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1. INTRODUCITON

As you are aware, every trader generally starts business for purpose of earning profit.
While establishing business, he brings own capital, borrows money from relatives,
friends, outsiders or financial institutions. Then he purchases machinery, plant ,
furniture, raw materials and other assets. He starts buying and selling of goods,
paying for salaries, rent and other expenses, depositing and withdrawing cash from
bank. Like this he undertakes innumerable transactions in business. Observe the
following transactions of small trader for one week during the month of July, 1998.

1998 Rs.
July 24 Purchase of goods from Sree Ram 12,000
July 25 Goods sold for cash 5,000
July 25 Sold gods to Syam on credit 8,000
July 26 Advertising expenses 5,200
July 27 Stationary expenses 600
July 27 Withdrawal for personal use 2,500
July 28 Rent paid through cheque 1,000
July 31 Salaries paid 9,000
July 31 Received cash from Syam 5,000

The number of transactions in an organization depends upon the size of the
organization. In small organizations, the transactions generally will be in thousand
and in big organizations they may be in lakhs. As such it is humanly impossible to
remember all these transactions. Further, it may not by possible to find out the final
result of the business without recording and analyzing these transactions.

Accounting came into practice as an aid to human memory by maintaining a
systematic record of business transactions.

1.1 History of Accounting:

Accounting is as old as civilization itself. From the ancient relics of Babylon, it
can be will proved that accounting did exist as long as 2600 B.C. However, in modern
form accounting based on the principles of Double Entry System came into existence
in 17t Century. Fra Luka Paciolo, a Fransiscan monk and mathematician published a




book De computic et scripturies in 1494 at Venice in Italyl. This book was translated
into English in 1543. In this book he covered a brief section on ‘book-keeping’.

1.2 Origin of Accounting in India:

Accounting was practiced in India thousand years ago and there is a clear
evidence for this. In his famous book Arthashastra Kautilya dealt with not only politics
and economics but also the art of proper keeping of accounts. However, the
accounting on modern lines was introduced in India after 1850 with the formation
joint stock companies in India.

Accounting in India is now a fast developing discipline. The two premier
Accounting Institutes in India viz., chartered Accountants of India and the Institute of
Cost and Works Accountants of India are making continuous and substantial
contributions. The international Accounts Standards Committee (IASC) was
established as on 29%" June. In India the ‘Accounting Standards Board (ASB) is
formulating ‘Accounting Standards’ on the lines of standards framed by International
Accounting Standards Committee.

2. BOOK-KEEPING AND ACCOUNTING

According to G.A. Lee the accounting system has two stages.
1. The making of routine records in the prescribed from and according to set rules
of all events with affect the financial state of the organization; and
2. The summarization from time to time of the information contained in the
records, its presentation in a significant form to interested parties and its
interpretation as an aid to decision making by these parties.
First stage is called Book-Keeping and the second one is Accounting.

Book — Keeping: Book - Keeping involves the chronological recording of financial
transactions in a set of books in a systematic manner.

Accounting: Accounting is concerned with the maintenance of accounts giving
stress to the design of the system of records, the preparation of reports based on the
recorded date and the interpretation of the reports.

Distinction between Book - Keeping and Accountancy

Thus, the terms, book-keeping and accounting are very closely related, through
there is a subtle difference as mentioned below.
1. Object: The object of book-keeping is to prepare original books of Accounts. It
is restricted to journal, subsidiary book and ledge accounts only. On the other hand,
the main object of accounting is to record analyse and interpret the business
transactions.
2. Level of Work: Book-keeping is restricted to level of work. Clerical work is
mainly involved in it. Accountancy on the other hand, is concerned with all level of
management.
3. Principles of Accountancy: In Book-keeping Accounting concepts and
conventions will be followed by all without any difference. On the other hand, various
firms follow various methods of reporting and interpretation in accounting.
3. Final Result: In Book-Keeping it is not possible to know the final result of
business every year,

2.1 Meaning of Accounting
Thus, book-keeping is an art of recording the business transactions in the books
of original entry and the ledges. Accountancy begins where Book-keeping ends.




Accountancy means the compiliation of accounts in such a way that one is in a
position to know the state of affairs of the business. The work of an accountant is to
analyse, interpret and review the accounts and draw conclusion with a view to guide
the management in chalking out the future policy of the business.

2.2 Definition of Accounting:

Smith and Ashburne: "“Accounting is a means of measuring and reporting the
results of economic activities.”
R.N. Anthony: “Accounting system is a means of collecting summarizing,
analyzing and reporting in monetary terms, the information about the business.
American Institute of Certified Public Accountants (AICPA): “The art of
recording, classifying and summarizing 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.”

Thus, accounting is an art of identifying, recording, summarizing and
interpreting business transactions of financial nature. Hence accounting is the
Language of Business.

2.3 Branches of Accounting:
The important branches of accounting are:

1. Financial Accounting: The purpose of Accounting is to ascertain the
financial results i.e. profit or loass in the operations during a specific period. It
is also aimed at knowing the financial position, i.e. assets, liabilities and
equity position at the end of the period. It also provides other relevant
information to the management as a basic for decision-making for planning
and controlling the operations of the business.

2. Cost Accounting: The purpose of this branch of accounting is to ascertain
the cost of a product / operation / project and the costs incurred for carrying
out various activities. It also assist the management in controlling the costs.
The necessary data and information are gatherrded form financial and other
sources.

3. Management Accounting : Its aim to assist the management in taking
correct policy decision and to evaluate the impact of its decisions and actions.
The data required for this purpose are drawn accounting and cost-accounting.

4. Inflation Accounting : It is concerned with the adjustment in the values of
assest and of profit in light of changes in the price level. In a way it is
concerned with the overcoming of limitations that arise in financial statements
on account of the cost assumption (i.e recording of the assets at their
historical or original cost) and the assumption of stable monetary unit.

5. Human Resource Accounting : It is a branch of accounting which seeks to
report and emphasize the importance of human resources in a company’s
earning process and total assets. It is concerned with the process of
identifying and measuring data about human resources and communicating
this information to interested parties. In simple words, it is accounting for
people as organizational resources.

3. FUNCTIONS OF AN ACCOUNTANT
The job of an accountant involves the following types of accounting works :




1. Designing Work : It includes the designing of the accounting system, basis
for identification and classification of financial transactions and events, forms,
methods, procedures, etc.

2. Recording Work : The financial transactions are identified, classified and
recorded in appropriate books of accounts according to principles. This is “Book
Keeping”. The recording of transactions tends to be mechanical and repetitive.

3. Summarizing Work : The recorded transactions are summarized into
significant form according to generally accepted accounting principles. The work
includes the preparation of profit and loss account, balance sheet. This phase is
called ‘preparation of final accounts’

4. Analysis and Interpretation Work: The financial statements are analysed
by using ratio analysis, break-even analysis, funds flow and cash flow analysis.

5. Reporting Work: The summarized statements along with analysis and
interpretation are communicated to the interested parties or whoever has the
right to receive them. For Ex. Share holders. In addition, the accou8nting
departments has to prepare and send regular reports so as to assist the
management in decision making. This is ‘Reporting’.

6. Preparation of Budget : The management must be able to reasonably
estimate the future requirements and opportunities. As an aid to this process,
the accountant has to prepare budgets, like cash budget, capital budget,
purchase budget, sales budget etc. this is ‘Budgeting’.

7. Taxation Work : The accountant has to prepare various statements and
returns pertaining to income-tax, sales-tax, excise or customs duties etc., and
file the returns with the authorities concerned.

8. Auditing : It involves a critical review and verification of the books of
accounts statements and reports with a view to verifying their accuracy. This is
‘Auditing’

This is what the accountant or the accounting department does. A person
may be placed in any part of Accounting Department or MIS (Management
Information System) Department or in small organization, the same person may
have to attend to all this work.

4. USERS OF ACCOUNTING INFORMATION

Different categories of users need different kinds of information for making
decisions. The users of accounting can be divided in two board groups (1). Internal users
and (2). External users.

4.1 Internal Users:

Managers : These are the persons who manage the business, i.e. management at
he top, middle and lower levels. Their requirements of information are different because
they make different types of decisions.

Accounting reports are important to managers for evaluating the results of their
decisions. In additions to external financial statements, managers need detailed internal
reports either branch division or department or product-wise. Accounting reports for
managers are prepared much more frequently than external reports.

Accounting information also helps the managers in appraising the performance of
subordinates. As such Accounting is termed as " the eyes and ears of management.”

4.2 External Users :

1. Investors: Those who are interested in buying the shares of company are naturally
interested in the financial statements to know how safe the investment already made is
and how safe the proposed investments will be.




2. Creditors : Lenders are interested to know whether their load, principal and
interest, will be paid when due. Suppliers and other creditors are also interested to know
the ability of the firm to pay their dues in time.

3. Workers : In our country, workers are entitled to payment of bonus which
depends on the size of profit earned. Hence, they would like to be satisfied that he bonus
being paid to them is correct. This knowledge also helps them in conducting negotiations
for wages.

4. Customers: They are also concerned with the stability and profitability of the
enterprise. They may be interested in knowing the financial strength of the company to
rent it for further decisions relating to purchase of goods.

5. Government: Governments all over the world are using financial statements for
compiling statistics concerning business which, in turn, helps in compiling national
accounts. The financial statements are useful for tax authorities for calculating taxes.

6. Public: The public at large interested in the functioning of the enterprises because it
may make a substantial contribution to the local economy in many ways including the
number of people employed and their patronage to local suppliers.

7. Researchers: The financial statements, being a mirror of business conditions, is of
great interest to scholars undertaking research in accounting theory as well as business
affairs and practices.

5. ADVANTAGES FROM ACCOUNTING

The role of accounting has changed from that of a mere record keeping during the
1st decade of 20" century of the present stage, which it is accepted as information system
and decision making activity. The following are the advantages of accounting.

1. Provides for systematic records: Since all the financial transactions are recorded
in the books, one need not rely on memory. Any information required is readily
available from these records.

2. Facilitates the preparation of financial statements: Profit and loss accountant
and balance sheet can be easily prepared with the help of the information in the
records. This enables the trader to know the net result of business operations (i.e.
profit / loss) during the accounting period and the financial position of the business
at the end of the accounting period.

3. Provides control over assets: Book-keeping provides information regarding cash
in had, cash at bank, stock of goods, accounts receivables from various parties and
the amounts invested in various other assets. As the trader knows the values of the
assets he will have control over them.

4. Provides the required information: Interested parties such as owners, lenders,
creditors etc., get necessary information at frequent intervals.

5. Comparative study: One can compare the present performance of the organization
with that of its past. This enables the managers to draw useful conclusion and make
proper decisions.

6. Less Scope for fraud or theft: It is difficult to conceal fraud or theft etc., because
of the balancing of the books of accounts periodically. As the work is divided among
many persons, there will be check and counter check.

7. Tax matters: Properly maintained book-keeping records will help in the settlement
of all tax matters with the tax authorities.

8. Ascertaining Value of Business: The accounting records will help in ascertaining
the correct value of the business. This helps in the event of sale or purchase of a
business.




9. Documentary evidence: Accounting records can also be used as an evidence in the
court to substantiate the claim of the business. These records are based on
documentary proof. Every entry is supported by authentic vouchers. As such, Courts
accept these records as evidence.

10. Helpful to management: Accounting is useful to the management in various
ways. It enables the management to asses the achievement of its performance. The
weakness of the business can be identified and corrective measures can be applied to
remove them with the helps accounting.

6. LIMITATIONS OF ACCOUNTING

The following are the limitations of accounting.

1. Does not record all events: Only the transactions of a financial character will be
recorded under book-keeping. So it does not reveal a complete picture about the
quality of human resources, locational advantage, business contacts etc.

2. Does not reflect current values: The data available under book-keeping is
historical in nature. So they do not reflect current values. For instance, we record
the value of stock at cost price or market price, which ever is less. In case of,
building, machinery etc., we adopt historical cost as the basis. Infact, the current
values of buildings, plant and machinery may be much more than what is recorded
in the balance sheet.

3. Estimates based on Personal Judgment: The estimate used for determining the
values of various items may not be correct. For example, debtor are estimated in
terms of collectibility, inventories are based on marketability, and fixed assets are
based on useful working life. These estimates are based on personal judgment and
hence sometimes may not be correct.

4. Inadequate information on costs and Profits: Book-keeping only provides
information about the overall profitability of the business. No information is given
about the cost and profitability of different activities of products or divisions.

7. BASIC ACCOUNTING CONCEPTS

Accounting has been evolved over a period of several centuries. During this period,
certain rules and conventions have been adopted. They serve as guidelines in identifying
the events and transactions to be accounted for measuring, recording, summarizing and
reporting them to the interested parties. These rules and conventions are termed as
Generally Accepted Accounting Principles. These principles are also referred as
standards, assumptions, concepts, conventions doctrines, etc. Thus, the accounting
concepts are the fundamental ideas or basic assumptions underlying the theory and
practice of financial accounting. They are the broad working rules for all accounting
activities developed and accepted by the accounting profession.

Basic accounting concepts may be classified into two broad categories.

1. Concept to be observed at the time of recording transactions.(Recording Stage).
2. Concept to be observed at the time of preparing the financial accounts (Reporting
Stage)




FINAL ACCOUNTS

INTRODUCTION: The main object of any Business is to make profit. Every trader
generally starts business for the purpose of earning profit. While establishing Business, he
brings his own capital, borrows money from relatives, friends, outsiders or financial
institutions, then purchases machinery, plant, furniture, raw materials and other assets.
He starts buying and selling of goods, paying for salaries, rent and other expenses,
depositing and withdrawing cash from Bank. Like this he undertakes innumerable
transactions in Business.

The number of Business transactions in an organization depends up
on the size of the organization. In small organizations the transactions generally will be in
thousands and in big organizations they may be in lacks. As such it is humanly impossible
to remember all these transactions. Further it may not be possible to find out the final
result of the Business with out recording and analyzing these transactions.

Accounting came in practice as an aid to human memory by
maintaining a systematic record of Business transactions.

BOOK KEEPING AND ACCOUNTING:
According to G.A.Lee the Accounting system has two stages. First
stage is Book keeping and the second stage is accounting.

[A]. BOOK KEEPING:
Book keeping involves the chronological recording of financial transactions in
a set of books in a systematic manner

“Book keeping is the system of recording Business transactions for the
purpose of providing reliable information to the owners and managers about
the state and prospect of the Business concepts”.

Thus Book keeping is an art of recording business transactions in the books
of original entry and the ledges.

[B]. ACCOUNTING: Accounting begins where the Bookkeeping ends

1. SMITH AND ASHBUNNE: Accounting means “measuring and reporting the results of
economic activities”.

2. _R.N ANTHONY: Accounting is a system of “collecting, summarizing, Analyzing and
reporting in monster terms, the information about the Business”.

3. ICPA: Recording, classifying and summarizing is 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 there.

Thus accounting is an art of recording, classifying, summarizing and interpreting business
transactions of financial nature. Hence accounting is the “Language of Business”.

ADVANTAGE OF ACCOUNTING

The following are the advantages of Accounting............

1. PROVIDES FOR SYSTEMATIC RECORDS: Since all the financial transactions are
recorded in the books, one need not rely on memory. Any information required is
readily available from these records.




2. FACILITATES THE PRPARATION OF FINANCIAL STATEMENTS: Profit and Loss
account and balance sheet can be easily prepared with the help of the information
in the records. This enables the trader to know the net result of Business
operations (i.e. profit/loss) during the accounting period and the financial position
of the business at the end of the accounting period.

3. PROVIDES CONTROL OVER ASSETS: Book keeping provides information regarding
cash in hand, cash at hand, stack of goods, accounts receivable from various
parties and the amounts invested in various other assets. As the trader knows the
values of the assets he will have control over them.

4. PROVIES THE REQUIRED INFORMATION: Interested parties such as owners,
lenders, creditors etc, get necessary information at frequent intervals.

5. COMPARITIVE STUDY: One can compare present performance of the organization
with that of its past. This enables the managers to draw useful conclusions and
make proper decisions.

