ACCOUNTS

1) Modern accounts traced by LUCA PACIOLO – Italian in 15th century

2) JAMES COOK introduced the concept of debtor and creditor

3) Edward Jones in English explained methods of accounting in 1795

4) Accounting Definition: The method of identifying, arranging and passing on the required financial information to the decision makers in business.

                                              Or

                  It is art of classifying, analysis recording and summarizing

                                             Or

                 Measuring and reporting the results in an economic activity

5) Difference of Book- keeping and Accounting:

                Book – keeping (1st phase) mean method of recording business transactions in order to providing information that may be required to the business in future. (Or)         
    It is mainly concerned with recording of financial data relating to the business operations in a significant and orderly manner.

                Accounting (2nd phase) summarized, analyzed and submitted in the form of financial result.

Concepts of accounting:
6) Business entity concept or separate entity concept: owner and firm is separated to eye of accounts
7) Money measurement concept: all the terms converted in the terms of money 
8) Cost concept: It recorded in the terms at cost in accounts
9) Going concern concept: more than one year

10) Realization concept: Imaginary concept should not record

11) Dual aspect concept: Debt =Credit

 Accounting period concept, periodic matching of costs and revenue concept.
12) Accounting conversations:

13) Consistency: Business concern should follow uniform accounts for all years, and should useful to compare the past year balance sheets (or) accounting period
14) Disclosure:  To be disclosure time to time to the share holders 
15) Relevance:  To supply the necessary information to the employees (or) particular information is to be realize
16) Feasibility:  practice of comparing expenses incurred for the business transitions with that of the income received during the year by the firm is called feasibility (or) expenses incurred for business transaction
17) Conservation: while calculate the closing stock to measure which ever is low that cost is to be consider here low cost mean either market or book value 
Accounting terminology :
18. Business transactions- exchange of goods and services

19. Goods – purchasing and selling of goods

20. Assets – conglomeration benefit

21. Capital – it is excess of liabilities over assets

22. Debit – incoming benefit or receiving benefit

23. Credit- out going benefit or receiving benefit

24. Account- summarized data or statement of debt and credit

25. Journal – book of primary entry (Latin word - journ mean day)
26. Before entry of journal first enter in to rough book.

27. Journal also called as daily record or daily book or subsidiary journal or book of original entry or subsidiary books.
28. Ledger- set of accounts (or) book of primary entry
  In big organization ledger can be divided into 4 types

Debtor ledger, creditor ledger, general ledger,

29. Self ledger (or) private ledger: link between proprietor and business ex: capital, drawings, p& l a/c etc., highly confidential
30. Balancing of ledger: 1) comparing the difference debit and credit to know the balance of ledger. 2) Date of balance or in the date wise
Invoice – bill of goods and services.

 31. Cheque: a bill of exchange drawn on a specified banker and payable on demand. (Or) written order to a bank to pay a stated sum form an account

32. Stale Cheque: a stale Cheque means not valid of Cheque that means more than six months the Cheque is not valid.
33.promissory note: an instrument in writing containing an unconditional undertaking signed by the maker, to pay certain sum of money only to or to the order of a certain person or to the barer of the instrument.

34. Revenue income: the income which arises out of and in the course of the regular business transactions of a concern. 
35. Differed revenue expenditure: an expenditure which is incurred during an accounting period but is applicable further periods also. E.g.: heavy advertise me.

36. Bad debts: bad debts denote the amount lost from debtors to whom the goods were sold on credit
37. Functions of accounting: 

  Recording the information 

  Classification of data 

  Making summaries

  Dealing with financial information

  Communicating results

  Making information more reliable 

Users of accounting information

    Information needs of mgt

    Information needs of share holders and investors

    Information needs of creditors

    Information needs of employees

    Information needs of government

 Branches of accounting types are:
       Cost:  I.C.M.A London defines cost accounting as the process of accounting form the point at which expenditure is incurred to the cost of production.
 Financial accounting:    It mainly use for to knowing the profit or loss
 Management accounting: It is comprised 2 words management and accounting. It studies of managerial aspect of accounting. It is to be redesign accounting in such away that is helpful to the management
Limitations of financial accounting:

Historical nature, Provides information, Not helpful in price fixation, Cost control not possible, Appraisal of polices not possible, Only actual costs records, Not helpful in taking strategic decision, Technical subject  Quantitative information, Lack of UN animist about account price Chances of manipulation.

Classification of accounts:

It related to persons

It related property and assets

It related expenses and incomes

Accounts can be divided:
	Personal 
	
	Impersonal

	Nature personal a/c

Artificial personal

Representative personal
	
	Real 
	Nominal


PERSONAL a/c: Debt the receiver and credit the giver

Real: Debt what comes in and credit what goes out

Nominal: Debt all expenses and losses and credit all gains and incomes
Capital a/c: Not limited to a particular financial year it runs personal and real a/c and 2 types of account it will continue run and that asset a/c, liabilities a/c

Revenue type a/c: continue with nominal a/c-income and expenses a/c
Out standing salaries: representative personal a/c
Kinds of subsidiaries are:
Purchase book, sales book, purchase return book, sales return book, cash book, bills receivable book, bills payable book, journal proper.

(E&OE-errors and omissions exempted = if any mistakes should be rectified settlement should be made accordingly)
Trade discount: when the purchases are made regularly in large quantitative supplier offers some rebate usually, it is offered on the total amount of purchase so that discount not to be shown in accounts because it not be happen any transaction mean receipt or payment it consider to be net amount.

Credit note: when goods are sole on credit, and account is open under the customer name and the total amount of goods sold is noted in the debit side of his account. When goods are return by the customer his account should be credited with the amount. To be informing to the customer about this, a credit note is too prepared and sent to him. Two copies are made of this credit note. One is sent to customer and other is maintaining with us. The credit note resembles the debit note. To distinguish between two the credit note is printed in a different colour.
Debit note: when the goods are returned to the supplier, a debit note is sent to him indicating that his a/c has been debited with the amount mentioned in the debit note.

