no profit and provide
for all possible losses’. For example, closing stock is valued at cost price or market price,
whichever is lower. The effect of the above is that in case, market price comes down, then the
‘anticipated loss' is to be provided for. But, if the market price goes up, then the *anticipated
profits' is to be ignored. When lower of the two is taken into account for valuation of closing
stock, no anticipated profit is booked, but all possible loss is taken care of.

This concept emphasises that profit should never be overstated or anticipated.

Concept of conservatism is otherwise known as ‘Prudence’. Conservative
concept, more than any other, has given rise to the idea that accountants
are pessimistic and boring people!!

Basically, the concept says that whenever there are two equally acceptable methods, the one, which
is more conservative, will be accepted. When a judgment is based on general estimates, if there is
a dilemma as to which is correct, the most conservative estimate will be accepted. When there is
a probability of getting profit or loss, profit will be ignored, but loss will be taken into account.

If an optimistic view of profits is taken, then dividends may be paid out of profits that have
not been earned.

Critics point out that conservation to an excess degree results in the creation of secret reserve.
Even, prudence does not justify the creation of secret reserves. Creation of secret reserves is
not allowed. If alowed, it provides an opportunity to the management to cover their inefficiencies
from the secret reserves so created. So, Creation of secret reserves is also quite contrary to
the doctrine of disclosure. ‘Conservatism Concept’ needs to be applied with more caution so
that operational results are not distorted. This concept, principally, applies to the current assets.

2. Consistency

Consistency is a fundamental assumption of accounting. It is presumed, unless otherwise stated,
Accounting Practices are unchanged, year after year. If the accounting practices are changed,
the fact is to be mentioned and its impact is to be quantified.

If closing stock is valued at cost or market price, whichever is lower, the same principle is
to be applied, every year. Similarly, if the fixed assets are depreciated according to the diminishing
balance method, the same method is to be consistently followed. Following diminishing balance
method for one year and straight-line method for the next year would distort the results. It does
not mean ignoring change for betterment. The important point is departure for better techniques
are allowed, but the effect of change has to be arrived at and specified. Otherwise, comparison
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would give misleading results. So, if the valuation of closing stock is changed from the earlier
stated one (cost or market price, whichever is lower) to the valuation based on the market price
alone, then in the year of change, the change has to be stated and, equally, the impact of change,
in terms of profits, is to be quantified in ‘Notes to Accounts'.

Once a firm has chosen a particular method of accounting, it should adhere
to that method in the future, so as to allow for the most meaningful
comparisons on a year-by-year basis.

However, consistency does not mean inflexibility. However, when there are compelling reasons
for a change, that change should be reported. If adoption of a change results in inflating or
deflating the profit figures and financia position, compared to the previous year, a suitable note
about the impact of change on operational results and financial position has to be given in the
‘Notes to the Accounts' of the financial statements.

Where accounting policies are changed, companies are required to disclose
this fact and explain the impact of any change.

3. Materiality

‘Materiality’ refers to the relative importance of an item or event. This convention emphasises
that all material facts should be recorded in accounting. Accountant should attach importance to
material details and ignore insignificant details. While sending a statement of account to the debtor,
the exact amount receivable from the concerned debtor is to be shown. However, when the
summary of debtors is presented to the top management, the individual debtors are rounded to
the nearest thousand. Here, management is not interested to know the minute details to the last
rupee. The Companies Act permits preparation of financial statements to the nearest rupee.
Similarly, even the income-tax payable is rounded to the nearest rupee.

The question what constitutes a ‘material detail’ is left to the discretion of
the accountants. An accountant should make an objective distinction between
material and immaterial information.

Materiality is defined in the International Accounting Standards Board’s “Framework for the
Preparation and Presentation of Financial Statements’ in the following terms:

“Information is material, if its omission or misstatement could influence the economic decision
taken on the basis of the financial statements. Materiality depends on the size of the item or
error judged in the particular circumstances of its omission or misstatement. Thus, materiality
provides a threshold or cut-off point rather than being a primary qualitative characteristic which
information must have, if it is to be useful”.

Those who make accounting decisions continually confront the need to make judgments
regarding materiaity. Is this item large enough for users of the information to be influenced by it?

The accountant should regard an item material, if he has reason to believe that the knowledge
of it would influence the decision. In other words, if the knowledge of information would have
a bearing on the decision, then that information is material and is to be provided.
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4. Full Disclosure

The Convention of ‘Disclosure’ means that all material facts must be disclosed in the financial
statements. For example, in case of sundry debtors not only the total amount of sundry debtors
should be disclosed, but also the amount of good and secured debtors, the amount of good, but
unsecured debtors and amount of doubtful debts should be stated. Full disclosure does not mean
disclosure of each and every piece of information.

Whether the information is required to be disclosed or not depends on the
materiality of information. Materiality depends on the amount involved in
relation to the group involved or profits.

The financial statements should be honestly prepared and sufficiently disclose information, which
is of material interest to the present and potential creditors and investors.

According to section 211 of the Companies Act, not only the financial statements must disclose
atrue and fair view of the affairs of the company, but also should be prepared in the prescribed
form as per the requirements of the Act.

Appending notes to accounts and providing information in the notes is a sufficient disclosure
of information. ‘Notes to Accounts' is provided below the balance sheet. Generally, information
relating to contingent liabilities, market value of investments and other information required to be
disclosed is mentioned in notes and providing information in this manner is considered sufficient
compliance of law.

Check your Understanding

(A) State whether the following statements are True or False

1. The chief objective behind the accounting principles is that the accounting statements should
be both reliable and informative.

2. The term ‘Accounting Concept’ refers to assumptions and conditions on which accounting is
based.

3. Financial statements of a Sole Proprietor or Partnership firm are open documents, available
for inspection to the public.

4. Accounting principles may be defined as those rules of action or conduct, which are adopted
by the accountants, universally, while recording the transactions in books of accounts.

5. Disclosure of contingent liabilities in the notes to accounts, not showing in the main accounts,

does not comply disclosure convention.

Accounting concepts and accounting conventions convey the same.

Dual aspect is the basic concept of accounting.

The term ‘accounting equation’ is used to denote the relationship of equities to assets.

Equities are of two types—owner’s equity and outsider’s equity.

10. According to the ‘Going Concern Concept’, business would continue to run, indefinitely, beyond
foreseeable future.

11. Cost concept is applicable to fixed assets as well as current assets.

12. Accounting conventions are the customs and traditions, which guide us in preparing accounting
statements.

© ® N
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13.
14.
15.
16.

17.

Conservatism concept emphasises that profit should never be overstated or anticipated.
Accountants follow the rule “anticipate no profit and provide for all possible losses”.

The concept of ‘Conservatism’ is otherwise known as ‘Prudence’.

If closing stock is valued, for a number of years, at cost or market price, whichever is lower,
the same principle cannot be changed at all in later years.

The question what constitutes a material detail is left to the subjective judgment of the
accountants.

Answers

1. True 2. True 3. False 4. True 5. False 6. False 7. True 8. True 9. True 10. False 11. False 12. True
13. True 14. True 15. True 16. False 17. True

(B) Pick up the most appropriate

1. Conservatism convention is applied for the valuation of
(i) Current assets (i) Fixed assets
(i) Current assets and fixed assets (iv) none
2. Cost concept is applied for the valuation of
(i) Current assets (i) Fixed assets
(i) Current assets and fixed assets (iv) none
3.  The convention of conservatism, when applied to balance sheet, results in
() understatement of liabilities (i) overstatement of liabilities
(i) understatement of assets (iv) overstatement of assets
4. A manager asks the accountant to record the bitter relationship between the production
manager and marketing manager, which has resulted in reduced profits. Accountant answers
that this aspect cannot be recorded in accounts due to the following:
() consistency convention (i) money measurement concept
(i) separate entity concept (iv) disclosure convention
5.  Proprietor inquires whether air-conditioner purchased for his residence can be accounted for
in the accounts books of the business and he receives the reply from the accountant that
such recording is a violation of
(i) cost concept (i) separate entity concept
(i) materiality (iv) realisation concept
Answers

1. (i) 2. (ii) 3. (iii) 4. (ii) 5. (ii)
(C) Match the following

Accounting period consists of ................... Capital

The qualitative aspect of the business is not recorded Separate entity concept
in the books of accounts according to the basic assumption
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3. Treatment of capital in the books of the firm as liability 12 months
observes the accounting assumption of ..................
4. A sale is recorded as soon as agreement is made, Money measurement
which is a violation ...................
5 of accounting can never be ignored Materiality
6. Disclosing important information in accounting observes
the principles of .................. Realisation concept
7. Assets — Liabilities = Basic assumptions
Answers

1. 12 months 2. Money measurement 3. Separate entity concept 4. Realisation concept
5. Basic assumptions 6. Materiality 8. Capital

(D) Point out the incorrect equation

(@ Assets = Liabilities + Capital (b) Assets = Capital + Liabilities
(c) Liabilities = Assets + Capital (d) Capital = Assets — Liabilities
Ans. (c)

Descriptive Questions

1. What is meant by “Generally Accepted Accounting Principles”? Describe the characteristics
the Accounting Principles should have for uniform acceptance. (2.3)

2.  Explain the need of ‘Accounting Principles’. Discuss briefly the Accounting Concepts and
Conventions. Name any three each in both the categories and detail. (2.2, 2.5 and 2.6)

3.  What do you understand by the term “Accounting Concepts”? Detail the Accounting
Concepts. (2.5)

4.  Explain the meaning of the term “Accounting Convention” and give a detailed presentation
about the accounting conventions. (2.6)

5.  Write about accounting principles and explain their importance in recording the financial
transactions. (2.2 and 2.3)

6. What is meant by ‘Generally Accepted Accounting Principles’? Describe characteristics of
the accounting principles. (2.2 and 2.4)

Interview Questions
Q.1. Complete the following sentences:

business entity - dual aspect - business entity - realisation - going concern - prudence

- consistency - cost - accruals - money measurement - materiality - prudence
If a firm believes that some of its debtors may “default”, it should act on this by making sure
that all possible losses are recorded in the books. This is an example of the (1) ........ccccc..ee.
convention in operation.
The fact that a business is separate and distinguishable from its owner is best exemplified by
the (2) e, concept.
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Everything a firm owns, it also owes out to somebody. This co-incidence is explained by the
(B) oo, concept.

If a cashier buys a cash book to record accounts of the firm, he would not try to account for
every single sheet of paper in the book because of the (4) ......ccccccceeeee. convention.

The (5) oo convention states that if (say) the straight-line method of depreciation is
used in one year, then it should also be used next year.

A firm may hold stock, which is heavily in demand. Consequently the market value of this stock
may be increasing. Normal accounting procedure is to ignore this because of the (6) ..........cccc......
concept.

If we receive an order for goods, we would not include the value of it in our sales figures (yet)
owing to the (7) ......eeeeennes concept.

A business makes a loss for the second year running, but the (8) ..........cccc...... concept tells us
that it will carry on trading unless we are notified to the contrary.

Profit calculation is based on expenses incurred during the period rather than those paid. This
statement effectively describes the (9) .................... concept.

The management of “Sharma & Co” are remarkably incompetent, but the firm’s accountants cannot
take this into account when preparing the books because of the (10) .................... concept.

The research and development section of “Kishore Ltd” however is doing so well that they anticipate
a huge jump in sales next year. The accountants cannot increase the book value of the patents
held though, because of the (11) .....cccc.cce.e... convention.

The book-keeper for “Dheera Tiles” would only be concerned with the total value of her drawings,
not with how she had spent it because of the .................... concept.

Ans. 1. prudence 2. business entity 3. dual aspect 4. materiality 5. consistency 6. cost 7. realisation
8. going concern 9. accruals 10. money measurement 11. prudence 12. business entity

Q.2. The first years’ profit of Cherry Bicycles was reported as Rs. 25,600. After this figure was
reported, it became known that shop equipment with a cost price of Rs. 6,000 had been
entered in full as an expense. The equipment was estimated to last for five years, after
which it would be worthless. Fill the gaps in the following:

The amount that should have been charged as an expense to this year is (i) Rs.
.................... , giving a corrected profit figure of (i) Rs. .................... The relevant concept
that should be applied here is the (iii) ....cccc...ceec... concept.

Ans. (i) 1,200 (ii) 30,400 (iii) going concern
Q.3. The chairman of Sandhya Components Ltd reports a profit of Rs. 78,000 for the year. This
includes an amount of Rs. 5,000 relating to an order just received. Fill the gaps:
The real profit is (i) RS. ....cocceeviieennn. because we should apply the (ii) ........ccccenee. concept.
Ans. (i) Rs. 73,000 (ii) Realisation
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Q.4.

Ans.

Q.5.

AnNs.

Q.6.

Ans.

Q.7.

Ans.

Q.8.

Ans.

During the year, Radhi has taken home some garments from her boutique, in order to wear
it herself. She has included the cost of this stock (Rs. 1,200) as a business expense
when calculating the profits as Rs. 28,800. Fill the gaps:

The (i) .o concept applies here and the profit figure should be
(i) Rs. i

(i) Business/separate entity (i) Rs. 30,000

Link the following:

1.| Based on assumptions and conditions Money measurement concept
2.| Expressed in terms of money Accounting concept

3.| Based on customs and traditions Double entry principle

4.| Playing safe Accounting convention

5.| Dual aspect concept Accounting equation

6.| Equities = Assets Materiality

7.| Reduction of capital Cost concept

8.| Fixed assets Conservatism

9.| Small and ignorable amount Loss incurred by the firm

1. Accounting concept 2. Money measurement concept 3. Accounting convention 4.
Conservatism 5. Double entry principle 6. Accounting equation 7. Loss incurred by the firm
8. Cost Concept 9. Materiality

A public limited company has been providing depreciation on its fixed assets by written
down value method, since long. Now, the company wants to change the method of providing
depreciation from WDV method to Straight line method. Is the change of method allowed
and if so, how?

The company can change the method of providing depreciation from WDV method to straight
line method. If it decides to change the method of providing depreciation, it has to quantify
the effect of change on its operational results. In other words, it has to specify by what
amount its profit has been increased or reduced by the changed method. This information
has to be, specifically, quantified and stated in ‘Notes to Accounts’.

What is meant by ‘Notes to Accounts’?

‘Notes to Accounts’ are additional information provided below the financial statements. The
notes give further details on the numbers given in the accounts. Matters, which have bearing
on the financial results, are stated with their impact, quantified, wherever possible in ‘Notes
to Accounts’. This would enable the reader to understand the financial results and position
in a proper perspective.

What is the significance of ‘Notes to Accounts’?

One has to read the financial statements along with the notes to accounts. In other words,
notes to accounts are an integral part of financial statements. Investors who rely on the
main body of the accounts and ignore the notes are likely to find themselves misled. The
accounts are not complete without the Notes to Accounts.
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Q..

Ans.

Q.10.
Ans.

Q.11.

AnNs.

A private limited company has been valuing its closing stock, adopting the principle of
‘cost or market price, whichever is lower’, all the years. All the years, the cost has been
lower. In the current year, the market price is lower than the cost. If the company values
the stock on the basis of market price, changing from the earlier cost to market price,
what accounting principle is violated? Do you feel any need to state in ‘Notes to Accounts’,
if so, in what way?

There is no violation of any accounting principle. The company has been adopting the
principle of ‘cost or market price, whichever is lower’ for valuation of closing stock. The
principle of consistency is followed. There is no inconsistency here as the shift from cost
price to market price is merely the application of the principle. Only the circumstances
have changed. The application is followed, consistently.

Nothing is to be stated in ‘Notes to Accounts’.
Often we hear, ‘Playing Safe’ is the practice of accountants. What does it mean?

The accounting convention — convention of conservatism is also called ‘Playing Safe’.
According to this accounting policy, accounts should take into consideration all possible
losses but not prospective profits. For this reason, providing for all losses and not
accounting for profits is termed as ‘Playing safe’.

The principle of conservatism is, generally, applied when there are two acceptable methods.
The method that is more conservative is adopted. Similarly, when a judgment is based on
estimates and there is a dilemma as to which one is correct, the most conservative one
is accepted. For this reason, accountants are termed, at times, as pessimists.

In one of the annual general meetings, a shareholder has raised the issue that some of
the expenses are clubbed with other expenses. A reply has been given that some small
amounts of expenditure, whose heads are not significant and important are clubbed. The
management has stated that the financial statements disclose all the items which are
e ". To which accounting principle, the reply is referred to? Explain the significance
of the concept, discussed.

The reference is related to the convention of “Materiality”. Materiality is a relative
phenomenon. An item material for one concern may not be material to another concern or
for another year. So, clubbing of insignificant items of expenditure is not a material.

An accountant should be able to make an objective distinction between material and
immaterial information.

If there is sufficient disclosure and materiality is followed, there is no violation of any
accounting principle.

000
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3.1 INTRODUCTION

Dual aspect is the basic concept of accounting. According to this concept, for every debit, there
has to be a corresponding credit. In other words, when a transaction is recorded, debit amount
has to be equal to the credit amount. This is also known as ‘Double Entry Principle’. The basic



42 Accounting for Managers

principle of double entry system is that each business transaction affects two accounts in the
books of a businessman. No transaction is complete without double aspect. The same amount is
entered on the debit side as well as credit side of different accounts.

This system recognises the fundamental fact that a business transaction is a double-sided affair.

In the words of J.R. Batliboy “Every business transaction has two fold effect
and it affects two accounts. In order to keep a complete record of
transactions, one account is bound to be debited and the other account is
bound to be credited. Recording this two fold account of each transaction
is called Double Entry System”.

3.2 DOUBLE ENTRY SYSTEM

There are two aspects in every business transaction. They are receiving aspect and the other
giving aspect. Under this system, every transaction is recorded twice, one on the debit side i.e.
the receiving aspect and the other — credit side i.e. giving aspect. Let us illustrate. When a
business man buys goods, he receives goods on one side and on the other side, money is given
towards the value of goods. When he hires the services of employees, services are received on
one side, while payment is made for the services rendered.

The features of double entry can be summarised as under:
e |t records two aspects of every transaction.
e One aspect is debited and the other aspect is credited.
e Tota of debits are equal to total of credits.
The double entry system can be well explained by the Accounting equation.

Accounting Equation

An accounting equation is a statement of equality. Here, the resources are equal to the sources.
The owner or proprietor and outsiders provide the sources for acquiring resources. The resources
are known as ‘Assets’. As owners and outsiders have provided the funds to the business and
business is independent from these persons, due to business entity concept, these persons have
a claim against the assets of the business. These claims are known as ‘Equities’. Equities are
of two types. They are owner’s equity and outsider’s equity. Owner’s equity (or capital) is the
claim of owners against the assets of the business. Outsider’s equity (or liabilities) is the claim
of the outsiders such as creditors, loan providers and debenture-holders against the assets of the
company.

Resources (Assets) = Sources of Finance (Capital + Liabilities)

Someone, either owner or outsider, has claim against the assets of the business. So, the total
value of the assets is equal to the total value of capital and liabilities. The owner’s share is
what is left out of the assets, after paying off all the liabilities of the outsiders.
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We can say
Assets = Equity (Total claims)
Assets = Owner’s claim + Outsiders' claim
Assets = Capital + Liabilities

The above is known as the accounting equation or balance sheet equation.

The term ‘Assets’ denotes the resources owned by the business, while the
term ‘Equities’ denotes the various claims of the parties against those
Assets.

At any point of time, the assets are equal to the sum of owner’s claim and outsiders' claims.
Therefore

Capital = Total Assets — Outside Liabilities
Accounting equation can be presented as under:

Liabilities Assets
Capital Cash
Liabilities Bank
Creditors Bills Receivable
Bill Payable is equal to Stock in Trade
Outstanding Expenses Furniture
Bank Overdraft Machinery
Loan Building

Accounting Equation

When any one of them (owner or outsiders) provides funds, the assets increase. Similarly, the
assets decrease when payment is made to them. In other words, when the assets are sold, new
assets can be bought in their place, alternatively the amount can be utilised for payment of
liabilities. In other words, a change in an asset results in change of other asset/liability.

The double entry principle is explained with the following example:

1. Suppose, Cherry & Co starts a business with Rs. 1,00,000 as capita. The accounting equation
would be as follows:

Assets
Cash (1,00,000)
1,00,000

Capital + Liabilities
Capital (1,00,000) + Liabilities (0)
1,00,000
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The business purchases furniture for Rs. 10,000. In place of cash, furniture has come into
the business. The accounting equation would appear as follows:

Cash (90,000) + Furniture (10,000) = Capital (1,00,000) + Liabilities (0)
1,00,000 = 1,00,000

At this stage, firm makes a cash purchase of stock Rs. 20,000 for carrying on the business.
The equation will be as follows:

Cash (70,000)+ Furniture (10,000) + Goods (20,000) = Capital (1,00,000) + Liabilities (O)

1,00,000 = 1,00,000

To add stock to the business, a credit purchase of goods is made for Rs. 30,000 from Dimpy
& Co, who would be a creditor as he has supplied goods on credit. The equation, now,
would be:

Cash (70,000) + Furniture (10,000) + Goods (50,000) = Capital (1,00,000) + Creditors (30,000)
1,30,000 =1,30,000

As and when a change is taking place, for the same amount, change is taking place
somewhere else. It would be observed that a change has taken place on both the sides.
However, the total on both the sides remains the same.

Goods are sold on credit for Rs. 5,000. The cost of the goods is Rs. 4,000. So, stock of
goods decreases by Rs. 4,000 and debtors increase by Rs. 5,000. Here, the transaction has
resulted in a profit of Rs. 1,000. This profit increases capital as the profit belongs to the
proprietor as he has assumed the risk of commencing the business. So, the capital increases
by Rs. 1,000. In other words, profit or loss is transferred to capital account. Profit increases
capital account while loss or drawings reduce the balance in capital account.

Cash (70,000) + Furniture (10,000) +

Goods (46,000) + Debtors (5,000) = Capital (1,01,000) + Creditors (30,000)

1,31,000 =1,31,000

The business pays Rs. 200 for rent and Rs. 600 for salaries. Cash balance would be reduced
by Rs. 800. So, these expenses reduce the profit and inconsequence, balance in capital
account. Hence, the position would be as under:

Cash (69,200) + Furniture (10,000) +

Goods (46,000) + Debtors (5,000) = Capital (1,00,200) + Creditors (30,000)

1,30,200 =1,30,200

There is a two-way effect for every transaction.

From the above, two things are clear. At any stage, the total of assets will be equal to total of
liabilities and capital. An increase in an asset can result in a corresponding decrease in another
asset or corresponding increase of liability. Similarly, a decrease in an asset can result in increase
of another asset or decrease of liability. Every transaction has a corresponding effect.
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The last equation stated above can also be presented in the form of a statement called the Balance
shest. It is given below:

Balance Sheet of Cherry & Co as on .......

Rs.
Liabilities Assets
Creditors 30,000 Cash 69,200
Capital 1,00,200 Furniture 10,000
Goods 46,000
Debtors 5,000
1,30,200 1,30,200

Any change in an Asset/Liability and impact of Profit/Loss can be summed up as under:

Change Results in

1. Increase in an asset Increase in liability
Decrease in another asset

2. Decrease in an asset Decrease in liability
Increase in another asset

3. Increase in liability Increase in asset
Decrease in another liability

4. Decrease in liability Increase in liability
Decrease in asset

5. Profit Increase in asset/s
Decrease in liability/liabilities

6. Loss Decrease in asset/s
Increase in liability/liabilities

When the business incurs loss, the impact is on the reduction of assets. In the event of closing
or winding up business, first we pay the outsiders’ claims and balance is left to the owner.

3.3 RULES OF DEBIT AND CREDIT

Under the double entry system of accounting, each account has two sides—debit side and credit
side. The left hand of an account is called debit side and the right hand side is called credit
side. If an amount is to be debited, it is to be entered on the left hand side of the account, while
the credit amount is to be entered on the right side of the account.
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The term ‘Account’ denotes the date-wise record of all dealings or transactions
relating to a person, body of persons, corporate, property, liability, expense
and income according to certain principles.

The form of an account isin “T” form, which is as under:

Dr. Cr.

(Debit Side) | (Credit Side)

Form of Account — “T” Form

Wherever possible, prepare Account in “T” form to avoid mistakes and
ensure arithmetical accuracy.

For the purpose of recording business transactions, accounts are classified into three categories:

Classification & Rules of Accounts

ACCOUNTS
Personal Real Nominal
Account Account Account
Natural Artificial Representative Tangible Intangible Expenses Incomes
Account Account Account Account Account and Losses and Gains
Debit The Receivier Debit What Comes in Debit All Expenses and Losses
Credit The Giver Credit What Goes out Credit All Gains And Incomes

(A) Personal Accounts
They are the accounts of persons with whom the business deals. They can be divided into three
categories.

Theruleis:
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DEBIT THE RECEIVER
CREDIT THE GIVER

(i)

Natural Personal Accounts: They are persons who are created by God. For example,
Suresh’s account, Apeksha's Account and Kuhu's Account etc.

(if) Artificial Personal Accounts. These are artificial persons i.e. any limited company,

bank, insurance company, partnership firm, government body, co-operative society or a
club.

(iii) Representative Personal Accounts: These accounts represent a certain person or

group of persons. For example, if rent is due to the landlord, the amount is credited to
an outstanding rent account, not to the landlord account. Smilarly, if salary is due (amount
not paid) to the employees and, in the meanwhile, books of accounts are closed, the
amount due would be credited to outstanding salaries account. Only one account is
opened for all the employees, ‘outstanding salaries account’. If individua employees
accounts are to be opened, there would be many, resulting in unnecessary workload,
as the purpose of the account is temporary to show a liability till the amount is paid. It
is immaterial to whom the amount is payable as the nature of the account shows the
total amount due to the employees for services rendered. The amount represents salary
payable. All such accounts are termed as ‘Representative Personal Accounts

(B) Real Accounts
The Ruleis:

DEBIT WHAT COMES IN
CREDIT WHAT GOES OUT

Real accounts relate to the business property and such things, which can be touched. Real
accounts are further divided into two categories:

(i) Tangible Real Accounts: Examples of such accounts are cash account, furniture

(i)

account, building, stock account etc. It is important to note that bank account is a
personal account, not real account. Many think cash and bank represent property and
purpose of holding is same so they think bank account is also a real account. Balance
lying in Bank of India is to be distinguished from the balance in Andhra Bank. Bank
balance is related to the institution where it is kept.

Cash is real account, while a bank account is a personal account.

Intangible Real Accounts. These accounts represent such things, which cannot be
touched, though they can be measured in terms of money. Examples are Goodwill,
Patents and Trademarks etc.
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(iii) Fictitious Assets: Fictitious assets are expenditure on some activity, considered as
capital expenditure as the benefits of the expenditure lasts over a long period. Total
amount is not charged to profit and loss account, in one year, as the benefit is expected
to spread over a period.

The expenditure is debited to profit and loss account, in installments, over a period during
which the benefit is expected to last. Till the expenditure is written off, the amount
appears on the assets side of the balance sheet.

Example: Share issue expenses, Discount on issue of shares, Preliminary expenses, under
writing commission etc.

Fictitious assets are not assets like machinery, building, computer etc. Goodwill, patents
cannot be called as fictitious assets as these are Intangible assets.

(C) Nominal Accounts

Nominal accounts include all expenses, losses, incomes and gains. Examples of such accounts
are rent, rates, lighting, insurance, salaries and dividends etc.

The rule is

DEBIT ALL EXPENSES AND LOSSES
CREDIT ALL GAINS AND INCOMES

Note: When prefix or suffix is added to a nominal account, it becomes personal account. The
following explains how a nominal account becomes a personal account.

Nominal Account Personal Account

1. Interest account (expense) Outstanding interest account, pre-paid interest account.

2. Rent account Outstanding rent account, rent pre-paid account.

3. Salary account Outstanding salaries account, pre-paid salaries account

4. Interest account (income) Accrued income account, interest received in advance
account.

5. Insurance account Outstanding insurance account, pre-paid insurance account.

3.4 ADVANTAGES OF DOUBLE ENTRY BOOK-KEEPING

The primary advantage of Double Entry Book-keeping is to establish arithmetical accuracy of
accounts. Once, trial balance is tallied, it means that the transactions are recorded on the debit
and credit sides, with the same amount. Double Entry Book-keeping does not indicate or guarantee
the correctness of the entry. Instead of debiting one account, a wrong account may be debited
and similar is the case with the credit aspect. As for every debit, there is a corresponding credit,
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so books of accounts balance. Arithmetical accuracy is there, but financial correctness may not
be there.

Example: Cash paid towards repairs Rs.100. Instead of debiting repairs account, Radha's
account may be debited. Yet, the trial balance tallies.

Accounts are arithmetically correct, but they are not financially correct as repairs account
does not show the total amount of repairs incurred.

Double Entry Book-keeping ensures arithmetical accuracy alone, does not guarantee financial
correctness.

3.5 ACCOUNTING CYCLE

An accounting cycle is a complete sequence of transactions, beginning with the journal, later
recording in a ledger, arriving at the balance in the ledger, moving to prepare trial balance and
finally preparation of financial statements — Trading and Profit and Loss Account (Income
Statement) and Balance Sheet (Position Statement).

Journalising » Posting

Record the transactions in
the Journal. Sum of debit
and credit should always
be equal in the journal.

Trial Balance

|

Transfer the transactions
in respective accounts
opened in the ledger.

Prepare a list showing the
balance of each & every
account. Total of debits
should be equal to total of
credits. Otherwise, there is
no arithmetical accuracy.

Trading & Profit
and Loss Account

!

Purpose is to ascertain the
profit/loss for the
accounting period.

» Balancing

Arrive at the difference
between total of debit and
credit column in each
account in the ledger.

Balance Sheet

!

A 4

Purpose is to ascertain the
financial position at the
end of the accounting
period.

Sequential Steps in an Accounting Cycle

3.6 RULES OF JOURNALISING OR PROCESS OF JOURNALISING

A journa is a book in which transactions are recorded in the order in which they occur. Journal
is a book of daily record.

A journal is called a book of original entry (prime entry) because all business
transactions are first recorded in the journal.
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An entry made in the journal is called a ‘Journal Entry’. In every business, accountant enters
the business transactions date-wise in a chronological order on the debit and credit side, along
with the narration according to the principles of double entry. The process of recording transactions
in the journal is called ‘Journalising’.

To record transactions, the first step is to record in a journal. The proforma of journal is as

under:

Date Particulars Ledger Folio Dr. Amount Cr. Amount

Rs. P. Rs. P.

Proforma of Journal

Thus, Journal contains five columns—

1.
2.

Date: In the column, the date on which the transaction takes place or occurs is entered.
Particulars: The names of the two accounts affected by the transaction are recorded. In the
first line, the name of the account which is debited is written, added with the word ‘Dr.” In
the second line, the name of the account, which is credited is written after leaving some space,
commencing with the words “To’. ‘Dr’ indicates that the relevant account is to be debited
and the word ‘To’ shows that the concerned account, written against, is to be credited.

Below these lines, a short description of the transaction is made, which is called ‘narration’.
The narration explains why the account is debited and credited. Thereafter, a line is drawn
which signifies that the transaction is complete.

Ledger Folio or L.F.: L.F. stands for ledger folio. Every entry in the journal is to be posted
in the ledger. After posting in the ledger, the folio number of the ledger is mentioned in the
journal. Similarly, in the ledger, the folio of the journal is mentioned for cross-referencing to
facilitate easy identification and verification.

Amount (Dr.): This column shows the amount, which is to be debited to the account shown
against.

Amount (Cr.): This column shows the amount, which is to be credited to the account shown
against.

The totals of debit and credit columns are to be made on every page to confirm the correctness
of the arithmetical accuracy as the principle is “for every debit, there has to be a corresponding
credit’. If the total of debit and credit do not agree, it is an indication that the amounts have
not been entered, correctly, in the journal. Adequate care is needed as the subsequent accounting
work is dependent upon the correctness of the entries made in the journal.



Double Entry Principles and Journal 51

3.7 TIPS FOR JOURNALISING

(A) Clarity of Fundamentals

To pass the correct journal entries, we must ascertain answers to the following questions:
1. Which accounts would be affected by the transaction?

2. What is the nature (Real, Personal or Nominal) of those affected accounts?

3. Which account will be debited or credited and why?

(B) Open Purchase/Sales Account, Instead of Goods Account

Goods are purchased as well as sold. If we debit and credit goods account, how do we know
the amount of purchases and sales, separately? A consolidated goods account does not give totals
of purchases and sales, separately. For this reason, goods account is not opened, but purchases
and sales accounts (of goods) are to be opened, separately, to know the amount of purchases
and sales. Similar is the case with purchase returns and sales returns. Accounts are to be,
separately, maintained to get the totals and details, separately.

(C) Which Account is Relevant for Passing the Journal Entry?

Often, students stand in a dilemma which account is to be debited or credited. Some of the
situations are explained, here:

Treatment of cash/credit transactions
(i) Sold goods for Rs.5,000 cash.
(i) Sold goods to Dheera for Rs.5,000 cash.

(i) Sold goods for Rs.5,000.

(iv) Sold goods for Rs.5,000 on credit to Dheera
In transactions, (i) and (ii), goods are sold for cash. It isimmaterial to whom the goods are sold,
when it is for cash. The reason is it is a cash transaction. The transactions are cash sales and
sale proceeds have been received, already, in cash. Students do not have a problem in debiting
cash account but they often face the problem in identifying the account for crediting. Which
account is to be credited, whether sales or Dheera's account? If Dheera's account is credited,
we have to pay the amount to her as she stands as our creditor in our accounting books. Dheera
is not to be paid any amount. So, there is no need, at all, to credit her account. So, sales account
is to be credited.

In the transaction (iii), it is silent whether goods have been sold for cash or credit. Needless
to say, it is a cash sdle. Reason isiif it is a credit sale, party’s name would have been given for
recording recovery, to debit her account. In transaction (iv), no such confusion exists as it is a
credit sale. So, in this case, Dheera's account is to be debited and sales account is to be credited.
Only when a credit sale is made, question of recovering the amount comes up.
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Similar is the case with purchases. When cash purchase is made, it is immaterial for us to
know the person from whom the purchase has been made. But, when credit purchase is made,
the name of the party is required to credit the party’s account. If the transaction does not mention,
whether it is for cash or credit purchase and party’s name is not given, treat the transaction as
cash purchase.

(D) Treatment of Payment/Expenses

When payment is made to a person, check whether the payment is made to him for any services,
already, rendered. In such a case, the amount is to be debited to the concerned expense account.
If the amount has been paid, in advance, the amount would be recovered, later, in case, the
assured service is not received. So, the person to whom the payment is made is to be debited.
Let us explain.

(i) Salary paid to Rakesh Rs.1,000

(i) Payment made to Kalyan Rs.2,000 as advance for repairs

In the first case, we debit salary account, not Rakesh account. For the services rendered
by Rakesh, payment is made and so Rakesh does not repay the amount, later. So, Rakesh account
is not to be debited, but only salary account.

In the second case, Kalyan has not rendered any service at the time payment. So, repairs
account is not to be debited, but Kalyan's account is to be debited. If Kalyan does not undertake
repairs, as agreed, we have to recover the amount from him. Till such time, he stands as a
debtor in our accounting books. Once Kalyan repairs and submits the bill for Rs.2,200 then the
following entry is passed:

Repairs account ........ Dr 2,200
To Kalyan 2,200
(Being repairs incurred as per bill No. ..... dated .... submitted by Kalyan)

So, the advance is adjusted and balance of Rs.200 would be the credit balance lying in his account.
This shows that an amount of Rs.200 is payable to him, towards the balance for services rendered.

(E) Treatment of Income/Receipt

When any amount is received, check whether the amount received is for the services rendered.
If the amount is for the services rendered to that extent, credit the amount to the service account
say commission account. If amount is received, without providing any service, the amount is to
be credited to the party who has paid the amount as the amount is refundabl e/adjustable, depending
on the extent of service rendered. Let us explain:

() Commission received from Suresh Ltd Rs.1,000

(i) Advance for Commission received from Rao Rs.5,000

In the first case, Commission has been received and the situation indicates that services have
been, already, provided. So, credit commission account.
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In the second case, services have not, yet, been provided, but advance has been received. If
we do not provide services, we have to refund the advance amount. If services provided are not
to the extent of advance, even then balance is to be refunded. So, here, we credit Rao’'s account
with Rs.5,000 for the advance received. If we render commission services for Rs. 4,000 and submit
the hill, then we debit Rao account and credit commission account with Rs. 4,000. Then Rao's
account shows a credit balance of Rs.1,000, indicating the balance amount payable to him.

(F) Treatment of Trade Discount

When seller gives a deduction on the list price, it is known as trade discount. Normally, trade
discount is given to encourage higher quantum of purchases. Suppose, the list price is Rs.1,000
and atrade discount of 10% is offered, then the Net amount = List price —Trade discount, Rs.900
would be paid.
Suppose, goods are sold on credit to Kishore for Rs.10, 000 with a trade discount of 10%, sale
is recorded with the net price, in the books of the seller:
Kishore Account .............. Dr 9,000

To Sales Account 9,000

(Being goods sold to Kishore, on credit, after allowing a trade discount of 10% as per the invoice
no. ... dated ...)

(G) Treatment of Cash Discount (Full Settlement)

To make prompt payment, cash discount is normally allowed. At times, some reduction in the
form of discount is allowed to receive the full and final settlement. To the person who alows
the discount, it is expenditure. Discount is an income to the person getting it.

Radhi has to pay Rs.10,000 to Dheera. The amount is pending for a long period. To encourage
Radhi to make the full payment in one go, Dheera offers her Rs.500 as cash discount and Radhi

makes the payment by cheque to take advantage of the discount. In the books of Radhi, the
journal entry will be shown as under:

Dheera Account ................. Dr. 10,000
To Discount received account 500
Bank 9,500

(Being cheque issued to Dheera, after deducting cash discount)

(H) Treatment of Personal Expenses of the Owner

Sometimes, proprietor/partner withdraws cash from the business for his persona use, which is
known as drawings. Some of the articles dealt in the business may also be consumed, which is
to be recorded as drawings, in kind. If the transaction is not recorded, there would be shortage
in stock and at the same time, profits would not be correct to the extent of the drawings made.
When daughters of a garment owner take the clothes they like, they are to be recorded. They
would be treated as sales, but at cost price as goods are sold to the owner.
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Example: Sandhya & Co runs a garment shop and her daughters Radhi and Dheera takes
clothes for their use worth Rs. 20,000. Normal profit is 20% on sales. The transaction is to be
recorded as under:

Drawings account ....... Dr. 16,000
To Sales 16,000
(Being the withdrawal of goods at cost price)

Note to Students: For every transaction, there are two persons. For example, when a
sale occurs, there is a purchaser and seller. While recording transactions, it is important
to understand in whose books, the transactions are recorded. In the books of the buyer,
the same transaction is a purchase, while it is a sale in the books of the seller.

Illustration No. 1

State under what heading (Personal, Real or Nominal) would you classify each of the following
accounts, with suitable explanation:

(i) Rent alc. (i) Bank alc.
(i)  Furniture alc. (iv)  Goodwill alc.
(v) Proprietor’'s alc.
Solution:
(i) Rent is a nominal account. Nominal accounts are expenditure and income. Rent is
expenditure, hence it is a nominal account.

(i) Bank isapersona account. Bank account may be with Bank of India or Bank of America
In personal account, the rule is debit the receiver and credit the giver.

(i) Furniture is a real account. Furniture is an asset. In the real account, the rule is debit
what comes in and credit what goes out.

(iv) Goodwill is area account. Goodwill is an intangible asset. The rule is debit what comes
in and credit what goes out.

(v) Proprietor’s account is a personal account. In persona account, the rule is debit the receiver
and credit the giver.

[llustration No. 2
Enter the following transactions in the journal of Kalyan & Co.

2008 Jan Rs.
1 Commenced business investing in cash 70,000
2 Purchased land for cash 20,000
3 Purchased goods for cash 30,000
___ 4 _|_Purchase goods from Suresh on credit | 10000
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5 | soldgoodsforcash [ 20000

6 Sold goods to Arun on credit 6,000

7 Paid freight 300

8 Donated to charities 1,000

9 Paid salaries to Ramesh 1,200

10 Deposited cash into bank 16,000

11 Withdrawn from bank for office use 4,000

12 Withdrawn from bank for private use 6,000

13 Charged interest on capital 1,000

14 Rent received 2,000

15 Loan from bank 20,000

Solution: We shall prepare a chart to understand why a particular account is to be debited/
credited. This chart is only for the purpose of explaining only. The chart is not required to be
prepared, while recording the transactions in the journal.

Date of Account to be Account to be | Nature of Reasons for debit/
Transaction debited credited Account credit
2008 Jan 1| Cash Real account Cash has come in.
Capital Personal account | Capital has been given
by the proprietor.
2 Land Real account Land, an asset has come
into our books/business.
Cash Real account Cash has gone out.
3 Purchases (Goods) Real account Goods have come in.
account
Cash Real account Cash has gone out.
4 Purchases (Goods) Real account Goods have come in.
account Suresh Personal account | Goods have been pur-
account chased from Suresh and
amount is due to him.

5 Cash Real account Cash has come in.
Sales (Goods) | Real account Goods have gone out.
account

6 Arun Personal account | Arun is receiver.

Sales (Goods) | Real account Goods have gone out.
account

7 Freight Nominal account Expenditure incurred.
Cash Real account Cash has gone out.
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8 [ chaity [ | Nominal account | Expenditure incurred.
Cash Real account Cash has gone out.
9 Salaries Nominal account | Expenditure incurred.
Cash Real account Cash has gone out.
(Ramesh account is not
to be debited as he has
rendered services and
would not repay amount
received)

10 Bank Personal account| Bank is receiver.

Cash Real account Cash has gone out.

11 Cash Real account Cash has come in.

Bank Personal account | Bank is giver.

12 Drawings Personal account| Debit receiver (in a part-
nership firm, there are
more than one partners, it
is necessary to identify
the person)

Bank Personal account Bank is giver.
13 Interest Nominal account Expenditure incurred.
Capital Personal account Amount payable to him.
14 Cash Real account Cash has come in.
Rent Nominal account Income received.
15 Cash Real account Cash has come in.
Bank loan Personal account Bank is giver.
Date Particulars L.F. Amount Amount
[Dr.] Rs. [Cr] Rs.
2008 Cash a/c Dr. 70,000
Janl To Capital a/c 70,000
[Being cash brought in as capital]
2 Land a/c Dr. 20,000
To Cash al/c 20,000
[Being land bought for cash]
3 Purchases (Goods) alc Dr. 30,000
To Cash al/c 30,000
[Being cash purchases]
4 Purchases (Goods) a/c Dr. 10,000
To Suresh a/c 10,000
_ | [Beingcreditpurchases) | | |
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5

Cash a/c Dr.

To Sales (Goods) a/c
[Being cash sales]

20,000

Arun al/c Dr.

To Sales (Goods) a/c
[Being credit sales]

6,000

6,000

Freight a/c Dr.

To Cash alc
[Being freight paid]

300

300

Donation a/c Dr.

To Cash alc
[Being donation paid]

1,000

1,000

Salary alc Dr.

To Cash alc
[Being salaries paid]

1,200

1,200

10

Bank a/c Dr.

To Cash alc
[Being cash deposit into bank]

16,000

16,000

11

Cash a/c Dr.

To Bank alc
[Being withdrawal from bank for office use]

4,000

4,000

12

Drawings a/c Dr.

To Bank alc
[Being withdrawal from bank for private use]

6,000

6,000

13

Interest a/c Dr.

To Capital a/c
[Being interest charged (paid) on capital]

1,000

1,000

14

Cash a/c Dr.

To Rent alc
[Being rent received]

2,000

2,000

15

Cash a/c Dr.

To Bank Loan alc
[Being loan taken from bank]

20,000

20,000

[llustration No. 3
Journalise the following transactions:

2008

April 2 Started business with Rs.60,000 paid into Bank Rs.30,000



58 Accounting for Managers
3 Bought furniture for cash Rs.10,000
5 Bought goods for Rs.30,000
6 Sold goods for cash Rs.6,000
10 Bought typewriters for Rs.18,000 from the Remington Rand Inc. on credit
13 Sold goods to M/s. Radhi & Co. for Rs.10,000 on credit
15 Bought goods from M/s. Mohindra & Co. for Rs.20,000 on credit
18 Paid telephone rent Rs.2,400 for one year
22 Paid Rs.1,000 for advertisement
26 Sold goods to Dheera & Co. for Rs.8,000 for cash
30 Paid saaries Rs.2,000
30 Paid rent Rs. 1,000
30 Withdrawal of cash for personal use Rs.3,000 from Bank
30 Bought one delivery van for Rs.3,00,000 from the Maruti Motors Ltd. Payment to be
made by monthly installments of Rs.20,000 each. First installment paid by cheque.
Solution:
JOURNAL
Date Particulars L.F. Dr. Amount | Cr. Amount
2008 April Rs. P. Rs. P.
2 Cash Account ... Dr. 60,000 | —
To Capital Account 60,000 | —
(Cash brought in to start business)
2 Bank Account ... Dr. 30,000 | —
To Cash Account 30,000 | —
(Cash deposited with bank)
3 Furniture Account ... Dr. 10,000 | —
To Cash Account 10,000 | —
(Furniture bought for cash)
5 Purchases (Goods) Account..... Dr. 30,000 | —
To Cash Account 30,000 | —
(Goods bought for cash)
6 Cash Account ... Dr. 6,000 | —
To Sales (Goods) Account 6,000 | —
(Goods sold for cash)
10 Typewriters Account ... Dr. 18,000 | —
To Reminton Rand Inc. 18,000 | —
(Typewriters bought on credit)
13 M/s. Radhi & Co. ... Dr. 10,000 | —
To Sales (Goods) Account 10,000 | —
777777 (Sale of goods on creditto Radhi & Co)| | | | _ | _
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15 Purchases (Goods) Account Dr. 20,000 [ —
To M/s. Mohindra & Co. 20,000| —
(Goods bought on credit as per

18 Telephone Charges Account ..... Dr. 2,400 | —
To Cash Account 2,400 —
(Telephone rent paid for one year)

22 Advertisement Account ... Dr. 1,000 | —
To Cash Account 1,000 —
(Amount paid for advertisement)

26 Cash Account ... Dr. 8,000 | —
To Sales (Goods) Account 8,000 —

(Goods sold for cash)

30 Salaries Account ... Dr 2,000 | —
Rent Account ... Dr. 1,000

To Cash Account 3,000 —
(Salaries and rent for the month of
April paid in cash)

30 Capital Account (or Drawings ....Dr. 3,000 | —
Account)

To Bank Account 3,000 —
(Amount withdrawn from bank for
private use)

30 Motor Van Account ... Dr. 3,00,000 | —
To Maruti Motors Ltd. 3,00,000| —
(Motor van no.......... bought on the
installment system as per agreement
NO....coevvnne dated................... )
30 Maruti Motors Ltd. ... Dr. 20,000 | —
To Bank Account 20,000| —
(Amount paid to Maruti Motors & Co.,
through cheque no........... dated

............ in pursuance of agreement)

Rs. 521400 | — | 5,21,400| —

[llustration No. 4
One of the accounts involved in the following transactions is given; state the rest.

Debit Credit
(@ Commenced business with cash (e.q.) Cash Capital
(b) Paid into bank Bank —

(c) Purchased goods for cash — Cash
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' (d)  Paid cash for furniture — Cash |
(e Sold to Vasu goods on credit — Sales (Goods)
® Received from Vasu on account — Vasu
(9) Sold to Varshney & Co. goods for cash Cash —

(h) Received cash from Vasu — Vasu
Allowed discount Vasu

0] Bought goods for cash from Kalyan Purchases —

(Goods)

()] Paid Mohan by cheque Mohan —

(k) Received rent from a sub-tenant Cash —

()] Rent due to landlord Rent —

(m)  Paid wages by cheque Wages —

Solution:

[(b) Cash (c) Purchases (Goods) (d) Furniture (e) Vasu (f) Cash (g) Sales (Goods) (h) Cash,
Discount (i) Cash (j) Bank (k) Rent Received (1) Landlord (m) Bank].

Illustration No. 5

The following journal entries have been made by a student. You are required to pass correct
entries, wherever you think them to be wrong.

(@ Brought capital into business:

Capital Alc Dr.
To Cash Alc
(b) Purchased furniture for cash:
Purchase A/c Dr.

To Furniture
(c)  Cash purchases from Ravi & Co:

Ravi & Co Alc Dr.
To Cash Alc
(d) Paid carriage for cash purchases:
Purchase A/c Dr.
To Cash
(e) Paid carriage:
Carriage Alc Dr.
To Cash Alc
()] Salaries due to clerk:
Salaries Alc Dr.

To Cash Alc
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Solution:

[(a) should be reverse; (b) Debit Furniture, Cr. Cash; (c) Purchases (Goods) account should be
debited, not Ravi & Co; (d) Carriage account is to be debited, not Purchase account (€) correct;
(f) Credit Unpaid Salary A/c)]

[llustration No. 6

What do the following journal entries mean:

(@ Saay Alc Dr.
To Bank Alc

(b) Furniture A/c Dr.
To Ram Mart

(c) Ram Dr.
To Cash Alc
To Discount A/c

(d) Drawings A/c Dr.
To Bank Alc

Solution:

[(a) Salary paid by cheque; (b) Furniture purchased on credit; (c) Paid to Ram and Discount
received; Two transactions - receipt of cash as well as discount are combined, and one entry is
passed; (d) Drew cash for private use from bank.]

[llustration No. 7
What do the following journal entries mean:

() Depreciation Alc Dr.
To Car Alc

(b) Rent A/c Dr.
To Landlord

(© Gopa Rao Dr.
To Discount A/c

(d) Bank Alc Dr.
To Cash Alc

Solution:

[(a) Depreciation charged on car; (b) Rent due to Landlord; (c) discount has been allowed by
Gopa Rao; (d) Cash deposited into bank.]
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Illustration No. 8

On 1% April, 2007, Vasant & Co commenced business with a capital of Rs.60,000 and his
transactions for the month are given below:

2007 Rs.
April 1 Purchased goods for cash 15,000
April 2 Purchased furniture for cash 1,000
Purchased a typewriter for cash 2,000
April 5 Cash sales 5,000
April 6 Sold goods to Vikas on credit 8,000
April 10 Purchased goods from Prafulla 10,000
April 12 Returned goods to Prafulla 2,000
April 15 Goods returned by Vikas 1,000
April 20 Sold goods to Mukesh for cash 5,000
April 25 Withdrew goods for personal use 500
Solution:
Journal Entries in the Books of Vasant & Co
Date Particulars L.F. Dr. Amt. Cr. Amt.
Rs. Rs.
2007 Purchases A/C ......cccccvvevieiiicinnnnnn. Dr. 15,000
April 1 To Cash Alc 15,000
(goods purchased for cash)............
2007 Furniture A/C.....cccoeiiiiiiiieei Dr. 1,000
April 2 | Typewriter A/C ......oooooiiiiiiiiiieee Dr. 2,000
To Cash Alc
(furniture and typewriter bought for cash) 3,000
2007 Cash A/C ..o, Dr. 5,000
April 5 To Sales Alc 5,000
(goods sold for cash)......................
2007 ViKas A/C .o Dr. 8,000
April 6 To Sales Alc 8,000
(goods sold on credit) .....................
2007 Purchases A/C ......cccccvvevieiiiciinnnnn, Dr. 10,000
April 10 To Prafulla Alc 10,000
(goods purchased from Prafulla) ....
2007 Prafulla A/C ....ccevvieeeiiiie Dr. 2,000
April 12 To Purchases Returns Alc 2,000
| | (goods returned by Prafulla) I R I
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2007 | Sales Returns A/C....oooooeecce DL ] | 1000 ]
April 15 To Vikas Alc 1,000
(goods returned by Vikas)
2007 Cash A/C...ccccoiiiiii Dr. 5,000
April 20 To Sales Alc 5,000
(goods sold for cash).........cccuveeeeeen.
2007 Drawings A/C ....cccveeeeeiiiiiiiee e Dr. 500
April 25 | To Sales Alc 500
(goods withdrawn for personal use)
Grand Total Rs. 49,500 49,500

Illustration No. 9

Point out what is wrong in the following journal entries and give correct entries on the basis of
your explanation.

Date Particulars L.F. Dr. Amt. Cr. Amt.
Rs. Rs.
@ Bhima ....Dr. 600
To Purchases Alc 600
(for goods purchased from Bhima on credit)
(b) Purchase Alc ....Dr. 250
To Vikas Varshney & Co. 250
(for furniture purchased from Vikas Varshney & Co.)
(c) Kishore ....Dr. 2550
To Cash Alc 2550
(for Salary paid to Kishore, a computer executive)
(d) Examination Fees Alc ....Dr. 50
To Cash Alc 50
(for examination fees of proprietor’s son paid)
(e) | Sales Alc ....Dr. 300
To Cash Alc 300
(for goods sold for cash)
® Cash Alc ....Dr. 800
To Sales Alc 800
(for old machinery sold)
(0) Purchase Returns A/c ....Dr. 400
To Sandhya 400
(for goods purchased from Sandhya on credit)
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Solution:
Date Particulars L.F. Dr. Amt. Cr. Amt.
Rs. Rs.
@ Purchase Alc ....Dr. 600
To Bhima Alc 600
(for goods purchased from Bhima on credit)
(b) Furniture Alc ....Dr. 250
To Vikas Varshney & Co. 250
(for furniture purchased from Vikas Varshney & Co.)
(c) Salary Alc ....Dr. 2,550
To Cash Alc 2,550
(for Salary paid to Kishore, a computer executive)
(d) Drawings Alc ....Dr. 50
To Cash Alc 50
(for examination fees of proprietor's son paid)
(e) Cash Alc ....Dr. 300
To Sales Alc 300
(for goods sold for cash)
® Cash Alc ....Dr. 800
To Machinery Alc 800
(for old machinery sold)
(9) Purchase Alc ....Dr. 400
To Sandhya 400
(for goods purchased from Sandhya on credit)

[llustration No. 10
Journalise the following transactions:

Rs.5 for cartage.

Date Transactions

02.04.2008 Purchased goods from Srikant at the list price of Rs.2,000. He allowed 10%
Trade Discount.

03.04.2008 Sold goods to Govind at the list price of Rs.1,000 and allowed him 5% Trade
Discount.

08.04.2008 Received a cheque from Govind for Rs.930 in full settlement.

11.04.2008 Sent to Srikant in full settlement a cheque for Rs.1,750.

13.04.2008 Raghav is declared insolvent. Received from his Official Receiver, a first and
final dividend of 60 Paise in the rupee on a debt of Rs.2,500 .

14.04.2008 Recovered from Sudha an old amount written off as bad debt Rs.100.

15.04.2008 Received a V.P.P. for Rs.680, sent a peon to take delivery of it and he paid
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20.04.2008

Rs.1000).

Goods distributed as free samples (Sales Price Rs.1,200 Cost Price

22.04.2008

Goods destroyed by fire (Sale Price Rs.1,000, Cost Price Rs.800).

Solution:

Journal

Date

Particulars

L.F.

Dr. Amt.
Rs.

Cr. Amt.
Rs.

02.04.08

Purchases Alc Dr.
To Srikant

(Being the goods purchased from Srikant

for Rs.2,000 at a discount of 10%)

1,800

1,800

03.04.08

Govind Dr.
To Sales Alc

(Being the goods sold to Govind for

Rs.1,000 at discount of 5%)

950

950

08.04.08

Bank A/c Dr.
Discount Allowed A/c

To Govind Dr.
(Being a cheque received from
Govind in full settlement)

930

20

950

11.04.08

Srikant Dr.
To Bank Alc
To Discount Received Alc
(Being a cheque for Rs.1,750 sent to
Srikant in full settlement)

1,800

1,750
50

13.04.08

Cash Alc Dr.

Bad Debts Alc Dr.
To Raghav

(Being 60 Paise in the rupee received from

Raghav in full and final settlement)

1,500
1,000

2,500

14.04.08

Cash Alc Dr.
To Bad Debt Recovered Alc

(Being and old amount written off as

bad debt, recovered)

100

100

15.04.08

Purchases Alc Dr.

Cartage Inward Alc Dr.
To Cash Alc

(Being a V.P.P. received for Rs. 680 and paid

Rs. 5 for cartage)

680
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20.04.08* | Sales Promotion Alc Dr. 1,000
To Purchases Alc
(Being the goods distributed as free samples) 1,000
22.04.08* | Loss by Fire Alc Dr. 800
To Purchases Alc 800
(Being the goods destroyed by fire)

* These transactions are recorded at cost price as they are not real sales, so profit cannot be expected.

Descriptive Questions

1. “ Each transaction has a double aspect.” Explain this statement giving suitable examples.
(3.1 and 3.2)

2. What do you mean by ‘Double Entry System'? Explain with a suitable illustration. (3.1 and
3.2)

3. Explain the different types of accounts and the rules for recording in books of accounts.
(3.3)

Check Your Understanding

(A) State whether the following statements are True or False:

1. Both cash and bank accounts are real accounts.

Assets are equal to equities.

Equities are equal to the total value of capital and liabilities.

There is no difference between trade discount and cash discount.

Drawings in cash are recorded in books of accounts while drawings in kind are not recorded.

Cash purchase and credit purchase are treated in a similar manner so far as debit entry is

concerned.

For every debit, there is a corresponding credit for the same amount.

Journal is a book of prime entry.

Loss results in increase of asset or reduction of liability.

10. Profit or loss is finally transferred to capital account.

11. In an accounting equation, assets are equal to capital and liabilities.

12. When sales returns are made, sales returns account is credited.

13. When entertainment expenditure is incurred and payment is not made, entertainment
expenditure account is credited.

14. Dividend received is a personal account.

15. Double Entry Book-keeping ensures arithmetical accuracy alone, would not guarantee financial
correctness.

16. Cash book is a journal as well as a ledger.

17. It is necessary to record all non-cash transactions, first, in the journal before posting is made
into the concerned accounts in the ledger.

ok wh
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Answers
1. False 2. True 3. True 4. False 5. False 6. True 7. True 8. True 9. False 10. True 11. True 12.

False 13. False 14. False 15. True 16. True 17. True

(B) Pick up the most appropriate answer
1. The term “double entry” in accounting refers to which of the following:
(@ Keeping second set of books of accounts.
(b) Accounting records reflect both cash and accrued income.
(c) The fact that all transactions affect at least two accounts.
(d) A type of embezzlement scheme.

2. At which of the following stages, income is typically be recognized under Generally Accepted

Accounting Principles?

(@ Product is manufactured and stored

(b) Customer places the order

(c) Product is delivered to the customer

(d) Customer pays for the product, finally, after enjoying credit period allowed.
3. Which set of terms are synonymous in accounts?

(@ Revenue, expense, income (b) Asset, resource, liability
() Revenue, sales, loss (d) Earnings, profit, income
4.  Purchase of land for cash will have what effect on total liabilities?
(@ Increase (b) Decrease
() No effect (d) Uncertain.
5.  Liabilities appear on which of the following statements?
(@ Statement of Cash Flows (b) Statement of Owner’'s Equity
(c) Balance Sheet (d) Income Statement
6.  Purchase of furniture on credit will have what effect on total assets?
(@ Increase (b) Decrease.
() No effect (d) Indeterminate.
7.  The amount brought in by the proprietor is called
(@ Drawings (b) Capital
(c) Cash account (d) Credit account.
8.  Return of goods purchased from a manufacturer should be credited to
(@ Purchase returns (b) Sales returns
(c) Purchases (d) Sales.
9.  Amount of salary paid to Kishore should be debited to
(@ Kishore account (b) Salary account

(c) Salary outstanding account (d) Cash account.



68 Accounting for Managers
10. Trade discount allowed by the supplier is to be debited to
(@ Purchase account (b) No entry for trade discount, net
purchase is debited
(¢) Supplier account (d) Discount is added to purchase amount.
11. Cash discount received from a customer should be credited to
(@ Discount account (b) Customer account
(c) Cash account (d) No entry.
12. In case of a debt becoming bad, amount of bad debts is credited to
(@ Sales account (b) Debtor’'s account
(c) Purchase account (d) Cash account.
13. In Double Entry system of Book-keeping, every business transaction affects
(@ one account (b) two accounts
(c) the same account on both debit and credit sides
(d) the two sides of the same account on different dates.
14. What type of account is Prepaid Insurance?
(@ Asset (b) Liability
() Revenue (d) Expense.
15. The cost of earning the revenue of the current period is referred to as:
(@ Liability (b) Expense
() Net loss (d) Cash outflow.
16. Which financial statement provides information about a company’s capital structure?
(@ Profit and Loss Account (b) Balance Sheet
(¢) Funds flow statement (d) Cash flow statement.
Answers
1. () 2.(c) 3.(d) 4.(c) Land and cash are both assets. One asset is exchanged for another.

So, total liabilities are unaffected. 5. (c), 6. (a) Purchase of Furniture on credit has created
an asset as well as a liability, so total assets have increased. 7. (b) 8. (a)
9. (b) 10. (b) 11. (a) 12. (b) 13. (b) 14. (a) The prepayment creates an asset in the form of
future insurance coverage. 15. (b) 16. (b) Capital structure deals with the way in which an
entity has financed its assets. This information is provided by the liabilities side of the balance
sheet.

Interview Questions

Q.1.

Ans.

What is “Accounting Equation”?

In every business, resources (assets) are provided by the owner as well as outsiders. These
persons have a claim against those assets. Due to dual aspect of accounting, the assets
are equal to the claims of the owners and outsiders. In simple words, the assets are equal
to capital and liabilities, which is known as ‘Accounting Equation’.
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Q.2.

Ans.

Q.3.

Ans.

Q.4.

Ans.

Q.5.

Ans.

Q.6.

Ans.

What is meant by ‘Dual aspect’?

Dual aspect means double entry system of book-keeping. Here, for every debit, there should
be a corresponding credit for each transaction. Total debit should be equal to total credit.

What is a fictitious asset? Quote three examples.

Fictitious assets are not real assets. Yet, they appear on the assets side of the balance
sheet. Fictitious assets are expenditures/expenses whose benefit is not limited to one
particular year. Therefore, the whole of these expenses cannot be charged to the profit
and loss account of the year, in which the amount is incurred. Hence, they are deferred.
These items are transferred in installments to P&L Account for some reasonable years.
The expenditure is charged over the period the benefit is expected to be derived. Till they
are fully written off, they appear on the assets side of the balance sheet.

Example: Share issue expenses, Discount on issue of shares, Preliminary expenses, Under
writing commission etc.

What is the difference between trade discount and cash discount?

Trade discount is allowed to encourage the customer to buy, in bulk. Normally, retailers
buy their requirements as per demand of their customers. The wholesaler would offer a
further reduction from the price list, if the retailers purchase a specific higher quantity.
Suppose, the listed price on the item is Rs.100 and seller offers a trade discount of 5%,
then the invoice shows the listed price as well as trade discount. However, the net price
(Rs.95) is debited as purchase amount in the books of the buyer. In the books of the
seller, the net price (Rs.95) is shown as sales. Trade discount does not appear in the
books of the buyer and seller, separately.

Cash discount is allowed to encourage the customer to clear the dues, before the agreed
due date. In other words, it is a reduction or inducement offered for early payment. Cash
discount appears in the books of accounts, as expenditure to the person who allows it
and income to the receiving person.

What is the purpose of a ‘Journal’?

Journal is a book of original entry. The purpose of a ‘Journal’ is to record the transactions
in the same order as they happen. Once, an entry is made for the transaction, it would be
known which account is to be debited and credited. As the journal contains narration, its
reading would explain the nature of the transaction. It is also, immediately, known from
the narration whether the entry made is correct or not.

It is said that Double Entry Book-keeping does not guarantee financial correctness. Is it
right and then what is its purpose?

It is correct that Double Entry Book-keeping does not guarantee financial correctness. The
main purpose of double entry book-keeping is to establish arithmetical accuracy of recording
business transactions. Double entry system ensures for every debit entry, there is a
corresponding credit. It is an indication that all the entries recorded are, arithmetically, correct.

ORON®
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4.1 INTRODUCTION

Meaning of Accounting has been already discussed. Accounting involves recording, classifying
and summarizing financial transactions. Recording is done in the journal. Classification of the
recorded transactions is done in the ledger.
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4.2 LEDGER

Ledger is a book, which contains various accounts. It is necessary to gather all transactions of
a period in one place relating to a particular subject — a person, an asset, a liability, a class of
expense, an income etc. It enables to know the exact position of different account, individually.

Ledger is a book with various accounts (Real, Personal and Nominal
Accounts), each account on a separate page, that gives the details of the
different transactions and its summary.

The first few pages are devoted to make an alphabetical index of the accounts. Each account
is opened in a separate page. All the transactions in a particular period are recorded in a separate
account. So, each account gives the details of transactions in a particular period, total debits,
credits and finally net balance in the concerned account, which can be debit or credit balance.

Final information related to the financial position emerges only from the
accounts. As the ledger contains all accounts, the ledger is also called as
Principal Book.

Journal is a book of origina entry. Postings are made from the journal to the ledger. Purchase
Book and Sales Book facilitate the preparation of accounts in the ledger. Hence, these books
are known as subsidiary books.

Cash Book is unique: The Cash Book has a unique position. Entries related to cash and bank
transactions are directly posted into the Cash Book. Cash Book is treated as part of the journal.
So, Cash Book is called both as a book of original entry and a principal book. Cash Book serves
the purpose of aledger too as the final cash balance position, daily, is known from the Cash Book.

Cash Book is a journal as well as a Ledger

Dr. Specimen of ‘Account’ in Ledger Cr.
Date Particulars ko) Amount Date Particulars ko) Amount
© ©
(18 (18
Rs. P. Rs. P.

4.3 POSTING

Posting is the process of transferring the transactions recorded in the journal. Debit and credit
items recorded in the journa are transferred to the respective accounts in the ledger.

4.4 DIFFERENCE BETWEEN JOURNAL AND LEDGER

Journal and ledger are the most important books of double entry system of accounting. Following
are the important differences:
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Basis of difference

Journal

Ledger

1. Nature of Book

Book of original entry.

Book of second entry.

2. Record

Recorded in the chronological
order, date wise.

Recorded account-wise,
irrespective of the date.
Importance is on analysis.

3. Importance for
legal evidence
Ireliability

Journal is the book of source
entry, hence has a greater weight
for legal evidence.

Ledger is based on the journal,
hence has a lesser weight.

4. Classification of
data

Transaction is the basis for
recording.

Account is the basis for
recording.

5. Process of

The process of recording in the

The process of recording in the

recording journal is called ‘Journalizing’. ledger is called ‘Posting’.

6. Place Transactions are recorded date- Transactions are recorded
wise, so transactions of one account-wise, so transactions of
account are recorded at different different dates are recorded at
places. one place.

7. Narration Narration is needed for every Narration is not needed for every
transaction. posting.

8. Folio Folio of ledger is written. Folio of journal is written.

9. Final accounts

Final accounts cannot be
prepared from journal.

Final accounts can be prepared
as ledger is the basis for
preparing the trail balance.

10. Accuracy

Accuracy of journal cannot be
tested.

Accuracy of ledger can be tested
from trail balance.

4.5 ADVANTAGES OF LEDGER

The importance of ledger is evident from the following advantages:

(A) Knowledge of accounts: Information about each account is known immediately, which is
not possible from the journal.

(B) Details of income and expenditure: Separate accounts are opened for each head of income
and expenditure. So, information is available about the expense and income, account-wise.

(C) Test of accuracy: A trial balance is prepared, taking the summary of all accounts opened
in the ledger and arithmetical accuracy is tested.

(D) Knowledge of assets and liabilities: As separate account is opened for each asset as
well as liability, position of each asset and liability is immediately known.

(E) Evidence in business disputes: The ledger proves sufficient evidence in a court for
business disputes.
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4.6 RULES REGARDING POSTING

Following steps should be taken, while making posting:

(A) Opening of separate accounts: Each transaction affects minimum two accounts. Separate
account is to be opened in the ledger. Such account may be real, nominal and personal
account. No account is to be opened, twice. All transactions relating to that account, debit
as well as credit, are to be posted in the concerned account, so that net position of the
account is known.

(B) Posting journal entry to concerned side: If an account is debited in the journal, posting
will be made on the debit side of the account in the ledger. Similarly, if an account is credited
in the journal, that account would be credited in the ledger. To illustrate, if provision for
salary has been made, salary account is debited in the journa while outstanding salary account
is credited. So, we have to open ‘Salary’ account in the ledger and debit the account with
the amount, appearing against the debit column in the journal. To the outstanding salary
account, amount appearing on the credit side in the journal would be credited.

(C) Use of word “To” and “By”: While writing the debit side, commence with words “To”
and write the name of the account, which is credited in the journal. Write the words “By”
on the credit side before writing the name of the account that is debited in the journal. In
other words, the name of the other account is to be written.

(D) Balance in account: Side (Debit or credit) that is heavy is to be totaled, first. The same
total isto be put on the total column of the other side in the account. Net position is arrived.
If debit total is higher than the credit side, net position would be debit and vice versa.

4.7 POSTING OF COMPOUND JOURNAL ENTRIES

In the case of a compound journal entry, more than one account is debited and only one account
is credited or vice versain ajournal. In such a case, each account is to be opened, separately. The
name of account should be the same as is shown in the journal. While posting on the debit side,
the name of the account that has been credited is to be shown. If one account is debited and two
accounts are credited, open the account that has been debited. In that account, post on the debit
side and write the name of the two accounts that have been credited and enter the corresponding
amounts. The same procedure is to be adopted when two accounts are credited and one account
is debited. In other words, the name of the account on the other side is to be written.

The following illustrations would explain.
[llustration No.1

Pass the necessary journal entries for the following different transactions, open necessary
accounts in the ledger and show how the entries are transferred into the ledger:

Date Particulars Amount (Rs.)

2" Jan. 2008 Sale of goods for cash 1,000

8" Jan. 2008 Cash paid to Theer towards credit purchase Rs. 815 made 800
earlier, after discount

Discount allowed by Theer 15

10" Jan. 2008 | Goods purchased from Tarkh on credit 600
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Solution:

Date Journal Entry L.F. Dr. Cr.
2008 Rs. Rs.
Jan2 | Cash Account ...Dr. 1,000 <

To Sales Account 1,000
(Sale of goods for cash vide cash
Memo No.....)
Jan 8 Theer & Co. ...Dr.
To Cash Account 800
To Discount Account 15
(Cash paid to and discount allowed by Theer) /
Jan 10 | Purchases Account
To Tarkh 00
(Goods purchased from Tarkh on credit) I
LEDGE
Dr. Cash count .
Date Particulars | Folio Amou/rg/ Date Parficulars | Folio mqunt
Rs. . s. | P.
2008 | 2| To Sales 1,000%°] - | 2008 /8/ y Theer 800 | -
Jan. Alc Jan.
Dr. Sales A;Ant / CJr.
08 By Cash 1,000 [ -
Jan. Account
Dr. Iiyéhases A}zéount / (‘:r.
2008 | 10 | To Tarkh 600 | -
Jan.
Dr. Discoun}/Account / f:r.
2008 | 8| By Theer 1% [ -
May
Dr. /{heer Alc ICr.
2008 | 8 | To Sundries 815§ -
Jan. Cash 800
Discount 15
Dr. Tarkh Alc I Cr
2008 | 10 | By 600 | -
Jan. Purchases
Account
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[llustration No. 2
Give journa entries in the books of Radhi & Co.:

2008
Jan. 1  Started business with cash Rs. 3,000 and stock Rs. 2,000.
Jan. 5  Purchased goods from Sandhya Rs. 2,000 under 10% trade discount.
Jan. 10 Cheque Rs. 1,500 received from Dheera for the earlier credit sales Rs. 1,520, after
allowing a discount in full statement of her a/c.
Jan. 20 Drawn for personal use — Goods Rs. 100, Cash Rs. 200, and by cheque from
Bank Rs. 200.
Solution:
JOURNAL OF RADHI & CO.
Date Particulars L.F. Amount Amount
Dr. Cr.
2008 Rs. Rs.
Jan. 1 Cash a/c Dr. 3,000
Stock a/c Dr. 2,000
To Capital a/c 5,000
(Business started with cash & stock)
Jan. 5 Purchase a/c * Dr. 1,800
To Bank a/c 1,800
(Purchased goods for cash)
Jan. 10 | Bank a/c Dr. 1,500
Discount a/c Dr. 20
To Sales a/c 1,520
(Cash received in full settlement of earlier
credit sale)
Jan. 20 | Drawing a/c Dr. 500
To Purchases a/c 100
To Cash a/c 200
To Bank a/c 200
(Goods & cash withdrawn)

* Trade discount does not appear in Books of Accounts.

4.8 BALANCING AN ACCOUNT

When posting is complete in each account, balancing is to be done. To do balancing, first total
the heavier side of the account and put the same total on the other side and arrive at the balance.
Such balance is called balance c/d.