6. LESS SCOPE FOR FRAUD OR THEFT: 1t is difficult to conceal fraud or theft etc.
because of the balancing of the books of accounts periodically. As the work is
divided among many persons, there will be check and counter check.

7. TAX MALTERS: Properly maintained Book keeping records will help in the
settlement of all tax matters with the tax authorities.

8. ASCERTAINING VALUE OF BUSINESS: The accounting records will help in
ascertaining the correct value of the Business. This helps in the event of sale or
purchase of a business.

9. DOCUMENTARY EVIDENCE: Accounting records can also be used as evidence in the
court of substantial the claim of the Business. Thus records are based on
documentary proof. Authentic vouchers support every entry. As such, courts accept
these records as evidence.

10.HELPFUL TO MANAGEMENT: Accounting is useful to the management in various
ways. It enables the management to assess the achievement of its performance. The
weaknesses of the business can be identified and corrective measures can be applied
to remove them with the help of accounting.

LIMITATIONS OF ACCOUNTING

The following are the limitations of accounting..............

1.DOES NOT RECORD ALL EVENTS: Only the transactions of a financial character will
be recorded under book keeping. So it does not reveal a complete picture about the
quality of human resources, locational advantages, business contacts etc.

2.DOES NOT REFLECT CURRENT VIAUES: The data available under book keeping is
historical in nature. So they do not reflect current values. For instance we record the
values of stock at cost price or market price, which ever is less. In case of building,
machinery etc., we adapt historical case as the basis. Infact, the current values of
Buildings, plant and machinery may be much more than what is recorded in the
balance sheet.




3. ESTIMATES BASED ON PERSONAL JUDGEMENT: The estimates used for determining
the values of various items may not be correct. For example, debtors are estimated in
terms of collectibles, inventories are based on marketability and fixed assets are based
on useful working life. These estimates are based on personal judgment and hence
sometimes may not be correct.

4. INADEQUATE INFORMATION ON COSTS AND PROFITS: Book keeping only provides
information about over all profitability of the business. No information is given
about the cost and profitability of different activities of products or divisions.

BASIC ACCOUNTING CONCEPTS

Accounting is a system evolved to achieve a set of objectives. In order to achieve the
goals, we need a set of rules or guidelines. These guidelines are termed here as “"BASIC
ACCOUNTING ONCEPTS”. The term concept means an idea or thought. Basic accounting
concepts are the fundamental ideas or basic assumptions underlying the theory and profit
of FINANCIAL ACCOUNTING. These concepts help in bringing about uniformity in the
practice of accounting. In accountancy following concepts are quite popular.

1. BUSINESS ENTITY CONEPT: In this concept “Business is treated as separate from the
proprietor”. All the

Transactions recorded in the book of Business and not in the books of proprietor. The
proprietor is also treated as a creditor for the Business.

2. GOING CONCERN CONCEPT: This concept relates with the long life of Business. The
assumption is that business will continue to exist for unlimited period unless it is dissolved
due to some reasons or the other.

3. MONEY MEASUREMENT CONCEPT: In this concept “Only those transactions are
recorded in accounting which can be expressed in terms of money, those transactions
which can not be expressed in terms of money are not recorded in the books of
accounting”.

4. COST CONCEPT: Accounting to this concept, can asset is recorded at its cost in the
books of account. i.e., the price, which is paid at the time of acquiring it. In balance sheet,
these assets appear not at cost price every year, but depreciation is deducted and they
appear at the amount, which is cost, less classification.

5. ACCOUNTING PERIOD CONCEPT: every Businessman wants to know the result of his
investment and efforts after a certain period. Usually one-year period is regarded as an
ideal for this purpose. This period is called Accounting Period. It depends on the nature of
the business and object of the proprietor of business.

6. DUAL ASCEPT CONCEPT: According to this concept “Every business transactions has
two aspects”, one is the receiving benefit aspect another one is giving benefit aspect. The
receiving benefit aspect is termed as

“DEBIT"”, where as the giving benefit aspect is termed as “"CREDIT". Therefore, for every
debit, there will be corresponding credit.

7. MATCHING COST CONCEPT: According to this concept "The expenses incurred during
an accounting period, e.g., if revenue is recognized on all goods sold during a period, cost
of those good sole should also

Be charged to that period.




8. REALISATION CONCEPT: According to this concept revenue is recognized when a sale
is made. Sale is

Considered to be made at the point when the property in goods posses to the buyer and
he becomes legally liable to pay.

ACCOUNTING CONVENTIONS

Accounting is based on some customs or usages. Naturally accountants here to adopt that
usage or custom.

They are termed as convert conventions in accounting. The following are some of the
important accounting conventions.

1.FULL DISCLOSURE: According to this convention accounting reports should disclose fully
and fairly the information. They purport to represent. They should be prepared honestly
and sufficiently disclose information which is if material interest to proprietors, present
and potential creditors and investors. The companies ACT, 1956 makes it compulsory to
provide all the information in the prescribed form.

2.MATERIALITY: Under this convention the trader records important factor about the
commercial activities. In the form of financial statements if any unimportant information is
to be given for the sake of clarity it will be given as footnotes.

3.CONSISTENCY: It means that accounting method adopted should not be changed from
year to year. It means that there should be consistent in the methods or principles
followed. Or else the results of a year

Cannot be conveniently compared with that of another.

4. CONSERVATISM: This convention warns the trader not to take unrealized income in to
account. That is why the practice of valuing stock at cost or market price, which ever is
lower is in vague. This is the policy of “playing safe”; it takes in to consideration all
prospective losses but leaves all prospective profits.




UNIT-2
KEY WORDS IN BOOK-KEEPING

1. TRANSACTIONS: Any sale or purchase of goods of services is called the
transaction.

Transactions are two types.

[a]. cash transaction: cash transaction is one where cash
receipt or payment is involved in the exchange.

[b]. Credit transaction: Credit transaction will not have cash,
either received or paid, for something given or received
respectively.

2.GOODS: Fill those things which a firm purchases for resale are called goods.

3.PURCHASES: Purchases means purchase of goods, unless it is stated otherwise it
also represents the
Goods purchased.

4 .SALES: Sales means sale of goods, unless it is stated otherwise it also represents
these goods sold.

5.EXPENSES: Payments for the purchase of goods as services are known as
expenses.

6.REVENUE: Revenue is the amount realized or receivable from the sale of goods or
services.

7.ASSETS: The valuable things owned by the business are known as assets. These
are the properties
Owned by the business.

8.LIABILITIES: Liabilities are the obligations or debts payable by the enterprise in
future in the term
Of money or goods.

9. DEBTORS: Debtors means a person who owes money to the trader.
10.CREDITORS: A creditor is a person to whom something is owned by the business.

11.DRAWINGS: cash or goods withdrawn by the proprietor from the Business for his
personal or Household is termed to as “drawing”.
12.RESERVE: An amount set aside out of profits or other surplus and designed to meet
contingencies.

13.ACCOUNT: A summarized statements of transactions relating to a particular
person, thing,
Expense or income.

14.DISCOUNT: There are two types of discounts..
a. cash discount: An allowable made to encourage frame payment or
before the expiration of the period allowed for credit.
b. Trade discount: A deduction from the gross or catalogue price
allowed to traders who buys them for resale.




CLASSIFICATION OF BUSINESS TRANSACTIONS

All business transactions are classified into three categories:

1.Those relating to persons
2.Those relating to property(Assets)
3.Those relating to income & expenses

Thus, three classes of accounts are maintained for recording all business
transactions. They are:
1.Personal accounts
2.Real accounts
3.Nominal accounts

1.Personal Accounts :Accounts which are transactions with persons are called “Personal
Accounts” .

A separate account is kept on the name of each person for recording the benefits received
from ,or given to the person in the course of dealings with him.

E.g.: Krishna's A/C, Gopal's A/C, SBI A/C, Nagarjuna Finanace Ltd.A/C, ObulReddy &
Sons A/C, HMT Ltd. A/C, Capital A/C, Drawings A/C etc.

2.Real Accounts: The accounts relating to properties or assets are known as “Real
Accounts” .Every business needs assets such as machinery , furniture etc, for running its
activities .A separate account is maintained for each asset owned by the business .

E.g.: cash A/C, furniture A/C, building A/C, machinery A/C etc.

3.NominalAccounts:Accounts relating to expenses, losses, incomes and gains are known
as "Nominal Accounts”. A separate account is maintained for each item of expenses,
losses, income or gain.

E.g.: Salaries A/C, stationery A/C, wages A/C, postage A/C, commission A/C, interest
A/C, purchases A/C, rent A/C, discount A/C, commission received A/C, interest received
A/C, rent received A/C, discount received A/C.

Before recording a transaction, it is necessary to find out which of the accounts is to be
debited and which is to be credited. The following three different rules have been laid
down for the three classes of accounts....

1.Personal Accounts: The account of the person receiving benefit (receiver) is to be
debited and the account of the person  giving the benefit (given) is to be credited.

Rule: “Debit----The Receiver
Credit---The Giver”

2.Real Accounts: When an asset is coming into the business, account of that asset is to be
debited .When an asset is going out of the business, the account of that asset is to be
credited.

Rule: “Debit----What comes in
Credit---What goes out”




3. Nominal Accounts: When an expense is incurred or loss encountered, the account
representing the expense or loss is to be debited . When any income is earned or gain
made, the account representing the income of gain is to be credited.

Rule: “Debit----All expenses and losses
Credit---All incomes and gains”

JOURNAL

The first step in accounting therefore is the record of all the transactions in the books of
original entry viz., Journal and then posting into ledges.

JOURNAL: The word Journal is derived from the Latin word ‘journ’ which means a day.
Therefore, journal means a ‘day Book’ in day-to-day business transactions are recorded in
chronological order.

Journal is treated as the book of original entry or first entry or prime entry. All the
business transactions are recorded in this book before they are posted in the ledges. The
journal is a complete and chronological(in order of dates) record of business transactions.
It is recorded in a systematic manner. The process of recording a transaction in the
journal is called “JOURNALISING”. The entries made in the book are called “Journal
Entries”.

The proforma of Journal is given below.

Date Particulars L.F. Debit Credit
no RS. RS.
1998 Jan 1 Purchases account to cash 10,000/- | 10,000/-
account(being goods

purchased for cash)

LEDGER

All the transactions in a journal are recorded in a chronological order. After a certain
period, if we want to know whether a particular account is showing a debit or credit
balance it becomes very difficult. So, the ledger is designed to accommodate the various
accounts maintained the trader. It contains the final or permanent record of all the
transactions in duly classified form. “A ledger is a book which contains various accounts.”
The process of transferring entries from journal to ledger is called "POSTING".

Posting is the process of entering in the ledger the entries given in the journal. Posting
into ledger is done periodically, may be weekly or fortnightly as per the convenience of the
business. The following are the guidelines for posting transactions in the ledger.

1. After the completion of Journal entries only posting is to be made in the ledger.

2. For each item in the Journal a separate account is to be opened. Further, for each
new item a new account is to be opened.

3. Depending upon the number of transactions space for each account is to be
determined in the ledger.




4. For each account there must be a name. This should be written in the top of the
table. At the end of the name, the word “Account” is to be added.

5. The debit side of the Journal entry is to be posted on the debit side of the
account, by starting with “TO".

6. The credit side of the Journal entry is to be posted on the debit side of the

account, by starting with “BY”.

Proforma for ledger: LEDGER BOOK

Particulars account

Date Particulars Lfno | Amount | Date Particulars | Lfno | amount

sales account

Date Particulars Lfno | Amount | Date Particulars | Lfno | amount

cash account

Date Particulars Lfno | Amount | Date Particulars | Lfno | amount

SUBSIDIARY BOOKS

In a small business concern, the numbers of transactions are limited. These transactions
are first recorded in the journal as and when they take place. Subsequently, these
transactions are posted in the appropriate accounts of the ledger. Therefore, the journal is
known as “"Book Of Original Entry” or “Book of Prime Entry” while the ledger is known as
main book of accounts.

On the other hand, the transactions in big concern are numerous and sometimes even run
into thousands and lakhs. It is inconvenient and time wasting process if all the
transactions are going to be managed with a journal.




Therefore, a convenient device is made. Smaller account books known as subsidiary books
or subsidiary journals are disturbed to various sections of the business house. As and
when transactions take place, they are recorded in these subsidiary books simultaneously
without delay. The original journal (which is known as Journal Proper) is used only
occasionally to record those transactions which cannot be recorded in any of the
subsidiary books.

TYPES OF SUBSIDIARY BOOKS:-- Subsidiary books are divided into eight types. They are,
1.Purchases Book

2.Sales Book

3.Purchase Returns Book

4.Sales Returns Book

5.Cash Book

6.Bills Receivable Book

7.Bills Payable Book

8.Journal Proper

1. PURCHASES BOOK :- This book records all credit purchases only. Purchase of goods for
cash and purchase of assets for cash. Credit will not be recorded in this book. Purchases
book is otherwise called Purchases Day Book, Purchases Journal or Purchases Register.

2. SALES BOOK :-This book is used to record credit sales only. Goods are sold for cash
and sale of assets for cash or credit will not be recorded in this book. This book is
otherwise called Sales Day Book, Sales Journal or Sales Register.

3.PURCHASE RETURNS BOOK :- This book is used to record the particulars of goods
returned to the suppliers .This book is otherwise called Returns Outward Book.

4.SALES RETURNS BOOK :- This book is used to record the particulars of goods returned
by the customers. This book is otherwise called Returns Inward Book.

5.CASH BOOK :- All cash transactions , receipts and payments are recorded in this book.
Cash includes cheques, money orders etc.

6.BILLS REECEIVABLE BOOK :- This book is used to record all the bills and promissory
notes are received from the customers.

7.BILLS PAYABLE BOOK :- This book is used to record all the bills or promissory notes
accepted to the suppliers.

8.JOURNAL PROPER :- This is used to record all the transactions that cannot be recorded
in any of the above mentioned subsidiary books.

FORMAT FOR PURCHASE BOOK

Date Name of supplier Invoice | Lf no | Details Amount(Rs.)
No

FORMAT FOR SALES BOOK




Date Name of customer Invoice | Lf no | Details Amount(Rs.)
No

FORMAT FOR PURCHASE RETURNS BOOK

Date Name of supplier Debit Lf no | Details Amount(Rs.)
note
No

FORMAT FOR SALES RETURNS BOOK

Date Name of supplier Credit Lf no | Details Amount(Rs.)
note
No
CASH BOOK

Cash book plays an important role in accounting. Whether transactions made are in the
form of cash or credit, final statement will be in the form of receipt or payment of cash.
So, every transaction finds place in the cash book finally.

Cash book is a principal book as well as the subsidiary book. It is a book of original entry
since the transactions are recorded for the first time from the source of documents. It is a
ledger in a sense it is designed in the form of cash account and records cash receipts on
the debit side and the cash payments on the credit side. Thus, a cash book fulfils the
functions of both a ledger account and a journal.

Cash book is divided into two sides. Receipt side (debit side) and payment side (credit
side). The method of recording cash sample is very simple. All cash receipts will be posted
on the debit side and all the payments will be recorded on the credit side.

Types of cash book: cash book may be of the following types according to the needs of the
business.

Simple cash book

Double column or two column cash book
Three column cash book

Petty cash book

SINGLE COLUMN CASH BOOK: The simple cash book is a record of only cash
transactions. The model of the cash book is given below.




CASH BOOK

Date Partic Lf no Amount Date Particulars Lf no Amo
ulars unt

TWO COLUMN CASH BOOK: This book has two columns on each side one for discount and
the other for cash. Discount column on debit side represents loss being discount allowed
to customers. Similarly, discount column on credit side represents gain being discount
received.

Discount may be two types.

(i)Trade discount
(ii)cash discount

TRADE DISCOUNT: when a retailer purchases goods from the wholesaler, he allows some
discount on the catalogue price. This discount is called as Trade discount. Trade discount
is adjusted in the invoice and the net amount is recorded in the purchase book. As such it
will not appear in the book of accounts.

