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(14E00104) FINANCIAL ACCOUNTING FOR MANAGERS
Objectives
· To acquaint the students with the fundamentals principles of book keeping , accounting and  management accounting 
· To enable the students to prepare, analyze and interpret financial statements and
· To enable the students to take decisions using management accounting tools.


* Standard discounting and statistical tables to be allowed in the examinations.
1. Introduction to Accounting: Definition, Importance, Objectives, uses of accounting and book keeping Vs. Accounting, Single entry and double entry systems, classification of accounts – rules of debit & credit.
2. The Accounting Process: Overview, Books of Original Record; Journal and Subsidiary books, ledger, Trial Balance, Final accounts: Trading accounts- Profit & loss accounts- Balance sheets with adjustments, accounting principles.
3. Valuation of assets: Introduction to Depreciation-methods (Simple problems from Straight line method, Diminishing balance method and Annuity method). Inventory Valuation: Methods of inventory valuation (Simple problems from LIFO, FIFO, and Simple Average & Weighted Average). Valuation of goodwill methods of valuation of goodwill.
4. Financial Analysis-I: Objectives of fund flow statement- steps in preparation of fund flow statement, Objectives of cash flow statement- Preparation of cash flow statement - funds flow statement Vs. cash flow statement
5. Financial Analysis -II Analysis and interpretation of financial statements from investor and company point of view, Liquidity, leverage, solvency and profitability ratios – Du Pont Chart -A Case study on Ratio Analysis, Preparation of Bank Reconciliation Statement.





















Structure of syllabus:

 (
Ch.: 1
Introduction to accounting
)

 (
Financial accounting 
)

 (
Accounting 
) (
Book keeping 
)




 (
Ch.: 2
recording financial transactions. I.e. accounting process
)



 (
Applying concepts and principle to financial information (GAAP)
)





 (
***Financial statement (The income statement and balance sheet) ***
)






 (
Ch.: 3 further look of assets like tangible and intangible 
)





 (
Making sense of financial statement 
)






 (
Ch.: 5 ratio analysis  
) (
Ch.: 4 fund flow and cash flow: past & future 
)




UNIT-I

Introduction to Accounting: Definition, Importance, Objectives, uses of accounting and book keeping Vs. Accounting, Single entry and double entry systems, classification of accounts – rules of debit & credit.

When you have read this chapter you will be able to:
i) To know the Definition and objective of Book- Keeping
ii) To study the objectives, functions, and importance Accounting
iii) To understand the methods of Accounting, kinds of Accounts and Accounting rules.
iv) To study the difference between Books- keeping and Accounting
v) To study the various branches of Accounting


1.1 INTRODUCTION
Every person performs some kind of economic activity. A worker daily works and get wages and he spends to buy goods, cloths and some part of earnings saves for future. A business man purchases goods and sales it and incurred various expenses like salaries, rent etc. A partner in firm contributes towards capital in the firm which carries on business may be trading in goods. 
Governments are also carries on some financial activities. All are carrying some kind of economic activities. Such economic activities are performed through transactions and / or events. Thus the business transactions include purchase, sale of goods, rendering various services, receipts and payments for such transactions. In a business concerns the transactions are numerous. The details of all transactions cannot be remembered by the business man. Therefore it is necessary to keep written records of all such transactions. The records of written transaction will help business to settle disputes and also possible to provide valuable information to the owner of business. 
“Accounting is as old as money itself”. Since in early ages all commercial activities were based on barter system only, recording keeping was not a necessity. The Industrial Revolution of 19th century along with rapid rise in population, paved way for the development of commercial activities, mass production and credit terms. Thus recording of business transaction has become an important feature. In recent years with the change of technologies and marketing along with stiff competition, accounting system has undergone remarkable changes.

MEANING OF ACCOUNTING

Accounting, as an information system is the process of identifying, measuring and communicating the economic information of an organization to its users who need the information for decision making. It identifies transactions and events of a specific entity. A transaction is an exchange in which each participant receives or sacrifices value (e.g. purchase of raw material). An event i.e. results from the transactions (whether internal or external) is a happening of consequence to an entity (e.g. use of raw material for production). An entity means an economic unit that performs economic activities


DEFINITION

Accounting as “the process of identifying, measuring and communicating economic information to permit informed judgments and decision by users of the information”.
					American Accounting Association (AAA)
Accounting as “the art of recording, classifying, summarizing in a significantmanner and in terms of money transactions and events, which are, in part at least, of afinancial character and interpreting the results there off”.
				American Institute of Certified Public Accountants (AICPA)