The difference of the total of two sides of an account is called Balance, which
can be debit or credit balance.
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Balance in the account has to be brought down. Such balance is called balance b/d. The
balance that is brought down appears in the trial balance. If the brought down balance is debit,
the amount appears under the debit column in the trial balance. Similarly, if the balance brought
down is credit, the balance appears under the credit column in the trial balance. Both debits and
credits should be equal in the trial balance. If both debit and credit are equal, it is an indication
that there is arithmetical accuracy. In other words, for every debit, a corresponding credit has
been made, while recording the transactions in books of accounts. However, it does not give the
guarantee that the accounts are debited and credited, correctly. There is a possibility that one
account may be debited/credited, wrongly, instead of the correct account. In such a situation,
the trial balance may agree but the accounts appearing in the trial balance may not be showing
the correct picture. In such an event, rectification of entries has to be made, as and when the
errors are found out.

Balance b/d is the closing balance of the account for the year concerned. The same amount
would become the opening balance for the next year.

Cash Account: Cash Account and Bank Account are not opened, separately, in the ledger.
Cash Book shows Cash Account as well as Bank Account. Cash transactions like cash receipts
and payments are, directly, entered in the cash column in Cash Book. Similarly, transactions
relating to bank, receipts and payments by cheques/demand drafts etc, are, directly, entered in
the bank column of Cash Book.

Cash Account and Bank Account, directly, appear in Cash Book. Hence, they do not
appear, again, in ledger.

Cash Book is ajournal and ledger too. It is ajournal as cash/bank transactions are recorded,
originaly, directly in that book. Cash Book is aso a ledger as it shows cash and bank balances,
a the end of any date.

4.9 OPENING OF ACCOUNTS IN LEDGER, WITHOUT JOURNALIZING

In examinations, it is not necessary to write the journal entry, unless specifically asked. From
the transactions, the student has to develop the ability of posting in the concerned accounts, to
arrive at the balance of each account for preparation of trial balance.

The following illustration would illustrate preparation of accounts, without journal entries, for
preparation of trial balance.
[llustration No. 3
Post the following transactions into ledger and extract the balances of ledger Accounts and prepare
the Trial Balance of Tarkh & Co. as on 1.3.2008.

2008 Rs.
Feb. 5 Started Business with Capital 20,000
Feb. 7 Purchased Plant & Machinery 2,000
Feb. 10 Paid sundry expenses 100

Feb. 15 Purchased goods for cash and received 5% trade discount 5,000
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Feb. 18 Bought goods from Theer & Co. on credit 5,000
Feb. 20 Returned goods to Theer & Co. 500
Feb. 25 Sold goods to Kishore & Co. on credit 4,000
Feb. 27 Received from Kishore & Co. and balance being
allowed as discount 3,750
Feb. 28 Paid Rent 40
Sadary 100
Electricity charges 200
Solution:
Journal
Date Journal Entry L.F. Dr. Cr.
Feb. Purchases Account ............cocoiiiiiiian. Dr. 5,000
18 To Theer & Co. 5,000
(Being goods purchased on credit from Theer & Co.)
Feb. Theer & Co. .ovviviiiiiiicci e, Dr. 500
20 To Purchase Returns Account 500
(Being goods returned to Theer & Co., purchased on
credit)
Feb. Kishore & Co. ....ccovviviiiiii i Dr. 4,000
25 To Sales Account 4,000
(Being goods sold on credit to Kishore & Co.)
Feb. Discount Account ............coiiiiiiiiiienn . Dr. 250
27 To Kishore Account 250
(Being discount allowed to Kishore)
Grand Total 9,750 | 9,750

Note: Journal has been prepared for understanding to the students. As per the requirements of the problem,
journal is not required. Postings can be made direct into the respective accounts.

Dr. Cash Account Cr.
Date Particulars Amount Date Particulars Amount
2008 Rs. 2008 Rs.

Feb. 5 To Capital A/c 20,000 | Feb.7 By Plant & Mach. 2,000
Feb. 27 | To Kishore & Co. 3,750 | Feb. 10 By Sundry Expenses 100
Feb. 15 By Purchases A/c 4,750
Feb. 28 By Rent A/c 40
Feb. 28 By Salary A/c 100
Feb. 28 By Elec. Charges 200
Feb. 28 By Balance c/d 16,560
23,750 23,750
Mar. 1 To Balance b/d 16,560
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Dr. Capital Account Cr.
Date Particulars Amount Date Particulars Amount
2008 Rs. 2008 Rs.
Feb.28 | To Balance c/d 20,000 | Feb. 5 By Cash Alc 20,000
Mar 1 By Balance b/d 20,000
Dr. Sundry Expenses Account Cr.
Date Particulars Amount Date Particulars Amount
2008 Rs. 2008 Rs.
Feb. 10 To Cash Alc _100 | Feb. 28 By Balance c/d _100
Mar. 1 To Balance b/d 100
Dr. Purchases Account Cr.
Date Particulars Amount Date Particulars Amount
2008 Rs. 2008 Rs.
Feb. 15 To Cash A/c 4,750
Feb. 18 To Theer & Co. 5,000 | Feb. 28 By Balance c/d 9,750
—9,750 9,750
Mar. 1 To Balance b/d 9,750
Dr. Plant & Machinery Account Cr.
Date Particulars Amount Date Particulars Amount
2008 Rs. 2008 Rs.
Feb.7 | ToCash Alc 2,000 | Feb. 28 By Balance c/d 2,000
Mar. 1 To Balance b/d 2,000
Dr. Theer & Co. Account Cr.
Date Particulars Amount Date Particulars Amount
2008 Rs. 2008 Rs.
Feb. 20 | To Purchase Return A/c 500 Feb. 18 By Purchases 5,000
, 28 | ToBalance c/d 4,500 Alc
_ 5,000 5,000
Mar. 1 By Balance b/d 4,500
Dr. Purchase Returns Account Cr.
Date Particulars Amount Date Particulars Amount
2008 Rs. 2008 Rs
Feb. 28 To Balance c/d _500 | Feb. 20 By Theer & Co. _500
Mar. 1 By Balance b/d 500
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Dr. Kishore & Co. Account Cr.
Date Particulars Amount Date Particulars Amount

2008 Rs. 2008 Rs.

Feb. 25 To Sales A/c 4,000 | Feb. 27 By Cash A/c 3,750
Feb. 27 By Discount Alc 250
2,000 4,000
Dr. Discount Account Cr.
Date Particulars Amount Date Particulars Amount
2008 Rs. 2008 Rs.
Feb. 27 To Kishore A/c _250 | Feb. 28 By Balance c/d 250
Mar. 1 To Balance b/d 250
Dr. Rent Account Cr.
Date Particulars Amount Date Particulars Amount
2008 Rs. 2008 Rs.
Feb. 28 To Cash Alc _40 | Feb. 28 By Balance c/d _40
Mar. 1 To Balance b/d 40
Dr. Salary Account Cr.
Date Particulars Amount Date Particulars Amount
2008 Rs. 2008 Rs
Feb. 28 To Cash Alc _100 | Feb. 28 By Balance c/d _ 100
Mar. 1 To Balance b/d 100
Dr. Electricity Charges Account Cr.
Date Particulars Amount Date Particulars Amount
2008 Rs. 2008 Rs.
Feb.28 | To Cash A/c _200 | Feb. 28 By Balance c/d _200
Mar. 1 To Balance b/d 200
Dr. Sales Account Cr.
Date Particulars J.F. | Amount Date Particulars J.F. | Amount
2008 Rs. 2008 Rs.
Feb., 28 | To Balance c/d 4,000 | Feb. 25 | By Kishore A/c 4,000
Mar. 1 | To Balance b/d 4,000
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Trial Balance on 1% March, 2008

Name of Account Dr. Cr.
Cash Account 16,560
Capital Account 20,000
Sundry Expenses Account 100
Purchases Account 9,750
Plant & Machinery Account 2,000
Theer & Co. Account 4,500
Purchase Returns Account 500
Discount Account 250
Rent Account 40
Salary Account 100
Electricity Charges Account 200
Sales Account 4,000
Total 29,000 29,000

4.10 TRIAL BALANCE

Final balances (balance b/d) appearing in different accounts in the ledger should appear in the
trial balance. The total debits of different accounts should be equal to the total credits.

When total debits are equal to total credits, it is said that the trial balance is balanced.
Balanced trial balance is only an indication that there is arithmetical accuracy of accounts. There
is no guarantee that there are no errors, once trial balance is tallied. Even if a wrong account
is debited or credited, instead of the correct account, still trial balance would tally.

A tallied trial balance does not mean that the accounts are totally free from
errors.

Objective: It isamust for every business to prepare ‘final accounts’ with the specific objective
to find out the profitability of the transactions made and ascertain the true and fair financial
position of the firm.

The trial balance is a list of accounts prepared from the Ledger, which contains different
accounts. It contains the Debit and Credit balances of all Ledger accounts. Trial balance is
essential for preparation of final accounts.

Trial Balance may be simply defined as a statement prepared by putting all
accounts, debits on one side and with credits on the other side to check
the arithmetical accuracy of the Ledger accounts. It is a link between the
Ledger accounts and final accounts.
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Characteristics of Trial Balance:
It is a statement or a list.
It is a summary of al accounts, with debit and credit balances.
The total of debit balances and credit balances must be equal.
It is the only base for preparation of final accounts.

e It can be prepared at any time.
Advantages:

e Preparation of final accounts becomes easy.

e One can rely on the results derived out of trial balance, when the total of debits is
equal to the total of credits.

e Some accounting flaws in respect of postings can, easily, be detected by preparing tria
balance.

e The work of an accountant becomes easy for ascertaining the profitability and financial
position with the preparation of trial balance.

Accounts in Trial Balance

The following accounts always appear with debit balance in Trial Balance:

Asset accounts: Land account, building account, machinery account, and furniture account,
debtors account, stock account, bills receivable etc.

Accounts relating to expenses and losses: Salaries account, wages account, rent account,
carriage account, discount account, bad debts account, depreciation account, purchases account,
return inward account (sales return account) etc.

The following accounts always appear with credit balances in Trial Balance:

Liabilities accounts: Creditors account, loan account, mortgage account, bills payable account,
bank overdraft account, all types of reserves and funds accounts.

Income and gain accounts. Interest realized account, rent collected account, discount received
account, sales account, return outward account (purchase return account) etc.

[llustration No. 4

Post the following transactions in the books of Theer & Co. during the year 2008.

(8 Mr. Kayan has to pay Rs. 15,000 but could pay 45 paisain a rupee.

(b) Outstanding wages (wages not paid during the last year) were Rs. 200. They are paid now.

(c) Books of accounts show the typewriter at Rs. 3,000, which has been taken by the owner
of the business for personal use at home.

(d) Old furniture Rs. 800 has been sold for Rs. 600 in cash.
(e) A debt previously written off as bad, recovered this year Rs. 350.
(f) Goods of Rs. 200 sold to Kishore returned by him.
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Solution:
LEDGER
Dr. Cash Account Cr.
Date Particulars J.F. | Amount | Date Particulars J.F. | Amount
2008 Rs. 2008 Rs.
(a) To Mr. Kalyan 6,750 | (d) By Typewriter 160
Alc
(d) To Furniture A/c 600 | (b) By Outstanding 200
wages
(e) To Bad Debts 350 By Balance c/d 7,340
Recovered A/c
7,700 7,700
To Balance b/d 7,340
Dr. Bad Debts Account Cr.
Date Particulars J.F. | Amount | Date Particulars J.F. | Amount
2008 Rs. 2008 Rs.
(a) To Mr. Kalyan 8,250 By Balance c/d 8,250
To Balance b/d 8,250
Dr. Mr. Kalyan Account Cr.
Date Particulars J.F. Amount Date Particulars J.F. | Amount
2008 Rs. 2008 Rs.
(a) To Balance b/d 15,000 | (a) By Cash A/c 6,750
(a) By Bad Debts 8,250
Alc
~ 15,000 ~ 15,000
Dr. Outstanding wages Account Cr.
Date Particulars J.F. Amount Date Particulars J.F. | Amount
2008 Rs. 2008 Rs.
(b) To Cash Alc 200 By Opening 200
Balance
_200 200




84 Accounting for Managers
Dr. Drawing Accounts Cr.
Date Particulars J.F. Amount Date Particulars J.F. | Amount
2008 Rs. 2008 Rs.
(c) To Typewriter A/lc 3,000 By Balance c/d 3,000
To Balance b/d 3,000
Dr. Typewriter Account Cr.
Date Particulars J.F. Amount Date Particulars J.F. | Amount
2008 Rs. 2008 Rs.
To Opening 3,000 | (¢) By Drawings A/c 3,000
Balance
3,000 3,000
Dr. Furniture Accoun Cr.
Date Particulars J.F. Amount | Date Particulars J.F. | Amount
2008 Rs. 2008 Rs.
To Opening 800 | (d) By Cash Alc 600
Balance
(d) By Loss on sale 200
of furniture A/c
_800 _800
Dr. Loss on Sale of Furniture Account Cr.
Date Particulars J.F. Amount | Date Particulars J.F. | Amount
2008 Rs. 2008 Rs.
(d) To Furniture A/c 200 By balance c/d 200
To Balance b/d 200
Dr. Bad Debts Recovered Account Cr.
Date Particulars J.F. Amount | Date Particulars J.F. | Amount
2008 Rs. 2008 Rs.
To Balance c/d 350 | (e) | ByCash Alc 350
By Balance b/d 350
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Dr. Sales Returns (Returns Inward) Account Cr.
Date Particulars J.F. Amount Date Particulars J.F. Amount
2008 Rs. 2008 Rs.

(f) To Kishore ~ 200 By Balance c/d ~ 200
To Balance b/d 200

Dr. Kishore Account Cr.
Date Particulars J.F. Amount Date Particulars J.F. Amount
2008 Rs. 2008 Rs.

To Balance c/d — 200 | (f) By Sales
Returns A/c 200
By Balance b/d — 200

Illustration No. 5
Prepare the Trial Balance of M/s. Radhi & Co. for the year ended on 30" June, 2007 from the
following figures:

Capital Rs. 46,000, Cash Rs, 2,400, Commission (Dr.) Rs. 500, Purchases Rs. 23,800, Bank
Rs. 5,100, Drawings Rs. 1,240, Discount (Dr.) Rs. 250, Salaries Rs. 3,710, Furniture Rs. 2,200,
Wages Rs. 9,270, Sales Rs. 40,960, Rent Rs. 2,520, Debtors Rs. 27,040, Sundry expenses
Rs. 4,120, Creditors Rs. 8,840, Machinery Rs. 6,600, Advertisements Rs. 600, Opening stock
Rs. 6,000.

Solution:
Trial Balance as on 30-6-2007
Ledger Accounts L.F. Dr. Amt. Cr. Amt.
Rs. Rs.

Capital 46,000

Cash 2,400

Commission 500

Purchases 23,800

Bank 5,100

Drawings 1,240

Discount 250

Salary 3,710

Furniture 2,200

Wages 9,720

Sales 40,960
Rt [ esof |
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Debtors | 27040 ]
Sundry expenses 4,120
Creditors 8,840
Machinery 6,600
Advertisement 600
Opening Stock 6,000
Grand Total 95,800 95,800

Illustration No. 6

The following Trial Balance is prepared from the books of M/s. Kalyan & Kishore Co. for the

year ended 31-12-2007.

Rs.
Ledger Accounts L. F. Dr. Amt. Cr. Amt.
Capital 25,000
Sales 40,000
Cash in hand 3,600
Purchases 30,330
Machinery 20,600
Drawings 1,200
Debtors 9,600
Purchases Returns 500
Sales Returns 600
Opening Stock 8,000
Discount Allowed 800
Creditors 11,330
Trade Expenses 2,100
Grand Total 76,830 76,830
The total of this Trial Balance is correct, but the Trial Balance is not correct. Prepare correct
Trial Balance.
Solution:
Correct Trial Balance as on 31% Dec. 2007
Ledger Accounts L. F. Dr. Amt. Cr. Amt.
Rs. Rs.
Capital 25,000
Sales 40,000
Cash in hand 3,600
| Purchases | | _ _ 30,330 ] |
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Machinery 20,600
Drawings 1,200
Debtors 9,600
Purchases Returns 500
Sales Returns 600
Opening Stock 8,000
Discount Allowed 800
Creditors 11,330
Trade Expenses 2,100
Grand Total 76,830 76,830

Pick up the most Appropriate Answer

1. The process of recording in the ledger is called:
(@ Journalizing (b) Posting
(c) Narrating (d) None
2. Cash Book is a
(@ book of original entry (b) Subsidiary book
(c) both (a) and (b) (d) none
3. Trial Balance is
(@ statement (b) account
(c) both (a) and (b) (d) none
4.  If debits and credits are equal in a trial balance,
(@ arithmetical accuracy in accounts is established
(b) still errors may be there, undetected in accounts
(c) qguarantee that there are no errors in accounts
d a&hb
e a&c
5. Prepaid Rent was Rs.4,900 at the beginning of the year, and Rs. 6,100 at the end of the
year. Rent Expense was Rs. 30,000. What amount of cash was paid for rent during the year?
(@ 36,100 (b) 31,200
(c) 30,000 (d) 28,800
Answers

1. (b) 2. (c) 3. (a) 4. (d) 5. (b) An extra amount of Rs. 1,200 has been paid, in addition to the
actual rent of Rs. 30,000. So Rs. 31,200 has been paid by cash.

Interview Questions

Q.1.

Ans.

What is the purpose of a ledger?

Ledger contains all the accounts maintained for the purpose of business or profession. It
shows the details of expenses as well as incomes under different heads, amount to be
received and paid, individually. This information is useful for the purpose of control.
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Q.2.

Ans.

Q.3.

Ans.

Q.4.

Ans.

Q.5.

Ans.

Q.6.

AnNs.

Q.7.

AnNs.

Q.8.

AnNs.

Explain ‘Posting’?

The process of recording transactions from the journal and subsidiary books (including cash
book) to the ledger is called ‘Posting’.

Which book is a journal as well as a Ledger?

Cash Book is a journal as well as a Ledger. Cash and bank transactions are directly entered
into the cash book. So, cash book serves the purpose of a journal, book of original entry.
The function of a ledger is to show the balance of an account. From cash book, cash and
bank balance, at the end of any day, is known, serving the purpose of a ledger too. Cash
Book has a unique position, serving the purposes of a journal as well as a ledger.

What is a ‘Trial Balance’?

Trial balance is a statement or list showing details of all the accounts, along with their
corresponding balance (debit or credit) as shown in the ledger. It is a summary of all the
accounts, contained in the ledger.

What benefit one could get, if one reads the trial balance, at a glance?

A trial balance, at a glance, gives the overall position of the accounts contained in the ledger.
What is the need of a “Trial Balance'?

Preparation of trial balance ensures arithmetical accuracy of books of accounts. If the debits
are equal to credits, it is an indication that the books of accounts, arithmetically, are correct.
Trial balance is essential for preparation of financial statements.

If trial balance is tallied, does it guarantee that the books of accounts are correct in all
respects?

No, there is no guarantee that the books of accounts are correct in all respects. Even, if
a wrong account is debited, still trial balance would agree. Agreement of trial balance
conveys arithmetical accuracy of accounts only.

What is the objective in preparing a trial balance?

Trial balance facilitates preparation of financial statements like profit and loss account and
balance sheet. Without preparing the trial balance, it is not possible to prepare the financial
statements.

ORON®
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5.1 MEANING OF FINAL ACCOUNTS

The term ‘Final Accounts' is a broader term. The three following financial statements are prepared
for the preparation of final accounts:

() Trading account: It shows gross profit/loss of the business.
(i) Profit & loss account: It shows the net profit/loss of the business.
(i) Balance sheet: It shows the financial position of the business.

Out of the above three statements, trading, profit & loss accounts are prepared, together, and
balance sheet is prepared, independently. Here, it is very necessary to remember that these
accounts are not prepared in the ledger rather than on the plain sheets or papers. Theses papers
are filed for future reference.

The method of preparing these accounts is different from other accounts like personal, real,
nominal accounts.

5.2 WHY THIS NAME - FINAL ACCOUNTS?

As stated above, the term ‘final accounts refer to trading account, profit & loss account and
balance sheet. Balance sheet is a statement but even then it is included in final accounts. Now,
here the question arises that why they are named fina accounts?

Every businessman is, ultimately, interested to know the final result of the business. These
are called final accounts because they are the last accounts, prepared at the end of the year.
They serve the ultimate purpose of keeping accounts. Their purpose is to analyze the effect of
various incomes and expenses during the year and the resultant profit or loss.

Trading, profit & loss account and balance sheet, all these three together,
are called as final accounts. Final result of trading is known through Profit
and Loss Account. Financial position is reflected by Balance Sheet. These
are, usually, prepared at the close of the year hence known as final accounts.

5.3 PREPARATION OF FINAL ACCOUNTS

Final balances of al the accounts in the ledger are transferred to trial balance. From trial balance,
expenses and income accounts are transferred to trading account and profit and loss account.
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Accounts, with balances, which are to be carried forward to the next year, are shown in the
balance sheet. The balance sheet constitutes the final stage of accounting.

Final accounts have to be prepared, every year, in every business. Trading and profit & loss
accounts are prepared, after al the accounts have been completely written and trial balance is
extracted. Before preparing final accounts, it becomes necessary to examine whether all the
expenses and incomes for the year for which accounts are prepared have been duly provided
for and included in the accounts. Circumstances and items are common where adjustments, at
the end of the accounting period, are to be made. In such items, no cash is involved hence no
record has been kept till year-end.

Form of Final Accounts: There is a standard format of final accounts only in the case of a
limited company. There is no fixed prescribed format of financial accounts in the case of a
proprietary concern and partnership firm.

ﬂ Transactions
Trading & Profit & Loss Account ; ;
Balance Sheet

@ Journal
Trial Balance ; )
@1 Ledger

Cycle of Final Accounts

5.4 MEANING AND NEED OF ADJUSTMENT ENTRIES

Sometimes, it is seen that after preparation of trial balance, but, prior to preparation of final
accounts, it may be noticed some business transactions have been, completely or partialy, omitted
to be recorded or entered wrong. Besides this, there are some incomes or expenses, which are
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related to the next year but have been received or paid during the current year. Before preparing
trading and profit & loss accounts, adjustment entries are necessary in these accounts.

Transactions omitted relate to the current year must be entered in books. If
a transaction entered is not related to the current year, fully or partly, that
portion of income or expense must be excluded. This process is made
through adjustment entries in the books of accounts. If we ignore to make
the necessary adjustments, the trading, profit & loss accounts do not show
the true profit or loss and in consequence balance sheet fails to depict true
financial position of the business. This situation defeats the very purpose
of final accounts. Hence, adjustment entries play an important role in
presenting correct picture of accounts.

5.5 ADJUSTMENTS IN FINAL ACCOUNTS

Final Accounts are prepared, normally, for a complete period. It must be kept in mind that expenses
and incomes for the relevant accounting period are to be taken, while preparing final accounts.
If an expense has been incurred but not paid during the period, a liability for the unpaid amount
should be created, before finding out the operating result and financial position of a concern. In
order to prepare the final accounts on mercantile system of accounting, all expenses and incomes
relating to the period, whether incurred or not, received or not, should be brought into the books.
For doing this, a concern is required to pass certain entries at the end of the year to adjust the
various items of incomes and expenses. Such entries are called adjusting entries.
Accounting Treatment: Trading and Profit and Loss and Balance sheet, together, are called
as final accounts. Item appearing in the trial balance appears only once in final accounts, either
on the debit or credit. Any adjustment entry requires two postings, debit and credit for the same
amount. Important point is students should do the posting (debit and credit) in the concerned
accounts, simultaneously. Care is to be exercised that the amount is the same for the total debit
and credit.

The following are the important adjustments, which are, normally made at the end of
accounting period.

5.5.1 Closing Stock
Every concern prepares a list of unsold goods at the end of the period and puts value against it.
It is to be remembered that stock is valued at cost or market price, whichever is less.
Closing Stock appears below the Trial Balance as an adjustment entry: Normally, closing
stock appears as an adjustment entry in the problem and is given at the end of the trial balance.
For example, if the value of stock at the end of the period is Rs. 30,000 and is shown below
the trial balance, then the following adjusting entry will be passed:

Closing Stock A/c ... Dr 30,000

To Trading Account 30,000
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The two-fold effect of this entry will be:

() Stock will have a debit balance. Being a real account, it will be shown on the assets
side of the Balance Sheet.

(i) Closing stock will be shown on the credit side of the Trading Account.

Dr. Trading Account for the year ending... Cr.
Particulars Amt. Particulars Amt.
By closing stock 30,000
BALANCE SHEET ason ..........
Liabilities Amt. Assets Amt.
Closing stock 30,000

Closing Stock appearing in Trial Balance: Sometimes, opening and closing stock are adjusted
through purchases. In this case, closing stock (debit balance) appears in the Trial Balance. Closing
stock, under this case, will not be shown on the credit side of the Trading Account but will be
shown on the assets side of to Balance Sheet only. Remember, any entry appearing in the Trial
Balance appears only once either on the debit side or credit side, depending on the nature of the
transaction. Closing stock is a real account, hence appears on the assets side of the balance sheet.

5.5.2 Outstanding Expenses

There are certain expenses, which have been incurred but not paid. These expenses are called
outstanding expenses. For example, salary to the clerk Rs. 10,000 is due for the month of
December. Books are closed at the end of December. In order to bring this transaction into
accounts, the following adjustment entry will be passed:

Salary Account .....Dr.
To Outstanding Salary Alc.
The two fold effect of this entry will be:

(i) Outstanding salary will be added to salary, if any, on the debit side of Profit & Loss
Account.

(i) Outstanding Salary Account, being personal and having credit balance, will be shown
on the liabilities side of the Balance Sheet.

Dr. PROFIT & LOSS Account for the year ending... Cr.
Particulars Amt.
To Salary Account 10,000

Rs. 10,000
Rs. 10,000

Particulars Amt.
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BALANCE SHEET ason ...
Liabilities Amt. Assets Amt.
Outstanding Salary 10,000

5.5.3 Prepaid or Unexpired Expenses

Those expenses which have been paid, in full, but their utility or benefit has not expired during
the accounting period are called prepaid or unexpired expenses. In other words, amount has been
paid even for the period subsequent to the balance sheet date. For example, annua premium
Rs. 12,000 is paid on 1% July, where accounting year closes on 31% December. Rs. 6000 will be
insurance paid in advance. To bring this into account, the following adjusting entry will be passed:
Prepaid Insurance Premium Account.....Dr. Rs. 6,000
To Insurance Premium Rs. 6,000
The double effect of this adjusting entry will be:
() Prepaid insurance will be deducted from the insurance premium on the debit side of
the Profit & Loss Account.
(i) Prepaid insurance, being personal account and having debit balance, will be shown on
the assets side of the Balance Sheet.

Dr. PROFIT & LOSS Account for the year ending... Cr.
Particulars Amt. Particulars Amt.
To Insurance 12,000 6,000
Premium
Less
Prepaid 6.000
Insurance
Premium
BALANCE SHEET ason ......
Liabilities Amt. Assets Amt.
Prepaid Insurance 6,000

5.5.4 Accrued Income
Income earned but not received during the accounting period is called accrued Income.
Suppose, the interest on investments shown in the trial balance is Rs. 19,500.
The adjustment may run like this. Interest @10% is due on investments of Rs. 10,000 for 6
months, though accrued, has not been yet been received.
This interest Rs. 500 will be accrued income. In order to bring this into account, the following
adjusting entry will be passed:
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Accrued Interest on Investments Account .....Dr. Rs. 500
To Interest on Investment Account
The two fold effect of this entry will be:
() Interest on Investment account (accrued interest) will be added to the interest account
on the credit side of the profit & loss account.
(i) Accrued interest, being persona account and having debit balance, will be shown on
the debit side of the Balance Sheet.

Rs. 500

Dr. PROFIT & LOSS Account for the year ending... Cr.
Particulars Amt. Particulars Amt.
By Interest 19,500 20,000
Add Interest accrued 500

BALANCE SHEET ason .........

Liabilities Amt. Assets Amt.

Accrued Interest on 500
Investments

[lustration No. 1
On the 1% January, 2008 Nilesh lent Rs 5,000 @ 6% per annum. Interest is receivable on 31%
December each year. The accounts are closed on 30" June each year.

Give journal entries on 30™ June, 2008 and 1% July, 2008 and show the ledger, profit & loss
account and balance sheet 30" June, 2008.

Solution:

Date Particulars L.F. | Dr. Amt. | Cr. Amt.
2008 Accrued interest a/c Dr. Rs. Rs.
June 30 To interest a/c 150 150

(interest for 6 months accrued
but not received)
2008 Interest a/c Dr.
July 1 To accrued interest a/c 150 150
(transfer of accrued interest to interest account)
Ledger
Dr. Interest account Cr.
Date Particulars Amount Date Particulars Amount
2008 To profit & loss Rs. 2008 By accrued Rs.
June 30 a/c 150 | June 30 interest a/c 150




96 Accounting for Managers

Dr. Accrued Interest account Cr.
Date Particulars Amount Date Particulars Amount
2008 To interest a/c Rs. 2008 By balance c/d Rs.
June 30 150 | June 30 150
2008 To balanced b/d 150 | 2008 By interest a/c 150
July 1 July 1
Profit & Loss Account for the year ending 30" June, 2008
Particulars Amount Particulars Amount
Rs. Rs.
By interest a/c 150
Balance Sheet as on 30-6-08
Liabilities Amount Assets Amount
Rs. Rs.
Accrued interest 150

5.5.5 Unearned Income or Income Received in Advance

Sometimes, the amount received in respect of an income during the year pertains, partialy, to
the next year. Suppose a landlord corrects rent for one quarter, in advance, and closes his account
on 30" June each year. Suppose, a tenant has occupied a house on 1% June and pays Rs. 1,800
as rent for 3 months. The landlord must not treat the whole of the rent received as income for
the current year. Two months' rent pertains to the next year and should be credited to the Profit
and Loss Account of next year. This will ensure that the income for the current year is not
overstated. The required entry is:
Rent Account ....Dr. Rs. 1,200
To Rent Received in Advance Account Rs. 1,200

In the Profit and Loss Account and the Balance Sheet, the item will be shown as indicated

below:

Dr. PROFIT & LOSS Account for the year ending... Cr.
Particulars Amt. Particulars Amt.
By Rent 1,800 600
Less: Received in advance 1,200

BALANCE SHEET ason .......
Liabilities Amt. Assets Amt.
Rent Received in advance 1,200
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The Rent Received in Advance Account will be transferred to the Rent Account in the
next year.

This principle should be applied to all incomes, which pertain wholly, or partialy to the next
year. Other examples can be the fees received from students, before the summer vacation or
subscription received in respect of a magazine. The fees applicable to the period after the close
of the accounting year or the subscription for copies, to be supplied after the end of the year,
should be credited to unearned income account by debit to the account of the students' fees or
the subscription. This will ensure that the income for the current year is not overstated.

5.5.6 Depreciation
The value of fixed assets goes on reducing year by year because of wear, tear and efflux of
time. This fal in the value should be treated as a loss or expense, to be considered before profit
or loss is ascertained. The value to be shown in the Balance Sheet must also be, suitably, reduced.
To continue to show it at the old figure will be overstating the assets. Depreciation is usually
computed on the basis of the life of the assets. Suppose, a machine costs Rs. 1,00,000 and has
alife of 5 years. Then, each year 1/5" of the cost, i.e., Rs. 20,000 should be treated as an
expense; only the remaining amount is to be shown in the balance sheet. The entry is:
Depreciation Account ...Dr. 20,000
To Machinery Account 20,000

Depreciation is debited to the Profit & Loss Account. In the final accounts, the item will

figure as shown below:

Dr. PROFIT & LOSS Account for the year ending .. Cr.
Particulars Amt. Particulars Amt.
To Depreciation 20,000
BALANCE SHEET ason .....
Liabilities Amt. Assets Amt.
Machinery 1,00,000 80,000

Less: Depreciation 20,000

Depreciation appearing in Trial Balance: In this case, depreciation entry has, already, been
passed, before preparation of the trial balance. In that case only, the Depreciation Account will
figure in the trial balance itself. The concerned asset will appear at its reduced value since the
amount of the depreciation would have been credited to it. In such a case, no further adjustment
will be necessary; the Depreciation Account will be transferred to the debit of the Profit & Loss
Account like other expenses.

Again, it is reminded if any entry appears in the trial balance, only once it appears in the financia
statements. Here, it appears in profit & loss account. Only Adjustment involves two entries.
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Pro rata depreciation: While computing depreciation, the period for which the asset is used
should be kept in mind. Suppose, a machine is purchased on 1% January, 2008 for Rs. 10,000
and another machine is purchased on 30" June, 2008 for Rs. 6,000: the rate of depreciation is
10%. Accounts are closed at the end of the calendar year. The depreciation for 2008 will be
Rs. 1,300 as shown below:

Rs.
On Rs. 10,000 for one year @10% 1,000
On Rs. 6,000 for six months @10% 300
1,300

Treatment in case of Loose Tools: In some cases like loose tools, depreciation is arrived at
by comparing the value on two dates. Suppose loose tools were valued at Rs. 2,300 on 1% January,
2008 and at Rs. 2,100 on 31* December, 2008, the depreciation will be Rs. 200.

5.5.7 Interest on Capital

The proprietor may wish to ascertain his profit, after considering the interest for the amount

invested in the firm. Suppose, the capital is Rs. 2,00,000 and the rate of interest is 5%. Then,

the interest will be Rs. 10,000. It will be treated like other expenses and debited to the Profit

and Loss Account; the amount will also be credited to the Capital Account. The entry is:
Interest on Capital Account ...Dr. 10,000

To Capital Account 10,000

In the final statements of account, the item will appear as shown below:

Dr. PROFIT & LOSS Account for the period ending... Cr.
Particulars Amt. Particulars Amt.
To Interest on 10,000
Capital

BALANCE SHEET as on...

Liabilities Amt. Assets Amt.
Capital 2,00,000 2,10,000
Add: Interest on capital 10,000

5.5.8 Interest on Drawings

The proprietor may aso realize that when he draws money for private use, the firm loses interest
as funds for business are reduced. Therefore, the proprietor’s capital may be debited with the
interest on the money drawn by him. Interest will depend on the amount and the date of
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withdrawal concerned. In absence of information about the date of drawings, it should be assumed
that the drawings were made, evenly, throughout the year; therefore, interest should be charged
for six months on the full amount. Suppose, capital is Rs. 2,00,000 and the total drawings are
Rs. 10,000. The rate of interest is 6% on the drawings.

The average amount of drawings on which interest is to be charged is Rs. 5,000. So, interest
@ 6% on drawings Rs. 5,000 will be Rs. 300. The entry to be passed is:

Interest on Drawings ...Dr. Rs. 300
To Profit & Loss Account Rs. 300
It will be shown as follows:
Dr. PROFIT & LOSS Account for the year ending.... Cr.
Particulars Amt. Particulars Amt.
By Interest on Drawings 300

BALANCE SHEET as on...

Liabilities Amt. Assets Amt.
Capital 2,00,000 1,89,700
Less: Drawings 10,000
1,90,000
Less: Interest on Drawings 300

Drawings and Interest on drawings are reduced from Capital account.

5.5.9 Interest on Loan

Interest must be paid on loans, whether there is profit or loss. It is calculated by reference to
the rate of interest agreed to be paid by the firm. Suppose a loan of Rs. 20,000 is taken on 1%
May 2008 at 18%, if the accounts are closed on 31% December, the interest for the year will be
Rs. 2,400 i.e,, Rs. 20,000 x 18/ 100 x 8/ 12. The amount of the interest, if not paid, is to be
credited to the Outstanding Interest Account. The debit entry will be to the Interest on Loan
Account. The entry is:

Interest on Loan Account ....Dr. Rs. 2,400
To Outstanding Interest Account Rs. 2,400
The item will figure as follows in the final accounts:
Dr. PROFIT & LOSS Account for the period ending... Cr.
Particulars Amt. Particulars Amt.

To Interest on Loan 2,400
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BALANCE SHEET as on...

Liabilities Amt. Assets Amt.
Loan 2,00,000
Outstanding Interest 2,400

5.5.10 Classification of Debtors

Once goods are sold on credit, debtors appear in accounts. In place of debtors, bills receivable
may also appear. Debtors and bills receivable represent the amounts to be received by the
firm for the credit sales made. All debtors and bills receivable may not be realizable. Where
recovery is impossible, those amounts are to be written of as bad debts. Against likely bad
debts, provision is required to be made. Both bad debts and provision for bad debts reduce
the profits of the firm.

Classification of Debtors

Good Dettors

A4

Doubtful Debtors

Fully Realizable
Debts

v

Partly Realizable &
Partly Unrealizable
Debts

Bad Debtors

v

No Chance of
Recovery

5.5.11 Bad Debts

Credit sales have become a must these days and bad debts occur, when there are credit sales.
Bad Debt is a loss to the business and a gain to the debtor. The following journal entry should,
therefore, be passed in the event of a debt becoming bad.

Bad Debts A/c Dr.
To Debtor’s Personal Alc
Illustration No. 2

Kalyan & Co. has been running its cloth business. At the end of Dec. 2008, the firm's books of
accounts show the debtors at Rs. 4,00,000. Out of those debtors, Rs. 20,000 have been recognized
as bad debts as those debtors have become insolvent.

Show the position in the financia statements.
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Solution:
Dr. PROFIT & LOSS Account for the period ending... Cr.
Particulars Amt. Particulars Amt.
To Bad Debts 20,000

BALANCE SHEET as on...

Liabilities Amt. Assets Amt.
Sundry Debtors  4,00,000 3,80,000
Bad Debts 20,000

[llustration No. 3
Following are the extracts from Trial Balance of a business.

TRIAL BALANCE
as on 31st December, 2008

Particulars Dr. Amount Cr. Amount
Rs. Rs.
Sundry Debtors 50,000
Bad Debts 5,000

Additional information: Mehata, one of the debtors became insolvent and it was learnt on
31st December, that out of the total debt of Rs. 5,000 only Rs. 2,500, will be recovered from
him. No adjustment has so far been made.

You are required to pass necessary adjusting entries and show how the items will appear in
the Final Accounts of the business.

Solution:
JOURNAL
Date Particulars Dr. Amount |Cr. Amount
Rs. Rs.
Bad Debts A/c Dr. 2,500
To Mehata 2,500
(Being the ammount irrecoverable)
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PROFIT & LOSS ACCOUNT
for the year ending 31st December, 2008

Particulars Amount Particulars Amount
Rs. Rs.

To Bad Debts 5,000
(as given in the

Trial Balance)

Add: Additional

bad debts 2,500 7,500

BALANCE SHEET
as on 31st December, 2008

Liabilities Amount Assets Amount
Rs. Rs.
Sundry Debtors 50,000
Less: Bad Debts 2,500 47,500

Note: Bad debts, appearing in Trial Balance, have aready seen provided for. Now, the adjustment relates to
additional bad debts for the amount appearing in sundry debtors.

5.5.12 Provision for Bad and Doubtful Debts

Prudent accounting principle is to make provision for expected losses and not to take
credit for expected profits.

All credit sales would not be realized in the year in which the sales are made. Sales may
be made in one year and actual realizations may happen in the succeeding year. A firm, therefore,
makes provision at the end of the accounting year, for likely bad debts, which may happen during
the course of the next year. The simple reason is al collections do not occur in the same year
in which sales are made. Some sales are likely to become bad in the course of the next year.
So, the proper course would be to charge such likely bad debts in that accounting year in which
sales have been made, since, the profit on such sales has been considered in the year in which
the sales have been made.

The following journal entry is passed for creating a provision for bad debts.

Profit & Loss Alc Dr.
To Provision for Bad and Doubtful Debts

The provision for bad debts is charged to the Profit & Loss Account and is deducted from
debtors in the Balance Sheet.
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Calculation of Provision for Bad and Doubtful Debts. Normally, problem states the % of
Provision for Bad and Doubtful Debts. On which amount of debtors, this % of Provision for
Bad and Doubtful Debts is to be calculated?

e From debtors, first deduct total bad debts from debtors. Bad debts are that amount,
appearing in the trial balance and any further provision that may be required in the
adjustment for bad debts.

e On the balance amount of debtors only, Provision for Bad and Doubtful Debts is to be
calculated. Reason is simple. Once, debt becomes bad, it would be written off. So, bad
debts amount is already excluded from debtors. The balance amount of debtors is only
good debts, expected to be realized. Even this amount may not be totally recoverable
and for this reason only, Provision for Bad and Doubtful Debts would be created.

Provision for Bad and Doubtful Debts is to be calculated on that amount of debtors,
after deducting bad debts. Provision for Bad and Doubtful Debts is not to be calculated
on the total amount of debtors.

[llustration No. 4
Following are the extracts from the Trial Balance of a firm.

TRIAL BALANCE
as on 31st December, 2008

Particulars Rs. Rs.
Sundry Debtors 30,000
Bad Debts 5,000

Additional Information:

() After preparing the Trial Balance, it is learnt that a debtor, Talwar has become insolvent
and therefore, the entire amount of Rs 3,000 due from him was irrecoverable.
(i) Create 10% provision for bad and doubtful debts.
You are required to pass necessary adjusting entries and show how the items will appear in
the firm’'s Balance Sheet.

Solution:
ADJUSTING JOURNAL ENTRIES
Date Particulars Dr. Cr.
Amount | Amount
Rs. Rs.
Bad Debts A/c Dr. 3,000
To Talwar 3,000
(Being amount due from Talwar proved to be bad)
Profit & Loss A/c Dr. 2,700
To Provision for Bad and Doubtful Debts 2,700
(Being bad debts provision created)
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PROFIT AND LOSS ACCOUNT
for the year ending 31st December, 2008

Particulars Amount Particulars Amount
Rs. Rs.

To Bad Debts 5,000
(as given in the
Trial Balance)

Add: Additional bad

Debts 3.000 8,000
Provision for bad and Doubtful 2,700
debts

BALANCE SHEET
as on 31st December, 2008

Liabilities Amount Assets Amount
Rs. Rs.
Sundry Debtors 30,000
Less: Additional bad debts 3.000
27,000
Less: Provision for bad debts 2,700
24,300

The provision for bad debts created at the end of the accounting year is carried forward to
the next year. At the end of the next year, suitable adjusting entry is passed for keeping the
provision for doubtful debts at an appropriate amount to be carried forward.

[llustration No. 5

Kishore & co. has been a running garment business. At the end of Dec, 2007, the firm's books
of accounts show the debtors at Rs. 3,00,000. Out of those debtors, Rs. 10,00 are not traceable
and to be treated as bad debts. By practice, over the years, it has been noticed that the business
looses money even on the expected realizations from the good debtors too. The business adopts
a consistent policy of making a provision of 5% on the expected good debtors towards bad and
doubtful debts.

Show the position in the financial statements.

Solution:
Dr. PROFIT & LOSS Account for the period ending... Cr.
Particulars Amt. Particulars Amt.
To Bad debts 10,000
To Provision for Bad 14,500
and Doubtful debts
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BALANCE SHEET as on...

Liabilities Amt. Assets Amt.
Sundry debtors 3,00,000
Bad debts 10,000
2,90,000
Provision for Bad 14,500
and Doubtful debts 2,75,500

Note: Provision for Bad and doubtful debts is to be made on Rs. 2,90,000 but not on Rs. 3,00,000 as
Rs. 10,000 has already, been removed as bad debt from sundry debtors. Chance of becoming bad is on the

balance amount only i.e. Rs. 2,90,000.

Presentation in Accounts for Bad Debts & Provision for Bad and Doubtful Debts:
Students, in particular non-commerce people, often experience difficulty when both bad debts
and provision for bad doubtful debts are to be made, in particular, when the trial balance is already
showing the provision for bad and doubtful debts.
Trial balance is showing the provision for bad and doubtful debts. So, this was the balance
for bad and doubtful debts at the end of the last year, which has been carried forward.
Follow the simple approach:

e  Show bad debts and provision for bad and doubtful debts, separately, in Profit and Loss

Account. Do not club them up.
Presentation in Profit & Loss account:

e |f the current year’s provision for bad and doubtful debts, required to be made, is more
than the provision for bad and doubtful debts shown in the trial balance, show the
additional provision on the debit side of the profit and loss account as this is an additional
expense.

e Isthe current year's provision for bad and doubtful debts, required to be maintained at
the end of the year, is less than the provision for bad and doubtful debts shown in the
trial balance? Show the excess provision (Last year’s provision in shown Trial Balance
— provision required to be maintioned in current year) on the credit side of the profit
and loss account. Thisis an income, as the earlier estimated expense is no longer needed
to be continued.

Presentation in Balance Sheet:

e Deduct first provision for bad debts and later provision for bad and doubtful debts,

required to be maintained at the end of the year, from the debtors in the balance sheet.
The following problem explains the trestment of higher provision for bad and doubtful debts:
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[llustration No. 6

At the end of the year 2008, Radhi & Co. has observed that their the debtors are Rs. 5,00,000.
Out of those debtors, Rs. 5,000 are not traceable and to be treated as bad debts. By practice,
over the years, it has been noticed that the business looses money on the expected realizations
from the good debtors too. The business adopts a consistent policy of making a provision of 5%
on the expected good debtors. Provision for bad and doubtful debts stand at Rs. 14,500 at the
end of Dec, 2007.

Show the position in the financia statements.

Solution:
Dr. PROFIT & LOSS Account for the period ending... Cr.
Particulars Amt. Particulars Amt.
To Bad debts 5,000
To Provision for bad & doubtful debts 24,750 10,250
(required)
Less Existing 14,500
Provision for bad & doubtful debts

BALANCE SHEET ason.......

Liabilities Amt. Assets Amt.
Sundry debtors 5,00,000
Bad debts 5,000
4,95,000
Provision for bad & doubtful debts 24,750 4,70,250

The following illustration shows the presentation when provision for bad debts, now, needed
is lower than the existing provision in the trial balance:
Illustration No. 7
At the end of the year 2008, Dimpy & Co. has observed that their the debtors are Rs. 2,00,000.
Out of those debtors, Rs. 3,000 are to be treated as bad debts. Provision for bad & doubtful
debts Rs. 4,000 is needed at the end of Dec, 2008.

Provision for bad & doubtful debts stand at Rs. 10,500 at the end of Dec, 2007.

Show the position in the financial statements.

Solution:
Dr. PROFIT & LOSS Account for the period ending... Cr.
Particulars Amt. Particulars Amt.
To Bad debts 3,000 | By Existing Provision for
Bad debt & Doubtful debts 10,500
Less 4,000

Provision required
for Bad debt & Doubtful debts 6,500
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BALANCE SHEET as on ...

Liabilities Amt. Assets Amt.
Sundry debtors 2,00,000
Bad debts 3.000
1,97,000
Provision for bad & doubtful debts 4,000 1,93,000

5.5.13 Accidental Losses

Stock of goods may also be destroyed or damaged by fire, etc. As a result, the value of the
closing stock will be lower than otherwise. This will reduce the amount of the gross profit and,
in turn, net profit, automatically. It is aways better to ascertain the gross profit, which would
have been earned, in absence of the loss since this enables the firm to judge its trading operations,
properly. This will be possible if the amount of the loss of goods is credited to the Trading Account
and debited to the Profit and Loss Account. By this entry, the increases in the gross profit will
be neutralized by the debit to the Profit and Loss Account and thus the net profit will not be
affected.

The entries to be passed, say, in case of fire, are as follows:

Loss of goods by Fire Account ... Dr.
To Trading Account.
If there is an insurance policy to cover the goods concerned, part or the whole amount of loss
may be admitted by the insurance company. The amount received or agreed to be paid by the
insurance company will be credited to the Loss of Goods by Fire Account. The remaining amount
only will be transferred to the Profit and Loss Account as a write off as this would be the final
loss due to accident.
(i) Profit and Loss Account .. Dr.

To Loss of goods by Fire Account

[llustration No. 8

Sundaram & Co. has lost stocks in a fire accident Rs. 50,000. Amount admitted by Oriental
Fire insurance company under the fire insurance policy is Rs. 35,000. The claim amount is yet
to be received from the insurance company. Show the presentation in the Trading, Profit and
Loss Account and Balance Sheet.

Solution:
Dr. Trading Account for the period ending... Cr.
Particulars Amt. Particulars Amt.

By Loss of goods by 50,000
Fire Account
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Dr. PROFIT & LOSS Account for the period ending.. Cr.
Particulars Amt. Particulars Amt.
To Loss of goods by 15,000

Fire Account

BALANCE SHEET of Sundaram & Co as on...
Liabilities Amt. Assets Amt.

Oriental Fire Insurance 35,000
Company (Fire insurance
policy amount receivable)

Note: Out of aloss of Rs. 50,000, Oriental Fire insurance company has admitted the claim for Rs. 35,000.
Sundaram & Co. can recover Rs. 35,000 only from the Orienta Fire insurance company. Hence, the net loss
due to fire accident Rs. 15,000 has been written off to Profit and Loss Account.

5.5.14 Commission Payable on Net Profits

Sometimes, Company may provide an incentive to the manager in the form of commission on
profits to improve profitability of the company. Suppose the profit earned by the firm is Rs. 80,000,
without considering the commission; commission is 5%. The commission will be then Rs. 4,000.
The profit will be reduced to Rs. 76,000. The entry to be passed will be to debit the Profit and
Loss Account and credit the Commission Payable Account. This account will be a liability and
shown in the balance sheet.

Sometimes, commission may be on the net profits of the company. If the rate of the
commission is 5%, then the profit remaining after the commission should be Rs. 100. In such an
event, the profit before the commission should be Rs. 105. In other words, commission is Rs. 5
out of every Rs. 105 profit, before the commission.

The formula to calculate the commission in such a situation is: 5/105 x Profits before the
commission.

Illustration No. 9

Kalyan & Co. agrees to pay a commission 5% on net profits to its manager. The profit before
commission is Rs. 80,000. The commission has not yet been paid by the company to its manager.

Show the necessary entries in the financial Statements.

Dr. PROFIT & LOSS Account for the period ending... Cr.
Particulars Amt. Particulars Amt.
To commission to the Manager 3,810
To Net Profit 76,190
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BALANCE SHEET ason .......
Liabilities Amt. Assets Amt.

Outstanding commission to the Manager 3,810

Note: The manager is entitled to a commission of 5% on net profits. So, before deducting
commission, profits should be Rs. 105 to enable him to get a commission of Rs. 5. The commission
will be Rs. 3,810, i.e.,, Rs. 80,000 x 5/105. The profit after the commission is Rs. 76,190 and
Rs. 3,810 is 5% of this figure.

If the commission is calculated, directly, on Rs. 80,000, it will be wrong as the remaining
profit would be Rs. 76,000 and 5% of Rs. 76,000 is not Rs. 4,000.

5.6 CLOSING ENTRIES

‘Closing Entries' are essential to ascertain the correct operating results. Accounts relating to
expenses and incomes are to be closed to find out the operating profit. So, balances in the
expenses and income accounts have to be transferred to Trading and Profit and Loss Accounts.
Process of closing expenses and income accounts is done through closing entries.

5.7 MY BALANCE SHEET NOT TALLIED

‘My balance sheet is not tallied, though | have made all the adjustment entries, correctly’ —this
is the common statement often heard from the students, coming out of the examination hall.
Follow the following to tips to avoid this situation:

e Entry appearing in Trial balance finds place at one place only, debit or credit.

e Give aspecid identification (giving reference to the adjustment number in the problem),
while reading the trial balance, against the entry, which requires adjustment. You would
not forget to do the adjustment as the symbol reminds you to do adjustment! This is
‘Time Management’ too.

e All adjustment entries have to be made at two places for the same amount. Students
think that they can make entries at their convenience. This is a wrong approach. Once
you debit, make credit for the same amount, simultaneously. Students know the
adjustment entry, yet they do not make both the adjustments (changes) at the sametime.

e After making the adjustment, before you move to the next entry, check, again, that
adjustment has been done at both the places for the same amount.

e Do not forget to check that the debit amount and credit amount are the same.

e Once you follow meticulously, your balance sheet would always tally.
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[llustration No. 10
From the following Trial Balance and additional information, you are required to prepare profit
and loss account and balance sheet.

TRIAL BALANCE
as on 31% December, 2008

Particulars Dr. Amount (Rs.) | Cr. Amount (Rs.)

Capital 20,000
Sundry Debtors 5,400
Drawings 1,800
Machinery 7,000

Sundry Creditors 2,800
Wages 10,000
Purchases 19,000
Opening Stock 4,000
Bank Balance 3,000
Carriage Charges 300
Salaries 400
Rent and Taxes 900

Sales 29,000

51,800 51,800

Additional Information:
() Closing Stock Rs. 1,200.
(i) Outstanding Rent and Taxes Rs. 100.
(i) Charge depreciation on machinery at 10%.
(iv) Wages prepaid Rs. 400.

Solution:
TRADING AND PROFIT & LOSS ACCOUNT
for the year ending 31st December, 2008
Particulars Amount Particulars Amount
Rs. Rs.
To Opening Stock 4,000 | By Sales 29,000
To Purchases 19,000 | By Closing Stock 1,200
To Wages 10,000 9,600 | By Gross Loss B/d 2,700
Less Prepaid Wages 400
To Carriage 300
77777777777 820, ] 32900
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| ToGrossLossb/d | 2,700 | By Net Loss transferred to Capital Ac | 4,800 |
To Salaries 400
To Rent and Taxes 900 1,000
Add outstanding _100_
To Depreciation on 700
Machinery
_4,800 4,800
BALANCE SHEET
As on 31% December, 2008 (Rs.)
Liabilities Amount Assets Amount
Outstanding Rent & 100 | Cash at Bank 3,000
Taxes
Creditors 2,800 | Debtors 5,400
Capital 20,000 Closing Stock 1,200
Less: Net Loss 4,800 Prepaid Wages 400
15,200 Machinery 7,000 6,300
Less: Drawings 1,800 | 13,400 | Less Depreciation 700
_16,300 _16,300

Note: Carriage is treated as carriage inwards, hence shown in trading account.

Illustration No. 11

From the following balances of Shyam & Co., prepare trading and Profit & Loss Account for
the year ended 31st Dec., 2008 and balance sheet on that date:

Debit Balances:

Rs. Rs.
Drawings 1,700 | Rent 450
Plant & Machinery 12,000 | Misc. Expenses 150
Horses & carts 2,600 | Bad Debts 500
Debtors 3,600 | Carriage inwards 160
Purchases 2,000 | Credit Balances
Wages 800 | Creditors 2,000
Cash at Bank 2,600 | Sales 4,200
Salaries 800 | Interest 1,350
Repairs 190 | Commission 1,600
Opening stock 1,600 | Capital 20,000
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Adjustments:
(1) Closing stock Rs. 1,600
(2) Depreciate plant & machinery 10%, horses & carts 15%.
(3) Allowed interest on capital at 5%p.a.
(4) Rs. 150 is due for wages.
(5) Paid rent Rs. 150 in advance
(6) Accrued interest Rs. 150.
(7) Commission received in advance Rs. 200
(8) Interest on drawings Rs. 100
(9) Further bad debts Rs. 200
Solution:
TRADING and PROFIT & LOSS A/lc SHYAM & Co.
For the year ended 31st December, 2008 Rs.
To opening stock 1,600 | By sales 4,200
To purchases 2,000 | By closing stock 1,600
To wages 800
Outstanding wages 150 950
To carriage inwardards 160
To gross profit c/d 1,090
5,800 5,800
To salaries 800 | By gross profit b/d 1,090
To repairs 190 | By interest 1,350
To rent 450 Add: accrued
To less paid in advance 150 Interest 150
300 1,500
To Misc. expenses 150 | By commission 1,600
To bad debts 500 Less received in
Add : further Advance 200 1,400
Bad debts 200 700
To interest on capital 1,000 | By interests on drawings 100
To depreciation on plant 1,200
& machinery 1,590 | Net loss transferred to capital a/c 640
Houses & carts 390
4,730 4,730
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BALANCE SHEET of Shyam & Co. as on 31st Dec., 2008
Liabilities Amount Assets Amount
Creditors 2,000 | Cash at bank 2,600
Outstanding wages 150 | Stock 1,600
Prepaid rent 150
Commission received in advance 200 | Accrued interest 150
Capital 20,000 Debtors 3,600
Add interest on Less bad debts 200 3,400
Capital 1,000
21,000 Machinery 12,000
Less depreciation 1,200 10,800
Less Houses & carts 2,600 2,210
Drawings 1,700 Less depreciation 390
Interest on drawings 100
net loss _640 18,560
2,440
20,910 20,910

Illustration No. 12

The Trial Balance of Srinivas stores appeared on 31% March 2008 as below.
Prepare Trading and Profit & Loss Accounts & Balance Sheet as on 31% March 2008.

Debit Balance:

Stock 1% April, 2007 57,500 | Interest on 1,500
Purchases 1,60,000 | Mortgage

Productive Wages 65,000 | Cash in hand 250
Carriage 2,750 | Cash at Bank 27,250
Discount 1,300 | Building 40,000
Traveling Expenses 5,000 | Machinery 15,000
Salaries 20,000 | Horses & Carts 5,000
Insurance 1,500 | Sundry Debtors 32,500
Commission 3,250 | Credit Balance

Rent & Rates 5,000 | Sales 3,00,000
Stable Expenses 1,950 | Interest on 30,500
Repairs 1,050 | Mortgage

Sundry Expenses 550 | Capital 1,06,550
Sales Return 11,700 | Sundry Creditors 21,000
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Adjustments:

On 31% March, 2008, the Stock was valued at Rs. 60,750.
() Rent & taxes Rs. 300 were paid in Advance.
(i) Depreciation is to be written off at 2.5% on Building, 5% on Machinery & 7.5% on

Horse & Carts.

Provision is to be made for doubtful debts at 5% on debtors.

Solution:

Dr. Trading A/c and Profit/Loss A/c for the year ended 31% March 2008 Cr.

Particulars
To opening stock
To Purchases
To Productive Wages
To Carriage

To Gross Profit c/d
(Transfer to Profit and Loss A/c)

To Traveling expenses
To Salaries

To Insurance

To Commission

To Rent & Rates 5,000
( ) Advance 300
To stable expenses

To Repairs

To Sundry expenses

To Interest on Mortgage

To Discount

To Depreciation on
Building
Machinery
Horses & Carts

To Provision for Bad Debts

To Net Profit (Transfer to
Balance Sheet)

Amounts
57,500
1,60,000
65,000
2,750
63,800

3,49,050

5,000
20,000
1,500
3,250
4,700

1,950
1,050

550
1,500
1,300

1,000
750
375

1,625

49,750

94,300

Particulars
By Sales
Less: Sales Returns
By Closing Stock

By Gross Profit b/d

3,00,000
11,700

By Interest on Mortgage

Amounts

2,88,300
60,750

3,49,050
63,800
30,500

94,300
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Balance Sheet as on 31 March 2008

Liabilities Amount Assets Amount
Capital 1,06,550 1,56,300 | Cash in Hand 250
(+) Net Profit 49,750 Cash at Bank 27,250
Sundry creditors 21,000 | Building 40,000
( ) Depreciation 1,000 39,000
Machinery 15,000
( ) Depreciation 750 14,250
Horses & carts 5,000
( ) Depreciation 375 4,625
Sundry Debtors 32,500
( ) Provision for Bad Debts 1,625 30,875
Closing Stock 60,750
Advance Rent & Rates 300
1,77,300 1,77,300

IMPORTANT TIP

Before solving the problem, students are advised to check the total of the trial balance and find
out whether debits are equal to credits. Many a time, due to printing mistake or the problem is
made deliberately so, there may be a difference in the trial balance. The difference may be
shown in the Profit and Loss Account, with a note about the disagreement in trial balance.

This procedure would save precious time during the examination.

Illustration No. 13

Prepare Trading and Profit & Loss A/c for the year ended 31% March, 2007 and Balance
Sheet of M/s. Varshney & Company as on that date from the following Trial Balance:

Dr. Cr.
(Rs.) (Rs.)
Purchase 70,000
Goods Returned 5,000
Carriage Inwards 1,500
Salaries and Wages 14,000
Rent, Rates and Taxes 2,800
Insurance 500
Discount 800
Bank 18,700
| Plantand Machinery [ 12000 |
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Investments [ 8000 |
Furniture and Fittings 5,000
Bills Receivable 45,500
Cash in hand 1,000
Sundry Expenses 500
Opening Stock 31,500
Sales 1,10,000
Bills Payable 15,800
Capital Account 76,000
(Rs.) 2,06,800 2,06,800

Adjustments:
Provide outstanding sal

ary Rs. 2,500/-

Make a provision for bad debts in bills receivable by Rs. 1,500/-
Closing stock Rs. 65,000/-
Stocks lost by fire were Rs. 7,000/-. However, insurance company settled the claim for

Rs. 5,000/ and is still r

eceivable.

Manager is entitled to commission @10% on net profits.

Solution:

TRADING and PROFIT & LOSS ACCOUNT of M/S. Varshney & Company.
for the year ending 31* March, 2007

Particulars Amount Particulars Amount
To Opening Stock 31,500 | By Sales 1,10,000
To Purchases 70,000 By Closing Stock 65,000
Less : Goods Returned 5,000 65,000 | By Loss of Goods by 7,000
Fire
To Carriage Inwards 1,500
To Gross Profit ¢c/d 84,000
To Salaries and Wages 14,000 By Gross Profit b/d 84,000
Add : Outstanding 2,500 16,500
Wages
To Rent, Rates and Taxes 2,800
To Insurance 500
To Discount 800
To Sundry Expenses 500
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| ToBad Debt in respectofBils | | [ ]
Receivable 1,500
To Loss by Fire** 2,000
To Commission to Manager* 5,400
To Net Profit transferred to Capital 54,000
Alc
84,000 84,000
BALANCE SHEET of M/s. Varshney & Company
as on 31% March, 2007
Liabilities Amount Assets Amount
Bills Payable 15,800 | Cash in hand 1,000
Capital 76,000 Bank 13,700
Add : Net Profit 54,000 | 1,30,000 | Investments 8,000
Outstanding Salaries 2,500 | Bills Receivable 45,500
Outstanding Commission to 5,400 | Less : Bad Debt 1,500 44,000
Manager
Closing Stock 65,000
Plant and 12,000
Machinery
Furniture & Fittings 5,000
Insurance Claim 5,000

* Formula for calculating the commission is % x 59,400 .

** Qut of goods logt by fire Rs. 7,000, claim admitted by insurance company is Rs. 5,000 hence loss by fire

Rs. 2,000 iswritten off.
Illustration No. 14

From the following Trial Balance of M/s Sameer & Co., Bhopal, prepare a Trading and Profit
& Loss Account for the year ending 31% March, 2007 and also a Balance Sheet as on the

date:
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Dr. Cr.
(Rs.) (Rs.)
Capital Account 45,000
Drawings 3,250
Land and Building 12,750
Plant and Machinery 7,250
Furniture and Fixtures 750
Carriage 2,125
Wages 10,750
Salaries 2,350
Bad Debts Reserve (1.4.2006) 1,250
Sales 47,500
Return Inwards 900
Bank Charges 750
Taxes 425
Discount 60
Purchases 20,000
Bills Receivable 750
Debtors 18,900
Creditors 6,125
Opening Stock 12,500
Cash in hand 7,000
Bank loan 515
Rs. 1,00,450 1,00,450
Adjustments:

(1) Closing Stock (31.3.2007) Rs. 3,625.

(2) Provide 10% depreciation per annum on all types of fixed assets.

(3) Allow interest on capital @ 5% per annum. No interest is to be charged on drawings.
(4) Increase Bad Debt Reserve to Rs. 1,750.

(5) Make a provision for Commission to General Manager on Gross Profit @ 2%.
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Solution:
TRADING and PROFIT & LOSS ACCOUNT of M/s. Sameer & Co.
for the year ending 31st March, 2007
Particulars Amount Particulars Amount
(Rs.) (Rs.)
To Opening Stock 12,500 | By Sales 47,500
To Purchases 20,000 | Less : Return 900 46,600
Inwards
To Wages 10,750 | By Closing Stock 3,625
To Carriage* 2,125
To Gross Profit c/d 4,850
Rs. | 50,225 Rs. | 50,225
To Salaries 2,350 | By Gross Profit b/d 4,850
To Bank Charges 750 | By Discount 60
To Taxes 425 | By Net Loss 3,537
Transferred to
Capital Alc
To Interest on Capital 2,250
To Depreciation - Building 1,275 2,075
- Plant and Machinery 725
- Furniture 75
To Bad Debts Reserve New | 1,750
Less : Old Reserve 1,250 500
To Commission to General 97
Manager
(2% on Rs. 4,850)
8,447 8,447
BALANCE SHEET of M/s. Sameer & Co.
As on 31st March, 2007
Liabilities Amount Assets Amount
(Rs.) (Rs.) (Rs.) (Rs.)
Sundry Creditors 6,125 | Cash in hand 7,000
|Bankloan | || 515|BilsReceivable | | 750
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Capital 45,000 40,463 | Debtors 18,900 17,150
Less : Net Loss 3,537 Less : Bad Debts 1,750
41,463 Reserve
Less : Drawings 3,250 Closing Stock 3,625
38,213 Land and Building 12,750 11,475
Add : Interest on Capital 2,250 Less : 1.275

Depreciation
Plant and Machinery 7,250 6,525

Outstanding Commission to 97 @ess : 725
General Manager Depreciation
Furniture 750 675
Less: _75
Depreciation
47,200 47,200
Note:

*  Carriageistreated as carriage inwards, hence shown in trading accounts. If treated as carriage
outwards, it hasto appear in profit and loss account.

Illustration No. 15
The following is the Trial Balance of Theer and Tarkh & Co. on 31% December, 2008.

Dr. Cr.
Rs. Rs.
Cash in Hand 540
Cash at Bank 2,630
Purchases Account 40,675
Sales Account 98,780
Returns Inward Account 680
Returns Outward Account 500
Wages Account 10,480
Fuel & Power Account 4,730
Carriage on Sales Account 3,200
Carriage on Purchases Account 2,040
Stock Account (1% January 2008) 5,760
Buildings Account 30,000
Freehold Land Account 10,000
Machinery Account 20,000
| Patents Account | 7500] |
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Salaries Account 15,000

General Expenses Account 3,000

Insurance Account 600

Drawings Account 5,245

Capital Account 71,000

Sundry Debtors Account 14,500

Sundry Creditors Account 6,300
TOTAL 1,76,580 1,76,580

Taking into account the following adjustments, make the necessary Journal entries, including
closing entries and prepare Trading and Profit and Loss Account and the Balance Sheet as on

31st December, 2008:
(&) Stock on hand on 31st December,

2008 is Rs. 6,800.

(b) Machinery is to be depreciated at the rate of 10% and Patents at the rate of 20%.
(c) Saaries for the month of December, 2008 amounting to Rs. 1,500 were unpaid.
(d) Insurance includes a premium of Rs. 170 per annum on a policy expiring on 30th June,

20009.

(e) Wages include a sum of Rs. 2,000 spent on the erection of a cycle shed for employees

and customers.

(f) A provision for Bad and Doubtful Debts is to be created to the extent of 5 per cent

on Sundry Debtors.

Solution:
JOURNAL
Adjustment Entries:
Date L.F. Dr. Cr.
Particulars Amount | Amount
Rs. Rs.
Dec. | 31 | Stock Account .. Dr. 6,800
2008 To Trading Account 6,800
(Being the value of the closing stock.)
' ,, | Depreciation Account .. Dr. 3,500
To Machinery Account ... 2,000
To Patents Account 1,500

on machinery (10% on Rs.20,
patents (20% on Rs. 7,500)

(Being the amount written off as depreciation

000) and on
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Salaries Account

To Outstanding Salaries A/c
(Being the amount still due on account of
salaries.)

Insurance Prepaid Account

To Insurance Account
(Being half the premium on a policy wh|ch WI||
expire on 30" June, 2009, i.e., 6 months after
the closing date)

.. Dr.

85

Building Account

To Wages Account
(Being the wages spent on erection of a cycle
shed transferred to Buildings Account)

2,000

Profit and Loss Account .
To Provision for Bad & Doubtful Debts
Account (Being the Provision required to be
maintained in respect of anticipated bad &

doubtful debts)

.. Dr.

725

Closing Entries:
Trading Account
To Stock Account
To Purchases Account
To Wages Account...........oeveviviiiinnennnn.
To Fuel & Power Account
To Carriage on Purchases A/c
To Returns Inward Account
[Being the various accounts transferred to the
Trading Account ]

.. Dr.

62,365

Sales Account

Returns Outward Account
To Trading Account

(Being the accounts transferred to the Trading

Account.)

.. Dr.
.. Dr.

98,780
500

Trading Account
To Profit & Loss Account
(Being the transfer of gross profit.)

.. Dr.

43,715

Profit & Loss Account
To Carriage on Sales Account
To Salaries Account
To General Expenses Account
To Insurance Account
To Depreciation Account
(Being the various expenses transferred to the
debit of the Profit and Loss Account.)

.. Dr.

26,715

85

2,000

725

5,760
40,675
8,480
4,730
2,040
680

99,280

43,715

3,200
16,500
3,000
515
3,500
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., | . |Proft&Loss Account ~  ...Dbr.| | 16275 |
To Capital Account 16,275
(Being transfer of net profit.)
' ,,» | Capital Account .. Dr. 5,245
To Drawings Account 5,245
(Being transfer of drawings to the Capital
Account.)
LEDGER
Dr. PURCHASES ACCOUNT Cr.
Date Particulars | Folio | Amount Date Particulars | Folio | Amount
2008 Rs. 2008 Rs.
Jan. | 31 Dec. | 31
to To Sundries 40,675 By Trading 40,675
Dec. Alc
Dr. SALES ACCOUNT Cr.
2008 2008
Dec. | 31 Jan.
To Trading A/c 98,780 to By Sundries 98,780
Dec. | 31
Dr. RETURNS INWARD ACCOUNT Cr.
2008 2008
Jan. | 31 Dec. | 31
to To Sundries 680 By Trading Alc 680
Dec.
Dr. RETURNS OUTWARD ACCOUNT Cr.
2008 2008
Dec. | 31 Jan.
To Trading A/c 500 to By Sundries 500
Dec. | 31
Dr. WAGES ACCOUNT Cr.
2008 2008 | 31 By Buildings 2,000
Jan. | 31 Dec. | ,, Alc
to To Sundries 10,480 | ,, By Trading Alc 8,480
Dec. ___ —_—
10,480 10,480
Dr. FUEL & POWER ACCOUNT Cr.
2008 2008
Jan. | 31 Dec. | 31
to To Sundries 4,730 By Trading Alc 4,730
Dec.
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Dr. CARRIAGE ON SALES ACCOUNT Cr.
2008 2008
Jan. Dec. By Profit A/lc
to 31 To Sundries 3,200 31 Loss Alc 3.200
Dec.
Dr. CARRIAGE ON PURCAHSES ACCOUNT Cr.
2008
Jan. 2008
to 31 To Sundries 2,040 | Dec. | 31 | By Trading A/c 2,040
Dec.
Dr. OPENING STOCK ACCOUNT Cr.
2008 | 1
Jan. To Balance b/d 5,760 | 2008 | 31 | By Trading Alc 5,760
Dec.
Dr. BUILDINGS ACCOUN Cr.
2008 | 1 To Balance b/d 30,000 | 2008
Jan. Dec. | 31 By Balance c/d 32,000
2008 | 31 To Wages A/c 2,000
Dec. 32,000 32,000
2009 | 1 To Balance b/d 32,000
Jan.
Dr. FREEHOLD LAND ACCOUNT Cr.
2008 | 1 To Balance b/d 10,000 | 2008
Jan. Dec. | 31 By Balance c/d 10,000
To Balance b/d 10,000
2009 | 1
Jan.
Dr. MACHINERY ACCOUNT Cr.
2008 To Balance b/d 20,000 | 2008 | 31 By Dep 2,000
Jan. Dec. | 31 By Balance 18,000
c/d
2009 To Bal b/d 20,000 ” 20,000
Jan. 18,000
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Dr. PATENTS ACCOUNT Cr.
2008 1 To Balance 7,500 2008 | 31 By Dep 1,500
Jan. b/d Dec.
” By Balance 6000
- c/d o
7,500 7,500
2009 1 To Balance 6,000
Jan. b/d
Dr. SALARIES ACCOUNT Cr.
2008 2008
Jan. Dec. | 31 By Profit & 16,500
to To Sundries 15,000 Loss
Dec. To Outstanding
31 Salaries A/c 1,500
16,500
16,500
Dr. GENERAL EXPENSES ACCOUNT Cr.
2008 2008
Jan. To Sundries 3.000 Dec. | 31 By Profit & 3.000
to 31 Loss A/c
Dec.
Dr. INSURANCE ACCOUNT Cr.
2008 2008 | 31 By Insurance
Jan. Dec. Prepaid 85
to 31 To Sundries 600 ' ,» | By Profit & Loss
Dec. Alc 515
_600 _600
Dr. DRAWINGS ACCOUNT Cr.
2008 2008 By capital
Jan. Dec. | 31 account -
to To Sundries 5,245 Transfer 5,245
Dec. | 31
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Dr. CAPITAL ACCOUNT Cr.
2008 2008 | 1 By Balance 71,000
Dec. | 31 | To Drawings 5,245 | Jan. b/d

Alc 2008 | 31 By Profit & 16,275
31 | To Balance c/d 82,030 | Dec. Loss Alc
87,275 87,275
2009
Jan. 1 By Balance 82,030
b/d

Dr. SUNDRY DEBTORS Cr.
2008 | 31 | To Balance b/d 14,500 | 2008 | 31 | By Balance c/d 14,500
Dec. Dec.