CASH DISCOUNT: When the goods are purchased on credit, payment will be made in the
future as agreed by the parties. If the amount is paid early as promptly a discount by a
way of incentive will be allowed by the seller to the buyer. This discount is called as cash
discount. So cash discount is the discount allowed by the seller to encourage prompt
payment from the buyer. Cash discount is entered in the discount column of the cash
book. The discount recorded in the debit side of the cash book is discount allowed. The
discount recorded in the credit side of the cash book is discount received.

CASH DISCOUNT COLUMN CASH BOOK

Date | particulars Lf no | Disc. | cash | Date Particulars Lf | Disc cash
Allo No | Recei
wed Ved.




PETTY CASH BOOK: We have seen that all the cash receipts and payments will be
recorded in the cash book. But in the case of big concerns if all transactions like postage,
cleaning charges, etc., are recorded in the cash book, the cash book becomes bulky and

un wieldy. So, all petty disbursement of cash is recorded in a separate cash book called
petty cash book.

Note: Problems to be solved on subsidiary books




TRAIL BALANCE

The first step in the preparation of final accounts is the preparation of trail balance. In the
double entry system of book keeping, there will be credit for every debit and there will not
be any debit without credit. When this principle is followed in writing journal entries, the
total amount of all debits is equal to the total amount all credits.

A trail balance is a statement of debit and credit balances. It is prepared on a particular
date with the object of checking the accuracy of the books of accounts. It indicates that all
the transactions for a particular period have been duly entered in the book, properly
posted and balanced. The trail balance doesn‘t include stock in hand at the end of the
period. All adjustments required to be done at the end of the period including closing
stock are generally given under the trail balance.

DEFINITIONS: SPICER AND POGLAR :A trail balance is a list of all the balances
standing on the ledger accounts and cash book of a concern at any given date.
J.R.BATLIBOI:

A trail balance is a statement of debit and credit balances extracted from the ledger with a
view to test the arithmetical accuracy of the books.

Thus a trail balance is a list of balances of the ledger accounts’ and cash book of a
business concern at any given date.

PROFORMA FOR TRAIL BALANCE:

Trail balance for MR......ooooo e, as on ...........
NO | NAME OF ACCOUNT DEBIT CREDIT
(PARTICULARS) AMOUNT(RS.) AMOUNT(RS.)

Trail Balance

Specimen of trial balance

1 | Capital Credit Loan

2 | Opening stock Debit Asset

3 | Purchases Debit Expense
4 | Sales Credit Gain

5 Returns inwards Debit Loss

6 | Returns outwards Debit Gain

7 | Wages Debit Expense
8 | Freight Debit Expense
9 | Transport expenses Debit Expense
10 | Royalities on production Debit Expense
11 | Gas, fuel Debit Expense
12 | Discount received Credit Revenue
13 | Discount allowed Debit Loss

14 | Bas debts Debit Loss

15 | Dab debts reserve Credit Gain

16 | Commission received Credit Revenue




17 | Repairs Debit Expense
18 | Rent Debit Expense
19 | Salaries Debit Expense
20 | Loan Taken Credit Loan

21 | Interest received Credit Revenue
22 | Interest paid Debit Expense
23 | Insurance Debit Expense
24 | Carriage outwards Debit Expense
25 | Advertisements Debit Expense
26 | Petty expenses Debit Expense
27 | Trade expenses Debit Expense
28 | Petty receipts Credit Revenue
29 | Income tax Debit Drawings
30 | Office expenses Debit Expense
31 | Customs duty Debit Expense
32 | Sales tax Debit Expense
33 | Provision for discount on debtors Debit Liability
34 | Provision for discount on creditors | Debit Asset

35 | Debtors Debit Asset
36 | Creditors Credit Liability
37 | Goodwill Debit Asset

38 | Plant, machinery Debit Asset
39 | Land, buildings Debit Asset
40 | Furniture, fittings Debit Asset
41 | Investments Debit Asset
42 | Cash in hand Debit Asset
43 | Cash at bank Debit Asset
44 | Reserve fund Credit Liability
45 | Loan advances Debit Asset
46 | Horse, carts Debit Asset
47 | Excise duty Debit Expense
48 | General reserve Credit Liability
49 | Provision for depreciation Credit Liability
50 | Bills receivable Debit Asset

51 | Bills payable Credit Liability
52 | Depreciation Debit Loss

53 | Bank overdraft Credit Liability
54 | Outstanding salaries Credit Liability
55 | Prepaid insurance Debit Asset
56 | Bad debt reserve Credit Revenue
57 | Patents & Trademarks Debit Asset

58 | Motor vehicle Debit Asset

59 | Outstanding rent Credit Revenue




FINAL ACCOUNTS

In every business, the business man is interested in knowing whether the business
has resulted in profit or loss and what the financial position of the business is at a given
time. In brief, he wants to know (i)The profitability of the business and (ii) The soundness
of the business.

The trader can ascertain this by preparing the final accounts. The final accounts are
prepared from the trial balance. Hence the trial balance is said to be the link between the
ledger accounts and the final accounts. The final accounts of a firm can be divided into two
stages. The first stage is preparing the trading and profit and loss account and the second
stage is preparing the balance sheet.

TRADING ACCOUNT

The first step in the preparation of final account is the preparation of trading
account. The main purpose of preparing the trading account is to ascertain gross profit or
gross loss as a result of buying and selling the goods.

Trading account of MR.............c........... for the year ended ........................
Particulars Amount Particulars Amount
To opening stock XXXX By sales XXXX
To purchases Xxxxx Less: returns xxx XXXX
Less: returns  xx XXXX By closing stock XXXX
To carriage inwards XXXX
To wages XXXX
To freight XXXX
To customs duty, octroi XXXX

To gas, fuel, coal,
Water XXXX

To factory expenses

To other man. Expenses XXXX
To productive expenses XXXX
To gross profit ¢/d
XXXX
XXXX
XXXX
XXXX

Finally, a ledger may be defined as a summary statement of all the transactions relating to
a person , asset, expense or income which have taken place during a given period of time.
The up-to-date state of any account can be easily known by referring to the ledger.

PROFIT AND LOSS ACCOUNT

The business man is always interested in knowing his net income or net profit.Net profit
represents the excess of gross profit plus the other revenue incomes over administrative,
sales, Financial and other expenses. The debit side of profit and loss account shows the




expenses and the credit side the incomes. If the total of the credit side is more, it will be
the net profit. And if the debit side is more, it will be net loss.

PROFIT AND LOSS A/COF MR.....ccccceveenrnnnen FOR THE YEAR ENDED............
PARTICULARS AMOUNT PARTICULARS AMOUNT
TO office salaries XXXXXX By gross profit b/d XXXXX
TO rent,rates,taxes XXXXX Interest received XXXXX
TO Printing and stationery XXXXX Discount received XXXX
TO Legal charges Commission received | XXXXX
Audit fee XXXX Income from
TO Insurance XXXX investments
TO General expenses XXXX Dividend on shares XXXX
TO Advertisements XXXXX Miscellaneous XXXX
TO Bad debts XXXX investments
TO Carriage outwards XXXX Rent received XXXX
TO Repairs XXXX
TO Depreciation XXXXX
TO interest paid XXXXX
TO Interest on capital XXXXX
TO Interest on loans XXXX
TO Discount allowed XXXXX
TO Commission XXXXX
TO Net profit------- > XXXXX
(transferred to capital a/c)

XXXXXX XXXXXX

BALANCE SHEET

The second point of final accounts is the preparation of balance sheet. It is prepared often
in the trading and profit, loss accounts have been compiled and closed. A balance sheet
may be considered as a statement of the financial position of the concern at a given date.

DEFINITION: A balance sheet is an item wise list of assets, liabilities and proprietorship of
a business at a certain state.

J.R.botliboi: A balance sheet is a statement with a view to measure exact financial position
of a business at a particular date.

Thus, Balance sheet is defined as a statement which sets out the assets and liabilities of a
business firm and which serves to as certain the financial position of the same on any
particular date. On the left-hand side of this statement, the liabilities and the capital are
shown. On the right-hand side all the assets are shown. Therefore, the two sides of the
balance sheet should be equal. Otherwise, there is an error somewhere.

BALANCE SHEET OF ...cccocoiiiiiiiiieiieiinns AS ON i
Liabilities and capital Amount Assets Amount




Creditors

Bills payable
Bank overdraft
Loans
Mortgage
Reserve fund
Capital xxxxxx
Add:

Net Profit xxxx

Less:
Drawings  Xxxxx

XXXX
XXXX
XXXX
XXXX
XXXX
XXXX

XXXX

XXXX

Cash in hand

Cash at bank

Bills receivable
Debtors

Closing stock
Investments
Furniture and fittings
Plats&machinery
Land & buildings
Patents, tm
,copyrights

Goodwill

Prepaid expenses
Outstanding incomes

XXXX
XXXX
XXXX
XXXX
XXXX
XXXX
XXXX

XXXX
XXXX
XXXX

XXXX
XXXX
XXXX

XXXX

Advantages: The following are the advantages of final balance .

1. It helps in checking the arithmetical accuracy of books of accounts.
2. It helps in the preparation of financial statements.
3. It helps in detecting errors.
4. It serves as an instrument for carrying out the job of rectification of entries.
5. It is possible to find out the balances of various accounts at one place.




FINAL ACCOUNTS -- ADJUSTMENTS

We know that business is a going concern. It has to be carried on indefinitely. At the end
of every accounting year. The trader prepares the trading and profit and loss account and
balance sheet. While preparing these financial statements, sometimes the trader may
come across certain problems .The expenses of the current year may be still payable or
the expenses of the next year have been prepaid during the current year. In the same
way, the income of the current year still receivable and the income of the next year have
been received during the current year. Without these adjustments, the profit figures
arrived at or the financial position of the concern may not be correct. As such these
adjustments are to be made while preparing the final accounts.

The adjustments to be made to final accounts will be given under the Trial Balance. While
making the adjustment in the final accounts, the student should remember that “every
adjustment is to be made in the final accounts twice i.e. once in trading, profit and loss
account and later in balance sheet generally”. The following are some of the important
adjustments to be made at the time of preparing of final accounts:-

1. CLOSING STOCK :-

(i)If closing stock is given in Trail Balance: It should be shown only in the balance sheet
“Assets Side”.

(i)If closing stock is given as adjustment :

1. First, it should be posted at the credit side of “Trading Account”.
2. Next, shown at the asset side of the “Balance Sheet”.

2.0UTSTANDING EXPENSES :-

(i)If outstanding expenses given in Trail Balance: It should be only on the liability side of
Balance Sheet.

(ii)If outstanding expenses given as adjustment :
1. First, it should be added to the concerned expense at the
debit side of profit and loss account or Trading Account.
2. Next, it should be added at the liabilities side of the
Balance Sheet.

3.PREAPID EXPENSES :-

(i) If prepaid expenses given in Trial Balance: It should be shown only in assets side of the
Balance Sheet.
(ii)If prepaid expense given as adjustment

1. First, it should be deducted from the concerned expenses at the debit side of profit
and loss account or Trading Account.
2. Next, it should be shown at the assets side of the Balance Sheet.

4.INCOME EARNED BUT NOT RECEIVED [OR] OUTSTANDING INCOME [OR] ACCURED
INCOME :-

(i)If incomes given in Trial Balance: It should be shown only on the assets side of the
Balance Sheet.




(ii)If incomes outstanding given as adjustment:

1. First, it should be added to the concerned income at the credit side of profit and
loss account.
2. Next, it should be shown at the assets side of the Balance sheet.

5. INCOME RECEIVED IN ADVANCE: UNEARNED INCOME:-
(N If unearned incomes given in Trail Balance : It should be shown only on the liabilities
side of the Balance Sheet.

(ii)If unearned income given as adjustment
1. First, it should be deducted from the concerned income in the credit side of the
profit and loss account.
2. Secondly, it should be shown in the liabilities side of the
Balance Sheet.

6.DEPRECIATION:-

(i)If Depreciation given in Trail Balance: It should be shown only on the debit side of the
profit and loss account.

(ii)If Depreciation given as adjustment
1. First, it should be shown on the debit side of the profit and loss account.
2. Secondly, it should be deduced from the concerned asset in the Balance sheet
assets side.

7.INTEREST ON LOAN [OR] CAPITAL :-
(i)If interest on loan (or) capital given in Trail balance :It should be shown only on debit
side of the profit and loss account.

(i)If interest on loan (or)capital given as adjustment :

1. First, it should be shown on debit side of the profit and loss account.
2. Secondly, it should added to the loan or capital in
the liabilities side of the Balance Sheet.

8.BAD DEBTS:-

(i)If bad debts given in Trail balance :It should be shown on the debit side of the profit
and loss account.

(il)If bad debts given as adjustment:
1. First, it should be shown on the debit side of the profit and loss account.
2. Secondly, it should be deducted from debtors in the assets side of the Balance
Sheet.

9.INTEREST ON DRAWINGS :-

()If interest on drawings given in Trail balance: It should be shown on the credit side of
the profit and loss account.

(iN)If interest on drawings given as adjustments :




1. First, it should be shown on the credit side of the profit and loss account.
2. Secondly, it should be deducted from capital on liabilities
side of the Balance Sheet.

10.INTEREST ON INVESTMENTS :-

()If interest on the investments given in Trail balance :1t should be shown on the credit
side of the profit and loss  account.

(i) If interest on investments given as adjustments

1. First, it should be shown on the credit side of the profit and loss account.
2. Secondly, it should be added to the investments on assets side of the Balance

Sheet.

Note: Problems to be solved on final accounts
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1. INTRODUCTION

Depreciation is the gradual reduct:on or loss in the value of fixed assets like building, plant
furniture etc. For example, one company purchased machinery costing I 50 lakhs The life of
~ the machinery is estimated as 10 years. Then it will loose value of ¥ 50,000 per year. This
reduction in the-value of the asset, every year, is known as depreciation.

The depreciation in the value of an asset may be due to wear and tear; obsolescence, pass of }
the time, or permanent fall of the market. Whatever may be the reasons for the depreciation, it
must be charged to profit and loss account properly. Then only the true profit or loss of the
business can be ascertained. Further, true and fair value of the Balance Sheet can be presented §
only when the assets are shown after providing for depreciation. | |

1.1 Depreciation — Definition:

The word “Deprec:atlon is derived from a Latin word Depretium, ‘De’ means decline and b

pretmm means price_and totally MEE‘E.SM decline in “price. Let us now go through the
efinitions given by various experts in Accounting for depreciation, '

Pickles: Depreciation may be defined as the permanent and continuous diminution in the
quality, quantity or the value of an asset.

J.H. Burton: Depreciation is the shfinkag'e in the value of an asset at a givén date &
compared with its value at a previous date.

Institute of Cost and Management Accountants

(ICMA, London): iation i i
diminution in mtrmsw value of the asset due to ): Deprec

use and /or the lapse of time.

Thus deprematlon isa permanent gradual and continuous decline j in book value of a fi® ed
to varlous reasons.
eriod of time due
asset overap
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In addition to depreciati
~amortization, ﬂuctuations, di
. different between depreciat

between depreciatio

L

4. 3Fluctuations:

S depreciation is
_the fluctuation in the market value of the asset.

Depreciation, Reserves ang Inventory valuation

1.2 Depreciation and Rel

- investment in

S.

9.2
ated wordg

llon"' We come across many words like depletion, obsolescence,
tlapidation, Some use these words synonymously. But there is
on and these el

ated wor i
and these words d words. As such let us go through the differences

Depletio J’P ion ; . g A
P m% Depletion is the decrease in the value of natural resources like mineral

deposit i i
POSIts, oil wells etc., due to exhaustion, which my be permanent, gradual and
continuing, Whereas depreciation m

eans a per g tinuing fall in the
value of fixed $bobhis permanent, gradual and cop i g
Obsolescence? bsolescence means loss i

hkc? new inventions or changed fashions.
mainly due to we d tear.

Amortization:f\%\mortization

the value of an asset due to external reasons
But depreciation is fall in the value of an asset

EA means the reduction in the value of a long-térm
Intangible assets such as copy right, patent, trademark etc. But
plies only to fixed assets like plant and machinery. '

It is the temporary change in the market value of a floating asset. It may
Or appreciation in the value caused all of a sudden. On the other hand,
related to the book value of the asset and there is no relation to it with

depreciation ap

be a shrinkage

Dilapidations:

It is the loss or reduction in the value of a leased property. In order to
return the lease

d property to the landlord in original condition, the lease holders sets
aside every year some amount and provide funds for setting right the dilapidated assets
before it is to be returned. But depreciation applies only to fixed assets.