KEY SUMMARY OF DEFINITION

(1)Recording: Recording all the transactions in journal/subsidiary books for purpose of future record or reference. It is referred to as "Journal." 
(2) Classifying: All recorded transactions in subsidiary books are classified and posted to the main book of accounts. It is known as "Ledger." 
(3) Summarizing: All recorded transactions in main books will be summarized for the preparation of Trail Balance, Profit and Loss Account and Balance Sheet. 
(4) Interpreting: Interpreting refers to the explanation of the meaning and significance of the result of final accounts and balance sheet so that parties concerned with business can determine the future earnings, ability to pay interest, liquidity and profitability of a sound dividend policy.

FINANCIAL ACCOUNTING AND MANAGEMENT ACCOUNTING
		
Accounting information can be classified broadly between financial accounting and management accounting.
Financial accounting is the day-to-day recording of an organization’s financial transactions and the summarizing of those transactions to satisfy the information needs of the user groups. It is sometimes referred to as meeting the external accounting needs of the organization, and as such is subject to many rules and regulations (a regulatory framework) imposed by company legislation and accounting standards.
Management accounting is sometimes referred to as meeting the internal accounting needs of the organization, as it is designed to help managers with decision making and planning. As such it often involves estimates and forecasts, and is not subject to the same regulatory framework as financial accounting. 

1.2 NEED AND IMPORTANCE OF ACCOUNTING

When a person starts a business or firm, whether large or small, his main aim is to earn profit. He receives money from definite sources like sale of goods, interest on bank deposits etc. He has to spend money on certain items like purchase of goods, salary, rent, etc. These activities take place during the normal course of his business. He would naturally be anxious at the year end, to know the progress of his business. Business transactions are numerous, that it is not possible to recall his memory as to how the money had been earned and spent. At the same time, if he had noted down his incomes and expenditures, he can readily get the required information. Hence, the details of the business transactions have to be recorded in a clear and systematic manner to get answers easily and accurately for the following questions at any time he likes.
i. What has happened to his investment?
ii. What is the result of the business transactions?
iii. What are the earnings and expenses?
iv. How much amount is receivable from customers to whom goods have been sold on credit?
v. How much amount is payable to suppliers on account of credit purchases?
vi. What are the nature and value of assets possessed by the business concern?
vii. What are the nature and value of liabilities of the business concern?
These and several other questions are answered with the help of accounting. The need for recording business transactions in a clear and systematic manner is the basis which gives rise to Book-keeping.

1.3 OBJECTIVE OF ACCOUNTING

Objective of accounting may differ from business to business depending upon their specific requirements. However, the following are the general objectives of accounting.

 (
Systematic record
 of transactions
)



 (
To discover the results of the operation
)				





 (
To depict liquidity position 
) (
To discover financial position 
) (
To determine profit and loss  
)




 (
To protect business properties
)








 (
Rational decision making
)

	To keeping systematic record
	It is very difficult to remember all the business transactions that take place. Accounting serves this purpose of record keeping by promptly recording all the business transactions in the books of account.


	To ascertain the results of the operation
	Accounting helps in ascertaining result i.e., profit earned or loss suffered in business during a particular Period. For this purpose, a business entity prepares either a Trading and Profit and Loss account or an Income and Expenditure account which shows the profit or loss of the business by matching the items of revenue and expenditure of the same period.

	To ascertain the financial position of the business
	In addition to profit, a businessman must know his financial position i.e., availability of cash, position of assets and liabilities etc. This helps the businessman to know his financial strength. Financial statements are barometers of health of a business entity.

	To depict the liquidity position:
	Financial reporting should provide information about how an enterprise obtains and spends cash, about its borrowing and repayment of borrowing, about its capital transactions, cash dividends and other distributions of resources by the enterprise to owners and about other factors that may affect an enterprise’s liquidity and solvency.

	To protect business properties
	Accounting provides up to date information about the various assets that the firm possesses and the liabilities the firm owes, so that nobody can claim a payment which is not due to him.

	To facilitate rational decision – making
	Accounting records and financial statements provide financial information which help the business in making
Rational decisions about the steps to be taken in respect of various aspects of business.