2009 1| To Balance b/d 14,500
Jan.

Dr. SUNDRY CREDITORS Cr.
2008 31 | To Balance c/d 6.300 | 2008 | 31 By Balance 6,300
Dec. Dec. b/d

By Balance
2009 | 1 b/d 6,300
Jan.

Dr. DEPRECIATION ACCOUNT Cr.
2008 | 31 2008 | 31 By Profit & 3,500
Dec. To Machinery Dec. Loss Alc

Alc 2,000
To Patents A/lc
1,500
3,500
3,500

Dr. OUTSTANDING SALARIES ACCOUNT Cr.
2008 | 31 To Balance c/d 1,500 | 2008 | 31 By Salaries 1,500
Dec. Dec. Alc

2009 | 1 1,500
July. By Balance

b/d
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Dr. INSURANCE PREPAID ACCOUNT Cr.
2008 | 31 To Insurance 85 | 2008 | 31 By Balance 85

Dec. Alc Dec. c/d
2009
Jan. 1 To Balance b/d 85
Dr. PROVISION FOR BAD & DOUBTFUL DEBTS ACCOUNT Cr.
2008 | 31 2008 | 31 By Profit &
Dec. To Balance c/d _725 | Dec. Loss Alc 725
2009 1 By Balance 725
Jan. b/d
Dr. CLOSING STOCK ACCOUNT Cr.
31 2008 | 31 By Balance
2008 To Trading A/c 6.800 | Dec. c/d 6.800
Dec.
2009 1 To Balance b/d 6,800
Jan.
Dr. CASH BOOK Cr.
Date Particulars | L.F. | Cash | Bank | Date Particulars | L.F. | Cash | Bank
Rs. Rs. Rs. Rs.
2008 | 31 2008
Dec. To Balance 540 | 2,630 | Dec. | 31 | By Balance 540 | 2,630
b/d c/d
2009
To Balance
Jan. | 1 b/d 540 | 2,630
TRADING & PROFIT & LOSS ACCOUNT
for the year ended 31% Dec, 2008
Rs. Rs.
To Opening Stock
Account 5,760 | By Sales A/c 98,780
To Purchases Alc 40,675 Less Returns
Less Returns Inwards 680 98,100
Outward 500 40,175
By Closing Stock A/c 6,800
To Wages A/c 8,480
To Fuel & Power A/c 4,730
| To Carriage on ~2040) ] |
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To Gross Profit
transferred to Profit &
Loss Alc

To Salaries Alc

Add outstanding
salary

To Carriage on Sales
Alc

To General Expenses
Alc

To Insurance Alc
Less Prepaid

To Provision for Bad &
Doubtful Debts A/c

To Depreciation A/c
Machinery
Patents

To Net Profit
transferred to Capital
Alc

15000

1,500

600
85

2,000

1,500

1,04,900

16,500

3,200

3,000

515
725

3,500
16,275

43.715

By Gross Profit
transferred from Trading
Alc

1,04,900

43,715

43.715

BALANCE SHEET OF Theer and Tarkh & Co. as on 31% Dec, 2008

Liabilities Rs. Assets Rs.
Current Assets :
Cash in Hand 540
Cash at Bank 2,630
Capital Sundry Debtors 14,500
Balance in the 71,000 Less Provision for Bad &
beginning Doubtful Debts 725 | 13,775
Add Profit during the 16,275 Insurance Prepaid 85
year
87,275 Closing Stock 6,800
Less Drawings 5,245 82,030 | Fixed Assets :
Freehold Land 10,000
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Liabilities : Building 30,000
Sundry Creditors 6,300 Cycle shed 2,000 | 32,000
Outstanding Salaries 1,500 Machinery 20,000
Less Depreciation 2,000 | 18,000
Patents 7,500
Less Depreciation 1,500
- 6,000
Total 89,830 Total | 89,830

Check Your Understanding

State whether the following statements are True or False

1. Revenue is not increased by taking loans although assets are increased.
2. A transaction, which increases the capital, is called ‘Income’.

3. Capital is assets minus liabilities.

4.  Profits or losses have no effect on the closing balance in capital.

5.  The value of human resources is shown as an asset in the balance sheet.
Answers

1. True 2. False 3. True 4. False 5. False

Pick up the most appropriate

1.

In case of a limited company, the term financial statements includes:
(@ P and L Alc and Balance Sheet (b) Balance Sheet
(c) P and L Alc, P and L Appropriation A/c and Balance Sheet.

Rent is shown at Rs. 30,000 in Profit and Loss Account. Balance sheet shows an outstanding
rent of Rs. 5,000. What was the cash outgo for the firm under the head ‘Rent'?

(@ 35,000 (b) 30,000
(c) 25,000 (d nil
Cash received towards income from investment is Rs. 60,000. Assets side of the balance

sheet shows Rs. 10,000 as accrued income from investments. So, Profit and Loss Account
should show on the credit side

(@ 70,000 (b) 60,000
(c) 50,000 (d) nil
Advertisement expenses are shown Rs. 90,000 in Profit and Loss Account. Actual cash

payment for advertisement is Rs. 1,00,000. What amount balance sheet should show under
the head prepaid advertisement expenses?

(@ 1,10,000 (b) 10,000
(c) 80,000 @ nil
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Answers
1. (c) 2. () 3. (a) 4. (b)

Interview Questions
Q.1. What are ‘Final Accounts’? Why they are so called?

Ans. Trading and Profit and Loss Account and Balance Sheet, all together, are called as ‘Final
Accounts’.

These are called as final accounts because they are the last accounts prepared at the
end of the year. The final accounts convey the final position of the firm, in terms of final
profit and final financial position of the organization.

Q.2. What is the purpose of Trading, Profit and Loss Account and Balance Sheet?

Ans. Every businessman is interested to know the operating results and ascertain the financial
position of the firm he runs for monitoring, from time to time. Trading Account shows the
gross profit, while Profit and Loss Account shows the net profit. Final results of business,
profit or loss, are known through Profit and Loss Account.

Balance sheet exhibits the final financial position of the organization.
Q.3. What is the meaning of ‘Marshalling of Assets and Liabilities’?

Ans. ‘Marshalling of Assets and Liabilities’ means arranging the assets and liabilities of the firm
in a specific sequence.

Assets may be recorded on the basis of liquidity, speed of conversion of assets into cash.
Liquid assets first and non-liquid assets, later, are shown on the assets side of the balance
sheet. In a similar manner, capital is recorded first and other liabilities later. There is no
standard format of the balance sheet for a proprietary concern and partnership firm, unlike
a limited company.

Q.4. What is the need of ‘Adjustment Entries’?

Ans. ‘Adjustment Entries’ are required to be made, before preparing the financial statements
such as Trading, Profit and Loss Account and Balance Sheet. Financial statements are
made on the basis of trial balance. However, certain accounting adjustments do not find a
place in the trial balance. All expenses and incomes related to the year are to be fully
accounted for, before drawing the financial statements. There may be certain outstanding
expenses, payments made in advance, accrued income but not accounted for and income
received in advance etc. All these adjustments are to be made in the financial statements.
Then only, profit and loss account shows the factual operating results and balance sheet
shows the financial position in a proper way.

Q.5. Why ‘Closing Entries’ are required to be made?

Ans. ‘Closing Entries’ are essential to ascertain the correct operating results. Accounts relating
to expenses and incomes are to be closed to find out the operating profit. So, balances in
the expenses and income accounts have to be transferred to Trading and Profit and Loss
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Q.6.

Ans.

Q.7.

Ans.

Q.8.

Ans.

Q..

Ans.

Q.10.

Ans.

Q.11.
AnNs.

Accounts. Process of transferring expenses and income accounts to Trading and Profit
and Loss Accounts is done through closing entries.

What is the need of ‘Opening Entries’?

Assets, liabilities, capital appearing in the previous year's balance sheet are to be brought
into the ledger of the current year. Balances of these accounts are brought forward into
the ledger for continuation in the current year. The process of bringing them into the current
year's ledger is done through ‘Opening Entries’.

What is the difference between outstanding expenses and prepaid expenses?

Outstanding expenses are the expenses, which have been incurred, but not paid. Prepaid
expenses are the amounts paid for which benefit has not been received during the year in
which the payment has been made.

What is depreciation? What adjustment entry is made for it?

Depreciation is a reduction in the value of the asset for use, wear and tear etc. Depreciation
account is debited and the concerned asset account is credited with the amount of
depreciation.

What is the need for providing depreciation, when there is no cash outgo?

Depreciation is an expense as asset has been used in conducting the business. Adjustment
for depreciation is to be made before drawing the financial statements to show proper
operating results and financial position.

A businessman’s daughter comes to father's garments shop and takes the clothes of her
choice for her personal use.

Why this transaction is to be accounted for when the business belongs to the proprietor?
In what manner, the transaction is to be recorded? What impact it would have on the
financial statements, if the transaction is not recorded?

This transaction — consumption of garments by the owner’s daughter — is to be accounted
for even when the business belongs to the proprietor. Reason is issue of ownership of
business and calculating correct operating results are two different matters. For the proprietor
too, it is necessary to know the correct operating results and financial position. Business
may be in loss and if the proprietor does not know in time, remedial steps cannot be
taken by him, in time.

The transaction is to be recorded as personal drawings of the proprietor. If not so recorded,
profit would be understated and capital would be overstated.

What is a contingent liability?

Contingent liability is a liability that may occur depending on the happening of a future
event. Contingent liability is a liability that may occur or may not occur. There is no
certainty of its happening.

Occurrence of the liability is uncertain as it depends on the happening of an external event,
in future, on which the company has no control.
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Q.12.

Ans.

Q.13.
Ans.

On which side of the balance sheet does contingent liability appear? Explain with an
example?

Contingent liability does not appear on any side of the balance sheet. Contingent liability
is not shown in the main body of the balance sheet. Contingent liability is always shown
in ‘Notes to Accounts’, beneath the balance sheet.

Example for contingent liability is ‘liability for bills discounted, not matured’. As the bill is
already discounted, say with a bank, bill amount does not appear on the assets side in
the balance sheet. Due date has not yet arrived, so the position of liability is not known.
Liability may occur only if the drawee (person who has accepted the bill and liable to make
payment on the due date) fails to make the payment to the bank on the due date, which
is subsequent to the balance sheet date.

‘Balance Sheet is a ‘Snap Shot’. Why it is so called?

When you are photographed, your photo shows the dress you wear for the photo. It does
not show the dress that has been changed, ten minutes back. In a similar manner, balance

sheet shows the financial position in respect of assets and liabilities on a particular date.
Balance sheet does not show the changes that have occurred, earlier.

ORON®



CHAPTER

0

Inventory Valuation

Qaooooaoao

Qo oaQoaQ

Introduction

Inventory — Meaning

Objectives of Inventory

Receipt and Issue of Materials — Documentation
Records in Stores

Conditions — Good Method for Valuing Issues
Methods of pricing Material Issues

First in First out

Last in First out

Average Cost

Specific Price

Base Stock

e Inflated Price

Inventory Systems

® Perpetual Inventory System

® Periodic Inventory System

Valuation of Inventory for Balance Sheet
True or False

Pick up the Most Appropriate
Descriptive Questions

Interview Questions




134 Accounting for Managers

6.1 INTRODUCTION

Inventory occupies a greater part in the composition of total current assets. Inventory is needed
for production as well as sale. Inventory control is the core of materials management. Inventory
valuation, greatly, influences the profitability of the firm.

6.2 INVENTORY - MEANING

Inventory is tangible property. Inventory would include items which are held for sale in the
ordinary course of business (Finished goods) or which are in the process of production for the
purpose of sale (Work-in-Process), or which are to be used in the production of goods or services,
which will be for sale (Raw Materials).

The ingtitute of Chartered Accountants of India defines inventory as “ Tangible property held
for sale in the ordinary course of business or in the process of production for sale or consumption
in the production of goods or services for sale, including maintenance supplies and consumables
and other machinery spares’.

In atrading firm, goods purchased are sold in the same form. Stock is inventory to a trading
firm. A manufacturing firm purchases raw materials and converts them into finished product.
So, inventory may be in the form of raw materials, work-in-process and finished goods for a
manufacturing firm. Stores and supplies are common to both the categories.

Classification of inventory: Inventory can be classified as under

(A) Raw materials: Raw materials are, directly, used in manufacturing a product.

(B) Work-in-process: Work-in-process is partly finished goods. They are in the process
of conversion from the stage of raw materials to finished goods. Work-in-process is
neither raw materials nor finished goods, they are in between.

(C) Finished goods. Finished goods are those goods, which are completely ready for sale.
Finished goods of one firm can become the raw materials to another firm.

(D) Stores and Supplies: Stores and Supplies do not enter into production, directly.
However, in their absence, entire production would be affected and at times, even, come
to a halt. Normally, their value is very small in the total inventory. Examples are grease,
oil, bulbs, brooms etc.

In atrading firm, there is no manufacturing process and so the goods purchased are, directly, sold.

6.3 OBJECTIVES OF INVENTORY

Inventory is held for
e  Smooth production process for making finished goods, meant for sale.
e Sale of finished goods for sale in the ordinary course of business.
e Facilitating production process.
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6.4 RECEIPTS AND ISSUE OF MATERIALS — DOCUMENTATION

For inventory control, documentation is important from the stage of initiation of purchase, receipt,
storage and issue to production.

Bill of Materials: As and when an order is received, the engineering or planning department
prepares ‘Bill of Materials . Bill of Materials is a comprehensive list of materials required for
executing the order, with details of specification for each material, code, quantity etc. Bill of
Materials is prepared for new orders that were not executed by the firm, earlier. Those materials
that are included in the Bill of Materials are purchased. In other words, Bill of Materias approved
gives authority for purchase of materials, along with their quantity for execution of a specific order.

Purchase Requisition (Materials Requisition Slip): Bill of Materials is the first step for
initiating the purchase of materials. In case, material is aready in use and requires replenishment
(refill), stores department sends the request to the purchase department, preparing ‘ Purchase
Requisition’. Based on purchase requisition, purchase department initiates purchase of materials.

Goods Received Note: Based on the purchase order, concerned supplier would supply the
materials. Once material is received, necessary inspection is made at the stores to ensure that
the quality received is as per the specification of the order placed. After inspection and satisfying
that the supply is in total conformity of the purchase order, stores department issues ‘ Goods
Received Note" which is sent to the purchase department, accounts department, production
department and costing department. Goods received note is, popularly, called GRN.

Once Goods Received Note is issued, it is an indication that the goods have been,
physically, received at the godown, in total conformity of the terms of Purchase Order,
in respect of quantity and quality. Goods Received Note is an important document to
the Accounts Department to verify and process the bill for release of payment.

Goods Received Note

CHERRY LTD.
Name & Address of Supplier G.R.N. No.:
Name of Carrier: Date:
Purchase Order No.: Date of Delivery:
Delivery Note or Challan No.:

Serial No. | Description Material Quantity Date Balance Remarks

Code No. after entry

in Bin Card

Received by Inspected by
Storekeeper Approved by
Stores Ledger posted by Costed by

Stores Requisition Note: Material is issued by the stores department on the basis of * Stores
Requisition Note / Material Requisition Slip from the user department. Material is equa to money.
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So, materials are to be issued on the strength of the Material Requisition Note, signed by the
proper person, authorized to draw the materials.

STORES REQUISTION NOTE

CHERRY LTD.
Production Order No. SR No.
Job No. Date
Description Material Unit Quantity For office use Balance
Code No. Issued Rate Rs. Amount after entry
Rs. in Bin Card
Authorized | Issuedby: | Received Bin card Stores Cost Office
by: by: No. Ledger Ref. Priced
Folio by:

6.5 RECORDS IN STORES

Bin Card: Bin card is a record of the receipt and issue of materias, kept for each item in the
stores. The bin card shows the balance of stock of the item concerned, at any time. This record
is of immense help to the storekeeper in controlling the stock position.

A bin card is attached to the bin, drawer or any other container in which the materia is
stored. All the entries made therein are to be supported by proper documents. Goods received
note supports the receipts and materials requisition note supports the issues.

Baance in Bin card has to taly with the balance in the account of the concerned item in the
stores ledger. When physical verification is made, physical quantity would be reconciled with the
quantity shown in the bin card as well as the concerned account for the materials in the stores ledger.

Bin Card
CHERRY LTD.
Bin No.: Maximum level:
Description: Minimum level:
Grade: Ordering level:
Material Code No.: Ordering quantity:
Location: Unit:
Date Receipt Issues Balance of Date of Physical
GRN No. Qty. SRN No. Qty. Stock Qty. Verification
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6.6 CONDITIONS — GOOD METHOD FOR VALUING ISSUES

Cost of the production is dependant on the method used for issue of materials. A very careful
choice has to be made of the method of valuing the material issues because it influences the
cost of the jobs and the value of the closing stock.

A good method of valuing material issues should satisfy the following conditions:

1. Recovery of total cost: The issue price should recover the cost price of materials, fully.
Issue price must be nearer to the market price: The issue price must be nearer to
the market price so that the effect of current market prices is revealed in the cost of issues.
In consequence, cost of production reflects the current market price and, in return, the selling
price quoted by the firm would be competitive.

3. No significant variation in cost of jobs: The issue price should not lead to any significant
variation in cost of similar jobs, during the same period, so far as materials are concerned,
otherwise comparison of similar jobs will become difficult.

4. No major adjustment in valuation of materials at the end of year: The issue price
should not necessitate heavy adjustments in values of stock of materials in the ledger at the
end of the year. Otherwise, making stores ledger becomes complicated.

6.7 METHODS OF PRICING MATERIAL ISSUES

There are many methods of pricing material issues, the most important are
(i) Firstin First out
(i) Lastin First out
(i) Average Cost
(iv) Base Stock
(v) Inflated Price
(vi) Specific Price
Different pricing methods are followed for pricing the issues of raw materials.

6.8 FIRST IN FIRST OUT (COMMONLY CALLED FIFO)

In this method, the assumption is that the materials received first are issued first. Once the first
batch of materials is over, the next batch of materials would be issued. This is the assumption
for the purpose of recording the issues. Physically also, normally, materials first received are
used first. The materials issued are priced at the oldest cost price listed in the stores ledger
account and thus materials on hand are valued at the price of the last purchase.
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This method is most suitable in times of falling prices because the issue price of materials
to jobs or works order will be high as earliest receipts are at high price. But, in case of rising
prices, this method is not suitable because the issue price of materials to production will be low.

Advantages: The advantages are as under:

(1) Simple to operate: The main advantage of FIFO method is that it is simple to understand
and easy to operate.

(2) Logical method: It is a logical method because it takes into consideration the normal
procedure of utilizing first those materials, which are received first.

(3) Actual profit: No unrealized profit/ loss arises from the operation of this method as materials
are issued at actual cost.

(4) Proper closing stock valuation: Vauation of closing inventory is at cost as well as at
the latest price paid. So, closing stock valuation reflects the latest market price.

(5) No fluctuations in price: This method is also useful when transactions are fairly steady.
Disadvantages

1. Cost of production does not reflect current market prices in times of rising prices:
Imagine a situation when the prices are rising, a picture of inflation. As materials are charged
to production at the old prices, the cost of production may lag behind the current economic
values. In other words, prices quoted by the firm on the basis of cost plus margin may be
low. Charge to production is low and in consequence, firm may be showing more profits,
which may not sustain, later.

2. No comparison with similar jobs: This method does not permit comparison of the costs
of similar jobs or cost units because similar jobs, simultaneously, started may be charged
materials at different prices.

3. Cumbersome with frequent changes in prices. This method increases the possibility of
clerical errors, if consignments are received, frequently, at fluctuating prices. Every time, an
issue of material is made, the store ledger clerk will have to go through his record to ascertain
the price to be charged.

4. Major fluctuations in cost of production: In case of fluctuations in prices of materials,
comparison between one job and the other job becomes different. One job started a few
minutes, later than another of the same nature, may be issued materials at different prices,
merely because the earlier job exhausted the supply of the lower priced materials, in stock.

5. Different Rates for pricing one issue: For pricing one issue of materials, more than one
price has, often, to be taken.
Impact during rising prices/falling prices:

In periods of rising prices, the FIFO method produces higher profits and results in higher
tax liahility because lower cost is charged to production and higher valuation of closing stock at
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the new rates. There would be a double effect on profits, resulting in higher tax liability.
Conversaly, in periods of falling prices, the FIFO method produces lower profits and results lower
taxes because they are derived from a higher cost of goods sold.

The following example will illustrate how issue of materials is valued under this method.

Illustration No.1

Stores Ledger Account of Kanthi & Co. shows the following particulars:

2008

Jan. 1 Opening Balance:

Jan. 5 Received from vendor:

Jan. 12 Received from vendor:

Jan. 20 Received from vendor:

Jan. 25 Received from vendor:

Materials were issued as follows:

2008

Jan. 4 — 200 units
Jan. 10 — 400 units
Jan. 15 — 100 units
Jan. 19 — 100 units
Jan. 26 — 200 units
Jan. 30 — 250 units

Issue is to be priced on the principle of ‘First in First out’. Write out the Stores Ledger
Account in respect of the materials for the month of January, 2008.

Solution:

500 units @ Rs. 4
200 units @ Rs. 4.25
150 units @ Rs. 4.10
300 units @ Rs. 4.50
400 units @ Rs. 4

Stores Ledger Account of Kanthi & Co (Under FIFO)

Amount in Rs.

Date Particulars Receipts Issues Balance
2008 Qty. Total| Unit | Qty. | Total | Unit | Qty. Amt. | Per
(units) | Cost| Cost | (units) | Cost | Cost |(units) unit
Jan. 1 | Balance b/d 500| 2,000 4
Jan. 4 | Requisition Slip 200 800 4 300| 1,200 4
No.
Jan.5 | Goods Received 200| 850| 4.25 300| 1,200 4
Note No... 200 850| 4.25
Jan. 10 | Requisition Slip 300| 1,200 4 100 425| 4.25
L _INo. | L 1 | 1001 _ 4251 425, _ | _|__ __
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[Jan. 12] Goods Received 150] 615 4.10] 100| 425[ 4.25
Note No. 150 615| 4.10
Jan. 15 | Requisition  Slip 100 425 4.25 150 615| 4.10
No.
Jan. 19 | Requisition Slip 100 410 410 50 205| 4.10
No.
Jan. 20 | Goods Received 3001 1,350 4.50 50 205 | 4.10
Note No. 300 1,350| 4.50
Jan. 25 | Goods Received 4001 1,600 4.00 50 205| 4.10
Note No. 300| 1,350| 4.50
400| 1,600| 4.00
Jan. 26 | Requisition Slip 50 205 410 150 675| 4.50
No. 150 675 4.50 400| 1,600| 4.00
Jan. 30 | Requisition  Slip 150 675 4.50 300| 1,200| 4.00
No. 100 400 4.00

Value of Closing Stock under LIFO is Rs. 1,200

6.9 LAST IN FIRST OUT (COMMONLY CALLED LIFO)

This method operates in just reverse order of FIFO method. As against the First in First Out
method, the issues under this method are priced in the reverse order of purchase i.e., the price
of the latest available consignment is taken first. Thus, the price of the last batch of materials
purchased isused for al issues until al units from this batch have been issued. Later, the price
of the previous batch received is used. It should be noted that physical flow of materials may
not conform to LIFO assumption.

This method is suitable in times of rising prices because material will be issued from the
latest consignment at a price, which is closely related to current price levels, as far possible.

Three points should be noted regarding this method:

(@) Materials issues are priced at actual cost.

(b) Charge to production for material cost is at the latest prices paid.

(c) Closing stock valuation is at the oldest prices paid and is completely out of line with

the current prices.

Advantages:

(1) Easy to operate: Like FIFO method, thisis simple to operate and is useful when transactions
are not too many and the prices are fairly steady.

(2) No unrealized profit: Under this method, actual cost of materials is charged to production.
So, this method, like FIFO, does not result in any unrealized profit or loss.

(3) Prices reflect current market prices. Materials are charged to production at the latest
prices paid. Thus, effect of current market prices of materials is reflected in the cost of
sales, provided the materials are recently purchased. In times of rising prices, quotation of
prices for company’s products will be competitive and profitable.
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Disadvantages

1.

2.

5.

This method suffers from the following disadvantages:

Unrealistic method: This method is not realistic as it does not conform to the physical
flow of materials. In physical flow of materias, first in first out method is followed.

L acks comparison: Like FIFO, comparison between one job and the other job will become
difficult because one job started a few minutes after another of the same type may bear
different cost of materials. Similar jobs may differ because materials were issued from
different lots and thus at different prices.

Valuation of closing stock: The closing stock is valued at the old prices and does not
represent the current economic values. Consequently, closing stock will be understated in
the Balance Sheet.

Cumber some calculation: This method is cumbersome when prices are subject to frequent
fluctuations. Like FIFO, this method may lead to clerical errors. Every time an issue is made,
the store ledger clerk will have to go through his record to ascertain the price to be charged.
More than one price: For pricing a single issue, more than one price has often to be adopted.

Impact during rising prices/falling prices:

Under the LIFO method, in times of rising prices, profits and taxes would be lower than

under FIFO method. In periods of falling prices, the closing stock would be valued at higher
price and thus the profits and taxes would also be higher.

It is difficult to generalize about the superiority of any method, be it LIFO or FIFO.

Each issue method has its own advantages as well as disadvantages. The actual utility
of the method depends upon the prevailing circumstances.

[llustration No. 2

With the data contained in Illustration No. 1, prepare the stores ledger under FIFO method.

Solution:
STORES LEDGER ACCOUNT of Kanthi & Co (Under LIFO)
Amount in Rs.
Date | Particulars Receipts Issues Balance
2008 Qty. Total Unit Qty. Total | Unit Qty. Amt. Per
(units) | Cost | Cost. | (units) | Cost | Cost. | (units) unit
Jan.1 |Balance b/d - - - - 500| 2,000 4.00
Jan. 4 | Requisition -—- 200 800 4.00 300( 1,200 4.00
Slip No.
Jan.5 |Goods 200 850| 4.25 300| 1,200| 4.00
Received 200 850 4.25
Note No.
Jan. 10 | Requisition -—- 200 850 4.25 100 400 4.00
Slip No. 200 800| 4.00
Jan. 12 | Goods 150 615| 4.10 100 400 4.00
Received 150 615 4.10
L _ _JNoteNo. | | | | | {1 1 ]
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Jan. 15 | Requisition 100 410 410 100 400 4.00
Slip No. 50 205| 4.10
Jan. 19 | Requisition 50 205 4.10 50 200 4.00
Slip No. 50 200 4.00
Jan. 20 | Goods 300 1,350| 4.50 -- 50 200 4.00
Received 300| 1,350| 4.50
Note No.
Jan. 25 | Goods 400 1,600 4.00 50 200 4.00
Received 300| 1,350| 4.50
Note No. 400( 1,600| 4.00
Jan. 26 | Requisition 200 800 4.00 50 200 4.00
Slip No. 300| 1,350| 4.50
200 800 4.00
Jan. 30 | Requisition 200 800 4.00 50 200 4.00
Slip No. 50 225| 4.50 250| 1,125| 4.50

Illustration No. 3

Value of Closing Stock Under FIFO is Rs. 1,325.

From the following transactions of Anisha & Co., prepare the stores ledger account for the firm,
using LIFO method:

2007

1 July Opening stock

4 July Purchased GRN 174
6 July Issued SRN 151

8 July Purchased GRN 178
9 July Issued SRN 158

13 July Issued SRN 162

24 July Purchased GRN 184
28 July Issued SRN 169

500 units @ Rs. 20 each
400 units @ Rs. 21 each
600 units

800 units @ Rs.24 each
500

300

500 units @ Rs. 25 each
400 units

Solution:
STORES LEDGER ACCOUNT (under LIFO)
(in Rs)
Date Receipts Issues Balance
2007 | Ref. | Qty. | Rate | Amt. | Ref. | Qty. |Rate.| Amt. | Qty. |Rate.| Amt.
Rs.
1 July ---| 500 20| 10,000
4 July | GRN 400 21| 8,400| --- ---| 500 20| 10,000
174 400 21| 8,400
6 July ---| SRN 400 21| 8,400| 300 20| 6,000
777777777777777 | 151 ] _200] 20 4000| _ | | |
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' 8July | GRN | 800] 24| 19,200 -~ | [ --|  --| 300[ 20| 6,000]

178 800| 24| 19,200

9duly | - ~-| SRN | 500| 24| 12,000 300| 20| 6,000

158 300| 24| 7,200

13July | - ~-| SRN | 300| 24| 7,200 300| 20| 6,000
162

24 July| GRN | 500| 25| 12,500| --- --| 300| 20| 6,000

184 500| 25| 12,500

28 July | - ~-| SRN | 400| 25| 10,000 300| 20| 6,000

169 100| 25| 2,500

Closing Stock is 300 Units @ 20 = Rs. 6,000 + 100 Units @ 25 = Rs. 2,500.

Value of total closing stock is Rs. 8,500

6.10 AVERAGE COST

In stores, material is always mixed up. The principal on which the average cost method is based
isthat all of the materials in store is so mixed up that an issue cannot be made from any particular
lot of purchases. Therefore, it is proper, if the materials are issued at the average cost of materials

in store. Average may be of two types:
(i) Simple Arithmetic Average.
(i) Weighted Arithmetic Average.

Simple Average Cost

Simple average price is calculated by dividing the total of unit purchase prices of different lots
in stock on the date of issue by the number of prices used in the calculation. Quantity of different
lots isignored. Suppose, following are three different lots of materials in stock when the materials

is to be issued:
1,000, units purchased @Rs.10
2,000, units purchased @Rs.11
3,000, units purchased @Rs.12

In this example, simple average price will be Rs. 11 calculated as below:-

10+11+12 _Rs11

Simple average price ignores the quantities for calculating the issue price.

Does not recover full cost: Simple average price is not to be followed because this method
of calculating issue price does not recover the full cost price of the materials. In the above
example, the purchase price of the materia in stock is Rs. 68,000 (1,000 x 10 + 2,000 x 11 +
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3,000 x 12) whereas the recovery from the production according to simple average price method
will be Rs. 66,000 (quantity 6,000 unitsissued @ Rs. 11 per unit). Thus, there is under recovery
of Rs. 2,000 (Rs. 68,000 — Rs. 66,000).

Simple average price is not a proper method for issuing the prices as this method does not
recover the full costs, which is the primary requirement of a good pricing method.

Weighted Average Cost
The weighted average price takes into account the price and quantity of the materials in store.
In the above example, the weighted average price is Rs. 11.33 per unit calculated as follows:

1,000 x10 + 2,000 x 11 + 3,000 x 12
1,000 + 2,000 + 3,000

=Rs. 11.33

It is better to issue the material at weighted average price method. This method recovers
the full cost price of the materials from production. In the above example, the total purchase
price of the materials in stock is Rs. 68,000 and the charge to jobs or work orders is also
Rs. 68,000 (6,000 units@ Rs. 11.33).

In periods of heavy fluctuations in the prices of materials, the weighted average
cost method gives better results because it evens out fluctuations in price by taking
the average of prices of various lots in stock.

Advantages

(1) Best method even when prices fluctuate: Weighted Average price method is considered
to be the best method when prices fluctuate, considerably, because this method tends to
smooth out fluctuation prices.

(2) Simple calculation: Issue prices are not to be calculated each time issues are made. Issue
prices are changed only when new lot of materials is received.

(3) Full recovery of cost: This method recovers the cost of materials from production.

(4) Issue prices near to market prices. This method maintains the issue prices as near to
the market price as possible.

(5) No adjustments in stock ledger: This method eliminates the necessity for adjustments in
stock valuation.

Disadvantages

(1) New calculation with every receipt: The greatest disadvantage of this method is that a
fresh rate calculation has to be made as soon as a new lot of materials is purchased which
may involve tedious calculations. Thus, there are chances of clerical errors.
Weighted average cost method is used by most organizations because it satisfies

most of the conditions of a good method of valuing material issues.
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6.11 BASE STOCK

Each concern always maintains a minimum quantity of material in stock. This minimum quantity
is known as safety or base stock and this should be used only when an emergency arises. The
base stock is created out of the first lot of the material purchased and therefore, it is always
valued at the cost price of the first lot and is carried forward as a fixed asset.

This method works with some other method and is generally used with FIFO or LIFO
method. Therefore, the advantages and disadvantages of the method, with which the Base stock
method is used, will arise. Any quantity over and above the base stock is issued in accordance
with the other method, which is used in conjunction with this method. The objective of this method
is to issue the material according to the current prices. This objective will be achieved only when
the LIFO method is used together with the Base Stock method.

Base Stock Method is always used in conjunction with FIFO or LIFO method. So,
Base Stock Method would have the same advantages and disadvantages of the combined
method — FIFO or LIFO method.

6.12 INFLATED PRICE METHOD

There are some materials, which are subject to natural wastage. Examples are:

(1) Coal lost due to loading and unloading and

(2) Timber lost due to seasoning. In such cases, the materials are issued at an inflated price (a
price higher than the actual cost) so as to recover the cost of natural wastage of materials
from the production. In this way, the total cost of the material is recovered from the
production. For example, if 1,000 tons of coal are purchased at Rs. 75 per ton and if it is
expected that 5 tons of coa will be lost due to loading and unloading, the inflated issue
price in this case will be

LO0OXTS _ os 75:37 per ton

With the actual issue of 995 tons of coal, the actual cost of Rs. 75,000 (1,000 tons purchased

@Rs.75 per ton) will be recovered from production (995 tons @Rs. 75.37).

6.13 SPECIFIC PRICE

When materials are purchased for specific job or work order, they should be issued to that specific
job or work order at their actual cost. This method is used, where job costing is in operation
and the actual material issued can be identified.
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6.14 INVENTORY SYSTEMS

Inventory records relating to quantity and value can be maintained according to any of the
following systems:

1. Periodic Inventory System

2. Perpetua Inventory System

6.14.1 Periodic Inventory System

Periodic Inventory System is a method of ascertaining inventory by taking an actual physica
count (or measure or weight) of al the inventory items on hand at a particular date on which
information about inventory is required. The cost of goods sold is calculated as a residual figure.
In the course of operations, there may be theft pilferage. As cost of goods sold is calculated as
aresidual figure, it includes lost goods also. Cost of Goods Sold is calculated as under:

Cost of Goods Sold = Opening Inventory + Purchases — Closing Inventory

6.14.2 Perpetual Inventory System

Perpetual Inventory System is a method of recording inventory balances after each receipt and
issue. In order to ensure accuracy of perpetual inventory records, physical stocks should be
checked and compared with recorded balances. The discrepancies, if any, should be investigated
and adjusted in the accounts, properly. The closing inventory is calculated as a residua figure
(which includes lost goods also) as under:

Closing Inventory = Opening Inventory + Purchases — Cost of Goods Sold

Characteristics of Perpetual Inventory: The two main characteristics of perpetua inventory
system is:
1. In perpetua inventory system, stores balances are recorded after each receipt and issue.
Stores balances are always updated in the Bin Card.

2. Thisfacilitates regular checking of stock verification, physicaly, which obviates the stopping
of the work for stock taking. There will not be stoppage of production, in the case of
continuous physical stock verification.

In perpetual inventory, the experienced and dedicated staff, throughout the
year, does stock-taking, continuously. All the items of stock are covered in
a phased manner. The greatest advantage is this process does not disturb
the business operations.

Method of perpetual inventory: This continuous physical verification of stock is an essential

feature of the perpetual inventory system. Certain number of items should be counted, weighted
or measured, daily, and compared with the Bin Card balances. For example, an organization is
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possessing 30,000 items of stores. In ayear of 300 working days, 100 items are verified physically,
once in a year and compared with the Bin Card balances. The programme for physical stock
verification covers counting, weighing or measuring daily so that all 30,000 items are verified,
physically. The stock verifiers take up the different sections of the store, in rotation. All the items
should be completely verified in a year so each item is covered once in a year under the physical
stock verification programme and the results of stock verification should be recorded, suitably.
Advantage of the Perpetual Inventory System

A detailed and reliable check on the materials in the stores is obtained.

It is not necessary to stop production.

No stock-taking at the year end.

Periodical and annual accounts can be prepared, easily, as per the balances in the
stores ledger.

Experienced men can be employed to check the Stores at regular intervals.
Discrepancies are, readily, discovered and corrected.
Staff will be more vigilant and the system serves as a deterrent to dishonesty.

Facilitates fixation of the maximum and minimum levels and comparison with the actual
physical balances.

9. The storekeeper’s duty, attending to replenishments, is facilitated.

10. The disadvantages of excessive stocks are avoided so capital investment in stocks is kept
under control.

11. Correct stock figures are, readily, available for insurance purposes.
12. It reveals the existence of slow-moving, non-moving and obsolete stores etc.

13. A system of internal check would be readily available because the bin cards and stores
ledger are cross-checked, periodically.

A W DN P
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6.14.3 Perpetual Inventory is Better than Periodic Inventory

Periodic inventory is done, normaly, at the end of the year, closing business operations, at least for
afew days. In perpetual inventory, the experienced and dedicated staff does stock-taking throughout
the year. All the items of stock are covered in a phased manner. The greatest advantage with
perpetua inventory is this process of stock —taking does not disturb the business operations as it is
done throughout the year, continuoudly, in a planned manner, throughout the year.

Method of Pricing issues and system of inventory influence cost of production
and valuation of closing stock. In consequence, profitability of the firm
depends upon the method of issues as well as system of inventory.
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Illustration No. 4
Satya Rani & Co. provides you with the following information:

1.1.2006 Opening Stock 100 units @ Rs. 1.00; 2.1.06. Purchased 400 units @ Rs. 1.50;
3.1.06. Issued 450 units; 4.1.06. Purchased 500 units @Rs. 2.06; 5.1.06 Issued 300 units.

Compute the Value of Inventory and Cost of Goods Sold as on 5.1.06 assuming
(a) Perpetual System under FIFO Method.
(b) Periodic Inventory System under FIFO Method.
(c) Perpetual System under LIFO Method.
(d) Periodic Inventory System under LIFO Method.
(e) Weighted Average Method under Perpetual System
() Weighted Average Method under Periodic Inventory System
Solution:
(a) Stock Ledger under FIFO Method (Using Perpetual System)

Date Receipts Issues Balance
Qty. Rate | Amount | Qty. Rate | Amount | Qty. Rate | Amount
Rs. Rs. Rs. Rs. Rs. Rs.

01.1.06 100 1.00 100
02.1.06 400 1.50 600 100 1.00 100
400 1.50 600

03.1.06 100 1 100
350 1.50 525 50 1.50 75
04.1.06 500 | 2.06 1,030 50 1.50 75
500 2.06 1,030

05.1.06 50 1.50 75
250 | 2.06 515 250 2.06 515
A Opening Inventory 100
B Add: Purchases (Rs. 600 + Rs. 1,030) 1,630
C Less: Cost of Goods Sold (Rs. 100 + Rs. 525 + Rs.75 + Rs. 515) 1,215
D Closing Inventory (A + B — C) 515

(b) Statement showing the Value of Inventory and Cost of Goods Sold under FIFO

Method (under Periodic Inventory System)
A. Opening Inventory

B. Add: Purchases (Rs. 600 + Rs. 1,030)

C. Less: Closing Inventory (250 x 2.06)

D. Cost of Goods Sold (A + B - C)

In perpetual Inventory System, stock records show closing stock value, while
value is to be assigned to closing stock to arrive at cost of production in

100
1,630
515

1,215
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periodic Inventory System. Though method of issue (FIFO or LIFO as the

may be) is same in both the systems, still, value of closing stock may differ

in both the systems.
(c) Perpetual System under LIFO Method (Using Perpetual System)
Stock Ledger under LIFO Method (Using Perpetual System)
Date Receipts Issues Balance
Qty. Rate | Amt. Qty. Rate | Amt. Qty. Rate | Amt.
Rs. Rs. Rs. Rs. Rs. Rs.

01.1.06 100 | 1.00 100
02.1.06 400 1.50 600 100 | 1.00 100
400 | 1.50 600
03.1.06 400 | 1.50 600
50 | 1.00 50 50 | 1.00 50
04.106 500 2.06 | 1,030 50 | 1.00 50
500 | 2.06 1,030
05.106 300 | 2.06 618 50 | 1.00 50
200 | 2.06 412
A. Opening Inventory. 100
B. Add: Purchases (Rs. 600 + Rs. 1,030) 1,630
C. Less Cost of Goods Sold (Rs. 600 + Rs. 50 + Rs. 618) 1,268
D. Closing Inventory (A + B — C) 462

(d) Statement showing the Value of Inventory and Cost of Goods Sold under LIFO
Method (under Periodic Inventory System)

Opening Inventory.
Add: Purchases (Rs. 600 + Rs. 1,030)
Less: Closing Inventory [( 100 x Rs. 1) + (150 x Rs. 1.50) ]
Cost of Goods Sold (A + B — C)

(e) Statement showing the Value of Inventory and Cost of Goods Sold under Weighted
Average Method under Perpetual System

Stock Ledger under Weighted Average Method (Using Perpetual System)

A.
B.
C.
D.

100
1,630
325
1405

Date Receipts Issues Balance
Qty. Rate | Amount | Qty. Rate | Amount | Qty. Rate | Amount
Rs. Rs. Rs. Rs. Rs. Rs.

01.1.06 100 1.00 100
02.1.06 400 1.50 600 500 1.40 700
03.1.06 450 1.40 630 50 1.40 70
04.1.06 500 2.06 1,030 - 550 2.00 1,100
05.1.06 300 2.00 600 250 2.00 500
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Opening Inventory 100
Add: Purchases (Rs. 600 + Rs. 1,030) 1,630
Less: Cost of Goods Sold (Rs. 630 + Rs. 600) 1230
D. Closing Inventory (A + B — C) 500

(f) Statement showing the Weighted Average Cost per unit under Weighted Average

Method under Periodic Inventory System

Date Quantity Rate (Rs.) Total Cost (Rs.)
Jan. 1 100 1.00 100
Jan. 2 400 1.50 600
Jan. 4 500 2.06 1,030

1,000 1,730

Weighted Average Cost per unit = Rs. 1,730/1,000 = Rs. 1.73

Statement showing the Value of Inventory and Cost of Goods Sold under Weighted Average
Method under Periodic Inventory System

A. Opening Inventory. 100.00
B. Add : Purchases (Rs. 600 + Rs. 1,030) 1.630.00
C. Less: Closing Inventory (250 x 1.73) 432.50
D. Closing Inventory (A+B C) 1,297.50

6.15 VALUATION OF INVENTORY FOR BALANCE SHEET PURPOSES

The most generally accepted accounting principle for valuation of inventory is that stock should
be valued at cost or market price, whichever is lower. This flows from the Accounting Principle
of ‘Conservatism’. As per the principle of conservatism, recognise al possible losses and anticipate

no profit.

Inventory should be valued at cost or market price (net realisable value),
whichever is lower. Recognise all possible losses in respect of transactions
and events that have happened. Do not recognize anticipated profits, however
certain they are, till they are realized.

Cost: Cost is the expenditure incurred for bringing the inventory to the place and condition in
which the goods concerned are to be sold. So, it is not only the purchase price, but also cost of
conversion and other costs incurred in bringing the inventories to the present location and condition.
Examples to the later category are wages or manufacturing expenses incurred for converting
raw materials into finished goods, transportation costs, duties paid and insurance, etc. However,
selling expenses and storage expenses are to be excluded.
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Market Price: Market price means ‘net realizable value’, in case of finished goods and
replacement price, in case of raw materials and chief stores. The net realisable value is to be
calculated after considering al the expenses, which might have to be incurred for making sales.
For example, if the seller has to pay commission of 10% of sales, the net realisable value of an
article having a selling price of Rs. 100 is to be taken as Rs. 90.

As per International Accounting Standard (IAS) No. 2, cost or market price
method is to be followed for each item or group of homogeneous items of
inventory.

State whether the following statements are True or False
1. Bill of Materials is a comprehensive list of materials required for executing the order with
details of material specification, code, quantity etc.

2. For executing a new order, purchase department places the order on the strength of Bill of
Materials.

3. Goods Received Note is a basic document for the accounts department to release payment
to the supplier.

4. Stores department verifies whether the rate in the bill is as per the terms of the purchase
order.

5. Goods Received Note is an important document that authorizes the accounts department to
process for payment.

Bin card is a record of the receipt and issue of materials, kept for each item in the stores.
Cost of production is same, whatever is the method adopted for valuing the issues.
Periodic inventory does not involve closing the business for stock taking.

© © N2

LIFO method operates in just reverse order of FIFO method.

10. Weighted average cost method is used by most organizations because it satisfies most of
the conditions of a good method of valuing material issues.

11. Periodic inventory system and perpetual inventory system are the different systems for
maintaining inventory records.

12. Inventory should be valued at cost or net realisable value, whichever is lower.

Answers
1. True 2. True 3. True 4. False 5. True 6. True 7. False 8. False 9. True 10. True 11. True
12. True
Pick up the most appropriate
1. The following document is essential for the accounts department to make the payment:
(@ Bill of Materials (b) Purchase Requisition
() Goods Received Note (d) Material Inspection Note
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2. In times of rising prices, the following method is most suitable for valuing the issues that
would reflect the cost of production to reflect the current market prices:
(@ First in First out (b) Last in First out.
(c) Average Cost. (d) Base Stock.
3. In times of falling prices, the following method would reflect the valuation of closing stock
to reflect the current market prices:
(@ Last in First out. (b) First in First out
(c) Average Cost. (d) Base Stock.
4. In the following method of pricing the issues, price quoted by the firm on the basis of cost
plus margin may not be competitive, when the prices of inputs are falling:
(@ Last in First out. (b) Base Stock.
(c) Average Cost. (d) First in First out
5.  The greatest advantage with perpetual inventory is
(@ No disturbance to business, while (b) Stock records are always updated
stock-taking
(c) Both (a) and (b) (d) None of the above
6. Physical issue of goods follows this method
(@ First in First out (b) Base Stock
(c) Average Cost. (d) Last in First out
7.  The following method is used by most organizations because it satisfies most of the conditions
of a good method of valuing material issues.
(@ First in First out (b) Base Stock
() Weighted average Cost. (d) Last in First out
8. Inventory is valued at cost or market price, whichever is lower for the following accounting
principle:
(@ Conservatism (b) Consistency
(c) Realisation (d) Money measurement value
9. The following system gives a continuous information about the quantum and value of
inventory:
(@ Periodic stock-taking (b) Perpetual inventory
(c) Continuous stock-taking (d) None
Answers

1. (c) 2. (b) 3. (b) 4. (d) 5. (c) 6. (a) 7. (c) 8 (a) 9. (b)

Descriptive Questions

1.

Explain the meaning of the term ‘Inventory’? What are the objectives of inventory? (6.2
and 6.3)
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2.

10.

Name the conditions of a Good Method of Valuing Issues? Which method would satisfy
all the requirements? (6.6 and 6.10)

Write short notes on the following:
(E) Goods Receipt Note (6.4)
(F) Materials Requisition Slip (6.4)
(G) Bin Card (6.5)
(H) Bill of Materials (6.4)

Give a detailed account on ‘FIFO’ and ‘LIFO’ methods of valuing the issues and state
their merits and demerits of each method? (6.7, 6.8 and 6.9)

When prices are rising, which method of pricing the issues is recommended? Justify the
reasons for recommendation? (6.9)

‘Average cost method is used by most organizations because it satisfies most of the
conditions of a good method of valuing material issues’ — Discuss? (6.6 and 6.10)

Name the different methods of valuing the issues and discuss any two methods, when the
prices are rising and falling? (6.7, 6.8 and 6.9)

Write a detailed note on the inventory systems and which system of inventory taking is
recommended? (6.14, 6.14.1, 6.14.2 and 6.14.3)

What is perpetual inventory and mention their advantages? (6.14.2)

Explain the method of valuation of raw materials and finished goods for the purpose of
balance sheet? (6.15)

Interview Questions

Q.1.

Ans.

Q.2.

Ans.

Q.3.

Ans.

What are ‘FIFO’ and LIFO'?

‘FIFO’ stands for ‘First in First out’. ‘LIFO’ stands for ‘Last in First out’. They are the different
methods of valuing the issues.

When the prices are rising, which method of valuing the issues is preferred by most of
the firms?

The objective of every firm is to maintain profits, if not improve. In a scenario of rising
prices, input costs would be going up. Recovery of total cost is one of the primary
requirements of a good method of pricing the issues. ‘LIFO’ method satisfies this
requirement, in the scenario of rising prices. This method is preferred by most of the firms
as the issues would be charged at the current market prices.

What is perpetual inventory? Why this method is preferred to periodical Inventory?

Perpetual inventory is a system of recording inventory balances, after each receipt and
issue. So, quantity and value of stock records are always updated. In perpetual inventory,
the experienced and dedicated staff does stock-taking, throughout the year. All the items
of stock are covered in a phased manner. Periodical inventory is done, normally, at the
end of the yeatr, closing business operations, at least for a few days. The greatest advantage
with perpetual inventory, in comparison to periodic inventory, is this process of stock-taking
does not disturb the business operations as it is done throughout the year, continuously,
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Q.4.

Ans.

Q.5.

Ans.

in a planned manner, throughout the year. Perpetual inventory facilitates detection of
discrepancies and shortages, in an earlier manner. Perpetual inventory acts a deterrent to
staff from indulging in dishonest activities.

How finished goods are valued for the purpose of balance sheet?

Finished goods are to be valued at cost or net realizable value (market price), whichever is
lower. Cost means not only purchase price but also includes conversion costs to bring the
goods into that condition and location such as transportation costs, duties and manufacturing
expenses etc. However, selling and advertisement costs do not form part of cost. Expenses
to be incurred for making a sale like commission are to be deducted from the selling price
to arrive at market price. Method of valuation has to be followed, normally, consistently.

Why inventory is to be valued at cost or market price, whichever is lower?

According to the principle of ‘Conservatism’, all possible losses have to be recognised
and no anticipated profit is to be accounted for, till profit is realised. Following this principle,
inventory is to be valued at cost or market price, whichever is lower.

ORON®
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7.1 INTRODUCTION

Assets are classified into Fixed Assets and Current Assets. Fixed assets are used in the business
for earning profits. They are not meant for sale in the ordinary course of business. The benefit of
fixed asset spreads for more than one accounting period. Fixed assets would generate revenue till
the end of their useful life. At the end of their life, there would be no redlizable value, except their
scrap value, which is aways negligible. When the fixed assets are used to earn revenue, it is
necessary that the cost of the fixed assets is charged over the useful life of the assets. Depreciation
represents that part of the fixed asset, which is not recoverable to its owner when the asset ceases
useful. It is necessary to charge the appropriate portion of the cost of the fixed asset againgt its
revenue to give meaning to the concept of accounting principle — ‘Matching concept’.

Depreciation is required to be provided on fixed assets. Question of depreciation
does not arise on current assets.

7.2 MEANING OF DEPRECIATION

Depreciation is the diminution in the value of the fixed assets because of their use, wear and
tear, efflux of time; depletion etc. It is a common experience that whenever an asset is used, it
reduces in value, which is known as depreciation. Thus, depreciation is a permanent, continuing
and gradua shrinkage in the book value of a fixed asset.

Pickles defines depreciation as “The permanent and continuing diminution in the
quality, quantity or value of an asset”.

7.3 NEED FOR DEPRECIATION

Let us consider the following factors in the context of depreciation.

(A) Use of the Asset: Use of the asset can be active or passive. If a brand new car is kept
in a garage, though not used, car would depreciate, perhaps more than its actual use. So,
depreciation is to be calculated from the date of acquiring the asset or when it is put to
use, in case of machinery.

(B) Efflux of Time: Some assets may be acquired on lease. Leased assets would have a definite
life. On the expiry of the life, asset ceases to exist. In case of other assets like plant and
machinery, life of the asset is to be estimated. Depreciation would be spread over the life
of the asset. With the passage of time, some assets lose their life. Even though brand new
car is not used, still the asset depreciates due to efflux of time.

(C) Obsolescence: If a better machine comes into the market, the existing equipment, though
capable of working physically, has to be written off. This happens in case of computers
more. Pentium machines have thrown PC 286 and 386 out of use, though they may work,
physically. New technology, normally, creates obsolescence.
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(D) Accidents: When accident occurs, the asset may be required to be discarded if repairs
are more than the realizable value of the asset. In such circumstances, the asset is sold ‘as
iswhere’ condition.

(E) A Fall in Prices: Prices may be changing, in particular computers. Noticeable fall in the
value of computers and electronic equipment is observed over years.

Out of the above, the first two factors (A & B) are considered for depreciation. Factors
(C) and (D) are considered when they happen. They do not happen to all assets. Factor (E) is
not considered as fixed assets are not meant for sale, but for earning profits, using them till the
end of their life.

In case of fixed assets, a fall in price for depreciation is ignored. Only current assets are
affected by this factor. When we talk of depreciation, we think only of fixed assets.

7.4 OBJECTIVES FOR PROVIDING DEPRECIATION

The objectives for providing depreciation are as under:

(i) Calculation of Net Income/Profit: Depreciation is an expense. All expenses are recorded
in books of accounts, whether they are paid or not, when books of accounts are maintained
on mercantile basis. So, it is essential to provide depreciation. When an asset is used for
earning income, it is reasonable that the reduction in the value of the asset should be
provided from that income. This is necessary to calculate the correct and real income of
the business. Depreciation is an invisible expense so it must be charged to the profit &
loss account, like any other expense that is incurred for earning the income.

Depreciation is a mere book entry. Though depreciation is an expense, there is no

actual cash outgo of funds from the firm. However, provision of depreciation reduces

profits. If not provided, operational results would be overstated.

(i) Presentation of Fixed Assets in Balance Sheet at Proper Value: In order to show
the true financia position of the business in the balance sheet, it is necessary that asset
must be shown at their true value, after deducting reasonable depreciation. If depreciation
is not provided, the assets are overstated in the balance sheet. To continue to show the
asset, at cost, when the value of the asset has fallen due to use, wear and tear, is similar
to painting a better financia picture than it is.

(iii) Replacement of Asset: Depreciation when charged to profit and loss account is nothing
but keeping that amount for replacement of the asset. In other words, depreciation facilitates
creation of resources for replacement of asset. Thus, charging depreciation will provide a
fund, which can be utilized for the replacement of the asset, after the expiry of the life of
the asset. If depreciation is not provided, profits would be inflated and dividend would be
distributed out of unearned profits. In such an event, when replacement of asset is needed,
no funds would be available for replacing the asset.
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7.5 METHODS OF DEPRECIATION

There are various methods, which are used for charging depreciation. But, the following are
important:

(i) Straight Line Method: In this method, depreciation is calculated by dividing the cost of
the asset minus scrap value by the effective life of the asset. The amount of depreciation,
remains fixed over the whole life of the asset. This method is simple and works well when
an asset has a fixed life as in the case of lease etc. But, charge to profit and loss is not
equal because of repairs. It is a known fact that repairs would increase when the asset
becomes older. Moreover, the income tax authorities, in India, do not recognize this method.
The greatest disadvantage with this method is non-availability of ready funds for
replacement of asset as depreciation amount is invested in the business of the firm.

(i) Diminishing Balance Method: Under this method, depreciation is charged at a fixed
rate on the opening balance of the asset, every year. As the opening balance of the asset
decreases year after year, the depreciation amount also reduces in value, year after year.
However, repairs would increase, with the age of the asset. Over a period, the total amount
of depreciation and repairs would be more or less uniform. In consequence, this method
gives an equal charge to the profit and loss account and is aso recognized by the income
tax authorities in India. But, in case of addition or sale, tedious calculations are involved.
Moreover, it does not provide any fund for the replacement of the asset, similar to straight-
line method.

Diminishing Balance Method is also known as ‘Written down Value Method’.

(iif) Annuity Method: This method charges depreciation on the assumption that fixed rate of
interest is charged on the asset, treating the fixed asset as an investment. The first two
methods — Straight Line Method and Diminishing Balance Method — ignore interest aspect.
The annuity method takes into account the interest lost on the acquisition of an asset. The
amount to be written off as depreciation is calculated from the annuity table. The
depreciation will be different according to the rate of interest and according to the period
over which the asset is to be written off.

Charge (burden) on the profit and loss account in the form of depreciation and interest would

be more in the annuity method compared to Straight Line Method as well as Diminishing Balance

Method.

(iv) Depreciation Fund Method: Funds are needed for replacement of the fixed asset. As
and when the fixed asset is required to be replaced with a new asset, all the above three
methods do not provide ready funds for replacing the asset. Non-availability of ready funds
is the greatest handicap in respect of all the above methods. Depreciation Fund Method
provides the advantage of ready funds for replacing the asset, as and when needed.

Depreciation Fund Method is also known as ‘Sinking Fund Method’.
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Method of working: Firm invests the depreciation amount, every year, outside the business.
Depreciation amount is kept aside and invested in ready saleable securities — preferably
Government securities. These securities are preferred for investment as they are secured and
price fluctuations are almost negligible. When the life of the asset expires, requiring replacement,
the securities are sold and a new asset is purchased with the help of sale proceeds. Since the
securities always earn interest, it is not necessary to use the full amount of depreciation for
buying the new asset, if there is no change in price. Interest amount would take care of the
increased price of the asset, if any, for replacement.

The greatest advantage of ‘ Sinking Fund Method' is its ready availability of cash for replacement
of the asset, without disturbing the business operations. Liquidity problem to replace an asset,
often experienced by the management, does not come up with *Sinking Fund Method'.

The disadvantage of mixing the depreciation amount in the business with all the
three above methods — Straight Line Method, Diminishing Balance Method and Annuity
Method — is eliminated with the depreciation fund method.

(v) Depletion Method: This method is used in case of mines, quarries and oil wells.
Depreciation is calculated on the actual quantity of material extracted from them. Suppose,
amine is purchased for Rs. 5,00,000. It is estimated that the mine is expected to produce
5,000 tons. So, each ton costs Rs. 100 (5,00,000 / 5,000). In case, production is 1,000 tons
during a particular year, depreciation would be Rs. 1,00,000 (1,000 x 100).

(vi) Revaluation Method: This method is used in case of small items like cattle (livestock)
and loose tools, where it is difficult to maintain account for every single item. The amount
of depreciation is to be calculated by comparing the value at the end of the year (valuation
is done by a person, who has knowledge of those assets) with the value in the beginning
and assets purchased during the year. Suppose on 1% April, the value of loose tools was
Rs. 20,000 and tools worth of Rs. 10,000 were purchased during the year. If the value of
tools were valued at the end of the year Rs. 25,000, the depreciation during the year comes
to Rs. 5,000 (20,000 + 10,000 — 25,000).

(vii) Machine Hour Rate Method: Under this method, total cost of the machine is divided
by the total number of hours of the life of the machine to arrive at the hourly rate of the
machine. In order to calculate the depreciation amount, the actual number of hours in a
particular year is multiplied with the hourly rate.

7.6 CHANGE IN METHOD OF DEPRECIATION — DISCLOSURE

The method of providing depreciation has to be consistent from year to year. However, firm
may change the existing method of depreciation to a new method of depreciation, observing certain
regquirements.
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Whether a firm can change the method of depreciation, presently, followed? Yes, the firm
can change the method of depreciation.

A change in the existing method of depreciation is treated as a change in an
accounting policy.

Details of change in method of depreciation and impact of the change have to be quantified
in ‘Notes to Accounts' . Reasoning is the reader of the financial statements should be apprised
of the change and impact of change on the financial results.

7.7 BASIC FACTORS FOR CALCULATION OF DEPRECIATION

Amount of depreciation is dependant on the following basic factors:

(A) Cost: Depreciation is to be calculated on the cost of the asset. After purchase, certain
expenses may be incurred to bring the asset into working condition or improved capacity.
This, normally, happens with a second hand asset. The nature of the expenses is not repair,
but of reconditioning nature, so they are a part of the cost of the asset. Similarly, erection
expenses are to be capitalized. It means these expenses are to be treated as the part of
the cost of the asset. So, depreciation is to be calculated on the total cost of the asset,
which includes expenses on reconditioning as well as erection.

What is the cost of an asset? Is it purchase price? Purchase price need not be cost, always,

for the purpose of calculating depreciation. This is the case, when additional expenses are

incurred towards erection (new asset) or reconditioning (old asset). If the life of the asset
increases than its original condition or capacity improved, the amount, additionally, incurred
is to be capitalized.

(B) Estimated Life of the Asset: Life of the asset is to be estimated. Depreciation is to be
written off, totally, over the estimated life of the asset, except for its scrap value.

(C) Scrap Value: The estimated residual or scrap value at the end of the life of the asset also
influences the amount of depreciation.

Period of Holding: Depreciation is to be calculated on the actual period of holding of the
asset. If the fixed asset is purchased in the middle of the year, depreciation is to be calculated
from the date of purchase. In other words, depreciation is to be calculated pro rata to the period
of holding. If the asset is sold in the middle of the year, depreciation is to be calculated till the
date of sale.

7.8 DEPRECIATION ACCOUNTING

There are two methods in respect of accounting depreciation:

(A) Depreciation account is debited and the depreciation amount is credited to the concerned
asset account. In such a case, the accounting entry is

Depreciation ACCOUNt .........ccovvvvneennnes Dr.
To Fixed asset Account (name the asset, say, Machinery Account)
(Being depreciation provided on the asset)
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Later, depreciation account is closed by transferring the balance to the Profit and Loss
Account. The accounting entry is

Profit and Loss Account ....................... Dr.
To Depreciation Account
(Being depreciation charged transferred to Profit and Loss Account)
In this method, the concerned fixed asset shows the written value in the balance sheet.

(B) Alternatively, depreciation amount is credited to a separate account called ‘Provision for
Depreciation Account’. In such a case, asset account is maintained at its cost, always.

The accounting entry for providing depreciation is
Depreciation Account ...........ooeovvnnennen. Dr.
To Provision for Depreciation Account
(Being depreciation provided on the asset)
Later, depreciation account is closed by transferring the balance to the Profit and Loss
Account. The accounting entry is
Profit and Loss Account ....................... Dr.
To Depreciation Account
(Being depreciation charged transferred to Profit and Loss Account.)

Provision for depreciation is deducted from the concerned fixed asset account. When Provision
for depreciation account is maintained, balance sheet shows the fixed asset at the origina cost,
with provision for depreciation as a deduction in the inner column and final amount in the outer
column.

Illustration No. 1

On 1% January, 2000 Shakti & Co. purchases machinery worth Rs. 50,000. On 1% July, 2002, it
buys additional machinery worth Rs. 10,000 and spends Rs. 1,000 on its erection. The accounts
are closed each year on 31% December. Assuming the annual depreciation to be 10% show the
machinery account for 5 years under

(1) Straight Line Method

(2) Diminishing Balance Method.

Solution:
DEPRECIATION ON STRAIGHT LINE METHOD
Machinery account
Dr.
2000 To Cash 50,000 2000
Jan. 1 Dec. 31 By Depreciation

Dec. 31 By Balance c/d
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2001 [ToBalanceb/d ~  [45000 [2000 [ | ]
Jan. 1 Dec. 31 By Depreciation 5,000
Dec. 31 By Balance c/d 40,000
45,000 45,000
2002 To Balance b/d 2002
Jan. 1 40,000 Dec. 31 By Depreciation 5,550*
July. 1 To Bank 11,000 |Dec. 31 By Balance c/d 45,450
51,000
51,000
2003 To Balance b/d 45,450 2003
Jan. 1 Dec. 31 By Depreciation 6,100
Dec. 31 By Balance c/d 39,350
45,450 45450
2004 To Balance b/d 39,350 2004
Jan. 1 Dec. 31 By Depreciation 6,100
Dec. 31 By Balance c/d 33,250
39,350 39,350
2005 To Balance b/d 33,250
Jan. 1
* Depreciation 10% on Rs. 50,000 for one year & 10% on Rs. 11,000 for 6 months
** Erection amount Rs. 1,000 is also capitalised.
DEPRECIATION ON DIMINISHING BALANCE METHOD
Dr. Machinery account Cr.
2000 2000
Jan. 1 To Bank 50,000 | Dec. 31 By Depreciation 5,000
Dec. 31 By Balance c/d 45,000
50,000 50,000
2001 To Balance 2001
Jan. 1 b/d 45,000 | Dec. 31 By Depreciation 4,500
Dec. 31 By Balance c/d 40,500
45,000 45,000
2002 To Balance 40,500 | 2002
Jan. 1 b/d Dec. 31 By Depreciation 4,600**
To Bank 11,000 | Dec. 31 By Balance c/d 46,900
July. 1 51,500 51,500
2003 To Balance 2003
Jan. 1 b/d 46,900 | Dec. 31 By Depreciation 4,690
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Dec. 31 By Balance c/d 42,210
46,900 __46,900
2004 To Balance 42,210 | 2004 By Depreciation 4,221
Jan. 1 b/d Dec. 31
Dec. 31 By Balance c/d 37,989
w510 " 22210
2005 To Balance
Jan. 1 b/d 37,989

** Depreciation 10% on Rs. 40,500 for one year & 10% on Rs. 11,000 for 6 months

7.9 SALE OF FIXED ASSET

Occasions arise when a fixed asset is sold. On expiry of its useful life, asset may be sold as scrap.
Even, before its useful life comes to an end, the asset may be sold and sale proceeds are received.

The following is the accounting method to be followed in case of a disposal of an asset:

e Open a separate disposal account of the concerned asset sold, say, ‘Machinery disposal
account’.

e Sale proceeds or amount received on sale of scrap is to be credited to ‘Machinery
disposal account’.

e In case, depreciation is credited, directly, to the machinery account, transfer the written
down value of the discarded portion of the asset from machinery account to the separate
‘Machinery disposal account’.

The accounting entry is
Machinery disposal account ......... Dr.
To Machinery Account
e In case, Provision for Depreciation Account is maintained, transfer the relevant cost
(original cost a which it has been purchased or capitalized) from the machinery account
to ‘Machinery disposal account’. Similarly, transfer the applicable amount of depreciation
provided from the Provision for Depreciation Account to ‘Machinery disposal account’.
The accounting entry is
Machinery disposal account ......... Dr.
To Machinery Account
To Provision for Depreciation Account
e Close the Machinery disposal account.
e Transfer the profit or loss to the Profit and Loss Account.
In the event of profit, the accounting entry will be
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Machinery disposal account

To Profit and Loss Account

If there is loss on the disposal of the asset, the accounting entry will be

Profit and Loss Account

To Machinery disposal account

Illustration No. 2

Neha & company whose accounting year is the calendar year, purchased on 1% April, 2006
machinery costing Rs. 30,000. It purchased further machinery on 1% October, 2006 costing
Rs. 20,000 and on 1% July, 2007 costing Rs. 10,000.

On 1% January, 2008, one third of the machinery which was installed on 1% April, 2006
became obsolete and was sold for Rs. 3,000. Show how the machinery account would appear
in the books of Neha & company, assuming that machinery was depreciated by fixed installment

a 10% p.a
Solution:
Dr. Machinery Account Cr.
Rs.
2006 To bank a/c 30,000 | 2006 By depreciation
April. 1 Dec. 31 (1) on Rs. 30,000
Oct. 1 To bank a/c 20,000 for 9 months 2,250
(2) on Rs. 20,000 2,750
for 3 months 500
Dec. 31 | By balance c/d 47,250
50,000 50,000
2007 2007 By depreciation
Jan. 1 | To balance b/d 47,250 | Dec.31 | (1) 50,000 for 1 year 5,000
July. 1 | To bank a/c 10,000 (2) on Rs.10,000 for
6 months 500 5,500
Dec. 31 | By balance c/d 51,750
57,250 57,250
2008 To balance b/d 51,750 | 2008
Jan. 1 Jan. 1 By bank a/c 3,000
Jan. 1 By P & L a/c (loss on sale) 5,250*
Dec. 31 | By depreciation (4,000+1,000) 5,000
Dec. 31 | By balance c/d 38,500
51,750 51,750
2009 To balance b/d 38,500
Jan. 1
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* Cost of 1/3 machinery
Depreciation

Year 2006

(9 months)

Year 2007 (one year)

Written down vaue

Sde vaue

750
1,000

Loss on sale of machinery
Ilustration No. 3

On 1% July, 2001, Tarkh Ltd purchases second hand machinery for Rs. 20,000 and spends
Rs. 3,000 on reconditioning and installing it. On 1% January, 2002, the firm purchases new
machinery worth Rs. 12,000. On 30" June, 2003, the machinery purchased on 1% January, 2002
was sold for Rs. 8,000 & on 1% July, 2003, fresh plant was installed. Payment for this plant was
to be made as follows:

1% July, 2003 Rs. 5,000
20" June, 2004 Rs. 6,000
30" June, 2005 Rs. 5,500
Payments in 2004 & 2005 include interest Rs 1,000 & 500 respectively.

The company writes off 10% on the original cost. The accounts are closed every year ending
31¢ March, 2004.

Show the Machinery account for three years ending 31% March, 2004.

10,000

1,750

8,250
3,000

5,250

Solution:
Dr. Machinery account Cr.
Rs.
2001 To Bank Rs. 23,000* | 2002 By Depreciation 2,025
July, 1 March, 31 (for 9 months on
Rs 23,000
For 3 months on
Rs 12,000)
March, 31
2002 To Bank 12,000 | 2002 By Balance c/d 32,975
Jan, 1
35,000 35,000
2002 To Balance 32,975 | 2003 By Depreciation 3,500
April, 1 b/d March, 31
By Balance c/d 29,475
32,975 32,975
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2003 To Balance 29,475 | June, 30 By Depreciation 300
April, 1 b/d 2003 for 3 months on
Rs 12,000
July, 1 To Vendor 15,000** | ““ By Cash 8,000
By Profit & Loss 2,200
Alc
2004 By Depreciation 3,425
March, 31 (for 9 months on
Rs 15,000 and
one year on Rs.
23,000)
2004
30,550
March, 31 By Balanced b/d
44,475 44,475
2004 To Balance 30,550
April, 1 b/d

* Reconditioning charges Rs. 3,000 is also a part of the cost of machinery as the purpose of reconditioning
isto increase the life of the asset. Reconditioning is different from repair. Here, it is not repair. Repair is not
to be capitalized, while reconditioning is to be capitalized.

** |nterest is not a part of the cost of machinery. Depreciation is to be calculated from the date when the
asset is put to use. Depreciation has no connection with the date of payment.

*** | oss on sale of machinery:

Cost

Depreciation (10% 1-1-2002to 30-6-2003)
Book value (written down value)
Sale price

Loss

Illustration No. 4

On 1.1.2008, the cost of the machinery in use with a firm was Rs. 5,00,000 against which the
depreciation provision stood at Rs. 1,91,900 on that date. The firm provided depreciation at 10%
per annum on straight-line method. The firm started its business in 2004. On 30.9.2008, two
machines costing Rs. 30,000 and Rs. 24,000 respectively, both purchased on 1.7.2005, were
discarded because of damage and replaced by two new machines costing Rs. 40,000 and
Rs. 30,000 respectively. One of the discarded machines was sold for Rs. 16,000; against the
other it was expected that Rs. 6,000 would be realized.

Show the Machinery Account, Depreciation account, Provision for Depreciation account and
Machinery Disposal account.

12,000
1800
10,200

8,000
2200
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Solution:
Dr. Machinery Account Cr.
Date Particulars Amount Date Particulars Amount
Rs. Rs.
1.1.08 | To Balance B/d 5,00,000 | 30.9.08 | By Machinery Disposal 54,000
Alc
30.9.08 | ToBank Alc 70,000 | 31.12.08 | By Balance C/d 5,16,000
5,70,000 5,70,000
1.1.09 | To Balance B/d 5,16,000
Dr. Provision for Depreciation Account Cr.
Date Particulars Amount Date Particulars Amount
Rs. Rs.
2008 To Machinery 13,500 | 2008 | By Balance B/d 1,91,900
Sept. 30 | Disposal A/c Jan. 1
Dec. 31
To Balance C/d 2,24,750 | Dec. 31 | By Depreciation A/c 46,350
(On machinery in use)
2,38,250 2,38,250
2009 | By Balance B/d 2,24,750
Jan. 1
Dr. Machinery Disposal Account Cr.
Date Particulars Amount Date Particulars Amount
Rs. Rs.
2008 To Machinery A/c 54,000 | 2008 By Provision for 13,500
Sept. 30 Sept. 30 | Depreciation A/c
By Depreciation A/c 4,050
(on 2 machines for 9
months)
By Bank A/c 16,000
By P&L Alc 14,450
(Balancing figure)
Dec. 31 | By Balance c/d 6,000
(Expected realizable
value of second
machinery )
54,000 54,000
2009 Jan. 1| To Balance c/d b/d 6,000
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Depreciation Account

Date Particulars Amount Date Particulars Amount
Rs. Rs.
Dec. 31 | To Provision for 46,350 | 2008 | By Profit and Loss A/c 50,400
2008 Depreciation A/c Dec. 31
Dec. 31 | To Machinery Disposal 4,050
Alc
50,400 50,400
Working Notes: Rs.
1. Depreciation provided on two discarded machines.
For 2005 (for six months @ 10% on Rs. 54,000) 2,700
For 2006 (10% on Rs. 54,000) 5,400
For 2007 (10% on Rs. 54,000) 5,400
Total Depreciation till 1% Jan, 2008 13,500
Deprecation for 9 months to Sept. 2008 4,050
2. Depreciation on machinery in use:
Cost of Machinery on 1.1.2008 5,00,000
Less: Cost of discarded machines 54,000
Cost of Machinery in use 4,46,000
Depreciation on Rs. 4,46,000 for one year @10% 44,600
New machinery purchased during the year
— Depreciation for 3 months @10% on Rs. 70,000 1,750
Total Depreciation 46,350

[llustration No. 5

Gangadhar & co has been running a crusher from the year 2005. Written down value of Machinery
is Rs. 1,20,000 as on 1st Jan, 2006. The firm has purchased a second machine for Rs. 40,000
on 1st April, 2007 and has sold the same for Rs. 65,000 on 1st Jan, 2008. The firm has been
following diminishing balance method from the beginning. Depreciation rate for the machine has
been 10%. Accounts are closed at the end of calendar year.