- 1.3 Causes for Depreciation:

| The causes for provfding depreciation may be divided into Internal causes and External
. causes.

Causes for Depreciation
|

Internal Causes ' External Causes

[ l |

Depletion Accidents | | Maintenance

I l

Obsolescence | | Lapse of time

Permanent fall
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1“4?"- Toctive N \ ‘.: .()“:
> Ohl&.};"‘___ff of Depreciatic on in the books of accounts

The following are the objectives for Pt

w

The amount of depreciation to be provided on fixed assets depends on the following factors.

2. Estimated Scrap Value: Scrap, residual or sa]y

e e e A IS

viding depreciatl
t or loss if the business ¢, - |
For ascertaining the tru¢ profit or loss: .4 for the purpose of earning o
: g for incurre i caning ‘
) t. Since the ass€ in earn,

A ts
be ascertained only when all €ostS e

O . o T SS aCL,OU ) 8 p
have been debited to the profit and 1o t js a revenue expense and hepgy

e b, > of an ass¢€
revenues, the depreciation in the VﬂlULot’mt | R
should be debited to profit and 108 3C€OT0 . 0 o gajance Sheet: 1f depreleatlon is
For slhowing assets at ttll'ue ms]e he value will be Igo;Zi:h\i?eg? a(f:‘tual _7
not charged on assets, the as L ‘ “True an of the §
cost. As such, the Balance Sheet will ~
financial position of the business. _ : fits is set aside in the form of
For replacement of assets: A Po."t'on.o.f pmd finite amount at a certain futyre
depreciation each year. It is aimed at prlowdm% aae .
e of r f the asset. Xy ]
date for the purpose of replacement Zf *roduction: For ascertaining the cost of f

For ascertaining the true cost X ¢ X -.
.ot of produ

production, it is ntzecessary to charge depreciation as an item (c))ic;:soswouf)d notChersL If §

the depreciation on fixed assets is not charged, the costs Tecor=s; OLP en‘t

true and fair view of the cost of production. . o

For complying with legal requirements: In case of companies, 1t 1s Compulsory.to
charge depreciation on fixed assets before it declares dividend under Cqmpanles
Act 1956. . i

For preventing the distribution of profits out of capital: [f depreciation is not
charged the profit shown by the Profit and Loss Account will be in excess ofithe f
actual profits. The excess profit distributed among shareholders will be from
capital. It is against the legal provisions and accounting principles. e

ts shown at t
not present the

_2/FACTORS DETERMINING DEPRECIATION

1. Actual Cost of Asset: The actual cost of the asset is determined after adding al
expenses incurred for bringing the asset to usable conditions. such as freight ]
installation charges, cost of improvements etc., to the purchase ’ i f the asset.
For example, if plant and machinery has been purchased for¥I 40901(()38 0 i 1
have been incurred as freight charges for bringing the Aok ,UUU an a;ld f
2,000 as installation charges, the cost of the plant and machilszr;oftol:‘et }fzc;?l% g

depreciation should be taken as ¥ 47,000 (i 1
However, the financial charges such as i(:{teé’ ¥ 40,000 + T 5,000 + T 2,000) §

) . re ¢ E
purchase ot the asset should not be included in theséosotnofl?}oney borrowgd for !
1€ asset. :

. . : : ¢
of the asset at the end of the useful life, The eStiage value is an estimated sale V&P

48
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9.4

caleulated on 7 52,000 (ie. ¥
: ’ e, 350,000 + 7 e
charged on this machine will be *29% . 4,000 + T 2

000 ~ % 4,000). Depreciation
3. Estimated Working life of the

$5,200 every year,
Asset: The estimated working life of the asset must

. i L ' work for 20 years but is likely to
become obsolete in 15 years, its useful life should be considered as only 15 years.

sset in proper working condition, it is necessary to

rovide for repai : e s 3 i
P for repairs. Working life of an asset will increase if repairs are undertaken

regularly,

S. .(S:talulor'y ‘Provisions: The statutory provisions with regards to Income Tax Act or
: ompanies Act must be kept in mind while providing for depreciation.

3. METHODS OF DEPRECIATON

s dlj }‘1'ere are diffcrcpt methods of providing depreciation. Each method has its own advantage
- an lsfidvantagcs. Different methods of providing depreciation are suitable for different assets
- depending upon the nature and type of the asset. The methods of depreciation are:

Fixed Installment Mecthod
Diminishing Balance Method’
Annuity Method ) '
Depreciation Fund Method -
Insurance Policy Method
Depletion Method
Revaluation Method |
Machine Hour Rate Method
Mileage Method.

LRV RN -

However, in this book, the first two methods viz.,, Fixed installment method and
~ Diminishing balance method only are discussed.

. 3.0 Fixed Installment Method (o) ._",,‘fo”afc’/"/’_ff' (it wetocl '~

; It is the simplest method- of charging depreciation. Under this method, depreciation is
*arrived at by providing the original cost of the asset estimated life period. For example, if the
»".'-"value of asset if T 20,000 and its useful life is estimated to be 10 years, the amount of

depreciation to be charged every year will be X 2,000 %)

?‘?ﬁf Scrap Value: In certain cases, we may also be given the scrap or residual value of the
- a8Sets, The residial value is to be deducted from the original cost of the asset.

Cost of asset - Scrap Value
Estimated life of asset (in years)

Annual Depreciation =

Scanhéd by CamScanner



9.5

Financial Accounting

Explanation of Formula: : i
e original cost of the asset. The Cost

. ’ th . s 1
1. Cost of the asset: Cost of the asset means * freight and installation charges, |
includes the purchase price and the expenses like (| definitely become obsolete SOOngr
2. Scrap or residual value: The asset being USe,ci. E‘tﬂis obsolete (uselcsS) as a scrap. The
. Ly i
or latter. The asset can be disposed off even ! idual value.

L 1ts 1es .
~amount fetched by scrapped asset is known as 1S T iired, the manufacturer generally
3. Estimated life of the asset: Whenever asset 1S acquit=t

| be in years, months, days o,
mentions the estimated working life of the asset., It may iy e i
hours. :
" . t
ased one machinery for T 5,30,000 on April 1%, 2013

he machine was estimated as |
| depreciation.

For the example, Chiranjeevi purch ot
and incurred X 10,000 towards installation expenses. The life of t
years and the residual value was estimated at ¥ 20,000. Calculate annua

Cost of the Asset - Residy:al Value
. Estimated life of asset
_(Rs.5,30,000+ Rs.10,000) - Rs.20,000

Annual Depreciation =

10 years
_ Rs.5,20,000 =Rs.52,000
10 years

The amount of depreciation calculated under this method, if presented on a. graph-paper,

would - gow a straight line parallel to the X-axis, and hence this method is also known as
Straight Line Method.

Suitability: This method is suitable for those ass
maintenance charges are less, and (i1) the possibility of obs

Finding out Rate of Depreciation: Generally, the rate iati '
: ) ; ) of d ‘ ) :
problem.itself. But sometimes, the rate of depreciati °preciation will be given in the

. _ On may not be given ;
a case, the following formula is to be used to find oyt the rgte of d:piv;“t}n the problem. In such
‘ ation, ‘

Annual Depreciation

Rate of Depreciation =
' ' Cost'of the Asset

Purthase, Sale and Use of Assets:

1. 'Purchase of Asset: It the asset is purchased jp, the beginni fati
is to be .calculated for the full year. But if the asset is ginning of the year, depreciation
in the middle of the year; depreciation js Purchased or additions are made

10 be ¢q ‘ :
from the date of purchase. | leulated o the new assets or additions

2. ‘Use of Asset: If the asset is being used not. from

depreciation is to bg calculated from th the date of the

€ date of usage purchase but late’

Y- For example, if the as$
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-

_purchased on 1-4-2012 but :
for nine months from 1-7-28tlaznteod3uls';g2 gﬂo«m 1-7-2012 depreciation is 10 be calculated
i = J. . 3
gale of Asset: T ;
- iot: in perfectheo :'(ljrm may sell asset, if it becomes obsolete. 1t may also sell \-;vh.en it
er. Whatever may be the reason for selling the asset, 1t 13 to

accounted properly.
properly. Then only we can arrive at correct depreciation.

u.1: A tradin ‘ '
' l1I'lhe estimated ﬁfzon;ern purchased a Plant and Machinery for Rs.58,000 on 1-1-
1 bOO Prepare plant anod 131“a N-Iachi“e is 5 years. The scrap value of the machine 1S’

s 2T achinery.Account on straight line method for the first thre¢

ears:
- A
| olution ‘ g2
: wOrki“g Notes:
AnnualDepreciatbn = Cost of the Asset-Sctap Value : )
& Estimatedlife of asset hy
58,000—2,000 56,000 i
= = =11,200 : v :
5 years 5 ' : o
'ji.'_ . _ Plant and Machinery a/c - ______—(—:5
| Date | Particulars _Amount | Date Particulars _’/_5_{19291_
2009 \ | 2009 ' o 4
1 Janl To%%ﬂk alc . 58,000 | Dec.31 | By Depreciation a/c 11,200
1 By Balance c/d 46,800
| 58,000 e 58,000
.V-_ 9 ___ P—’-—_—-_‘——
L2010 2010
. Jan.1 | To Balance b/d 46,800 | Dec.31 By Depreciation a/c 11,200
: ~ .| By Balancec/d 35,600
- , n 46,800 ' 46,800
E oon | SRR 2011 g |
oy To Balance b/d 35,600 | Dec.31 By Depreciation a/c 11,200
L , ‘| By Balance c/d 24,400
i 35,600 o 35,600
Af:- - . —|
f 2012 ;
Janl | ToBalancebd . T 24,400
sed a second hand machine for Rs.28,000

llu.2: On 1% April, 2009 Gangadhar purcha
4 s and installation. It is de

and spent Rs.2,000 on its repairs
sed on 31" Deceriiber évery year

‘iseptembcr 30, 2012. Assuming that the accounts were clos
‘Prepare Machinery account from

cided to write off depreciation at
able and sold for’ Rs.8,000 on

2009 to 2012.
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Solution:

Working Notes:

1. Calculation of Annual Dcprcciatiom '
Machinery Value = Rs.30,000 ,
Depreciation Rate = 10% 0 2 000 ;

; = KS.F» f
Annual Depreciation = 30.000 % hoo=R
b
s

usiness for nine months only. §,

y worked in the tor 9 months only.

2. During 2009 and 2012 Machiner o
we have to calculate depreciation for these tWo Y

30,000 x %00 % *fgo = Rs.2,250 i ,‘

T T | Cr,

Dr. . Machinelj_i}ﬁi‘l“,“—t P articulars Amount
Date Particulars Amount | Date _ Rs.
. Rs.| . L :
2009 ~ 2009 L tion a/c 2,250
: _ o 31 | By Depreciation )
'&\ %D’T;l( To Cash a/c 301000, 5 By Balance ¢/d 21,750
3000| | =gl 20000
2010 | 2010 o i
Jan.l | To Balance b/d 27.750 | Dec.31 | By Depreciation a/c 3,000
| By Balance c/d | 24,750
27,750 27,750
2011 - | 2011 . |
Jan.1 | To Balance b/d 24,750 | Dec.31 | By Depreciation a/c 3,000
By Balance c/d 21,750
: 24,750 - © 24,750
12012 . | 2012 . - o
‘Jan.1 - | To Balance b/d 21,750 | Dec.31 | By Depreciation a/c - 2,250
By Cash a/c 3,000
ByP&Lac ' 11,500
21,750 | . 21,750
. 5, Tl SSURMM ST

. | |
y/biminishing Balance Method

This method is an improvement ‘over the Straight Li;
Reducing Balance Method or Written Down Value Methgq
depreciation is a fixed percentage calculated on reducin '
of depreciation goes on decreasing every year. !

1e Method. It is also known &

Under this method the amount of
g value of the asset. As such, the amoun!

-

" For example, a machinery is purchased for Rs.10.00 | . :
10% p.a. on Reducing Balanc'.e Method. In the first y::ar.(){hgemec'atlonfis to-be writteq off @
11,000. In the second year it will be X900 ie., 10% of 3 . Oooamount of depreciation will b?:d
“yearX 810 i.e., 10% of 8,100 (X 9,000 — 900).Thus, jt o V00 (10,000 — 1,000) and in the thir

es i
on reducing every after year.
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suitability: This method is suitable
assets that require considerable rep
A buildings, ships etc. This method is

f_'or such assets that have a long life. It is also suitable for
airs in the later years such as plant, machinery, freehold
now being increasingly used in practice.

. st
INMu.3: On 1 Jt:ly, 2010 Mr. Raghu Ram Kotwal has purchased machine for X 46,000
and spent X 4,000 for'its installation. -

-

On 31-12-2012 the machinery was sold out for ¥ 35,000. The books are being closed

every year by 31" December. The rate of depreciation is 10% p.a. Prepare the Machine A/c
for three years on the diminishing balance method. :

/

56[000 %’%7( {lP-Q_ — 2800

Solution: oDV +o0
Dr. Machinery Account Cr.
Date * Particulars Amount | Date Particulars Amount
. N T | - k4
2010 2010 , :
Jan.l | To Bank a/c 46,000 | Dec.31 | By Depreciation a/c 2,500 -
To Bank a/c , | 4,000 By Balance c/d 47,500
(Installation) e _ .
50,000 50,000
2011 : 2011 ' : /-
Jan.l | To Balance b/d 47,500 | Dec.31 | By Depreciation a/c - 4,750
- ' “. By Balance c/d | 42,750
47,500 47,500
2012 | 2012 -
Jan.] To Balance b/d 42,750 | Dec.31 | By Depreciation a/c 4,275
: ’ By Bank a/c , 35,000
Dec.31 By Profit and Loss a/c 3,475
42,750 | 42,750

Change of Method of Depreciation:

Sometimes, a change in the method of depreciation may be required. For example, a firm
may change the method of charging depreciation from Straight Line Method to Diminishing
Balance Method or vice-versa. The following steps are to followed where there is a change in the

method of depreciation.

i. Change in the mcthod of depreciation may be desired from the current year
onwards: In such a case, depreciation will be charged according to the new method

from the current year. : : é/
Change in the method of depreciation may be desired from a back date: In — /'7
such a case, adjustments will have to be made in the current year for any extra or .

~ less depreciation charged in earlier years. The best course would be to compute the
amount of depreciation which has already been charged according to the old
method. The amount of depreciation that is to be charged according to the new
method. The difference if any, should be credited (or debited) to the Asset Account
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,? é;yzfnnulty Tables Method

_ Depreciation remains unaltered t
is calculated with the help of Depre

according to the rate of intere
: > st and accordi : . Lo .
off. Annuity depreciation is giver i rding to the period over which the asset is to be written

h.ro.ughout th_e life of the asset. The amount of depreciation
ciation Annuity Tables. The depreciation will be different

Depreciable Amount x

lo—
(1+1)"
Where,
1 = interest rate;
n = useful life. |
This is required to amortijse Re.l and interest element. .

Sui_tability: Th_e methoc.i is applicable where the life of the asset is quite definite and the amount
of investment in asset is large enough having no scrap value e.g., lease. It is not suitable for
assets where additions are made off and on. '

}kginking Fund Method

wn as D.epreciation Fund Method. Under this method, the asset
t. Every year during the estimated life of the asset,

. an equal amount of depreciation is charged to profit and loss account are credited to a
k- ‘Depreciation Fund or Sinking Fund Account. At the same time a pr_ovision. for replla-cement_of
ot is made by investing an amount equal to the depn?cia_tion charges, in securities outside
the business by debiting depreciation Fund Investment or_Smkmg Fund Inve_stment {\c9ount and
crediting Bank. Interest received on the investments 1S credited to the Depreciation .Fun_d
Account and is also reinvested likewise. The amount t‘hat is annua_lly provided as depreciation is
such that this, with compound interest, will be sufficient to provide a sum equal to the cost of
lue (if any), by the time the asset is expected 10 become useless. This

asset, less residual va S
amount can be ascertained by reference to the Sinking Fund Tables.