1.4 USES OF ACCOUNTING or IMPORTANTS OF ACCOUNTING 

In 2001 the IASB adopted a Framework for the Preparation and Presentation of Financial Statements which set out certain concepts that underlie the preparation and presentation of financial Statements. The Framework identifies the following seven groups of users together with the information which they need from the financial statements:

 (
Suppliers
And other trade
Creditors
) (
Lenders
)


 (
Public/ investors
)


 (
Users of accounting or financial statement 
)
 (
Employee
)

	
 (
Owners
)


 (
Government and their agency
) (
Customers
)





USERS GROUP 					INFORMATION NEEDS	
Owners	The owners provide funds or capital for the organization. They possess curiosity in knowing whether the business is being conducted on sound lines or not and whether the capital is being employed properly or not. Owners, being businessmen, always keep an eye on the returns from the investment. Comparing the accounts of various years helps in getting good pieces of information.
Employees:	Payment of bonus depends upon the size of profit earned by the firm. The more important point is that the workers expect regular income for the bread. The demand for wage rise, bonus, better working conditions etc. depend upon the profitability of the firm and in turn depends upon financial position.

Investors:	The prospective investors who want to invest their money in a firm of course wish to see the progress and prosperity of the firm, before investing their amount, by going through the financial statements of the firm. This is to safeguard the investment

Government	Government keeps a close watch on the firms which yield good amount of profits. The state and central Governments are interested in the financial statements to know the earnings for the purpose of taxation. To compile national accounting is essential
Consumers	These groups are interested in getting the goods at reduced price. Therefore, they wish to know the establishment of a proper accounting control, which in turn will reduce to cost of production, in turn fewer prices to be paid by the customers. Researchers are also interested in accounting for interpretation.


Creditors	Profit and Loss Account and Balance Sheet are nerve centers to know the soundness of the firm. Creditors are the persons who supply goods on credit, or bankers or lenders of money. It is usual that these groups are interested to know the financial soundness before granting credit.


Management:	The management of the business is greatly interested in knowing the position of the firm. The accounts are the basis, the management can study the merits and demerits of the business activity.	 The financial accounting is the “eyes and ears of management and facilitates in drawing future course of action, further expansion etc.”



1.5 BOOK KEEPING

Every day business transactions may be around hundreds/thousands. Can a businessman remember all these transactions in every respect? Not at all. So it becomes necessary to record these business transactions in details and in a systematic manner. Recording of business transactions in a systematic manner in the books of account is called book-keeping. Book- Keeping is concerned with recording of financial data.  It is important to note that only those transactions related to business which can be expressed in terms of money are recorded. The activities of book-keeping include recording in the journal, posting to the ledger and balancing of accounts.

DEFINITION
 “Book-keeping is the science and art of correctly recording in the books of account all those business transactions that result in the transfer of money or money’s worth”.
R.N. Carter
“The art of keeping a permanent record of business transactions is book keeping”.
										A.H.Rosenkamph.




OBJECTIVES

i. to have permanent record of all the business transactions.
ii. To keep records of income and expenses in such a way that the net profit or net loss may be calculated.
iii. To keep records of assets and liabilities in such a way that the financial position of the business may be ascertained.
iv. To keep control on expenses with a view to minimize the same in order to maximize profit.
v. To know the names of the customers and the amount due from them.
vi. To know the names of suppliers and the amount due to them.
vii. To have important information for legal and tax purposes.


1.6 BOOK KEEPING VS ACCOUNTING

	BASIS OF
DISTINCTION
	BOOK-KEEPING
	ACCOUNTING

	Nature
	It is concerned with identifying financial transactions, measuring them in monetary terms; recording and classifying them.
	It is concerned with summarizing the recorded transactions, interpreting them and communicating the results.

	Scope
	Recording and maintenance of books of accounts.
	It is not only recording and maintenance of books of accounts but also includes analysis, interpreting and communicating the information.

	Responsibility
	A book-keeper is responsible for recording business transactions.
	An accountant is also responsible for the work of a book-keeper.

	Objective
	It is to maintain systematic records
of financial transactions
	It aims at ascertaining business income and financial position by maintaining records of business transactions

	Function
	It is to record business transactions.So its scope is limited.
	It is the recoding, classifying, summarizing, interpreting business transactions and communicating the results. Thus its scope is quite wide.

	Stage
	Primary stage.
	Secondary stage.

	Basis
	Vouchers and other supporting documents are necessary as evidence to record the business transactions.
	Book-keeping works as the basis for accounting information

	Level of knowledge
	It is enough to have elementary Knowledge of accounting to do book keeping.
	For accounting, advanced and in-depth knowledge and understanding is required.