Show the Machinery account for the years 2006 to 2008.
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Solution:

Date Particulars Amount Date Particulars Amount
1% Jan, To opening 1,20,000 | 31 Dec. 2006 By Depreciation 12,000
2006 balance

By Balance c/d 1,08,000
1*Jan, | To Balance 1,08,000 | 31 Dec. 2007 By Depreciation
2007 b/d (10,800 + 3,000) 13,800
1% April, | To Bank 31 Dec. 2007
2007 (purchase By Balance c/d 1,34,200
of second
hand 40,000
machinery)
1,48,000 1,48,000
1% Jan, To Balance 1,34,200 | 1% Jan 2008 By Bank 65,000
2008 b/d
1% Jan, To Profit & 28,000 | 31* Dec, 2008 By Depreciation 9,720
2008 Loss Alc
(profit  on
sale of
machinery)
31* Dec, 2008 By Balance c/d 87,480
1,62,200 1,62,200
Sale of Machinery
Sale price 65,000
Original cost 40,000
Depreciation for year 2007
(9 months) 3,000
Written down value 37,000
Profit 28,000
Depreciation for year 2008 (diminishing Balance Method) @ 10%
WDV in 2006 1,20,000
Dep for 2006 12,000
Balance on 31-12-2006 1,08,000
Dep for 2007 10,800
Balance as on 31-12-2007 97,200
Dep for 2008-11-05 9,720

Balance as on 31-12-2008

87,480
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Illustration No. 6

A manufacturing firm purchased on 1% January, 1996 certain machinery for Rs. 1,00,000 and
spent Rs. 2,000 on erection. On 1% July in the same year, additional machinery costing Rs. 50,000
was acquired. On 1% January, 1998, the machinery purchased on 1% January 1996 (having become
obsolete) was auctioned for Rs. 40,000 and on the same date, fresh machinery was purchased
at a cost of Rs. 25,000. Depreciation was provided, annually, on 31% December at 10% per
annum on the original cost of the asset. In 1998, this method was changed and that of writing
of 15% on the written down value was adopted, with retrospective effect.

Prepare Machinery Account from 1996 to 1999

Dr. Machinery Account Cr.
Date Particulars Amount Date Particulars Amount
1* Jan | To Bank (purchase | 1,20,000* | 31 Dec, | By Depreciation (10% on 14,500

1996 | of machinery) 1996 straight line method For
one year on Rs. 1,20,000
and six months on Rs.
50,000)
By Balance c/d 1,55,500
1,70,000 1,70,000
By Depreciation 17,000
1* Jan | To Balance b/d 1,55,500 | 31 Dec, | By Balance c/d 1,38,500
1997 1997 1,55,500
1,55,500
1* Jan | To Balance b/d 1,38,500 | 1 Jan, By Bank 40,000
1998 1998 By Profit & Loss A/c 56,000
To Bank 25,000 | 1 Jan, By Profit & Loss Alc 3,188
1998 (additional depreciation
required for change of
method)
31 Dec, | By Depreciation (5,897 + 9,647
1998 3,750)
31 Dec, | By Bal c/d 54,665
1998
1,63,500 1,63,500
1* Jan | To Bal b/d 54,665 | 1" Jan | By Depreciation 8,200
1999 1999
31 Dec | By Balc/d 46,465
54,665 | 1999 54,665

e Includes erection charges Rs. 20,000 as the amount is part of the cost of machinery.
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Profit or Loss on Sale of old machinery

Original cost 1,20,000
Depreciation for 1996 & 1997 24,000
Written down value 96,000
Sale value 40,000
Loss on sale of machinery 56,000

Change in method of depreciation

Depreciation on Rs. 50,000 — Straight

Line Method from July 1996 to Dec,

1997 (18 months) @ 10% (A) 7,500
Depreciation on Rs. 50,000 — Diminishing

Balance Method from July 1996 to Dec,

1997 (18 months) @ 15% (B) 10,688**
Additional Depreciation required (B — A) 3,188
**Qriginal cost 50,000
Dep for 6 months
1996 @ 15% 3,750
46,250
Dep for 12 months
1997 @ 15% 6,938
WDV on 1% Jan, 1998 39,312
Dep for 1998 @ 15% 5,897
WDV on 1% Jan, 1999 33415
Dep for 1999 @ 15% 5012

Depreciation under Diminishing Balance method for 1996 & 1997 (3,750 + 6, 938) = 10,688
Depreciation for 1998

Asset purchased in July, 1996 50,000

Dep @ 15% for six months

Illustration No. 7

The plant and machinery account of Vasu & Company Limited had a debit of Rs. 1,47,390 on
1% January, 2007. The company was incorporated in 2004 and has been following the practice
of charging depreciation every year on diminishing balance system @ 15%. In 2007, it was
decided to change the method from reducing balance method to straight line method, with
retrospective effect from 2004 and to give effect to the change, while preparing the final accounts
for the year ended 31% December, 2007. The rate of depreciation remains same as before.
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On 1% Jan 2007, new machineries were purchased at a cost of Rs. 50,000. All the others
were acquired in 2004. Show the plant & machinery account from 2004 to 2007.

Plant & Machinery Account (Rs.)
Dr. Cr.
1.1.2004
To Bank 2,40,000* 31.12.04 By Depreciation 36,000
(15% on Rs. 2,40,000)
” By Balance c/d 2,04,000
2,40,000 240,000
1.1.05
To Balance b/d 2,04,000 31.1.05 by Depreciation 30,600
(15% of Rs. 2,04,000)
§ By Baance c/d 1,73,400
2,04,00 2,04,000
1.1.06
To Balance b/d 1,73,400 31.12.06 By Depreciation 26,010
(15% of Rs. 1,73,400)
8 By Baance c/d 1,47,390
1,73,400 1,73,400
1.1.07
To Balance b/d 1,47,390 31.12.07 By Depreciation 43,500 **
(15% of Rs. 2,40,000
+ 50,000)
To Bank (purchase of By Depreciation 15,390
New machinery) 50,000 (Short provision due to
change in method)
By Balance c/d 1,38,500
1,97,390 1,97,390
1.1.08 to
To Baance c/d 1,38,500

Tip to students: If the W.D.V. at the end of first year is Rs. 90, we get the original cost of
asset by multiplying the WDV with the depreciation rate say 10% as below

90 x 100/ 10 : Rs. 100
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Working notes:

(a) Cost on 1.1.04 *

Rs. 1,47,390* 100/85* 100/85* 100/85 2,40,000
(b) Depreciation to be charged on straight line

method for 3 years from 2004 to 2006

(15% on Rs. 2,40,000)*3 1,08,000
(c) Depreciation already charged on

diminishing balance method

for 3 years from 2004 to 2006:

Rs. (36,000 + 30,600 + 26,010) 92,610
Further depreciation to be charged due to
change in method (b — c) 15,390

* It isnecessary to arrive at the original cost of machinery on 1-1-2004 as the change in method of depreciation
has been with effect from Jan, 2004.

** Charged on straight - line method as per the new policy introduced in 2007.

State whether the following statements are True or False

1.

o 0~ w

10.
11.
12.

13.
14.

Depreciation is the diminution in the value of the fixed assets because of their use, wear
and tear, efflux of time; depletion etc.

Depreciation amount is same every year both in straight-line method and diminishing balance
method.

Depreciation Fund Method provides readily available cash for replacement of the fixed asset.
Depreciation does not involve any outgo of cash from the firm.
Depreciation amount goes on reducing in Straight Line Method year after year.

Depreciation amount is invested outside the business in Diminishing Balance method so that
replacement of asset does not disturb the firm’s liquidity in business.

. If a fixed asset is not used, depreciation need not be provided.

Depreciation is necessary on fixed assets, not on current assets.

Depreciation can be credited to the fixed asset account or ‘provision for depreciation’ account,
when a separate account is maintained for this purpose.

Provision for depreciation account always shows a debit balance.
Replacement of fixed asset creates liquidity problem unless planned, properly.

Depreciation is a mere accounting entry, which does not affect the operational results of the
firm.

Fixed assets are not meant for sale in the ordinary course of business.

Even if the fixed asset is purchased in the middle of the year, depreciation is to be provided
for the whole year.
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15. A change in the method of depreciation is treated as a change in an accounting policy.
16. When Provision for depreciation account is maintained, balance sheet shows the fixed asset
at the original cost with provision for depreciation as a deduction.

Answers
1. True 2. False 3. True 4. True 5. False 6. False 7. False 8. True 9. True 10. False
11. True 12. False 13. True 14. False 15. True 16. True

Pick up the most Appropriate

1. Afirm is in the business of livestock. The following method is used for computing depreciation:

(@) Straight Line Method (b) Diminishing Balance Method
(c) Sinking Fund Method (d) Revaluation Method
2. For calculating the extraction of mines and quarries, the following method of depreciation is
used:
(@ Depletion Method (b) Diminishing Balance Method
(c) Sinking Fund Method (d) Revaluation Method
3. Change in method of depreciation is ............ in case of a limited company:
(@ Permitted (b) Not permitted
(c) Permitted, in exceptional cases (d) Permitted in all cases, but change and

impact of change are to be stated in
‘Notes to Accounts’.

4.  Burden on the profit and loss account in the form of depreciation and interest would be
......... in the annuity method compared to Straight Line Method as well as Diminishing
Balance Method

(@ more (b) less
(c) same (d) can be more or less

5.  The greatest advantage with the following method is availability of ready funds for replacement
of fixed asset as depreciation amount is invested outside the business of the firm.

(a) Straight Line Method (b) Diminishing Balance Method
(c) Sinking Fund Method (d) Depletion Method
Answers

1. (d) 2. (a) 3. (d) 4. (a) 5. (c)

Descriptive Questions

1. ‘Depreciation is to be provided on fixed assets as well as current assets’ — Discuss? (7.1)

2. What is the meaning of ‘Depreciation’? Explain the need for providing depreciation? (7.2
and 7.3)

3.  What are the objectives for providing depreciation? (7.2 and 7.4)
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Name the different methods of providing depreciation and state their merits and demerits? (7.5)
State the accounting procedure in respect of sale of an asset and discarding the machinery
as scrap? (7.9)

Is it possible for a firm to change the method of depreciation? If so, what is the procedure
to be followed? (7.6)

If the value of a fixed asset falls, is it necessary to provide depreciation? What are basic
factors for calculation of depreciation? (7.3 and 7.7)

A firm does not want to disturb its business operations for replacing a fixed asset. Discuss
the method of depreciation that is recommended? (7.2 and 7.5 (iv)

Interview Questions

Q.1.

Ans.

Q.2.

Ans.

Q.3.

Ans.

Q.4.

Ans.

What is ‘Depreciation’?

Depreciation is reduction or diminution in the value of the asset caused due to wear and
tear or efflux of time. Depreciation occurs whether the asset is used actively or passively.
In other words, even if the asset is not used, depreciation occurs due to passage of time.

Why depreciation is to be provided while finalizing the accounts?

Depreciation is to be provided to calculate correct operating results and exhibit proper
financial position.

Depreciation is an expense, similar to any other expense. Every fixed asset has a specific
life period. The life of the asset has to be estimated. At the end of its span, there is no
value to the concerned asset. So, depreciation should be charged during the life of the
asset. Just like any other expense, depreciation is to be charged against the concerned
income to calculate true profits. Once depreciation is provided in accounts, depreciation
amount would be reduced from the value of the relevant asset. In consequence, balance
sheet shows the reduced value of the asset and exhibits true and fair financial position.
Out of the different methods of providing depreciation, which method is mostly adopted
and why it is so?

Diminishing Balance Method is the method, commonly, adopted by most of the firms. In
the diminishing balance method, depreciation is calculated on the balance at the beginning
of the year, unlike on the original cost of the asset, which is done in the Straight Line
Method. So, depreciation amount would reduce, year after year. However, repairs increase
year after year as the asset becomes old. The total burden on the income in the form of
depreciation and repairs over the life of the asset would be uniform.

For Income — Tax purposes, diminishing balance method is the accepted method.

For the above reasons, diminishing Balance Method is preferred out of the different methods
for providing depreciation.

What is the special advantage with the sinking fund method of providing depreciation?
Normally, depreciation amount is invested in the business. In consequence, depreciation
amount is used to acquire current assets and other fixed assets. Replacement of fixed
asset requires heavy cash. As and when the fixed asset is required to be replaced, ready
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Q.5.

Ans.

cash would not be availabe to the firm as depreciation amount is locked in current assets
and other fixed assets. When depreciation is provided under Sinking Found Method,
depreciation amount is, separately, invested outside the firm, preferably in safe and liquid
investments, such as government securities. So these securities can be conveniently sold
without disturbing the business operations for replacement of fixed asset. So, Sinking fund
Method is ideal for providing depreciation.

A firm wants to change the existing Straight Line Method of Depreciation to Diminishing
Balance Method from the current year? Can the firm change the method of depreciation?

Yes, the firm can change the existing method of depreciation to a new method of
depreciation. For example, existing method of depreciation, Straight Line Method, is changed
to Diminishing Balance Method. Firm has to state about the change in method of
depreciation in financial statements. Additionally, change and impact of change on the
financial results, duly quantified, have to be stated in ‘Notes to Accounts’. Impact of change
means increase or decrease in profits/loss on account of introduction of the change in the
method of depreciation.

ORON®
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8.1 INTRODUCTION

The basic limitation of the traditional financial statements, comprising balance sheet and profit
and loss account, is they do not give al the relevant and required information for knowing the



178 Accounting for Managers

strength and weakness of a firm. Still, they provide extremely useful information to the extent
that the balance sheet mirrors the financial position on a particular date, in terms of structure of
assets, liabilities and owner’s equity, like a snap shot. The profit and loss account shows the
operational results during a particular period, in terms of the revenue generated and costs incurred
for achieving them. As the financial information is in absolute terms, every one may not, readily,
understand them. The answer is ‘Analysis of Financial Statements' .

Analysis of financial statements refers to the application of different tools to know the
behaviour of the accounting information.

Much can be learnt by analysing the financia statements.

8.2 PURPOSE OF FINANCIAL ANALYSIS

Purpose of Financial Analysis: The purpose of financial analysis is to
diagnose the information content in financial statements so as to judge the
profitability, financial soundness of the firm and chalk out the ways to
improve existing performance.

Every management is interested in knowing the financial strengths to make their better use
and spot out the weaknesses of the firm to take suitable corrective action, in time.

The term ‘Financial Analysis is also known as analysis and interpretation of financial
statements.

8.3 MAIN OBIJECTIVE OF FINANCIAL ANALYSIS

Different parties are interested in the financial statements for different purposes and look to them
from their own angle. The objective of the different parties is not the same. Their requirements
are not uniform. So, every one is interested to use them for his own requirement. A lender is
interested for repayment of the money lent and interest, assured at the time of lending. Shareholder
is concerned for earnings and appreciation of the investment, he has made. It is very clear their
objectives are not common so their approach and information, they look for, would be different.

8.4 USERS OF FINANCIAL ANALYSIS

Financia analysis can be undertaken by the management of the firm or interested parties, outside
the firm. The outsiders of the firm are owners (shareholders), creditors, intending investors and
others, in particular potentia lenders.

Nature of Analysis: The nature of the analysis depends upon their purpose
or requirement. They make the necessary analysis and take the decision,
based on their assessment of the results obtained.
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Trade creditors are those who have supplied goods and services to the firm. They are
interested in their timely repayment. So, before they supply or render service, they want to be
sure that the firm would be in a position to pay their dues, in a short period, as assured to them.
They analyse the firm's short-term liquidity position. The term ‘liquidity’ refers to the ability of
the firm to pay, as and when the demands and debts fall due for payment.

Firm would be in a position to meet the current obligations, if the cash receipts
match payments, in terms of time.

Suppliers of long-term debt are those who provide loans for a long period. They are
concerned with the firm's long-term solvency and survival, which depends on profitability and
cash generation. Before they lend, they want to assure themselves that the organisation would
be able to generate adequate liquid funds to pay the loan installment and interest. They are more
concerned with the future outlook, rather than the past, based on the projections of the firm.
They analyse the historical data, based on the financial statements, to determine the basis and
reasonableness of the projections to decide the future financial standing of the firm.

Shareholders and investors invest their money in the firm's shares to earn dividend and
appreciation of share value. They are concerned with the firm’'s present and future profitability.
The ability of the company to pay dividends depends on the future prospects and earning capacity
of the organisation. They would have more confidence in those firms, which show steady growth
in earnings. They are aso interested in the firm's financial structure to the extent it influences
the firm’s earning ability.

Employees and Management: The importance of trust and harmonious relationship between
the employees and management requires no more emphasis for accelerated growth of the firm.
If the employees feel confident of more salaries, retirement benefits and fast track career growth,
in future, their loyalty would be assured. Employees look for stability and profitability in financia
statements.

Management of the firm would be interested in every aspect of financial analysis.
Management is concerned with the effective and efficient utilisation of resources, analysing the
financial statements and other information available to them.

Government regulates the functioning of all organisations for the benefit of public. It has
to generate adequate revenue for this purpose. Collection of taxes and information for deciding
future policies are based on the financial statements of the firms.

It is clear that the different users need the financial statements for different purposes.
Requirements of users of financial statements are different, not uniform. The

aim of the financial statements is to provide the information required for
their divergent needs.
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8.5 TYPES OF FINANCIAL ANALYSIS

Financial analysis can be classified into two categories depending upon

(i)

(A)

(B)

(i)

(i) Material used and
(i) Method of Analysis

Types of Financial Analysis

Material used Method of Analysis

External Analysis Internal Analysis| |Horizontal Analysis Vertical Analysis

Types of Financial Analysis

On the basis of Material used: According to this category, financial analysis can be of
two types. They are:

External Analysis: Those people who do not have access to the interna records of the
firm do this analysis. Basicaly, they are creditors, present and potentia investors, credit
agencies and the general public. Normally, except select employees in the firm, al others
do not have access to the internal records. There is always a time lag for the publication of
accounts, after their preparation. So, updated or recent information is not available for analyss.
Due to this inherent limitation, this type of analysis serves a limited purpose as the analysis
is based on the published financial accounts, audited or un-audited. However, of late, the
position has, significantly, improved due to government regulations to make the published
accounts more frequent, transparent and detailed.

Internal Analysis: Those persons, who have the access to the books of accounts, financial
and other records of the firm, do this analysis. Basically, the employees and executives of
the firm who have access to the records can do this analysis. Even, the Government agencies
also can do when they have the statutory powers to access the records. This analysis would
be more meaningful and useful as the analysis is made on the basis of full records and with
a specific objective. The management of the firm would, invariably, adopt internal analysis
for managerial purposes.

Method of Analysis: Based on the method, financial analysis can be of two types. They

are Horizontal analysis and Vertical Analysis.

Horizontal Analysis: When financial statements of a number of years of the same firm

are compared and reviewed, it is known as Horizontal Analysis. Horizontal analysis helps to
observe the changes in the financial variables, across the years. For this analysis, first base or
standard year is chosen as a starting point. Any year may be taken as the base year, but, generaly,
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the starting or initial year is taken as the base year. All the financial figures are presented in a
horizontal manner. Keeping the data of base year in the beginning, the data of the different years
are kept in separate columns.

The attention of the management would be focussed on those items, which
have changed, significantly.

The purpose of the analysis is to identify the strengths and weaknesses of the firm.
Comparison of the item, over severa years, shows the development of trend. The management
would be able to get insight of the strength or problem for necessary action, in time. Since this
analysis is based on the data from year to year rather than on one-year data, this analysis is
also termed as Dynamic analysis.

Comparative financial statements use the technique of Horizontal Analysis. Based
on the prevailing trend, it is possible for the firm to make a rational forecast about the
future progress.

Vertical Analysis: Vertical analysis refers to the study of relationship of the various items
contained in the financial statement of one accounting period. For example, the ratios of different
items of cost for a particular period are calculated with the sales for that period. So, sales are
taken as 100 and each expense is taken as a percentage of sales, i.e. 100. Such analysis is
useful in comparing the performance of several companies in the same group or industry, or
divisions or departments in the same company. Vertical analysisis aso known as ‘ Static Analysis'.

Common — size financial statements and financial ratios are the two tools employed
in vertical analysis.

Combined use of Horizontal and Vertical Analysis: Both analyses can be used,
simultaneously. Vertical analysis can be used along with horizontal analysis to make it more
effective and meaningful.

Horizontal Analysis is used for comparing data of several years of one firm, while
Vertical Analysis is used for comparing the relative performance of different firms in
the same industry for one particular period or year.

A simple sample of horizontal and vertical analysis and its comparison with the industry and
its immediate competitor would be like this:

Horizontal Analysis for X Ltd.

ltem 2005 (Base year) 2006 2007 2008

Sales 100 100 100 100
Cost of sales 70 69 68 67
Selling & 7 7 7 7
Administrative

expenses

Financial expenses 13 14 15 16
Profit 10 10 10 10
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Vertical Analysis for X Ltd in comparison with Industry and its immediate
Competitor (Year 2008)

Iltem X Ltd Industry Average Immediate
Competitor (Z Ltd)

Sales 100 100 100
Cost of sales 67 72 71
Selling & 7 7 7
Administrative

expenses

Financial expenses 16 13 12
Profit 10 8 10

The position reveadls that the financial expenses of X Ltd. have been increasing from year
to year, compared to the base year 2005. The same is confirmed that the firm’'s percentage of
financial expenses for the year 2008 is more than the industry as well as its immediate competitor.
On other hand, production and purchase departments have been improving their performance
year after year, reflected in falling cost of sales. Even their cost of salesis lower than the industry
and its immediate competitor for the year 2008. The efficiency of production and purchase
departments is eaten by the inefficiency of finance division in X Ltd. This situation requires further
investigation to improve its profitability. Despite the inefficiency of finance division, still profitability
of X Ltd. is higher than the industry and equal to its immediate competitor. The profit margin to
sales has been stagnant during the period 2005-08. If finance division’s performance is improved,
X Ltd. can improve its profitability, further.

This analysis indicates the area, where focus of action and improvement is,
immediately, essential to show better results.

8.6 MAJOR TOOLS OF FINANCIAL ANALYSIS

Various tools or techniques are used in the financial analysis. The main objective of any analytical
method is simple presentation of data, in a relevant manner, even for a complex problem for
quick understanding. Basic purpose is attention of the management should be focussed only on
the problem area for solution.

The most important tools for financial anaysis are:
(@) Comparative Financial Statements

(b) Trend Analysis or Trend Ratios

(c) Common Size Statements

(d) Ratio Anayss

(e) Fund Flow Analysis

(f) Cash Flow Analysis
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8.7 COMPARATIVE FINANCIAL STATEMENTS

Comparative Financial Statements indicate the direction of movement with respect to
financial position and operating results of the firm.

Method of Preparation: Information in the financial statements, both Profit and Loss
Account and Balance Sheet, has to be grouped and placed, side-by-side, for two or more years.
The next column has to show the amount of change in absolute amount and the last column as
a percentage of increase or decrease. From this, it is possible to draw reasonable conclusions
about the direction, progress or deterioration of operationa efficiency and financia position of
the business and the factors that have contributed.

The importance of comparative financial statements can be understood from the requirement
of the Companies Act, 1956 which makes obligatory for al companies to prepare the final
accounts of the companies by presenting current year as well as previous year figures.

It is obligatory under Companies Act, 1956 for all companies to prepare the final
accounts of the companies by presenting current year as well as previous year figures.
For comparison, figures have to be regrouped, if necessary.

[lustration No. 1

From the Comparative Balance Sheet of Shyam Ltd., prepare Comparative Balance Sheet for
the year 2007 and 2008.

Draw tentative conclusions, after preparing ‘CBS'.

[Rs. in lakhs]
Assets Rs. Rs. Amount of Percentage
31.12.07 31.12.08 | increase or of increase
decrease in | or decrease
2008 in 2008 %
Fixed Assets:
Premises [less dep.] 1,200 1,140 60 5.00
Plant & machinery [less dep.] 800 1,000 200 25.00
Furniture [less dep.] 200 170 30 15.00
Total Fixed Assets 2,200 2,310 110 5.00
Investments 400 300 100 25.00
Current Assets:
Stock 600 600 - --
Debtors 400 300 100 25.00
Cash & Bank 140 156 16 11.43
Total Current Assets 1,140 1,056 -84 -7.40
| TotalAssets | _3740] 3ee6] _ 74[  200]
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***** Liabilites | Rs. | Rs. | Amountof | Percentage |
31.12.07 31.12.08 | increaseor | of increase
decrease in | or decrease
2008 in 2008 %
Capital
8% Preference Capital 400 600 + 200 +50.00
Equity Capital 1,000 1,000 - -
Reserve & Surplus 400 500 +100 + 25.00
Total Proprietors’ Funds 1,800 2,100 + 300 + 16.67
Secured Loans:
10% Debentures 700 400 - 300 —43.00
Current Liabilities:
Sundry creditors 600 700 +100 + 16.67
Bills payable 400 350 -50 -12.50
Taxes payable 240 116 -124 —50.00
Total Current liabilities 1,240 1,166 -74 -5.97
Total Liabilities 1,940 1,566 - 374 -19.28
Total Capital & Liabilities 3,740 3,666 -74 -2.00

Tentative conclusions

Total fixed assets have been added during the year 2008 by Rs. 110 lakhs [i.e., about 5%]
compared to 2007, for which long-term investments worth Rs. 100 lakhs have been realised.
The level of current assets worth Rs. 84 lakhs has been reduced. Despite the increase in fixed
assets, the total assets have been decreased by Rs.74 lakhs. It implies that there has been an
addition to fixed assets with a decrease in current assets, which reflects a poor financial policy.
Fixed assets are to be supported by current assets for improvement in business. The relationship
between the total current assets and total current liabilities is also not satisfactory as the current
ratio is around 1 in both the years.

Increase in the preference share capital of Rs. 200 lakhs might have been due to the fresh
issue of shares for the redemption of debentures. Reserves have gone up by 100 lakhs, which
shows the improving trend in profits. The redemption of debentures has been made from the
proceeds of the fresh issue of Preference Share Capital and increase in profits.

8.8 TREND ANALYSIS OR TREND RATIOS

Trend Analysis is a statistical device applied in the analysis of financial statements to reveal the
trend of items with the passage of time.
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Absolute figures are difficult to understand, in particular when they are big amounts. One
can understand better and immediately if the statement says that there has been an increase of
10% in sales, rather than mentioning the absolute amount of sales for both the years.

Absolute amounts of large numbers are substituted by percentages to show brevity and ready
readability for management.

[llustration No. 2
From the following data of Sathyavathi & Co, calculate the percentage, taking the year 2006 as

the base. Judge which year’s performance is better, if the base year is 2006.

(Rs)
Year 2006 Year 2007 Year 2008
Sales 50,000 80,000 1,00,000
Purchases 30,000 45,000 60,000
Expenses 6,000 8,000 12,000
Profit 14,000 27,000 28,000
Solution:
Particulars | Year 2006 | Year 2007 | Year 2008 Trend Percentage
(Base Year 2006)
2006 2007 2008
Purchases 30,000 45,000 60,000 100 150 200
Expenses 6,000 8,000 12,000 100 133 200
Profit 14,000 27,000 28,000 100 193 200
Sales 50,000 80,000 1,00,000 100 160 200

Tentative Conclusion: During the year 2007, sales have been up 160%, while profit has
gone up by 193%. In other words, the percentage of increase in profit has been more than the
% of increase in sales. So, performance of profit is better than the performance of sales. However,
during the year 2008, sales have gone up by 200%, but profit also has increased only by 200%,
alone. It means the performance of profit has just matched the performance of sales.

Reason is lack of control on expenses during the year 2008. Expenses have gone up only
by 133%, despite increase in sales by 160% during the year 2007, which indicates good control
on expenses. However, during the year 2008, increase of sales and expenses are the same
(200%). So, individual identification of expense is to be made for exercising effective control.

Performance is judged by profitability, not sales. So, performance of the year 2007 is better
than the year 2008, in terms of profitability.
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8.9 COMMON-SIZE STATEMENTS (CSS)

The common-size statements, balance sheet and income statement are shown in analytical

percentages. The CSS represents the relationship of different items, contained in a financia

statement, with some common item by expressing each item as a percentage of the common

item. The common-size statements may be prepared in the following ways:

(1) The totals of assets and liabilities in the balance sheet are taken as 100.

(2) The individual assets are expressed as a percentage of total assets. i.e., 100. Different
liabilities are calculated in relation to total liabilities. For example, if total assets are Rs. 10
lakh and debtors value is Rs. 1, 00,000. Debtors will be 10% of total assets.

1,00,000 100
10,00,000

(3 Similarly, in Common Size Income Statement, each item is stated as percentage of the
Net Sales. The percentages for different items are computed by dividing the absolute amount
of that item by the Common base (i.e.,, Net Sales) and then multiplying by 100. The
percentages, so calculated, can be easily compared with the corresponding percentages, in
some other period.

Purpose: Impact of increase or decrease is immediately known as every item is compared
to a common standard base of a fixed value i.e., 100. The CSS is useful not only in intra-firm
comparisons over a series of different years but also in making inter-firm comparisons for the
same year or severa years.

The common size statements are the most valuable in making comparisons between the firms
in the same industry as well as series of years for the same firm as each individual item is
compared as a percentage to the total, which is taken as 100 always.

Illustration No. 3

Following are the Income Statement and Balance Sheet of Theer & Co. for the year 2005 and
2006. Prepare the CBS and CIS for these two years.

Draw tentative conclusions.
Income Statements for the year 2005 — 2006
(Figuresin Rs.)

2005 2006 2005 2006
To cost of goods sold 5,00,000 3,75,000 | By Net Sales 6,00,000 5,00,000
To General Expenses 10,000 10,000
To Selling Expenses 15,000 20,000
To Net Profit 75,000 95,000

6,00,000 5,00,000 6,00,000 5,00,000
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Balance Sheets as on 31st December, 2005 and 2006
(Figures in Rs.)

Liabilities 2005 2006 Assets 2005 2006
Capital 3,00,000 4,00,000 | Land 50,000 50,000
Reserves 1,50,000 72,500 | Building 1,50,000 1,35,000
Secured Loans 50,000 75,000 | Plant 1,50,000 1,35,000
Creditors 1,00,000 1,37,500 | Furniture 50,000 70,000
Outstanding 50,000 75,000 | Cash 80,000 90,000
Expenses

Debtors 70,000 1,30,000
Finished 1,00,000 1,50,000

stock
6,50,000 7,60,000 6,50,000 7,60,000

Solution:
COMMON SIZE INCOME STATEMENT
Amount (Rs.) Percentages
2005 2006 2005 2006
Net Sales 6,00,000 5,00,000 100.00 100.00
Less: Cost of goods sold 5,00,000 3,75,000 83.33 75.00
Gross: Profit (1) 1,00,000 1,25,000 16.67 25.00
Less: General Expenses 10,000 10,000 1.67 2.00
Selling Expenses 15,000 20,000 2.50 4.00
Total Operating Expenses (2) 25,000 30,000 447 6.00
Net Profit (1 —2) 75,000 95,000 12.50 19.00
COMMON SIZE BALANCE SHEET
Amount (Rs.) Percentages
2005 2006 2005 2006
Land 50,000 50,000 7.70 6.58
Building 1,50,000 1,35,000 23.07 17.76
Plant 1,50,000 1,35,000 23.07 17.76
Furniture 50,000 70,000 7.70 9.21
Total Fixed Assets (1) 4,00,000 3,90,000 61.54 51.31
Cash 80,000 90,000 12.31 11.84
Debtors 70,000 1,30,000 10.76 17.10
Finished Stock 1,00,000 1,50,000 15.39 19.75
Total Current Assets (2) 2,50,000 3.70,000 38.46 48.69
| TotalAssets (1+2) | = 650000 | _ 760000 100 _ _ _ 100 |
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Capital 3,00,000 4,00,000 46.15 52.63
Reserves 1.50.000 72,500 23.08 9.54
Net Worth (3) 4,50,000 4,72,500 69.23 62.17
Secured Loans 50,000 75,000 7.70 9.87
Creditors 1,00,000 1,37,500 15.37 18.09
Outstanding Expenses 50,000 75,000 7.70 9.87
Total Liabilities (4) 2,00,000 2,87,500 30.77 37.83
Net worth + Total

Liabilities (3+4) 6.50.000 7.60,000 100 100

Tentative Conclusions:

1. Sales have gone down by Rs. 1,00,000. However, net profit has increased by 6.5% [12.5%
(2005) to 19% (2006)]. The net increase is due to combination of reduction of cost of goods
sold by 8.33% [83.33% (2005) to 75% (2006)] and increase of total operating expenses by
1.83%. This indicates that the firm has concentrated on the improvement of profitability,
even at the cost of reduction in sales.

2. There has been significant improvement in reducing the cost of production in 2006, compared
to 2005 as cost of sales has gone down from 83.33 (2005) to 75% (2006).

3. For further improving profitability, control on operating expenses is required. Inventory control
would improve the profitability, further.

4. Finished stock % has gone up from 15.39% to 19.75%, despite fall in sales. This indicates

that the firm is experiencing accumulation of stocks.

Descriptive Questions

1.
2.

6.

What is the need of Analysis of Financial Statements? (8.1 and 8.2)

What is meant by ‘Financial Analysis’? Discuss the utility and significance of the Analysis
of Financial Statements to the management and others, interested in the business? (8.1 to 8.3)

What are the objectives of Analysis of Financial Statements? Who are the Users of Financial
Analysis? (8.3 and 8.4)

Explain the different types of Financial Analysis? (8.5)

Explain common-size statements? Explain the technique of preparing the common size
balance sheet? (8.8)

What are the major tools of Financial Analysis and explain any three of them? (8.6 to 8.8)

State whether the following Statements are True or False

1.
2.

Comparative Financial Statements indicate the direction of the movement of the firm.

It is not obligatory under Companies Act, 1956 for all companies to prepare the final accounts
of the companies by presenting current year as well as previous year figures for comparison.
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10.

External analysis is better than the internal analysis.

In horizontal analysis, balance sheets of different years of the same firm are kept side by
side for comparison.

Ratio analysis is one of the major tools of Financial Analysis.

The traditional financial statements give all the relevant and required information to show the
strength and weakness of the company.

The purpose of financial analysis is to diagnose the information content in financial statements
so as to judge the profitability, financial soundness of the firm and chalk out the way to
improve existing performance.

‘Liquidity’ refers to the ability of the firm to pay, as and when the demands and debts fall
due for payment.

Different parties need the financial statements for same purposes.

Horizontal Analysis is used for comparing data of several years of one firm, while Vertical
Analysis is used for comparing the relative performance of different firms in the same industry
for the same period.

Answers

1. True 2. False 3. False 4. True 5. True 6. False 7. True 8. True 9. False 10. True

Pick up the most appropriate answer

1.  Financial analysis is meant for

a. lIdentifying strength of firm.

b. Identifying weakness of firm.

c. Identifying strength and weaknesses of firm.
2. Financial Analysis can be made form

a. Profit and Loss Account.

b. Balance Sheet.

c. Items in Profit and Loss Account and Balance Sheet by establishing relationship.
3.  Financial Analysis is meant for the following category.

a. Trade creditors.

b. Trade creditors and suppliers of long-term debt.

c. Investors.

d. Management.

e. All above categories specified in a, b, ¢ and d.
Answers

1. (c) 2.(c) 3. (e)
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Interview Questions

Q.1.

AnNs.

Q.2.

Ans.

Q.3.

Ans.

What is the basic purpose of analysis of financial statements?

Management is interested to know the strength and weakness of the firm, in terms of
finance. Absolute figures in the financial statements —Profit and Loss Account and Balance
Sheet- are always big and difficult to understand, easily. Analysis of financial statements
helps the management in understanding the figures better for quicker and meaningful
decisions.

Name some of the tools available for analysis of financial statements?

The most important tools for financial analysis are:

(@) Comparative financial statements

(b) Trend Analysis or Trend Ratios

() Common Size statements

(d) Ratio Analysis

(e) Fund Flow Analysis

() Cash Flow Analysis

What do you understand by Trend Analysis?

Trend Analysis helps in understanding the direction of movement of the firm, in terms of
operational results and financial position.

ORON®
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9.1 INTRODUCTION

Ratio analysis is an important and powerful technique or method, generally, used for analysis of
Financial Statements. Ratios are used as a yardstick for evaluating the financial condition and
performance of a firm. Analysis and interpretation of various accounting ratios gives a better
understanding of financial condition and performance of the firm in a better manner than the
perusal of financial statements.

9.2 MEANING OF FINANCIAL RATIO

A ratio or financial ratio is a relationship between two accounting figures, expressed
mathematically. Ratio Analysis helps to ascertain the financial condition of the firm. In financia
analysis, a ratio is compared against a benchmark for evaluating the financial position and
performance of a firm. Financial ratios help to summarise large quantities of financial data to
make qualitative judgment about the firm’s financia performance.

Scope: With a single financial ratio, no conclusion is to be arrived at. The ratios are to be studied
in relation to each other, in comparison of the past ratios of the firm as well as ratios of the
industry, better with its immediate competitors to understand their relative significance and impact.
Ratios are the symptoms of health of an organisation like blood pressure, pulse or
temperature of an individual. Ratios are the indicators for further investigation.

9.3 STANDARDS OF COMPARISON

A single ratio is not meaningful. For proper interpretation and understanding, ratios are to be
compared. Comparison can be with

Past ratios i.e. ratios from previous years financial statements of the same firm.
Competitors ratios i.e. similar ratios of the nearest successful competitors.
Industry ratios i.e. ratios of the industry to which the firm belongs to.

Projected ratios i.e. ratios developed by the firm which were prepared, earlier, and
projected to achieve.

9.4 TYPES OF RATIOS

Several ratios can be grouped into various classes, according to the activity or function they
perform. We have, aready, discussed in the previous chapter that there are several groups of
persons — creditors, investors, lenders, management and public — interested in interpretation of
the financial statements. Each group identifies those ratios, relevant to its requirements. They
wish to interpret ratios, for those purposes they are interested in, to take appropriate decisions
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to serve their own individual interests. In view of the diverse requirements of the various users
of the ratios, the ratios can be classified into four categories:

Performance of a company is evaluated using the ratio analysis in the following different
directions.
Profitability (Profitability Ratios)

N\

Efficiency of Assets (Activity Ratios) Short-term Solvency (Liquidity Ratios)

N

Long-term Solvency (Leverage Ratios)

Evaluation — Performance of Company in the Context of Ratio Analysis

A. Liquidity Ratios: They measure the firm’'s ability to meet current obligations.

B. Leverage Ratios: These ratios show the proportion of debt and equity in financing the
firm’s assets.

Activity Ratios. They reflect the firm's efficiency in utilising the assets.

D. Profitability Ratios: These ratios measure overall performance and effectiveness of the
firm.

0

9.4.1 Differences between Analysis and Interpretation of Financial Statements

The terms Analysis and Interpretation are used, synonymously. However, they differ in the

following respects:

1. Theterm ‘Analysis isused in a narrow manner, while the term ‘Interpretation’ is a broader
term, which includes ‘Analysis' too.

2. Analysisis the first step and Interpretation follows.

3. Analysis implies classification of data in a logical order. Interpretation is concerned with
explaining the reasons for the results.

Analysis means methodical classification of data and presentation in a
simplified form for easy understanding. Interpretation means assigning
reasons for the behaviour in respect of the data, presented in the simplified
form.
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Once analysis is made, interpretation should follow. Only analysis does not serve any purpose,
without interpretation. Interpretation is not possible without making the analysis. Careful analysis
and meaningful interpretation, both are important. Analysis and interpretation are complementary
to each other. Both are essential. They are not independent, but they go hand in hand.

Analysis of ratios, without interpretation, is meaningless and interpretation, without
analysis, is impossible.

To have meaningful utilisation of analysis, it is necessary to be clear to whom the analysis
is made and their purpose or requirement for analysis. Once the purpose is clear, the required
ratios can be identified. There are different formulae available for different ratios. For example,
for calculation of debt-equity ratio, some authors take total liabilities, while others take only long-
term liabilities for computation. Different reasoning is given for the treatment adopted. Similarly,
while calculating current ratio, current liabilities are calculated, differently. Some authors include
short-term bank borrowing in current liabilities, while some do not include, again for different
interpretations.

What is important and necessary is consistent approach. The same formulae
and similar treatment have to be used for all the years of comparison.
Equally, the approach should be uniform for all the firms for which
comparison is made. Otherwise, distorted results would emerge and the
interpretation based on the results would be meaningless.

Once the results are calculated, interpretation is necessary to understand and come to some
indications or signals. The results are not the end, but they are the beginning for further
investigation. After calculating one ratio, no conclusion is to be arrived at. Ratios are to be studied
together, not in isolation.

9.5 DIFFERENT TERMS IN RATIO ANALYSIS

To have understanding of ratios, it is necessary to know how the required information can be
calculated:

Statement of Cost of Goods Sold

Raw Materials XXX
Direct Labour XXX
Depreciation XXX
Other manufacturing expenses XXX
XXX
Add: Opening stock in process XXX
XXX

Less: Closing stock in process XXX
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Cost of Production XXX

Add: Opening Stock of
Finished goods XXX

XXX
Less: Closing stock of finished goods — xxx

Cost of Goods Sold XXX

>

0

SrXce-—TIT9mmoow>»

Break up of Profit and Loss Account for the year ending

Net Sales

Cost of Goods sold

Gross Profit (A-B)

Less: Selling & Administrative expenses
Operating income (C-D)

Add: Other income

Earning before interest and tax (EBIT) (E+F)
Less. Interest

Profit before tax (PBT) (G-H)
Provision for tax

Profit after tax (PAT) (1-J)

Dividend distributed

Retained earnings (K-L)

Break up of Balance Sheet as on...

Net Worth
Equity Share capital
Preference Share capital
Reserves
Net worth
Long-Term Borrowings
Long-term: Debentures
Others
Long-term debt
Long-term borrowings
Capital Employed (A+B)
Fixed Assets
Gross block

XXX
XXX
XXX

XXX
XXX
XXX

XXX

XXX

XXX
XXX



196 Accounting for Managers

Less: depreciation XXX
Net block XXX
Other non-current assets XXX
Net fixed assets XXX
E. Current Assets
Inventories:
Raw material XXX
Stock in process XXX
Finished goods XXX
Inventories XXX
Debtors XXX
Cash and bank balance XXX
Others XXX
Current assets XXX
F. Less: Current Liabilities
Trade creditors XXX
Bank overdraft/cash credit XXX
Provision and others XXX
Current liabilities XXX
G. Net Current Assets (E-F) XXX
H. Net Assets (D+G) XXX

The above statement shows
Net Assets (H) = Capital Employed (C)

9.6 LIQUIDITY RATIOS

Liquidity ratios are highly useful to creditors and commercia banks that provide short-term credit.
Short-term refers to a period not exceeding one year. Liquidity ratios measure the firm'’s ability
to meet current obligations, as and when they fall due.

A firm should ensure that it does not suffer from lack of liquidity and also does not
have excess liquidity.

In the absence of adequate liquidity, the firm would not be able to pay creditors, who have
supplied goods and services, on the due date promised. Firm’s goodwill suffers, in case of default
in payment. In fact, dissatisfied suppliers, normally, refuse to supply, further. Who can finance,
indefinitely? Loss of creditworthiness may result in legal problems, findly, culminating in the closure
of business of a company, even. If the firm maintains more liquidity, it will not experience any
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difficulty in making payments. However, a higher degree of liquidity is bad, as idle assets earn
nothing, while there is cost for the funds. The firm’s funds will be, unnecessarily, tied up in liquid
assets.

Both inadequate and excess liquidity are not desirable. It is necessary for
the firm to strike a proper balance between high liquidity and lack of liquidity.

9.6.1 Current Ratio

Current ratio is defined as the relationship between current assets and current
liabilities. It is aso known as working capital ratio. This is calculated by dividing total current
assets by total current liabilities.

Current Assets
Current Liabilities

The two basic components of the ratio are current assets and current liabilities. Current
assets are those that can be realised within a short period of time, generally one year. Similarly,
current liabilities are those that are to be paid, within a period of one year. The components
of current assets and current liabilities are shown, hereunder. It is significant to note, even,
prepaid expenses are included in current assets as they have been paid, in advance, and are
not needed to be paid, again.

Similarly, current liabilities include bank overdraft or cash credit account as they are,
normally, sanctioned by the bank for a period of one year. Technically, they are sanctioned
for one year, but banks renew them, unless there are significant adverse reasons or firm does
not require renewal. Reason for inclusion of Bank overdraft/Cash credit in current liability
category is the availability of written sanction of bank for one year only.

Treatment of Bank Overdraft/Cash credit: There is a difference of opinion about the
treatment of bank overdraft/cash credit. Some authors treat them as current liabilities, while others
treat as part of long-term liahilities. Bank sanctions overdraft/cash credit limits for a period of
one year, only. In the normal course, after the expiry of one year, the firm has to repay the
borrowing. Firms do not, normally, repay as the banks renew the limit, at the request of the
firm. However, the written sanction of the borrowing is, invariably, for one year only. Unless
bank renews the limit, technically, firm cannot avail the limit, further. We have treated
Bank overdraft/cash credit as current liability, throughout the book. Some authors treat
them as long-term borrowings. The reason is firms continue to enjoy the borrowings, indefinitely,
as banks renew the sanction, without much difficulty. Normally, banks give renewal sanction, at
the request of the firm, after submission of the required data, unless there are adverse features
in the conduct of the account. Students are advised to give specific mention of their
treatment and give the reasoning for the treatment given, either as current liabilities
or long-term liabilities. Whatever approach is followed, the treatment is to be consistently
followed.

Current Ratio =
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COMPONENTS OF CURRENT RATIO

Current Assets Current Liabilities
1. Cash in Hand 1. Sundry Creditors
2. Cash at Bank 2. Bills Payable
3. Marketable Securities (short-term) 3. Bank Overdraft / Cash Credit
4. Short-term Investments 4. Short-term Advances
5. Sundry Debtors 5. Outstanding Expenses
6. Bills Receivable 6. Income-Tax Payable
7. Inventory — Raw Materials 7. Dividend Payable
8. — Work in Process
9. — Finished Goods
10. Prepaid Expenses

=

Advance Tax paid
12. Accrued Income

Interpretation of Current Ratio

As a conventional rule, a current ratio of 2:1 is considered satisfactory. The rule is based on the
logic that in the worst situation, even if the value of current assets becomes half, the firm will
be able to meet its obligations, fully. A ‘two to one ratio’ is referred to as ‘Rule of thumb’ or
arbitrary standard of the liquidity of the firm. This current ratio represents a margin of safety
for creditors. Realisation of assets may decline. However, all the liabilities have to be paid, in full.

Current ratio of 2:1 should not be, blindly, followed in an arbitrary manner.
Firms with less than 2:1 ratio may be meeting the liabilities, without difficulty,
though firms with a ratio of more than 2:1 may be struggling to meet their
obligations to pay.
A current ratio of 1.33: 1 is considered as the minimum acceptable level by banks for providing
working capital finance. Looking at the mere ratio in figures, no conclusion is to be arrived at.

Current ratio is a test of quantity, not test of quality. It is essential to verify
the composition and quality of assets before, finally, taking a decision about
the adequacy of the ratio.

The current ratio is a crude-and-quick measure of the firm's liquidity.

A high current ratio, due to the following causes, may not be favourable for the following
reasons:

1. Slow-moving or dead stock/s, piled up due to poor sales.

2. Figure of debtors may be high as debtors are not capable of paying or debt collection
system of the firm is not satisfactory.
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3. Cash or bank balances may be high, due to idle funds.
On the other hand, a low current ratio may be due to the following reasons:
1. Insufficiency of funds to pay creditors.

2. Firm may be trading beyond resources and the resources are inadequate to the high
volume of trade.

The following illustration explains composition and quality of Current Assets are more
important to comment on adequacy of current ratio, not merely basing on crude figures of current
ratio.

BALANCE SHEET as on 31% March, 2006

(Rs. in thousands)

X z X z

Liabilities Assets
Share Capital 400 600 Fixed Assets 100 100
Sundry Creditors 600 400 Cash 50 10
Stock 150 700
Debtors 700 190
1,000 1,000 1,000 1,000

Let us analyse the current ratio of both the companies X and Z.

Current Assets
Current Liabilities

Cash+Stock + Debtors
Creditors
50+ 150+ 700
600
= 15

10+ 700+190
400
= 225

The current ratio of Z is 2.25, which appears better as it exceeds the standard ratio of 2,
while the ratio of X is 1.5, low compared to the standard. So, one may conclude that the current
ratio of Z is better than X.

But, once we analyse the composition of quality of current assets, after collecting further
information and the relevant ratios, of both X and Z, it is ascertained:

Current Ratio

Current Ratio of X

Current Ratio of Z
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Standard X z
Stock holding 2 months’ turnover 2 months 6 months
Debtors’ collection
Period 30 days 20 days 100 days
Creditors’ payment
Period 30 days 30 days 90 days

This situation points out with a single ratio, immediately; conclusions are not to be drawn.

It is desirable, further, to seek confirmation that X has not been missing business opportunities
due to limited holding of stocks and quick realisation of debtors. The above analysis indicates X
has been collecting its debtors, more speedily, and managing the inventory, efficiently. For these
reasons, X is able to meet the current obligations, even though its current ratio is lower than the
standard ratio. Unless the composition and quality of current assets and other ratios are analysed,
one should not conclude, merely, based on one ratio.

9.6.2 Problem of Window Dressing

When current assets and current liabilities are manipulated to show a better
picture than what is real, it is known as Window Dressing.

Current assets and current liabilities are manipulated in such a way that the current ratio
loses its significance. Assume, current assets are 90,000 and current liabilities are 60,000, in the
normal times. Here, the current ratio is 1.5, not totally satisfactory. Firm makes specia efforts,
just before the end of the year, to realize 30,000 from debtors and pay off the creditors to that
extent. In consequence, current assets become 60,000 and current liabilities 30,000. Now, the
current ratio is 2. This ratio is considered, now, satisfactory. The position of current assets and
current liabilities is not the true picture, as they do not appear, always, in the normal times. With
effort, the firm has managed to realize the debts and paid the creditors, deliberately, to show a
rosy picture, only at the end of the year.

Window dressing can be created in the following ways:

(i) Over vauation of closing stock
(i) Treating a short-term liability as long-term liability

(i) Omission of aliability

(iv) Including obsolete inventory in the closing stock, instead of writing off

(v) Not treating debtors as bad even though not recoverable and continuing to exhibit as if

they are still recoverable and

(vi) Clearing creditors at the end of the year, bringing pressure on debtors for collection,

only at the end of the year, to show a better picture.
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The purpose of window dressing is to show arosy picture of the firm, which is not a normal
reality. The inference drawn on such a ratio will be faulty and deceptive.

Limitations of Current Ratio: Though current ratio is one of the important ratios to measure
liquidity, it suffers from the following limitations:

1. It isacrude measurement of liquidity. It measures only the quantity, not quality of current
assets.

2. Ratio is calculated from the balance sheet figures, at the end of the year. This can be
manipulated to show a better position, than what is actually at the end of the year.

3. Even though the ratio may be good, the firm may be in financial problem with heavy stocks
not able to convert into cash and debtors not being realized, within the standard period of
credit allowed.

9.6.3 Liquid / Quick /Acid Test Ratio / Near Money Ratio

Liquid ratio establishes the relationship between liquid assets and current liabilities. Liquid assets
are those that can be converted into cash, quickly, without loss of value. Cash and balance in
current account with bank are the most liquid assets. Other assets that are considered, relatively,
liguid are debtors, bills receivable and marketable securities (temporary, quoted investments
purchased, instead of holding idle cash). Inventories and prepaid expenses are excluded from
this category. Normally, most of the sales are on credit basis, in the normal course of business.
So, the first stage in a sale is credit sale and the second stage is its realization. Inventory is
excluded from liquid assets, as even the first stage of sale is not over. Inventories are considered
less liquid as they require time for realising into cash and have a tendency to fluctuate, in value,
a the time of realisation. Prepaid expenses cannot be recovered in cash, normally, hence they
are excluded.

Liquid Assets*
Current Liabilities
*inventories and prepaid expenses are excluded

Interpretation of Liquid Ratio: Liquid ratio of 1:1 is, normally, considered satisfactory.
However, firms with the ratio of more than 1:1 need not be liquid and those having less than the
standard need not, necessarily, be illiquid. It depends more on the composition of liquid assets.
Debtors, normally, constitute a major part in liquid assets. If the debtors are slow paying, doubtful
and long outstanding, they may not be totaly liquid. So, firms even with high liquid ratio, containing
such type of debtors, may experience the problem in meeting current obligations, as and when
they fall due. On the other hand, inventories may not be, totally, non-liquid. To a certain extent,
they may be available to meet current obligations. So, all firms not having the liquid ratio of 1:1
may not experience difficulty in meeting the current obligations, depending on the efficient
realisation of inventories. On the other hand, firms with a better ratio (more than 1:1) may still
struggle, if their debtors are not realised as per the schedule.

Quick Ratio =
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9.6.4 Cash Ratio or Absolute Liquid Ratio

Cash is the most liquid asset. Although receivables (debtors) and bills receivable are, generally,
better realisable than inventories, still, there are doubts regarding their realisation, more so, in
time. So, they are not considered, immediately, available for making payments and so excluded
for the calculation of cash ratio.

Cash & Bank + Short-term Securities
Current Liabilities

Cash Ratio =

Cash ratio of 1:2 is considered acceptable. It means Rs. 1 liquid assets are considered
adequate to pay Rs. 2 of current liabilities as all the creditors are not expected to demand cash,
at the same time, and cash may be realised, at least something, from debtors and inventories
too. More so, sanctioned working capital limits of the bank are not always, fully, utilised and the
balance drawing power is available to the firm for immediate withdrawal of cash.

Illustration No. 2

Current Ratio = 2.8
Acid-test Ratio = 1.5
Working Capital = Rs. 1, 62,000

Find out
(A) Current Assets
(B) Current Liabilities
(C) Liquid Assets
(B.U. - MBA June, 2004)
Solution:
Current Ratio = 2.8
It means if current assets are 280, current liabilities are 100.
Current Assets
Current Liabilities

280

100
=28

Working Capital = Current Assets — Current Liabilities
=28-1
=18

Working capital = 1,62,000

In such a case, if 1.8 is Rs. 1,62,000 current Assets (2.8) would be 2,52,000 and current
liabilities (1) would be Rs. 90,000.

Current Ratio
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The correctness can be checked with the current ratio.
2,52,000

90,000
= 28

Current Ratio

Liquid assets
Current liabilities
Liquid assets = current assets — stock

Liquid ratio is 1.5. It means if current liabilities are 1, liquid assets are 1.5.
Current liabilities are Rs. 90,000, so liquid assets are Rs. 1,35,000.
1,35,000

90,000

=15

(A) Current Assets = Rs. 2,52,000

(B) Current Liabilities = Rs. 90,000

(C) Liquid Assets = Rs 1,35,000

Illustration No. 3

(A) The only current assets possessed by afirm are — cash Rs. 1,05,000, inventories Rs. 5,60,000
and debtors Rs. 4,20,000. If the current ratio for the firm is 2:1, determine its current liabilities.

(B) At the close of the year, a company has an inventory of Rs. 1,50,000 and cost of goods
sold Rs. 9,75,000. If the company’s turnover ratio is 5, determine the opening balance of

Acid Test Ratio or Liquid Ratio =

Acid Test Ratio or Liquid Ratio =

inventory.
(B.U. -MBA -2004)
Solution:
Rs.
(A) Current Assets
Cash 1,05,000
Inventories 5,60,000
Debtors 4,20,000
Total current Assets 10,85,000
Current ratio of the firm is 2:1. If current assets are 2, Current liabilities are 1.
. Current Assets
Current Retio = = rent Liabilities
10,85,000 _
Current Liabilities
L 10,85,000
Current liabilities = 5

5,42,500
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Cost of goodssold

(B) Stock Turnover Ratio =

(Opening stock+Closing stock)/2
9,75,000 _:
(Opening stock + 1,50,000)
2
19,50,000 g
(Opening stock +1,50,000)
5(Opening stock + 1,50,000) = 19,50,000
5 x Opening stock + 7,50,000 = 19,50,000
. 19,50,000 —7,50,000
Opening stock = 5
_12,00,000
- 5
= 2,40,000

The correctness can be checked with the calculation of average stock, (2,40,000 + 1,50,000)/
2 which works out to 1,95,000.

9,75,000
1,95,000
So, opening stock = 2,40,000

Tutorial Note: In the examinations, students are advised to check the correctness
of their answer with the formulae, once the required information is found out.

9.7 LEVERAGE RATIOS

Leverage ratios indicate the long-term solvency of the firm.

Leverage ratios indicate the mix of debt and owners’ equity in financing the
assets of the firm.

These ratios measure the extent of debt financing in a firm.

To whom these ratios are important?: Short-term creditors like suppliers of raw materials
and banks that provide working capital are concerned with short-term solvency of the firm. On
the other hand, long term-creditors like debenture holders, financial institutions that provide long-
term capital are concerned with long-term solvency. In fact, it is necessary for the firm to have
short-term as well as long-term solvency for financial strength. Long-term solvency relate to the
firm’s ability to meet

(i) Interest on the debt and
(i) Instalment on the principal amount, on the due date.
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9.7.1 Debt-Equity Ratio

Debt-Equity Ratio is aso known as External-Internal Equity Ratio. This ratio is calculated to
measur e the relative claims of outsiders and owners against the firm’s assets. The ratio
shows the relationship between the external equities (outsiders' funds) and internal equities
(shareholders’ funds).

This ratio can be calculated in two ways. The numerator can only be long-term debt such
as debentures, mortgages or long-term loans. Alternatively, it can be total debt that includes both
long-term and short-term liabilities. We are of the opinion that current liabilities (short-term
liabilities) should be included in the total debt for calculating debt equity ratio.

Total Debt Long-term Debt

Net worth* & Net Worth*

* Net Worth = Equity Share Capital + Preference Share Capital + Reserves and Surplus

The accumulated losses and deferred expenses, if any, should be deducted to arrive at net worth.

Treatment of Preference Share Capital: There is a difference of opinion on the inclusion
of preference share capital in outsiders’ funds (numerator) or shareholders’ funds (denominator).
The reason for including in numerator (Total debt) is that the funds bear a fixed commitment in
the form of dividend to the firm, similar to interest on debentures. If preference share capital is
treated as borrowing, it is to be included in the numerator. It may be noted though the preference
share capital bears the obligation of fixed dividend, yet, is not in the nature of debt, a basic
aspect to be remembered.

Debt-Equity Ratio =

The preference share capital does not bring any financial risk to the firm,
in the absence of profit and non-payment of dividend, which is the basic
character of debt.

We are of the opinion to treat the preference share capital as shareholders funds
and be included in the net worth (denominator). Students are advised to give specific
mention of the treatment and substantiate with reasoning.

Interpretation of Debt-Equity Ratio

Debt-Equity Ratio indicates the extent to which debt financing has been used
in business. This ratio shows the level of dependence on the outsiders.

As a genera rule, there should be a mix of debt and equity. The owners want to conduct
business, with maximum outsiders' funds to take less risk for their investment. At the same time,
they want to maximise their earnings, at the cost and risk of outsiders funds. The outsiders
(lenders and creditors) want the owners share, on a higher side in the business and assume
lower risk, with more safety to their funds.

Total debt to net worth of 1:1 is considered satisfactory, as a thumb rule. In some
businesses, a high ratio 2:1 or even more may be considered satisfactory, say, for example in
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the case of contractor’s business. It all depends upon the financial policy of the firm, risk bearing
profile and nature of business. Generally speaking, the long-term creditors welcome a low ratio
as owners funds provide the necessary cushion to them, in the event of liquidation. It is a better
approach to compare the DE ratio of the firm with that of the industry to which it belongs to
for proper evaluation of the risk character of the firm. Every industry has its own peculiar
characteristics relating to capital requirements. For example, in case of basic and heavy industries,
the DE ratio is always higher compared to manufacturing concerns.

Impact of High Ratio: A high debt-equity ratio may be unfavourable as the firm may not
be able to raise further borrowing, without paying higher interest, and accepting stringent
conditions. This situation creates undue pressures and unfavourable conditions to the firm from
the creditors.

9.7.2 Total Debt Ratio (TD Ratio)
Total Debt Ratio compares the total debts (long-term as well as short-term) with total assets.
Tota Debt
Total Assets
Long Term Debts+ Current liabilities
Totd Assets

Interpretation of Total Debt Ratio: This ratio depicts the proportion of total assets, financed
by total liabilities. Impliedly, the remaining assets are financed by the shareholders.

Total Debt Ratio =

A higher DE ratio or TD ratio shows the firm is trading on equity.

In case, the rate of return of the firm is more than the cost of debt, it implies high return to
the shareholders. On the other hand, a lower ratio implies low risk to lenders and creditors of
the firm and non-existence of trading on equity. So, neither the higher nor the lower ratio is
desirable from the point of view of the shareholders.

A higher ratio is a threat to the solvency of the firm. A lower ratio is an
indication that the firm may be missing the available opportunities to improve
profitability.

What is required a balanced proportion of debt and equity so as to take care of the interests
of lenders, the shareholders and the firm, as a whole.
9.7.3 Coverage Ratios
Debt ratios are static and fail to indicate the ability of the firm to meet interest obligations.

The interest coverage ratio is used to test the firm’s debt-servicing capacity.

The interest coverage ratio shows the number of times the interest charges are covered by
funds that are ordinarily available to pay interest charges.
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As taxes are computed on earnings after deducting interest, earnings before taxes are taken.
Depreciation is a non-cash item. Therefore, funds equal to depreciation are aso available for
payment of interest charges. So, the interest coverage ratio is computed by dividing the earnings
before depreciation, interest and taxes (EBDIT) by interest charges.

EBDIT

Interest

Interpretation of Coverage Ratio: This ratio indicates the extent to which earnings can fall,
without causing any embarrassment to the firm, regarding the payment of interest charges. The
higher the IC ratio, better it is both for the firm and lenders. For the firm, the probability of
default in payment of interest is reduced and for the lenders, the firm is considered to be less
risky. However, too high a ratio indicates the firm is very conservative in not using the debt to
its best advantage of the shareholders. On the other hand, a lower coverage ratio indicates the
excessive use of debt. When the coverage ratio is low, compared to the industry, it should improve
its operational efficiency or retire the debt, early, to have a coverage ratio, comparable to the
industry. It iswell said, a single soldier cannot afford to be tipsy, while the whole army is sober!

Interest coverage =

Limitations:

1. IC ratio is based on the accrua concept of accounting. In practice, the interest is to be
paid in cash. Therefore, it is better to compare the interest liability with the cash profits
(based on cash inflows and outflows, both for incomes and expenses) of the firm.

2. Thisratio aso ignores the repayment of installment liability of the firm.

9.8 ACTIVITY RATIOS

Firm invests funds of outsiders (lenders and creditors) and shareholders in various assets in
business to make sales and profits. The better the management of assets, more would be sales
and higher would be the profit.

Activity ratios reflect the management of assets and their effective utilisation.
If assets are converted into sales, with speed, profits would be more. Activity
ratios bring out the relationship between the assets and sales.

These ratios are called Turnover Ratios. For example, funds invested in inventories are
converted or turned over into sales. Activity ratios are employed to evaluate the efficiency with
which the firm manages and utilises the assets, in particular, debtors and stock.

Importance of Activity Ratios: Both current ratio and acid test ratio may give misleading
results. If current assets include high volume of debtors, due to slow credit collections, current
assets would be high, resulting in a high current and acid test ratio. These ratios fail to show
the movement of debtors, as they do not exhibit the quality of debtors. Similarly, if inventories
were non-moving or obsolete and not written off, current ratio would be high. It is important to
calculate the turnover of these assets to ascertain their quality and how efficiently these assets
are used in the business.
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9.8.1 Inventory Turnover Ratio / Inventory Velocity

Inventory turnover ratio is also known as stock turnover ratio. Thisis calculated by dividing
cost of goods sold by average inventory.

Cost of Goods Sold
Average Inventory at Cost
Opening Stock +Closing Stock
2
Opening Stock + Purchases — Closing Stock
Net Saes — Gross Profit

Inventory Turnover Ratio =

Average inventory

Cost of Goods Sold

I nterpretation

(@)

(b)

Inventory turnover ratio shows the velocity of stocks. A higher ratio is an
indication that the firm is moving the stocks better so profitability, in such
a situation, would be more. However, a very high ratio may show that the
firm has been maintaining only fast moving stocks. The firm may not be
maintaining the total range of inventory and so may be missing business
opportunities, which may otherwise be available.

It is better to compare the turnover ratio, with the industry or its immediate competitor.
Points for Consideration: Two points are worth noting in the formula, which are as follows:

Instead of sales, cost of goods sold is to be taken, as inventory is valued at cost so that
both numerator and denominator are on the same basis. If there is no possibility to calculate
cost of sales, sales may be taken for calculating the ratio.

It is the normal practice to liquidate the stocks at the end of the year. So, it is often
advocated to take the average of opening stock and closing stock for a better picture.
The situation does not, really, improve. Reason is simple. Last year closing stock is the
opening stock of the current year. At the end of last year too, liquidation of stocks would
have occurred to bring out a better picture. So, averaging opening stock and closing stock
at the end of the year, alone, may not show a real picture, if the firm has the tendency of
liquidating the stocks, at the end of the year, to improve the ratio. Better ratio and picture
would be available if the opening and closing inventory, at the end of every month, are
taken and average is arrived at.

However, in questions, the stock figures at the end of every month are not available, so

average of opening and closing inventory at the end of the year is to be taken. In case, cost of
goods sold is not available, sales are to be taken in their place. But, the ratio, in such a case,
may not give satisfactory findings.

Days of Inventory Holdings. If we want to know the holding of inventory in the form of

number of days, the following formula helps us.
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360
Inventory Turnover ratio
Ideal Standard: There is no standard ratio.

The ratio depends upon the nature of business. The ratio has to be compared with the ratio
of the industry, other firms or past ratio of the same firm.

No. of Days Inventory Holding =

Every firm has to maintain certain level of inventory, be it raw materials or
finished goods, to carry on the business, smoothly, without interruption of
production and loss of business opportunities. Inventory Turnover Ratio is
a test of inventory management.

This level of inventory should be neither too high nor too low. If the ratio is too high, it isan
indication of the following:

(i) Blocking unnecessary funds that can be utilised somewhere else, more profitably.

(i) Unnecessary payment for extra godown space for piled stocks.

(i) Chances of obsolescence and pilferage are more.

(iv) Likely deterioration in quality and

(v) Above al, slow movement of stocks means slow recovery of cash, tied in stocks.
On the other hand, if the ratio is too low:

(i) Stoppage of production, in the absence of continuous availability of raw materials and
(i) Loss of business opportunities as range of finished goods is not available, at all times.

To avoid the situation, the firm should know the position, periodically, whether it is carrying
excessive or inadequate stocks for necessary corrective action, in time.

In the ratio analysis, readers would have observed, by now, it is difficult to lay down specific
standards. It is always better to compare the ratios of the firm with the ratios of industry and
other firms, in competition, for proper evaluation of the performance of the firm.

9.8.2 Debtors’ (Receivables) Turnover Ratio / Debtors’ Velocity

Firms sell goods on cash and credit. As and when goods are sold on credit, debtors (receivables)
appear in accounts. Debtors are expected to be converted into cash, over a short period, and
they are included in current assets. To judge the quality or liquidity of debtors, financial analysts
apply three ratios, which are:

(@) debtors turnover ratio
(b) collection period
(c) aging schedule of debtors

Debtors Turnover Ratio: Debtors turnover is found out by dividing credit sales by average
debtors.

Credit Sales
Average Debtors

Debtors Turnover Ratio =



210 Accounting for Managers

Debtors' turnover ratio indicates the number of times debtors are turned over, each year.
The higher the debtors’ turnover, more efficient is the management of credit. If Bills Receivable
is outstanding, they are to be added to the debtors as bills receivable have come into balance
sheet, in place of debtors, which are, still, outstanding.

Coallection Period: The collection period is calculated by
360*

Debtors Turnover Ratio
*360 days are taken in place of 365 for convenience in calculation only.

Collection Period =

Signals of Collection Period

Debtors’ Turnover Ratio indicates the speed of their collection. The shorter
the period of collection, the better is the quality of debtors. A short collection
period indicates the efficiency of credit management. The average collection
period should be compared with the credit terms and policy of the firm to
judge the quality of collection efficiency.

Suppose, the firm’s credit policy is to extend 45 days credit and on calculation, the actual
collection period is 60 days. This shows the laxity in collection. An excessively long collection
period implies an inefficient credit and collection policy. On the other hand, too low a collection
period is also not a favourable signal. The firm may be extending credit only to those customers,
whose creditworthiness is beyond doubt so that there would be total certainty of payment, with
no bad debts. The firm may succeed with no bad debts. But, in the process of rigid credit
standards to have no bad debts, the firm may be missing the existing sales opportunities and,
equally, possible improved profitability. If credit period is relaxed more, the firm may gain more
sales and improved profitability, even after providing for the losses towards bad debts. The best
way is to compare the collection period of the firm with the industry’s average collection period
and decide whether the firm has to make any change in credit policy.

Aging Schedule: The average collection period measures the quality of debtors, in the
aggregate way. The aging schedule gives the detailed break up of debtors, according to the length
of time, they have been outstanding. The aging schedule gives more information than the collection
period as it spots the slow-paying debtors. Through this process, the firm can focus on those
debtors, where attention is required to improve the collection efforts.

The different debtors, classified according to the age, are as under:
Aging schedule of debtors as on...

Outstanding Debtors % of Total
Period (Days) (Rs.)
0-30 2,00,000 20

31-35 1,80,000 18
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3640 1,20,000 12
41-50 1,00,000 10
51 and above 4,00,000 40
Total ~10,00,000 100

Assumed, the firm has a policy of allowing credit for 35 days. Out of the above total debtors,
62% are overdue. In other words, almost two thirds — a very big proportion — of the debtors
have not been paying, in time. Indeed, a serious Situation it is. This requires an immediate and
thorough review of the credit administration and in particular, selection of customers to whom
goods are to be sold on credit, in future. Otherwise, shortly, the firm would face a grave problem
with major debtors remaining unpaid, affecting liquidity as well as profitability, seriously. So, it
may be necessary to initiate legal action, if necessary, in respect of 40% of debtors, the last
category in the above schedule, as they are likely to cause serious damage to the business. The
chunk is high and age wise, it is anxiety causing. As the period is above 51 days, a further
detailed analysis is essential about the age of the debtors on a case-to-case basis.

9.8.3 Total Assets Turnover Ratio

Assets are used to generate sales. If the firm manages the assets more efficiently, sales would
be more and equally profits would be up. Thisratio is calculated by dividing sales by total assets.

Sales
Total Assets

Importance: A firm’s ability to make sales indicates its operating performance.

Caution: This ratio should be interpreted, carefully. Between two firms, a firm having old
assets, with lower depreciated book value of fixed assets, may generate more sales compared
with a firm, with new fixed assets purchased, recently. The firm, with old assets, may generate
a misleading impression of higher turnover, without any actual improvement in sales.

Total Assets Turnover Ratio:

9.8.4 Working Capital Turnover Ratio

The WCT Ratio indicates the velocity of utilisation of working capital of the firm, during the
year. The working capital refers to net working capital, which is equal to total current assets
less current liabilities. The ratio is calculated as follows:
Cost of Salesor Sales
Average Working Capital

Working Capital Ratio =

Working capital average can be calculated by averaging working capital, at the beginning
and end of the year.

Importance: This ratio measures the efficiency of working capital management. A higher
ratio indicates efficient utilisation of working capital and a low ratio shows otherwise. A high
working capital ratio indicates a lower investment in working capital has generated more volume
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of sales. Higher ratio improves the profitability of the firm. But, a very high ratio is also not
desirable for any firm. This may aso imply overtrading, as there may be inadequacy of working
capital to support the increasing volume of sales. This may be a risky proposition to the firm.
The ratio is to be compared with the trend of the other firms in the industry for different periods
to understand the right working capital ratio, without resulting overtrading.