This method is also kno
account is kept in the books at its original cos

Calculation of Amount to be inves}ted: |
S ' ear so that a given sum is available at the end of
be invested every y heends

: : ing specimen table — knov

i i e rate of interest. The following : :

giﬁi(\fen ?:erlgdrdgllj:nth%r:Ntshhow much is to be invested every year together with the interest
ing Fund Tavle —

iR
earned so that at the end of the period one gets Re.1. Sinking fund depreciation is given y

How much amount is t0
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A+i™!

Depreciable Amount x

Where,
- i = rate of interest,
= useful life.

3,5 Insurance Policy Method

' iation of an asset ;
Under Insurance Policy Method, the amount equal to annua:ﬂ(ii:;,) r?;é?s method d?;?tnls
invested with an Insurance Company by taking an endowment P f .alising and re-investj :
consider interest on investments. Therefore, there are no problem.iio ;lﬁl:nd‘s for replacement :ang
such interest. The specialty of this method is that it not only provides he fiully secured. ‘* W
 also provide security to the asset. Once the policy is taken, any loss to t ed })]/ h are of Wik
Suitability: This method is suitable to those assets which are costly and which are of wasting
nature.

3/6/Depleti0n Method:

This method is mostly used in case of mines, quarries, etc., from which a cert.ain quan_tity of
output is expected to be obtained. The value of mine depends only upon th; quantity of minerals
that can be obtained. When the whole quantity is taken, the mine losses its value. The rate of

depreciation is obtained by dividing the cost of the mine by the total quantity of the minerals
expected to be available.

o Cost of Mine
Rate of depreciation =—— —
. Estimated quantity to be raised

Suitability: Mines, quarries, oil wells etc.
_3/7/ilevaluation Method
Under this method, the assets are valued at the end off

final accounts. The difference between two successive valyat
- is charged as depreciation.

Cvery year at the time of preparing
lon with a time interval of one year

Suitability: This method is most appropriate in case of assets like Loose Tools, Jigs, Live Stock
Patterns etc. ' : 00ISs, Jigs,

~ There is no need to provide depreciation on
off goodwill over a number of years. The amount
_profit and loss a/c.

‘go_odwill’; However, some firms try to writé
written off should be shown separately in ¢

3§/Machine Hour Rate Me_thod

Under this method, it is asseSS.ed as to how many hours t} | k
A 5 th in ork:
That becomes the life of the machine. After deducting the value igl?gl;lcnrzst}?gn? fhibtlc‘:t;? :;’lue
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Depreciation per hour = — <98t Of machine - Scrap value

‘ | Estimated life of the machine hours
3,9Mileage Method

This method is more useful to transport undertakin
means of conveyance to a la
method.

_ This r_nethod considers the depreciation of a particular vehicle not on the basis of its
estimated life b

S8 ut on .the basis of the probable mileage that can be covered by such an asset. For
- example, a bus costing Rs.1,00,000 can cover only 2,00,000 miles. After which it becomes . -
k. worthlfzss. Then its depreciation is 50 paise per mile on an average. Therefore, the bus can be
. depreciated at 50 paise a mile. -

This method is similar to a Machine Hour Rate Method or Depletion Method.

gs. The undertakings which make use of
rge extent can also depreciate their fleet (transport) under this

‘4. ACCOUNTING STANDARDS — DEPRECIATION ACCOUNTING

-The Council of the Institute of Chartered Accounts in India issued Accounting Standard 6
. (AS-6) on Depreciation Accounting. This standard deals with the accounting for depreciation
- and the disclosure requirements in connection therewith. In the initial years, this accounting
standard will be recommendatory in character. During this period, this standard is recommended
for use by companies listed on a recognised stock exchange and other large commercial,
industrial and business enterprises in the public and private sector. | '

5. ACCOUNTING FOR RESERVES

A business may like to provide for contingencies as per the concept of conservatism. These.
& contingencies can broadly be classified into two categories. ’

s Unforseen Contingencies: Contingencies of which the business is neither sure of
‘their nature nor of their amounts. Examples are: amounts set apart for preventing
; reduction in dividend rate due to possible fall in products. ; z
i 'Expected Contingencies: Contingencies known to the business but whose amounts
o cannot be ascertained with reasonable accuracy. .Exam‘ples are amounts set apart for
meeting possible loss on account of bad debts, discounts to debtors etc.

' The amount set apart for the first type of contingencies are known as ‘Reserves® while for
the other they are known as Provisions.

'5,'.~'1__“Reserves' — Meaning :

 The term ‘reserve’ has not been defined in the Companies. Act, 1956 except vnegatively thAat
'aﬁy--"Paft of profits retained in the business except _‘prov1510ns are taken as reserve. Any
v bViSion in excess of the actual loss is also taken as reserve.
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amount set a side for ¢

his pur : :
- at the liability side of Purpose will be debited o

profit an .
the current year because the o d loss account. [t will also be shown

nount is stj] payable,

:_ During the. NEXt year, taxes of the curre
we have to debit provision for

nt year-will be paid. For
2 for taxation accoypt will be sh

o . making payment of taxes,
es acco%mt‘a‘nd credit Bank account. The balance of rovision
Own at the liabilities, P

‘ both, the curr iabili it i
o | may tec ; ent or non-current liability. If it is
| yearb?r :::S curreglt liability previous year’s provision for taxation will be paid zlyuring the
e . payable on the profits of the current year will be charged out of the profit a d
- 1085 account of the current year. : : :

63 Accounting Treatment of Provisions

f profit and loss ‘account to meet the known contingency. Provision

3 ac_co‘qnt should be compulsorily posted at the debit side of profit and loss account whether the
-~ company earns profit or suffers loss.

The provisions are generally shown at the assets side of Balance Sheet by way of deducting
it from concerned asset. Provision for doubtful debts and provision for discount on debtors are

.. shown by way of deducting from debtors on the assets side of the Balance Sheet. It may
. sometimes be shown at the liabilities side also. 1.e., provision for taxation. . ‘

. Making of provision is must but making reserves is discretionary as a matter of financial
prudence and subject to profit. Provision for doubtful debts generally has old balance. The old
- provision is deducted from the total of the bad debts and new provision at the debit side of profit
~and loss account. In case of old provision exceeds the total of bad debts and new provision, the
3 ."t'r'eatment should preferably be made at the credit side of profit and loss account, where the total
 of bad debts and new provision should be deducted from old proyision.

7. INVENTORY VALUATION

Inventories generally constitute the s'econd. largest item after fixed kzlxs(siets i.n }het ﬁpancml
statements, particularly of manufacturing organizations. The Yalue ;ttac e tgi f};e\r ::togzse scil}
:m’_"ateri'ally affect the operating results and tbe financial posntlgpf.f O\Zevegénakings g
':V.alliing inventories are used by different business and even by different un g

same trade or industry.

: ; e components i.e., raw
fasrvr 5 TR nerally to include the thre i

- The term inventory is wide enough ge : ooods. Invento
‘Materials semi—ﬁnishel;iygoo‘ds (work in progress) ar}d ﬂntlil;\edc Lc:rrr ec:tmaige:f;mny enterprisz
b} by . . Ortlon 0 e s

(these ¢ nts) comprises a 51gm_ﬁcant p ionificance in recent years. A
Itis forh :l:?scrtzl:sl)ocr)lnfhe i)nventiry valuation has assumeq a grea: sx\%glif:';lhe gy ues lantien
Eneral impression is that the figures of inventory valuation asn tsi:l O lioTiery

ost accurate and as such financial statements bas§d on accountiis
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both . osition of the business on
s pm’ticular jtem and workip, |

¢ they should be-

] " affects
Inventory valuation is very significant 85 :Esgn g the t .
enterprisc as well as the Balance sheet which Pe iy valuing thi
particular date. Manipulations may be expect 1 better than wha
results and financial position may be shown muc

7.1 Meaning of inventory valuation: , . o enoied e s |
EL lA -
According to “International Accounting Standard” (

property.

(a)  held for sale in the ordinary course of busnneS§
(b)  in the process of production for such sale, O ices for sale.
(¢) 1o be consumed in the production of goods or S€
a) finished gOOqu;.(b) work-in.
onents respectively. The tem
s such as lubricants; clearing

forms of energy (other thay

These three types of inventories are usually re_fe”ed Ejo a;ngp
progress or semi-finished goods and (c) raw mate‘:'als el hine
Stores is used for materials required for consumption by mach ;
materials, spare parts of machinery, Coal, liquid fuel apd othe |
electricity). . |

s

7.2 Objective of Inventory Valuation:
The following are the objectives of inventory valuation.

. Determination of Correct Income: The major objectives of accounting for
inventories is the proper determination of income through the process of matching
appropriate cost against revenues. As we know that Gross Profit is determined by
deducting cost of goods sold from sales revenue. Cost of goods sold does not mean

‘ e - purchase price, it takes opening and closing stocks of.goods. Cost of goods sold is

equal to opening stock + purchases — closing stock. Therefore, closing stock is valued f
and is-taken into account. The value of closing stock is credited to Trading Account.
The closing stock becomes the opening stock of the next year.

Thus, valuation of closing stock affects the profits for the current year as ;

well as for the next year. When we credit the Trading Account with the closing stock £
-and debit the Trading Account with the opening stock the valuation of stock 'l% affect ]
the Gross Profit. Overvaluation of closing stock means inflati hs ock wi i B
profit and deflating the profit of the succeeding year. Likewise urdgcart\/;uzltl;;ﬁn; fySiOCk

fit and increase th . : i b
When Gross profit is affected the net profit wi ¢ the succeeding year proti* g
direction. ' profit will automatically be affected in the sam :

. ; : ac g : .
which shows the financial position of the pys; “oncern, Balance Sheet is a statemenh |

usi o Ty R i
NESs on a particular date, Inventory i$# §
Own on the as b
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3 l)('Ci\'i()" 1 IV'
ole Ak 'y ""I(i" 4 l) / H » C bu c
B The fipure of L Y Management: lnvcnl()ry is an | ant as , i

- : . ',%n‘ i ﬂl _ul('m : inv h , V'Ll)t' ll.‘)l.'[Ul 10 th(.' ln(ll](lgcnlcnt fUT dCCiSiOll'“m i"g
¢ -.:.‘ " 4 y wrn ic i

4. External Re : ~
in the ﬁgm.ctg;.’;:i"'gf Various external groups particularly the investors are interested
ventory to forecast the future cash inflows of the enterprise, '

&
| i
,;-.
e

7.3 Systcms-ofInvcnt()ry Valuation:

b H?crc are two systems of inventory valuatjon.

B 1. Periodic Inventory System

e /ii. Perpetual Inventory System.,

b

‘ asQ crgl)inctj Ll;l']‘)(:il;'l:lll\’c/l\llllo:g Systcm: Under this mcthqd of stock taking, the value of stock is
b ond oriced | y’. et y. e ltcm§ of 1nv9ntory are weighted, measured or counted, then liked
, _priced 5o as to get the valuation of inventory on that date, In big business houses, the
business Opcrullons' will be suspended for the period until the stock taking is completed. It is
¢ necessary, as there is no other way of ascertaining the value of the closing stock. The purchases
i and sales are recorded at different prices and the mark-up price is not the same in all the cases.
Pu.rchzlscs arc recorded at cost whereas sales are recorded at sellix;g price. Moreover, these two
'prll(gcs are fluctuating from time to time. Therefore, stock is valued by means of annual stock
- taKing. ;

The following steps are necessary in ascertaining the value of stock —

i. The individual items are taken one by one and weighted, measured or counted. This
depends upon the nature of the item and the usual market quotations for the item.

ii. "All the items are then listed, priced, extended and added so as to get the figure of
‘ PR inventory. This is done through a stock Sheet.

, AW : ,
Evaluation: The method is quite simple and dispenses with the various records to be
undertaken under perpetual inventory system. However, this system suffers from serious

drawbacks. the most important of which is that discrepancie and losses never come to light even
\ perations are suspended for a few days till stock taking is

in future. Moreover, the business o
o Hop
complete N | z

i : | inventory system, stock taking is not
(i) -~ Perpetual Inventory System: Under perpetua . :
undcf‘ta)ken at tlf))e end of the year, rather, it is done regularly throughout the accounting period.

( i intai ich gi ' balance at
er-thi s are regularly maintained which give the inventory
s e, o e be y materials, work-in-progress, and finished stock

any time. Store er gives the balance of raw . :
.ieggcrs egi?/leor:}felclglzﬁarlfes of work-in-progress and finished stock ;gipectnveiy.v;?;ezyﬁx
Maintains a running record of inventories on han'd. A number t(l)’l tl Ve::; :;d yeriflec: with
munting records at short intervals. It is a_rranged in such.‘a way 2 :c ar p;yriod. 2 of
inventory gets checked up at least a certain number of times ‘g;s':repancy oot 1
‘Physical counting is tallied with the inventory re?cord and any - led aid ceprasiad
determine the causes of such discrepancies. The discrepancies are

t frequent intervals.
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d mainly by the manufac:turin

H qdoptc
nand IS @ of numerous adVantages~

e rns because

art of costing SY
part of costing ding conce

The system is ar
y the tra

concerns. It has now been adopted b
offers. '
, this method through the proc,

Evaluation: As stated above, stock taking i possible ugdr?:rz’tdil)’ available and they e"ab‘es: :
of continuous stock taking. The closing inventory ﬁgureSBa;lance Sheet immediately after ¢, |
quick compilation of Profit and Loss Account and is not necessary under this methyy
accounting year is over. The suspension of operations ! inimum and.ordering levels, Thi;
Inventory control can also be exercised by fixing maximum, " isk of running out StOCk'.thereby ]
helps in avoiding over-investment in inventories an also the :erim P & L Account at any time |
causing interruption to production. The business can prepare_mt. on and recéfd- ' E
The main drawback of the system is to make elaborate organizall g ; |

7.4 Methods of Inventory Valuation: / :

Basically there are three methods of valuation of inventories. .

\ i. Cost-based method
ii. Market-price method
iii. Cost or Market price, whichever is less.

Let us now discuss the all these methods briefly.

A. Cosi Price Methods :

(a) Methods based on Actual Cost :

1. First in First out Method (FIFO):

In this method, materials are issued in the order in which they are received in the store. The
material received first will be issued first. First Come First Served is the basis of issuing :
materials. In other words, old stocks are issued first and new stocks are issued next. Thus, the |
closing stock of materials will be valued under this method at the latest prices. .

Advantages:
The following are the advantages of this method. g %ty
I It is simple and easy to operate. . :
2; It appeals logical as the materials bought earlier ar
s ; ! € used for earlier j 3
3. Stock is ya]ued at recent purchase prices, and' hence it i r ;erjobs. . canet i
‘ market price. E : sely represents b
4. - During price decline, material cost charged tq ]
: e an ; rod ; T the
price trend. When prices are falling, this meth.oc? giv:ejsc tlie(t){ Jobs keep in line with
5. When prices rise, material cost charged to production be; :r‘res;llts. . ey |
. inflated to the adv'antage of the management and shatehotd g at lower prices, p ;
6. This method is suitable where the items are bulky slow(:noe\:isﬁg v tl' becais? it B
’ and costly, e

s easy to identify, units belonging to a particular purchase ot T

) ‘ E .-. I- . . "
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~ pemerits:
: i. When prices fluctuate, calculation becomes complicated.
2. Complicated calculation leads to clerical errors. .
3. Under fluctuating prices, materials charged to different but similar jobs vary, leading
to non-comparison.
4. When prices fall, jobs are charged with higher price of earlier materials; the
quotations are less competitive.
5. When materials are returned to the store, they are treated as new purchases, for the

purposes of next issue.

2. Lastin First Out Method (LIFO):

, This method is based on the assumption that the last items purchased are the first to be used.
" In other words, the lot that is received last is placed on top and issues should be made O.nIY fm_m
" this lot. It means materials received last should be issued first. Though materials are not issued in
the chronological order under this method, the principle that cost should reflect currentlmarket

conditions is recognised.