Bill receivable book: The debtor signs the document instrument is called bill of exchange. The amount received is called bill receivable.

Journal proper: it enter all real a/c mean to purchase of machinery not to be enter in to the purchase a/c to be enter in to journal proper a/c.
 Cash book: The person who maintains the cash book is called a cashier.
 Cash book always shows debit balance but it never shows the credit balance, the balance of cash can be known at any point of time

 Cash book can be used either as a book of original entry or a ledger, it plays the role of both a ledger and subsidiary book, cash transactions are first recorded in this book, and it is also called the book of original entry and also known as book of final entry.

 Types of cash book:

           Simple cash book, double cash book (containing cash and discount column, containing bank and discount column), triple column cash book, petty cash book.

· Always discount a/c be nominal a/c

Cash a/c as real a/c

Bank always personal a/c
Contra entry:  it is a transaction requires entries on both the debit and the credit simultaneously then it said to be contra entry. Here both the sides are effected ex: when the Cheque received previously but it deposit in the bank at now then it should record in debit side bank column and credit side in cash column and contra entry not have ledger folio. 
1) when an account is opened with a bank

2) the firm cash is deposited in the bank

3) the cash is withdrawn from bank for office use

4) the Cheque received from debtors are deposited in the bank 
In the 1 & 2 the cash balance available with the firm is to cash in bank is increased. In the 3 the cash in the bank is decreased the cash in the firm is increased.

When the Cheque received from a debtor is deposited in the bank on the same day, the entry will be

        Bank a/c          Dr

                 To Debtor 

(Being Cheque received from the debtor is treated as cash)

When the Cheque received from a debtor is not deposited into bank on the same day, two entries are recorded

a) when the Cheque is received

               Cash a/c Dr

                        To debtor/c

      (Being the Cheque re3ceived from the debtor is treated as cash)

b) when the Cheque are sent to the bank next day for collection

Bank a/c Dr

         To cash a/c

(Being the Cheque deposited in the bank)

The above entry 2(b) is called a contra entry.

Analytical petty cash book: it means the daily expenses like stationary, postage, etc also known as analytical petty cash book.

Imp rest system: It right to petty cashier to made expenses to particular period then records should be hand over to the head cashier.
Posting: it means transferring the debit and credit items from the journal to their respective accounts in the ledger.
Depreciation: depreciation denotes gradually and permanent decrease in the value of asset due to wear and tear, technology changes, laps of time and accident.
Journal proper:   Advantages of journal proper

1) opening entries 2)Rectification entries 3)Adjustment entries 4)closing entries 5)other entries

Opening entries: assets or capital brought in should be recorded first in the journal and then posted in to the ledger.
Rectification entries: If any mistake occur in the accounts then make ratify

Adjustment entries: In assets the value is different from year beginning to end of the year. Make them adjust.

Closing entries: a) trading account, b) profit and loss a/c c) balance sheet.

Other entries: 1) Goods taken from the business by the proprietor for his personal use.
2) Goods lost due to theft, fire accident, etc.

3) Goods sent for consignment

4) Interest on capital, interest on drawings, provision for doubt for provision for depreciation etc.

Bank reconciliation statement:  It is a statement reconciling the balance as shown by the bank pass book and balance shown by the cash book.

Objective of BRS:  The objective of preparing such a statement is to know the causes of difference between the two balances and pass necessary correcting or adjusting entries in the books of the firm.

        In bank point of view customer shows the debit balance mean firm has to pay to the bank and vice versa. 

 These will happen due to TIME LAG between recording the pass book and cash book.

Reasons for disagreement of cash book and pass book:

Cheque deposited but not collected before the date of reconciliation.

Cheque issued but not presented for payment before the date of reconciliation

Cheque or cash directly deposited by the customers to the trader 

Payment directly made by the bank on behalf of the business

Dividends or interest collected or credited by the bank

Interest on overdraft, commission, bank charges etc, debited by the banker in the pass book.

Cheque received and entered in the cash book but forgotten to sent to bank

Cheque sent to collection but dishonored

Mistakes of cash book 

Mistakes in pass book

Bank reconciliation is prepared by the customer not by the banker.

Bank reconciliation statement (overdraft): it means agreement entered by the customer with the banker to draw excess of the customer amount deposited in the bank.

Trial balance: Trial balance is a statement containing the various balances of ledger on a particular date.

Definition: A list or abstract of the balances or total debits and total credits of the accounts in a ledger. Or Trial balance is a statement containing the Balances of all ledger accounts.
What is the based for doing final accounts?  Trial accounts.

To know the arithmetical accuracy. To find out the mistakes in journal and ledger.

In trial balance 2 sides containing one is debit and credit side.

Debit side containing assets accounts (All assets like land, building, machinery, etc, and debtors, stock bills receivable)

Accounts relating to expenses and losses: salaries, wages, rent, carriage discount bad debts, depreciation, and purchases and return inwards.
Credit balances:

Liabilities accounts: creditors, loan, mortgage, bills payable, bank overdraft,

Incomes and gain: interest realized, rent collected, discount received account etc

Trial balance method: 

Total balances method or gross trial balance method: In this model all debit and credit balances are to be added and with this totals the trail balance but it is out of use.

Net balance method: The net balances are to taken from ledger it to know the arithmetic accuracy.

Rectification of errors:

 Types of errors: before preparation of the trial balance or after the preparation of trial balance or after the preparation of final accounts.

Errors of principle: due to mistake of principles of accounts mean personal, real, nominal account.

Clerical errors: errors of omission, errors of commission, compensating errors.