9.8.5 Creditors / Payable Turnover Ratio

In the course business operations of the firm, a firm has to make credit purchases and incur
short-term liabilities. Before supply of goods, suppliers can check up the ratio to understand the
normal period of payment, firm has been making, for the goods supplied. The ratio is calculated,
similar to debtors' turnover ratio. In the place of debtors, creditors are to be substituted and
credit purchases in place of credit sales. The ratio can be calculated

Credit Purchases
Average Trade Creditors + Average Bills Payable
Similarly, to understand the number of days the creditors are outstanding, the ratio is

360

Creditors Turnover Ratio

Creditors Turnover Ratio =

Payment Period =

Interpretation of Payment Period

Creditors Turnover Ratio indicates the number of days the creditors are outstanding
for payment. If the number of days is lower than the assured period of payment, it
indicates liquidity of the firm. This would be good news to the suppliers as they can
expect the payment, within the assured period.

If the period is more, it indicates the firm is defaulting in payments and enjoying longer period
of credit from the suppliers. Creditors can understand that they may be getting false promises,
unless the picture has changed after the preparation of the financial statements they are going
through. This position may improve, in the short run, the profitability of the firm. But, the firm
may be missing discounts and paying more prices for the goods purchased. To make proper
interpretation, a comparative comparison of the period of credit with the other firms is needed.

9.9 PROFITABILITY RATIOS

The last group of financia ratios, more often used, is Profitability Ratios. Profit is the difference
between revenue and expenses over a period, usualy, one year.

Profitability ratios are to measure the operating efficiency of the company.
Besides management, lenders and owners of the company are interested in
the analysis of the profitability of the firm.

If profits are adequate, there would be no difficulty for lenders, normally, to get payment of
interest and repayment of principal. Owners want to get required rate of return on investment.
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The finance manager should evaluate the efficiency of the company, in terms of profits. So,
profit is important to everyone associated with the firm.
Generally, two major types of profitability ratios are calculated:
e Profitability ratios based on sales
e Profitability ratios based on investment

9.9.1 Profitability Ratios Based on Sales
Profit is a factor of sales. Profit is earned, after meeting all expenses, as and when sales are
made. These ratios can be further divided into
e Gross profit ratio
e Expenses ratios
e Net profit margin ratio
(A) Gross Profit Ratio: The first ratio in relation to sales is gross profit ratio or gross margin
ratio. The ratio can be calculated by
Sdes—Cog of Goods Sold y
Sdes
_ Gross Profit 9

Sdes
Importance: The ratio reflects the efficiency with which a firm produces/sells its different

products.

100

Gross Profit Ratio

100

Gross Profit Ratio indicates the spread between the cost of goods sold and
revenue. Analysis gives the clues to the management how to improve the
depressed profit margins. The ratio indicates the extent to which the selling
price can decline, without resulting in losses on operations of a firm.

Reasons for high gross profit ratio: High gross profit ratio is a sign of good management.
Reasons could be:
High sales price, cost of goods remaining constant
Lower cost of goods sold, sales price remaining constant
A combination of factors in sales price and costs of different products, widening the
margin
e Anincrease in proportion of volume of sales of those products that carry a higher margin
and
e Overvauation of closing stock due to misleading foctors.
Reasons for fall in gross profit ratio: Reasons may be:
e Purchase of raw materials, at unfavourable rates
e Over investment and/ or inefficient utilisation of plant and machinery, resulting in higher
cost of production
e  Excessive competition, compelling to sell at reduced prices
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The finance manger has to analyse the reasons for the fall and initiate the action, necessary
to improve the situation.
(B) Net Profit Ratio: Net profit is obtained, after deducting operating expenses, interest and
taxes from gross profit. The net profit ratio is calculated by
Profit After Tax o

Sales
Net profit includes non-operating income so the later may be deducted to arrive at profitability
arising from operations.

100

Net Profit Ratio =

I nterpretation

Net Profit ratio indicates the overall efficiency of the management in
manufacturing, administering and selling the products. Net profit has a direct
relationship with the return on investment. If net profit is high, with no
change in investment, return on investment would be high. If there is fall in
profits, return on investment would also go down.

For a meaningful understanding, both the ratios — gross profit ratio and net profit ratio —
have to be interpreted together. If gross margin increases but net margin declines, this indicates
operating expenses have gone up. Further analysis has to be made which operating expense has
contributed to the declining position for control. Reverse situation is also possible with gross margin
declining, and net margin going up. This could be due to increase of cost of production, without
any change in selling price, and operating expenses reducing more to compensate the change.

The crux is both the Gross Profit ratio and Net Profit Ratio are to be analyzed,
together, to find out the causes of increase/decline of profit for control and
corrective action.

(C) Operating Expenses Ratios: To identify the cause of fall or rise in net profit, each operating
expense ratio is to be calculated. This can be calculated by

Operating Expense o
Sales

The behaviour of specific expenditure is to be seen, in comparison to the earlier years, in
the same firm. This throws the light on the managerial policies and actions. For example,
advertisement expenditure may be going up, from year to year, with no significant increase in
sales. This may be due to ineffective sales promotional expenditure in not bringing increased sales,
despite more expenditure on advertisement. A general rise in advertisement expenses, throughout
the industry, or inefficiency of marketing / advertisement department of the firm, alone, may be
the contributing factor. The real reason can be better understood, once the comparative ratios of
the same expenditure in the other firms of the same industry are known for suitable action.

100

Operating Expenses Ratio =
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9.9.2 Profitability Ratios Based on Investment

Equity shareholders are the owners of the company. Profits belong to the owners of the firm
who have invested their funds, in anticipation of return. If preference shares exist, then profits,
after tax and dividend due to preference shareholders, are to be considered for calculation of
the return to equity shareholders. It is not important, whether the profits are distributed to the
equity shareholders or left in the firm as retained earnings. The profitability of a firm can be
analysed from the point of view of owners in different perspectives, as follows:

(A) Return on Investment

Return on investment is the primary ratio that is most popularly used to
measure the overall profitability and efficiency of business.

The term investment may refer to Total Assets or Net Assets.

(i) Return on Total Assets. ‘Total assets' is the total amount appearing on the assets side
of the balance sheet. However, in calculating total assets, fictitious assets like preliminary
expenses, accumulated losses and discount on issue of shares are to be excluded. However,
intangible assets like goodwill, patents and trademarks are to be included. Reason is these
intangible assets contribute for the development of sales and business, while the fictitious
assets do not add anything for the growth in business.

When return on investment is calculated on total assets, it is called ROTA.
Total assets are related to operating profit. Operating profit is EBIT, in the
absence of other income. EBIT is arrived at by adding financial charges
(interest etc.) and tax to net operating profit. By this, we are separating
financing effect from the operating effect.

The formula is

EBIT
Total Assets
The above formula for ROTA ratio is commonly followed. The above formula is advocated on
the ground taxes are not controllable by the management. More so, firm’'s opportunities for availing
tax incentives also differ, depending on the location, which is one of the many factors. So, it
may be more prudent to use profits before-tax to calculate ROI.

Another alternative way to calculate ROTA is:
EBIT (1-T)
Total Assets

All said and done, what is left to the shareholders is the final amount of profit, after tax.
Tax Management also is necessary, which is a significant part of management. So, some firms
advocate the aternative formula. When we have different formulae, it is necessary to use the
right formula, understanding the requirement of the situation.

ROl = ROTA =

ROI = ROTA =
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Any one of the formulae can be used for comparison. The same formula is to be used for
the figures compared, with consistency.

(i) Return on Capital Employed: Another way to calculate return on investment is through
capital employed or net assets. Net assets are equal to net fixed assets plus current assets
minus current liabilities. Net assets are equal to capital employed. So, net assets and
capital employed convey the same meaning, though called differently. Capital
employed can be calculated in two ways:

Capital Employed = Net Worth + Long-term Borrowings
OR
= Net Fixed Assets + Current Assets — Current Liabilities

Net worth includes preference share capital too, as aready stated.

Return on net assets is called RONA. As net assets are equal to capital
employed, the terms RONA and ROCE indicate the same. This ratio indicates
the overall efficiency of business, before tax.

The formula for calculation is
EBIT
Capital Employed
Adjustments: Firm may be having some investments, not connected to the business. The
investments and income on those investments are not related to the business. So, both require
adjustment. Investments are to be excluded from capital employed and income from investments
is to be deducted from EBIT. This treatment is necessary for proper matching.

Another interesting point is interest. Interest on long-term loans only is to be added to arrive
at EBIT, but not interest on short-term loans. The reason is short-term loans are not included in

capital employed.

Both the numerator and denominator should always match with each other, otherwise distorted
results appear.

Ancther alternative way is

ROI = RONA OR ROCE =

EBIT(1-T)
Capital Employed
The above ratio indicates the overall efficiency of business, after tax.

ROI OR RONA ROCE =

I nterpretation:

1. ROI (ROTA and RONA) measure the overall efficiency of business.

2. The owners are interested in knowing the profitability of the firm, in relation to the total
assets and amount invested in the firm. A higher percentage of return on capital employed
will satisfy the owners that their funds are profitably utilised.
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3. It indicates the efficiency of the management of various departments as funds are kept at
its disposal for making investment in assets.

4. If the firm increases its size, but is unable to increase its profits proportionately, then ROI
(both ROTA and RONA) decreases. In such a case, increasing the size of the firm does
not advance the welfare of the owners.

5. Inter-firm comparison would be useful. Both the ratios of a particular firm should be
compared with the industry average or its immediate competitor to understand the efficiency
of the management in managing the assets, profitably. So, a higher rate of return on capital
employed, without comparison, does not imply that the firm is managed, efficiently. Once a
comparison is made with other firms, having similar characteristics, in the same industry, a
fair conclusion is possible.

6. The ratios help in formulating the borrowing policy of the firm. The rate of interest on the
borrowings should always be lower than the return on capital employed. Then only, funds
are to be borrowed.

7. With both the ratios, the outsiders like bankers, financia institutions and creditors know the
viability of the firm so that they can lend funds, comfortably.

Tutorial Note: There are several types of formulae for caculation of ROI, followed by different
authors. Students are advised to give their assumption regarding computation.

(B) Return on Equity: In the real sense, equity shareholders are the real owners of the
company. They assume the risk in the firm. Preference shareholders enjoy fixed rate of
dividend and preference for payment of dividend, before dividend is distributed to equity
shareholders. Similarly, in the event of the liquidation of the company, preference share capita
has to be repaid first, before refunding to equity shareholders. Net profits after tax, after
dividend is paid to preference shareholders, entirely belong to the equity shareholders. Equity
shareholders would be interested to know what their real return is on the funds invested.

This ratio for return on equity is calculated as under:

Profit after Tax — Preference Dividend
Equity Shareholders funds

Equity shareholders funds are equity share capital, accumulated reserves (both general
reserves and capital reserves), share premium and balance in profit and loss account less
accumulated losses, if any. Preference shareholders are not to be included as the dividend
due to them has, already, been deducted from profits, after tax.

Return on Equity =

I nterpretation:

1. ROE indicates how well the firm has used the resources of owners.

2. Earning a satisfactory return is the most desirable objective of a business. This ratio is of
greatest interest to the management as it is their responsibility to maximise the owners’
welfare.
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3. This ratio is more meaningful to equity shareholders as they are interested to know their
return. Interpretation of this ratio is similar to return on investments. Higher the ratio, better
it is to equity shareholders.

(C) Earnings per Share: The profitability of the equity shareholders can be measured, in other
ways. One such measure is to calculate the earnings per equity share. The earnings per
equity share is calculated by

Net Profit After Tax — Preference Dividend
Number of Equity Shares Outstanding

Earnings per Equity Share =

I nterpretation:
1. EPS simply shows the profitability of the firm per equity share basis.

2. EPS calculation, over the years, indicates how the firm’s earning power, per share basis,
has changed over the years.

3. EPS of the firm is to be compared with the industry and its immediate competing firm to
understand the relative performance of the firm.

4. As a profitability index, it is widely used ratio.

Bonus Issue Adjustment: Adjustments for bonus issue should be made, while comparing
EPS, over a period of time. Bonus shares are additional free shares issued to the existing equity
shareholders, out of the profits of the company. Reserves and surplus profit is utilised for issue
of bonus shares, by transferring the amount to the equity share capital account. In the process
of issue of bonus shares, there is no inflow or outflow of cash to the firm. If bonus shares 1:3
are issued, an existing shareholder, holding 3 shares, gets extra 1 share, freely. Suppose, the
market price of the share, before bonus issue, is Rs.100, his total wealth was Rs.300.Immediate
to the issue of bonus shares, there is no increase in the wealth of the shareholders, even though
additional shares are received. The reason is share price falls, after bonus issue. The share price
gets diluted to Rs.75 (around), after issue, and so his total wealth remains the same Rs.300
(75x4). The total wealth of a shareholder, before and after bonus issue, immediately,
remains the same. EPS calculated, after the issue of bonus shares, requires adjustment for
proper comparison. For example, if a bonus issue in the proportion of 1:3 is made, then the
adjustment factor 4/3 should be applied to adjust EPS of the year in which the bonus is made
as well as the subsequent years. After the issue of bonus shares, If EPS is 9 for the subsequent
year, then adjusted EPS would be 12 (9 x 4/3) for comparison to the EPS of previous year. EPS
has to be adjusted to reflect the correct earning position, in view of the increased number of
equity shares.

(D) Dividends per Share (DPS): After payment of dividend to preference shareholders, balance
net profit belongs to equity shareholders, whether distributed in the form of dividend or
retained in business. However, equity shareholders are interested in the amount of dividend,
distributed to them. Dividend per share is calculated as under:
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Totd Dividend Distributed to Equity Shareholders
Number of Equity Shares Outstanding
Investors, both existing and potential, are interested in DPS rather than EPS.

(E) Dividend Pay-out Ratio or Pay-out Ratio: Dividend pay-out ratio is calculated to find
out the proportion of dividend distributed out of earnings per share. Dividend per equity share
is calculated by dividing the profits, after tax, by the number of equity shares outstanding.
For example, if the firm has an EPS and DPS of Rs. 5 and Rs. 3 respectively, DP ratio is
3/5i.e. 60%. So, the firm has distributed 60% of PAT (profits after tax) as dividend among
its shareholders. So, the ratio is calculated by

Dividend per Equity Share

Earnings per Equity Share

DPS =

Pay-out Ratio =

Earnings not distributed are impliedly retained in the business for the purpose of expansion
and growth of the firm. The proportion of retained earnings is equal to 1 — DP ratio. So, in the
above case, the retained earnings ratio is 40%.

(F) Dividend Yield Ratio: Shareholders are the true owners, interested in the earnings distributed
and paid to them as dividend. Therefore, dividend yield ratio is calculated to evaluate the
relationship between the dividends paid per share and the market value of the share.

Dividend per Equity Share
Market Vaue per Equity Share

(G) Price Earnings Ratio: This is the ratio that establishes the relationship between the market
price of a share and its EPS. This ratio indicates the number of times the earnings
per share is covered by its market price. The ratio is calculated as per the following
formula

Dividend Yield Ratio =

Market Price per Equity Share
Earning per Equity Share

Price Earnings Ratio =

The price earnings ratio indicates investors' judgement or expectations about the firm’s future
performance. It signifies the number of years, in which the earnings can equal to market price
of share. This ratio is widely used by the security anaysts and investors to decide whether to
buy or sell the shares of a particular company, at that price.

Generally, higher the price-earnings ratio, the better it is for the management of that firm. If
the P/E ratio falls, it is a cause of anxiety to the management of the firm as the investor’s
perception about the future performance of the company is not expected to be good. So, the
management has to look into the causes for the fall of the ratio.
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‘Good Buy Decision’

For those who want to buy equity shares in a firm, if the P/E ratio of that
company is low, compared to its competing firms, the equity shares of that
company is a ‘good buy’, provided they anticipate the future performance
of the company would be brighter.

For example, if the market price of X Ltd is Rs. 80 and its EPS is 4, its P/E ratio is 20.
Equally good performing company Z Ltd, its competitor in the industry, is quoted Rs. 200 with
EPS 8. So, its P/E ratio is 25. By calculating the P/E ratio, investor can decide that the share
of X Ltd is undervalued and worth buying.

Significance

Price-earning ratio helps the investor in deciding whether to buy the shares
of a company, at a particular market price, or book profit by selling at that
rate.

The decision depends on the investor’'s perception about the future market.

(H) Capital Gearing Ratio: Capital gearing ratio refers to the proportion between fixed interest/
dividend bearing funds to non-fixed interest/dividend bearing funds. The fixed interest/dividend-
bearing funds include funds provided by the debenture holders and preference shareholders.
Funds provided by equity shareholders do not bear fixed commitment, unlike preference
shareholders and debenture holders.

In case, the total amount of preference share capital and other fixed interest bearing loans
exceed the equity shareholders' funds, the firm is said to be “high geared”. In other words, if
the capital-gearing ratio is more than one, it is said to be high geared. On the other hand, if
preference share capital and other fixed interest bearing loans are less than equity shareholders
funds, capital gearing ratio is less than one, the firm is said to be “low geared”. In case the two
are equal, the capital structure is said to be “even geared”.

For computation of capital gearing ratio, funds that belong to equity shareholders such as
equity share capital, share premium and other reserves are to be considered. The capital-gearing
ratio can be ascertained as under:

Capital Gearing Ratio = (Preference Share Capital + Debentures + Long-term
Loan) / (Equity Share Capital + Reserves and Surplus)
I nterpretation

If the capital gearing ratio is high, the profits available to equity shareholders would be subject
to wider fluctuations compared to a company that has a low gearing ratio.
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9.10 TRADING ON EQUITY

Normally, assets of the firm are financed by debt and equity. Suppliers of the debt would look
to the equity as margin of safety. The use of debt in financing the assets has a number of
implications:

Implications of Debt: Firstly, debt is more risky to the firm, compared to equity. Whether
the firm makes profit or not, interest on debt has to be paid. If interest and instalment are not
paid, there may be a threat of insolvency, even.

Secondly, debt is advantageous to the equity shareholders. The equity shareholders can retain
control, with a limited stake. They can find a way to magnify their earnings. When the firm is
able to earn on borrowed funds higher than the interest rate paid, the return to owners would
be magnified.

To illustrate, when the return on investment of a firm, say, is 20% and firm is able to borrow
at 12%, the firm is able to make a saving of 8% by utilising the borrowed funds. In the absence
of borrowing, the share capital would get a return of 20% only. Due to borrowing, a saving of
8% is occurring. This saving of 8% increases the return of equity shareholders, resulting in more
than 20%, which depends on the number of equity shareholders.

The process of magnifying the earnings of equity shareholders through the
use of debt is called “financial leverage” or “financial gearing” or “Trading
on Equity”.
It is important to note that if the interest rate is higher than the rate of return on the project,
it is not desirable to borrow, as the return on equity would get reduced.

Thirdly, if the firm is burdened with more debt, it experiences greater difficulty in raising
funds, at the normal rate of interest. If the firm’s equity is thin, the financial risk of the creditors
is high. Then, lenders demand a higher interest rate as compensation for assuming higher risk
and also impose stringent conditions, even though they lend.

Relationship between ROCE and Cost of Debt and Impact on ROE: When the return
on capital employed is greater than the cost of debt, it is advantageous to borrow as the return on
equity goes up. At the expense of debt, the beneficiaries are the equity shareholders. The risk the
firm would experience on long-term borrowings is in the form of cost of debt, interest burden is
permanent. Additionally, when the earnings fal, the ROCE & so falls. But, in the process, the equity
shareholders are the real sufferers. With the fall of ROCE, the return on equity goes down.

Debt can prove to be either beneficial or detrimental to the interests of equity
shareholders. This may happen to the advantage and also to the disadvantage
of the equity shareholders. This is called trading on equity, which is a
double-edged sword. The key is the relationship between the ROCE and cost
of debt.
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Relationship between ROCE and Cost of Debt and impact on ROE.

9.11 IMPACT OF CAPITAL GEARING RATIO

The capital-gearing ratio influences the return to equity shareholders. Higher
the capital gearing ratio, the impact on equity shareholders would be greater.

If the rate of return on total capital employed is more than the average cost of fixed charge
bearing funds, the residue goes to the benefit of equity shareholders. The surplus earned on the
fixed charge bearing funds can be utilised for paying dividend to the equity shareholders, at a
rate higher than the return on the total capital employed in the company. As a result, the return
on equity would be more than the return on total capital employed. The process of magnifying
the earnings, through the use of debt, is beneficial to equity shareholders.

However, the leverage can aso work in the opposite direction too. When the return on capital
employed falls below the cost of debt, the fall in return on equity would be higher. The equity
shareholders suffer more. So, a higher gearing ratio can prove to its advantage as well as
disadvantage.

A change in EBIT results in a corresponding similar change, either increases or fall, in return
on capital employed. However, the corresponding change in ROE would be greater. When the
capital-gearing ratio is high, an increase of EBIT would result in a higher increase of ROE. If
the EBIT increases, say, by 25%, the increase of ROCE would be 25%. But, ROE would
increase more than 25%. Similarly, if EBIT falls by 25%, the fall in ROCE would be 25%. But,
the decrease in ROE would be more than 25%. A proper balance between the two funds (fixed
charge and non-fixed charge bearing funds) is necessary in order to keep the cost of capital
and risk at the minimum.
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11

EBIT ROCE ROE

i

Impact of EBIT on ROCE and ROE in a Highly Geared Firm

The concept of ‘Trading on Equity’ can be explained with the following example.
[llustration No. 4
Calculate the capital gearing from the following information:

Rs.
Equity Share Capital 3,00,000
Reserves 2,00,000
5% Debentures 4,00,000
6% Preference Share Capital 3,00,000
10% Long Term Loan 1,00,000
~13,00,000

The firm earns a profit of Rs. 4,00,000 before interest and tax. Calculate the capital-gearing
ratio and test it for ‘Trading on Equity’. Tax rate may be taken at 50%.
Solution:
The capital-gearing ratio has been calculated as follows:

Capital Gearing Ratio = (Preference Share Capital + Debentures + Long-term Loan) / (Equity
Share Capital + Reserves and Surplus)

(3,00,000 + 4,00,000 + 1,00,000)/ ((3,00,000 + 2,00,000) = 8,00,000/5,00,000

=16
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Since the capital-gearing ratio is more than one, the firm is said to be high geared.

As the firm is high geared, there should be ‘Trading on Equity’. This can be verified as
follows:

Rs.

Profit as given 4,00,000
Less Interest (20,000+10,000) 30,000

3,70,000
Less Tax (at 50%) 1,85,000
Profit after Tax 1,85,000
Less Preference Dividend 18,000
Profit Available to Equity Shareholders " 1,67,000

Profits after Tax —Preference Dividend
Equity Shareholders' Funds

Return on Equity to shareholders =

Profits Available to Equity Shareholders
Equity Shareholders Funds

= 1,67,000 %100
5,00,000

33.4%

EBIT

Ret Capita Employed =
urn on Capital Employ Capital Employed

Capital Employed = Net worth + Long-term Borrowings
= (3,00,000 + 3,00,000 + 2,00,000) + (4,00,000 + 1,00,000)

_ 400,000
~ 13,00,000

30.76%

The return on capital employed is only 30.76% while the return on equity shareholders funds
is 33.4%. The equity shareholders have been benefited, at the expense of fixed charge bearing
funds. So, there is ‘ Trading on Equity’.

Tutorial Note: Equity Shareholders’ funds do not include preference share capital, while
net worth includes Preference share capital.

100
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[llustration No. 5
The capital employed in a business has been financed, as below:

Rs.

Equity Share Capital 6,00,000
7% Preference Share Capital 4,00,000
6% Debentures 8,00,000
Reserves and Surplus 2,00,000
"20,00,000

The company earns a profit of Rs. 4,00,000 before interest. Tax rate may be taken 50%.

You are required to:

(A) Explain the principles of “Trading on Equity” and Test the data for the principle.

(B) Elaborate the impact of changes in EBIT, both increase and decrease, on Return on capital
employed (ROCE) and Return on equity (ROE) with suitable examples, making the required
valid assumption.

(B.U. (MBA) - 2003)

Solution:

(A) The process of using the debt in capital employed to magnify the return of equity
shareholders is called “Trading on Equity”.

The extent of benefit of debt depends on capital gearing ratio. If capital gearing of the
company is more than one, with the increase of EBIT, there would be a similar corresponding
increase in ROCE. Similarly, ROE also increases. But, the important point is the % increase of
ROE would be more than % increase of EBIT. The reverse aso is true. To explain further, if
EBIT increases by 10%, ROCE increases by 10%. But, ROE increases more than by 10%. If
EBIT fals by 10%, the ROCE also falls, similarly, by 10%. But, ROE falls more than 10%.
For this reason, “trading on equity” is said to be double-edged sword.

The capital-gearing ratio can be ascertained as under:

Capital Gearing Ratio = (Preference Share Capital + Debentures) / (Equity Share Capital +

Reserves and Surplus)

_4,00,000+8,00,000
~6,00,000+ 2,00,000

_12,00,000 LE
~ 800000
As the capital-gearing ratio of the company is more than one, the company is said to be

‘high geared'.
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(B) Impact of Change in EBIT on ROCE and ROE
Capital Employed = Equity Share Capital + Reserves + Preference Share Capital + Debentures
+ Long-term Loan
= 6,00,000 + 2,00,000 + 4,00,000 + 8,00,000
= 20,00,000
EBIT
Capital Employed

Return on Capital Employed =

4,00,000 «
20,00,000
= 20%
Profits after Tax—Preference Dividend
Equity Shareholders Funds
Profits Available to Equity Shareholders:

Return on Capital Employed = 100

Return on Equity =

EBIT 4,00,000
Less Interest on Debentures
6% on Rs. 8,00,000 48,000
352,000
Tax @ 50% 1,76,000
Profit after Tax "1,76,000
7% Preference Dividend
on Rs. 4,00,000 28,000
Profits Available to equity Shareholders "1,48,000

Profits after Tax —Preference Dividend
Equity Shareholders Funds

1,48,000
~ 8,00,000
Let us presume that there is a change of EBIT by 50%.
If EBIT increases by 50%:
EBIT becomes Rs. 6,00,000.

Return on Equity =

x100 = 18.5%

6,00,000 «
20,00,000

= 30%

Return on Capital Employed =
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Profits Available to Equity Shareholders:
EBIT
Less Interest on Debentures
6% on Rs. 8,00,000

Tax @ 50%

Profit after Tax

7% Preference Dividend

on Rs. 4,00,000

Profits Available to Equity Shareholders

Profits After Tax —Preference Dividend

6,00,000

48,000
5,52,000
2,76,000
2,76,000

28,000
2,48,000

Return on Equity to shareholders =

_2,48,000
"~ 8,00,000

Equity Shareholders Funds

x100 = 31%

So, if EBIT increases by 50%, ROCE also has increased by similar 50% (from 20% to

125
30%). But ROE has increased by 67.57% (increased from 18.5% to 31% i.e. ﬁxloo)

If EBIT falls by 50%:
EBIT becomes Rs. 2,00,000.

2,00,000
ital Empl = ———x100
Return on Capital ployed 20,00,000
= 10%
Profits Available to Equity Shareholders:

EBIT
Less Interest on Debentures
6% on Rs. 8,00,000

Tax @ 50%
Profit after Tax
7% Preference Dividend
on Rs. 4,00,000
Profits Available to Equity Shareholders

2,00,000

48,000

1,52,000
76,000

76,000

28,000

48,000

Profits after Tax —Preference Dividend

Return on Equity = Equity Shareholders Funds
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48,000
= ———x100 = 69
8,00,000 6%

So, if EBIT falls by 50%, ROCE aso has fallen by similar 50% (from 20% to 10%). But
125
ROE has fallen by 67.57 % (fell from 18.5% to 6% i.e. ExlOO)

This impact can be presented in pictorial presentation for quick understanding:

EBIT ROCE ROE

50%' 50%' 6757%]
50%1 50%1 6757%1

(Relationship between EBIT, ROCE and ROE)

[llustration No. 6

From the following information of Cherry & Cherry Company Ltd., prepare the balance sheet
and compute the return on capital employed (ROCE), Return on Total Assets (ROTA) and Return
on Equity (ROE):

Rs.
Current Assets 1,00,000
Investments in Treasury Bonds 1,00,000
Fixed Assets 5,00,000
Sales 5,00,000
Cost of Goods Sold 3,00,000
10% Debentures 1,00,000
Income from Treasury Bonds 10,000
Interest on Debentures 10,000
10% Preference Share Capital 1,00,000
Equity Share Capital 2,00,000
Capital Reserve 1,00,000

Provision for Tax at 30% of Net Profits
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Solution:
Cherry & Cherry Company Ltd.
Profit and Loss Account for the year ended 31% March, 2005
Rs. Rs.
To Cost of Goods Sold 3,00,000 By Sales 5,00,000
To Interest on Debentures 10,000 By Income from
To Provision for Taxation 60,000 Treasury bonds 10,000
To Net Profit after Tax 1,40,000
BALANCE SHEET as on 31% March, 2005
Liabilities Rs. Assets Rs.
Equity Share Capital 2,00,000 | Fixed Assets 5,00,000
10% Pref. Share 1,00,000 | Investments in 1,00,000
Capital Treasury Bonds
Capital Reserve 1,00,000 | Current Assets 1,00,000
Profit and Loss account 1,40,000
10% Debentures 1,00,000
Provision for Taxation * 60,000
7,00,000 7,00,000
EBIT**

Return on Capital Employed (ROCE) =

EBIT

Capital Employed

ROCE

ROTA

Capitd Employed
Net Profits + Interest + Tax — Non Operating Income
1,40,000 + 10,000 + 60,000 — 10,000

= 2,00,000

Net Fixed Assets + Current Assets — Current Liabilities (Provision
for Taxation)

5,00,000 + 1,00,000 — 60,000
5,40,000
2,00,000
5,40,000
EBIT
Total Assets
2,00,000
6,00,000*

x100 = 37.03

x100 = 33.33%
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Net Profits after Tax — Preference Dividend
Equity Shareholders Funds

1,40,000-10,000
2,00,000+1,00,000+1,40,000

- 130000 00 - 29550
4,40,000
* Provision for tax is calculated as under:
Profits before Tax = 5,00,000 + 10,000 — ( 3,00,000 + 10,000)
= 2,00,000
Tax @ 30% = 60,000

** EBIT does not include income from Treasury Bonds as it is non-operating income. So, total assets,
also, should not include the relevant assets — Treasury Bonds. When income is excluded, relevant assets of

that income are also to be excluded for proper matching.
[llustration No. 7

From the following details available, prepare balance sheet of Dimpy & Co. as on 31* March,
2006 and compute proprietary funds.

(@) Net worth turnover ratio (on cost of sales) = 2

(b) Fixed assets turnover ratio (on cost of sales) = 4

(c) Gross profits turnover ratio = 20%

(d) Creditors velocity = 73 days

(e) Debtors velocity = 2 months

(f) Stock velocity = 6

Reserves and surplus amount to Rs. 10,000. Closing stock was Rs. 5,000 in excess of opening
stock. Gross profit was Rs. 60,000.

You can make the necessary assumption, where required.

Return on Equity

Solution:
Total Sales:
Gross profit was Rs. 60,000 and Gross profits turnover ratio = 20%
_ . Gross Profit
Gross Profit Ratio = Totd Sdes
20% = 60,000
Tota Sales
Total Sales = 60,000
20%
Total Sales = 60’OOOxlOO = 3,00,000

20
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Debtors:
Debtors velocity = 2 months. Debtors are turning over 6 times in a year.
Sdes
Debtors
Debtors = SAes
6
_3,00,000
-6
= 50,000
Cost of Sales:
Cost of sales = Sales — Gross profit
= 3,00,000 — 60,000
= 2,40,000
Net Worth:
Net worth turnover ratio (on cost of sales) = 2
Cost of Sdes I
Net Worth
Net Worth = Cost of Sales O; Sales
~2,40,000
2
= 1,20,000
Net Worth = Capital + Reserves
Capital = Net Worth — Reserves
= 1,20,000 — 10,000
= 1,10,000
Fixed Assets:
Fixed assets turnover ratio (on cost of sales) = 4
Codt of Sdles
Fixed Assets
Fixed Assets = %Sdes
= 240,000 = 60,000
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Stock:

Stock Velocity

Cost of Sales
Average Stock

Average Stock

Closing Stock

Opening stock was lower than closing stock by 5,000.

Opening stock =

Pur chases:

6.
6
Cost of Sales

6
2,40,000
——— = 40,000

6

40,000 + 5,000/2
42,500
42 500 — 5,000
37,500

To arrive at purchases, let us prepare Trading Account to get the balancing figure.
Trading Account

Rs. Rs.

To Opening Stock 37,500 | By Sales 3,00,000
Purchases* 2,45,000 Closing Stock 42,500
Gross Profit 60,000

Total 3,42,500 | Total 3,42,500
* Balancing figure-Purchases
Alternative way
Cost of Sales = 2,40,000
Increase in Closing Stock = 5,000
Purchases 2,45,000

Creditors:

Creditors velocity = 73 days. In other words, creditors have turned over 5 times in a year.

Creditors turnover ratio

Purchases
Creditors

5

Purchases
5
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_2,45,000
-5
= 49,000
BALANCE SHEET of Dimpy & Co. as on 31% March, 2006
Liabilities Rs. Assets Rs.
Capital 1,10,000 | Fixed Assets 60,000
Reserves & Surplus 10,000 | Cash * 16,500
Debtors 50,000
Creditors 49,000 | Stock 42,500
1,69,000 1,69,000
* Balancing figure
Proprietary Funds:
Capita 1,210,000
Reserves & Surplus 10,000
Total  1,20,000

Tutorial Note: Both the terms Debtors Turnover Ratio and Velocity convey the same meaning.
However, the problem has stated the velocity in months, so the meaning is different.

9.12 RELEVANCE OF RATIO ANALYSIS FOR PREDICTING FUTURE

The basis to calculate ratio analysisis historical financial statements. Historical financia statements
indicate what has happened in the past. The financial analyst is interested to know what would
happen, in future. Management of the company has the information about the company’s future
plans and policies. Using the historical data and equipped with the knowledge of future plans
and constraints to achieve, management is in a better position to predict future happening to a
certain reasonable extent. But, outside analyst has his own limitation and the analysis based on
past ratios may not, necessarily, reflect the financia position and performance in the future.

9.13 LIMITATIONS OF RATIO ANALYSIS

Ratio analysis is one of the most powerful tools of financial management. They are simple and
easy to understand.
Ratio analysis provides useful clues to investigate further. They must always be compared with:
e Previous ratios in order to assess trends
e Ratios achieved in other comparable companies
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Ratios by themselves mean nothing as they have serious limitations. While using the ratios,
caution has to be exercised in respect of the following. The following are some of the limitations:

1. Absence of identical situations: It is difficult to obtain identical situations for different
firms. Circumstances do not remain the same, even, for the same firm between two different
periods. Ratios are useful in judging the efficiency of business, only when they are compared
with the past results of the firm, with identical circumstances, or with the results of similar
businesses. Comparison becomes difficult due to lack of uniformity of situation between two
companies.

2. Change in accounting policies: Management has a choice about the accounting policies.
The management of different companies may adopt different accounting policies regarding
valuation of inventories, depreciation, research and development expenditure and treatment
of deferred revenue expenditure etc. The differences between the accounting policies,
followed by different companies, make the interpretation of the ratios difficult. Comparison
would be meaningful and valuable, if their base is similar. All companies may not be following
the same method. For example, one may calculate depreciation on straight-line method, while
the other may be following written down value method. Different companies may be following
different methods of valuation of closing stock (e.g. FIFO or LIFO etc).

3. Based on historical data: The ratios are calculated from past financial statements, and so
they are no indicators of future. Such ratios may provide information about the past. But,
for forecasting the future, there are many factors that may change, in future. Market
conditions and management policies may not remain the same, as they were earlier.

4. Qualitative factors areignored: Ratios are expressed in quantitative form only. Qualitative
factors are ignored. A high current ratio may not guarantee liquidity, as current assets may
be high due to inclusion of obsolete inventory and non-paying debtors.

5. Ratios are only indicators, not final: Ratios are means of financial analysis and they are
not end in themselves. They are indicators. They cannot be taken as final regarding good
or bad financial position of the business.

6. Over use could be dangerous: Over use of ratios as controls on managers could be
dangerous. If too much reliance is placed on ratios, management may concentrate in
improving the ratios, rather than dealing with significant issues. For example, reducing assets
rather than increasing profits can improve the return on capital employed.

7. Window dressing: The term ‘window dressing’ means manipulation of accounts in a way
so as to conceal the actual facts and present the financial statements, in a way, to show
better position than what actually it is. For example, a high current ratio is considered as an
indicator of satisfactory liquidity position. To show an impressive current ratio, firm may
postpone credit purchases. A company may have current assets of Rs. 4,000 and current
liabilities of Rs. 2,000. So, its current ratio is 2:1 that is normally considered satisfactory.
On inquiry, it has been found that the firm has postponed credit purchases, though needed,
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just to maintain the ratio, in a satisfactory manner. Had the firm made credit purchases of
Rs. 2,000 for meeting its normal requirements, current assets would have increased to
Rs. 6,000 and current liabilities to Rs. 4,000. Then, its current ratio would have declined to
1.5. The firm has concealed the true picture, just by postponing credit purchases, at the end
of the year, though very much needed to its requirements. Similarly, firms may make payments
at the end of the year to improve the depressed ratio. In the above situation, if the firm
pays Rs. 1,000 to creditors, its current ratio becomes 3.

8. Problems of price level changes. Financial analysis based on accounting ratios will give
misleading results, if effects of change in price level are not taken into account. For example,
two companies that have set up plant and machinery in two different periods, with a long
gap, may give misleading results. Firm that has purchased the plant and machinery, very
earlier, would have lower amount towards depreciation, when compared with the firm that
has set up the machinery, quite later. So, the operating results of both the firms vary,
substantially. The financial statements of the two firms cannot be compared without making
suitable changes to the price level changes.

9. No fixed standards: No fixed standards can be laid down for ratios. Though current ratio
2:1 isnormally required, firms enjoying adequate arrangements with banks to provide additional
credit, as and when needed, may be able to manage with lesser current ratio. It is, therefore,
necessary to avoid any rules of thumb.

Ratios are only a post-mortem of what has happened between two balance sheet dates.
The interim position is not revealed by the ratio analysis.

Ratio Analysis can be used as trigger points for further investigation.

9.14 RATIOS MAY BECOME MEANINGLESS

Ratios are only indicators, not end in themselves: They identify the trends, shift in trends
or other factors. They are not to be accepted on their face value. They are helpful in identifying
the problem areas of a firm. They lead way for further investigation and meaningful conclusion.
They are only the means to achieve a particular end. By themselves, they do not give final
results.

Ratios are meaningless, if detached from the details from which they are derived. Ratios
are based on the data of the company concerned. So, ratios are relevant to that particular company
only, which are based on the circumstances and policies of that company. If those ratios are
compared to any other company, where the circumstances and policies adopted are totally
different, conclusions drawn based on the divergent data would be meaningless. It may, therefore,
be concluded that the ratio analysis, if done mechanicaly, is not only misleading but, equaly,
dangerous.
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The analyst must have practical knowledge as well as experience for calculating the ratios
and interpreting the results, carefully. Unless the analyst is able to correlate the ratios, he would
not be able to arrive at meaningful clues. Remember, ratios are only indicators or signals for the
direction to investigate, further, and conclude with specific conclusions. Conclusions can be drawn,
only after careful analysis of all the relevant ratios and gathering detailed information, the inquiries
may, further, require.

Ratios, like statistics, have a set of principles and finality about them, at times, may be
misleading. It has been said that “a man who has his head in the oven and his feet in the ice-
box is on the average, comfortable”! To say afinal word on ratio analysis, conclusions on study
of single ratios, in isolation, are dangerous.

Illustration No. 8

Complete the following Balance Sheet, assuming that only the Equity Share Capital and Retained
Earning figures are given.

Liabilities Rs. Assets Rs.

Equity Share Capital 1,20,000 Fixed Assets ?

Retained Earnings 1,20,000 Stock ?

Creditors ? Debtors ?
Cash ?

Total (Rs.) ? Total (Rs. ?

Total debt is Two-Third of Net Worth. Turnover of Total Assets is 1.8;

30 days sales are in the form of Debtors, Turnover of inventory is 5; cost of goods sold in
the year is Rs.3,60,000; and the acid test is 1:1.

(B.U. (MBA) -2003)
Solution:
Total debt is Two-Third of Net Worth.
Net Worth = Equity Share Capital + Retained Earnings
= 1,20,000 + 1,20,000
= 240,000

2
Therefore, Total debts, creditors = 2,40,000><§ = 1,60,000

Total Liabilities = Equity Capital + Retained Earnings + Creditors
1,20,000 + 1,20,000 + 1,60,000

= 4,00,000

Total Assets = 4,00,000

Total Ligbilities
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Inventory Turnover Ratio = 5
Cost of Goods Sold _ 5
Stock
3,60,000 _ g
Stock
Stock = M = 72,000

5
Turnover of Total Assetsis 1.8

Total assets have turned over 1.8 times. It implies that the firm has generated a sale of
Rs.1.8 for every rupee invested in total assets.

o Sdes _
Assets turnover ratio = m =18
Sadles = Total Assets x 1.8
= 4,00,000 x 1.8
= 7,20,000

30 days sadles are in the form of Debtors. In other words, debtors have turned over 12 times
in a year.

Debtors Turnover =

Debtors

_ 7,20,000 = 60,000
12

Acid test is 1:1
Current Assets — Inventory
Current Liabilities
There are only cash and debtors other than stock in current assets.
So, total cash and debtors are equal to current liabilities (creditors) i.e. 1,60,000.

Acid Test Ratio

Cash + Debtors = 1,60,000
Cash = 1,60,000 — Debtors
= 1,60,000 — 60,000
= 1,00,000

Now, let us fill the figures in the balance sheet.
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BALANCE SHEET as on...
Liabilities Rs. Assets Rs.
Equity Capital 1,20,000 | Fixed Assets * 1,68,000
Retained Earnings 1,20,000 | Stock 72,000
Creditors 1,60,000 | Debtors 60,000
Cash 1,00,000
Total 4,00,000 | Total 4,00,000
* Balancing figure
9.15 SUMMARY OF RATIOS AND THEIR PURPOSE
(1 2 (&) 4
Ratio Computation Formula Purpose

1 Current Ratio

Current Assets
Current Liabilities

Measures short-term debt
paying ability.

2 | Quick (Acid Test)
Ratio

Quick Assets
Current Liabilities

A refined measure of the
short- term debt-paying
ability of the firm.
Measures short-term
solvency.

3 | Gross Profit Ratio

Gross Profit x 100
Net Sales

Measures efficiency of
company’s operations,
production and trading
activities.

4 | Net Profit Ratio

Net Profit x 100
Net Sales

Shows net margin on
sales. One of the important
indicators of
management’s efficiency.

5 | Operating
Expenses Ratio

Operating Costs x 100
Net Sales

A yardstick to measure
operating efficiency of
management’s ability to
keep / contain operating
expenses for level of sales
achieved.

6 | Earning per Equity
Share

Profits Available for
Equity Shareholders x 100
No. of Equity Shares

Shows the amount of
earnings available for each
equity share.
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7 | Dividend Yield . . Shows the rate of return to
Dividend per Equity equity shareholders, in the
Share x 100 form of dividends, based
Market Price Share on the market price of the
share.

8 | Price Earning Market Price of A guide to buy /sell at that

Ratio Equity Share x 100 price.
Earning per Equity Share
9 | Interest Coverage EBDIT A test for firm’s debt
servicing capacity. Useful
Interest to long-term lenders.
10 | Debt Equity Ratio Total Debt Depicts extent of total debt
Net Worth financing in business.
11 | Total Debt Ratio Shows the proportion of
—Total Debt total assets financed by
Total Assets total liabilities.
12 | Inventory Evaluation of efficiency in
Turnover Ratio Cost of Goods Sold producing and selling
goods and adequacy of
Average Inventory, at cost controls on inventory
holding.

13 | No. of days Shows the inventory
inventory holding | 360 holding, in days, and

Inventory Turnover Ratio control on inventory
management.

14 | Accounts Credit sales Measures liquidity of
Receivable debtors and effectiveness
(Debtors) Turnover Average debtors of the credit policy.

15 | Debtors Collection Shows period of holding of
Period 360 debtors and indicates

Debtors’ Turnover Ratio effectiveness of collection
department.

16 | Working Capital Cost of Sales or Sales Shows velocity of

capital.

17 | Return on (i) EBIT Measures the overall
Investment, before Capital Employed efficiency of business,
tax before tax.

(i) ROCE ()  EBIT
| |@ROTA | tetalAsses | ]
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18 [Returnon | ____ | Shows overall efficiency of |
investment, after EBIT(1-T business, after tax.
tax Capital employed or Total
(ROCE, ROTA) Assets
19 | Return on Equity Measures earning power of
Equity Share holders
funds. Management’s main
Net Profit after tax —Preference | responsibility is to take
Dividend care of the interests of the
Equity Shareholders’ funds owners. They try to
maximize ROE. This ratio
is the index of performance
of management.
20 | Pay —Out Ratio Dividend per equity share Shows proportion of
Earnings per equity share payment of dividend out of
earnings and stability of
dividend policy.
21 | Capital Gearing Refers to the proportion

Ratio

(Preference share capital +
Debentures + Long -Term
Loan)/ (Equity share capital
+ Reserves and surplus)

between fixed commitment
funds to non-fixed
commitment funds in the
total capital employed that

influences the variability of
profits.

Descriptive Questions

1.

“Ratios are the symptoms of health of an organisation like blood pressure, the pulse or
temperature of an individual” Explain and state their uses? (9.1 and 9.2)

What is a financial ratio? In what manner, financial ratios can be compared? (9.2 & 9.3)
Explain ‘Analysis without interpretation is meaningless and interpretation without analysis is
impossible’? (9.2, 9.4 and 9.4.1)

Is it possible for a firm to have a high current ratio and still experience difficulties in paying
its current debt? Explain with illustration? (9.6.1)

Explain composition and quality of Current Assets is more important than mere adequacy
of current ratio, with an illustration? (9.6.1)

Describe different types of ratios and standards of comparison for evaluating the performance
of the firm? (9.2, 9..4 and 9.3)

Describe the different types of ratios? Explain any two ratios in each category with their
significance? (9.2, 9..4, 9.6,9.7,9.8 and 9.9)
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8.

10.

11.
12.

13.

What are the important profitability ratios? How they are calculated? Explain their significance?
(9.9, 9.9.1 and 9.9.2)

Describe the concept ‘Trading on Equity’? Explain the relationship between Return on capital
employed and return on equity, with a suitable illustration? (9.10)

What is meant by Capital Gearing? Elaborate the consequences of significant changes in
EBIT, when the firm is highly geared? (9.11)

Explain the limitations of the ratio analysis? (9.13)

“Ratios are meaningless if detached from the details from which they are derived.” Comment
and bring out the limitations of ratio analysis. (9.13)

Write short notes on:

(A) Window Dressing (9.6.2)

(B) Cost of goods sold (9.5)

(C) EBIT (9.5)

(D) Trading on Equity (9.10)

(E) Relevance of Ratio Analysis for predicting future (9.12)

A. State whether the following statements are True or False

1.
2.

© ® N o oA

10.
11.
12.
13.
14.
15.
16.
17.
18.

Current Ratio represents margin of safety.

A very high degree of liquidity is good for the firm as it would not experience any difficulty
in making payments.

Activity Ratios are also called Turnover Ratios because they indicate the speed of converting
assets into sales.

Aging Schedule does not show the period debtors are outstanding in a firm.
Working Capital requirement of a firm is always met by Bank Borrowings alone.
Gross Profit Ratio shows the spread between sales revenue and cost of goods sold.
Net Profit after Tax to sales indicates Net Profit Margin.

The term ‘financial analysis, includes both ‘analysis and interpretation’.

If price earnings ratio of a company is more than the industry’s average, it is better to buy
the scrip at that market price.

A decreased Stock Turnover Ratio usually indicates expanding business.

A large number of shareholders in a firm would be more interested in DPS rather than EPS.
Current ratio measures quality of assets.

If Net Profit margin is inadequate, return on shareholder’s funds would be low.

If EBIT increases, percentage increase of ROE depends on the capital gearing of the firm.
Rule of thumb for acid—test ratio is 1:1.

Liquidity ratios measure long-term solvency of a concern.

Acceptable current ratio is 2:1.

While analysing ratios, investors concentrate on the firm’s present and future profitability.
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19. A firm should ensure neither excess liquidity nor inadequate liquidity.
20. An arbitrary Current Ratio of 2:1 should not be blindly followed.
21. Inventory is part of liquid assets.

ANSWERS

1. True 2. False 3. True 4. False 5. False 6. True 7. True 8. True 9. False 10. False 11. True
12. False 13. True 14. True 15.True 16. False 17. True 18. True 19. True 20. True 21. False

Pick up the most Appropriate:
1. Debt Equity Ratio is a
(@ Liquidity Ratio (b) Solvency Ratio
(c) Profitability Ratio (d) Activity Ratio
2 Calculate the inventory holding, in terms of days:
Opening stock: 10,000;
Closing stock: 20,000;
Sales: 40,000; Gross Profit: 10%

(@ 150 (b) 30
(c) 60 (d) 120
3.  For calculating inventory ratio, the following information is more appropriate.
(@ Opening Stocks (b) Closing Stock
(c) Sales (d) Gross Profit

(e) Average Stock
4 Which statement is wrong?
(@ Liquidity Ratio — Measures firm’s ability to meet current obligations.
(b) Activity Ratio — Reflects efficiency in utilising assets of the firm.
(c) Management is not interested in evaluating every aspect of firm’'s performance.
(d) Accounting data is taken from financial statements.
5.  Calculate current ratio from the following data:
Bank OD: 20,000; Cash: 15,000; Outstanding expenses: 10,000
Accrued income: 5,000; Stock: 5,000; Prepaid expenses: 5,000

(@ 2:1. (b) 1:1.

() 1.5:1. (d) 1:1.5.
6.  Find out the missing figure if current ratio is 2:1.

Work in progress : 20,000.

Bank cash credit : 5,000.

Raw materials : 10,000.

Creditors : 4,000.

Bills payable : ?
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10.

11.

12.

(@ 10,000. (b) 9,000.

(c) 12,000. (d) 6,000.

Calculate Quick Ratio from the following.

Debentures : 10,000

Long-term loan : 20,000

Cash : 15,000

Raw materials : 6,000

Debtors : 5,000

Creditors : 5,000

Prepaid expenses : 5,000

@ 31 b) 41

() 21 (0 11

This ratio is a ‘Test of Quantity but not Quality’.

(@ Quick Ratio. (b) Debt-Equity Ratio.

(¢) Current Ratio (d) Dividend Payout Ratio

A company can meet its financial obligations as and when they fall due if

(@ Current Ratio is 2:1. (b) Current Ratio is less than 2 : 1

() More depends on composition of current (d) Current assets just cover current
assets rather than currant ratio alone. liabilities.

Calculate Net Working Capital

Cash: 5,000; Finished Goods: 12,000
Debtors: 20,000; Prepaid Expenses: 3,000

Debentures: 4,000; Long-term Loan: 5,000 and

Bank Cash Credit: 6,000;

Creditors = 10,000

(@ 24,000. (b) 26,000.

(c) 21,000. (d) 15,000.

(e) 20,000.

Capital employed means

(@ Net Worth (b) Net Worth + Long-term Loans.
(c) Current Assets + Current Liabilities (d) Net Current Assets.

Cost of goods sold includes

(@) Depreciation (b) Gross Profit

() Administrative Expenses (d) Interest

(e) None.
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Answers

1.b2. a3 e4.¢c5b6.d7.b8 ¢c9.¢c10.all b1l2 a

Check your ability in Fast Calculations:

1.

Ans.

Ans.

AnNs.

Calculate Return on Equity with the following information:
EBIT: 50,000; 6% Debentures: 5,00,000
Tax rate: 50%; Equity share capital: 1,00,000 (Face value Rs.10) General Reserves: 3,00,000

@ 10% (b) 2.5%
©) 20% d) 15%
€ 30%
(b)
Profit after Tax _ 50,000 — 30,000 — 50% (50,000 —30,000)
Equity Shareholders Funds 1,00,000+ 3,00,000

Share price, before bonus issue is Rs.100. Bonus issue 1:4 is made.
What would be the ex-bonus price of a share, if other factors were constant?

(@ 60 (b) 70
(c) 80 (d) 100
e 20

100x 4

5
Earnings per share are Rs.80. Bonus shares are issued in the ratio of 1:4 during the year.
What is the adjusted earning per share of the year in which bonus is made?

(c) (For every 4 shares held, one bonus share is issued)

(@ 60 (b) 70
(c) 80 (d) 100
e 20

80x5
d
(d) 4

Find out impact of Decisions taken:

The

current ratio of Kishore & Co is 2:1. Which of the following decisions would improve the

ratio, which would reduce it and which one would not change it?

1.
2.

To pay substantial amount of creditors from the available cash balance?

To sell a vehicle, used for carrying staff from their residences to office, for cash at a slight
loss.

To borrow money for a short period, with a nominal Interest rate, executing a promissory note.
To purchase marketable investments for cash.



Ratio Analysis 245

5. To give an interest bearing promissory note to a creditor to whom money was owed on current
account.

6. Purchase of a fixed asset.

7. Bills receivable dishonoured.

8. Issue of Preference shares.

Answers

1. Improves the ratio 2. Improves the ratio 3. Reduces the ratio 4. No change in the ratio 5. No
change in the ratio 6. Reduces the ratio 7. No change 8. Improves the ratio

State whether the following statements are True or False

1. Liabilities are not subject to fall, as they have to be paid.
2. Creditors turnover ratio is a ‘Solvency Ratio’.
3. Current Ratio is a crude and quick measure of firm’s liquidity.
4. Rate of return on capital employed is a turnover ratio.
5. Quick ratio establishes a relationship between liquid assets and current liabilities.
6. Low gearing is preferable to high gearing from the viewpoint of creditors.
7. Generally, a Quick ratio is not better than current ratio in a test of liquidity.
8. A firm’s ability to meet the interest charges and repayment dues on long-term obligations is
referred to as its short-term solvency.
9. Leverage Ratio indicates proportion of debt and equity in financing firm’s assets.
10. ‘Acid Test’ denotes liquidity.
11. The process of magnifying the equity shareholder’s earnings through the use of debt is called
‘Financial Leverage’ or ‘Trading on Equity’.
12. Ratio analysis is a technique of planning and control.
13. If cost of debt is lower than the firm’'s overall rate of return, the earnings of shareholders
will be reduced.
14. A high debt company can borrow on favourable terms and conditions.
15. The term ‘Investment’ may refer to total assets or net assets.
16. A low debt equity ratio indicates a greater claim of owners than creditors on the assets
concerned of the firm.
17. An appropriate debt-equity combination involves a trade-off between return and risk.
18. Profit is a not factor of sales.
Answers

1. True 2. False 3. True 4. False 5. True 6. True 7. False 8. False 9. True 10. True 11. True 12.
True 13. False 14. False 15. True 16. True 17. True 18. False
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Interview Questions

Q.1.

AnNs.

Q.2.

Ans.

Q.3.

Ans.

Q.4.

Ans.

Q.5.

Ans.

What is ‘Net Worth’ and explain its significance?

‘Net Worth’ represents the amount that belongs to the owners of the firm. In true sense,
equity shareholders are the real owners of the firm. Paid up share capital, general reserves,
capital reserves, share premium and balance lying in Profit and Loss Account, totally,
constitute net worth. Preference share capital amount is also included in net worth as the
amount is also permanent in nature in the firm for a very long period and there is no threat
from their end for repayment.

In fact, Net Worth is a cushion available to the outside creditors of the firm. A higher ratio
of Net Worth to the total assets of the firm provides greater safety to the creditors, in the
event of any unforeseen circumstances and liquidation.

lllustrate the concept of ‘Window Dressing’ with a suitable example?

Presenting a rosy picture than the real situation is called ‘Window Dressing’. Some firms
try to present a higher current ratio than the actual situation to create better liquidity
impression of the organisation. The situation is created, intentionally. This situation is
manipulated in the financial statements at the end of the year. A firm, normally, may have
a current ratio of 1.5 with an average of current assets of Rs. 90,000 and current liabilities
of Rs. 60,000. Before the year-end, firm brings pressure on the debtors and collects Rs.
30,000 to pay its current liabilities. This action reduces the current assets to stand at Rs.
60,000 with current liabilities at Rs. 30,000. This makes a current ratio of 2:1at the end of
the year in financial statements. Outsiders get a rosy impression about the liquidity of the
firm by this deceitful method.

What is indicated by Debt—Equity Ratio?
Debt—Equity Ratio indicates the extent of outsiders’ share to the owners share in the firm's
total assets. This ratio reflects the extent of financing by short-term as well as long-term
creditors in the ownership of total assets.

This ratio is calculated by dividing the total debt by the net worth. It shows the vulnerability
of the firm’s dependence on the outsiders for its survival.

What is the purpose of Ratio Analysis?

Ratio Analysis helps the management to identify the strength and weakness of their firm,
compared with the industry to which their firm belongs to.

Name any four ratios that the management of every firm is interested in, along with their
significance?

Every management is interested to maintain sufficient liquidity and utmost profitability of
the firm, they manage. Current ratio shows the liquidity strength of the firm. Net Profit
Ratio gives the net profit margin of the firm that can be compared with the industry about
its competitiveness. Net Profit Ratio is one of the important indicators of management’s
efficiency.

Return on investment is the primary ratio that is most popularly used to measure the overall
profitability and efficiency of business.
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Q.6.

Ans.

Q.7.

Ans.

Q.8.

Ans.

Q.0.

Ans.

Q.10.

Ans.

Return on Equity conveys the return available to their equity shareholders. Equity
shareholders are the real of the firm. Every management wants to satisfy the real owners.
Earnings per Share, finally, indicate the rate of earnings the equity shareholders enjoy on
the investment made.

Gross profit ratio has gone up, but net profit ratio has gone down. What is the possible
explanation?

The possible explanation is operating expenses have gone up. This, normally, happens
with the fall of net profit ratio, despite the increase in gross profit ratio. Each expense
ratio has to be compared with the previous year’s ratio to identify where action and control
is needed.

Why preference shareholders are not called as the real owners of the company?

Preference shareholders enjoy fixed rate of dividend and preference for payment of dividend,
before dividend is distributed to equity shareholders. Similarly, in the event of the liquidation
of the company, preference share capital has to be repaid first, before refunding to equity
shareholders. Preference shareholders enjoy a different status, as they do not assume the
risk, similar to equity shareholders. So, preference shareholders are not called as the real
owners of the company.

What is meant by Bonus Shares? Whether their issue results in the outflow of cash? Justify
your statement.

Bonus shares are additional free shares issued to the existing equity shareholders, out of
the profits of the company. Bonus issue does not result into outflow of cash.

Reserves and surplus profit is utilised for issue of bonus shares, by transferring the amount
to the equity share capital account. If bonus shares 1:3 are issued, an existing shareholder,
holding 3 shares, gets one extra share, freely. If there is a balance in the share premium
account, that amount is first utilised for issue of bonus shares.

What is the expansion of ‘EPS’? Whether net profit, totally, belongs to the equity
shareholders?

‘EPS’ stands for earning per share. EPS is calculated by dividing the net profit after tax
by the total number of equity shares outstanding. First, dividend due to the preference
shareholders is to be paid from the net profit. The rest of net profit belongs to the equity
shareholders. If a portion of net profit is paid to the equity shareholders, it is called dividend.
Balance amount of profit retained in the firm, after payment of dividend, is called retained
profits. After payment of dividend to preference shareholders, the total net profit belongs
to the equity shareholders, either by way of dividend or retained profits.

Name an important indicator for purchase / sale of a share in respect of market price?
Explain the reasoning for the indicator chosen?

PE Ratio is an important indicator for purchase or sale of a share, depending on its market
price. This ratio is calculated by dividing the market price of an equity share by EPS. The
PE ratio of the concerned firm is to be compared with the PE ratio of the industry or its
competing firms. If PE ratio of the firm is low, in comparison to the industry or its competing
firms, the share of that company is worth buying. If the ratio is high in comparison, the
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Q.11.
Ans.

Q.12
Ans.

Q.13.
Ans.

Q.14.
Ans.

Q.15.
AnNs.

share of that company is worth selling. A comparative analysis of PE ratio gives important
information for deciding to buy or sell the share of that company at that particular price.

Name the different sources of funds for a long-term commitment?

Equity share capital, preference share capital, debentures and long-term loans provide funds
for a long-term commitment. Reserves and share premium amount available in the firm
would provide the means for the same purpose.

When borrowing is favourable to the equity shareholders?

Borrowing is favourable to the equity shareholders so long as return on investment is greater
than the cost of borrowing. The excess return on investment, after meeting the cost of
borrowing, increases the return to equity shareholders.

What is meant by “Trading on Equity”?

The process of magnifying the earnings of equity shareholders through the use of debt is
called “Trading on Equity” or “Financial Leverage” or “Financial Gearing”.

Normally, assets are financed by capital and debt. Debt is advantageous to the equity
shareholders. The equity shareholders can retain control, with a limited stake. They can
find a way to magnify their earnings. When the firm is able to earn on borrowed funds
higher than the interest rate paid, the return to owners would be magnified. To illustrate,
when the return on investment of a firm, say, is 20% and firm is able to borrow at 12%,
borrowing is resulting in a saving of 8% on the funds borrowed, ignoring tax. In
consequence, the firm is able to increase the return to equity shareholders with borrowed
funds. Reason is simple. Interest is admissible for tax deduction. In the absence of
borrowing, the equity share capital would get a return of 20% only. If the interest rate is
higher than the rate of return on the project, it is not desirable to borrow, as the return on
equity would get reduced.

Why “Trading on Equity’ is called as a ‘Double edged sword'?

When the return on capital employed is greater than the cost of debt, it is advantageous
to borrow as the return on equity goes up. At the expense of debt, the beneficiaries are
the equity shareholders. The risk the firm would experience on long-term borrowings is the
permanent interest burden. Additionally, when the earnings fall, the ROCE also falls. But,
in the process, the equity shareholders are the real sufferers. With the fall of ROCE, the
return on equity goes down. In other words, debt can prove to be either beneficial or
detrimental to the interests of equity shareholders. In other words, borrowing may turn to
be an advantage or disadvantage to the equity shareholders. This is called trading on equity,
which is a double-edged sword. The key is the relationship between the ROCE and cost
of debt.

How ratio analysis helps in forecasting or predicting the future performance of a firm?

Financial statements are historical in their nature as they relate to the past performance
of the firm. When ratio analysis is applied to the past financial statements, strength and
weakness of the firm could be analysed and identified. Changes are inevitable as future is
not a replica of the past. Only management is aware of the expected changes in policies,
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Q.16.
Ans.

Q.17.
Ans.

Q.18.
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in future. So, ratio analysis can be applied by the management to anticipate the future
performance / results, after considering the impact of changes in policies to the past
financial statements.

An outsider is not aware of the likely changes in policies. So, only management, not public,
is in a better position to use ratio analysis to forecast or predict the future performance of
a firm.

Which assets, fixed assets or current assets, are important to a firm?

Funds are limited to every firm. Equally, funds have a cost. If more funds are tied up in
current assets, lesser funds would be available for fixed assets. Fixed assets generate
production, while current assets support them for generating profits.

In a movie, both hero and heroine are important. For every hero, there should
be a heroine. If fixed assets are heroes, current assets are heroines, so both
are essential to the firm.

What is the importance of liquidity?

Liquidity means having sufficiency of funds in the firm in right quantum, at the right time.
In the absence of liquidity, firm would not be able to make payments on the due date.
There would be delay for suppliers of goods and services. Creditors would be unhappy
with the repayment behaviour of the firm and may suspend or delay supplies that would
affect smooth production. The deficiency of liquidity may lead to short-term insolvency.

Excess liquidity eats profitability. It is important for every firm to maintain optimum liquidity,
neither excess nor inadequate.

Between the two objectives — liquidity and profitability, which objective is important and why?

Both the two objectives, liquidity and profitability are, equally, important. Liquidity ensures
adequate availability of funds in the firm in right quantum, at the needed hour. Excess
liquidity erodes profitability. Inadequate liquidity does not enable the firm to meet the short-
term obligations, promptly and properly. On the other hand, profitability is vital for every
organisation. Existing and potential investors look towards profitability of the firm. With the
fall in profitability, market price of share would crash. Liquidity and profitability are two sides
of a coin. When we see one side of the coin, other side is not visible. In a similar manner,
firm can enjoy only one of them, more.

Liquidity and profitability are conflicting objectives. It is essential for every firm to maintain
both the objectives in a balanced manner.
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The most commonly used forms of the Statement of Changes in Financial Position are Sources
and Application of Funds (Funds Flow Statement) and Cash Flow Statement.

10.1 NEED OF FUNDS FLOW STATEMENT

Profit and Loss Account and Balance Sheet are the two basic financia statements, which are
of immense importance to owners, management and investors. When Profit and Loss Account
and Balance Sheet are prepared, what is the need of preparing this separate Funds Flow
Statement, again? Balance Sheet shows the summary of assets and liabilities of a firm. The
assets side of the balance sheet shows the deployment of funds, while the liabilities side shows
how the resources have been raised. In other words, balance sheet shows sources and uses of
finance too. It indicates the financial position of a firm on a particular date.

Balance Sheet is a static statement and does not show the causes for the
changes in assets and liabilities or movement of finances, between two
periods. To meet this requirement, funds flow statement is needed.

Balance Sheet does not show the changes that take place during the period. If loan has
been raised and repaid during the same period, balance sheet, at the end of the period, does not
show both the transactions. Similarly, Profit and loss account shows the expenses and revenues
realised for an accounting period. Profit and Loss Account also reflects the operational
results of a business for a particular period, which causes changes in owners equity,
partially. Capital raised and funds withdrawn resulting in change in owner’s equity does not
appear either in Profit and Loss Account or Balance Sheet. In other words, Profit and loss account
explains only partial story in respect of owner’s equity. Profit and Loss Account and Balance
Sheet provide the basic essential information about the business activities of the firm. However,
both these two statements do not explain the causes for changes in assets, liabilities
and owner’s equity. Moreover, usefulness of both balance sheet and profit and loss account is
limited and fail to serve the purposes of financial analysis and planning.

It is clear, from the above, that Profit and Loss Account and Balance Sheet do not provide,
sufficiently, wide range of information to make assessment of the organisation by the end user
for the purpose of analysis and planning. So, there is a need to prepare a separate statement
that explains the changes in assets and liabilities, from one period of time to the end
of another period. The statement is called “Funds Flow Statement”.

Purposes: Both Profit and Loss Account and Balance Sheet do not explain the changes in
assets, liabilities and owners' equity between two dates. So, an additional statement is needed to
serve this purpose. Funds Flow Statement serves this purpose. Funds Flow Statement, broadly,
serves the following purposes. The Funds Flow Statement shows:

(i) Changes in assets and liabilities, including working capital, between two periods and
(i) Utilisation of financial resources during the period such as acquisition of assets, payment
of debts and distribution of dividends to shareholders etc.
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10.2 CONCEPT OF FUNDS

The term ‘Funds’ has been defined in a number of ways. They are:

(A)

(B)

(€)

the

In the Narrow sense: Here, the term ‘funds' refer to cash only. Transactions that involve
cash only are taken. Cash Flow Statement is prepared, in this approach, where only
cash receipts and disbursements are included. It is a summary of cash transactions.

In the Popular sense: ‘Funds’ refer to working capital, the excess of current assets over
current liabilities. Total resources of a business are invested in fixed assets and working
capital; the later is partly in the liquid form. Thisis the most popular form of ‘ Statement
of Changes in Financial Position’. Sources and Application of Funds is prepared on
this basis.

In the Broader sense: The term ‘Funds refer to financial resources, in whatever form,
they may exist. Statement of Total Financial Resources is prepared as per this
approach. This is a comprehensive statement involving cash and non-cash transactions.
Transactions involving money, materials, machinery and others are included. When machinery
or building is purchased, in exchange of shares, it is not reported both in cash flow statement
and Sources and Application of Funds. However, this type of transaction involves financial
resources and so finds place in the Statement of Total Financial Resources. All types of
transactions involving financial resources are included in this statement.

The working capital concept of funds is the most popular one, as aready stated, amongst
different ways of defining the term ‘Funds'. In this chapter, when we discuss Sources

and Application of funds, the term ‘funds’ refer to working capital only.

Meaning
Narrow Sense Popular Sense Broader Sense
A 4 v v
Cash flow Funds flow Statement of total
Statement statement financial resources

Meaning of ‘Funds’

In the context of ‘Source and Application of Funds Statement’, the term
‘Funds’ mean ‘working capital’.

This statement shows the increase or decrease of working capital during a
specified period. Further, this statement provides information for the causes
or reasons for increase / decrease of working capital. From which sources,
working capital is raised or to what purposes there has been diversion of
working capital is known from this statement.
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In other words, the story behind the change in the financial position between
the beginning and end of a period is known.

10.3 MEANING OF FLOW OF FUNDS

The term ‘Flow’ refers to movement of funds. The movement can be in the form of increase
or decrease of funds i.e. working capital. If a transaction creates a change in the quantum of
working capital, ‘flow’ of funds takes place. The transaction may increase or decrease the existing
amount of working capital. Every transaction has two sides. Let us take some examples to explain
the concept of flow of funds. Issue of shares for cash results in increase of working capital, it
is atransaction of *Source'. The transaction has resulted in ‘inflow’ of funds. Purchase of furniture
on credit reduces the amount of working capital; it is ‘Application’ of funds. There is outflow of
funds with the transaction.

There would be change in working capital, if one of the items is related to
current assets or current liabilities. Ask the transaction whether it would
result in change — increase or decrease working capital. If the answer is yes,
the transaction finds a place in “Working Capital Statement”.

If the transaction does not change the amount of working capital, it is said to be non-fund
transaction and does not appear in the Sources and Uses of Funds Statement. In a non-fund
transaction, both the items are non-current or current items. We are referring to current assets
and current liabilities. When machinery has been purchased and in consideration debentures are
issued, the transaction has not changed the working capital as both the items are non-current. It
is a non-fund transaction. If cash is realised from debtors, there is no increase in working capital
as both the items are current items. These types of transactions do not appear in the sources
and application of funds statement.

Simple Rule: The simple rule is “Ask the transaction, whether it changes working capital”,
if itis'YES, the transaction finds a place in Sources and Application of Funds. If the answer
is ‘NO’, no place for the transaction in the Statement.

Yes No

A 4 A4

Fixed Fixed Fixed | .| Fixed
Liabilities Assets Liabilities | 7| Assets
Current Current Current | > Current
Liabilities Assets Liabilities Assets
><
Flow of funds Flow of funds

Flow of Funds
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10.4 MEANING & OBIJECTIVES - FUNDS FLOW STATEMENT

Meaning and Definition: Funds Flow Statement is a device that indicates the various means
through which funds have been obtained, during a specified period and the ways they have been
used. Simply, it shows the different sources of procuring funds and their varied application during
that period. It shows the inflow and outflow of funds.

The term "funds’ refer to working capital. Funds Flow Statement shows the
change in financial position of a firm between beginning and ending financial
statement dates.

Foulke defines this statement as:

“A statement of sources and application of funds is a device designed to analyse the changes
in financial condition of a business enterprise between two dates’.

The statement has two sides, the left side shows the sources and the right side presents
their uses.

The statement is an important tool for financial analysis for the management, bankers and
investors who are interested in knowing the changes in the financial position of the firm. Itis a
supplement to the financial statements. Banks insist on this statement as and when loan application
is submitted for financial assistance.

Now, Funds Flow Statement is a mandatory requirement of reporting in India for
limited companies.

Funds Flow Statement is called by various names such as:

(i) Statement of Sources and Uses of Funds
(i) Where got, where gone Statement
(i) Statement of Inflow and Outflow of Funds
(iv) Funds Received and Funds Disbursed Statement
(v) Statement of Sources and Applications of Funds

As observed rightly, the key word is ‘Funds'.

Importance and Objectives of Funds Flow Statement: This statement is widely used
by the financial institutions, banks, credit rating agencies and management. By preparing the
statement, the management can know well, in advance, about the adequacy or otherwise of
working capital position for proper planning.

1. Analysis of Financial Position and Profits: Balance sheet is a static statement about the
financial position, on a particular date. It shows the net effect of various transactions on
the operational and financia position of a concern. It does not explain the causes for the
change in assets and liabilities, between two different dates.

The fund’s flow statement explains its effect on the liquidity position of the
organisation. At times, even after the firm is profitable, still, it experiences
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difficulty in meeting normal payments. Firm does not understand reasons
for such a situation. Sources and Application of Funds gives the answers
for these questions.

2. Throws light on perplex questions. Questions of general interest but answers not
available, elsawhere, are found from this statement such as:
(i) Why firm is not able to declare higher dividend, despite increase in profits?
(i) Where the proceeds of shares and debentures have gone?
(iii) In what manner, the sale proceeds of fixed assets have been used?
(iv) What are the sources of repayment of long-term debts?

(v) How the increase in working capital requirement was financed and how further
requirements would be met?