~ Merits: The advantages of this method are: , .
t of production reflects current market

1. Since materials are charged at recent prices, cos

trend, and the quotation prices are competitive. : -

. 2. Being an actual cost method it ensures complete recovery of material cost from
production. ; _ _ i

3. It is more useful during the period of rising prices, because it does not inflate profits
nor overstate the stock. : : ) ;

4, Unlike FIFO method, this method does not show unrealised profit due to inflationary
trends.

Demerits:

When prices are erratic, calculation is difficult and therefore demands more clerical |
work. Moreover, owing to quick variations in material cost, comparison between the

jobs becomes complicated. . . .
Stock values are determined by the prices of the oldest lots in hand, prices which may

2: ' W ‘
be entirely out of line with the current replacement prices. A false position about
: stock is thus shown in the balance sheet. L
3 Stock-taking on the LIFO basis is not acceptable for income-tax purposes. .
4' Under the LIFO method of valuation, stock at the end is shown, at cost.. When prices

are falling, it may be necessary to write off substantial amounts to reduce the value of

tock shown at the current market value. ) -
5 Zike FIFO. a substantial difference is likely to be shown in the cost of two jobs solely

because the stocks for one happened to be drawn a few minutes.before the other.
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: O-,) Average Price Methods ¢

~ This method of pricing is
. g is based on t i '
B ingled thet an st et madehe assumphonlthat all of the materials on hand is so

- entire supply. An average method can be
.~ constant changes and when the materials co

1. Simple Average Price Method:

: Under this met ice i .
stock from which ml:::rit;: zrm?’ is calculated by dividing the total of price of materials in the
€ i1ssued by the number of prices entering in the calculations. For

. the purpose of calculations, the issues ar
| se 4 e presumed to h i i
B antifics of purchases aro fgnored ave been done in chronological order

Total of different prices in stock
Total No.of Purchases

Issue Price =

~ This methqd is simple to operate and give satisfactory results when prices are stable. It can
also be convemently‘ applied when purchases are numerous and the quantities purchased are

uniform.

However, this method suffers from several drawbacks. Since the issue price does not relate
to the cost of any consignment, the method gives rise to a profit or loss on materials. The method
fails to take note of the quantities purchased. If the quantities purchased differ from lot to lot,
and the lots are purchased at widely different rates, this method does not yield correct results. If
the prices fluctuate too much, the clerical work also may increase substantially.

.’ 2, Weighted Average Price Method:

ven to the price as well as quantity. Weighted average price is

_ obtained by dividing the total cost of materials in the stock by the total quantity of material in the
. stock. The average price to be charged to issues will continue to be the same unless a new

- purchase is made hecessitating the calculation of a new average.

In this method weightage is gi

. ; Pibes Velue of Materials in Stock
Weighted Average Fricé = Quantity inStock

- Merits: : ions | i
rl]t? This Is an importaﬁt method for l‘emovi'ng the wide f:luct.uatlotns ;ln tllmt p(;lccs.

3 Itis advantageous that with every new issue, & new rate I8 nod c;ia wu d trend-to th
3. The total value of the material issued dqes not show up an Aowm\:arMn;nd to the
total value of the material received, as is in the cas¢ of Slmplt:. Vscr%e ethod.

4, Itis suitable in case of materials subject 10 wide price fluctuations.

Demerits; Il have to be made

1. The main defect unde‘r,'thls»l method ls’thu; fresh calculations W
every time when fresh purchases are made.
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FUNDS FLOW STATEMENT

Synopsis:
1. Introduction S st
2. Significance of Funds Flow em
3. Financial Statements and Funds Flow Statement
4. Preparation of Funds Flow Statement
" (i) Calculation of Funds from opgratlons_tal
(i) Schedule of Changes in Working Capi
(i) Sources and Uses of Funds
1. INTRODUCTION

' Funds Flow Analysis is the significant technique of financial analysis. It is designed 1 -
highlight changes in the financial condition of a business concern between two points of tip,
which gencrally conform to beginning and ending financial statement dates. Funds Flgy
Statement is also termed as a “Statement of Sources and Applications of Funds’, “Statement of
Changes in Working Capital’, ‘Statement of Changes in Financial Position,” Statement of Funds -
Supplied and Applied.” ‘Statement of Funds Generated and Expended, ‘Where Got and Wher

Gone Statement’.

]

Although financial statements supply useful information to the management and descritz
the nature of changes in ownership as a result of the period’s productive and commercid
activities, these statements fail to mirror the funds changes that have taken place over a giva
time span. They do not spell out the movement of funds. It is more important to describe the
sources from which additional funds were derived and the uses to which these funds were put
because the ultimate success of a business enterprise depends on where got and where goné
situations. The funds flow statement is, therefore, prepared to uncover the information whichth
financial statements fail to describe clearly. : '

1.1 Funds Flow Statement: -

The following are the definitions of Funds Flow Statement.

R.N. Anthony: “The Funds Flow Statement describes the sources from which addiﬁo”d 7‘
funds were derived and th'e uses to which these funds were put . '

R.A. Foulk: “A Statement of Sources and Applications of Funds is a technical 4%
designed to analyse the changes in the financial condition of a business betweed ™
dates.” . ’ ) ‘

Bierman: “It is a statement which highlights the underlying financial movements il
explains the changes of working capital from one point of time to another.” ik
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Funds Flow Statement
Thus. funds flow Statemey is a re
= ting periods. [{ «n. T whj :
o accoun! fj:(? s I spelg g, he s Mmariseg e o, t
~ yhich these Tunds were py This g ST ik
x\h“ have occurred in
5 ¢

. ateme . \Vhich 3 o . e
a35ets and |igpy;): nent ig ESsentially jor: funds were derived and the uses to
tlitieg beche Y deriveq fror

N two balance | M an analysis of the changes
1.2 Concept of Fund: sheet '

s taking place between the

dates.

<
The term ‘Funds’ has 5 variety of

' : ¢ of 1 ;
. 4nd to them there is no dxfference_ b "€anings, Some

. _ : Xlween 5 o People take fynds synonymous to cash,
Funds Flow Statement, While thers clud, 2sh Flow Statement Prepared on this basis and a
pusiness funds. However. the most co & Marketable

or Net Current Assets’, ;

Securities and cash to constitute
mon ¢ . <
Thus the differ ¢finition of the

term ‘funds’
called ‘Funds’.

IS *Working Capital’
ween, Current Assets and Current Liabilities is
2. SIGNIFICANCE o FUNDS FLOW STATEMENT -~
Funds Flow Statement is

nancial analysis, The utility of the funds flow
anagement, shareholders, ini/estors, creditors and other interested in

" financed 1565 of funds by the enterprise and to determine how these uses are
" financed. ;

2.1 USCf{l] in Decision M

td

manager. It helps in understanding th

e
the management.

L Decisions relating to Financing: With the help of the funds flow statement, the analyst can

evaluate the financing pattern of the enterprise. An analysis of the major sources of funds_ in
the past reveals what portion of the growt.h was .ﬁnanced internally and what portion
externally. The statement is also meaningful in J_udgmg whgther theh company has grlt;yvn C?t
too fast resulting in the growth of current assets and sales pehyondt ;: e?pct:}c]:tatlons. trade
credit has increased at relatively higher rate, one wquld v?sh to eva L;i e ane; c;:gs:gi?ﬁncg?
of slowness in trade payments on the credit standing of the company )
Securing finance in future.

- e : tement serves as handmaid to the finance
Decisions on Capttalisafion: - f?ti;i?agxast;zn Estimated uses of funds for new fixed

i idi ake-up 0 : : |
Manager in 'dec1dm:g thfj L) den dsp and repayment of debt are made for eacdh ?f sg:vlera: fuu:;
assets, working capital, divi f the funds to be provided by operations, an dt 1e ba artx c?fnr]\ew
o Estimates, are ma_de ; issuance of new securities. }f the n@:;:t:o ,i?;;m&en o
be obtained by borrowmgl onr what the finance manager thinls pf;[:ined o tha{ et plang
?Uﬂds byl i ti]tziion and the dividend Po!l(.:le:ts(;esrgt‘li:cs of financing them. In
Ornew fixed asset acquis _ 1 the anticip ! ‘

. : nce Wi : ' termediate and long-term

Unds can be brought mlot bilrae very useful 1n planning inte .
Particular, funds statements are R

‘ cals clearly the

; i g0 s funds flow statement reveals cl 4
i, L ancing, ' financial difficulties: The The difficulties may be due to improper
tveals the reasons for f the company-

P ies O
Causes for the financial dnfﬁCUFF'F’*S

h
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Management Accounting .

mix of short and long term sources, unnecessary accumulaf;lovl: sotitl:z;ee:ttory of fixeg e
etc. These can be found out by a careful study of the funds flow's i “~ . “
iv. Other uses: Funds Flow Statement is useful to the management In the following cae,
(a) estimating the amount of funds needed for growth;
(b) improving the rate of income on assets;
(¢) planning the temporary investment of idle
(d) securing additional working capital when 1
(e) securing economies in the centralised manage
management is decentralised;
(f) planning the payment of dividend
(g) estimating the effects of insufficient cash balance.

funds;

eeded; ) ‘
ment of cash in organization .,
'..-_’:t

to shareholders and interest to creditors; and

2.2 Useful as a control device:

The funds flow statement also serves as a control device in that the statement Compare;

with the budgeted figures will show to what extent the funds were put to use according to plz,
This enables the finance manager to find out deviation from the planned course of action z4

take remedial steps to correct the deviations.

2.3 Useful to the external parties:

The outside parties can have a clear knowledge about the financial policies that t
company has pursued. In the light of the information so supplied by the statement, the outsiders
can decide whether or not to invest in the enterprise and on what terms funds have to &
invested. The funds statement provides an insight into the financial operations of a businzs
enterprise — an insight immensely valuable to the finance manager in analysing the past ax
future expansion plans of the enterprise and the impact of these plans on its liquidity. He cz
detect imbalances in the uses of funds and undertake remedial actions.

“Thus, the funds statement draws the attention of the finance manager to problems which ¢!
for detailed analysis and immediate action. In view of these, funds flow statement is becomisZ
more popular with management. Even some bank managers make it obligatory for the borrowess
to furnish a funds statement along.with their annual balance sheet. Now a days many Indizs
companies are publishing this statement in their annual reports although they are not obliged 12
do so under the Companies Act. ' '

3. FINANCIAL STATEMENTS AND FUNDS FLOW STATEMENT

, Financial Statement means the profit and loss account and the balance sheet. Al e
organizations more particularly, the company form of organisations is required to presént o
annual financial statements every year. The financial statements differ with the funds flow

statement in many ways. ' _ :

A Funds Flow Statement is a statement measuring the inflows and outflows of net worki?f :
capital that result form any type of business activity between two dates. An Income Stateme™ ;
a statement measuring the inflows and outflows of net asses of revenue nature that result 7§

 rendering goods or services to customers between two dates. » :
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184 Funds Flow Statement

A Fu;ds f}':x]](;\:cise:ft:tr:zaﬁsegﬁs become a useful tool in the hands of financial analyst: That is
i b"cause't eelating to renderin ¥ fl'e"- Income Statements measures the flows restricted 1O
- an® ction fr mation of the g of goods and services to customers. It is not capable of any
e OrThe Balance Srhesoufces from operating unless the income data is converted into
- found® datda-te It does not de ?ett ;15 mer.ely a static statement of assets and liabilities @5 on 2
- p icular ah & pict the major financial transactions which have resulted in changes
| inBalanCeS eet. i

4. PREPARATION OF FUNDS FLOW STATEMENT -

In or.der ,Eo prepare a Funds Statement, it is necessary to find out the “sources” and
sgpplications of funds. : :

4.1 Sources of funds: \/

(A) Funds ft_'om Operations: Funds from operations' is the only internal source of funds.
Some adjustments are to be made in calculating funds from operations to the net profit

given in the financial statement.

lowing procedure is to be followed in the

| Calculation of Funds from .Operations: The fol
clculation of funds from operations.

! 1. Start with the Net Profit given in the profit and loss account.
{ 1. Add the folloWing items to the Net Profit as they do not result in outflow of funds.
(i) Depreciation on fixed assets. '

(i) Preliminary expenses of goodwill etc., written off. S .
(iii) Contribution to-debenture redemption fund, transfer to general reserve etc.. if they

have been deducted before arriving at the figure of net profit.
d proposed dividend. These may be taken as appropriations

(iv) Provision for taxation an
) 1 he purposes of Funds Flow Statement. Tax or

: t liabilities for t .
of profits or current of funds. Similarly, interim dividend

divi |ly paid are taken as applications ! :
p;\iléd?: 3;33# aasyai application of funds. All these 1tems will be added back to net

profit if already deducted, to find fun
(V)  Loss on sale of fixed assets. . ‘
Deduct the following items from Net Profit as they do not increase the funds.

(i) Profit on sale of fixed assets; since the full sale proceeds are taken as a separate

. H . . .
source of funds and inclusion here will result 1n duplication.
i i ssets. . G
(i)  Profit on revaluation of fixed a ik T et F e

(iii vrati i uch as dividend i
) Ez:éoper?tm(i lgﬁ?r?r?:ysafe non.(,perating incomes. They will be shown under
ase fun ; :

separate heads as “sources of funds” in the Funds Flow Statement.

‘Net Loss’ this should be taken asan item which

ds from operations.

s In case the Profit and LosS account shows
: __.feases the funds. R '.

5 enflawing profit and loss accounts for
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\l,l,licﬂﬁ"“"' of funds: v
11
b

H al 3 " N . !
[l Uses ) wh'wh funds are put to are called “applion:
JrpOSes for which funds may be used: applications of funds’. Following, are some of
v ) ) . )

purchase of fixed assets: p .

machinery, long-term invc'slm"filz(‘“‘L O e o e et o

any decrease in current livli)il-::']‘ ;“, ele., result - decrease of current assets without
abilities, Hence, there will be an outflow of funds. Bul it

case shares or debentures are |
oentures are issued for acquisiti “these fixed assets, there will:
Ca  atflow of fands or acquisition of these fixed asscts, there will

3 . ! bems i
ii | nfl::(.‘ll't‘l(.)'. fll\.’l(h!!l‘(l: Puymcnt of dividends results in decrease of a fixed liability
, ang y .1,u-L ore. 1t affects funds. Generally, recommendation of directors regarding
dc‘clan a.tmn ol dividend (i.c., proposed dividends) is simply taken as an appropriation
of profits and not as an item affecting the working capital.

wos b} q \l ¥ . . TP ’ i . . a "

i “‘)’.l“Cl.ll of l.md Il.\!)llltle;». Payment or redemption of redeemable preference
bh.al es results in reduction of working capital and hence it is taken as an application
of funds. b

iv  Payment of tax liability: Provision for taxation is generally taken as an
appropriation of profits and not as an application of funds. But if the tax has been
paid. it will be taken as an application of funds.

! Increase in Working Capital: Working capital is increased, if current assets
increase and current liabilities decrease. Funds are required in both the cases i.e., In
order to acquire more current assets or paying current liabilities and thus funds are

| said to have been applied or used. '
43 Statement of Changes in Working Capital:

The increase or decrease in working can be calculated by preparing the schedule of changes

in working capital.

s the excess of current assets over current liabilities. Several
rent liabilities are the components of working capital. In order
he beginning and at the end of the period and to measure the
o prepare a Stateinent or Schedule of Changes in

~ ‘Working capital represent
ltems of all current assets and cur
0 ascertain the working capital at t
Increase or decrease therein it i¢ necessary
Working Capital’.

I £ e ,-/ A
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-~ Statement of Changes In Working Capltal

e

Particulars

. Previous
Year

Current

Year

&

18y

Increase

e

8pita|

%

fﬂ&‘vt\on\

Working C

7 ke

4
Current Assets: (A)

Stock
Debtors
Cash
Bank
Bills Receivable
Prepaid expenses
+ | Total (A) ' '
Current Liabilities B) -
Creditors ‘
Bills payable
Outstanding expenses
Total (B) '
Working Capital: (A-B)
Increase/Decrease in Working Capital
' Total AN

2 e

While preparing a schedule of changes in working capital it should be noted that:

I. (a)an increase in current assets increases working capital; -

(b) a decrease in current assets decreases working capital; b " a

(¢) anincrease in current liabilities decreases working capital; ! |

(d) a decrease in current liabilities increases working capital; p : |

() an increase in current asset and increase in current liability does not affect working |
capital. ’ o -

(f) a decrease in current asset and decrease in current liability does not affect working
capital. .