Errors of omission: completely leave the transaction 

Errors of commission: errors of casting, posting wrong amounts in the wrong side of a wrong accounts/subsidiary book.

Compensatory errors: more than one error may occur in such a manner that the effect of one error is neutralized by that of the other.

One side error: this is self explanatory, if the effect of an error falls on one account, then it will be called one sided error. This may occur due to wrong casing of account or posting in the wrong side of the relevant account.

More than one sided error: this type of error affects two accounts at a time and there by not affect the agreement of the trail balances.

Suspense account: it maintains the difference occurs in the trail balance then we kept as suspense until it solve.
To know the financial position are called financial accounts and to know the position of the firm and to know the total assets and liabilities and the net capital of the business on a particular date.

Intangible Assets: Intangible assets mean the assets which is not having the physical appearance. And its have the real value, it shown on the assets side of the balance sheet.
Tangible assets: the assets having physical shape either it may be movable or immovable assets ex: live stocks, motor vehicles, land, and furniture. 
Fictitious assets: These are assets not represented by tangible possession or property. Examples of preliminary expenses, discount on issue of shares, debit balance in the profit and loss account when shown on the assets side in the balance sheet.
Accrued Income: Accrued income means income which has been earned by the business during the accounting year but which has not yet been due and, therefore, has not been received.
Out standing Income: Outstanding Income means income which has become due during the accounting year but which has not so far been received by the firm. 

Suspense account: the suspense account is an account to which the difference in the trial balance has been put temporarily.

Depletion: it implies removal of an available but not replaceable source, Such as extracting coal from a coal mine.

Amortization:  the process of writing of intangible assets is term as amortization.

Dilapidations: the term dilapidations to damage done to a building or other property during tenancy.

Capital employed: the term capital employed means sum of total long term funds employed in the business. i.e.

(Share capital+ reserves & surplus +long term loans – (non business assets + fictitious assets)

Equity shares: those shares which are not having pref. rights are called equity shares. These shares also known as ordinary shares or common shares.
Pref.shares:  Those shares which are carrying the pref.rights is called pref. shares

Pref.rights in respect of fixed dividend.

Pref.rights to repayment of capital in the even of company winding up.
  Capital reserve: The reserve which transferred from the capital gains is called capital reserve.

General reserve: the reserve which is transferred from normal profits of the firm is called general reserve

Free Cash: The cash not for any specific purpose free from any encumbrance like surplus cash.

Factoring: It is an arrangement under which a firm (called borrower) receives advances against its receivables, from financial institutions (called factor)

Minority Interest: minority interest refers to the equity of the minority shareholders in a subsidiary company.

Capital receipts: capital receipts may be defined as “non-recurring receipts from the owner of the business or lender of the money crating a liability to either of them.

Revenue receipts: Revenue receipts may defined as “A recurring receipts against sale of goods in the normal course of business and which generally the result of the trading activities”.

Secret reserves: secret reserves are reserves the existence of which does not appear on the face of balance sheet. In such a situation, net assets position of the business is stronger than that disclosed by the balance sheet.

          These reserves are crated by: 

1. Excessive dep.of an asset, excessive over-valuation of a liability.
2. Complete elimination of an asset, or under valuation of an asset.
Provision: provision usually means any amount written off or retained by way of providing depreciation, renewals or diminutions in the value of assets or retained by way of providing for any known liability of which the amount can not be determined with substantial accuracy.

Reserve: The provision in excess of the amount considered necessary for the purpose it was originally made is also considered as reserve

· Provision is charge against profits while reserves  is an appropriation of profits 

· Creation of reserve increase proprietor’s fund while creation of provisions decreases his funds in the business.

Reserve fund: the term reserve fund means such reserve against which clearly investment etc.
Undisclosed reserves: Sometimes a reserve is created but its identity is merged with some other a/c or group of accounts so that the existence of the reserve is not known such reserve is called an undisclosed reserve.

Finance management: financial management deals with procurement of funds and their effective utilization in business.

Leverage: It is a force applied at a particular point to get the desired   result. 

Operating leverage: the operating leverage takes place when a changes    in revenue greater changes in EBIT.

Financial leverage: it is nothing but a process of using debt capital to           increase the rate of return on equity

        Combine leverage: it is used to measure of the total risk of the firm = operating risk + financial risk.

Joint venture: A joint venture is an association of two or more the persons who combined for the execution of a specific transaction and divide the profit or loss their is an agreed ratio.

     Partnership: partnership is the relation b/w the persons who have agreed to share the profits of business carried on by all or any of them acting for all.

Equity share capital: The total sum of equity shares is called equity share capital.

Authorized share capital: it is the maximum amount of the share capital which a company can raise for the time being.

Issued capital: It is that part of the authorized capital which has been allotted to the public for subscriptions.

Subscribed capital: it is the part of the issued capital which has been allotted to the public
Called up capital: It has been portion of the subscribed capital which has been called up by the company.

Paid up capital: It is the portion of the called up capital against which payment has been received.

Debentures: Debenture is a certificate issued by a company under its seal acknowledging a debt due by it to its holder.

Cash profit: cash profit is the profit it is occurred from the cash sales
Commercial paper: a cp is a short term promissory note issued by a company, negotiable by endorsement and delivery, issued at a discount on face value as may be determined by the issuing company
Trade Credit:  It represents credit granted by suppliers of goods, in the normal course of business.
Over draft:  Under this facility a fixed limit is granted within which the borrower allowed to overdraw from his account.

Cash credit:  It is an arrangement under which a customer is allowed an advance up to certain limit against credit granted by bank.

Clean overdraft:  It refers to an advance by way of overdraft facility, but not back by any tangible security.

Share capital: The sum total of the nominal value of the shares of a company is called share capital.

Swaps: swaps are private agreements between two parties to exchange cash flows in the future according to a pre agreed formula.