3. Information of Profit from operations and non-operations. Profit and Loss Account

shows the summary or net effect of operating and non-operating expenses, in the form of

net profit. In other words, operating and non-operating profit is not calculated and shown

separately.

Firm may be in net profit, due to non-operation profit, even after offsetting
the operating losses. This alarming picture is not known from the profit and
loss account for timely action. Funds Flow Statement shows the operating
and non-operating profit, separately, that helps timely managerial action.

4. Management of Working Capital: Statement of changes in working capital reveals to
management the ways in which working capital was obtained and used in the past. Projections
are always prepared by the management to achieve future plans.

A projected statement of working capital may reveal the need of large amount
of working capital. In case, the firm is not able to meet the future working
capital needs from internal resources, it can plan, in advance, to procure to
meet its needs.

5. Helpsin Borrowing Decision: Nowadays, banks and other financial institutions insist on
the submission of Funds Flow Statement, along with loan application. This helps the bank to
assess the working capital needs of the firm.

Based on this statement, banks consider whether to sanction working capital
limits or not and if so to what extent, the limit is to be sanctioned. This
statement also facilitates the long-term institutions to appreciate the means
of the firm for repaying the installment on long-term debt. This is a necessary
statement both for commercial banks and long-term institutions, while
assessing the borrowing needs of the firm.

6. Knowledge of Sources and Uses. Sources in the Funds Flow Statement provide
knowledge in respect of the various ways, funds have been raised. In a similar manner,
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information in respect of Applications or uses gives knowledge about the different waysin
which the funds of the firm have been used. Firm may be able to plan future course of
action with the information.

Other Information: Funds Flow Statement provides that information that is not precisely,
available in the financial statements. If the firm purchases building and sells the same in the
same accounting year for loss, the transaction does not appear in the Balance Sheet hence
it would not be known. For this reason, Funds Flow Statement is always needed as a
supplementary statement.

10.5 UTILITY OF FUNDS FLOW STATEMENT TO DIFFERENT PARTIES

The versatile utility of Funds Flow Statement to different parties can be summarised as follows:

1.

Management: The historical Funds Flow Statement (Statements of the earlier years)
provides the information how the funds were made available and their use in the past. They
provide the means to understand why the targets of the earlier years were not achieved.
That would be useful information to avoid recurrence, in future. Funds Flow Statements can
be prepared for future too. Planning can be more effective with their help.

Funds Flow Statements provide the necessary hints to the management,
whether it is necessary for them to review and recast their plans, in a more
realistic way, in case the future inflows are not adequate to meet the
anticipated outflows.

Financial Institutions: Commercial banks require them to assess the working capital needs
of the firm. Term-lending institutions want to satisfy the repayment capacity of the firm.
Funds Flow Statement provides the information how the firm used the funds, earlier. Instances
of diversion of sanctioned working capital for acquisition of fixed assets, contrary to the
terms of sanction, would be known. The lenders would know firm’s style of functioning.

Instances are abundant, where working capital limits, sanctioned by banks,
are used for purchase of luxurious cars and personal use. Funds Flow
Statements show these types of diversion of funds.

The borrowings may be secured by the assets, but the financial institutions want to satisfy

with the financial integrity of the borrower too. Financial institutions would know the ways
the funds were used, earlier, and future ways of use to judge their repaying ability.

3.

Debenture holders: Debenture holders too are long-term creditors of the firm. Their stake
is similar to financial institutions. They would get back their money after severa years,
dependant on the maturity period of the debentures. Funds Flow Statement shows the
position of availability of funds, when the debentures fall due for repayment. To
continue to hold the debentures till such time or not, Funds Flow Statement is useful for
them to take a suitable decision.
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Trade Creditors: They are the suppliers of goods and services and look for short-term
liquidity for payment. Liquidity of the firm and operating profits assure the repayment
schedule. Statement of Working Capital Position indicates how far the firm is liquid
to meet the promised payment schedule to review their credit policy.
Shareholders: Shareholders are, basically, interested about the financial position of the firm
and their future investment plans that generate operating profits. This holds well to the existing
as well as potential shareholders. Future investment plans and the operating profits
that are likely to generate would be known from the Funds Flow Statement.

10.6 SOURCES OF FUNDS

The
1.

following are the sources through which funds come into the business of the firm.

Funds from operations: Profits from business is the main source of funds. Profit does
not mean the amount that is shown in the profit and loss account. When profit and loss
account is prepared, several operating and non-operating expenses are debited. Similarly,
operating and non-operating incomes are also credited.

Non-operating item is one, which is not connected with the conduct of the
business. Examples are loss on sale of assets, preliminary expenses written
off and rent from building, not connected to the business.

Adjustment is necessary to arrive at the correct profit from business operations. To arrive

at operating income, non-operating expenses are to be added and non-operating income is to be
deducted from the amount of profit shown in profit and loss account.

4.

Profit from operations is the source as funds are received into the business.

Sale of Fixed Assets: If any fixed asset such as land, building, plant and machinery is

sold, the total sale proceeds are a source. Sale of fixed assets increases the working capital.

However, if one non-current asset (Fixed asset) is exchanged for another non-current asset,

it does not constitute inflow/outflow of funds, as there is no change in working capital.

Issue of Shares and Debentures: When shares and debentures are issued to be public

and cash is received, the amount of cash received is a source. The important point is, if

cash is received then only it is a source. In the following instances, it is not to be treated

as source:

(A) Issue of shares and debentures for consideration, other than current assets.

(B) Conversion of debentures and loans into shares.

(C) Issue of bonus shares or making partly paid shares as fully paid shares out of the
accumulated profits.

The reason is simple. Such above instances do not increase the working capital.

Increase in Long-term Loans: Long-term loans from financial institutions and banks are

a source as they increase the availability of funds.
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5. Decrease in Working Capital: If the working capital at the end of the period is decreased,
compared to the amount at the beginning of the period, it is a source. This can happen due
to reduction of current assets or increase of current liabilities. If stock Rs. 60,000 is reduced
to Rs.40,000, working capital is decreased by Rs. 20,000 and the decrease is a source.
Similarly, creditors may increase from Rs. 10,000 to Rs. 15,000 and the effect is reduction
of working capital by Rs. 5,000. Decrease of working capital is a source of funds.

6. Non-Trading Receipts. Non-trading receipts like dividend and rent are also credited to
profit and loss account. These items are deducted from the net profit to arrive at profit
from business operations. So, these items are to be shown, separately, in the Funds Flow
Statement, as they are also sources of funds, not included in the funds from operations.

10.7 IS DEPRECIATION A SOURCE OF FUNDS?

Depreciation means decrease in the value of an asset due to wear and tear, passage of time,
obsolescence, exhaustion and accident. It is a part of capital cost of fixed asset, spread over
the life of the asset. Depreciation is taken as an operating expense, while arriving at true profits
of a business. Depreciation is, ssimply, a book entry to arrive at book profits. Depreciation is a
non-cash item.

It is a myth, depreciation is a source. People misunderstand depreciation
as a source as it is added to net profits to calculate funds from operations.
Funds (Working capital or cash) are provided by revenues, but not by
depreciation. Depreciation does not affect current assets or current liabilities.
Preliminary expenses and goodwill written off are also added to net profits
as these transactions do not result in any outflow of cash with them. The
same treatment is extended to depreciation, while adding back to net profits
to arrive at funds from operations.

Depreciation is neither a direct source nor application of funds. To quality to be a source,
depreciation should increase quantum of working capital. This is not happening. As
depreciation is not decreasing working capital, it is aso not an application of funds.

Another dimension, depreciation does not generate funds, but it saves funds. For example, if
the firm takes the assets on hire, it has to pay rent for them. Payment of rent is avoided by
owning assets, which would have resulted in the outflow of funds. So, ownership of assets has
only saved funds, but not generated any new funds.

Depreciation is not a direct source of funds. Then, is it an indirect source of funds?
The answer is both YES and NO. When it is an indirect source? If so, to what extent?
These are the questions to be answered. Depreciation can be taken as an indirect source
of funds, in alimited sense. It depends upon circumstances. If the firm isin profits, depreciation
acts as a tax shield in helping the firm for reducing tax liability. Income tax permits depreciation
as an admissible expenditure to the extent it is provided as per its rules. As a result, taxable
profits are reduced and tax liability is reduced. So, to that extent, depreciation is a source.
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Depreciation is a source to the extent tax liability is reduced. Due to
depreciation, profits available for distribution of dividend gets reduced. But,
more funds would be available to the business for expansion. In these
circumstances, depreciation is a source. But, when the firm is in loss,
question of tax payment does not rise. In those circumstances, depreciation
is not a source.

It can be said, with certainty, that depreciation is not a source of funds, directly. So,
depreciation is only an indirect source to a limited extent, under certain circumstances.

Depreciation is an expense to be taken into account to arrive at accounting
profit, but this has no relevance for calculation of funds from operations.
For this reason, depreciation is added back to net profit to calculate funds
from operations.

The above point can be understood with a smple example:

Casel (Rs.) Case Il (Rs.)
Income before depreciation 80,000 80,000
Depreciation provided (A) 20,000
Taxable income 80,000 60,000
Income Tax Rate, say 50% 40,000 30,000
Net income after tax (B) 40,000 30,000
Net flow of funds after tax (A+B) 40,000 50,000

In case of |1, funds from operations are Rs. 50,000, while they are only Rs. 40,000 in case
of I. In case of Il, depreciation is a source to the extent of Rs. 10,000 and these funds are,
additionally, available to the firm for future expansion.

| Sources of Funds |

(A S (S A

Issue of Long Term Sales of Funds From Other non-
Shares Borrowings Fixed Assets Operations trading receipts
Application of Funds
I I I I
Redemption of Purchase of Repayment of Loss from Payment of
Debentures and Fixed Assets Long-term Operations Tax, Dividend
Prefence Shares Borrowings etc.

Sources and Application of Funds
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10.8 APPLICATION OR USES OF FUNDS

1.

Loss from Operations. Result from trading operations may be loss in a year. Such loss
of funds in trading amounts to an application or outflow of funds. Working capital would be
the first casualty, if the firm sustains loss.

Redemption of Preference Share Capital: If preference shares are redeemed during a
year, redemption decreases the funds and so it is an application. Where redemption happens
at premium or discount, the net amount (including premium or after deducting discount) is
the use. However, if preference shares are redeemed in exchange of some type of shares
or debentures, it does not constitute outflow of funds as no fund is involved in the transaction.

Repayment of loans or redemption of debentures: Similar to redemption of preference
shares, repayment of loan and redemption of debentures are also uses.

Purchase of Fixed or non-current Asset: Purchase of fixed assets such as machinery
or building results in application of funds. However, purchase of fixed assets in consideration
of issue of shares, debentures or loans is not use as no funds are involved.

Payment of Dividend and Tax: Payment of dividend (including interim dividend) and tax
are applications. The important point is their actual payment, and then only they become
uses. Mere declaration of dividend and provision of tax are not uses.

Any other non-trading payments: Any other non-trading payments are also uses as they
involve outgo of funds. Examples are loss of cash or theft in business.

10.9 PROCEDURE FOR KNOWING WHETHER A TRANSACTION FINDS A PLACE

IN FUNDS FLOW STATEMENT

Make out the journal entry and find out the accounts involved.

Decide whether the accounts concerned are current (concerned with current assets and
current liabilities) or non-current (concerned with non-current assets and non-current liabilities).

If both the accounts involved are current i.e. either current assets or current liabilities, it
does not result in the flow of funds.

If both the accounts are non-current, i.e. either permanent assets or permanent liabilities,
the transaction still does not result in the flow of funds.

If one of the accounts is concerned with current and the other is non-current, the transaction
results in flow of funds.

For the transaction to appear in Funds Flow Statement, it is necessary only
one of the accounts in a transaction should be concerned with current assets
or current liabilities. If both the accounts are current or non-current assets /
liabilities, the transaction does not appear in Funds Flow Statement.



262 Accounting for Managers
There is attraction between a male and female. In the normal course, there
is no attraction between the specie of the same sex. In a similar manner, in
a transaction, if both the accounts belong to the same category -current
assets or liabilities - there is no funds flow. To appear in a Funds Flow
Statement, one of the accounts only should belong to current assets /
Current Liabilities.
Examples
Transaction Journal Entry Category Category Result- Flow
of Debit of Credit of Funds or
Account Account not-Reason
1. Cash Cash Alc ...Dr Current Current NO, Both the
collected from To Sundry Debtors accounts are
debtors current assets.
Cash increases
with similar
decrease in
debtors.
2. Goods Purchases ...Dr Current Current NO, Both the
purchased for To Cash/Creditors accounts are
cash or credit A current assets.
(o}
Working capital
remains same.
3. Purchase of Machinery A/c ...Dr Non- Non- NO, Both the
machinery, in To Land Alc Current Current accounts are
exchange of non-current
land assets.
Does not affect
working capital.
4. Transfer to Profit & Loss A/c ...Dr Non- Non- NO.
General To General Reserves Current Current Does not affect
Reserves working capital.
5. Issue of Cash Alc .. Dr Current Non- YES. One is
Debentures for To Debentures Current current asset
cash and another is
non-current
liability.
Cash inflow
increases
working capital.
6. Redemption Debentures A/c ...Dr Non- Current YES. One is
of Debentures To Cash Current non-current
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~ liabilityand |
another is
current asset.

Cash outflow
decreases
working capital.

7. Purchase of Trade Investment A/c.. Dr Non- Current Yes. One is

Trade To Cash Current non-current

Investment asset and
another is

current asset.
Cash outflow

decreases

working capital.
8. Writing off Profit and Loss Account...Dr. | Non- Non- No. Both are
fictitious assets, To Goodwill Account Current Current non-current.
say goodwill Does not

change

working capital.

[lustration No. 1
State with reasons whether there is fund flow from that following transactions —
(@) Purchase of machine for cash Rs. 20,000.

(b) Sale of building Rs. 32,000. The original cost was Rs. 40,000 and accumulated
depreciation was Rs. 24,000.

(c) 1,000 shares of Rs. 10 each issued at 11 per share;
(d) Goodwill written off out of profit Rs. 5,000;
(e) Rs. 6,000 declared as divided on equity shares and paid.
(B.U. M.B.A. 2007)

Solution:
Transaction | Journal Entry Category | Category Result- Flow of
of Debit of Credit Funds or not-
Account | Account Reason
(a) Purchase | Machinery A/c ..Dr 20,000 Non- Yes. Oneis
of machinery current non-current
for cash asset and the
To Cash 20,000 Current other is current
asset.
Decreases
working capital
7777777777777777777777777777777 by Rs. 20,000. _|
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| (b)Sale  |Cash..Dr. 32000 ¢ Current | | Yes. Oneis |
prcheds of To Building 32,000 Non- current asset
bwlt_jlng, at Current and the other is
profit non-current
asset.
Increases
working capital
by Rs. 32,000.
(c) Issue of Cash ....... Dr 11,000 Current Yes. One is
shares, at To Share Capital 10,000 Non- current and the
premium current other accounts
are non-current.
Share Premium 1,000 Non- Increases
current working capital
by Rs. 11,000
(d) Goodwill Profit and Loss A/c. Dr 5,000 | Non - No. Both the
written from current accounts are
profit non-current.
Non- Does not
To Goodwill 5,000 current change working
capital.
(e) Dividend Profit and Loss A/c .Dr. 6,000 | Non - Yes. One
declared from current account is non-
profits on current and the
equity share other is current.
capital Current Decreases
To Cash 6,000 working capital
by Rs. 6,000.

Impact of Opening Stock / Closing Stock on Funds: Opening stock appears on the debit
side of the Profit and Loss Account. Opening stock reduces profit, so it is an application. Closing
stock appears on the credit side of the profit and loss account and also appears on the assets
side of the balance sheet. Profit is a source. Due to closing stock, profit increases. So, closing
stock is a source. More so, working capital increases, due to its inclusion in the current assets.
This is aso another argument why closing stock is a source.

10.10 PREPARATION OF FUNDS FLOW STATEMENT

To prepare Funds Flow Statement, two statements are required to be prepared. They are
Statement of Changes in Working Capital and Statement of Funds from Operations. All the
information may not be readily available, always. Hidden information has to be found out. The
entire process of preparation of Funds Flow Statement can be summarised, as under:
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(A) Statement of Changes in Working Capital
(B) Caculation of Funds from Operations
(C) Finding out hidden information, if required
(D) Preparation of Funds Flow Statement

(A) Statement of Changes in Working Capital

Working capital is the excess of current assets over current liabilities. Every current asset at the

end of the year is to be compared with the amount at the beginning of the year to calculate the

increase or decrease of working capital. Increase or decrease of working capital is to be recorded

in the relevant column. The same procedure is to be repeated in respect of al current liabilities.
All other information is not relevant for preparation of Statement of Changes in Working Capital.
Working capital = Current Assets — Current Liabilities

Increase in Current Asset - Increase in Working Capital
Decrease in Current Asset - Decrease in Working Capital
Increase in Current Liability - Decrease in Working Capital

Decrease in Current Liability ‘ Increase in Working Capital

Effect on working capital

Illustration No. 2

Prepare a Statement of Changes in Working Capital from the following Balance Sheets of THEER
& LTD. Bhopal.

31 March, 2006 31* March, 2005
Assets

Goodwill 20,000 15,000
Bank 70,000 60,000
Debtors 40,000 45,000
Bills Receivable 10,000 8,000
Closing Stock 20,000 22,000
Long-term Investments 5,000 3,000
Building 25,000 15,000
Preliminary Expenses 4,000 6,000

1,94,000 1,74,000

Liabilities
Trade Creditors 55,000 60,000
| BilsPayable [ 8000 25,000
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| Loans (Payable during2007- [ 40000 ]
Rs. 25,000)
Equity Share Capital 50,000 80,000
Profit & Loss Account 19,000 9,000
1,94,000 1,74,000
Solution:
Statement of Changes in Working Capital
Particulars 2005 2006 Effect on Working Capital
Increase Decrease
Rs. Rs.
Current Assets:
Bank 60,000 70,000 10,000
Debtors 45,000 40,000 5,000
Bills Receivable 8,000 10,000 2,000
Closing Stock 22,000 20,000 2,000
1,35,000 1,40,000
Current Liabilities:
Trade Creditors 60,000 55,000 5,000
Bills Payable 25,000 30,000 5,000
*Loans ( Payable | = - 25,000 25,000
during 2007)
85,000 1,10,000
Working Capital (CA- 50,000 30,000
CL)
Decrease in Working 20,000 20,000
Capital
50,000 50,000 37,000 37,000

* Note: Out of the total Loan amount Rs. 40,000, only Rs.25,000 is repayable during the year 2007. Only Rs.
25,000 is current liability, as it becomes payable within one year and so working capital is affected to that

extent only.

(B) Calculation of Funds from Operations

The net profit seen in the Profit and Loss Account need not necessarily be the funds from
operations. Certain adjustments are to be made to get Funds from Operations. Follow the steps

as under:

1. Take the net profit figure in Profit and Loss Account as the BASE.
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2. Depreciation: Add back depreciation to the net profit, debited in the Profit and Loss Account,
as it does not involve outflow of funds. Depreciation is an expense to be taken into account
to arrive at accounting profit, but this has no relevance for calculation of funds from
operations.

3. Intangible Assets written off: Add back expenses like preliminary expenses, discount on
issue of shares and debentures, goodwill written off. These are intangible assets written off
to arrive at profit, but does not involve outflow of funds.

4. Incomes not related to Operations or Business: These are the incomes that are not
related to operations but included in Profit and Loss Account to arrive at net profit. These
incomes — profit on sale of assets, income from investments and rent from buildings, not
connected to business — are to be deducted from net profits.

5. Non-operating Expenses. Similarly, non-operating expenses like loss on sale of assets,
loss due to theft debited to Profit and Loss Account are to be added back to net profit to
arrive at Funds from Operations.

The intention of the exercise is to find out funds from operations. Instead of net profit, net
loss may appear in Profit and Loss Account. Simply, follow a reverse procedure to arrive at
funds from operations, in case lossisin Profit and Loss Account. This easy procedure is suggested
for students who experience difficulty in appreciating the implication.

Income Statement or Profit and Loss Account is not given: If Income Statement or
Profit and Loss Account is not given, information on net profit or loss may be, indirectly, given.
Increase in General Reserve and Profit and Loss Accounts, balances appearing between opening
and closing balance sheets, have to be taken as net profit for the period. Suitable adjustments
are to be made for the dividend paid and issue of bonus shares, capitalising profits. Funds from
operations can be calculated by preparing Profit and Loss Adjustment Account.

Funds Flow Statement can be prepared in two types:

1. Report Form
2. T Form or Account Form or Self-Balancing Type.
[llustration No. 3

From the following information, extracted from the Balance Sheets of Theer & Tarkh Ltd.,
calculate Funds from Operations:

As on 31° March,2005 As on 31° March,2006
(Rs.) (Rs.)
Share Capital 80,000 1,00,000
General Reserve 30,000 35,000
Profit and Loss Account 40,000 1,00,000
Depreciation Fund 15,000 18,000
Goodwill 15,000 10,000
Preliminary Expenses 3,000 2,000
Patents 10,000 8,000
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Bonus shares have been issued for Rs.20,000 during 2005-06, capitalising profits from Profit
and Loss Account. It is observed in the Profit and Loss Account that an income from sale of
machinery Rs.6,000 has been received.

Solution:
Rs.
Profit and Loss Account (as on 31% March, 2006) — closing Balance 1,00,000
+ Increase in share capital (Bonus issue)
Transferring from Profit and Loss A/c 20,000
+ Transfer to General Reserve 5,000
+ Provision for Depreciation 3,000
+ Goodwill written off 5,000
+ Preliminary Expenses written off 1,000
+ Patents written off 2,000
— Income from sale of machinery 6,000
1,30,000
— Balance in Profit and Loss Account — opening balance 40,000
(As on 31% March, 2005)
Funds from Operations 90,000
The funds from operations can be found out in an aternative way by
preparing Profit and Loss Adjustment Account.
Dr. Adjusted Profit and Loss Account Cr.
Particulars Amount Particulars Amount
To Transferto  Capital 20,000 | By Balance b/d 40,000
Account (Bonus issue)
By Income from sale of 6,000
machinery
To Transfer to General 5,000
Reserve By Funds from Operations 90,000
To Depreciation Fund
(Provision for Depreciation) 3,000
To Goodwill written off 5,000
To Preliminary Expenses 1,000

written off
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To Patents Written off 2,000
To Balance c/d 1,00,000
1,36,000 1,36,000

(C) Finding out hidden information
While preparing the Funds Flow Statement, one has to analyse the Balance Sheets given. At
the end of balance sheets, certain information may be given as notes that give clues for the
hidden information. The hidden information may relate to provision and payment of tax, purchase/
sale of assets and issue/ redemption of shares and debentures.
1. Provision for Taxation: There are two ways of dealing with provision for Taxation.

(i) Asacurrent liability

(i) Asan appropriation of profit

(i) Asacurrent liability: Provision for tax may be treated as current liability as tax,

generaly, is an immediate obligation of the firm to pay to the Government.

It is preferable to treat ‘Provision of tax’ as current liability as such treatment
is simple as nothing, further, is to be done. This approach is recommended
for students, if the problem does not stipulate any specific treatment.

When it is treated as current liability, provision for taxation will appear in the Schedule of
Changes in Working Capital, like other current liabilities. No further treatment is needed in respect
of payment of tax and provision of tax made during the year. There is no need to prepare provision
for taxation account. The simple rules are as under:

(i) In this case, payment of tax shall not be shown as an application of funds.
(i) Provision for tax made during the year is not to be added back to the profits to arrive
at funds from operations.

The simple rule is to treat provision for tax as current liability and forget further treatment
about this matter.

(i) Asan appropriation of Profit: When provision for tax is treated as an appropriation
of profit, follow the treatment as under:
(A) Do not treat ‘ Provision for tax’ as current liability for working capital calculation.
In other words, do not include in ‘ Schedule of changes in Working Capital’.
(B) Show the payment of tax as Application in ‘Funds Flow Statement’.
(C) Add back ‘provision made for tax’ in the current year to the current year’s profit
to get the operating profit.
So, information for tax payment and provision made for tax in the current year is necessary.
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Illustration No. 4

The opening balance in the Provision for Taxation Account as on 1% January 2005 was Rs. 40,000
and the closing balance as on 31% December 2005 was Rs. 50,000. The taxes paid during the
year amounted to Rs. 35,000. Show the treatment of the item in the Funds Flow Statement:

(i) AsCurrent Liability
(i) As Appropriation of Profit
Solution:
(i) When provision for taxation is treated as Current liability

Provision for taxation is treated as current liability and is shown in the schedule of changes
in working capital. No further effect on the Funds Flow Statement:

Schedule of Changes in Working Capital
1-1-2005 31-12-2005 Increase in Decrease in
Rs. Rs. Working Working
Capital Capital
Rs. Rs.
Current Liabilities
Provision for Taxation 40,000 50,000 10,000

(i) As Appropriation of Profit:
1. Thisitem will not be shown in the Schedule of Changes in Working Capital.
2. Taxes paid during the year Rs. 35,000 is an Application of Funds and will appear on
the application side of Funds Flow Statement.
Funds Flow Statement
for the year ended 31-12-2005

Sources Rs. Application Rs.
Payment of Tax 35,000

3. Provision for taxation made during the year Rs. 45,000 is calculated as below. This
amount will be added back to net profit for finding Funds from Operations.

Calculation of Provision for Taxation made during the year

Opening balance of Provision for tax on 1-1-2005 40,000

Less : Tax paid during the year 35,000
~ 5,000

Closing balance of Provision on 31-12-2005 50,000

Provision made during the year 45,000
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or
Dr. Provision for Taxation A/c Cr.
To Cash (tax paid) 35,000 | By Balance b/d 40,000
To Balance c/d 50,000 | By Adjusted P/LA/c 45,000

(Provision made-
Balancing figure)

85,000 85,000

Note: It is suggested to students to adopt ‘ Prepare Account’ approach to find out the hidden information so
that double entry concept can be applied, conveniently. More so, account preparation leaves no confusion
about adding or subtracting the figures.

Proposed Dividend

Treatment of Proposed Dividend is similar to Provision for Taxation.
Proposed dividend can be treated as current liability or appropriation of profits.

(i) AsCurrent Liability: Dividend recommended for payment by Board of Directors is,
normally, approved for payment at Annual General Meeting. Till it is approved, it is
appropriation of profits and after approval, it is an obligation on the part of company to
make payment, so it is a current liability. Students are advised to treat the amount
of proposed dividend as current liability as the treatment is simple. Show the
amount as current liability in the Schedule of Changes in Working Capital. Information
in respect of provision and its payment are to be ignored. Provision should not be added
back to the net profits and payment should not be shown in application.

(i) Asnon-current Liability: As proposed dividend is an appropriation of profit, it is not
acurrent liability. Hence, the amount is not to be included in the Schedule of Changes
in Working Capital. The appropriation of dividend, made during the year, is to be added
back to net profits to calculate funds from operations. Actual dividend payment is to
be shown as application in Funds Flow Statement.

Treatment of Proposed Dividend is similar to provision for Taxation.

Interim Dividend: The expression ’'Interim dividend’ denotes dividend paid to shareholders
of the company during the financial year, before the finalisation of accounts. Thisis the dividend
paid or declared between two Annual General Meetings. Interim dividend should be added back
to the figure of net profits (or debited to Profit and Loss Adjustment Account) to arrive at Funds
from Operations. However, if the closing balance in the profit and loss account is given after
payment of interim dividend, this adjustment is not required. To ascertain whether the closing
balance in the Profit and Loss Account is after or before payment of interim dividend, it is
desirable to prepare the Profit and Loss Account and incorporate the adjustments to find out the
picture. Interim dividend is to be shown as an Application of funds.
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Illustration No. 5

From the following Balance Sheets as on 31% March, 2005 and 31% March, 2006, prepare a
Schedule of Changes in the Working Capital and Funds Flow Statement taking:

(i) the provision for tax and proposed dividend as current liabilities and
(i) the provision for tax and proposed dividend as non-current liabilities.
BALANCE SHEET

Liabilities 31-12-2005 31-12-2006 Assets 31-12-2005 31-12-2006
Rs. Rs. Rs. Rs.
Share Capital 1,00,000 1,50,000 | Fixed Assets 1,00,000 1,55,000
Profit and 4,000 6,000 | Current 13,000 14,500
Loss Account Assets
Provision for 2,000 3,000
tax
Proposed 1,000 1,500
Dividends
Sundry 4,000 6,000
Creditors
Outstanding 2,000 3,000
expenses
1,13,000 1,69,500 1,13,000 1,69,500
Additiond information:
1. Tax paid during 2006 Rs.2,500
2. Dividends paid during 2006 Rs.1,000

Solution:

(i) When provision for tax and proposed dividends are taken as current liabilities.

Schedule of Changes in Working Capital

Effect on Working capital

Particulars

31-12-2005

31-12-2006

Increase(+)
Rs.

Decrease(-)
Rs.

Current Assets

13,000

14,500

1,500

Current
Liabilities
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| Sundry creditors | 400 6000 | 2000]
Qutstanding 2,000 3,000 1,000
expenses
Provision for tax 2,000 3,000 1,000
Proposed 1,000 1,500 500
Dividends
Total Current 9,000 13,500
Liabilities
Net Working 4,000 1,000
Capital (CA- CL)
Decrease in 3,000 3,000
Working Capital
4,000 4,000 4,500 4,500
Funds Flow Statement
for the year ended 31-12-2006
Sources Rs. Application Rs.
Increase in share capital 50,000 | Purchase of Fixed 55,000
Assets
Funds from operations 2,000
Decrease in Working 3,000
Capital
55,000 55,000
(i) When provision for tax and proposed dividends are taken as non-current
liabilities:
Schedule of Changes in Working Capital
Effect on Working capital
Particulars 31-12-2005 31-12-2006 Increase(+) Decrease(-)
Rs. Rs.
Current Assets 13,000 14,500 1,500
Current
Liabilities
Sundry creditors 4,000 6,000 2,000
Outstanding 2,000 3,000 1,000
expenses
Total Current 6,000 9,000
 Liabilitles | | |
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Net Working 7,000 5,500
Capital (CA- CL)
Decrease in 1,500 1,500
Working Capital
7,000 7,000 3,000 3,000
Provision for Tax
Dr. Cr.
To Cash (Tax Paid) 2,500 | By Balance b/d 2,000
To Balance c/d 3,000 | By P & L Adjustment 3,500
A/c (Balancing figure)
5,500 5,500
Profit and Loss Adjustment Account
Dr. Cr.
To Provision for Tax 3,500 | By Balance b/d 4,000
To Proposed 1,500 | By Funds from 7,000
Dividend Operations
(Balancing figure)
To Balance b/d 6,000
11,000 11,000
Proposed Dividend Account
Dr. Cr.
To Cash 1,000 | By Balance b/d 1,000
To Balance c/d 1,500 | By Profit and Loss 1,500
Adjustment Alc
2,500
2,500
Funds Flow Statement
for the year ended 31-12-2006
Sources Rs. Application Rs.
Increase in share capital 50,000 | Purchase of Fixed 55,000
Assets
Funds from operations 7,000 | Tax Paid 2,500
Decrease in Working 1,500 | Dividend Paid 1,000
Capital
58,500 58,500
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[llustration No. 6
The comparative Balance Sheets Kalyan & Kishore Ltd are indicated in a condensed form as

under:

Liabilities 31-3-06 31-3-05 Assets 31-3-06 31-3-05
Rs. Rs. Rs. Rs.
Share Capital 4,00000 3,60,000 | Fixed Assets 5,20,000 4,80,000
General 60,000 1,10,000 | Less: 1,40,000 1,08,000
Reserve Depreciation
Profit & Loss 53,450 20,450 3,80,000 3,72,000
Account
Sundry 1,75,350 1,838,650 | Investments 50,000 1,00,000
Creditors
Proposed 15,000 28,800 | Debtors 1,67,800 1,18,300
Dividend
Provision for 32,000 | = --mee- Stock 90,500 55,600
Tax
Bank 47,500 49,800
Balance
Prelimipary | - 7,200
Expenses
7,35,800 7,02,900 7,35,800 7,02,900

Additional information:

1. The net profit for the year 2005-06 (after providing depreciation Rs. 40,000, writing
off preliminary expenses of Rs. 7,200 and making provision for tax Rs.32,000) amounted
to Rs.58,000.

2. The company sold during the year, an old machinery costing Rs. 9,000 for Rs. 3,000.
The accumulated depreciation on the said machinery was Rs. 8,000.

3. A portion of company’s investments became worthless and was written off to General
Reserve during the year. The cost of such investment was Rs. 50,000.

4. During the year, the company paid an interim dividend of Rs. 10,000 and the directors
have recommended final dividend of Rs. 15,000 for the current year.

Treat proposed dividend as non-current ligbility and prepare the Schedule of Change in Working
Capital and the Funds Flow Statement.
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Solution:

Schedule of Change in Working Capital

Particulars As on As on Increase in Decrease
31-3-2005 31-3-2006 Working in Working
Capital Capital
Current Assets
Debtors 1,18,300 1,67,800 49,500
Stock 55,600 90,500 34,900
Bank Balance 49,800 47,500 2,300
Total Current Assets 2,23,700 3,05,800
Current Liabilities
Creditors 1,83,650 1,75,350 8,300
Total Current Liabilities 1,83,650 1,75,350
Working Capital (CA-CL) 40,050 1,30,450
Net Increase in Working 90,400 90,400
Capital
1,30,450 1,30,450 92,700 92,700
Dr. Fixed Assets Account Cr.
To opening Balance 4,80,000 | By Sale of Old 9,000
b/d Machinery Account
To Cash- Purchase 49,000 | By Closing Balance 5,20,000
of Assets (Balancing c/d
figure)
5,29,000 5,29,000
Dr. Sale of Old Machinery Account Cr.
To Fixed Assets 9,000 | By Cash (Sale 3,000
Account Amount)
To Profit on sale of 2,000 | By Depreciation 8,000
Machinery Account
11,000 11,000
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Dr. Depreciation Account Cr.

To Old Machinery 8,000 | By Opening Balance 1,08,000
Account b/d
To Closing Balance 1,40,000 | By Depreciation for 40,000
c/d the year

1,48,000 1,48,000

Dr. Profit and Loss Adjustment Account Cr.
To Proposed 15,000 | By Opening Balance 20,450
Dividend (2006)
To Interim Dividend 10,000 | By Net Profit for the 58,000
paid year
To Closing Balance 53,450
78,450 78,450
Funds from Operations

Net Profit for the year 1998 58,000
Add:
Depreciation 40,000
Preliminary Expenses written 7,200
off
Provision for Tax 32,000 1,37,200
Less :

Profit on Sale of Machinery 2,000
Funds from Operations 1,35,200
Source & Application of Funds

Sources Rs. Application Rs.
Sale of old Machinery 3,000 | Purchase of Assets 49,000
Funds from 1,35,200 | Payment of
Operations Dividends:
Issue of Share 40,000 | Interim Dividend 10,000
Capital
Final Dividend 28,800
Increase in Working 90,400
Capital
1,78,200 1,78,200
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Note:

1 Profit and Loss Adjustment Account has been prepared to show that interim dividend and proposed
dividend for the year 2006 have been appropriated.

2 The balance in the profit and loss account at the end of 2006 is after payment of interim dividend and
provision for proposed dividend for the year 2006. To confirm that the closing balance in the Profit and
Loss Account is after payment of interim dividend, Profit and Loss Adjustment Account is prepared
and the adjustments have been incorporated.

[llustration No. 7
The following information has been taken from the Balance Sheet of Tarkh & Company, Indore.
31st March, 2005 31st March, 2006

Rs. Rs.
Machinery 1,00,000 2,70,000
Accumulated Depreciation 45,000 60,000
Profit and Loss Account 15,000 40,000

The following additional information is also available:
(i) A machine costing Rs. 15,000 was purchased during the year by issue of equity shares.

(i) On January 1% 2005, a machine costing Rs. 25,000 (with an accumulated depreciation
of Rs. 10,000) was sold for Rs. 22,000.

Find out sources/application of funds.

Solution:
Dr. Machinery Account Cr.
Rs. Rs.
To Balance b/d 1,00,000 | By Sale of machinery 25,000
To Share Capital 15,000 | Alc
To Cash- Purchase 1,80,000 | By balance c/d 2,70,000
of machinery
(Balancing figure)
2,95,000 2,95,000
Dr. Accumulated Depreciation Alc Cr.
Rs. Rs.
To Sale of Machinery 10,000 By Balance b/d 45,000
Alc By Adjusted P/L A/c 25,000**
To Balance c/d 60,000 (Balancing figure)
70,000 70,000
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Dr. Sale of Machinery Account Cr.
To Machinery 25,000 | By Depreciation 10,000
Account By Cash (sale of 22,000
To Profit and Loss 7 000 | Machinery)
Adjustment Account ’
32,000 32,000
Dr. Adjusted Profit and Loss Account Cr.
Rs. Rs.
To Accumulated 25,000** | By Balance b/d 15,000
Depreciation A/c By sale of Machinery
To Balance c/d 40,000 A/c (Profit on sale) 7,000
By Funds from
Operations 43.000
65,000 65,000

** represents deprecation provided during the year

1. Purchase of Machinery for Rs.15,000 by issue of equity shares is neither a source nor
an application of funds.

2. Sale of Machinery Rs. 22,000 is a source of funds.

3. Funds from Operations Rs. 43,000 are a source of funds.

4. Purchase of machinery by cash Rs. 1,80,000 is an Application of funds.
IHlustration No. 8
The following relevant information has been extracted from the following Balance Sheets:

As on As on
31° December, 2005 31° December, 2006
Rs. Rs.
Equity Share Capital 6,00,000 10,00,000
Preference Share Capital 3,00,000 4,50,000

Additional Information:
1. Equity shares were issued during the year for purchase of Building for Rs. 2,50,000.
2. 9% Preference Share Capital value Rs. 1,75,000 was redeemed during the year.
Prepare necessary accounts to find out Source/Application of Funds.
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Solution:
Dr. Equity Share Capital Account Cr.
Rs. Rs.
To Balance c/d 10,00,000 | By Balance b/d 6,00,000
By Building A/c 2,50,000
By Cash (Issue of 1,50,000
shares-Balancing
figure)
10,00,000 10,00,000
Dr. 9% Preference Share Capital Account Cr.
Rs. Rs.
To Cash 1,75,000 | By Balance b/d 3,00,000
(Redemption of
shares)
To Balance c/d 4,50,000 | By Cash (Issue of 3,25,000
shares-Balancing
figure)
6,25,000 6,25,000

1. Issue of Equity Shares against purchase of Building Rs. 2,50,000 is neither a source nor
application of funds. Issue of shares for Rs. 1,50,000 is a source.

2. Redemption of Preference Shares Rs. 1,75,000 is an application of funds.

3. Issue of Preference Shares Rs. 3,25,000 is a source of funds.

Issue of Shares, other than cash: If shares are issued for cash, proceeds from issue of
shares are a source. If shares are issued for acquiring non-current assets like fixed assets, the
transaction is totally ignored, as the transaction does not appear, anywhere, in Sources and
Application of Funds. However, the typical question comes when shares are issued for acquiring
current assets as well as non-current assets, how the transaction is to be presented? Total value
of the amount of shares issued is to be shown as a source. The current assets acquired increase
working capital and the increased working capital is shown as application of funds. The non-
current assets acquired too are to be shown as application.

The following problem explains the method of presentation.

Illustration No. 9

Prepare Statement Showing Changes in Working Capital and Source & Application of Funds

from the following information:

March,2005

March,2006

Creditors
Bills payable

1,40,000

1,30,000
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' Bankoverdrat | 80000 -]
Income Tax provision 75,000 65,000
Reserves 80,000 80,000
P & L Account 84,000 28,000
Share capital 5,00,000 6,00,000

9,69,000 9,33,000
Cash in hand 50,000 70,000
Cash at bank 1,00,000 1,20,000
Debtors 1,65,000 1,00,000
Prepaid expenses 4,000 3,000
Stock 1,50,000 1,00,000
Fixed assets 5,00,000 4,80,000
Goodwill 60,000

9,69,000 9,33,000

The following information was obtained:

(i)
(if)

In 2006, a dividend of Rs. 84,000 was paid.
Assets of another firm were purchased at Rs. 1,00,000, payable in 10,000 shares of

Rs. 10 each. The assets included stock Rs. 10,000; fixed assets Rs. 30,000; and goodwill

Rs. 60,000.
(i)
(iv)

Income tax paid in 2006 was Rs. 10,000.
Net profit in 2006 was Rs. 28,000.

Solution:
Statement Showing Changes In Working Capital
As on As on Increase in Decrease in
31.3.05 31.3.06 Working Working
Capital Capital
Current Assets:
Stock 1,50,000 1,00,000 50,000
Debtors 1,65,000 1,00,000 65,000
Cash in hand 50,000 70,000 20,000
Cash at bank 1,00,000 1,20,000 20,000
Prepaid expenses 4,000 3,000 1,000
77777777 4,69,000 393000, | |
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| Current Liabilites | | [ | ]
Creditors 1,40,000 1,30,000 10,000
Bills payable 40,000 30,000 10,000
Bills overdraft 50,000 -- 50,000
Income-tax provision 75,000 65,000 10,000
3,05,000 2,25,000
Working capital 1,64,000 1,68,000
Increase in working
Capital 4,000 4,000
1,68,000 1,68,000 1,20,000 1,20,000
Dr. Fixed Assets Account Cr.
To Opening Balance 5,00,000 By Depreciation 50,000
(Balancing figure)
To Additions 30,000 By Balance c/d 4,80,000
5,30,000 5,30,000
Dr. Income Tax Provision Account Cr.
To cash 10,000 | By Balance b/d 75,000
To Balance c/d 65,000
75,000 75,000
Funds from Operations (Rs.)
Net Profits 28,000
Add : Depreciation 50,000
Funds from Operations 78,000
Statement of Sources and Application of Funds
Sources Rs. Application Rs.
Funds from Operations 78,000 Increase in Fixed Assets 30,000
Issue of Shares 1,00,000* Goodwill 60,000
Cash Dividends 84,000
Increase in working capital 4,000
1,78,000 1,78,000
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Note: Balance in Profit and Loss Account at the end of 31% March, 2005 is Rs. 84,000. The amount is totally
paid as dividend, hence shown as Application. There is no balance left out for the previous year’s profit.
Net Profit for the year 2006 is Rs. 28,000 , which is the balance in the Profit and Loss Account at the end of
March, 2006.

*This represents the total value of shares acquired in consideration of stock Rs. 10,000 included the current
assets shown in Schedule of Changes in Working Capital and non-current assets acquired shown as application.

Tip to Students: When shares are issued for acquiring current and non-current assets, the
whole transaction has to be taken.

Treatment of Investments

Investments. Treatment of investments depends on the nature of investments purchased. i.e.
current assets or fixed assets. They can be temporary investments or permanent investments.

Temporary Investments:. When a firm has temporary excess funds, it is normal to purchase
temporary investments. They are to be treated as current assets. They find a place in Schedule
of Changes in Working Capital and they are to be treated like any other current assets. Just like
any other current assets, they do not appear in Funds Flow Statement. Dividend received on
such investments is treated like business income. Loss/profit on sale of such investments
is like any other business loss/profit and is to be shown in Profit and Loss Account. If the amount
is credited to Profit and Loss Account, it does not appear in Profit and Loss Adjustment account,
again, as no adjustment is needed.

Long-term or non-current, Trade Investments: They are to be treated like fixed assets
or non-current assets. As they are not current assets, they should not appear in the Schedule of
Changes in Working Capital. If investments are purchased on the basis of ‘cum-dividend’, pre-
acquisition dividend as and when received, subsequently, is to be credited to Trade Investment
Account. Reason is the price of investments, paid, includes the amount of dividend, to be received
later. Here, dividend has been declared and the due date for receipt of dividend has not yet
lapsed. Investments are to appear at cost. For this reason, dividend declared but not received is
to be credited to the Investment Account. Investment Account has to be prepared to find out
investments purchased or sold and profit/loss on sale/purchase of investment, if any.

Purchase of investment is to be treated as Application and sale as a source of funds. Dividend
received on these investments is not normal business income and is not to be credited
to Profit and Loss Account. This dividend amount is to be deduced from net profit to arrive
at funds from operations. In case dividend is credited, the amount should be credited to Profit
and Loss Adjustment Account to arrive at funds from operations.

The following problem explains the treatment of trade investments (fixed asset or non-current
asset).
[llustration No. 10
From the following balance sheets of Beta Limited, make out
(i) Statement of changes in Working capital and
(i) Funds Flow Statement:
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BALANCE SHEETS

Liabilities 2001 2002 Assets 2001 2002

(Rs.) (Rs.) (Rs.) (Rs.)
Equity Share 3,00,000 4,00,000 | Goodwill 1,00,000 80,000
Capital
8% Redeemable 1,50,000 1,00,000 | Land&Building 2,00,000 1,70,000
Preference Share
Capital
Capital Reserve - 20,000 | Plant 80,000 2,00,000
General Reserve 40,000 50,000 | Investments 20,000 30,000
Profit & Loss 30,000 48,000 | Sundry Debtors 1,40,000 1,70,000
Account
Proposed Dividend 42,000 50,000 | Stock 77,000 1,09,000
Sundry Creditors 25,000 47,000 | Bills 20,000 30,000

Receivable

Bills Payable 20,000 16,000 | Cash in hand 15,000 10,000
Liabilities for 30,000 36,000 | Cash at Bank 10,000 8,000
Expenses
Provision for 40,000 50,000 | Preliminary 15,000 10,000
Taxation Expenses

6,77,000 8,17,000 6,77,000 8,17,000

Notes:

1 A piece of land has been sold out in the year 2002 and profits on sales have been carried to capital
Reserve.

2. A machine has been sold for Rs.10,000. The written down value of the machine was Rs.12,000.
Depreciation of Rs.10,000 is charged on plant account in the year 2002.

3 Theinvestments are trade investments. Rs. 3,000 by way of dividend is received including Rs.1,000
from pre-acquisition of profit, which had been credited to investments account.

4. Aninterim dividend of Rs.20,000 has been paid in the year 2002.
(M.B.A. -B.U., Bhopal 2003)
Statement of changes in Working capital

Particulars 2001 2002 Increase in Decrease in
Working Working
Capital Capital

Current Assets
Sundry Debtors 1,40,000 1,70,000 30,000
Stock 77,000 1,09,000 32,000
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 Bills Receivable | 20000 30000 10000 ]
Cash in hand 15,000 10,000 5,000
Cash at Bank 10,000 8,000 2,000

2,62,000 3,27,000
Current
Liabilities
Sundry Creditors 25,000 47,000 22,000
Bills Payable 20,000 16,000
Liabilities for 30,000 36,000 6,000
Expenses
Provision for 40,000 50,000 10,000
Taxation
1,15,000 1,49,000
Working Capital 1,47,000 1,78,000 76,000 45,000
Increase in 31,000 31,000
Working
Capital
1,78,000 1,78,000 76,000 76,000
Dr. Trade Investments Account Cr.
To Opening Balance 20,000 | By Dividend received 1,000
b/d (credited to this
account)
To Purchase of 11,000 | By Closing Balance 30,000
Investments c/d
(Balancing figure) 31,000 31,000
Dr. Plant Account Cr.
To Balance b/d 80,000 | By Depreciation 10,000
By Cash (Sale of 10,000
machine)
To Machinery 1,42,000 | By Loss on sale of 2,000
Purchased Machine
(Balancing)
By Balance c/d 2,00,000
2,22,000 2,22,000
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Dr. Proposed Dividend Account Cr.
To Cash (Payment of 42,000 | By Balance b/d 42,000
dividend)
To Balance c/d 50,000 | By Profit and Loss 50,000
Account
92,000 92,000
Dr. Adjusted Profit and Loss Account Cr.
To General Reserve 10,000 | By Balance 30,000
To Depreciation 10,000 | By Dividend on Trade 2,000
Investments
To Interim dividend 20,000 | By Funds from 1,33,000
Operations
To Loss on sale of 2,000
machine
To Preliminary 5,000
expenses written off
To Proposed 50,000
Dividend Account
To Goodwill Written 20,000
off
To Balance 48,000
Sources and Application of Funds
Sources Rs. Applications Rs.
Sale of Land 50,000 | Increase in Working 31,000
Capital
Funds from 1,33,000 | Payment of Dividend 42,000
Operations
Sale of machine 10,000 | Interim dividend paid 20,000
Dividend on Trade 3,000 | Redemption of 8% 50,000
Investments Redeemable
Preference Shares
Issue of Equity 1,00,000 | Purchase of 1,42,000
Shares Machinery
Purchase of Trade 11,000
Investments
2,96,000 2,96,000
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Note:

1 Dividend received on Trade Investments is Rs.3,000. Out of Rs.3,000, only Rs.1,000 has been credited
to Trade Investments Account. The balance amount Rs.2,000 has been credited to Profit and Loss
Account. This is the interpretation of the problem. Many think Rs. 3,000 totally has been credited to
Trade Investments Account. But, this is not so. Many a time, students loose full marks, as answer
would be different for incorrect interpretation.

2 The second part is reasoning for crediting part of dividend to Trade Investments Account. When trade
investment is purchased on the basis of ‘cum dividend’, pre-acquisition dividend, subsequently received,
is to be credited to Investment Account, as investment should appear at cost only.

3. Dividend received on investments (Fixed assets, non-current assets) is not operating income and so it
is to be shown in Profit and Loss Adjustment account for calculating funds from operations. In other
words, dividend is not part of normal business income.

4.  Proposed Dividend has not been treated as current liability. It has been treated as appropriation of
profit for better presentation. Interim dividend has been shown in application as the amount has been
paid during the year. Another alternative way is to show proposed dividend as current liability. In that
event, both proposed and interim dividends are not to be shown as application.

Revaluation of Fixed Assets

Sometimes fixed assets are revalued and profit or loss on such revalued assets is transferred to
Profit and Loss Account. Such change in the value of fixed assets is neither inflow nor outflow
of funds.

At times, the profit on revaluation of the fixed asset may be credited to Capital Reserve
Account. There is no inflow or outflow of funds as both the accounts are non-current. So, the
transaction does not appear in Source and Application of Funds.

The following illustration explains the presentation.

[lustration No. 11
In the following Balance Sheet, a part of machinery costing Rs.20,000 has been revalued at
Rs.30,000 and transferred to Profit and Loss Account. Show the necessary accounts.

Liabilities 2005 2006 Assets 2005 2006
Machinery 1,50,000 2,50,000
Solution:
Profit and Loss Adjustment Account
Dr. Cr.
By Machinery 10,000

Account (Profit on
Revaluation of
Machinery)
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Machinery Account

To Balance b/d 1,50,000

To Profit and Loss 10,000
Adjustment Account
(Profit on Revaluation

of Machinery)
To cash- Purchase of 90,000 | By Balance c/d 2,50,000
machinery (Balancing
figure)
2,50,000 2,50,000
Funds Flow Statement
Sources Applications
Purchase of 90,000
Machinery

Redemption of Debentures by issue of Shares: If debentures are redeemed by cash,
redemption of debentures is to be shown as application of funds. Instead of redeeming by cash,
shares may be issued for redemption of debentures. As both the items are non-current, neither
issue of shares nor redemption of debentures appears in Source and Application of Funds.
Illustration No.12

You are given the Balance Sheets of Sandhya & Co. as at the end of 2005 and 2006 as under:

Liabilities 2005 2006 Assets 2005 2006
Rs. Rs. Rs. Rs.
Equity Share Capital 2,00,000 2,50,000 Building 2,00,000 2,00,000
Share Premium 5,000 Plant at cost 1,04,000 1,00,000
General Reserve 50,000 60,000 Furniture at 7,000 9,000
cost
Profit & Loss Account 10,000 17,000 Investments 60,000 80,000
at cost
8% Debentures 70,000 50,000 Debtors 30,000 70,000
Provision for depreciation 50,000 56,000 Stock 60,000 65,000
on plant
Provision for depreciation 5,000 6,000 Cash 30,000 45,000
on furniture
Provision for taxation 20,000 30,000
Sundry Creditors 86,000 95,000
4,91,000 5,69,000 4,91,000 5,69,000
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Equity shares were issued, at par, for redemption of debentures. A dividend of 10% on share
capital, at the end of the year, was paid.

A plant purchased for Rs. 4,000 (Depreciation Rs. 2,000) was sold for cash for Rs. 800
during the year. An item of furniture was purchased for Rs. 2,000. These were the only
transactions concerning fixed assets during 2006.

Treat Provision for Tax as non-current liability.
Prepare Schedule of Changes in Working Capital and Funds Flow Statement.
Solution:
SCHEDULE OF CHANGES IN WORKING CAPITAL

Increase Decrease
2005 2006 (+) -)
Current Assets : Rs. Rs. Rs.
Debtors 30,000 70,000 40,000
Stock 60,000 65,000 5,000
Cash 30,000 45,000 15,000
1,20,000 1,80,000
Current Liabilities :
Sundry Creditors 86,000 95,000 9,000
86,000 95,000
Working capital 34,000 85,000
Increase in Working Capital 51,000 51,000
85,000 85,000 60,000 60,000
FUNDS FLOW STATEMENT
Sources of Funds Rs. Applications of Rs.
Funds
Share Capital 35,000 | Purchase of Furniture 2,000
(including premium)
Sale of Plant 800 | Dividend paid 25,000
Funds from 82,200 | Investments 20,000
Operations Purchased
Tax paid 20,000
Increase in Working 51,000
Capital
1,18,000 1,18,000

The increase in Working capital in Schedule of Changes in Working Capital is confirmed
with the increase in working capital in Funds Flow Statement.
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Note: Shares for Rs. 20,000 were issued at par for redemption of debentures. This transaction does not find
a place in Funds Flow Statement and Schedule of Changes in Working Capital as both the items are non-
current.

Working:
ADJUSTED PROFIT & LOSS ACCOUNT
To Dividend paid Rs. 25,000 | By Balance b/d Rs. 10,000
To Provision for taxation 30,000 | By Funds from operations
To Transfer to General Reserve 10,000 (Balancing figure) 82,200
To Plant (Depreciation) 8,000
To Furniture (Depreciation) 1,000
To Loss on Sale of Plant 1,200
To Balance c/d 17,000
92,200 92,200
Dr. PLANT ACCOUNT Cr.
To Balance b/d Rs. 1,04,000 | By Bank Rs. 800
By P &L (loss on sale of plant) 1,200
By Provision for Depreciation 2,000
(on plant sold)
By Balance c/d 1,00,000
_1,04,000 _1,04,000
Dr. FURNITURE ACCOUNT Cr.
To Balance b/d Rs. 7,000 | By Balance c/d Rs. 9,000
To Cash (balancing figure) 2,000
9,000 9,000
Dr. PROVISION FOR DEPRECIATION ON FURNITURE Cr.
To Balance b/d Rs. 6,000 | By Balance c/d Rs. 5,000
ByP &L Alc 1,000
(depreciation charged for
the year balancing figure)
_6,000 6,000
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Dr. PROVISION FOR DEPRECIATION ON PLANT Cr.
To Plant Account Rs. 2,000 | By Balance c/d Rs. 50,000
(Depreciation on plant sold)
To Balance c/d 56,000 | By P & L A/c 8,000
(depreciation charged for
the year balancing figure)
58,000 58,000

10.11 FUNDS FLOW STATEMENT, INCOME STATEMENT AND BALANCE SHEET

Funds flow statement is not a substitute of an income statement i.e. a profit and loss account
and a balance sheet. Their purposes are different. Funds flow statement is not competitive but
complementary to these financial statements.

Differences Between Funds Flow Statement and Income Statement

Base Funds Flow Statement Income Statement

1. Purpose Shows the means the funds Find out profit or loss of the
were obtained and ways organisation.
these funds were used.

2. Scope Includes both capital and Only revenue items are
revenue items. considered.

3. Knowledge Provides information on Depicts the items of
working capital and changes | expenses and income to
in financial position. arrive at profit or loss in

business.
4. Format No Prescribed format Prescribed format exists for

companies like insurance
companies, banking
companies and electricity
companies.

5. Compulsory

A Voluntary statement in case
of sole proprietor and
partnership firms.

Compulsory to prepare even
in the case of proprietor and
partnership firms for
submission before tax
authorities. Compulsory in
case of limited companies
under Companies Act.

6. Period

Prepared for short intervals.

Prepared yearly and
sometimes half-yearly.

7. Preparation

Complementary to Income
Statement. Income statement
helps the preparation of
Funds Flow Statement.

Income Statement is not
prepared from Funds Flow
Statement.
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Differences Between Funds Flow Statement and Balance Sheet
Base Funds Flow Statement Balance Sheet
1. Nature It is a statement of changes in | It is a statement of financial
financial position and hence position on a particular date
dynamic in nature. and hence static in nature.
2. Aim Prepared to verify whether To ascertain and verify the

working capital is managed
effectively or not.

value of assets and liabilities
on a particular date.

3. Publication

Not required to be published.

In the case of limited
companies, Balance Sheet is
published and required to be
circulated among the
shareholders.

4. Compulsory

A Voluntary statement in case
of proprietorship and
partnership firms.

Compulsory in case of limited
companies under Companies
Act.

5. Period

Prepared occasionally.

Prepared at the end of the
accounting period.

6. Preparation

Usually, Schedule of
Changes in Working Capital
is prepared before preparing
Funds Flow Statement.

No Schedule of Changes in
Working Capital is prepared.
Rather Profit and Loss
Account is prepared before
the preparation of Balance
Sheet

10.12 LIMITATIONS OF FUNDS FLOW STATEMENT

Funds Flow Statement is an important tool for analysis and serves several useful purposes.
However, its limitations cannot be ignored and they are:

1. Itisnot an origina statement. It is only a rearrangement of data taken from the financial

statements (Profit and Loss Account and Balance Sheet).

2. It is based on the financial statements and so the limitations of financial statement are

equally applicable to them.

3. It is essentialy historic in nature and projected statement cannot be prepared with much

accuracy.

4. Funds Flow Statement is not a substitute for basic financial statements like profit and loss
account and balance sheet. At best, it can be a supplementary statement to explain the

changes in working capital.

Despite the above limitations, Funds Flow Statement serves the basic purpose of explaining
the causes for changes in the financial position of the firm between two periods.
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Descriptive Questions:
1.

2.
3.
4

Explain the need, meaning, importance and objectives of Funds Flow Statement? (10.1 and 10.4)
Describe the significance of Funds Flow Statement to the different users? (10.5)
Describe the need and limitations of Funds Flow Statement? (10.1 and 10.12)

What are the different Sources and Applications in a Funds Flow Statement? (10.2, 10.6
and 10.8)

“Depreciation can be taken as a source of funds in a limited sense”. lllustrate with a suitable
example? (10.7)

“Depreciation is an indirect source of funds under certain circumstances — Explain? (10.7)

Depreciation is a source to the extent of reduction of tax liability — Explain with a suitable
example? (10.7)

Explain briefly the procedure and steps to be followed for preparing Funds Flow Statement?
(10.1 and 10.10)

Differentiate between :
(@ Funds Flow Statement and Income Statement (10.11)
(b) Funds Flow Statement and Balance Sheet (10.11)

Check Your Understanding

(A) State whether the following statements are True or False

1

1.
2.
3.

0.

The term ‘fund’ in a fund flow statement refers to working capital.

Loss on sale of machine should be added to net profit for calculating funds from operations.
Statement of change in financial position can be either funds flow statement or cash flow
statement.

Income statements need not be prepared but funds flow statements are required to be
compulsorily prepared.

Basic financial statements (Profit and Loss account and Balance sheet) fail to show the
movement and causes of changes in assets and liabilities during the year.

Statement of change in financial position identifies changes in assets, liabilities and the
shareholders’ funds over a given period.

Funds flow statement points out the sources from which additional funds have been received
during the year and the uses to which funds have been applied.

In funds flow statement, if both the affected accounts relate to working capital only they
appear.

As per existing legal requirement, in case of a limited company, it is not required to publish
statement of changes in financial position along with other financial statements.

Flow of funds takes place from transactions, when one account is current and the other is
non-current.
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11. A funds flow statement shows diversion of working capital for purchase of fixed assets.

Answers
1. True 2. True 3.True 4. False 5. True 6. True 7. True 8. False 9. False 10. True. 11. True

(B) Pickup the correct answer

1. Stock at the end results in the
(@ Application of fund. (b) Source of funds.
() No flow of funds.

2.  Sale of investments indicate
(@ Source of funds. (b) Application of funds.
() None of the above.

3. Tax paid is
(@ Application of funds. (b) Source of funds.
() No flow of funds.

4. Which of the following will result in flow of funds :

(@ Purchase of furniture on credit. (b) Writing of goodwill.

(c) Depreciation of assets. (d) Appreciation in Building.
5. Net profit earned plus non- operating expenses is equal to

(@ Funds provided by operations. (b) Use of funds.

(c) Sinking fund.
6. Depreciation is a source of funds
(@ Yes (b) No
() Both Yes and NO
7. An increase in the share premium account is
(@ An application of funds. (b) A source of funds.
(¢) No flow of funds.
8. Increase in a fixed asset due to issue of shares is

(@ Source of funds. (b) Use of funds
() None.
9. By preparing provision for taxation A/c, we can find out the missing figure of ...
(@ Taxes paid during the year. (b) Taxes provided during the year.
(c) Either of a. & b. above. (d) Neither of a. & b. above.
10. A company engaged in financial activities receives interest. Such interest is ...
(@ Operating income. (b) Non-operating income.

(c) Loss from operation. (d) Non-operational charge.
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11. . is not a current asset.
(a) Book debts. (b) Short-term investment.
() Long-term investment. (d) Stock.
12. . is not a current liability.
(@ Sundry Creditors. (b) Bank overdraft.
(c) Outstanding expenses. (d) Long-term loan
13. X Ltd has sales revenue of Rs.2,000. Depreciation for the period is Rs. 3,000. Other operating
expenses are Rs. 900. Net loss for the period is Rs.500.
What is the amount of funds generated from operations during the period by X Ltd?
(@ 2,500 (b) 1,500
() 3,500 (d) 1,400
Answer (B)

1 (b), 2 (@), 3 (a), 4 (a), 5 (@), 6 (c), 7 (b), 8 (c), 9 (c), 10 (a), 11 (c), 12 (d), 13 (a)

(C) Pick up the most appropriate answer:
1. If depreciation on furniture is in the additional information, it will be posted...

a. At the debit side of adjusted profit and loss Alc.
b. At the credit side of plant A/c.

c. Neither of a & b. above. d. At both a. & b. above

Current liabilities are equal to ...

a. Working capital + Current assets. b. Work-capital — Current assets.

c. Current assets — Working capital. d. Current assets + Working capital.
Inflow of funds does not take place due to ...

a. Funds from operation. b. Increase in capital.

c. Increase in working capital. d. Sale of fixed assets.

Increase in working capital is...

a. Source of funds. b. Application of funds.

c. Funds from operation. d. Loss from operation.

Vehicle sold for credit for a vehicle dealer results in...

a. Increases working capital b. Decreases working capital
c. Does not change working capital

Cash realisation from debtors increases working capital

a. Yes b. No

c. None of the above answers

Answers (C)
1. (d) . 2. (c). 3. (c). 4. (b) 5. (c) 6. (b)
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(D) Fill in blanks:

1.

© N o A~ WD

Any gain on sale of non-current assets should be ... from the net profit for determining funds
from operations.

Difference between Current Assets and Current Liabilities is known as ...
Funds flow refers to changes in ...

Depreciation is sometimes treated as ... funds.

Goods purchased on credit ... in flow of funds.

Increase in working capital is ... of funds.

Vehicle sold on credit is ... of funds.

Furniture sold for cash ... funds flow.

Answers (D)

1. Deducted. 2. Working Capital. 3. Working capital. 4. A source. 5. Does not result. 6. An
application. 7. A source. 8. Increases

Interview Questions

Q.1.

Ans.

Q.2.

Ans.

When we have financial statements of Profit and Loss Account and Balance Sheet, what
is the need of Funds Flow Statement, separately?

Financial statements like Profit and Loss Account and Balance Sheet are static statements.
Profit and Loss Account shows the financial results in a consolidated manner during a
specific period, combining results of operating performance as well as non-operating
performance. Firm may be in loss and the true picture may be concealed with the profits
of non-operating activities.

Balance Sheet shows the statement of assets and liabilities on a fixed date. It shows the
financial position at the end of a specified period, but does not explain the causes for the
changes during the period.

Funds Flow Statements show the operating results from operations, non-operations,
separately. How the funds have been raised and equally the ways they are deployed is
explained in the funds flow statement.

Funds Flow Statement shows the sources and uses of funds. It also explains the causes
and diversion of funds from short-term sources to long-term uses and vice versa. Reason
for failure and success of business can be better understood with this statement. Funds
Flow Statement gives a comprehensive picture, which the normal financial statements do
not provide. So, there is a separate need for the funds flow statement.

What is the purpose of ‘Schedule of changes in working capital'?

In the context of ‘Source and Application of Funds Statement’, the term ‘Funds’ mean
‘working capital’. This statement ‘Schedule of changes in working capital’ shows the increase
or decrease of working capital during a specified period. Further, this statement provides
information for the causes or reasons for increase / decrease of working capital. From which
sources, this working capital is raised or to what purposes there has been diversion of
working capital are known from this statement.
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Q.3.

Ans.

Q.4.

Ans.

Q.5.

Ans.

Q.6.

Ans.

Q.7.

Ans.

Q.8.

Ans.

In other words, the story behind the change in the financial position between the beginning
and end of a period is known.

Who are the users of the Funds Flow Statement and for what purpose this statement is
used?

Funds Flow Statement is widely used by the financial institutions, banks and credit rating
agencies. By preparing the statement, the user can know well, in advance, about the
adequacy or otherwise of working capital position for proper planning.

What is a Non-operating profit and give an example?

Non-operating profit is that amount of profit, which is not connected with the regular business.
Examples are loss on sale of assets, dividend income on trade investments and rent from
building, not connected to the business.

What is depreciation? What is its impact on cash?

Depreciation is decrease in the value of an asset due to wear and tear, passage of time,
obsolescence, exhaustion and accident. It is a part of capital cost of fixed asset, spread
over the life of the asset. Depreciation is taken as an operating expense, while arriving at
true profits of a business. Depreciation is, simply, a book entry to arrive at book profits.
Depreciation is a non-cash item. Depreciation does not result in any outgo of cash.

Is Depreciation a direct source of funds?

No. Depreciation is not a direct source of funds. Depreciation is an indirect source of funds
to a limited extent. It depends upon circumstances. If the firm is in profits, depreciation
acts as a tax shield in helping the firm for reducing tax liability. Income tax act permits
depreciation as an admissible expenditure to the extent it is provided, as per its rules. As
a result, taxable profits and tax liability are reduced. So, to that extent, depreciation is a
source. In consequence, depreciation is a source to the extent tax liability is reduced. Due
to depreciation, profits available for distribution of dividend get reduced. So, more funds
would be available to the business for expansion. In these circumstances, depreciation is
a source. But, when the firm is in loss, question of tax payment does not rise. In those
circumstances, depreciation is not a source. It can be said, with certainty, that depreciation
is not a source of funds, directly. So, depreciation is only an indirect source to a limited
extent, under certain circumstances.

Explain the different meanings of the term “Funds™?

The term “Funds” has different meanings. Its popular meaning is ‘working capital’. Based
on this meaning, Funds Flow Statement is prepared. The second meaning — narrow meaning
- is ‘cash’. Based on this meaning, Cash Flow Statement is prepared. The third meaning,
broad in nature, is ‘Total Resources’. Based on this meaning, Statement of Total Financial
Resources is prepared.

What is meant by ‘Operating Profit'”? From which statement, you can find out this item?
Explain the importance of the relevant statement in the context of operating profit?

Operating profit refers to profit from business operations. This is the business profit, after
deducting all the expenses incurred for earning that profit. Operating profit does not include
other incomes, not connected with main business, and equally the expenses connected
to earn such other incomes.
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Q.0.

Ans.

Q.10.
Ans.
Q11.
Ans.

Q.12.

AnNs.

Operating profit can be found from the Statement of Sources and Application of Funds as
this item is shown separately. At times, the firm may be in net profit, even though the
business may be sustaining business losses, due to higher other incomes. Other incomes
may be neutralizing the business loss. Normal Profit and Loss Account shows only the
final profit or loss in a combined manner. It does not show that the business operations
are in loss. As the real picture is not known, corrective action may be delayed or not
known at all, till the business collapses. Only Statement of Sources and Application of
Funds throws the real picture about profit or loss from business operations and other
operations, separately. Statement of Sources and Application of Funds exposes what profit
and loss account may conceal.

In what manner can ‘Statement of Sources and Application of Funds’ be utilized by financial
institutions?

Normally, commercial banks sanction working capital limits. Before sanction, commercial
bank wants to assess the needs and requirements of the working capital limits of the
borrowers. After sanction, bank wants to ensure that there is no diversion of working capital
limit for other purposes. Borrowers may use the working capital limits for purchase of fixed
assets and withdraw funds for the personal use, against the terms of sanction. Banks
can utilize the statement to find out any diversion of working capital limit. Funds Flow
Statement is used to achieve the above objectives.

Term lending institutions want to satisfy, before sanction, that the projects, proposed to
be financed, would generate sufficient funds to service the debt. These institutions want
to ensure that the borrower would have sufficient funds to pay the installment and interest
amounts, during the proposed repayment period.

Sources and Application of Funds, the other name for the above statement, is highly used
by the financial institutions to monitor end use of funds and repayment of the loans
sanctioned.

What are Long-term sources?
Long-term sources are share capital, reserves, long term loans and debentures etc.
What are Short-term sources and when they are due for payment?

Short-term sources are creditors for goods and services, short-term working capital facilities,
provided by banks and outstanding expenses etc. Even employees, technically, provide
short duration credit as salaries are paid, after the end of the month. Basically, these short-
term funds are to be repaid in the normal course of business, as per payment terms,
normally, within a period of one year.

What is the golden rule in respect of long-term and short-term sources of funds? What is
the consequence of diversion of funds?

The golden rule is long-term funds are to be used for long term purposes and short term
purposes. These funds can be used for purchase of fixed assets and a part for meeting
working capital requirements. Long term sources are permanent or remain in the business
firm, relatively, for a very long period. So, there is no pressure on these funds for repayment
in a short period.
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Short term sources are to be used only for short term uses, but not for long term
applications. Short term sources, at times, are used for long term purposes, such as
purchase of fixed assets or luxurious vehicles, basically for those purposes, which are
not to be used. When a firm uses short term sources for long term uses, there would be
crunch of funds and experiences difficulty in meeting short term obligations. This situation
leads to liquidity crunch and may even lead to insolvency in serious situations.
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11.1 IMPORTANCE OF CASH

Cash is one of the most significant and important current assets of an organisation. Cash is needed
to make purchase of raw materials, payment of wages and meeting day-to-day expenses for
every type of activity, including entertainment expenditure. Development of business and faster
growth are dependent on adequate and timely availability of cash. In fact, what blood is to a
human body, cash is similar to any business enterprise.

Firm may be profitable, yet, may experience difficulty in arranging timely
payments. It may not have adequate liquid resources to make immediate
payments such as wages and salaries. It is due to poor management of cash.
Though profits are earned, reason for insufficiency of cash could be of two
types. Profits may not be realised in cash. Secondly, profits are diverted for
purchase of fixed assets. The classical example is shelling cash for a
premium car from profits, beyond means and without planning, later
searching cash for payment of daily wages.

Both adequacy and timely availability of cash are essential for the success of any
firm’s activities. Therefore, management of cash is of vital importance to any enterprise.

11.2 CASH FLOW STATEMENT

Meaning: Cash Flow Statement is a statement, which describes the inflows (sources) and
outflows (uses) of cash and cash equivalents during a specified period. It is a summary of cash
book. A cash Flow Statement explains the causes of changes in cash position of a
business enterprise, between two dates of balance sheets. Cash flow statement is a tool
that is available to the management to assess, monitor and control the liquidity available in the
enterprise.

According to AS-3 (Revised), an enterprise should prepare and enclose the Cash flow
statement for the same period for which the financial statements are prepared, in the prescribed
format, by the listed companies.

The following terms, in the context of cash flow statement, are explained hereunder:

Cash means physical cash on hand and demand deposits in bank. Balance in a current account
in bank comes under the category of demand deposits as the amount can be withdrawn on
demand, without any limit.

Cash equivalents are short term, highly liquid investments that can be converted into known
amounts of cash within a reasonable period, without subjecting to any significant risk. Short-
term deposits in a bank, Government securities and treasury bills qualify the category
of cash equivalents. They are meant for meeting short-term obligations and not for long-term
investment. They are to be converted into cash at short notice, without any significant risk at
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the time of conversion. Risk refers to financia risk, in particular, loss in value at the time of
conversion. So, equity shares of even reputed companies do not come into the category of cash
equivalents though they are listed on stock exchange and are convertible into ready cash, within
a short period say three or four days. The reason for non-inclusion is there is no certainty about
the amount of realisation as they are subject to fluctuations in price. Preference shares that are
subject to redemption, shortly, in a very good company fall into the category of cash equivalents
as the amount of realisation is predetermined and there is insignificant risk in respect of the
failure of the company.