(g) changes in fixed (non-current) assets and fixed (non-current) liabilities affects working
capital. ‘ : . :

2. The changes in all current assets and current liabilities age merged into one figure only -

either an increase gr decrease in working capital over the period for which funds statements
has been preparedwe working capital atﬁbe end of the period js more than the working
g

capital at the beginning thereof, the difference is expressed as ‘increase in working capital;
On the other hand, if the working capital at the end of the period is less than at the
- commencement, the difference is called ‘decrease in working capital’, -

Current Assets:
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cace, These assets ¢q
giness: ‘ 0 Or Will e : Funds Flow §
| bl'e pusiness. Current assots inch:d be COnvergg inds Flow Statement
o e Cinto gy, dut]
g a

(1) Stock-in-trade or § complete operating cycle of

| -
(b) Debtors; eliotley
(©) Payments in advance OF Prepgid .
(d) Stores; Prepaid CXpenses;

() Bills receivable:
(n  Cash at bank;
(g)  Cash in hand;

(h) Work-in-progress, ete.

current Liabilities:
. Current liabilities’ are those liabil

. ities whi iy ' :
complete operating cycle of the business. Suchlﬁgbﬁi'tope {Dald in the near future, i.e., during a
_ 1es include:

Trade creditors.

Accrued or outstanding expenses. - ’
Bills payable. / o
[ncome-tax payable. /

Dividends declared; /

Bank overdraft. 74

—a o0 o

Note: Some experts are of the opinion that as bank overdraft has a tendency to become more or
less a permanent source of financing, and hence it need not be included among current liabilities.

Illu.2: Find out changes in working capital from the particulars of Amararaj Batteries
Ltd., given below.

i abiliti ST 3zaz]  Assets [ 311211 311212
ﬁapltal an.d Liabilities 33 100 375,000 TR ~55.000 T 1,00,000
Share capital | ‘1,06,000 ’70,000 Stock 121,000 | 1,36,000
Trade Creditors , ’14’ 000 31,000 | Debtors 1,81,000 | 1,70,000
Profit & loss a/c ik " | Cash 48,000 | 70,000
 ——T7756.000 | | 4,20,000 | 4,76,000
: i L____ﬁlz,g’_q(-)—(-)—— 476.0 : L—F (Nagarjuna, March, 2005)
Solution; pos et (jf cha”ng-eis in Working Capital | -
c i _ Pl
‘ ' | R ET RO Changes in the.
\\___..__.—-—-————-—-—.——"”///ﬂ : : ‘ e Working Capital
e 201 1 2012 | Increase | Decreas;
Lo | | 3 S
particulars ' //f___,,_—-————— ol i i
e - of e 10,000 | 22,000/
.C“fr.ent Assets: PR : ' ‘48’000 1.70 0,00 & I_I,QQOJ |
| ‘ 1,70, J 2
i T e . sl 1,81,088 136000 | 15,000 ,
Debtors RS A 1 l,%})iOOO,L,w'O“L””"-—'M
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4.4 Statement of Sources and Applications of Funds:

2

: ‘e an interns ces of funds. Funds from opery;
Funds from Opcrations: It is (.n;m(cn:jdl ;03::0 - PCratigy,, %
to be calculated as per the method stated above. | ‘
as debentures, borrgyin,,. .
Funds from long-term loans: Long-term loqns.sucf{t | and therobore. & IS frey,
financial institutions will increase the working caplba M ,Zre will 4,
inflow of funds. However, if the debentures have been nsiderati, o

- some fixed assets, there will be no inflow of funds. ' ‘ .
d long-term investments vij Fesuyy
Sujt;,

Sale of fixed assets: Sale of land,' buildings, an

generation of funds. fi h or f
Funds from increase in share capital: Issue of shares for cash or for Ay othe,

current asset or in discharge of a current liability is another source of funds. ng,..ﬁ?;"

- shares allotted in consideration of some fixed assets will not resul.t in funds. Hawe«,-,;‘;‘
(it is recommended that such purchase of fixed assets as well as issue of S€Curities 4,

- pay for them be revealed in Funds Flow Statement.

Decrease in Working Capital: Decrease in working capital is the result of decrezs.
in current asset or increase in current liabilities. In both the cases inflow of fung,
takes place. Suppose stock, a current asset reduces from T 15,000 to ¥ 12,00 the
decrease of ¥ 3,000 is assumed to be due to the disposal of stock which undoubtedj,
brings funds into the business. In the same way increase in current liabilities Means

lesser payment. so retaining funds is also a source.

Funds Flow Statement
L X
‘Sources of Funds: B
- Issue of shares XXXXX ;'
Issue of debentures e : ' Xxxxx |
Long-term borrowings : : Xxxxx
Sale of Fixed assets ‘ Xxxxx
Operating profit i B , . . CXXXXX
Decrease in Working capital*~ . - - ' XXXXX
Total Sources : ‘ o | XXXXX |
Applications of Funds: :
- Redemption of redeemable ; | - N
Preference shares =4 ) : )

- ' : XXXXX
Redemption of debentures . s
Payment of other long-term loans x;(xxx
Purchase of fixed assets % - .

~ Payment of dividends, taxes, etc, | AR
Increase in working capital x:fx.\x‘;

Total Uses . ,
) B T A NMRIE PR XXXXX |

*Only one will be there,
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The Funds Flow St

'.'

E(_M,,._ — "’-‘*\\T“ A Statem(‘.nt
Xxx Rcllcmpti()) Cations of Funds ] i
n
jssue of Debentures r erence q::f Redeemqme
: . oge , x-'.' = nres
| Long-term Borrow ings \\\i\ cdemption of Debeng i
i Ty st o AXX b |
| Sale of Fixed Afsﬂ..ta ; .“\. AYment of o¢pe LOI:I u:es e
“Qperating Profit ‘ “\ Urchase of Fixed Assﬁ;serm oane ot
Decrease in Working {‘l Perating 1o ‘ ))gxx
_ XXX XX
apital* Ym ivi Xxx
Capit Yment of Dividends taxes etc Xxx
- . 4
___ | Increage j ; - ‘ '
- T ase in Working Capital* Xxx
*Only one will be there :

Treatment of Adjustments;

Sometimes the factors affectin
grectly and there may be some hj
figged out using the additional inf
iems include:

a.
b.
G

)

~Sources of Fungs ———Funds py,

Atement ¢y, also b Funds Flow Statement

shape 4 shown below:

g the funds from oper
dden information, As
ormation provided as

ations may not be given in the problerﬁs
such, some of the transactions have to
adjustments to the balance sheet. These

Provision for tax;
Proposed dividends;
Sale or Purchase of fixed assets.

Provision for Tax: There are two ways of dealing with provision for taxation.
(a) As a current liability
(b) As an appropriation of profits.

(i) As a current liability : Provision for taxation may be treated as a current liability as it,

(i) Appropriation of profit :

‘Will be t‘akenas app

. - igati f the company to pay tax to the
immediate obligation o S i
%}enera“y r?p;flslfenr:sit le: treated as a current liability, provision for taxation will appear
overnment. ;

in the schedule of changes I
further treatment required whll.e'
is no need to prepare the provision
during the year shall not be showr::nt s
the account involved for the paym

for taxation account and the payment of tax made
an application of funds because in that case both
” shall be current aEcoums.

ax may be taken only-as-an appropriation of
‘fn working capital position- when provision

o fixed liabilities, i.e.. Profit *f‘!‘_d .Los.s
th Account. However, when tax:is paid. it

Provision for t
will no change

Il involve
vision for Ta

profit. It means that thgrc?t il
for tax is made since !

: Pro
2tion Account and -
Appropriation lication of funds._

) — Xxx /

orking capital like all other current liabilities and no
Wpreparing the funds flow statement. In this case, there -

\\

¢
((
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CASH FLOW ANALYSIS

SYNOPSIS:

Introduction ‘ W
Distinction between Funds Flow and Cash Flo
Uses of Cash Flow Statement

Preparation of Cash Flow Statement
Classification of Cash Flowsstat t
Presentation of Cash Flow emen

Steps in the preparation of Cash Flow Statement

No2oasrwna

1. INTRODUCTION

~

‘/An analysis of cash flow of a concern during a specified period presented in the form o7, §
statement is known as cash flow analysis. The cash flow statement can be for the Past or ez 5,
projection for the future. The cash flow of the concern in the near future, say for a period ofey
months or one year, can be prepared based on the past trends and expectations of tha corcen- B
Such an estimate of future cash flows is better termed ‘cash budget’. Cash flow Statemen
generally refers to the statement showing the receipts (inflows) and payments (outflows) of e
during the period covered by two consecutive balance sheets.

George Phillipatos is of the view that, a cash flow is the receipt and the paymen: ¢f
amount of money and that it implies more than our accrual or a financial obligation, hence ¢z |
flow is a movement of cash which is real one. Leon Simons observes that a cash flow & |
frequently and erroneously assumed to include only current operations.

Cash flow analysis enables the management to plan and co-ordinate the financial operations
of the enterprise, and furnish the basis for evaluating financing policies. [t provides a baromsizr

for ensuring the profitability of the business, and makes financing problems of the businzs
- much more manageable. , :

2. DISTINCTION BETWEEN FUNDS FLOW AND
CASH FLOW STATEMENT

A cash flow statement is similar i design to a funds flow

‘prepared from the same data. viz., the balance sheets .of the concern and additjonal informatiot
made available. Both the statements focus on the f

nanci it B ach flow
statement differs from a funds flow statement in that the ?éﬁg;;‘g; f(‘:; eﬂs]i) ﬁﬁnct:gr:asg g::; and
does not includ® non-cash flow of funds. For instance, if assets are doquired by i coacern 3
- issue of share capital, Fhe transaction should not €nter into cash flow sta(tlem ettt s fhare i ricithe!
cash payment nor receipt. o i

Statement. Both the statements 2%
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stinction bety

Cash Flow Analysis

ten p

) Unds Fiow
Cash Flow St: low Stﬁltemcnl and

Basis for Difference AMemeng
l Basis of accounting {W“_

Itis baseq

—

Cash Flow

3, Concept of Fund

Capital Changes

4 7 Schedule of Working

5. Showing of Balance

—_—
It shows the changes of not

WO Balance peet

F
unds F low Statement g based

on 1
: a \Vld.er Concept of funds
SEs Working capital

A schedule of working capital

changes s Prepared in the
Case of Funds Flow Statement.

- 5 . O acerye : ——

- Subject matter ?:C“()dllnlm ) dba?'s of | It is based on cash basis of

A unds - accounting

s O\VV ' R - C n ‘nb.
Concerneq Wit Slalltmcnt IS | Cash  Flow statement is
WOl‘king Capitalc ]a"ges_ M| concerned only with the
Ctween ¢ Position changes in cash position..

Cash Flow statement is based
on the narrow concept of
funds i.e., cash only which is
only one component of
working capital.

No such schedule is prepared
in the case of Cash Flow
Statement.

only cash but also of other

Current assets |ike debtors,
stock etc.

It shows the change of the
opening cash balance into the
closing cash balance.

Balance

6. Opening and Closin

The statement does not start
with any opening of balance
of any account and does not
even and "with any such
closing balance of any
account. '

The statement starts with the
opening cash and bank
balances and ends with the
closing cash- and bank
balances in most of the cases.

7. Current Liabilities

It shows the change in the
current liabilities like sundry
creditors, bills payable etc.

It does not show the changes
in the current liabilities of the
enterprise.

8. Source In this case, the profit frox.n In this case, tl?e maip source
operation or the net profit is | of cash inflow is considered to
considered as  principal | be the sales an‘d not the net
sources of fund. profit of the business.

| [ — Funds Flow statement is | Cash Flow Statemet‘lt as a tool
119, Utility 3 | for long-term financial | of financial analysis is more
usei - d sgolvency of the | useful to the management in
analysis an cash planning and short-term
. B firm. analysis.

J 3. USES OF CASH FLOW ANALYSIS . sk
- % » al tool for management in short-term

d co-ordinate the financial operation of
licies. It helps the management in

portant financi

ment to plan an
uating financing po

A Cash Flow Statement is an am;
Mancia) planning. It enables the'man egval
* conoern, and furnish the basis for
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Management Accounting

| , cable. The followi
making the financing problems of the business much more manag 18 are p, -
uses of cash flow analysis. :

: : in understandi
. Helpful in efficient cash management: It is Very helpﬁtl)]u;iness operatiozs tt:e Cash i
position of a firm. Since cash is the basis for carrying Onh osition T Cath
flow statement is very useful in evaluating the current cash p -

i . eplacement of o
2. Planning of Programmes: The repayment of loans and rep assets iy
possible through the preparation of cash flow analysis.

3. Helpful in short-term financial decisions: The f:aSh _ﬂ‘?w sc;tattl??i?; ;s hczilpful in
making short-term financial decisions relating to liquidity, an ¥S and mean
position of the firm.

4. Useful in capital budgeting: Cash flow statement is also usefu.l for ma'kmg.appfaisal of |
different capital investment projects in order to determine their viability ap4
profitability.

5. Useful as a control device: It helps the management to understand the past behavioy
of the cash cycle. and to control the uses of cash in future. A compaltlson of the
projected cash flow statement helps the management in appraising the inflows ang
outflows of cash according to the plan and taking the necessary remedial measures,

6. Useful to outsiders: Cash flow statement is also very useful to exterpal analysts like
bankers, creditors etc., for assessing the short-term solvency of a business concem es
well as its capacity to meet its short-term obligations.

4. PREPARATION OF CASH FLOW STATEMENT

The Cash Flow Statement is to be presented as per the Accounting Standard — 3 (AS-3)of
the Institute of Chartered Accountants of India (ICAI). The ICAI issued AS-3 in June, 1981 for
the first time. Later in March, 1997 it revised the.standard, The model stipulated in AS-3 isthe |
widely accepted model for presentation of Cash Flow Statements.

All the listed companies/entities whose ﬁnaﬁcial year ends on March, 1996 and thereafter
will be required to give Cash Flow Statement along with Balance Sheet and Profit and Loss |
Account. C

4. Accounting Standard -3

The standard prescribes two alternative formats for presentation of Cash Flow. The firston¢ -
is known as Direct Method and the second one is the Indirect Method. The key difference it -
these two methods lies in their presentation of ‘Cash flows from operating activities'. In th"
direct method, operating cash receipts and payments are reported directly. In the indirect.;‘i
method, cash flows from operating activities are reported by way of adjustments of the reportiné
~ period’s net profit reported in the profit and loss account. Users prefer the indirect method 2
because it establishes linkage between the cash flow statement, the balance sheet and the profit -
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and 1088 account. SEB] requires s Cash Flow Analysis

, flow statement,

S llsted
com i
Cas' Panjeg to use the indirect

12 Definitions:

ii. Cash equivalepgs
' I
convertible into know € Short-term “hi

ghly liquid ; .
of changes in valtie, N amoupt of cash q Investments, that are readily

and which gre subject to an insignificant risk

v. Investing activities ar

: € the acquisitj :
investments not inc|yg duisition and dis

qi _ posal of long-term assets and other
€d In cash €quivalents.

ViJ4; :;r:s:z:{g a?tmtlgs arg activ_ities'that result in changes in the size and composition-
ner’s capital (mcludmg preference share capital in the case of a company)
and borrowings of the enterprise.