Impact cost: impact cost is cost it is measure of liquidity of the market. It reflects the costs faced when actually trading in index.

Hedging: hedging means minimize the risk.

Capital market: capital market is the market it deals with the long term investment funds. It consists of two markets 1.primary market 2.secondary market.

Primary market: those companies which are issuing new shares in this market. It is also called new issue market.
Secondary market: secondary market is the market where shares buying and selling. In India secondary market is called stock exchange.
Arbitrage: it means purchase and sale of securities in different markets in order to profit from price discrepancies. In other words arbitrage is a way of reducing risk of loss caused by price fluctuations of securities held in a portfolio.
Liquid risk: it is also called market risk; it refers to the ease with which bonds could be traded in the market.

Drawings: drawings denote the money withdrawn by the proprietor from the business for his personal use.

Outstanding Income: Outstanding Income means income which has become due during the accounting year but which has not so far been received by the firm.

Outstanding Expenses: Outstanding Expenses refer to those expenses which have become due during the accounting period for which the Final Accounts have been prepared but have not yet been paid.

Financial analysis: The process of interpreting the past, present, and future financial condition of a company.

 Income statement: An accounting statement which shows the level of revenues, expenses and profit occurring for a given accounting period.

Annual report: the report issued annually by a company, to its share holders. It containing financial statement like, trading and profit & lose account and balance sheet.

Bankrupt: A statement in which a firm is unable to meets its obligations and hence, it is assets are surrendered to court for administration

Lease: Lease is a contract between to parties under the contract, the owner of the asset gives the right to use the asset to the user over an agreed period of the time for a consideration

Opportunity cost: The cost associated with not doing something.

Budgeting: the term budgeting is used for preparing budgets and other producer for planning, co-ordination, and control of business enterprise

Capital: the term capital refers to the total investment of company in money, tangible and intangible assets. It is the total wealth of a company.

Capitalization: It is the sum of the par value of stocks and bonds out standings.

Over capitalization: When a business is unable to earn fair rate on its outstanding securities. 

Under capitalization: When a business is able to earn fair rate or over rate on it is outstanding securities.

Capital gearing: The term capital gearing refers to the relationship between equity and long term debt.
Cost of capital: It means the minimum rate of return expected by its investment.

Cash dividend: The payment of dividend in cash 

Define the term accrual: Recognition of revenues and costs as they are earned or incurred. It includes recognition of transaction relating to assets and liabilities as they occur irrespective of the actual receipts or payments.

 Accrued expenses: An expense which has been incurred in an accounting period but for which no enforceable claim has become due in what period against the enterprises.

Accrued revenue: Revenue which has been earned is an earned is an accounting period but in respect of which no enforceable claim has become due to in that period by the enterprise.

Accrued liability: A developing but not yet enforceable claim by an another person which accumulates with the passage of time or the receipt of service or otherwise. It may rise from the purchase of services which at the date of accounting have been only partly performed and are not yet billable.

Define the term preliminary expenses: Expenditure relating to the formation of an enterprise. There include legal accounting and share issue expenses incurred for formation of the enterprise.

Meaning of Charge: charge means it is a obligation to secure an indebt ness. It may be fixed charge and floating charge.

Appropriation: It is application of profit towards Reserves and Dividends.

Absorption costing: A method where by the cost is determining so as to include the appropriate share of both variable and fixed costs.

What are the ex-ordinary items in the P&L a/c: The transactions which are not related to the business are termed as ex-ordinary transactions or ex-ordinary items. Egg: - profit or losses on the sale of fixed assets, interest received from other company investments, profit or loss on foreign exchange, unexpected dividend received.

Share premium: The excess of issue of price of shares over their face value. It will be showed with the allotment entry in the journal; it will be adjusted in the balance sheet on the liabilities side under the head of “reserves & surplus”.

Accumulated Depreciation: The total to date of the periodic depreciation charges on depreciable assets.

 Investment: Expenditure on assets held to earn interest, income, profit or other benefits. 

Capital: Generally refers to the amount invested in an enterprise by its owner. Ex; paid up share capital in corporate enterprise.

Capital Work In Progress: Expenditure on capital assets which are in the process of construction as completion.

 Convertible Debenture: A debenture which gives the holder a right to conversion wholly or partly in shares in accordance with term of issues.

Redeemable Preference Share: The preference share that is repayable either after a fixed (or) determinable period (or) at any time dividend by the management.

  Cumulative preference shares: A class of preference shares entitled to payment of cumulates dividends. Preference shares are always deemed to be cumulative unless they are expressly made non-cumulative preference shares.

Debenture redemption reserve: A reserve created for the redemption of debentures at a future date.

Cumulative dividend: A dividend payable as cumulative preference shares which it unpaid cumulates as a claim against the earnings of a corporate before any distribution is made to the other shareholders.

Dividend Equalization reserve: A reserve created to maintain the rate of dividend in future years.

Opening Stock: The term ‘opening stock’ means goods lying unsold with the businessman in the beginning of the accounting year. This is shown on the debit side of the trading account.

Closing Stock: The term ‘Closing Stock’ includes goods lying unsold with the businessman at the end of the accounting year. The amount of closing stock is shown on the credit side of the trading account and as an asset in the balance sheet.

Valuation of closing stock: The closing stock is valued on the basis of “Cost or Market prices whichever is less” principle.

Contingency: A condition (or) situation the ultimate out comes of which gain or loss will be known as determined only as the occurrence or non occurrence of one or more uncertain future events.

Contingent Asset: An asset the existence ownership or value of which may be known or determined only on the occurrence or non occurrence of one more uncertain future event.

Contingent liability: An obligation to an existing condition or situation which may arise in future depending on the occurrence of one or more uncertain future events.