Cash flows are both inflows and outflows of cash and cash equivalents. Flow
of cash is said to have taken place, when a transaction makes change in
available cash and equivalents, before and after happening of the transaction.
If cash and cash equivalents increase, on account of transaction, it is called
inflow of cash and if it decreases, it is said to be outflow of cash.

Conversion of cash into cash equivalents and vice versa does not constitute cash
flows because they are not part of operating, financing and investing activities. Cash
management includes the investment of cash into cash equivalents and vice versa

Definition: A Cash Flow Statement may be defined as “A financial statement that
summarises the cash receipts and payments and net changes resulting from operating,
financing and investing activities of an enterprise during a given period of time”.

11.3 NEED OF CASH FLOW STATEMENT

Basic financial statementsi. e. Profit and Loss Account and Balance Sheet provide the essentia
basic information about the financia activities of the business. But, their utility is limited for analysis
and planning purposes. To serve those needs, Funds Flow Statement is prepared to show the
causes for changes in assets and liabilities from one period of time to the end of another period.
The question arises when the Funds Flow Statement is prepared, what is the need to
prepare Cash Flow Statement, separately? Funds Flow Statement presents comprehensive
picture of different components of working capital. However, working capital concept does not
reveal the true picture of availability of cash. In the Funds Flow Statement, cash and inventories
are treated, alike. All the components of working capital are treated, alike, in respect of availability
from the viewpoint of time. However, this is not the correct picture as their time and quality of
realisation, in respect of time, is different from the viewpoint of cash. Debtors take less time for
converting into cash, while inventories take more time for realisation. Similarly, inventories may
consist of dead stock that has not been written off. Debtors may have bad debts that are not,
yet, removed. But, Funds Flow Statement does not recognise this basic difference in their nature.
An enterprise may have more slow paying debtors and non-moving stocks, with little cash or its
equivaents.
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Due to comfortable working capital position, Funds Flow Statement does
not throw the real picture about the inadequacy of cash. Only, when Cash
Flow Statement is prepared, the real situation about the adequacy of funds,
in the sense of cash, is known. From this angle, Cash Flow Statement is
superior compared to Funds Flow Statement.

Firms prepare Cash Flow statements for short periods for proper cash planning.

Legal Requirement: To underline the importance of the funds flow statement; The Institute
of Chartered Accountants of India had issued Accounting Standard-3 (AS-3) in 1981 that was
made applicable to every listed company. However, the accounting standard provided more
flexibility in implementation as the term “Funds’ was meant for cash or cash equivalents or working
capital. In other words, companies had been given the option to prepare Funds Flow
Statement or Cash Flow Statement along with the financial statement. So, many firms
had provided the Funds Flow Statement along with the financial statements, based on working
capital concept. This had served the useful purpose in understanding the changes in assets and
liabilities between two different dates.

However, this Accounting Standard had suffered the following limitations:

1. Flexibility: Many firms had prepared the statement on the basis of working capital, where
as others prepared it on cash basis, due to flexibility of the Accounting Standard. As
inventories and prepaid expenses were treated similar to cash, while preparing on
working capital basis, firm’s ability to pay short-term obligations, as and when they
fall due, could not be assessed.

2. No Standard Format: AS-3 did not provide the standard format. As such, firms had adopted
different methods for preparing the Funds Flow Statement. Lack of uniformity had made
the comparison difficult.

3. Lack of Adequate Disclosure: Even the firms that had prepared the Cash Flow Statement
had provided the information merely in respect of inflows and outflows. They did not disclose
information in respect of Operating, Financing and Investment activities, separately.

AS- 3 Revised: In view of the above limitations and recognising the importance of Cash
Flow Statement, in 1995, Securities and Exchange Board of India (SEBI) had amended clause
32 of the Listing Agreement requiring every listed company to give along with the balance sheet
and profit and loss account, a cash flow statement, in the prescribed format. The prescribed
format requires the listed company to provide the information in respect of cash flows in respect
of Operating, Financing and investing activities, separately. AS-3 (Revised) issued in 1995
supersedes the requirement of AS-3, issued in 1981.

Listed companies do not have the option of either preparing funds flow statement or cash
flow statement, now. So, now, every listed company has to provide the cash flow statement along
with the financial statements, in the prescribed format.

Applicability: AS-3 (Revised) applies to the following enterprises:

(i) If turnover of the enterprise exceeds more than Rs. 50 crores in a financial year, even
though it is not a listed company.
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(i) Listed companies — shares of those companies listed on Stock Exchange.

Cash flow statement of listed companies should be presented only under
the indirect method, as prescribed in AS-3.

11.4 OBJECTIVES OF CASH FLOW STATEMENT

1. Cash Management: Cash flow statement is a tool for short-term financial planning. By
preparing the statement, a firm can know how much cash can be generated by its operations.
It helps the firm to plan to arrange for additional cash requirements, in advance.

2. Casn Planning: It helps in planning repayment of loans, dividend policy, replacement
of fixed assets and capital budgeting decisions.

3. Answers to Difficult Questions: It explains the causes for financial difficulties. Even if
the firm is profitable, firm experiences difficulty for cash. The statement throws light on
the intricate questions like — What happened to the net profits. Where did the profits
go? Why more dividends could not be paid, despite increase in profits?

4. Discloses Reasons for success or failure: It is an important technique for evaluating
success or failure of cash planning. The actua cash flow is compared with the projected
cash flow. If the results are not as per expectation, reasons can be analysed and corrective
steps can be taken.

To appear in Cash Flow Statement, actual receipt or payment, in cash or cash equivalents,
is essential.

11.5 CLASSIFICATION OF CASH FLOWS

Cash flows as per Accounting Standard — 3 are classified into three categories. They are:

1. Cash Flows from Operating Activities: Operating activities are the revenue producing
activities of the enterprise and other activities that are not investing and financing activities.
Revenue producing activity is the key activity in the cash flows. They, generaly, result
from the transactions and other events that determine the net profit or loss of the organisation.

For example, for a pickle industry, the main operation is to buy fruits like mangoes, lemon
and apples, take out the pulp, mix the necessary ingredients and bottle them as different varieties
of pickles, with the help of human resources, plant and machinery etc. Therefore, the cash flows
incidental to purchase of fruits and ingredients, payment of wages to labour and salaries, packing
charges is operating outflows. Receipts from sale of pickles are to be regarded as operating
cash inflows.

2. Cash Flows from Investing Activities: Investing activities are the acquisition of long-
term assets and other investments that are not included in cash equivalent. In other words,
long term assets such as plant and machinery, land and building etc that are held by the
firm for long-term production, not meant for sale, fall in this category. Short-term securities,
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temporary excess funds, are cash equivalents and so are not to be included in this category.
However, trade investments that are intended for long term are to be included in this category.
Separate disclosure is necessary to know the amount spent in acquiring the resources-long
term assets such as plant and machinery and other fixed assets- intended to generate the
future income and cash flows.

3. Cash Flows from Financing Activities: Financing activities are activities that result in
changes in size and composition of owners capital (including preference share capital in
the case of company) and short-term and long-term debts of the firm.

Separate disclosure is important and necessary, as it is useful to predict the claims of the
providers of funds as well as anticipated repayments on the future cash flows.
Inflows and outflows of these activities are:

| Operating Activities |
[
Cash Inflows Cash Outflows
1. Cash Collections from debtors. 1. Cash payments for goods and services.
2. Cash Sales. 2. Cash payments to employees for wages
3. Refund of Income Tax. & others.
3. Cash payments to creditors & Bills payable.

4. Income Tax paid.
5. Other operating expenses.

[ Investing Activities |
[
Cash Inflows Cash Outflows

1. Cash sale of plant, equiptments 1. Cash purchase of plant, equipment and other

and other long-term assets. long-term assets. "
2. Cash sale of investments-shares, 2. Purchase of shares, det_)enturgs and secrities.

debentures and other securities. 3. Loans/ advances to thrid parties.
3. Repayment of loans/ advances by

third parties.
4. Intrest Received.
5. Dividend Receivd.

| Financing Activities|

Cash Inflows Cash Outflows

. Redemption of debentures.
. Interest Paid.
. Dividends Paid.

1. Cash Received from issue of 1. Payment of cash dividend.
shares/debentures. 2. Repayment of loans.
2. Receipt of short- term and long- 3. Reacquiring preference or equity shares.
term loans. 4
5
6

Classification of Cash Inflows and Cash Outflows
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11.6 PROCEDURE FOR PREPARING CASH FLOW STATEMENT

Cash Flow Statement is prepared from the following three sources:

1.

Balance Sheet at the opening and closing period: If we are preparing cash flow
statement for the financial year 2006, Balance Sheets for the years 2005 and 2006 are
required. These balance sheets provide the information in respect of assets, liabilities and
shareholders’ funds.

Profit and Loss Account of Current year: We need Profit and Loss Account or Income
Statement for the year 2006. This statement provides information in respect of operating,
financing and investment activities. Interest / dividend paid are covered in financing activity.
Interest/ Dividends received are instances of investing activity.

Additional Information: Both the above statements do not provide all the information
required. Additional information such as purchase and sale of assets, payment of taxes,
amount paid on redemption of debentures and funds raised in the form of shares, including
share premium etc are needed for preparing cash flow statement. This information may be
hidden, which is to be explored.

Cash flow means both inflow and outflow of cash.

11.7 STEPS INVOLVED IN PREPARING CASH FLOW STATEMENT

The following steps are involved in its preparation:
Step 1: Calculate the increase or decrease in cash and cash equivalents by making a comparison

of the opening and closing balance sheets.

Step 2: Calculate the net cash flow from operating activities by analysing the Profit and Loss

Account, Balance Sheet and other additional information. For this purpose, they are
two methods —Direct and Indirect Method. They are explained, subsequently.

Step 3: Calculate the net cash flow from investing activities.
Step 4: Calculate the net cash flow from financing activities.
Step 5: Prepare aformal cash flow statement indicating the cash flows from operating, investing

and financing activities.

Step 6: Make an aggregate of net cash flows from three activities and ensure that the total

net cash flow is equal to the net increase or decrease in cash and cash equivalents, as
caculated in Step 1.

Step 7: Report the non-cash transactions that did not involve cash and cash equivaents in a

separate schedule to the cash flow statement. Examples are redemption of debentures
in exchange of issue of shares and purchase of machinery against issue of share
capital etc.
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11.8 CALCULATION OF CASH FROM OPERATIONS

Cash flows generated from operating activities is an important indicator about the operating
capability of the enterprise to pay dividends, repay loans and make new investments, without
recourse to external sources of financing.

This determines whether the firm can continue in the long run or not.

Separate non-operation items: The net effect of various transactions in a business is
reflected in the form of net profit or net loss, shown in the Profit and Loss Account. A firm
may be in net profit, even though the results from operations may be negative, due to non-
operational gains. Similarly, firm may be in net loss, even though the firm has made operational
profits, due to non-operational losses. To know whether the firm is operationally profitable or
not, it is necessary to separate the non-operational expenses and income.

Replace Accrual System with Cash System: Net profit is not, normally, equal to net flow
(difference of inflow and outflow). It is so because certain non-cash and non-operating items
are charged to profit and loss account. While preparing profit and loss account, accrual system
of accounting is followed as per the Generally Accepted Accounting Principles (GAAP). Whether
the sales are realised or not (credit sales), they are accounted for.

All revenues are taken into account, if they relate to the period whether they are actually
received or not. Similarly, all expenses are charged to the profit and loss account, if they relate
to the period, whether they are actually paid or not. Basic principle of accrual is followed both
for expenses and revenues.

To calculate net flow from operating activities, it is necessary to replace revenues and
expenses with actual receipts and payments, in cash.

Effect of Opening and Closing Stocks

The amount of opening stock is charged to Profit and Loss Account. It thus reduces net profit,
without reducing cash from operations. Similarly, closing stock increases the net profit, without
increasing cash from operations. When net profit is taken as the base to arrive at cash from
operations, they require adjustments.

The following illustration explains the concept, more clearly.
[lustration No. 1

Rs.
Opening stock 10,000
Purchases 25,000
Sales 30,000
Closing stock 15,000
Expenses (paid in cash) 3,000

Compute the net profit and cash from operations.



Cash Flow Statement

309
Solution:
The amount of net profit can be computed as follows:
Profit and Loss Account
Rs.
Opening stock 10,000 | Sales 30,000
Purchases 25,000 | Closing Stock 15,000
Expenses 3,000
Net Profit 7,000
45,000 45,000
The net profit for the year is Rs. 7,000. The cash from operations is computed as follows:
Net profit for the year 7,000
Add Opening stock 10,000
17,000
Less Closing stock 15,000
Cash from operations 2,000
Alternatively, cash from operations can be calculated as under:
Net Profit 7,000
Less Outflow of cash on account
of increase in stock -5,000
Cash from operations 2,000

11.9 METHODS OF PREPARING CASH FLOW STATEMENTS

There are two methods of preparing cash flow statement:

1. Traditional Method
2. Preparing under AS-3.

1. Traditional Method: The traditional method does not have any standard format. There is
no classification of inflow and outflow under operation, investment and finance activities,

separately.

Preparing under AS-3: The basic difference from traditional method is presentation

of cash flow statement. They are two methods of reporting cash flows from operating
activities, the Direct Method and Indirect method.
(A) Direct Method: Cash flows from operations include cash receipts from sale of goods
and services, cash payments to suppliers of goods and services, other cash payments
and receipts. Total cash receipts and payments are to be calculated. Only cash receipts
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and cash payments (known as cash flows) from operating activities are considered.
Examples are:

(i) Cash receipts from the sale of goods and rendering of services,
(i)  Cash receipts from royalties, fees, commission and other revenue;
(iii) Cash payments to suppliers of goods and services;

(iv) Cash receipts and payments relating to insurance, taxes, claims, annuities and
other benefits.

Under the direct method, actual receipt and payment in cash only are relevant.

Adjustments for depreciation, amortisation of preliminary expenses and intangible assets like
goodwill, discount on issue of shares and debentures are not required. Similarly, profit or loss on
sale of assets is not required because operating cash receipts and payments are directly reported
in the cash flow statement.

(B) Indirect Method: Under the indirect method, net profit is taken as base and is adjusted
instead of individual items appearing in the Profit and Loss Account to arrive at cash
from operations.

Net profit or loss is adjusted for the following:
1. Non-cash items such as depreciation, writing off goodwill and preliminary expenses etc.;
2. Changes during the period in inventories, operating receivables and payable and

3. All other items which affect cash included in financing and investing activities such as
loss/gain on sale of fixed assets and loss/gain on sale of investments etc.

It is reminded, again, cash flow statement of listed companies should be presented only under
the indirect method as prescribed in AS-3.

Traditional Method: There is no standard format for showing the method of calculation of
cash from operations (Traditional Method)

Calculation of Cash from Operations (Traditional Method)
Net Profit for the year -

Add: Non-cash Expenses:
Depreciation -
Goodwill written off -
Loss on Sale of fixed assets -
Discount on shares / Debentures written off -
Provision for taxation etc -
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Less: Non Cash Incomes
Profit on sale of Fixed Assets

Net profit, after adjustment of
Non Cash items

Changes in inventories, operating receivables and
payables

Add: Decrease in Current Assets
Increase in Current Liability

Less: Increase in Current Assets
Decrease in Current Liabilities

Cash from Operations

Calculation of changes in inventories, operating receivables and payables:
For example, decrease in debtors (current asset) indicates that cash has been collected, without

affecting net profits in any manner, hence added.

Increase in Creditors (current liability) occurs when credit purchases are made but not paid.
This has reduced net profits and so added to arrive at cash flows.

Increase in Debtors (current assets) occurs when credit sales are made, but not realised.
This has already increased profits. So, deduced to arrive at cash flows.

Decrease in creditors (current liability) occurs when cash is paid, without any effect on net

profits. So, deducted to arrive at cash flows.

Note: Students have to think what impact the transaction has created on net profits to decide—add or deduct

- to arrive at cash flows.

11.10 CALCULATION OF CASH FLOWS FROM OPERATING ACTIVITIES

1. Calculation of Cash collected from Customers (Sales made): Sales figure in Profit and
Loss Account /Income Statement includes cash sales and credit sales. We are to collect
total cash collected from customers. This figure can be arrived by adjusting credit sales
with the opening and closing balance of Debtors and Bills Receivable as follows:
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Calculation of Cash Collected from Customers

Debtors and Bills Receivable at the Beginning Xxx
of year
Add: Credit Sales XXX
Less: Debtors and Bills Receivable at the end XXX
of year
Cash Collected from total credit sales XXX

2. Casnh paid for Purchase of Inventory: The figure in the Profit and Loss Account/ Income
Statement shows the total purchases. Total purchases include both cash and credit purchases.
The credit purchases are to be adjusted with the opening and closing balance of creditors
and Bills Payable to arrive at the cash paid for purchase of inventory.

Calculation of Cash Paid to Creditors

Creditors and Bills Payable at the Beginning Xxx
of year

Add: Credit Purchases Xxx
Less: Creditors and Bills Payable at the end of Xxx
year

Cash paid to total credit purchases Xxx

3. Cash Payments for Expenses. Expenses in the Profit and Loss Account are charged on
the accrual basis. There are outstanding expenses or prepaid expenses. They are to be
adjusted to arrive on cash basis.

Cash Paid for Expenses-Adjustment of Prepaid Expenses

Expenses appearing in Profit and Loss Xxx
Account

Add: Prepaid Expenses in Closing Balance Xxx
Sheet

Less: Prepaid Expenses in Opening Balance Xxx
Sheet

Cash paid for Expenses Xxx

Cash Paid for Expenses-Adjustment of Outstanding Expenses

Expenses appearing in Profit and Loss Xxx
Account
Add: Outstanding Expenses in Opening Xxx

Balance Sheet

Less: Outstanding Expenses in Closing Xxx
Balance Sheet

Cash paid for Expenses Xxx
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Let us explain with the following two examples:

(A) Salary expense in Profit and Loss Account is Rs.30,000. Salary outstanding at the
beginning of the year is Rs.5,000 and salary outstanding at the close of the year is Rs.
3,000.

Here, cash paid for salary = Salary — Outstanding salary at the year end + Outstanding
salary at the beginning of the year.

= 30,000 —-3,000 + 5,000

= 32,000

(B) Insurance premium appearing in Profit and Loss Account is 10,000. Premium Prepaid
at the beginning of the year is Rs. 2,000 and premium prepaid at the end of the year
is Rs. 1,500.

Here, cash paid for insurance = Insurance premium — Prepaid premium at the beginning
+ Premium paid at the end.
= 10,000 - 2,000 + 1,500
= 9,500
After arriving at the answer, Students are advised to check the correctness calculating in a
reverse manner i.e. from cash to profit figure appearing in the Profit and Loss Account.

4. Non-Cash items: Certain non-cash expenses like depreciation, goodwill and preliminary
expenses written off appear in the Profit and Loss Account. They are charged to arrive at
true profits, though there is no outgo of cash. So, these items are to be added.

The following illustration explains the Traditional Method of calculating cash from operations:
Illustration No. 2

Following information is available from the books of Suresh Ltd. for the year-end 31-12-2005
and 31-12-2006.

31-12-2005 31-12-2006
Profit made during the year - 2,50,000
Income received in advance 500 400
Prepaid expenses 1,600 2,000
Debtors 80,000 20,000
Bills receivable 25,000 40,000
Creditors 45,000 65,000
Bills payable 13,000 5,000
Outstanding expenses 2,500 3,000
Accrued income 1,500 1,800

Calculate cash flow from operations for the year ending 31-12-2006.



314 Accounting for Managers

Solution:
Calculation of cash from operations for the year ending 31-12-2006
31-12-2006
Profit made during the year 2,50,000
Add:
Decrease in Debtors 60,000
Increase in creditors 20,000
Increase in outstanding expenses 500 +80,500
3,30,500
Less:
Decrease in income received in advance 100
Increase in prepaid expenses 400
Increase in bills receivable 15,000
Decrease in bills payable 8,000
Increase in accrued income 300 23,800
Cash from Operations 3,06,700

Tip to Students: Students often experience difficulty, while dealing with outstanding expenses,
income received in advance — liabilities, similar to creditors. Think that they are creditors; you
would understand whether to add or deduct. Similarly, think accrued income, prepaid expenses
as assets, smilar to debtors and treat in the problem for solving.

11.11 DIFFERENCES BETWEEN FUNDS FLOW STATEMENT AND CASH FLOW
STATEMENT

The term ‘funds’ has a variety of meanings. In a narrow sense, it means cash. When Statement
of Changes in Financial Position is prepared on cash basis, it is called Cash Flow Statement.
When Statement of Changes in Financial Position is prepared on working capital basis, it is called
Funds Flow Statement. Both the statements are similar in several respects, yet there are some
differences between the Funds Flow Statement and Cash Flow Statement. The differences are
as under:

Base of Difference Funds Flow Statement Cash Flow statement
1. Meaning It is a statement of changes in | It is a statement of changes in
the financial position of the financial position of
business due to inflow and business due to inflow and
. [|ouflowoffunds.  Joutflowofcash. |
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2. Basis of Concept

It is based on the wider
concept of funds i.e. working
capital.

It is based on the narrower
concept of funds i.e. cash.

3. Basis of accounting

It is based on accrual system
of accounting.

It is based on cash system of
accounting.

4. Concerned with

A funds flow statement is
concerned with changes in
working capital position,
between two balance sheet
dates.

A cash flow statement is
concerned with changes in
cash position between two
balance sheet dates.

5. Schedule of Changes in
Working Capital

Schedule of Changes in
Working Capital is prepared
to show the changes in
working capital.

No such statement is required
/prepared.

6. Purpose of Preparation

This statement reveals
sources and uses of funds.
The difference between
sources and uses indicate the
increase or decrease in
working capital.

All inflows and outflows are
classified in terms of
operating, investing and
financing activities. The net
difference represents the net
increase or decrease of cash
and cash equivalents.

7. Usefulness

It is useful for long-term
planning and financing.

It is more useful for short-
term analysis and cash
planning of the business.

11.12 LIMITATIONS

Despite a number of uses, cash flow statement suffers from the following limitations:

Ignores Basic Principles of Accounting: Cash Flow Statement is prepared on the basis
of cash accounting. It ignores the basic accounting concept of accrual basis.

Not suitable for Judging Profitability: Cash Flow Statement is prepared ignoring non-
cash charges, while preparing cash flow from operations. So, this statement is not suitable

Statement does not reflect real liquid position: The cash balance reflected in the cash
flow statement may not represent the real liquid position. Purchases and payments can be

1.
2.
for judging profitability of afirm.
3.
postponed to present a better liquid position.
4.

Cannot be equated with Income Statement: Cash flow statement cannot be equated
with Income Statement. An income-statement takes into account cash as well as non-cash
items and therefore, net cash flow does not necessarily mean net income of the business.

In spite of these limitations, cash flow statement has its own role to play. It is a useful tool
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for financial analysis. It is a useful supplementary instrument. It discloses the volume of cash
flows in different segments of the business. It helps the management in knowing the amount of
capital tied up in each segment of the business. It serves as a barometer in measuring the

profitability and financial position of the business.

Illustration No. 3

From the Balance Sheet of Dimpy Ltd. as at 31-3-2005 and 31-3-2006, prepare Cash Flow

Statement:
Rs.
31-3-2005 31-3-2006
Liabilities
Equity share capital 4,00,000 4,50,000
Share premium e 30,000
General reserve 45,000 65,000
Profit and Loss 30,000 80,800
7% Debentures 70,000
Sundry Creditors 85,000 90,700
Provision for Taxation 22,500 40,500
Proposed dividend 30,000 35,000
6,12,500 8,62,000
Assets
Land and Building 3,30,000 4,90,000
Plant and Machinery 85,400 1,40,000
Furniture 5,500 6,500
Stock 82,400 95,700
Sundry Debtors 75,000 85,500
Bank balance 34,200 44,300
6,12,500 8,62,000

Additiona information:

Details of Depreciation written off on the following assets during the year are as under:

Rs.
Land and Building 60,000
Plant and machinery 50,000

Furniture

1,200
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Solution:
Calculation of operating profit, before working capital changes.
Rs.
Profit and Loss Account (31-3-2006) 80,800
Add: Depreciation - Land and Building 60,000
Depreciation- Plant and Machinery 50,000
Depreciation  Furniture 1,200
General Reserve 20,000
Taxation Provision 40,500
Proposed dividend 35,000 +2,06,700
2,87,500
Less: Profit and Loss Account (31-3-2005) 30.000
Operating profit, before working capital changes 2,57,500
Dr. Land and Building A/c Cr.
To Balance b/d 3,30,000 By Depreciation 60,000
To Bank (Balancing figure) 2,20,000 By Balance c/d 4,90,000
5,50,000 5,50,000
Dr. Plant and Machinery Alc Cr.
To Balance b/d 85,400 By Depreciation 50,000
To Bank (Balancing figure) 1,04,600 By Balance c/d 1,40,000
1,90,000 1,90,000
Dr. Furniture A/c Cr.
To Balance b/d 5,500 By Depreciation 1,200
To Bank (Balancing figure) 2,200 By Balance c/d 6,500
Dr. Provision for Taxation A/c Cr.
To Bank 22,500 By Balance b/d 22,500
To Balance c/d 40,500 By Profit & Loss A/c 40,500
63,000 63,000
Dr. Proposed Dividend A/c Cr.
To Bank 30,000 By Balance b/d 30,000
To Balance c/d 35,000 By Profit & Loss A/c 35,000
65,000 _ 65,000
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Calculation of Cash from Operations

Rs.
Operating profit, before working capital changes 2,57,500
Add : Increase in current liabilities 5,700
Sundry creditors (Rs. 90,700 - Rs. 85,000)
2,63,200
Less : Increase in Current Assets
Stock (Rs. 95,700 - Rs. 82,400) 13,300
Sundry Debtors (Rs. 85,500 - Rs. 75,000) 10,500 23,800
Cash inflow from operations 2,39.400
Cash flow statement for the year ended 31st March, 2006
Rs.
Opening Bank balance 34,200
Add : Cash flow from Operations 2,39,400
Issue of equity shares 50,000
Share premium 30,000
Issue of 7% Debentures 70,000
3,89,400
4,23,600
Less:
Additions to land and buildings 2,20,000
Additions to plant and machinery 1,04,600
Additions to furniture 2,200
Payment of dividend 30,000
Payment of tax 22,500 3.79.300
Closing Bank Balance 44,300
PROFORMA OF CASH FLOW STATEMENT
AS PER AS -3
DIRECT METHOD
Particulars Rs. Rs.

Cash Flows from Operating Activities
Cash Receipts from Customers
Cash Payment to Suppliers
Cash paid to Employees as Salaries and Wages
Other Operating Expenses
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Cash generated from Operations
Income Tax Paid

Income Tax Refund

Cash Flow before Extra-ordinary ltems

Cash Flow from Extra-ordinary ltems

e.g. Proceeds from Earthquake Disaster Settlement
Net Cash Flow from / used in Operating Activities

Cash Flows from Investing Activities
Proceeds from Sales of Fixed Assets
Cash Payment for Purchase of Fixed Assets
Interest Received
Dividend Received
Net Cash Flows from / used in Investing Activities

Cash Flows from Financing Activities

Proceeds from Issue of Shares

Proceeds from Issue of Debentures

Proceeds from Long-term Borrowings

Redemption of Shares

Redemption of Debentures

Repayment of long-term borrowings

Interest paid
Net Cash flows from / used in Financing Activities
Net increase / decrease in cash and cash equivalents
Cash and Cash equivalent at the beginning of the period
Cash and Cash equivalents at the end of the period

INDIRECT METHOD

Particulars
Cash Flows from Operating Activities
Balance of P & L A/c as per closing Balance Sheet
Less: Balance of P & L A/c as per opening Balance Sheet

Rs.

Rs.
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Increase in the balance of P & L A/c

Net Profit as per P & L A/c after appropriations
Add: Appropriations during the year

Transfer to General Reserve

Transfer to Debenture Redemption Fund

Transfer to Dividend Equalisation Fund

Proposed Dividend

Net Profit for the year

Add: Non-Operating Expenses

Interim Dividend paid

Loss by Fire

Interest paid

Less: Non-Operating Incomes
Interest Received
Dividends Received
Operating Net Profit
Add: Non-cash Expenses
Depreciation
Loss on Sales of Fixed Assets
Loss on Revaluation of Fixed Assets
Loss on Redemption of Shares
Loss on Redemption of Debentures
Goodwill written off
Preliminary Expenses written off
Discount on Shares written off
Discount on debentures written off
Provision for Taxation
Less: Non-Cash Incomes
Profit on Sale of Fixed Assets
Profit on Revaluation of Fixed Assets
Profit on Redemption of Debentures
Profit on Redemption of Shares
Operating Profit before Working Capital Changes
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Add: Decrease in Current Assets -

Less: Increase in Current Assets (-)
Add: Increase in Current Liabilities -
Less: Decrease in Current Liabilities (-)

Cash generated from Operations -
Less: Income Tax paid (-)
Add: Income Tax Refund -

Net cash from Operating Activities after Income Tax
but before Extra-ordinary ltems
Add: Cash Inflows from Extra-ordinary Items -
Less: Cash Outflows from Extra-ordinary Items -

Net cash flows from / used in operating activities -

Cash Flows from Investing Activities
Proceeds from Sale of Fixed Assets -
Cash Payment for Purchases of Fixed Assets (-)
Interest Received -
Dividend Received -

Net Cash Flows from / used in Investing Activities -

Cash Flows from Financing Activities
Proceeds from Issue of Shares -
Proceeds from Issue of Debentures -
Proceeds from Long-term Borrowings -
Redemption of Shares (-)
Redemption of Debentures (-)
Repayment of long-term borrowings (-)
Interest paid ()
Dividend paid ()

Net Cash flows from / used in Financing Activities -

Net increase / decrease in cash and cash equivalents -
Cash and Cash equivalent at the beginning of the period -

Cash and Cash equivalents at the end of the period -

Illustration No. 4

You are required to prepare cash flow statement from Balance Sheets of THEER & TARKH
Company on 31.12.04 and 31.12.05 in the Traditional method and AS-3.



322 Accounting for Managers
BALANCE SHEETS
31.12.2004 31.12.2005 31.12.2004 31.12.2005
Liabilities Rs. Rs. Assets Rs. Rs.
Share Capital 1,25,000 1,53,000 Cash 10,000 7,000
Capital e 25,000
Reserve
Creditors 40,000 44,000 Debtors 30,000 75,000
Mrs. A’s Loan 25,000 ---  Stock 35,000 25,000
Loan from 40,000 50,000 Machinery 80,000 55,000
Bank
Land 40,000 50,000
Building 35,000 60,000
2,30,000 2,72,000 2,30,000 2,72,000

During the year a machine costing Rs. 10,000, accumulated depreciation Rs. 3,000 was sold
for Rs. 5,000. The provision for depreciation against machinery as on 31.12.2004 was Rs. 25,000
and on 31.12.2005 Rs. 40,000. Net profit for the year 2005 amounted to Rs. 45,000. Building
has been revalued and credited to capital reserve account.
Solution:
Cash flow statement
(Traditional Method)

Rs. Rs.
Cash Balance as on 31.12.2004 10,000
Add: Sources:
Cash from Operations 34,000
Loan from Bank 10,000 +49,000
Sale of Machinery 5,000
Less: Applications:
Purchase of Land 10,000
Mrs. A’s Loan repayment 25,000
Drawings 17,000 -52,000
Cash Balance as on 7,000

December 31, 2005
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Working Notes:
Cash from operations
Profit made during the year Rs. 45,000
Add: Depreciation on Machinery 18,000
Loss on Sale of Machinery 2,000
Decrease in Stock 10,000
Increase in Creditors 4,000 34.000
79,000
Less: Increase in Debtors 45.000
Cash from Operations 34,000
Capital account
Dr. Cr.
Rs. Rs.
To cash-Drawings 17,000 | By Balance b/d 1,25,000
(Balancing figure)
To Balance c/d 1,53,000 | By Profit 45,000
Dr. Machinery account (at cost) Cr.
Rs. Rs.
To Balance b/d 1,05,000 | By Bank 5,000
By Loss on Sale of Machinery 2,000
By Provision for Depreciation 3,000
By Balancec/d 95,000
1,05,000 1,05,000
Dr. Provision for depreciation Account Cr.
Rs. Rs.
To Machinery Alc 3,000 | By Balance b/d 25,000
To Balance c/d 40,000 | By P & L Alc
(Depreciation charged 18,000
Balancing figure)
43,000 43,000

Note: Revaluation of Building is a hon-cash item and so does not appear in cash flow statement.
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Cash flow statement (AS — 3 (Revised) Method)

L. Cash flows from operating activities Rs.

Net profit made during the year 45,000

Adjustments for depreciation 18,000

Loss on sale of machinery 2,000

Operating profit before working capital changes 65,000

Decrease in stock 10,000

Increase in creditors 4,000

Increase in Debtors (45,000)

Net Cash flows from operating activities 34,000
1. Cash flows from investing activities

Sale of machinery 5,000

Purchase of land (10,000)

Net Cash flow from investing activities (5,000)
1. Cash flows from financing activities

Loan from bank 10,000

Ms. A’ s loan repayment (25,000)

Drawings (17,000)

Net Cash flow from financing activities (32,000)

Net increase (decrease) in cash and cash equivalent (3,000)

Cash and cash equivalents at the beginning of the 10,000

period

Cash and cash equivalents at the end of the period 7,000

[llustration No. 5

Following are the summarized balance sheets of Cherry and Dimpy Ltd as on 31 March 2005
and 2006, you are required to make the Statement of cash flow under the Traditional Method
and AS-3 (Revised Method).

Liabilities 2005 2006

Equity Share capital 2,00,000 2,50,000
General Reserve 50,000 60,000
Profit and Loss A/c 30,500 30,600
Bank Loan (Long Term) 70,000
Sundry Creditors 1,50,000 1,35,200
Provision for taxation 30,000 35,000

5,30,500 5,10,800
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Assets 2005 2006

Machinery 1,50,000 1,69,000
Land and Building 2,41,800 2,28,200
Goodwill | e 5,000
Stock 74,000 20,000
Debtors 64,200 80,000
Bank 8,000
Cash 500 600

5,30,500 5,10,800

Additional Information:
During the year ended 31% March, 2006.
(i) Dividend Rs. 23,000 was paid.

(i) Assets of another company were purchased for a consideration of Rs. 50,000, payable
in shares for purchase of the assets- stock: Rs. 20,000; Machinery Rs. 25,000.

(i) Machinery was further purchased for Rs. 8,000.
(iv) Depreciation written off on machinery Rs. 12,000; Land & Buildings Rs. 13,600.
(v) Income tax provided during the year Rs. 33,000.
(vi) Loss on sale of machinery Rs. 200 was written off to General reserve.
Solution:
Machinery Alc

Dr. Cr.
To Balance b/d 1,50,000 | By General Reserve (Loss on sale 200
of Machine)
To Share Capital a/c 25,000 | By Depreciation 12,000
(Purchase by issue of shares)
To Cash 8,000 | By Cash (Sale of machine)- 1,800
(Purchase of machinery) Balancing figure
By Balance c/d 1,69,000

Provision for Taxation A/c

Rs. Rs.
To Bank (Tax paid) 28,000 | By Balance b/d 30,000
To Balance c/d 35,000 | By Profit & Loss a/c 33,000

(Tax provision)
63,000 63,000
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Dr. General Reserve Account Cr.
Rs. Rs.
To Machinery account 200 | By Balance b/d 50,000
(Loss on sale)
To Balance c/d 60,000 | By Profit and Loss 10,200
Adjustment A/c
(transfer of profit)
60,200 60,200
Profit and Loss Adjustment Account
Rs. Rs.
To General Reserve 10,200 | By opening Balance 30,500
Alc b/d
To Provision for 33,000 | By funds from 91,900
taxation operations (Balancing
figure)
To Machinery- 12,000
Depreciation
To Land and 13,600
Buildings -
Depreciation
To Dividend paid 23,000
To closing balance 30,600
c/d
1,22,400 1,22,400
Decrease in Stock
Opening Stock 74,000
Closing Stock 20,000
Less Stock acquired * 20,000 nil
in acquisition
Decrease in Stock — Increase in cash 74,000
Cash Flow Statement for the year ending 31 March, 2006
(Traditional Method)
Rs. Rs.
Opening Cash & Bank Balance 500
Sources:
Funds from Operations 91,900
Sale of Machinery 1,800

Decrease in stock
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Uses +1,67,700
Increase in Debtors 15,800
Purchase of Machinery 8,000
Tax Paid 28,000
Dividends paid 23,000
Decrease in creditors 14,800
Repayment of Bank Loan 70,000 1,59,600
Closing Cash & Bank Balance 8.600

Note: Acquisition of business-stock and machinery-in exchange of share is a non-cash transaction.

Cash Flow Statement
As-3 (Revised Method)

Rs.

Rs.

Cash Flows from operating
activities

activities

Net profit made during the 66,300

year (100+10,200+23,000+

33,000)

Adjustment for depreciation 13,600

on Land and Building

Adjustment for depreciation 12,000

on Machinery

Operating profit before 91,900

working capital changes

Decrease in stock 74,000

Increase in Debtors (15,800)

Decrease in creditors (14,800)

Income Tax Paid (28,000)

1. Net cash Flows from 1,07,300
operating activities

Cash flows from investing

activities

Sale of Machinery 1,800

Purchase of Machinery (8,000)

2. Cash from investing (6,200)

Cash Flows from financing
activities
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Repayment of Bank Loan (70,000)
Dividend paid (23,000)
3. Cash Flows from (93,000)
Financing Activities

Net increase in cash and 8,100
cash equivalents

Cash and cash equivalents at 500
the beginning of the period

Cash and cash equivalents
at the end of the period 8,600

11.13 STATEMENT OF CHANGES IN FINANCIAL POSITION (TOTAL RESOURCES
BASIS)

Here, the term “Funds’ refer to all financial resources. The resources may be in any form-
material, machinery, money and others- used in the business. The term ‘funds’ is used in the
comprehensive way. This is a statement summarising the effect of changes in cash, along with
other significant investment and financing activities, which do not involve cash.

Preparation: Preparation of this statement is similar to the preparation of cash flow statement.
In cash flow statement, transactions like conversion of debentures into shares and issuance of
bonus shares do not get reflected, as they do not affect cash. In this statement, these types of
transactions are shown under the head ‘Financial Resources not affecting cash ‘both under
sources and uses in this statement, additionally. This is the only difference. This provides the
comprehensive picture of total resources. There is no fixed standard format for presentation.

An illustration explains the concept better.
[llustration No. 6
From the following comparative Balance Sheets of Kishore & Co Ltd, prepare the Cash Flow
Statement on Total Financial Resources basis.
Compar ative Balance Sheets
for the year ended 31st March, 2005 and 2006

(Rs.)
2005 2006
Current Assets
Bank 65,000 1,65,000
Debtors 45,000 70,000
Inventory 90,000 62,000
| Totalcurrentassets | 200000| _ 297,000
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| Fixed Assets | | ]
Goodwill | e 50,000
Land & Building 2,00,000 2,50,000
Equipment 2,50,000 2,95,000
Less: Accumulated (80,000) (95,000)
Depreciation
Total net fixed assets 3,70,000 5,00,000
Total Assets 5,70,000 7,97,000
Current Liabilities
Creditors 15,000 2,000
Salaries payable 22,000 60,000
Provision for tax 60,000 5,000
Proposed dividend 25,000 10,000
Total Current Liabilities 1,22,000 77,000
Long-term Liabilities
Long-term loan 18,000 84,000
Debentures 1,30,000 1,06,000
Total long-term liabilities 1,48,000 1,90,000
Total Liabilities 2,70,000 2,67,000
Shareholders’ Equity
Equity share capital 2,35,000 3,75,000
Share premium 25,000 65,000
Reserves and surplus 40,000 90,000
Net Worth 3,00,000 5,30,000
Total Funds 5,70,000 7,97,000

The additional information is given below:
1. Debentures of Rs. 24,000 were converted to share capital, at par.

2. During the year, equipment costing Rs. 40,000 (accumulated depreciation Rs. 12,000) was
sold for 32,000.

3. The company acquired another company for Rs. 1,00,000 for which equity shares were
issued. Assets acquired were Goodwill Rs.50,000 and Building Rs. 50,000.

4. The company declared a cash dividend of Rs. 25,000.

5. The company issued additional shares, par value Rs. 100 per share, at a premium during
the year.
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6. Bonus shares were also issued, at par, for Rs. 10,000.
7. Payment of tax Rs. 60,000 was made and a new provision for Rs.5,000 has been created.
Solution:

Cash from operations

Rs. Rs.
Net Profit during the year 70,000
Add: Depreciation 27,000
Decrease in stock 28,000
Increase in salaries Payable 38,000
Provision for tax made 5,000 +98,000
Less: Profit on sale of Equipment 4,000
Decrease in creditors 13,000
Increase in debtors 25,000 42,000
Cash from operations 1,26,000
Dr. Reserves and Surplus Account Cr.
Rs. Rs.
To Proposed 10,000 | By Balance b/d 40,000
dividend
To Share capital 10,000 | By Profit and Loss 70,000
(Bonus shares issue) Account (Profit made
during the year
Balancing figure)
To Balance c/d 90,000
1,10,000 1,10,000
Dr. Accumulated Depreciation Account Cr.
Rs. Rs.
To Sale of asset 12,000 | By Balance b/d 80,000
(Depreciation on the
asset sold)
To Balance c/d 95,000 | By Profit and Loss 27,000
Account (depreciation
provided)
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Dr. Equipment Account Cr.
Rs. Rs.
To Balance b/d 2,50,000 | By sale of asset 40,000
To cash (purchase of 85,000
new equipment -
Balancing figure)
By Balance c/d 2,95,000
3,35,000 3,35,000
Dr. Equity Share Capital Account Cr.
Rs. Rs.
By Balance b/d 2,35,000
By Reserves and 10,000
Surplus Account
(issue of bonus
shares)
By Acquisition of 1,00,000
company
By Cash (Balancing 6,000
figure)
By Debentures 24,000
Account (Conversion
of debentures into
shares)
To Balance c/d 3,75,000
3,75,000 3,75,000

Cash Flow Statement

Sources:

Cash from operations
Cash from issue of shares
Cash from share premium
Sale of equipment
Receipt of long-term loan

Financial resources, not affecting cash - Sources

Issue of Bonus shares from Reserves and Surplus

1,26,000
6,000
40,000
32,000
66,000
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Issuance of equity shares for purchase of Goodwill and 1,00,000

Equipment

Issuance of equity shares for conversion of Debentures 24,000

Financial Resources Provided 4,04,000
Uses:

Purchase of Equipment 85,000

Payment of tax 60,000

Payment of dividend 25,000

Financial resources, not affecting cash —-Uses

Purchase of Goodwill 50,000

Purchase of Equipment 50,000

Issue of Bonus shares from Reserves and Surplus 10,000

Payment of Debentures through issuance of equity shares 24,000

Financial Resources Applied 3,04,000
Increase in Bank Balance W

Descriptive Questions:

1.

7.

What is a Cash Flow Statement? Explain the meaning, need and its objectives? (11.2, 11.3
and 11.4)

Describe the classification of cash flows from Operating, Investing and Financing Activities
in a Cash Flow Statement? (11.2 and 11.5)

Explain the Procedure of preparing Cash Flow Statement and method of calculating fund
from operating activities? (11.6, 11.7, 11.8 and 11.10)

Describe different methods of preparing Cash Flow Statement? (11.9)
Differentiate between Funds Flow Statement and Cash Flow Statement? (11.11)

What is a Cash Flow Statement and describe the different steps involved in preparing Cash
Flow Statement? (11.2 and 11.7)

Describe Limitations of Cash Flow Statement? (11.12)

Check Your Understanding

State whether the following statements are true or false:

1.

2.

Every listed company has an option to prepare and enclose the cash flow statement or funds
flow statement along with the financial statements.

Cash flow statement describes the inflows and outflows of cash.
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3. Cash equivalents are short term, highly liquid investments that are readily convertible into cash.
4. As per AS-3 (Revised), cash flows resulting from the sale of fixed assets are classified as
cash flows from investing activities.
5. Cash flow statement reveals the effects of transactions involving movement of cash.
6. Cash Flow Statement is a summary of cashbook.
7. Increase in provision for doubtful debts should be added back to net profit in order to find
out cash from operations.
8. Funds Flow Statement and Cash Flow Statement serve the same purpose.
9. A “Cash Flow Statement” can very well be equated with an “Income Statement”.
10. Cash flow statement is based upon accrual basis of accounting.
11. The term “Funds” means “Current Assets” in case of a cash flow analysis.
12. Cash flow statement is a substitute of a Cash Account.
Answers
1. False 2. True 3. True 4. True. 5. True 6. True 7. True 8. False 9. False 10. False 11. False
12. False

Choose the correct answer:

1.  In the context of Cash Flow Statement, the term “Fund” refers to
(@ Working capital (b) Cash and cash equivalents
(c) Total Resources (d) None
2. Cash from operations is equal to:
(@ Net profit plus increase in outstanding expenses;
(b) Net profit plus increase in debtors;
(c) Net profit plus increase in stock.
3. In the context of Cash Flow Statement, the term ‘cash’ is equivalent to
(@ Physical cash on hand
(b) Physical cash on hand and demand deposits in a Bank
(c) Physical cash on hand and all types of deposits in a Bank
Answers

1. (b) 2. (a) 3. (b)

State the effect of each of the following transactions considered, individually, on
funds (cash concept):

(a) Purchase of Furniture for cash.
(b) Purchase of Plant and Machinery against a long-term loan payable.
(c) Bonus shares issued, capitalising profits.
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Answer

Fund denotes ‘Cash’. Iltem (a) will result in decrease of cash, while items (b) and (c) will
have no effect on cash.

Fill in the Blanks:

1. Cash payments to suppliers for goods and services are classified as cash flows from .........
activities.

2. Income from long-term investments is cash flow from .................. activities.

3. Decrease in Debtors is ... of cash.

4. Net cash flow is the difference of... and ............... of Cash.

Answers

1. Operating 2. Investing 3. Inflow 4. Inflow, Outflow

Interview Questions

Q.1.

Ans.

Q.2.

Ans.

What is the purpose of Cash Flow Statement?

Cash Flow Statement is a summary of cashbook. It is a statement, which contains the
inflows (sources) and outflows (uses) of cash and cash equivalents, during a specified
period. A cash Flow Statement explains the causes of changes in the cash position of a
business enterprise, between two balance sheet dates. Firm may be profitable, yet it may
experience difficulty, even, to make payment of wages and salaries. Firm wants to
understand, where the profit has gone and for what purposes, the profit amount has been
utilized. This is possible with Cash Flow Statement. Through Cash flow statement,
management can assess, monitor and control the available liquidity in the enterprise.

Do you consider Cash Flow Statement is better in utility compared to Funds Flow
Statement?

Yes, Cash Flow Statement is better in utility compared to Funds Flow Statement.

Funds Flow Statement shows increase or decrease in working capital and changes in assets
and liabilities. However, working capital concept does not reveal the true picture of availability
of cash. In the Funds Flow Statement, cash and inventories are treated, alike. All the
components of working capital are treated, equally, in respect of availability from the
viewpoint of time. However, this is not the correct picture as their time and quality of
realisation are different, from the viewpoint of cash.

Debtors take less time for converting into cash, while inventories take more time for
realisation. Similarly, inventories may consist of dead stock that has not been written off.
Debtors may have bad debts that are not yet removed. Funds Flow Statement does not
recognise this basic difference in their nature. An enterprise may have more slow paying
debtors and non-moving stocks, with little cash or its equivalents. Due to comfortable
working capital position, Funds Flow Statement does not throw the real picture about the
inadequacy of cash. Only, when Cash Flow Statement is prepared, the real situation about
the adequacy of funds, in the sense of cash, is known.

So, Cash Flow Statement is superior to Funds Flow Statement in respect of utility.
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Q.3.

Ans.

Q.4.

Ans.

Q.5.

Ans.

Is it necessary to prepare and publish Cash Flow Statement?

It is necessary for a limited company to prepare and publish Cash Flow Statement, in
case it is a listed company (shares of the company, listed on the stock exchange) or its
turnover exceeds rupees fifty crores, though not listed. In such circumstances, it is
necessary for the concerned company to enclose the Cash Flow Statement to the financial
statements—Profit and Loss Account and Balance Sheet. The Cash Flow Statement is to
be in the prescribed format and should follow the guidelines of AS-3 (Revised). It should
follow the format of indirect method of AS-3.

What is meant by ‘Flows’ in the context of Cash Flow Statement?

The term ‘Flows’ mean inflows (receipts) and outflows (payments) of cash. Cash Flow
statement is a summary of cash book in a condensed form.

Do you consider inventory and receivables stand on the same level in respect of realization
into cash?

No, inventory and receivables do not stand on the same level in respect of realization into
cash. Receivables get realized faster into cash, compared to inventory. In inventory, there
are three components, raw materials, work-in-progress and finished products. Amongst the
components of inventory, finished goods get realized, quickly, as they can be sold in the
form they are. In the event of discontinuation of business, liquidation or any other unforeseen
event, raw materials can be sold, but the same is not the case with work-in-progress. Work-
in-progress is the most difficult component to be sold as only those firms who deal in
that activity buy it. In consequence, there would be limited buyers for work-in-progress.
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CHAPTER
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Management Accounting -

Introduction

Divisions of Accounting

Financial Accounting

Concept of Management Accounting

Management Accounting-Definition

Importance and Need of Management Accounting

Role of Management Accounting in Management Process
Obijectives/Functions of Management Accounting
Differences between Financial Accounting and Management Accounting
Limitations of Management Accounting

Check Your Understanding

Descriptive Questions

QOO0 0o ooooooaoaoa

Interview Questions

12.1 INTRODUCTION

The process of management can never be reduced to a formula. Successful ways of yesterday
may turn unsuccessful for today as the environment of the business enterprises has been changing
fast. Change has become a normal matter in all walks of life. New problems and opportunities
have become a matter of routine in today’s business environment. Management wants information
about its own business and others in the industry to sharpen the process of decision-making
process to overcome problems and turn challenges/opportunities to profit.
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12.2 DIVISIONS OF ACCOUNTING

Accounting involves collection, recording, classification and presentation of financial data. Meaning
of the term ‘Accounting’ and the different users has already been covered in the earlier chapters.

The word ‘Accounting’ can be classified into three categories:
(A) Financial Accounting
(B) Management Accounting and
(C) Cost Accounting

Accounting

¢ A 4 ¢

Financial Management
Accounting Accounting

Cost Accounting

Branches of Accounting

12.3 FINANCIAL ACCOUNTING

Financial Accounting has come into existence with the development of large-scale business in
the form of joint-stock companies. As public money is involved in share capital, Companies Act
has provided a legal framework to present the operating results and financial position of the
company. Financial Accounting is concerned with the preparation of Profit and Loss Account
and Balance Sheet to disclose information to the shareholders. Financial accounting is oriented
towards the preparation of financial statements, which summarises the results of operations for
select periods of time and show the financial position of the business on a particular date. Financial
Accounting is concerned with providing information to the external users. Preparation of financial
statements is a statutory obligation. Financial Accounting is required to be prepared in accordance
with Generally Accepted Accounting Principles and Practices. In fact, the corporate laws that
govern the enterprises not only make it mandatory to prepare such accounts, but also lay down
the format and information to be provided in such accounts. In sharp contrast, management
accounting is entirely optional and there is no standard format for preparation of the reports.

Financial Accounts relate to the business as a whole, while management accounts focuses on
parts or segments of the business.

12.4 CONCEPT OF MANAGEMENT ACCOUNTING

Management Accounting is a new approach to accounting. The term Management Accounting
is composed of two words — Management and Accounting. It refers to Accounting for the
Management.
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Management Accounting is a modern tool to management. Management Accounting provides
the techniques for interpretation of accounting data. Here, accounting should serve the needs of
management. Management is concerned with decision-making. So, the role of management
accounting is to facilitate the process of decision-making by the management.

Managers in al types of organizations need information about business activities to plan,
accurately, for the future and make decisions for achieving the goals of the enterprise.

Uncertainty is the characteristic of the decision-making process. Uncertainty cannot be
eliminated, altogether, but can be reduced.

The function of Management Accounting is to reduce the uncertainty and help the
management in the decision making process.

Management accounting is that field of accounting, which deals with providing information
including financial accounting information to managers for their use in planning, decision-making,
performance evaluation, control, management of costs and cost determination for financial
reporting.

Managerial accounting contains reports prepared to fulfil the needs of managements.

12.5 MANAGEMENT ACCOUNTING-DEFINITION

Different authorities have provided different definitions for the term ‘Management Accounting’.
Some of them are as under:
“Management Accounting is concerned with accounting information, which is useful to the
management”.
—Robert N. Anthony

“Management Accounting is concerned with the efficient management of a business through
the presentation to management of such information that will facilitate efficient planning and
control”.

—Brown and Howard

“Any form of Accounting which enables a business to be conducted more efficiently can be
regarded as Management Accounting”

—The Institute of Chartered Accountants of England and Wales

The Certified Institute of Management Accountants (CIMA) of UK defines the term
‘Management Accounting’ in the following manner:

“Management Accounting is an integral part of management concerned with identifying,
presenting and interpreting information for:

(1) formulating strategy

(2) planning and controlling activities
(3) decision taking

(4) optimizing the use of resources
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(5) disclosure to shareholders and others, external to the entity
(6) disclosure to employees
(7) safeguarding assets’.

From the above definitions, it is clear that the management accounting is concerned with
that accounting information, which is useful to the management. The accounting information is
rearranged in such a manner and provided to the top management for effective control to achieve
the goals of business.

Thus, management accounting is concerned with data collection from internal and externa
sources, analyzing, processing, interpreting and communicating information for use, within the
organization, so that management can more effectively plan, make decisions and control operations.
The information to be collected and analysed has been extended to its competitors in the industry.
This provides more meaningful clues for proper decision-making in the right direction.

The information in the management accounting system is used for three different purposes:

(A) Measurement

(B) Control and

(C) Decison-making
Situation specific: The reports in managerial accounting are situation specific. Information in
the accounting statements is to be culled out to meet the requirements of the relevant situation
and presented to the management for specific problem, situation or decision.

12.6 IMPORTANCE AND NEED OF MANAGEMENT ACCOUNTING

Conventional forms of business-sole proprietorship and partnership form—nhave given the way
to joint stock company formation. More so, modern business is complex in nature. Delegation of
authority and decentralization of decision-making process has become the order of the day in
conducting business. The functions of management are no longer personal. A system of
information is needed to help the management to analyse, measure and check the functioning of
each division or unit for decision-making to achieve the goals of the business. Management
Accounting plays the role in meeting the needs of the management.

Management Accounting accumulates, measures and reports relevant information to the
management and facilitates in achieving the objectives of the firm. The important point is that
the information presented to the management should be relevant and issue based to enable the
management to concentrate on the actual issue to deliberate and arrive at a specific conclusion,
even, for a complex problem.

12.7 ROLE OF MANAGEMENT ACCOUNTING IN MANAGEMENT PROCESS

An enterprise would operate, successfully, if it directs all its resources and efforts to accomplish
its specified objective in a planner manner, rather than reacting to events.
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Organisation has to be both efficient and effective. Organisation is effective when the planned
objective is achieved. However, the firm is efficient only when the objective is achieved, with
minimum cost and resources, both in physical and monetary terms. The role of Management
Accounting is significant in making the firm both efficient and effective.

Management Accounting has brought out clear shift in the objective of accounting. From
mere recording of transactions, the emphasis is on analyzing and interpreting to help the
management to secure better results. In this way, Management Accounting eliminates intuition,
which is not at all dependable, from the field of business management to the cause and effect
approach.

It is well known the basic functions of management are:

(1) Planning,

(2) Organising,

(3) Controlling and
(4) Decison-making

Management accounting plays a vital role in the managerial functions performed by the
managers.

(1) Planning: Planning is the real beginning of any activity. Planning establishes the objectives
of the firm and decides the course of action to achieve it. It is concerned with formulating
short-term and long-term plans to achieve a particular end.

Planning is a statement of what should be done, how it should be done and when it should

be done.

While planning, management accountant uses various techniques such as budgeting, standard

costing, marginal costing etc for fixing targets. For example, if a firm determines to achieve

a particular level of profit, it has to plan how to reach the target. What products are to be

sold and at what prices? The Management Accountant develops the data that helps managers

to identify more profitable products. What are the different ways to improve the existing
profits by 25%7? Management Accounting throws various aternatives to achieve the goal.

(2) Organising: Organising is a process of establishing the organizational framework and
assigning responsibility to people working in the organization for achieving business goals
and objectives. The organizational structure may not be the same in all organizations, some
may have centralized, while others may be decentralized structures. The management
accountant may prepare reports on product lines, based on which managers can decide
whether to add or eliminate a product line in the current product mix.

(3) Controlling: Control is the process of monitoring, measuring, evaluating and correcting actual
results to ensure that a firm’'s goals and plans are achieved. Control is achieved through the
process of feedback. Feedback allows the managers to alow the operations continue as
they are or take corrective action, by some rearranging or correcting at midstream. The
use of performance and control reports serve the function of controlling. For example, a
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production supervisor may receive weekly or daily performance reports, comparing actual
material cost with planed costs. Significant variances can be isolated for corrective action.
In the normal course, periodical reports are submitted, appraising the performance against
the targets set. Reports for action are given to the top management, following the principle
of management by exception.

Performance and control reports do not tell managers what to do. These feedback reports
identify, where attention is needed to help managers to determine the required course of
action.

(4) Decision-making: Decision-making is a process of choosing among competing alternatives.
Decision-making is inherent in all the above three functions of management-planning,
organizing and controlling. There may be different methods or objectives. The manager can
plan or choose only one of the competing plans. Similarly, in organizing, decision can be
made whether the organizational structure should be centralized or decentralized. In control
function, manager can decide whether variance is worthy to investigate or not.

The decision-making process includes the following phases/steps:

PHASE |

Recognising and
defining the problem

PHASE VI PHASE Il
Reporting on Actions Search for Alternative
taken and Results Solutions
achieved in relation

to objectives and goals

|

PHASE V PHASE llI

Implementing Selected

- Evaluating Alternatives
Alternatives 9

PHASE IV

Selecting the best out of
Evaluated Alternatives

Phases/stages in decision-making process
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Decision-making process. Management Accountant plays a critical role in the decision-

making process. Management Accountant contains a storehouse of valuable information for
predicting the results of various courses of action. The Management Accountant can assist the
management in formally structuring the problem, identifying various alternatives and their
consequences in a form that will be easier to the management to evaluate and decide.

12.8 OBJECTIVES/FUNCTIONS OF MANAGEMENT ACCOUNTING

The primary objective of Management Accounting is to maximize profits or minimize losses. This
is done through the presentation of statements in such a way that the management is able to
take corrective policy or decision. The manner in which the Management Accountant satisfies
the various needs of management is described as follows:

(1)

(2)

(3)

(4)

Storehouse of Reliable Data: Management wants reliable data for Planning, Forecasting
and Decision-making. Management accounting collects the data from various sources and
stores the information for appropriate use, as and when needed. Though the main source of
dataisfinancial statements, Management Accounting is not restricted to the use of monetary
data only. While preparing a sales budget, the management accountant uses the past data
of the products sold from the financial records and makes projections based on the consumer
surveys, population figures and other reliable information to estimate the sales budget. So,
management accounting uses qualitative information, unlike financial accounting, for preparing
its reports, collecting and modifying the data for the specific purpose.

M odification and Presentation of Data: Data collected from financia statements and other
sources is not readily understandable to the management. The data is modified and presented
to the management in such a way that it is useful to the management. If sales data is
required, it can be classified according to product, geographical area, season-wise, type of
customers and time taken by them for making payments. Similarly, if production figures are
needed, these can be classified according to product, quality, and time taken for manufacturing
process. Management Accountant modifies the data according to the requirements of the
management for each specific issue to be resolved.

Communication and Coordination: Targets are communicated to the different departments
for their achievement. Coordination among the different departments is essential for the
success of the organisation. The targets and performances of different departments are
communicated to the concerned departments to increase the efficiency of the various sections,
thereby increasing the profitability of the firm. Variance analysis is an important tool to bring
the necessary matters to the attention of the concerned to exercise control and achieve the
desired results.

Financial Analysis and Interpretation: Management accounting helps in strategic decision-
making. Top managerial executives may lack technical knowledge. For example, there are
various alternatives to produce. There is always a choice for the sales mix. Management
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(5)

(6)

(7)

(8)

12.

Accountant gives facts and figures about various policies and evaluates them in monetary
terms. He interprets the data and gives his opinion about various alternative courses of action
so that it becomes easier to the management to take a decision.

Control: It is absolutely essential that there should be a system of monitoring the
performance of al divisions and departments so that deviations from the desired path are
brought to light, without delay and are corrected then and there. This process is termed as
control. The aim of this function ‘control’ is to facilitate accomplishment of the goalsin an
efficient manner. For the discharge of this important function, management accounting provides
meaningful information in a systematic and effective manner. However, the role of accountant
is misunderstood. Many consider the accountant as a controller of their performance. Many
accountants themselves misunderstand their own role as controllers. The real role of control
is effective communication and assist the managers in achieving their goals, as efficiently
as possible.

Supplying Information to Various Levels of Management: Every level of management
requires information for decision-making and policy execution. Top-level management takes
broad policy decisions, leaving day-to-day decisions to lower management for execution.
Supply of right information, at proper time, increases efficiency at all levels.

Reporting to Management: Reporting is an important function of management accounting
to achieve the targets. The reports are presented in the form of graphs, diagrams and other
statistical techniques so as to make them easily understandable. These reports may be monthly,
quarterly, and half-yearly. These reports are helpful in giving constant review of the working
of the business.

Helpful in taking Strategic Decisions: There are complicated decisions in respect of make
or buy, discontinuance of a product line, exploring new market areas etc. In the absence of
systematic accounting information, it is difficult to take decisions on such vital areas.

9 DIFFERENCES BETWEEN FINANCIAL ACCOUNTING AND MANAGEMENT
ACCOUNTING

The points of difference between Financial Accounting and Management Accounting are set out
as below:
Features Financial Accounting Management Accounting
1. Objective Basic purpose is to prepare Designed to collect

Profit and Loss Account and
Balance Sheet to show
profitability and financial
position, respectively.

information about the
optimum use of resources,
policy formation and control
purposes.

2. Sources of Principles

Generally Accepted
Accounting Principles and
Practices of Accounting.

Flexible and tailored to meet
the specific needs of
management.
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3. Coverage

Entire business activity.

Segments of business activity
or organization, as a whole.

4. Degree of accuracy

As exact as possible, with
emphasis on accuracy.

Emphasis is on prompt and
timely reporting, even if less
precise. Decision maker is
satisfied, if information is
correct to a large extent.

5. Data

Mainly concerned with
presentation of data.

Mainly concerned with
analysis of data.

6. Time span covered

Concerned with the past data.

So, it is said post-mortem
analysis of past activity.

Mainly concerned with future.
So, it supplies information
both for the present and
future.

7. Sources of data

Internal.

Both internal and external.

8. Legal compulsion

Generally, there is legal
compulsion.

There is no legal compulsion,
totally optional.

9. Users

Serves external users like

Exclusively for internal use.

shareholders, debenture
holders and financial
institutions.

12.10 LIMITATIONS OF MANAGEMENT ACCOUNTING

Despite the development of Management Accounting as an effective discipline to improve the
managerial performance, some of the limitations are as under:

1.

Accuracy is not Ensured: Management Accounting is largely based on estimates. It does
not deal with actuals, alone, and thus total accuracy is not ensured under Management
Accounting.

A Tool in the Hands of Management: Management Accounting is definitely a tool in the
hands of management, but cannot replace management.

Strength and Weakness: Management Accounting derives information from Financial
Accounting, Cost Accounting and other records. The strength and weakness of these basic
information providers become the strength and weakness of Management Accounting too.
Costly Affair: The installation of Management Accounting is a costly affair so all the
organizations, in particular, small firms cannot afford.

Lack of Knowledge and Understanding: The emergence of Management Accounting is
the fusion of a number of subjects like statistics, economics, engineering and management
theory. Any inadeguate grounding in any one or more of the subjects is bound to have an
unfavourable effect on the consideration and solution of the problems, relating to management
performance.
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Persistence on Intuitive Decision-making: Though the main contribution of Management
Accounting is elimination of intuitive approach, there is always a temptation to take an easy
course of arriving at decisions, by intuition, rather than taking the tortuous path of scientific
decision-making.

Psychological Resistance: Adoption of a system of Management Accounting brings about
aradica change in the established pattern of the activity of the management personnel. It
calls for rearrangement of personnel as well as their activities. This is bound to encounter
opposition from some quarter or other.

Evolutionary Stage: Comparatively, Management Accounting is a new discipline and is till
very much in a stage of evolution. Therefore, it comes across the same difficulties or
obstacles, which a relatively new discipline has to face.

Check Your Understanding

State whether the following statements are True or False

1.

w N

N o o s

10.

Any form of accounting, which enables a business to be conducted more efficiently can be
regarded as Management Accounting.

Standard formats are used in management accounting for preparation of reports.

In Management Accounting, Generally Accepted Accounting Principles and Practices of
Accounting govern the preparation of reports.

It is optional for a company to have financial accounting.

Management Accounting reports are public documents.

Decision-making is a process of choosing among competing alternatives.

Management Accounting tailors financial information to meet the specific needs of
management.

Management Accounting is futuristic in its orientation.

The accounting information system for financial accounting and management accounting is
same.

Like financial accounting, management accounting uses information, expressed in monetary
terms only.

Answers
1. True, 2. False, 3. False, 4. False, 5. False, 6.True, 7. True, 8.True, 9. True, 10. False

Pick up the most appropriate:

1.

Planning and control are done by

(@ top management (b) lowest level of management
(c) all levels of management

Decision-making concerns the

(@ past (b) future

(c) past and future both
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3.  The comparison of actual results with expected results is referred to as
(@ feedback (b) controlling
(¢) none
4.  Decision-making is involved in the following function/s of management
(@ planning (b) organizing
(c) controlling (d) All the above functions
5. This function works like a policeman to ensure the performance of the employees:
(@ Controlling (b) Planning
(c) Organizing (d) None of these
6. The use of management accounting is
(@ Compulsory (b) Optional
() Mandatory as per the law
7. Management Accounting relates to
(@ Collection of data from different sources (b) Modification of data to meet the
specific needs
(c) Presentation of data (d) All of the above
Answers

1. (a) 2. (b) 3. (a) 4. (d) 5 (a) 6. (b) 7. (d)

Descriptive Questions

1.

arwbd

N o

9.

What are the different divisions of Accounting and explain any two of them? (12.2 to 12.4)
What is Management Accounting and explain its need to the management? (12.4 to 12.6)
What is Management Accounting? How does it help the management? (12.4 to 12.7)

How does Management Accounting differ from Financial Accounting? (12.3, 12.4 and 12.9)

What are the four basic functions of management process? How management accounting
helps in this process? (12.4 and 12.7)

Describe the Role of Management Accounting in Management Process? (12.4 and 12.7)
Explain briefly the objectives of Management Accounting? (12.8)

Detail the Role of Management Accountant and give an account of the functions performed?
(12.7 and 12.8)

State the limitations of Management Accounting? (12.10)

Interview Questions

Q.1.

AnNs.

Q.2.

AnNs.

What is Management Accounting?

Any form of accounting, which helps the management in decision-making process is
Management Accounting.

What is the need of Management Accounting to Management?

Basic function of management is decision-making. Management Accounting helps the
management in the process of decision-making.
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Q.3.

AnNs.

Do you consider Management Accounting is superior to Financial Accounting?

No, both Management Accounting and Financial Accounting have their own individual roles
to play. Financial Accounting provides basic input information. Management Accounting
can be well compared to expert tailoring. An experienced tailor shapes the cloth to the
required pattern of his choice, removing the unwanted portions of cloth. In a similar manner,
Management Accounting provides information in a convenient format to facilitate decision-
making process of management. For Financial Accounting, format is more important, while
content is more important to management accounting, with purpose specific approach.

ORON®



CHAPTER

13

Cost Accounting

Introduction
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13.1 INTRODUCTION

Cost Accounting, essentially a branch of Accounting, has been developed to meet the managerial
needs of business. Cost Accounting is, relatively, a recent development due to the growth of
modern complexities in business. Cost Accounting is a formal system of accounting costs in the
books of accounts by means of which costs of products and services are ascertained and
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controlled. This information helps the business operations for the purpose of analysis and control.
Cost Accounting is used in profit and non-profit sectors of the economy by manufacturing and
non-manufacturing organizations. Cost Accounting facilitates presentation of information to
management for the ultimate purpose of decision-making.

13.2 COSTING AND COST ACCOUNTING

Costing should not be confused with cost accounting. They are two different terms. Costing,
simply, means finding out cost, by any process or technique. It can be:

(A) Cost of manufacturing a product e.g. mobile, television, chemical etc.

(B) Cost of providing a service e.g. transport by a specific mode, electricity etc.

Cost Accounting is the formal system for recording costs. However, both the terms costing
and cost accounting are often used, interchangeably.

Costing is defined as ‘the technique and process of ascertaining costs' by Chartered Institute
of Management Accountants (CIMA).

The terminology of Cost Accountancy published by the Institute of Cost and Management
Accountants, London gives the following definition to Cost Accounting:

‘The process of accounting for cost which begins with recording of income and expenditure
and ends with the preparation of periodical statements and reports for ascertaining and controlling
costs.’

13.3 OBJECTIVES OF COSTING

The main objectives of costing are:
(1) To ascertain the cost of products and/or services
(2) To determine selling price
(3) To control costs and
(4) To provide guidance to the management for formulation of policy.

13.4 COST CENTRE AND COST UNIT

Cost Centre: A cost centre is “a location, person or item or equipment (or group of these) for
which costs may be ascertained and used for purpose of control”.

Cost centre may be
(D) alocation (department like production department, sales department)
(2) a person (salesman, foreman)
(3) an item of equipment (a lathe machine or delivery van)
(4) agroup of those equipments (two automatic machines operated by one workman)
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Importance: The determination of cost centre is very important for ascertainment of cost and
cost control. Cost accountant sets up cost centres to enable him to ascertain the costs, he needs
to know. The manager incharge of cost centre is held responsible for the purpose of cost control.
The size and number of cost centers are dependent upon the amount of expenditure and
requirements of management for cost control.

Cost Unit: Cost centre helps in ascertaining the cost by location, equipment or person. Cost
unit is a further step, which breaks up the cost into smaller sub-divisions and helps in ascertaining
the cost of a saleable product or service.

A cost unit is a unit of product, service or time in relation to which cost may be ascertained
or expressed. For example, the cost of steel is ascertained in terms of cost per tonne, cost of
carrying a passenger in terms of per kilometer.

A few examples of cost units in different industries are given below:

Industry Cost Unit

Cement Per Tonne

Textile Per Metre

Chemical Per kg or per Tonne
Power Per Kilowatt hour (kWH)
Automobile Per car, vehicle

13.5 ELEMENTS OF COST

A cost is composed of three elements — Materials, Labour and Expenses. Each of these can be
direct or indirect.

Material Cost: Thisis the cost of inputs supplied to an undertaking. For example, cotton used
in a cotton mill is a direct material. However, in many cases, though material forms part of the
finished product, yet it is not considered direct material. For example, nails used in furniture,
thread used in stitching garments are indirect material. The value of these materials is so small
that it is difficult and futile to count or measure them.

Labour Cost: Thisis the cost of remuneration (wages, salaries, commission, bonus etc). Direct
labour consists of wages paid to workers, directly, engaged in converting raw materials into
finished products. These wages can be identified with a particular product. Wages paid to a
machine operator is an example of direct wages. Indirect wages is of a general character and
cannot be, conveniently, identified with a particular cost unit. In other words, indirect labour is
not, directly, engaged in the production operation, but to assist or help in production operation.
Labour engaged in cleaning the workshop is an example of indirect labour.

Expenses: All costs other than materials and labour are termed as expenses. Direct expenses
are those, which can be identified with and allocated to cost centers or units. Direct expenses
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are those expenses, which are specifically incurred in connection with a particular job or cost
unit. Direct expenses are also known as chargeable expenses.

Indirect expenses are indirect costs, other than indirect materials and indirect labour costs.
These cannot be, directly, identified with a particular job, process or work order and are common
to cost units and cost centres.

Indirect expenses are also known as Overheads.

The chart below summarises the elements of cost.

1. Direct Material + Direct Labour + Direct Expenses = Prime Cost

2. Prime Cost + Production overhead = Factory Cost or Works Cost

3. Works Cost + Administration Overheads = Cost of Production

4. Cost of Production + Selling and Distribution Overheads = Total Cost or Cost of Sales

Total Cost
Material Labour Expenses
Direct Indirect Direct Indirect Direct Indirect
Prime Cost Overhead
Production Administration Selling and
Distribution

Elements of Cost

13.6 CLASSIFICATION OF COSTS

There are various ways of classifying costs. Each classification serves different purpose.