43 Cash and Cash Equivalents:

Cash equivalents are held for the purpose of meeting short-term cash commitments rather
. than for investment or other purposes. For an investment to qualify as a cash equivalent, it must
 be readily convertible to a known amount of cash and be subject to an insignificant risk of
- changes in value. Therefore, an investment normally qualifies as a cash egl{i.valent only when_it
 has a short maturity of. say, three months or less from the date of acquisition. Investments in
 shares are excluded from cash equivalents unless they are, in subsFance, pash equxvalgnts, for-
- example, preference shares of a company acquired ’shonly before their specified redemption date
-~ (provided theére is only an insignificant risk of failure of the company to repay the amount at

Maturity), '
Cash flows exclude movements between items that constitute cash or cash equivalents

: t of an enterprise rather than part of its
because these nents are part of the cash managemen i 0
UDeratingl eis:vzcs);?npgo o ﬁnaﬁcmg activities. .Cash management includes the investment of

Xeess cash in cash equivalents.

5. CLASSIFICATION OF CASH FLOWS. -
N : ; l ' ifies cash flows into three
: ; i 5 Flow Statement, classifies 1Oy
The model prescribed in /?ast—li,g ;(:;ilis\t]ities, cash flow from investing activities, and cash
gories; Cash flow from ope o - :
fom financing activities.

: e

Scan:néd by CamScanner



19,5 ]

Management Accounting

5.1 Operating Activities:

sactions which are considered in the determmatiOn ?

" ; . Ne
are cash received from debtors for gq, ds |

Operating activities are those tran
i e, Ex Fcash i s in this category an
income. Examples of cash inflows Lent. Examples of cash Ofly d

. g 0 i . nd investn
services, interest and dividend received on loan a . s |
‘ S; merchandise; wages; Interest. taxeg '

.

this category are cash payments for goods and service
supplies and others.

3.2 Investing Activities:

[nvesting activities include acquisition of long-term or fixed assets; C.ilSPOSEll debénfuws anq
other securities; lending of money and its subsequent ‘collection. Cash lflﬂOWS. from InVesting
activities generally include cash sales of property, plant, equipment and intangible assets, Cash
sales of investments in shares, debentures and other securities, cash cqllection (loan repaymen
from borrowers. Cash outflows are purchase of shares, debentures and securities othe
enterprises, purchase of property, plant, equipment and other long-term assets, loan given {,
~other firms.

5.3 Financing Activitics:

Financing activities relate to long-term liability and equity capital. A firm engages in
financing activities when it obtains resources from owners, returns to owners, borrows resources
from creditors and repays amounts borrowgd. Cash inflows include proceeds from issue of
shares and short-term and long-term borrowings. Cash outflows include repayment of loan and
payments to owners, including cash dividends. Repayments of accounts payable or accrued
liabilities are not considered under financing activities but are classified as cash outflows under

operating activities. / -

6. PRESENTATION OF CASH FLOW STATEMENT

While preparing the cas}h flow statement, cash flows from operating activities are presented
first, followed by investing activities and then financing activities. The individual inflows and
outflows relating to investing and financing activities are presented sepérétely in their respective
categories. The operating activities section can be presented using the direct method or indirect
method. In the direct method cash. flow statement is presented primarily on a césh receipts and
cash payments basis, instead of on accrual basis. In the

‘ v 7 indirect_method, net income is adjusted
for items that affected net income but did not affect cash. ‘ S
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20.10

) _ " aluing stock. As long as the comp, =
The P/E ratio is used as a going concert method of Voﬁts g}\ low P/E multiple of a stop Y

is a viable business entity, its rcal value is reflected in its prolits- : ki -

indicative of under-valuation of the stock and vice versa.

(iii) Pay out ratio:
| to which earnings per share hyy

d the extent
d to fin loughing back of profits enabjeg 2

Dividend pay out ratio is calculate ,
tant ratio because p

been retained in the business. It is an impor
j@‘é}npany to grow and pay more dividends in future.
_ Dividends per share
ivi ay out ratio = ,
Dividend pay o Famnings per year

e fa e
It is generally observed that new and groWing compaflies have low pay OUtt ratios (ti)ecause
the bulk of their earnings are ploughed back into the business. In contrast, nature and stable

concerns tend to have relatively high pay out ratios.

(iv) Dividend Yield:
This is ratio of dividends per share to the market price per share. This is expressed as:

Dividend per share
Price per share

Dividend yield =

This ratio gives the current return to the investor as a percentage of his investment. The
dividend yield serves as useful guideline to potential investors who are keen to buy the
company’s shares and who desire to receive regular dividend as a source of income. Dividend
yield of a company varies depending upon its profitability, dividend policy and need for funds to

support the operations.

/ (v) Return on investment — Du Pont Chart: .

5 Return-on-investment is one of the most successful yet simple techniques ever conceived
to aid both decision making and performance evaluation. This technique was first developed by
the Du Pont Company (USA) for analysing ratios and profit margin as sales and shows how
these ratios interact to determine profitability of assets. Return on investment can be computed

with the help of the following formula:

Sales y Earnings after tax
Total Assets Sales | | B

Let us go through the chart.
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turnover ratio

% ofNet@ ml | i
Investment or Capital i il
| ‘ 3

S C s n e

A :

' 5
_ Net profit
~ Sales x 100 = _Sales . bo
| , Total Assets

Operating prml , Fixed Assets — Current
Assets 4

Gross profit — Operating expenses ' Or t
[
Sales — Cost of goods Sharfeholciers funcs §i
sold Long térm liabilities i
+ £&
Short — term liabilities
Office Selling Distribution Financial o3 : ( ;
Expenses Expenses Expenses Expenses i

The first part of the equation expresses the total-asset‘tu‘mover. This measures efficiency
of asset management. Other things being equal, the greater the 1pd.ex, ﬂtlhe: more efficiently assets
ire being managed. The second term of the Du Pont chart ext;blts e re;tum-odn—sale§ ratio. It
Measures efficiency of expenses control. Sincethe difference between sales and earnings after

ller these €xpense, the higher will
taxes r and taxes of the company, the sma )
the isfizszt;te?ri;xgie:;tZi taxes to sales. In other words, larger return on sales would mean the

- Management success in controlling exXpenses:

L
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UNIT -5 FINANCIAL ANALYSIS THROUGH RATIOS

Ratio Analysis

Absolute figures are valuable but they standing alone convey no meaning unless compared
with another. Accounting ratio show inter-relationships which exist among various accounting
data. When relationships among various accounting data supplied by financial statements are
worked out, they are known as accounting ratios.

Accounting ratios can be expressed in various ways such as:

1. apure ratio says ratio of current assets to current liabilities is 2:1 or
2. arate say current assets are two times of current liabilities or
3. apercentage say current assets are 200% of current liabilities.

Each method of expression has a distinct advantage over the other the analyst will selected that
mode which will best suit his convenience and purpose.

Uses or Advantages or Importance of Ratio Analysis

Ratio Analysis stands for the process of determining and presenting the relationship of items
and groups of items in the financial statements. It is an important technique of financial
analysis. It is a way by which financial stability and health of a concern can be judged. The
following are the main uses of Ratio analysis:

(a) Useful in financial position analysis: Accounting reveals the financial position of the
concern. This helps banks, insurance companies and other financial institution in
lending and making investment decisions.

(i1) Useful in simplifying accounting figures: Accounting ratios simplify, summaries and

systematic the accounting figures in order to make them more understandable and in lucid

form.

(111) Useful in assessing the operational efficiency: Accounting ratios helps to have an idea
of the working of a concern. The efficiency of the firm becomes evident when analysis is
based on accounting ratio. This helps the management to assess financial requirements and
the capabilities of various business units.



(iv) Useful in forecasting purposes: If accounting ratios are calculated for number of years,
then a trend is established. This trend helps in setting up future plans and forecasting.

(v) Useful in locating the weak spots of the business: Accounting ratios are of great
assistance in locating the weak spots in the business even through the overall performance
may be efficient.

(vi) Useful in comparison of performance: Managers are usually interested to know which
department performance is good and for that he compare one department with the another
department of the same firm. Ratios also help him to make any change in the organisation
structure.

Limitations of Ratio Analysis: These limitations should be kept in mind while making use
of ratio analyses for interpreting the financial statements. The following are the main
limitations of ratio analysis.

W

False results if based on incorrect accounting data: Accounting ratios can be correct
only if the data (on which they are based) is correct. Sometimes, the information given
in the financial statements is affected by window dressing, i. . showing position better
than what actually is.

No idea of probable happenings in future: Ratios are an attempt to make an analysis of
the past financial statements; so they are historical documents. Now-a-days keeping in
view the complexities of the business, it is important to have an idea of the probable
happenings in future.

Variation in accounting methods: The two firms’ results are comparable with the help
of accounting ratios only if they follow the some accounting methods or bases.
Comparison will become difficult if the two concerns follow the different methods of
providing depreciation or valuing stock.

Price level change: Change in price levels make comparison for various years difficult.
Only one method of analysis: Ratio analysis is only a beginning and gives just a fraction
of information needed for decision-making so, to have a comprehensive analysis of
financial statements, ratios should be used along with other methods of analysis.

No common standards: It is very difficult to by down a common standard for
comparison because circumstances differ from concern to concern and the nature of
each industry is different.

Different meanings assigned to the some term: Different firms, in order to calculate
ratio may assign different meanings. This may affect the calculation of ratio in different
firms and such ratio when used for comparison may lead to wrong conclusions.
Ignores qualitative factors: Accounting ratios are tools of quantitative analysis only. But
sometimes qualitative factors may surmount the quantitative aspects. The calculations
derived from the ratio analysis under such circumstances may get distorted.

No use if ratios are worked out for insignificant and unrelated figure: Accounting ratios
should be calculated on the basis of cause and effect relationship. One should be clear
as to what cause is and what effect is before calculating a ratio between two figures.



Ratio Analysis: Ratio is an expression of one number is relation to another. It is one of the
methods of analyzing financial statement. Ratio analysis facilities the presentation of the
information of the financial statements in simplified and summarized from. Ratio is a
measuring of two numerical positions. It expresses the relation between two numeric figures.
It can be found by dividing one figure by another ratios are expressed in three ways.

1. Jines method
2. Ratio Method
3. Percentage Method

Classification of ratios: All the ratios broadly classified into four types due to the interest of
different parties for different purposes. They are:

Profitability ratios
Turn over ratios
Financial ratios
Leverage ratios

=

1. Profitability ratios: These ratios are calculated to understand the profit positions of the
business. These ratios measure the profit earning capacity of an enterprise. These ratios
can be related its save or capital to a certain margin on sales or profitability of capital
employ. These ratios are of interest to management. Who are responsible for success
and growth of enterprise? Owners as well as financiers are interested in profitability
ratios as these reflect ability of enterprises to generate return on capital employ
important profitability ratios are:

Profitability ratios in relation to sales: Profitability ratios are almost importance of
concern. These ratios are calculated is focus the end results of the business activities
which are the sole eritesiour of overall efficiency of organisation.

gross profit
1. Gross profit ratio: X Nestsales 100

Note: Higher the ratio the better it is

Net profit after interest & Tax
Net sales

2. Net profit ratio: X 100

Note: Higher the ratio the better it is



3. Operating ratio (Operating expenses ratio)

Cost of goods sold + operating exenses X 100
Net sales

Net: Lower the ratio the better it is
Operating profit

4. Operating profit ratio: Net sales X 100 = 100 operating ratio

Note: Higher the ratio the better it is cost of goods sold= opening stock + purchase + wages
+ other direct expenses- closing stock (or) sales — gross profit.

Operating expenses: = administration expenses + setting, distribution expenses
operating profit= gross profit — operating expense.

concernexpense

Expenses ratio = Net sales X 100

Note: Lower the ratio the better it is

Profitability ratios in relation to investments:

Net profit after tax& latest depreciation ¥ 100
share holders funds

1. Return on investments:

Share holders funds = equity share capital + preference share capital + receives & surpluses
+undistributed profits.

Note: Higher the ratio the better it is

Net Profit after tax & interest - preferegcegjyident

2. Return on equity capital:
equity share capital

Note: Higher the ratio the better it is

Net profit after tax- preferecnedivident
No.of equity shares

3. Earnings per share=



operatingprofit
capitalemployed

4. Return on capital employed =

N. P.after taxand interest
Total Assets

5. Return on total assets =

Here, capital employed = equity share capital + preference share capital + reserves &
surpluses + undistributed profits + debentures+ public deposit + securities + long term loan
+ other long term liability — factious assets (preliminary expressed & profit & loss account
debt balance)

II. Turn over ratios or activity ratios:

These ratios measure how efficiency the enterprise employees the resources of assets at its
command. They indicate the performance of the business. The performance if an enterprise is
judged with its save. It means ratios are also laced efficiency ratios.

These ratios are used to know the turn over position of various things in the . The
turnover ratios are measured to help the management in taking the decisions regarding the
levels maintained in the assets, and raw materials and in the funds. These ratio s are measured
in ratio method.

cost of goods sold
averagestock

1. Stock turnover ratio =

Here, . .
opening stock + closing stock

Average stock= 2

Note: Higher the ratio, the better it is

sales
working capital

2. Working capital turnover ratio =

Note: Higher the ratio the better it is working capital = current assets — essential liabilities.

sales
3. Fixed assets turnover ratio = fixed assets



Note: Higher the ratio the better it is.

sales

3 (1) Total assets turnover ratio is : total assets

Note: Higher the ratio the better it is.

Sales
Capitalemployed

4. Capital turnover ratio=

Note: Higher the ratio the better it is

creditssales or sales

5. Debtors turnover ratio=

averagedebtors
5(i)= Debtors collection period= 365 (or) 12
Here, Turnove ratio
opening debitors + closing bebtors
Average debtors = 2

Debtors = debtors + bills receivable

Note: Higher the ratio the better it is.

credit purchasersor purchases
averagecredetors

6. Creditors turnover ratio =

365 (or)12
6 (1) creditors collection period= Creditor turnover ratio

Here, ] ]
opening + closing credetors
Average creditor= 2

Creditors = creditors + bills payable.

Note: lower the ratio the better it is.



3. Financial ratios or liquidity ratios:

Liquidity refers to ability of organisation to meet its current obligation. These ratios are used
to measure the financial status of an organisation. These ratios help to the management to make
the decisions about the maintained level of current assets & current libraries of the business.
The main purpose to calculate these ratios is to know the short terms solvency of the concern.
These ratios are useful to various parties having interest in the enterprise over a short period —
such parties include banks. Lenders, suppliers, employees and other.

The liquidity ratios assess the capacity of the company to repay its short term liabilities. These
ratios are calculated in ratio method.

currentassets
Current ratio = current liabilities

Note: The ideal ratio is 2:1

1. e., current assets should be twice. The current liabilities.

quick assets
currentliabilities

Quick ratio or liquid ratio or acid test ratio:

Quick assets = cash in hand + cash at bank + short term investments + debtors + bills
receivables short term investments are also known as marketable securities.

Here the ideal ratio is 1:1 is, quick assets should be equal to the current liabilities.

absolute liquid assets
current liabilities

Absolute liquid ratio=

Here,

Absolute liquid assets=cash in hand + cash at bank + short term investments + marketable
securities.

Here, the ideal ratio is 0,0:1 or 1:2 it, absolute liquid assets must be half of current liabilities.

Leverage ratio of solvency ratios: Solvency refers to the ability of a business to honour long
item obligations like interest and installments associated with long term debts. Solvency ratios



indicate long term stability of an enterprise. These ratios are used to understand the yield rate
if the organisation.

Lenders like financial institutions, debenture, holders, banks are interested in ascertaining
solvency of the enterprise. The important solvency ratios are:

outsiders funds Debt
share holders funds Equity

1. Debt — equity ratio==
Here,

Outsiders funds = Debentures, public deposits, securities, long term bank loans + other long
term liabilities.

Share holders funds = equity share capital + preference share capital + reserves & surpluses +
undistributed projects.

The ideal ratio is 2:1

share holder funds
2. Preprimary ratio or equity ratio= total assets

The ideal ratio is 1:3 or 0.33:1

3. Capital — greasing ratio:

(equity share capital + reserves & surplusses + undistributed projects)
(Outsiders funds + preferenceshare capital)

Here,

higher gearing ratio is not good for a new company or the company in which future earnings
are uncertain.

outsiders funds
capitalemployed

11. Debt to total fund ratio=

Capital employed= outsiders funds + share holders funds = debt + equity.The ideal ratio is
0.6.7 :1 or 2:3