Deficiency: the excess of liabilities over assets of an enterprise at a given date is called deficiency.

Deficit: The debit balance in the profit and loss a/c is called deficit.

Surplus: Credit balance in the profit & loss statement after providing for proposed appropriation & dividend, reserves.

Appropriation Assets: An account sometimes included as a separate section of the profit and loss statement showing application of profits towards dividends, reserves.

Capital redemption reserve: A reserve created on redemption of the average cost: - the cost of an item at a point of time as determined by applying an average of the cost of all items of the same nature over a period. When weights are also applied in the computation it is termed as weight average cost.

Floating Change: Assume change on some or all assets of an enterprise which are not attached to specific assets and are given as security against debt.
Marginal Cost: Marginal cost is the additional cost to produce an additional unit of a product. It is also called variable cost.
Acquisition of assets: purchasing of land, building, furniture patent rights etc., will also constitute a part of this capital expenditure.

Revenue receipt: a recurring receipt against sale of goods in the normal course of business and which is generally the result of the trading activities. Ex: interest, discount, dividend received etc.

Trading account: net sales-cost of goods sold

Gross loss: cost of goods sold-net sales

Net sales: sales –sales returns

Cost of goods sold: opening stock+ net purchases + direct expenses – closing stock
Manufacturing account: engage in production will prepare manufacturing account as trading concerns prepare the trading account. 1st prepare manufacturing account then transfer to cost of production the trading then automatically closed.
Profit and loss account: nominal account and should not have any opening balance or closing balance. Nominal account appearing in the trial balance are transferred the total of debit column the difference is called net profit.

Domestic expenses: House holds expenses like taking material to home, paying club subscription etc.

Balance sheet: it is a statement prepared on a particular date to reflect the financial position of the firm with all assets and liabilities of the firm.

Real account and personal accounts appearing in the trial balance are grouped as assets or liabilities depending on their nature of balance.
Balance sheet containing of 2 models: rigidity preference order and liquidity preference order.

Assets can be divided into 3 types: fixed assets, current assets, fictitious assets or intangible assets.

Fictitious assets: peculiar assets whose existence is invisible but whose benefit is enjoyed ex good will, copy rights, patents, preliminary expenses, samples.

Liabilities: it can be divided in to 3 types fixed liabilities, current liabilities, contingent liabilities

Fixed liabilities: long term liabilities are the loans payable after a reasonable duration says 5 to 10 years. Ex: debentures, long term loans, mortgage loans.

Contingent liabilities: damages payable but still under dispute, bills discounted but likely to dishonoured etc.
Inter face between finance and other functions:
         Marketing – FINANCE INTER FACE


         Production – FINANCE INTER FACE

 Goals of financial management:

  Investment or long-term asset-mix decision: a) the evaluation of the prospective profitability of new investments b) the measurement of a cut-off rate against that the prospective return of new investments could be compared.

Financing or capital-mix decision: the mix of debt and equity is known as the firm capital structure.

Dividend decision: the decision is the third major financial decision.
Liquidity or short-term asset-mix decision: it to be maintains the properly other wise it leads to illiquidity decision.

Functions leading to profitability: 

Cost control, pricing, forecasting price, measuring required return.
Titles of financial manager: 

Vice – president finance, treasurer, controller.

Distinguishing between the controller and treasurer: treasurer was the title given to the chief financial officer of the firm.

                              Many firms still maintain that the controller is the chief is the chief accounting officer, both the working for a member of the top management group called the vice-president finance.

Other challenges in financial management:

 Treasury operations, foreign exchange, financial structuring, maintaining structuring, maintaining share prices, ensuring management control.
Meaning of Company: A company is an association of many persons who contribute money or money’s worth to common stock and employs it for a common purpose. The common stock so contributed is denoted in money and is the capital of the company.

    Types of a company: 

1. Statutory companies

2. government company

3. foreign company 

4. Registered companies:

         a. Companies limited by shares

         b. Companies limited by guarantee

          c. Unlimited companies 

          D. private company

              E. public company
Private company: A private co. is which by its AOA:

· Restricts the right of the members to transfer of shares 

· Limits the no. of members 50.

Prohibits any Invitation to the public to subscribe for its shares or debentures
            Public company: A company, the articles of association of which does not contain the requisite restrictions to make it a private limited company, is called a public company..

Characteristics of a company:


· Voluntary association 

· Separate legal entity

· Free transfer of shares 

· Limited liability 

· Common seal 

· Perpetual existence.

Formation of company: 

· Promotion 

· Incorporation

· Commencement of business

Deemed public Ltd. Company: A private company is a subsidiary company to public company it satisfies the following terms/conditions Sec 3(1)3:

1. having minimum share capital 5 lakhs

2. accepting investments from the public

3. no restriction of the transferable of shares

4. No restriction of no. of members.

5. accepting deposits from the investors

Objectives of financial management: financial management having two objectives that Is:

Profit maximization: the finance manager has to make his decisions in a manner so that the profits of the concern are maximized.

Wealth maximization: wealth maximization means the objective of a firm should be to maximize its value or wealth, or value of a firm is represented by the market price of its common stock.

Functions of financial manager: 

· Investment decision 

· Dividend decision

· Finance decision

· Cash management decisions 

· Performance evaluation  

· Market impact analysis

Time value of money: the time value of money means that worth of a rupee received today is different from the worth of a rupee to be received in future.

Capital structure:  it refers to the mix of sources from where the long-term funds required in a business may be raised; in other words, it refers to the proportion of debt, preference capital and equity capital.

Optimum capital structure: capital structure is optimum when the firm has a combination of equity and debt so that the wealth of the firm is maximum.

Wacc: it denotes weighted average cost of capital. It is defined as the overall cost of capital computed by reference to the proportion of each component of capital as weights.