(A) Classification According to Functions: This is a traditional classification. A business has
to perform a number of functions such as manufacturing, administration, selling, distribution
and research. On the basis of function, they are classified as manufacturing cost,
administration cost, selling and distribution cost and research and development cost.
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(B) Classification According to Variability and Behaviour: Costs, sometimes, have a definite
relationship to the volume of production. Some costs change with the volume of production
and some others do not change at all, irrespective of the volume of production, while some
of the costs, partly, change.

Under this category, costs are classified as fixed costs, variable costs, and semi-variable or
semi-fixed costs.

Fixed Costs: When a cost does not change with increase in volume, it is called Fixed
Cost. Fixed costs are constant. Fixed costs do not change, irrespective of the level of production.
Examples are rent, insurance, depreciation and repairs. The total fixed cost is one and the same,
whether one unit is produced or one hundred units are produced, till the production does not
exceed the capacity of machine. However, the unit fixed cost decreases as the volume of
production increases. In the pictoria presentation of behaviour of fixed costs, unit fixed cost curve
descends while total fixed cost is constant at all levels of production. In other words, unit fixed
cost decreases as and when volume increases. But, there is no change in total fixed cost at
different production volume levels.

The graphical presentation of total fixed cost and unit fixed costs show as under:

Unit Fixed Cost

2 _ 2
o Total Fixed Cost o
@ @
(e} (o}
O O

Volume Volume

Total Fixed Cost Unit Fixed Cost

Behaviour of Fixed Costs

Variable Costs: When a cost changes in proportion to the change in volume, it is called
Variable Cost. The typical example is raw materials. If production increases, total cost of raw
materials increases, in the same proportion of production level. If production is suspended or
closed, cost of raw materials becomes zero. Mathematically, a linear relationship exists
between a variable cost and volume. If volume increases or decreases by 20%, in the same
proportion, the cost of production varies. So, unit variable cost is constant and total variable costs
changes, proportionately, to volume of production.

The graphical presentation of total variable cost and unit variable cost is as under:
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Total Variable Cost

Unit Variable Cost

Cost (Rs.)
Cost (Rs.)

Volume Volume

Total Variable Cost Unit Variable Cost

Behaviour of Variable Costs

(C) Classification According to Controllability: On this basis, the costs can be classified into

controllable and uncontrollable costs. Controllable costs are those costs, which can be
influenced by the action of a specified member of a firm. Controllable costs do not imply
that they are 100% controllable. In other words, costs are at least, partly, within the control
of the management. Generally speaking, all direct material, direct labour and some of the
overhead expenses are controllable by the lower level of management. Some costs can be
controlled by joint action. For example, the production manager as well as the purchase
manager controls the cost of raw materials. The production manager controls the quantity
level, exercising control on wastages, while the purchase manager can exercise control on
the price front. On the other hand, costs which cannot be influenced by the action of any
member of undertaking or beyond control is known as uncontrollable cost. For example, fixed
expenses like salary, rent, insurance and taxes.

Cost is a fact while price is a matter of Strategy.

(D) Classification on the basis of Traceability to the Product: Based on traceability, costs

(E)

are divided into Direct and Indirect costs. Direct cost means that cost which can be,
conveniently, identified with and allocated to a particular unit of cost, i.e. job, product or
process. On the other hand, indirect cost means those costs, which cannot be identified with
a particular unit of cost. It has to be shared or distributed. Examples are cost of consumables,
sdary of a foreman or supervisor, rent of factory etc.

Product Costs and Period Costs: Product costs are those costs, which can be identified
with the product and included in stock valuation. In a manufacturing concern, it is composed
of four elements. They are direct materials, direct labour, direct expenses and manufacturing
overhead. That is, product cost is a factory cost. Period cost is associated with the time
period. Examples are rent, salary, insurance etc. They are not included in the stock valuation
and are treated as expenses during the period in which they are incurred.
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Cost
Product Period
Costs Costs
Unsold Sold
Products Products

Treated as an asset in the
balance sheet and is shown Treated as an expense in the
as an expense in profit and profit and loss account in the
loss account, as and when current accounting period.
the product is sold.

Treatment of Product and Period Costs

13.7 DIFFERENCE BETWEEN ALLOCATION AND APPORTIONMENT

For cost ascertainment, it is necessary to understand the difference between the terms ‘ Allocation’
and ‘ Apportionment’.

The difference between Allocation and Apportionment is as follows:

Allocation: Cost Allocation is defined as allotment of the whole cost to cost centres or cost
units. In other words, whole expenses, which can be identified or traced, are alocated to a
particular department, cost centre, cost unit or machine, without division of expenses. There are
two important matters, in case of allocation of cost. First, the cost should be traceable or
identifiable to a particular department, cost centre or machine. Second, the exact amount incurred
in cost centre must be known. Once the cost is traceable, no division is made.

Examples: Overtime wages incurred in a particular department is allocated, wholly, to that
department. Similarly, repairs incurred to a particular machine are allocated to that particular
machine.

Apportionment: Cost apportionment is the allotment of proportionate items of cost to cost centres
or cost units. Where the cost is common and cannot be identified, wholly, to a particular
department or cost centre, the cost is apportioned. Where the expenses relate to more than one
department, the expenses are divided. So, cost apportionment occurs where the cost or expenses
are common to more than one department.

Examples. Canteen expenses of a factory are apportioned, proportionately, to the production
and service departments, based on the number of employees working in various departments.
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Where expenses can be traced or identified with a particular department, it is allocation and
if thisis not possible, costs are apportioned.

13.8 METHODS OF COSTING

The methods used for ascertainment of cost of production differ from industry to industry.
Basically, there are two methods of costing. They are:

(A) Job Costing and
(B) Process Costing

All other methods of costing are improvements, extensions or combination of the above two
methods. The principles in every method of costing are the same but the methods of analyzing
and presenting the costs differ with the nature of business.

Job Costing: Under this method, costs are collected and accumulated for each job or work
order or project, separately. A job card is prepared for each job for cost accumulation. This
method is suitable for printers, machine tool manufacturers, general engineering workshops,
foundries etc.

Batch Costing: Batch costing is a specia type of job costing, where articles are manufactured
in definite batches. For example, in a ready-made garment factory, shirts are made in suitable
batches according to size and kept in stock for sale and it will not be worthwhile to maintain
cost for each shirt made. The costing procedure is similar to job costing. Instead of a job,
batch constitutes the cost unit for which costs are completed. Cost per unit is calculated by
dividing total cost of a batch by the number of units produced in that batch. This method is
mainly used in biscuit manufacture, garment manufacture and spare parts components
manufacture industries.

Process Costing: A process here refers to a stage of production. If a product passes through
different stages, process costing is used to ascertain the cost of each stage or process. Normally,
the finished product of one process becomes the raw material of the subsequent process and a
final product is obtained in the last process. As the products are manufactured in continuous
process, this is aso known as Continuous Costing. Process costing is generally followed in textile
units, chemical industries, refineries, tanneries, paper manufacturing etc.

Operating Costing: This is suitable for firms, which render services as distinct from those,
which manufacture goods. This type of costing is applied to transport undertakings, power
supply companies, gas, water works, hospitals and hotels etc. It is used to ascertain the
cost of services rendered. There is, usually, a compound unit in such undertakings. Examples
are passenger—kilometers in transport companies, kilo—watt—hour in power supply, patient—
day in hospital etc.

Multiple Costing: Where more than one method of costing is applied, it is called multiple costing.
This is suitable for industries, where a number of components parts are, separately, produced,
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and later assembled into afinal product. In such industries, materials and components used differ
in the products manufactured. In other words, al components and materials are not used in all
the products manufactured. So, it will be necessary to ascertain the cost of each component.
Cost of component is calculated through the process costing. To ascertain the cost of final product,
batch costing method is applied. This method is used in manufacturing cycles, automobiles, radios,
typewriters, aeroplane and other complex products.

Methods of costing are different from techniques of costing.

13.9 TECHNIQUES OF COSTING

To produce useful information to management, cost data collected is to be processed according
to costing principles, using one or more costing techniques. The techniques of costing are used
to link or relate costs to cost units or cost centers. Costing techniques are not independent. They
are used along with various methods of costing. Costing techniques are not independent methods
of cost ascertainment, such as job costing or operating costing.

Important costing techniques are as follows:

Marginal Costing: Margina Costing is a specia technique of analysis and presentation of costs,
which helps the management in decision-making. This technique enables the management to
understand the effect of a change in volume of output on costs and profit. Its importance lies in
solving the managerial problems.

Marginal Costing is also known as Variable Costing.

Marginal costing is not an independent system of costing similar to process costing, operating
costing or Job costing. In marginal costing, the cost of a unit comprises only variable costs. Fixed
costs are treated as period costs and written off to costing Profit and Loss Account. Consequently,
finished goods and work in progress are valued at margina cost i.e. Prime cost plus variable
overheads.

Absorption Costing: Absorption costing technique is also termed as Traditional or Full Cost
Method. Under this method, the cost of a product is determined, after considering both fixed
and variable costs. The variable cost, such as direct materias, direct labour, etc. is directly charged
to the products. The fixed costs are apportioned on a suitable basis over different products,
manufactured during a period.

Under absorption costing, all costs, both variable and fixed, are charged to
the products for cost determination.

Thus, in case of Absorption costing, al costs are identified with the products manufactured.
Both Fixed costs and Variable costs are aso treated as product costs. The cost unit is made to
bear the burden of full cost, irrespective of the current level of operations.
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Uniform Costing: Severa undertakings follow the same costing principles and/or practices for
common control or comparison. This technique facilitates inter-firm comparisons and help in
establishing redlistic pricing policies.

Historical Costing: In historical costing, costs are ascertained, after they are actually incurred.
It has a limited utility, though comparisons of different periods may yield good utility.

Standard Costing: In standard costing, a comparison of actual cost is made with the pre-
determined costs. Any deviation, variance, is investigated by the management for the reasons of
variances and suitable corrective action is taken.

Budgetary Control: Budgetary control is the process of determining various budgeted figures
for the enterprise and then comparing the actual performance with the budgeted figures for
calculating the variances, if any. In this process, first budgets are to be prepared. Second, Actual
results are to be recorded. Third, comparison is to be made, between the actual with the planned
action for calculating the variances. Once the discrepancies are known, remedial measures are
to be taken, at proper time. Then only, results planned can be achieved. A budget is a means
and budgetary control is the end result.

Cost Data

Methods Techniques

Job Batch Process Multiple Operating
Costing Costing Costing Costing Costing
Historical Standard Marginal Uniform Budgetary Absorption
Costing Costing Costing Costing Control Costing

Methods and Techniques of Costing

Different methods of costing facilitate ascertainment of costs, while techniques of
costing help the management in achieving the objective of controlling costs. Both
methods of costing and techniques of costing go together to achieve the basic objective
of improving the profitability of the firm.

13.10 IMPORTANCE (ADVANTAGES) OF COST ACCOUNTING

In the following areas, the advantages of cost accounting are significant:

(A) Assists in Improving Profitability: It enables management to maintain effective control
over inventory to maximize efficiency and minimize wastages and losses by providing detailed
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costing information. Profitable and unprofitable activities are disclosed. Management can take
steps to eliminate unprofitable products and develop profitable products for improving
profitability of the firm.

(B) Information for Estimates and Tenders: It helps cost estimation and fixation of prices. In
case of big contracts or jobs, it is difficult to give quotation, without knowing estimated cost.

(C) Helps in Preparation of Interim Final Accounts: Vaue of closing stock is available, at
any time. It provides a perpetual inventory system, which helps in the preparation of interim
profit and loss account and balance sheet, without any stock taking.

(D) Reconciliation of Accounts and Reliability: It provides an independent and reliable check
on the accuracy of financial accounts, through reconciliation of cost records and financial
records.

(E) Fixation of Responsibility in Controlling Costs: When variances are to be corrected,
responsibility has to be fixed for corrective action. It helps in controlling costs, with the
application of standard costing and budgetary control.

(F) Aid in Decision-making: Costing helps the management in taking vital decisions such as
(i) Whether it would be profitable to purchase a component or commence its production,

instead of purchasing, done presently.
(i) Whether to accept the order, below its total cost.

(i) Comparing the costs involved in different methods of production and choosing the cost
effective method.

(G) Guides Future Production Policy: Cost data helps the management in formulating future
production policy. They can rely on costing records to form their judgment about the
profitability and future of the firm.

(H) Aid to Employees: When the organization benefits, it would be able to share the benefit
of higher operating results in the form of performance bonus, incentives etc with employees
of the firm.

(1) Aid to the Nation: Costing system brings the benefits of cost reduction, cost control and
elimination of wastages and inefficiencies, which would lead to the growth of the nation, as
a whole.

13.11 LIMITATIONS OF COST ACCOUNTING

The limitations of cost accounting are as under:

1. Not exact Science: Like any other accounting system, Cost Accounting is not an exact
science but an art, which has developed through theories and practices.

2. Solution not Available: The cost accounting provides information for taking decisions, but
does not give the exact solution to the problem.
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3. Historical Data: Cost data are essentially ‘post facto’ and historical in nature.

4. Expensive: Instalation of cost accounting system is costly, which small firms cannot afford
to have. Before installing, care must be exercised to ensure that the benefit derived is more
than the cost on investment.

5. System is more Complex: As the cost accounting system involves number of steps in
ascertaining costs such as collection, classification of expenses, allocation and apportionment
of expenses, users consider it as a complicated system. More so, the system requires use
of several documents and forms in preparing reports. Staff requires expertise in using the
system.

6. Lack of Accuracy: The accuracy of cost accounting gets distorted due to use of estimated

costs.

Descriptive Questions
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Distinguish between Costing and Cost Accounting? (13.1 and 13.2)

State the objectives of Cost Accounting? (13.2 and 13.3)

Explain the terms ‘Cost Centre’ and ‘Cost Unit'? (13.4)

What are the different Elements of Cost? (13.5)

Name the different ways of classification of costs? (13.6)

What is the difference between absorption and allocation? (13.7)

Write a detailed note about the different methods of costing? (13.8)

What are the different techniques of costing? (13.9)

‘Costing is an aid to management and society’ — Enumerate the main points in support of
this statement? (13.10)

What are the advantages you would expect from the costing system? What are its limitations?
(13.10 and 13.11)

Check Your Understanding

1.

Cost centre facilitates cost ascertainment and cost control.
Overheads and indirect expenses are different.

Cost allocation refers to charging of direct costs fully and directly to cost centres and cost
units, while cost apportionment refers to charging of indirect expenses, proportionately, to
cost centres and cost units.

The basic methods of costing are Job Costing and Process Costing.

If a product passes through different stages, process costing is used to ascertain the cost
of each stage or process.

Methods of costing are different from techniques of costing.
Marginal costing is a method of Costing.
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8. In historical costing, costs are ascertained after they are actually incurred so their actual
utility is limited.
9. Expenses that can be identified or traced are apportioned to a particular department, cost
centre, cost unit or machine
10. The primary objective of cost accounting is to control costs.
11. Both methods of costing and techniques of costing go together to achieve the basic objective
of improving the profitability of the firm.
12. A prosperous firm does not require cost accounting.
Answers
1. True, 2. False, 3. True, 4. True, 5. True, 6. True, 7. False, 8. True, 9. False, 10. True, 11. True,
12. false

Multiple Questions

1. Fixed cost per unit increases when
(@) production decreases (b) production increases
(c) change of production does not have effect
2. The term prime costs refer to
(@) direct materials and direct labour. (b) direct materials, direct labour and direct
expenses.
(c) None of the above
3. Indirect materials
(@) is a prime cost (b) can be a variable cost or fixed cost
(c) a overhead cost
4. In a hospital, the following method of costing is applied:
(@) Batch costing (b) Process costing
(c) Operating costing (d) uniform costing
5. The objective of cost accounting
(@) Ascertainment of cost (b) Exercising cost control
(c) Determination of selling price (d) All above
Answers

1. (a), 2. (b), 3. (), 4. (c), 5. (d)

Interview Questions

Q.1.

Ans.

What is the difference in behaviour between fixed costs and variable costs? How they
affect profits of a firm?

Fixed costs are constant. They do not change, irrespective of the level of output. Even,
if there is no production, the firm has to incur fixed costs, like rent, salaries etc. With
increase in production, fixed costs per unit declines. So, cost of production per unit would



362

Accounting for Managers

Q.2.

Ans.

go down, with more production, resulting in more profits to the firm, though selling price is
same. On the other hand, variable costs change, proportionately, with production. Variable
cost per unit is constant. So, change in the levels of production does not have any effect
on variable cost per unit.

More production and sales result in more profits as the fixed costs would be spread over
a higher quantum. Variable costs do not create any impact on contribution.

What is semi-variable costs? Explain with a few examples?

All costs which are neither perfectly variable nor absolutely fixed, in relation to volume
changes, are called semi-variable costs. In other words, semi variable costs are those
costs, which are neither fixed nor variable, totally. Semi-variable costs contain both the
characteristics of fixed cost as well as variable cost. Semi-variable costs are also known
as mixed costs.

Telephone, power, repairs and maintenance are some of the examples of mixed costs.
For example, a telephone bill contains two elements, one is a fixed rent and the other
component is dependent on the usage, number of calls made. Rent is to be paid, even
though phone is not used. Electricity is another example. Meter rent is a fixed expense,
while power consumption is variable expense.

ORON®
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14.1 ORGANISING COST ACCOUNTS

From the view-point of cost records, there are two ways of organising cost accounts:
(A) Independent Accounts
(B) Integrated Accounts

Independent Accounts

Under the conventional system of cost accounting, a separate set of costing books is maintained,
along with the financial books of accounts. In other words, two separate sets of books of accounts
are maintained to record cost and financial data.
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Where cost and financial transactions are kept separate, the system is called ‘Cost
Ledger Accounting’ as the cost ledger is the principal book of accounts. The alternative
name is non-integrated accounting.

Where separate costing books are maintained, it is desirable to maintain the entire transactions
on double entry system, so that arithmetical accuracy is established.

Integrated Accounts

Where cost and financial transactions are integrated, the system is called ‘Integrated
Accounting’. In other words, it refers to a single system, which contains both cost and
financial records.

It should be possible to prepare Profit and Loss account and Balance Sheet so as to satisfy
the statutory requirements. Under this system, there is no need for a separate cost ledger. But,
there should be a number of subsidiary ledgers like stores ledger, job ledger and sock ledger.
Control accounts are also maintained for each one of them in the financial ledger.

14.2 COST RECORDS

The following are important cost records:

Stores Ledger: Stores ledger contains individual accounts for each item of raw materials, stores
and consumable stores. Receipts are posted on the basis of Goods Receipt Note. Issues are
posted on the basis of Stores Requisition dips. So, both receipts and issues are, individualy, posted
into each account, while the totals of receipts and issues are posted into the Stores control account,
maintained in the cost ledger. The total of individual accounts in the stores ledger should agree
with the balance in the Stores control account, maintained in the cost ledger.

Where the firm is maintaining bin card arrangement and following perpetual inventory
system, the accounts maintained in the stores ledger provide counter check to verify
the correctness of physical stock as well as balances in bin cards.

Stock Ledger or Finished Goods Ledger: This contains individual accounts of all types of
finished goods. Finished Goods Control Account is maintained in the cost ledger.
Work-in-Progress Ledger: Work-in-progress is that stage which is in between raw materials
and finished goods. This contains accounts of various jobs. Each job, unit or process is given a
separate account number. Concerned control account is maintained in cost ledger.

Expenses or Overheads Ledger: Overheads ledger contains accounts relating to individual
expense items such as salaries, rent, insurance, stores consumed, packing charges etc. Overheads
are classified under three heads such as factory overheads, administration overheads and selling
and distribution overheads. The ledger may be subdivided into three sections and relevant accounts
under each head are maintained in each section. Concerned control accounts for each section
are maintained in the cost ledger.
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Cost Ledger: Cost ledger is similar to general ledger in the financial accounting. This is the
principal book for cost accounts. It contains all control accounts of the subsidiary ledgers such
as stores ledger, stock ledger, job ledger (work-in-progress ledger) and expenses or overheads
ledger. In other words, it would contain stores control account, finished goods control account,
work-in-progress control account, factory overheads control account, administration expenses
overheads control account, selling and distribution expenses overheads control account etc. The
cost ledger would contain appropriate control accounts for each of the subsidiary ledger for self-
balancing. It would also contain Financial Ledger Control Account.

The accounting department is interested in personal accounts, real accounts and
nominal accounts, while the costing department is concerned with the accounts relating
to expenditure and income only.

14.3 RECONCILIATION BETWEEN COST AND FINANCIAL RECORDS

Need for Reconciliation: In those concerns, where there are no separate cost and financial
accounts, the problem of reconciliation does not arise. But where cost and financial accounts
are maintained independent of each other, it is imperative that accounts are reconciled. Both
sets of books are concerned with the same basic transactions. However, the figure of profit
disclosed by the cost accounts does not agree with that disclosed by the financial accounts. Thus,
reconciliation between the results of the two sets of books is necessary due to the following
reasons:

(i) To find out the reasons for the difference in the profit or loss in cost and financial

accounts.

(i) To ensure the mathematical accuracy and reliability of both the books of accounts.

14.4 REASONS FOR DISAGREEMENT IN PROFIT

The following causes the disagreement between the costing and financial profit:

1. Items showed only in Financial Accounts: There are a number of items, which are
included in financial accounts but find no place in cost accounts. These may be items of
expenditure or appropriation of profit or items of income. The former reduces the profit,
while the latter have the reverse effect. The items may be classified as under:

(a) Purely financial charges: Examples
(i) Loss arising from the sale of fixed assets,
(i) Loss on investments,
(i) Discount on debentures,
(iv) Interest on bank loan, mortgages and debentures,
(v) Expenses of the company’s share transfer office.
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(b) Appropriation of profit: Examples
(i) Donations and charities,
(i) Income tax,
(iii) Dividend paid,
(iv) Transfers to reserves and sinking funds,
(v) Amounts written off (goodwill and preliminary expenses).
(c) Purely financial incomes: Examples
(i) Rent,
(i) Profits on the sale of fixed assets,
(i) Transfer fees received,
(iv) Interest received on bank deposits,
(v) Dividend received.
Items showed only in Cost Accounts: There are certain items, which are included in
cost accounts but not in financial accounts. These items are very few and usually are notional
charges. For example, interest may be calculated on capital employed in production to show
the notional cost of employing the capital, through, in fact, no interest has been paid. Similarly,
production may be charged with a nominal rent for premises owned to enable the concern
to compare its cost of production, with that of a rented factory.

Over or under Absorption of Overhead: Overhead absorbed in cost accounts on the
basis of estimation like percentage on direct materials, percentage on direct wages, etc. may
be more or less than the actual amount incurred. If the overheads are not fully absorbed
(the amount in cost accounts is less than the actual amount), the shortfall is called under
absorption. On the other hand, if overhead expenses in cost accounts are more than the
actual amount, this is a case of over absorption. Thus, under or over absorption of overheads
leads to difference in two accounts. Sometimes, selling and distribution expenses are ignored
in cost accounts, altogether. In such a case, costing profit would be higher than the profit
shown in the financial records. This requires reconciliation.

Differences due to different basis of Stock Valuation and Depreciation: The basis
adopted for valuation of work-in-progress, stores, finished stock may differ in these two sets
and that may cause disagreement in the results. For example, stock is valued on cost or
market value, whichever is less, in financial books and weighted average basis is followed
in the cost accounts. The difference in treatment may cause variation. Similarly, using fixed
installment in one set and diminishing balance method of depreciation in the other may cause
difference, requiring reconciliation.



Cost Records-Reconciliation of Cost and Financial Accounts 367

14.5 PROCEDURE OF RECONCILIATION

When there is a difference between the profits disclosed by cost accounts and financial accounts,
the following steps shall be taken to prepare a Reconciliation statement:

I. Ascertain the various reasons of disagreement, detailed above, between the profits
disclosed by two sets of books of accounts.

II. If profits as per cost accounts are taken as the base:

ADD:

(i) Items of income included in financial accounts, but not in cost accounts.

(i) Items of expenditure (as interest on capital, rent on owned premises etc.) included in
cost accounts, but not in financial accounts.

(i) Amounts by which items of expenditure have been shown, in excess in cost accounts
as compared to the corresponding entries in financial accounts.

(iv) Amounts by which items of income have been shown, in excess in financial accounts
as compared to the corresponding entries in cost accounts.

(v) Over absorption of overheads in cost accounts.
(vi) The amount by which closing stock of inventory is undervalued in cost accounts.
(vii) The amount by which the opening stock of inventory is overvalued in cost accounts.

DEDUCT:

(i) Items of income included in cost accounts not in financial accounts.
(i) Items of expenditure included in financial accounts but not in cost accounts.

(i) Amounts by which items of income have been shown in excess in cost accounts over
the corresponding entries in financial accounts.

(iv) Amounts by which items of expenditure have been shown, in excess in financial
accounts over the corresponding entries in cost accounts.

(v) Under absorption of overheads in cost accounts.
(vi) The amount by which closing stock of inventory is overvalued in cost accounts.
(vii) The amount by which the opening stock of inventory is undervalued in cost accounts.

After making al the above additions and deductions, the resulting figure will be profit as per
financial accounts.
Note: There may be occasions that the amount taken in the base accounts is loss. In such an event, reverse
procedure is to be adopted. In other words, what has been added above is to be deducted, while what is
shown as deduction should be added.

If profits as per financial accounts are taken as the base, then items added shall be deducted
and items to be deducted shall be added i.e. the procedure shall be reversed.
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14.6 TIPS FOR RECONCILIATION

If the following tips are followed, it is easy to prepare the reconciliation statement.
1. Taking one as base (say, Profit in cost records), we have to arrive at profit as per financial
records.

Think what has been the impact of the transaction on profits, taken on the base. If the
transaction has resulted in more profits to the base, deduct. In case, the transaction has created
less profit, simply add.

2. Answer can be checked. Profit figure of both the books is given in the question so check
whether the figure arrived is tallying with or not. If tallied, fine. If not, verify again, which
item has been added instead of deducting or vice versa.

14.7 TREATMENT FOR CERTAIN ITEMS

There are certain items, which may appear in both cost accounts and financial accounts, such
as depreciation. But, there may be difference in the amount. In such a case, the difference amount
only is to be adjusted from the base amount.

Illustration No. 1

From the following information recorded in the books of Tushil & Co. for the year ending 31
Dec, 2008, prepare a Reconciliation Statement.

Rs.
(i) Profit as per cost books 84,000
(i) Overheads over-recovered in cost books 4,350
(i) Loss not shown in cost books 5,850
(iv) Under valuation of opening stock in cost books 3,500
Find out profit as per financial books?
Solution:
Profit in the financial books of Tushil & Co for the year ending 31% Dec, 2008.
Rs.
(i) Profit as per Cost books 84,000
Add: (ii) Overheads over-recovered in cost books 4,350
88,350
Less: (iii) Loss not shown in cost books 5,850
(iv) Under valuation of opening stock in cost books 3,500 9.350

Profit as per financial books 79,000
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Illustration No. 2

M/s Della Traders have furnished the following information from financial books for the year

ended 30" June, 2008.

Trading and Profit and Loss A/c for the year ended 30" June, 2008

To Opening stock 17,500 By Sales (10,250 units)
(500 units at Rs. 35 each)
To Materials consumed 2,60,000
To Wages 1,50,000
To Gross profit 3,02,500
7.30,000
To Factory overheads 94,700
To Office overheads 1,06,000
To Selling expenses 55,000
To Bad debts 4,000
To Preliminary Expenses 5,000
written off
To Net profit 48,050
312,750

By Closing stock (250
units at Rs. 50 each)

By Gross Profit
By Rent
By interest

Rs.
7,17,500

12,500

7,30,000
3,02,500
10,000
250

3,12,750

The cost sheet shows the following:

(&) Cost of materials at Rs. 26 per unit and Labour cost Rs. 15 per unit produced.
(b) Factory overheads are absorbed at 60% of Labour cost.
(c) Office overheads are absorbed at 20% of Factory cost.
(d) Selling expenses are charged at Rs. 6 per unit.

(e) Opening stock of finished goods is valued at Rs. 45 per unit and closing stock as in

financial books.
You are required to prepare:

(i) A statement showing cost and profit as per cost accounts for the year ended 30" June,

2008 and

(i) Statement showing the reconciliation of profit disclosed in cost accounts with the profit

shown in financia accounts.
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Solution:

Cost Sheet of Della Traders for the year ending 30" June, 2008
Cost of Material (* 10,000 units @ Rs. 26 per unit) 2,60,000
Labour Cost (10,000 units @ Rs. 15 per unit) 1,50,000
Prime Cost 4,10,000
Factory Overhead (60% of Labour Cost) 90,000
Factory Cost 5,00,000
Office Overheads (20% of Factory Cost) 1,00,000
Cost of Production 6,00,000
Add : Opening Stock : 500 units at Rs. 45 each 22,500
6,22,500
Less : Closing Stock : 250 units at Rs. 50 each 12,500
Cost of Goods Sold 6,10,000
Selling overhead (Rs. 6 per unit on 10,250 units) 61,500
Cost of Sales 6,71,500
Sales 7.17.500
Profit 46,000

* Units produced = Sales + Closing stock — Opening stock

10,250 + 250 — 500

= 10,000 units
Reconciliation Statement
Amount
Rs.
Profit as per Cost Accounts 46,000
Add : (i) Income items, i.e., interest and rent not included in cost 10,250
accounts (250 + 10,000)
(i) Over-valuation of opening stock in cost accounts (22,500 5,000
17,500)
(iii) Over-recovery of selling overheads in cost account 6,500 21,750

(61,500 55,000)
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Less : (i) Loss items i.e., bad debts and Preliminary Expenses 9,000
written off not included in cost accounts (4,000 + 5,000)
(il) Under-recovery of factory overheads in cost accounts 4,700
(94,700 90, 000)
(iii) Under-recovery of office overhead in cost accounts 6,000 19,700
(1,06,000 1,00,000)
Profit as per Financial Accounts 48,050

Illustration No. 3

The net profit Sudhir & Co. Ltd. appeared at Rs. 50,052 as per financial records for the year
ending 31% March, 2008. The Cost Books however, showed a net profit of Rs. 86,200 for the
same period. Examination of the figures from both the sets of accounts has shown the following

facts:

Works overhead under-recovered in costs Rs.
1,560
Administrative overheads over recovered in costs 850
Depreciation charged in financial accounts 5,600
Depreciation recovered in costs 6,250
Interest on investments, not included in cost accounts 4,000
Loss due to obsolescence, charged in financial accounts 2,850
Income tax provided in financial accounts 20,150
Bank Interest and transfer fee in financial books 375
Stores Adjustment (credit in financial books) 237
Value of opening Stock in: Cost accounts 24,800
Financial accounts 26,300
Value of closing Stock in : Cost accounts 27,000
Financial accounts 25,000
Interest charged in cost accounts 2,000
Preliminary expenses written off 15,000
Loss on the sale of furniture 1,200

Prepare a statement showing the reconciliation between the figures of net profit as per Cost

Accounts and the figures of net profits as shown in the Financial Books.
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Solution:

RECONCILIATION STATEMENT BETWEEN COST ACCOUNTS AND
FINANCIAL ACCOUNTS OF SUDHIR & CO LTD.

Profit as per Cost Accounts 86,200
Add:
(a) Administration overheads over recovered in Cost 850
Accounts
(b)* Depreciation overcharged in Cost Books:
Cost Books 6,250
Financial Books 5,600 650

(c) Receipts and gains credited in Financial Books but
not shown in Cost Books:

(i) Interest on investment 4,000
(ii) Bank interest and Transfer Fee 375
(iii) Stores Adjustments 237
(d) Interest charged in cost accounts 2,000 8,112
94,312
Less:
(a) Works overhead under recovered in Cost Books 1,560
(b) Expenses and Losses debited in Financial Books but
excluded from Cost Books:
(i) Income Tax 20,150
(i) Loss due to obsolescence 2,850
(iii) Preliminary expenses written off 15,000
(c) Under valuation of opening stock in cost accounts 1,500
(d) Overvaluation of closing stock in cost accounts 2,000
(e) Loss on the sale of furniture 1,200 44,260
Profit as per Financial Accounts 50,052

* Normally, depreciation appears in both cost accounts and financial accounts. Difference amount only is
to be adjusted in reconciliation statement.
[llustration No. 4

The following figures are taken from the books of Cherry & Co. for the year ended 31%
December, 2007.
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Rs.

Financial Accounting Cost Accounting

Opening Stock: Raw Materials 6,000 5,000

Finished Stock 5,000 4,800

Closing Stock : Raw Materials 4,000 4,300

Finished Stock 6,000 8,000
Purchase of Materials 40,000
Direct Labour 20,000

Factory Expenses 18,000 21,000 absorbed
Indirect Labour 3,000
Sales 1,20,000

Administrative Expenses 6,000 4,000 absorbed
Interest Received on Debentures 5,000
Patents written off 1,000

Calculate the profit as per cost and financial books. Prepare a reconciliation statement, showing
clearly the reasons for the variation in profit figures.

Solution:
Statement of Cost and Profit of Cherry & Co. as per Cost Books for the year 2007
Rs. Rs.

Opening stock of raw materials 5,000

Add: Purchase of materials + 40,000

45,000

Less: Closing stock of materials —4,300
Materials consumed 40,700
Direct Labour 20.000
Prime Cost 60,700

Indirect Labour 3,000

Factory Expenses 21,000
Works on cost 24.000
Works Cost 84,700
Administration Expenses 4,000
Cost of Production 88,700
Add: Opening stock of finished goods 4,800
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93,500

Less: Closing stock of finished goods —8,000
Cost of Goods Sold 85,500

Profit (Balancing figure) 34,500

Sale 1,20.000

Profit and Loss Account of Cherry & Co. and Profit as per Financial Records for the
year ended 31t Dec, 2007

Rs. Rs.
Opening stock: Raw 6,000 Sales 1,20,000
Materials
Finished stock 5,000 Closing Stock:
Purchases of Materials 40,000 Raw Materials 4,000
Direct Labour 20,000 Finished Stock 6,000
Indirect Labour 3,000
Factory Expenses 18,000
Gross Profit 38,000
1,30,000 1,30,000
Administration Expenses 6,000 Gross Profit 38,000
Patents written off 1,000 Interest received on 5,000
debentures
Net Profit 36,000
43,000 43,000
Reconciliation Statement as at 31 Dec. 2007
Profit as per Cost Accounts Rs Rs.
34,500
Add: Factory expenses over absorbed (21,000 — 18,000) 3,000
Add: Interest received on debentures 5,000 + 8,000
42,500
Less: Administration expenses under absorbed (6,000 — 2,000
4,000)
Less: Patents written off 1,000
Less: Under valuation of opening stock in cost books 1,200
(11,000 — 9,800)
Less: Overvaluation of closing stock in cost books (12,300 2,300 — 6,500
—10,000)

Profit as per Financial P&L A/c 36.000
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Illustration No. 5

The following figures for the year ending 31% Dec, 2008 have been extracted from the books of

a manufacturing concern M/s Suresh & Co. Ltd.

Rs.

Sales 50,000 Work-in-Progress in hand :
Direct Labour 20,000 Direct Labour 600
Direct Material 10,000 Direct Material 400
Factory Overhead Expenses 9,500 Factory Overhead 300
Administrative Overhead 5,200 1,300

Finished Stock-in-hand 2,700
Selling & Distribution Overhead 3,800 Patents Written-Off 1,500

Interest on Capital 500

Cost Accounts Manual states that the Factory Overhead is to be charged at 50% of direct
labour wages. Administrative Overhead at 10% of Works Cost and Selling & Distribution

Overhead @ Rs. 1 per unit sold.

The units of product sold and in hand were 4,000 and 257 respectively.
(@) Find out the cost of production and the cost of sales per unit.
(b) Prepare a statement to reconcile the costing profit and loss, with the profit/ loss exhibited

in the financial accounts.

P & L alc of M/s Suresh & Co. Ltd. for the year ended 31% Dec, 2008

Solution:
Rs.
To Direct Material 10,000
To Direct Labour 20,000
To Factory overhead Expenses 9,500
To Admn. Overhead 5,200
To Selling & Distribution Overhead 3,800
To Patents Written-off 1,500
To Interest on Capital 500
To Net Profit 3,500

54,000

Rs.
By Sales 4,000 units 50,000
WIP in hand 1,300
Finished Stock in hand 2,700
(257 units)
54,000
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Production:
(in Units)
Sales 4,000
Finished Stock-in-hand 257
Production during 2008 4,257

Statement of Cost & Profit of M/s Suresh & Co. Ltd. for the year 2008
(Cost Records)

Particulars Amt. (Rs.)

Direct Material 10,000
Direct Labour 20,000
Direct exp.
Prime Cost 30,000
Factory Overhead 50% of Direct Labour 10,000

40,000
Add: Opening WIP Nil
Less: Closing WIP ( )1,300

38,700
Administrative Overhead 10% of Works Cost 3,870
Cost of Production : 4,257 Units @ Rs. 10 42,570
Add: Opening Finished Stock Nil
Less: Closing Finished Stock 257 Units @ Rs. 10 ( )2,570

(see note below)

Cost of Goods sold (4,000 units) 40,000
Selling & Distribution Overheads @ Rs 1 on units sold 4,000 4,000
Cost of Sales 4,000 units 44,000
Sales of 4,000 Units 50,000
Profit on 4,000 Units 6,000

Note: Closing stock of finished goods is to be valued at current cost of production as follows:
42,570 .
E—— X
4,257 Rs. 10 per unit x 257

Rs. 2,570/-.
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Reconciliation Statement of M/s Suresh & Co. Ltd. For the year 2008

Rs. Rs.
Profit as per Cost Accounts 6,000
Add: Factory Overheads over absorbed in Cost Accounts
10,000 9,500 500
Selling & Distribution Overheads over absorbed in Cost
Accounts.
4,000 3,800 200
Closing Stock of Finish goods less valued in Cost Accounts. 130
(2,700 2,570)
830
6,830
Less: Administration Overheads under absorbed in Cost
Accounts
(5,200 3,870) 1,330
Patents Written-off in financial accounts, but not in Cost 1,500
accounts
Interest on Capital charged in financial accounts, but not in 500
Cost accounts
3.330
Profit as per Financial Accounts 3.500

Check Your Understanding

State whether the following statements are True or False:

1.

Where cost and financial transactions are kept separate, the system is called ‘Cost Ledger
Accounting’.

Installation of a suitable system of cost accounting is restricted to manufacturing concerns
only.

Cost accounting is a branch of financial accounts.

If management is not interested in costing information, there should be no costing
department.

Cost ledger in cost Accounting is similar to general ledger in the financial accounting.

Reconciliation statement is prepared to reconcile the Profit/Loss in cost records with the
Profit/ Loss shown in financial records.

Profit/Loss in financial records would always agree with Profit/Loss in cost records and
no reconciliation between them is needed.
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Answers
1. True 2. False 3. False 4. True 5. True 6. True 7. False

Descriptive Questions

1.
2.
3.

Describe the different ways of cost accounts that can be maintained. (14.1)
Give a brief note on Cost Records. (14.2)

What is the need of reconciliation between cost accounts and financial accounts? Explain
the reasons for disagreement in Profit/loss between both the records. (14.3 and 14.4)

State the procedure for reconciliation of accounts between cost accounts and financial
accounts. (14.3 and 14.5)

Interview Questions

Q.1.

Ans.

Q.2.

Ans.

What purpose would be achieved by reconciliation of cost accounts with financial records?

Reconciliation between cost accounts with financial records would serve the purpose of
establishing arithmetical accuracy between both of them and it would be a cross check
about the authenticity of both the records.

State the items, which are included in financial accounts but not in cost accounts?

Financial accounts contain all accounts relating to real, personal and nominal accounts.
However, Cost accounts maintain accounts relating to expenses and incomes of operations.
Items like bad debts written off, preliminary expenses written off, dividend income, interest
income, not connected to the operations, appear in financial records, but not in cost records.

ONON®
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15.1 INTRODUCTION

Cost figures, in general, can be divided into two broad categories. They are Historical Costs
and Standard Costs. Historical costs are available, after they are incurred. Such cost figures
may have some value, once they are analysed. By analysis, the inefficiencies and deficiencies
in production may be detected. However, the damage would have occurred, by the time the
analysis under Historical costs is made. Analysis can be done only after the completion of the
period and so the exercise would not be effective to correct the past course of action, though it
would be of value to learn lessons for not repeating the same mistakes, in future.

Standard Cost is a predetermined cost. Under standard costing, cost of production is
determined, in advance. From the Management’s point of view “What a product should have
costed” is more important than “What did it cost?’ Standard costs are compared with the actual
costs to find out the differences between the two. The differences or variances so obtained are
analysed to determine the efficiency of operations, so that necessary remedial action may be
taken, immediately.

To plan what should be the cost, before production is made, is the
underlying idea of Standard Costing.

Management is always concerned to plan the costs, before they are actually incurred, to
exercise the required control. The important techniques for exercising cost control are Standard
Costing and Budgetary Control.

Standard costing is superior compared to historical costing or actua costing. Historical costing
is just post-mortem of the expenditure, which has been incurred. So, this is not, indeed, an
effective tool for cost control.

15.2 MEANING AND DEFINITION OF STANDARD COSTING

Standard: The word ‘ Standard” means criterion. Standard is a predetermined measurable quantity,
under defined set conditions.
Standard Cost: Standard cost is a scientifically pre-determined cost, which is arrived at assuming
a particular level of efficiency in utilization of material, labour and indirect services.

When the actual figure is compared against standard, one can measure the level of efficiency
achieved by seeing how much actual differs from the standard.

When costing is used for the purpose of cost control, the technique is known
as standard costing.

Through the standard costing system, management is able to control the variances in materials,
labour and controllable expenses on quantity, efficiency and cost basis (in terms of money).
Standard costs are, widely, used as they serve as an effective management tool for control.
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Standard costing is a managerial device to determine efficiency and
effectiveness of cost performance.

Definition: The costing terminology of the institute of cost and management accounts, London
defines Standard costing as

“Standard costing is the preparation of standard costs and applying them to measure
the variances from actual costs and analyzing the causes of variations, with a view to
maintain maximum efficiency in production”.

Standard cost has aso been referred to a cost plan for a single unit. This thinking is not
merely an estimate or guess work. It is based on certain assumed conditions of efficiency,
economic and other factors.

When we break the definition, the technique of Standard costing can be broken into the
following:

1. Determination of standard costs under each element of cost-material, labour and
overheads. In other words, preparation of standard cost sheet is the first step.
Finding out the actual costs.

Comparison of the actual costs with standard costs to ascertain and measure variances.
Analyse the variances.

Presentation of information to the appropriate levels of management for remedia action
to control costs for achieving improved or better performance.

Industries where standard costing is applied: Standard costing can be applied in industries
producing standardised products, which are repetitive in character. Examples are fertilizers, bricks,
sugar, cement etc.

In job industries, it is not worthwhile to develop and employ a full system of standard costing.
In such industries, jobs undertaken are different from one another. Setting standards in such job
industries may be expensive. Implementation partial standard costing in such industries is a better
idea. Certain processes or operations may be repetitive and introduction of standard costing can
be applied only to those areas.

a h~ wDd

15.3 STEPS INVOLVED IN IMPLEMENTING STANDARD COSTING

The following are the steps involved in Standard costing for achieving the planned results and
efficiency:

(A) Determination of standard cost

(B) Recording of actual cost

(C) Comparison of standard cost and actual cost

(D) Finding out reasons for variance

(E) Reporting variance to the concerned for corrective action
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15.4 UTILITY OF STANDARD COSTING

The system of standard costing is useful in all types of industries. But, it is more, commonly,
used in industries producing standardised products, which are repetitive in nature. So, standard
costing is more, widely, applied in process and engineering industries. Examples of industries,
where standard costing can be usefully employed are: bricks, cement, fertilizers, paper, electronic
lamps, sugar and tobacco products etc.

Standard costing is a valuable aid in cost control.
In jobbing industries, jobs differ from each other in their nature.
It is not possible to apply standard costing in jobbing industries because

each job undertaken is different and setting standard for each job may be
difficult.

The product in such industries may not be of a repetitive nature. Still, there are several
operations or processes in the jobbing industries, which are of a repetitive nature or character.
Standards can be set up for such repetitive-nature of operations or processes. In this way, the
benefit of standard costing can be derived, even, in jobbing industries.

15.5 PRELIMINARIES FOR ESTABLISHMENT OF STANDARD COSTING

Standard costing is the most effective method available for controlling performance and cost.
The following preliminaries are necessary for the establishment of standard costing:

(A) Study of Technical Aspects of Factory

(B) Organization Chart

(C) Establishment of Cost Centres

(D) Setting Right Standard

(E) Allocation and Apportionment of Overheads

(F) Training to Staff

It also pre-supposes there would be no power failures and breakdown in machinery.

(A) Study of Technical Aspects of Factory: This involves study of various methods of
manufacture and different processes, involved. For setting the right standard, understanding
the process and ascertaining previous years' defectives and costs incurred for their rectification
is very important. Previous years' records are to be studied, carefully, to understand the
normal efficiency in each production process.

Study of the technical aspects of the factory is very important since standard
cost should be based on the actual situation in the factory and the areas of
improvement that can be expected in the existing conditions.



Standard Costing and Variance Analysis 383

(B) Organization Chart: Lines of authority and responsibility have to be, clearly, defined so
that responsibility may be assigned, as and when required.
(C) Establishment of Cost Centres

A cost centre is a location, person or item of equipment at which costs may
be gathered, ascertained and used for the purpose of cost control.

Costs can be gathered at the stage of each machine for control. Establishment of cost centre
is necessary for fixing responsibilities for unfavorable variances for corrective action and
rewarding, where favourable variances are shown.

(D) Setting Right Standard: Setting right standard is a big challenge. The challenge set should
be attainable and should give the spirit and enthusiasm to achieve to all the staff in the
organization.

Different firms may fix different standards. Even the same firm may fix different standards
at different periods of time. This is due to change in circumstances.

The various types of standards may be classified as under:

(i) Theoretical or Ideal Standard: A standard based on ideal working conditions is said
to be ideal standard. This standard is based on the assumption of perfect performance.
In this standard, it is assumed that there will be the most desirable conditions of
performance. It does not consider the possibility of loss due to wastage of materials or
time. These standards provide no scrap, no idle time and no rest period. It aso supposes
there would be no break down in machinery and total devoted performance of workers.
It supposes no inefficiencies in the manufacturing process. In nutshell, the ideal standard
presumes that there would be perfect working conditions. This standard is not likely to
be achieved because ideal conditions of performance do not prevail. It is, therefore, a
theoretical standard. Such ideal conditions may not be found in real world. Once
standards are fixed on ideal working conditions, they can never be achieved in red life
and, in consequence, there would be no incentive for workers to put in their best efforts
as they know from the beginning that the standards fixed are never achievable. One
Professor told his students “ideal standards are like dreams of Sophia Lorens—distant,
desirable and rarely attainable.

The ideal standard breeds or creates frustration among employees because
such standard is never attained.

This standard sets as a goal, which is always aimed at. However, in actual practice, it
is not attainable. So, no body pays serious attention to achieve such standards. In fact,
setting up of this standard becomes a farce.

(i) Basic Standard: It is a standard, which is established for use over a long period of
time. Basic standard is set up for some base year. This standard is not changed on
the basis of change in prices of materials and labour rates.
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This is useful to help forward planning. They remain unaltered over a period of time.
They are not adjusted to current market conditions. In other words, the prices fixed in
the base year are applied to all the years for the quantity of materials or number of
labour hours. Thus, this type of standard is not suitable from cost control point of view.
However, they may be suitable for those items of cost, which are fixed in nature, such
as rent, managerial salaries etc.

At best, variances calculated on this basis helps in studying the trends in manufacturing costs
over a long period of time.

(iii) Expected or Attainable Standard: This is the standard, which may be anticipated to
be attained under conditions and circumstances prevailing within the organization.

Attainable standard is based not on ideal conditions but on expected
performance.

In fixing attainable standard, allowance is also made for some unavoidable normal wastage
and other inevitable inefficiencies. This standard is considered to be more realistic than the ideal
standard because this standard is based on redlities. To achieve, certain amount of effort is needed.
Attainable standard offers a challenge to achieve. All employees feel the standard as a goal to
achieve or even excel. Hence, this type of standard is best suited from control point of view.
Application of attainable standard exposes real variances for exercising control.

Expected standard is based on the anticipated performance and is ideal from
the control point of view as it reveals the real deviations from the actual
performance.

This is an effective tool for cost control. In short, this is a standard, which is anticipated to
be achieved during a specified budget period.

Fixation of Standards

It is important to note that standard set should neither be too high nor too low. Nobody takes
interest in the standards, if they are too high because such standard are not capable of being
achieved. Low standard, on the other hand, does not encourage or induce to put in more efforts
because they can be achieved, very easily, without incremental efforts. As a general rule,
standards should be such that which are attainable, if workers put some more conscious efforts
or become more efficient.

Success of standard costing depends upon the fixation of right standard
costs.
Thus, every possible effort should be made for establishing each element of cost i.e. raw
materials, labour and overhead charges.
Just like a Budget Committee, there should be a standard committee, which is entrusted with
the responsibility of setting standard costs. The committee should consist of all functional heads
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such as Production Manager, Purchase Manager, Finance Manager, Sales Manager, Cost
Accountant and other functional heads, if any. As al the functional departments are involved in
the fixation of standards, standards would be the collective decision of the organization. As all
the departments are involved in fixation of the standards, there would be concerted action from
all the concerned to achieve them.
Amongst all the persons, Cost Accountant plays an important role in setting the
standards and plays a key rolein control to achieve the main objective of Standard Costing.
The role of Cost Accountant is vital to co-ordinate the activities of the committee so that
standards set are as accurate as possible.
(E) Allocation and Apportionment of Overheads. The existing methods and policies regarding
allocation and appropriation should be reviewed in the light of the standard costing principles.
(F) Staff Training: The staff concerned should be given proper training before the introduction
of the standard costing.

15.6 VARIANCE ANALYSIS

The Institute of Cost and Management Accountant terminology defines a variance as “the
difference between a standard cost and the comparable cost incurred during a given period”.

Variance is the difference between the actual and standard fixed. Variance may be related
to materials, labour and overheads. Overheads relate to indict materials, indirect labour and other
expenses such as insurance, lighting, rent etc. Once the difference is found out, the reasons are
to be analysed.

Finding out the difference between the standard and actual cost component and
analyzing the reasons for the difference is called variance analysis.

Purpose of Variance Analysis: Variance analysis is the process of analyzing variances by
subdividing the total variance in such a manner that the management can assign responsibility
for the departure from the standard performance. Variance analysis is the foundation for Standard
Costing.

The purpose of variance analysis is to enable the management to improve
operations, increase efficiency, utilize resources more effectively and reduce
cost.

Standard costing is very important in controlling the performance to achieve planned profits.

There are a number of reasons which give rise to variances and the analysis will help to
locate the reason and person or department responsible for it. For the purpose of control, the
reasons of variance must be calculated immediately, causes must be inquired into and remedial
measures are, quickly, taken.

The deviation of total actual cost from total standard costs is known as total cost variance.
Analysis of variances may be done in respect of each element of cost and sales namely
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1. Direct Material Variances.

2. Direct Labour Variances.

3. Overhead Variances.

4. Sales Variances.

Variance Analysis
|
l l l
Direct Material Direct Labour Overheads

Variance Analysis — Types of Variances

Favourable and Unfavourable Variance

When actual cost is less than the standard cost or actual profit is greater than the standard
profit, it known as Favourable Variance or Credit Variance.

When actual cost exceeds standard cost, it is called Unfavourable or Adverse Variance or
Debit Variance.

Controllable and Uncontrollable Variances

If variance can be identified to a specific person, it is said to be controllable variance. Material
used in excess of the standard quantity results in controllable variance. Here, the concerned person
can take the remedial action so it is a controllable variance.

If the variance is due to factors beyond the control of an individual action, then the variance
is said to be uncontrollable variance. Fluctuations in demand and supply and increase in the labour
rate of workers, belonging to a particular industry, fall in the category of uncontrollable variance
as they cannot be controlled by human action. No person or department can be held responsible
for uncontrollable variance.

15.7 MATERIAL COST VARIANCE

Material cost variance is the difference between the standard cost of direct materials specified
for the output achieved and the actua cost of direct materials used. It is important that entire
calculation is to be made for the actual production, but not planned production. It is calculated as:
Material Cost Variance = Standard Cost — Actua cost
MCV = SC - AC

OR
Standard Standard Actual Actual
Material Cost Variance= X - X
quantity price quantity price

MCV = (SQ x SP) — (AQ x AP)
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It should be noted that the standard quantity must relate to the actual production.
Material cost variance is the sum of Material quantity (usage) variance and Materia price
variance.
[llustration No. 1
A furniture company uses sunmica tops for dining tables.
It provides the following data
Standard quantity of sunmica per dining table 4 sg. fit.
Standard price per sg. fit. of sunmica Rs. 5
Planned production of dining tables 1,200
Actual production of dining tables 1,000
Sunmica actually used 4,300 sg. ft.
Actua purchase price of sunmica per sg. ft. Rs. 5.50
Calculate Material cost variance.
Solution:
Materia cost variance will be calculated as under:
MCV = (SQ x SP) — (AQ x AP)
MCV = (4,000 x 5) — (4,300 x 5.5)
20,000 — 23,650
3,650 (A)

Material Usage (or Quantity) Variance

This is that portion of the material cost variance, which is due to the difference between the
standard quantities specified, and the actual quantity used. Its formula is

Standard Actual Standard
Material Usage Variance= - X
quantity quantity Price

MUV = (SQ — AQ) x SP
Thus, this is the difference between standard and actual quantity multiplied by the standard
price.
[llustration No. 2
Using the data given in illustration No. 1, calculate material usage variance.
Solution:
Material usage variance will be calculated as under:
MUV = (SQ — AQ) x SP

(4,000 — 4,300) x 5
Rs. 1,500 (A)
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Reasons for material usage variance

Some or al of the following reasons may cause the material usage variance:
Use of defective or sub-standard materials, causing spoilage.

Carelessness in the use of materials, resulting excessive consumption.
Pilferage of materials.

Faulty workmanship.

Defect in plant and machinery, causing excessive consumption of materials.
Change in the design or specification of the product.

Change in the quality of materials.

Use of materia mixture, other than standard mix.

© N A ®WDNPRE

Use of substitute or non-standard materials.
Yield from materials in excess of or less than standard yield.
11. Faulty material processing.
Responsibility: Normally, foreman of that machine is responsible for not exercising effective

supervision over the concerned worker. But, the department head, production manager is
responsible for the department, as a whole.

=
©

Material Price Variance
This is “that portion of the material cost variance which is due to the difference between the
standard price specified and the actual price paid”. It is calculated by the following formula:
Material price variance = (Standard price — Actual price) x Actua quantity.
MPV = (SP— AP) x AQ
Thus, this is the difference between standard and actual price multiplied by actual quantity.
[llustration No. 3
Using the data given in illustration No. 1, calculate Materia price variance.
Solution:
The material price variance will be calculated as follows:
MPV = (SP — AP) x AQ
MPV = (5 -5.50) x 4,300
Rs. 2,150 (A)

Reasons for material price variance

This variance usually arises due to the following reasons:
1. Change in the basic prices of materials.
2. Failure to purchase the standard quality, thereby resulting in a different price being paid.
3. Uneconomical size of purchase orders, leading to lower/ higher quantity discount.
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4. Not availing cash discounts, when standards set are based on such discounts.

Bad purchasing.

Change in transportation costs.

Rush purchases from uneconomical markets.

Purchase of a substitute material on account of non-availability of the material specified.
Change in the rates of excise duty, purchase tax, etc.

10. Off-season purchasing, especially, for certain seasona products like jute, cotton, etc.

Responsibility: Normally, the purchase manager is responsible for material price variance.
However, he cannot be held responsible for variance due to change in market prices, because a
genera change in pricesis, obviously, outside his control. Similarly, purchase of smaller quantity
may be due to shortage of finances, which is a financial matter, beyond his control.

© © N o O

The algebraic sum of material price variance and material usage variance
should be equal to material cost variance.

Thus:
MCV = MPV + MUV
MCV = Rs. 2,150 (A) + Rs. 1,500 (A)
MCV = Rs. 3,650 (A)

[llustration No. 4
You have gathered the following information in respect of a product ‘Y’ —

Standard output 1,200 units
Actual output 1,000 units
Standard quantity for standard output 1,200 kg.

Actual quantity used 1,100 kg.
Standard price Rs. 7.00 per kg.
Actua Price Rs. 7.50 per kg.

Calculate material cost variance
Solution:

Material cost variance is to be made for the actual production, but not planned production. The
actual production (output) is 1,000 units. So, entire calculation is to be made for 1,000 units.

Standard output (production) = 1,200 units
Standard quantity to be used = 1,200 kg
So, for one unit of production (output), standard quantity to be used is one kg.
Actua Output = 1,000 units
Standard quantity to be used = 1,000 kg
Actual quantity used = 1,100 kg
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MCV = (SQ x SP) — (AQ x AP)

(1,000 x 7) — (1,200 x 7.50) = 7,000 — 8,250

1,250 Adverse variance

15.8 LABOUR COST VARIANCE

The analysis and computation of labour cost variance is quite similar to material variances.

Labour cost variance is the difference between the standard direct labour costs specified
for the activity achieved and the actual direct labour cost incurred. The entire calculation is to
be made for the actual production, but not planned production.

It is calculated
Labour cost variance = Standard cost — Actual cost
LCV = SC - AC
Or
LCV = (Standard hours x Standard rate) — (Actua hours x Actua rate)
LCV = (SH x SR) — (AH x AR)

[llustration No. 5
The standard time and rate for unit, component “Z” are given below:

Standard hours per unit 15

Standard rate Rs. 4 per hour
The actual data and related information are as under:

Planned production 1,200 units

Actual production 1,000 units

Actual hours 15,300 hours

Actual rate 3.90 per hours
Calculate Labour Cost Variance

Solution:
Labour cost variances = (SH for actual output x SR) — (AH x AR)
(15,000 x 4) — (15,300 x 3.90)
= 60,000 — 59,670
Rs. 330 (F)

Labour cost variance is the sum of Labour time (or efficiency) variance and Labour rate
variance.

Labour Time (or Efficiency) Variance

This is “that portion of the labour cost variance which is due to the difference between labour
hours specified and the actual labour hours expended.”
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This variance is calculated as follows:
Labour efficiency variance = (Standard hours — Actual hours) x Standard rate
LTV or LEV = (SH — AH) x SR

Thus, this variance is the difference between standard and actual time valued at standard rate.

Tip to Students: This is similar to material quantity variance. Here, instead of quantity of
materials, hours of labour are taken into account. The formulais just similar illustration No. 5.
Illustration No. 6
Using the data given in Illustration No. 4, calculate Labour efficiency variance

Solution:

LEV = (SH - AH) x SR
(15,000 — 15,300) % 4
Rs. 1,200 (A)

Reasons for labour efficiency variance
One or more of the following reasons usually causes this variance:
Poor working conditions e.g. inadequate lighting and ventilation, excessive heating, etc.
Defective tools and plant and machinery.
Inefficient workers.
Incompetent supervision.

Use of defective or non-standard materials, which requires more or less time than the
standard time for processing.

Time wasted by factors like waiting for materials, tools etc. or machine breakdown.
Insufficient training of workers.

Change in the method of operation.

Non-standard grade workers.
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Labour Rate Variance
This is “that portion of the labour cost variance which is due to the difference between the
standard rate specified and the actual rate paid.” Its formulais:
Labour Rate Variance = (Standard rate — Actual rate) x Actual hours.
LRV = (SR - AR) x AH
Thus, thisis the difference between standard and actua rates of wages, multiplied actual hours.

Tip to Students: This is similar to material price variance. Here, instead of price of materias,
rate per hour is taken into account. The formula is just similar.

[llustration No. 6
Using the data given in Illustration No. 4, calculate Labour Rate Variance.
Solution:
LRV = (SR - AR) x AH
= (4 —3.90) x 15,300
Rs. 1,530 (F)
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Reasons for labour rate variance

Usual Reasons are:

Change in the basic wage rates.

Use of a different method of wage payment.

Employing workers of different grades from the standard grades specified.
Unscheduled overtime.

5. New workers not being paid at full rates.

Responsibility: Often, labour rate variance will be an uncontrollable variance as labour rates
are usually determined by demand and supply conditions in the labour market, backed by a
negotiable strength of the trade union. Where this variance is due to the use of a grade of labour
other than that specified, there may well be such acceptable explanations as non-availability of
the labour grade specified. But when a foreman, carelessly, employs a wrong grade of labour
on a job, he may be held responsible.
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The algebraic total of labour rate variance and labour efficiency variance is
equal to labour cost variance.

Thus:
LCV = LRV + LEV
Rs. 330 (F) = Rs. 1,530 (F) + Rs. 1,200 (A)
=330 F

15.9 ADVANTAGES OF STANDARD COSTING

The following are the Advantages of Standard Costing:

(i) Help to Management

The functions of the management are planning, coordination, organization, motivation and
control. Standard costing helps the management in performing its functions in the following manner:

(A) Planning: Activities are studied, carefully, before hand and standards are fixed on an
attainable basis, with effort. Thisis a useful exercise in business planning. Standard costing
instills in the management a habit of thinking, in advance.

(B) Coordination: Standards are fixed for different functions such as purchasing, selling,
production, accounting etc. Coordination is achieved between the different functions, through
the working of standard costing.

(C) Organization—Facilitates Delegation of Authority: Shortfalls are to be identified for
corrective action. So, organization chart is prepared which establishes the responsibilities of
the executives. With the help of organization chart, authority is defined and responsibility
for corrective action is identified, in the very beginning. This facilitates better achievement
of results as authority and responsibility go hand in hand for better performance.
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(D) Mativation: The standards fixed are to be achieved or excelled by the concerned staff,
maintaining the quality of the product. Plans can be formulated to reward with suitable
incentives. The incentive system motivates the employees to achieve or even excdl the levels
expected of them. This increases efficiency and productivity.

(E) Control: By comparing actual performance with standards fixed, immediate remedial action
can be taken on the basis of variances, so revealed. Standard costing is an important
technique of cost control. Cost control is more effective, when standards are constantly
reviewed and prompt action is taken on those lines.

The most important advantage of Standard Costing is that it facilitates cost
control.
(i) Measurement of Efficiency
Standard cost provides a yardstick to measure efficiency or inefficiency. This makes possible
application of the principle “Management by Exception”. The operations, which meet standard
performance or reaches closely, are ignored. The attention of the management would be drawn
to those distinct areas, where action is essentially needed.
(iii) Fixing Prices & Formulating Policies
Prices may be fixed, by adding the standardised margin of profits to standard cost. It enables
the management to quote prices for potential orders to push sale of products. This serves as a
valuable aid to management in formulation of pricing policies.
(iv) Facilitates Control and Decision-making
Variance analysis provides the ready means for interpretation of information and decision-
making to exercise control in the areas, where attention is required. Ready reports serve as guide
for immediate action.
(v) Eliminates Wastages
By fixing standards, certain wastes such as material wastages, idle time and machine hours etc
can be reduced.
(vi) Inventory Valuation
Standard Costing simplifies valuation of inventory. This ensures uniform valuation of stock-raw
materials, work-in-progress and finished goods over a period. The difference between standard
and actual cost is transferred to a variance account.
(vii) Creates Cost Consciousness
Targets are set to the employees to achieve them. Additionally, Standard Costing creates
cost consciousness amongst the employees, irrespective of their level, in the whole organsiation.
(viii) Economical and Simple
Standard costing is simple and economical in implementing the costing system. It results in
reduction of paper work in accounting and needs lesser number of forms and records. This results
in reduction of costs.
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(ix) Price Quotations
Standard costing is useful to prepare cost estimates. Quotations can be sent to secure orders
and increase the business.

In short, standard Costing is widely used as it is a very effective managerial tool for cost
control.

15.10 LIMITATIONS

Standard Costing suffers from certain limitations. These are

1. Difficult to Establish: It is difficult to establish standard costs. Inaccurate standards do
more harm than good. Inaccurate and unreliable standards may give misleading results.
Standards set may not enjoy the confidence of the users.

2. Conditions Change: A business may not be able to keep standards up-to-date. Conditions
change in business and are never static. Standards too have to change with the times.
Revision of standards is costly. If firms ignore to revise standards, suitably, damage would
occur. If business does not revise the standard in manufacturing conditions, in tune with
changes, even the current level of progress may not be sustained. Firms may not revise
standards as it is a difficult and costly affair.

3. Morale and Motivation may be Affected: If standards are set too high, it may have an
adverse effect on the morale and motivation of the employees. Staff may not be capable of
operating the system.

4. Expensive: Operation of standard costing system is a costly affair for small concerns.

5. Unsuitable for Job Orders. Standard costing is expensive and unsuitable in job order
industries and units engaged in manufacturing non-standardised products. For example, in a
repair workshop, for each repair job undertaken, standards have to be set. Setting standards
for each individua job is quite expensive.

Check Your Understanding

(A) State whether the following Statements are True or False

1. Standard costing is not superior compared to historical costing.
Standard costing is more widely applied in process and engineering industries.
Standards in standard costing are arrived on the basis of past performance.
Establishment of cost centre is necessary for fixing responsibilities for unfavorable variances.
Ideal standard is useful to help forward planning in standard costing.
Attainable standard reveals real variances for exercising control.

Cost Accountant does not play an important role in setting the standards in standard
costing.

No oM wDd
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8.

10.
11.
12.
13.
14.
15.
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18.
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23.
24,
25.
26.
27.

28.

20.

30.

31
32.

As a general rule, in standard costing, standards should be such that which are attainable,
if workers put some more efforts or become more efficient.

Success of standard costing depends upon the fixation of standard costs.
Standards represent achievable targets after a conscious effort.

In jobbing industries, standard costing can be applied in all operations.
Standard costing is a valuable aid in cost control.

Variance analysis is the foundation of standard costing.

Variance is always negative.

When the actual cost is more than the standard, it is called adverse variance.

Standard costing is very important in controlling the performance and achieving the planned
profits.

Standards fixed under standard costing do not allow for wastages and any type of idleness,
so they are highly theoretical.

Historical cost means predetermined cost.

In jobbing industries, standard costing cannot be applied in any of the operations as they
are not repetitive and their nature differs.

Standard Costing is widely used as it is a very effective managerial tool for cost control.
Specific person or department can be held responsible for uncontrollable variance.

Ideal standard is based on the assumption of perfect performance, achievable in the normal
course of events.

Standard costing and budgetary control are complementary to each other.

Variances are divided into two categories, controllable variance and uncontrollable variance.
Ideal standards do not create frustration among employees as they are easy to achieve.
Standard costs are fixed by the trade association of the concerned industry.

Study of technical aspects of a factory has no relation to the introduction of standard
costing.

Management can control inefficiencies on the fronts of quantity as well as costs through
Standard Costing.

A cost center is a location, person or item of equipment at which costs may be gathered,
ascertained and used for the purpose of cost control.

Standard costs are compared with the actual costs to find out the differences between
the two to analyse and determine the efficiency of the operations so that necessary remedial
action may be taken, immediately.

Unfavourable variances are always uncontrollable.

Variance analysis is the difference between the standard cost and comparable actual cost
during a given period.
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Answers

1. False 2. True 3. False 4. True 5. False 6.True 7. False 8.True 9.True 10. True 11. False
12. True 13. True 14. False 15. True 16. True 17. False 18. False 19. False 20. True 21. False
22. False 23. True 24. True 25. False 26. False 27. False 28. True 29. True 30. True 31. False
32. True

Pick up the most Appropriate:
1. Variance is
(@ the sum of total cost and standard cost.
(b) the standard cost
(c) the difference between standard cost and actual cost
(d) none of the above
2. Under standard costing, the cost of product is determined on the basis of
(@ historical cost
(b) variable cost
(c) fixed cost
(d) predetermined cost, after technical assessment
3. Variances can be divided into the following categories.
(@ Controllable and uncontrollable variances
(b) Favourable and unfavourable variances
() Both (a) and (b)
(d) None of the above
4.  Which is the best standard to be adopted in implementing standard costing?

(@ Ideal standard (b) Attainable standard
(c) Base standard (d) Marginal standard
5.  Technique of evaluating deviations of actual cost from standard cost is called
(@ Trend analysis (b) Variance analysis
(c) Regression analysis (d) Linear programme
6. Standard costing is useful for all of the following except
(@ valuation of closing stock (b) application of ‘Management by
exception’ principle
(c) cost control (d) maintenance of accounts
7.  The formula for material cost variance is:
@ (SP x SQ) - (AP x AQ) (b) (SP x AP) — (SQ x AQ)
(© (AP x AQ) — (SP x SQ) (d) (SP x AQ) — (AP x SQ)

8.  Material cost variance is the sum of
(a) Material quantity variance and Material yield variance
(b) Material quantity variance and Material price variance



Standard Costing and Variance Analysis 397

(c) Material mix variance and Material yield variance
(d) Material price variance and Material mix variance
9. Labour efficiency variance is

@ (SH - AH) x SR () (SH + AH) x SR
(©) (AH — SH) x SQ @d  (AH + SH + SQ)
Answers

1. (c) 2. (d) 3. () 4. (b) 5. (b) 6. (d) 7. (a) 8. (b) 9. (a)

Descriptive Questions

1. Explain the terms “Historical Cost” and “Standard Cost? (15.1)
2. What is Standard Costing? In what type of Industries, Standard Costing can be applied?
(15.2)

Explain the different steps in the implementation of Standard Costing? (15.3)

Write the preliminaries required for introducing a Standard Costing system in an
organisation? (15.5)

Explain the meaning of Variance Analysis and give a brief note on it. (15.6)

What is meant by ‘Variance Analysis’? Whether all variances can be controlled? (15.6)
Describe material cost variance and labour cost variance? (15.7 and 15.8)

Write the advantages and limitations of Standard Costing? (15.9 and 15.10)

Standard costing can be applied in every industry —Discuss. (15.2)

© ® N o

Interview Questions

Q.1. What is the purpose of Standard Costing and in what type of industries this is used?

Ans. The main purpose of standard costing is to plan for determining the costs, before they
are actually incurred. Management of any firm would be more interested to know what a
product should cost rather than knowing how much it has costed them to make. The system
of standard costing is useful in industries producing standardised products, which are
repetitive in nature. So standard costing is more, widely, applied in process and engineering
industries. Examples of industries where standard costing can be usefully employed are:
bricks, cement, fertilizers, paper, electronic lamps, sugar and tobacco products etc.

Q.2.  What is variance analysis?

Ans. The difference between the standard and actual cost component is called variance. Finding
out the reasons for the difference is called Variance analysis.
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16.1 NEEDS OF MODERN MANAGEMENT

Various systems of costing provide information about the expenses incurred. Their objective is
ascertainment of cost. As information provided is related to padt, it is only a postmortem—what
has happened.

Modern Management wants something more to make the concern successful. Modern
Management wants:

(A) All operations should be forecasted and planned ahead, as far as possible.
(B) Compare actual results with the planned action for exercising control.

For the above two functions of Planning and Control, two new techniques are applied, namely
Standard Costing and Budgetary Control.

Planning is a management function. In this competitive environment, the business enterprise
becomes successful only with planning. Plans are framed to achieve better results. However, planning
for the sake of it is of no use. Plans should work to achieve the results planned. This is possible
through co-ordination, as al the tasks cannot be performed, in isolation. Where more than one
individua is involved; only co-ordination can bring the required results. For it, control is needed.

Management is termed efficient, if maximum results are achieved with minimum costs

and efforts.

To achieve the anticipated targets, Planning, Co-ordination and Control are the important main
tasks of management, achieved through budgeting and budgetary control.

16.2 MEANING OF BUDGET AND BUDGETING

A budget is a monetary and/or quantitative expression of business plans and policies, prepared
in advance, to be pursued in the future period of time. According to Certified Institute of
Management Accountants, Budget is defined as “A budget is a financial and/or quantitative
statement prepared prior to a defined period of time, of the policy to be pursued during
that period for the purpose of attaining the objective’.

Budget is a systematic plan for utilisation of all types of resources, at its
command. It acts as a barometer of a business as it measures the success
from time to time, against the standard set for achievement.

Budgeting is a technique of formulating budgets.

Characteristics of a Budget: The main characteristics of a budget are:

(A) A Comprehensive Business Plan showing what the enterprise wants to achieve.

(B) Prepared in Advance.

(C) For a Definite Period of Time.

(D) Expressed in quantitative form, physical or monetary terms, or both.
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(E) For achieving a given objective.

(F) A proper system of Accounting is essential.

(G) System of Proper Fixation of Authority and Responsibility has to be in place.
Need of Budget

A budget is prepared to have effective utilisation of resources and for the realisation of objectives,
as efficiently as possible.

16.3 MEANING AND NATURE OF BUDGETARY CONTROL

Budgetary control is the process of determining various budgeted figures for the enterprise and
then comparing the actual performance with the budgeted figures for calculating the variances,
if any. In this process, first budgets are to be prepared. Second, actual results are to be recorded.
Third, comparison is to be made between the actual with the planned action for calculating the
variances. Once the discrepancies are known, remedial measures are to be taken, at proper time.
The