	Relation
	Book-keeping is the first step to accounting.
	Accounting begins where bookkeeping
ends

	Staff involved
	Work is done by the junior involved staff of the organization.
	Senior staff performs the accounting work.



ACCOUNTANCY, ACCOUNTING AND BOOK-KEEPING

Accountancy refers to a systematic knowledge of accounting. It explains “why to do” and “how to do” of various aspects of accounting. It tells us why and how to prepare the books of accounts and how to summarize the accounting information and communicate it to the interested parties.


Accounting refers to the actual process of preparing and presenting the accounts. In other words, it is the art of putting the academic knowledge of accountancy into practice
Book-keeping is a part of accounting and is concerned with record keeping or maintenance of books of accounts. It is often routine and clerical in nature.
Book-keeping provides the basis for accounting and it is complementary to accounting process. Accounting begins where book-keeping ends. Accountancy includes accounting and book-keeping. The terms Accounting and Accountancy are used synonymously. 

BRANCHES OF ACCOUNTING

Increased scale of business operations has made the management function more complex. This has given rise to specialized branches in accounting. The main branches of accounting are Financial Accounting, Cost Accounting and Management Accounting.


Financial Accounting
It is concerned with recording of business transactions in the books of accounts in such a way that operating result of a particular period and financial position on a particular date can be known.
Cost Accounting
It relates to collection, classification and ascertainment of the cost of production or job undertaken by the firm.
Management Accounting
It relates to the use of accounting data collected with the help of financial accounting and cost accounting for the purpose of policy formulation, planning, control and decision making by the management.

1.7 ACCOUNTING SYSTEMS

 (
Types of accounting systems
)



 (
 Accrued systems
) (
Cash systems
)


 (
Mixed or Hybrid Basis of Accounting
)




Cash system of accounting:
	It is a system in which accounting entries are made only when cash is received or paid.no entry is made when a payment or receipts is merely due. Government system of accounting is mostly on the cash systems.
Accrued system mercantile system of accounting 
It is a system in which accounting entries are made on the basis of amount become due for payment or receipts. These systems recognize the facts that if a transaction or event has occurred. 
Mixed or Hybrid Basis of Accounting
When certain items of revenue or expenditure are recorded in the books of account on cash basis and certain items on mercantile basis, the basis of accounting so employed is called ‘hybrid basis of accounting’. For example, a company may follow mercantile system of accounting in respect of its export business. However, government subsidies and duty drawbacks on exports to be received from government are recorded only when they are actually received.






1.7 ACCOUNTING SYSTEMS 

 (
Accounting system 
)
 (
Single Entry system 
) (
Double Entry System
)





1.7.1SINGLE ENTRY:
It is incomplete system of recording business transactions. The business organization maintains only cash book and personal accounts of debtors and creditors. So the complete recording of transactions cannot be made and trail balance cannot be prepared.

1.7.2 DOUBLE ENTRY SYSTEM:
There are numerous transactions in a business concern. Each transaction, when closely analyzed, reveals two aspects. One aspect will be “receiving aspect” or “incoming aspect” or “expenses/loss aspect”. This is termed as the “Debit aspect”. The other aspect will be “giving aspect” or “outgoing aspect” or “income/gain aspect”. This is termed as the “Credit aspect”. These two aspects namely “Debit aspect” and “Credit aspect” forms the basis of Double Entry System.
The double entry system is so named since it records both the aspects of a transaction .In short, the basic principle of this system is, for every debit, there must be a corresponding credit of equal amount and for every credit, there must be a corresponding debit of equal amount.
FEATURES
i. Every business transaction affects two accounts.
ii. Each transaction has two aspects, i.e., debit and credit.
iii. It is based upon accounting assumptions concepts and principles.
iv. Helps in preparing trial balance which is a test of arithmetical accuracy in accounting.
v. Preparation of final accounts with the help of trial balance.

MEANING OF DEBIT AND CREDIT:

The term ‘debit’ is supposed to have derived from ‘debit’ and the term ‘credit’ from ‘creditable’. For convenience ‘Dr’ is used for debit and ‘Cr’ is used for credit. Recording of transactions require a thorough understanding of the rules of debit and credit relating to accounts. Both debit and credit may represent either increase or decrease, depending upon the nature of account.






1.7.3 SINGLE ENTRYSYSTEM 	vs.	DOUBLE ENTRY SYSTEM:

	Nature 
	Single Entry system

	Double Entry system 


	Meaning

	Single entry system is an incomplete system of recording financial transactions
	Double entry system is a complete system of recording and reporting financial transactions

	Accounts
	Single entry system maintains only personal accounts of debtors and creditors and cash book.
	Double entry system all personal, real and nominal accounts.