Financial break even point: it denotes the level at which a firm’s EBIT is just sufficient to cover interest and preference dividend. 

Mutual fund: a mutual fund is a pool of money, collected from investors, and is invested according to certain investment objectives.

Characteristics   of mutual fund: 

· Ownership of the MF is in the hands of the of the investors

· MF managed by investment professionals

· The value of portfolio is updated every day

Advantage of MF to investors:
· Portfolio diversification

· Professional management 

· Reduction in risk 

· Reduction of transaction casts

· Liquidity

· Convenience and flexibility

Net asset value: the value of one unit of investment is called as the Net Asset Value 

Open-ended fund: open ended funds means investors can buy and sell units of fund, at NAV related prices at any time, directly from the fund this is called open ended fund.

For ex; unit 64

Close ended funds: close ended funds means it is open for sale to investors for a specific period, after which further sales are closed. Any further transaction for buying the units or repurchasing them, happen, in the secondary markets.

Dividend option: Investors, who choose a dividend on their investments, will receive dividends from the MF, as when such dividends are declared.

Growth option: investors who do not require periodic income distributions can be choose the growth option.

Equity funds: equity funds are those that invest pre-dominantly in equity shares of company.

Types of equity funds:
· Simple equity funds 

· Primary market funds

· Sectoral  funds

· Index funds

 Sectoral funds: sectoral funds choose to invest in one or more chosen sectors of the equity markets.

Index funds: the fund manager takes a view on companies that are expected to perform well, and invests in these companies

Debt funds: the debt funds are those that are pre-dominantly invest in debt securities.

 Liquid funds: the debt funds invest only in instruments with maturities less than one year.

 Gilt funds: gilt funds invest only in securities that are issued by the GOVT. and therefore do not carry any credit risk.

Balanced funds: funds that invest both in debt and equity markets are called balanced funds.

Sponsor: sponsor is the promoter of the MF and appoints trustees, custodians and the AMC with prior approval of SEBI.
Trustee: trustee is responsible to the investors in the MF and appoints the AMC for managing the investment portfolio. 

AMC: the AMC describes Asset Management Company; it is the business face of the MF, as it manages all the affairs of the MF.

 R & T Agents: the R&T agents are responsible for the investor servicing functions, as they maintain the records of investors in MF.

Custodians: custodians are responsible for the securities held in the mutual fund’s portfolio.

Schemes take over: if an existing MF scheme is taken over by the another AMC, it is called as scheme take over.

Meaning of load: load is the factor that is applied to the NAV of a scheme to arrive at the price.

Market capitalization: market capitalization means number of shares issued multiplied with market price per share.

Price earning ratio: the ratio between the share price and the post tax earnings of company is called as price earning ratio.

Dividend yield: the dividend paid out by the company, is usually a percentage of the face value of a share.

Market risk: it refers to the risk which the investor is exposed to as a result of adverse movements in the interest rates. It also referred to as the interest rate risk.

Re-investment risk: it the risk which an investor has to face as a result of a fall in the interest rates at the time of reinvesting the interest income flows from the fixed income security.   

Call risk: call risk is associated with bonds have an embedded call option in them. This option hives the issuer the right to call back the bonds prior to maturity.

Credit risk: credit risk refers to the probability that a borrower could default on a    commitment to repay debt or band loans

Inflation risk: inflation risk reflects the changes in the purchasing power of the cash flows resulting from the fixed income security.

Ratio is a relation ship between two or more variables expressed:
   I) percentage ii) rate and iii) proportion

Steps in ratio analysis:

    Step: 1 collection of information, which are relevant from the financial statements and then to calculate different ratios accordingly.

 Step: 2 comparisons of computed ratios of the same organization or with the industry ratios

Step: 3 interpretation, drawing of inference and report-writing.

Meaning of ratio: Ratios are relationships expressed in mathematical terms between figures which are connected with each other in same manner.
Balance sheet ratios:

Current ratio: it measures short-term debt paying ability.

                      Formula:    Current Assets           

                                        Current Liabilities
It indicates the firm ability to pay its current liabilities

It indicates the strength of the working capital 

Higher ratio mean more then 2:1 indicates the sound solvency position

Lower ratio mean less than 2:1 indicates inadequate working capital.
Quick Ratio: The ratio termed as ‘liquidity ratio’. The ratio is ascertained y comparing the liquid assets to current liabilities.

                   Formula:    Liquid Assets            

                                          Current Liabilities

Higher ratio more than 1:1 indicates sound financial position.
Working capital turnover ratio: it is also known as Working Capital Leverage Ratio. This ratio indicates whether or not working capital has been effectively utilized in making sales.

               Formula:            Net Sales             

                                       Working Capital

Proprietary ratio: It is a variant of debt-equity ratio . It establishes relationship between the proprietor’s funds and the total tangible assets.

                  Formula:     Shareholders funds

                                          Total tangible assets 
Higher ratio, says more than 75% shows lesser dependence on external sources

Lower ratio say less than 60% shows more dependence on external sources 

Determine the extent of trading on equity.

Capital gearing ratio:

Capital gearing:     fixed interest bearing funds
                                       Equity share capital
The capital gearing ratio shows the mix of finance employed in the business.

Few concepts:

 Equity capital = loan capital=even gear

Equity capital>loan capital=low gear=over capitalization.

Equity capital > loan capital=higher gear = under capitalization.

It is useful to ascertain whether a company is practicing trading on equity and if so to what extent is done

Debt-Equity Ratio: it indicates the percentage of funds being financed through borrowings; a measure of the extent of trading on equity.

                     Formula:   Total Long-term Debt     

                                             Shareholders funds
Or

                                         External equities     

                                            Internal equities

As a long- term financial ration it may be calculated as follows
  Debt – equity ratio:  Total Long-term Debt     

                                    Total long – term funds

 As acceptable norm for this ration is considered to be 2:1 a higher debt-equity ratio is allowed in the case of capital-intensive industries.

Profit and loss account ratio analysis: 

Gross profit ratio: it indicates the efficiency of the production/trading operations.

           Formula: Gross profit   X100

                                    Net sales        

A ratio of 25% to 30% may be considered good.
Operating ratio: 
 For manufacturing concern an operating ration between 75% and 80% is expected.

Operating ratio = cost of goods sold + operating expenses
                                                 Net sales

Cost of goods sold = opening stock + purchases -closing stock
Operating expenses = administrative expenses + financial expenses + selling expenses

Net profit ratio:  it indicates net margin on sales 

                                   Formula: Net profit     X 100

                                                   Net sales
It useful to the proprietors

Return on share holders funds: it indicates measures earning power of equity capital.

                     Formula: net profits available for Equity shareholders   X 100

                                               Average Equity Shareholders Funds
Net profit = net operation income-interest-non-operating expenses
Share holder fund = share capital + reserves surplus – p &l a/c (dr. balance)-misc. expenditure to the extent not written-off
Combined ratio analysis:

Stock turnover Ratio: the ratio indicates whether investment in inventory in efficiently used or not. It, therefore explains whether investment in inventory within proper limits or not.

              Formula:   cost of goods sold  

                                        Average stock
Or

                                                         Sales 

                                          Closing stock
It also known as stock velocity. It tested the efficient inventory management. To judge whether the ration of a firm is satisfactory or not it should be compared over a time on the basis of trend analysis.
     Age of inventory = no. of days in a year/month operating profit

                                    Inventory turn over ratio

Debtors Turnover Ratio: the ratio the better it is, since it would indicate that debts are being collected more promptly. The ration helps in cash budgeting since the flow of cash from customers can be worked out on the basis of sales.

            Formula:                             Credit sales                                  
                                    Average Accounts Receivable
Or

Credit sales

Closing debtors 

Debt collection period is calculated by any of the following ratios:

          I)    Month/day in a year          ii) average debtor* months/days

                 Debtors turn over                     net credit sales for the year
iii) Accounts receivable
         Average monthly or daily credit sales
The higher the turn over ratio and the shorter the average collection period, the better the trade credit management and the better the liquidity of debtors.

Creditors Turnover Ratio: it indicates the speed with which the payments for credit purchases are made to the creditors. 

              Formula:                Credit Purchases               

                                           Average Accounts Payable      

                         Account payable

 


Net credit purchase

Average payment period = accounts payable   * no. of days in a year





Net credit purchase 
A higher ratio shows that the creditors are not paid in time. A lower ratio shows that the business is not taking the full advantage of credit period allowed by the creditors.

Working capital turns over ratio: 

             A higher working capital turn over ratio shows that there is low investment in working capital and vice-versa. A higher ratio will indicate effective utilization and more profit.

 Working capital turn ratio: credit of sales




    Net working capital  
                                                Or

         




Sales






Net working capital
Fixed Assets ratio: This ratio explains whether the firm has raised adequate long-term funds to meet its fixed assets requirements.

                   Formula           Fixed Assets             

                                             Long-term Funds

Fixed Assets Turnover ratio: This ratio indicates the extent to which the investments in fixed assets contribute towards sales.

          Formula:             Net Sales          (or)              cost of sales
                                        Fixed Assets                        net fixed assets
Capital turn over ratio:
  Lower capital turn over ratio= cost of sales
 




Total capital employed

Or

Sales

 



Total capital employed

Lower ratio shows lower profit and higher ratio shows higher profit.

Fixed Interest Cover ratio: the ratio is very important from the lender’s point of view.  It indicates whether the business would earn sufficient profits to pay periodically the interest charges.

                     Formula:    Income before interest and Tax  [ebit] 

                                                      Interest Charges

Ebit=earning before interest and tax.
Earning per Equity share (EPS): it shows the amount of earnings attributable to each equity share.

                         Formula: profits available for Equity shareholders   

                                                            Number of Equity shares

Dividend yield ratio: it shows the rate of return to shareholders in the form of dividends based in the market price of the share

                        Formula:    Dividend per share           X 100

                                                 Market price per share

Price earning ratio:  it a measure for determining the value of a share. May also be used to measure the rate of return expected by investors.

                    Formula: Market price of share (MPS)  X 100

                                            Earning per share (EPS)

Pay-out Ratio: This ratio indicates what proportion of earning per share has been used for paying dividend. 

         Formula:   Dividend per Equity Share     X 100

                                  Earning per Equity share                   

Overall Profitability Ratio: It is also called as “Return on Investment” (ROI) or Return on Capital Employed (ROCE). It indicates the percentage of return on the total capital employed in the business. 

               Formula:       Operating profit       X 100

                                         Capital employed

      The term capital employed has been given different meanings

a. sum total of all assets whether fixed or current

b. sum total of fixed assets,

c. sum total of long-term funds employed in the business, i.e.,

Share capital +reserves &surplus +long term loans – (non business assets + fictitious assets).

Operating profit means ‘profit before interest and tax’

Fixed Dividend Cover ratio:  This ratio is important for preference shareholders entitled to get dividend at a fixed rate in priority to other shareholders.                    Formula:     Net Profit after Interest and Tax  

                                                   Preference Dividend

Debt Service Coverage ratio: This ratio is explained ability of a company to make payment of principal amounts also on time.

                 Formula:     Net profit before interest and tax
                                        Interest + Principal payment installment   

1- Tax rate
Conclusion 

         Ratio are significant both in vertical and horizontal analysis. In vertical analysis ratios help the analyst to form a judgment whether performance of the corporation at a point of time is good, questionable, or poor. The horizontal indicates whether the financial condition of the corporation is improving or deteriorating and whether the cost, profitability or efficiency is showing an up ward or down ward trend.

        It compares both the present and past expected future ratios.

Advantages of the ratio analysis

  Efficiency of working capital 

 Evaluating its financial position and efficiency of performance

  Sort of health test of a business firm.

To know the liquidity position

Limitations of ratio analysis:

1) It mainly a historical analysis or an analysis of the past financial data

2) Regard to profits of a business concern, ratio analysis may, in certain circumstance be misleading.

3) Continuous changes in price levels seriously affected the validity or comparison of accounting ratios calculated for different accounting periods and makes such comparisons very difficult.
4) A single ratio can not be able to convey much information

5) Should not be taken as substitute for sound judgment

Profitability index: where different investment proposal each involving different initial investments and cash inflows are to be compared.

IRR: internal rate of return is the rate at which the sum total of discounted cash inflows equals the discounted cash out flow.

Treasury management:  it means it is defined as the efficient management of liquidity and financial risk in business.

Concentration banking: it means identify locations or places where customers are placed and open a local bank a/c in each of these locations and open local collection centre.

Marketable securities: surplus cash can be invested in short term instruments in order to earn interest.

Ageing schedule: in an ageing schedule the receivables are classified according to their age.

Maximum permissible bank finance (MPBF): it is the maximum amount that banks can lend a borrower towards his working capital requirements.
Bridge finance:  It refers to the loans taken by the company normally from commercial banks for a short period pending disbursement of loans sanctioned by the financial institutions.

Venture capital:  It refers to the financing of high risk ventures promoted by new qualified entrepreneurs who require funds to give shape to their ideas.

Debt securitization:  It is a mode of financing, where in securities are issued on the basis of a package of assets (called asset pool).

Lease financing:  Leasing is a contract where one party (owner) purchases assets and permits its views by another party (lessee) over a specified period

Funds flow statement:  It is the statement deals with the financial resources for running business activities.  It explains how the funds obtained and how they used.  

Sources of funds:  There are two sources of funds internal sources and external sources.

Internal source: Funds from operations is the only internal sources of funds and some important points add to it they do not result in the outflow of funds

(a)Depreciation on fixed assets (b) Preliminary expenses or goodwill written off, Loss on sale of fixed assets

Deduct the following items as they do not increase the funds:

Profit on sale of fixed assets, profit on revaluation of fixed assets

External sources: (a) Funds from long term loans (b) Sale of fixed assets (c) Funds from increase in share capital 

Application of funds: (a) Purchase of fixed assets (b) Payment of dividend (c) Payment of tax liability (d) Payment of fixed liability

 ICD (Inter corporate deposits):  Companies can borrow funds for a short period. For example 6 months or less from another company which have surplus liquidity?  Such deposits made by one company in another company are called ICD.

Certificate of deposits:  The   CD is a document of title similar to a fixed deposit receipt issued by banks there is no prescribed interest rate on such CDs it is based on the prevailing market conditions.

Public deposits:  It is very important source of short term and medium term finance.  The company can accept PD from members of the public and shareholders.   It has the maturity period of 6 months to 3 years.

Euro issues:  The Euro issues means that the issues is listed on a European stock Exchange.  The subscription can come from any part of the world except India.

GDR (Global depository receipts):  A depository receipt is basically a negotiable certificate, dominated in us dollars that represents a non-US company publicly traded in local currency equity shares.
ADR (American depository receipts):  Depository receipts issued by a company in the USA are known as ADRs.  Such receipts are to be issued in accordance with the provisions stipulated by the securities Exchange commission (SEC) of USA like SEBI in India.

Commercial banks:  Commercial banks extend foreign currency loans for international operations, just like rupee loans.  The banks also provided overdraft.

Development banks:  It offers long-term and medium term loans including foreign currency loans

International agencies:  International agencies like the IFC,IBRD,ADB,IMF etc. provide indirect assistance for obtaining foreign currency.

 Seed capital assistance:  The seed capital assistance scheme is desired by the IDBI for professionally or technically qualified entrepreneurs and persons possessing relevant experience and skills and entrepreneur traits.

Unsecured loans:  It constitutes a significant part of long-term finance available to an enterprise.

Cash flow statement: It is a statement depicting change in cash position from one period to another.

Sources of cash: Internal sources-(a)Depreciation (b)Amortization (c)Loss on sale of fixed assets (d)Gains from sale of fixed assets (e) Creation of reserves External sources-(a)Issue of new shares (b)Raising long term loans (c)Short-term borrowings (d)Sale of fixed assets, investments

Application of cash: (a) Purchase of fixed assets (b) Payment of long-term loans (c) Decrease in deferred payment liabilities (d) Payment of tax, dividend (e) Decrease in unsecured loans and deposits

Budget:  It is a detailed plan of operations for some specific future period.  It is an estimate prepared in advance of the period to which it applies.

Goodwill:  The present value of firm’s anticipated excess earnings.

Responsibilities of accounting:  It is a system of control by delegating and locating the responsibilities for costs.

Profit centre:  A centre whose performance is measured in terms of both the expense incurs and revenue it earns.

Cost centre:  A location, person or item of equipment for which cost may be ascertained and used for the purpose of cost control.

Baskets: basket options are options on portfolio of underlying asset.
 Activity ratio: it is a measure of the level of activity attained over a period.
Difference between the Funds flow and Income statement: 

· A funds flow statement deals with the financial resource required for running the business activities. It explains how were the funds obtained and how were they used,

                            Whereas an income statement discloses the results of the business activities,   i.e., how much has been earned and how it has been spent.

· A funds flow statement matches the “funds raised” and “funds applied” during a particular period. The source and application of funds may be of capital as well as of revenue nature.

                                             An income statement matches the incomes of a period with the expenditure of that period, which are both of a revenue nature.
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