	Trial Balance
	Single entry system cannot prepare a trial balance and hence, arithmetical accuracy of books of accounts cannot be checked.
	Double entry system prepares trial balance and hence, arithmetical accuracy of the books of accounts can be checked.


	Profit Or Loss
	Single entry system cannot ascertain the true amount of profit or loss of the business as it does not maintain nominal accounts.
	Double entry system ascertains true profit or loss of the business as it maintains all nominal accounts.



	Financial Position
	Single entry system cannot ascertain the true financial position of the business because it does not maintain real accounts except cash book.
	Double entry system ascertains financial position of the business as it maintains all personal and real accounting 

	Suitability
	Single entry system is suitable to a small business where only limited number of transactions are performed.
	Double entry system is suitable for a large business.

	Tax Purpose
	Single entry system is not acceptable for the purpose of assessment of tax
	Double entry system is acceptable for the purpose of assessment of tax.










1.8 TYPES OF ACCOUNTS
The transactions are recorded in the books under a unique account. Each account is assigned a separate name to distinguish it from other accounts. While making an entry in the books, first we should see, to which category of accounts it belongs. There are mainly three types of accounts.

(i) Transactions relating to persons.
(ii) Transactions relating to properties and assets
(iii) Transactions relating to incomes and expenses.
The accounts falling under the first heading are known as ‘personal Accounts’. The accounts falling under the second heading are known as ‘Real Accounts’, the accounts falling under the third heading are called ‘Nominal Accounts’. The accounts can also be classified as personal and impersonal. The following chart will show the various types of accounts
 (
ACCOUNTING
)
 (
Impersonal accounting 
) (
Personal accounting 
)




 (
Debit the receiver 
Credit the receiver 
) (
Real accounting 
) (
Nominal accounting 
)EX: ravi, sole prop, SBI bank.
 (
Debit what comes in 
Credit what goes out 
)	
 (
Debit all expenses and loss 
Credit all income and gains 
)EX: Cash, building 	                  EX: salary 



1. Personal Accounts.
Accounts related to persons (living ornon-living) are called personal accounts. In business we have to deal with a number of persons. Some are living like us and some are artificial which do not have a living existence but have a separate legal existence.Thus in accountancy we classify persons into
	Natural Persons 
Artificial Person.
Natural persons are the persons who are living e.g. Rahul, Mohan, Sam, Peter etc.
Artificial persons are all the firms, companies, institutions with whom you deal. In accounts business is a separate legal entity which has an existence of its own. Similarly the other companies, firm or organizations are regarded as separate legal entities.These are regarded as artificial persons... Examples of artificial persons are ABC Ltd, Wipro Ltd, Hindustan Lever, X and Co, Ahuja & sons etc.

 (
Debit the Receiver
Credit the Giver
)	

			
2. Real Accounts
Accounts related to assets (tangible or intangible) come under the category of real accounts e.g. land, furniture, machinery, goodwill, patents etc. are real accounts. Some of the assets of the business are such which you can touch, see and feel. Tangible assetshave physical existencee.g.cash, inventories, debtors, securities, land, building, machinery, furniture, equipment’s, vehicles etc. assets which can be seen, touched and felt. These assets are called tangible assets.  
 In business it’s not necessary that all assets must have a physical existence. Some assets are such which cannot be touched, seen or felt but still they have an economic value. The example of such assets are Goodwill, patents, trademarks, brand value, human intelligence. These assets are called intangible assets. These assets just like tangible assets can be sold and bought in the market and these appear on the balance sheet of the company together with other assets. 
 (
Debit what comes in
Credit what goes out
)					


3. Nominal Accounts
These are the accounts related to incomes and expenditures of a business entity.  Expenditure or expenses are the amount paid or payable which has given its benefit to the business in the fiscalyear.e.g. Salaries, wages, carriage, transportation, rent, electricity, stationary, taxes, commissions paid, interest paid etc. Incomes are the receipts which increase the profits of the business. Examples of incomes are rent received, commission received, interest received, dividend received etc.

 (
Debit all the expenses and losses
Credit all incomes and gains
)




1.9 Analyze the transactions
	Transaction
	Accounts involved
	Nature of
accounts
	How affected
	Whether to
be debited
or credited

	(a)Ramesh started his business with cash
	Cash A/c 
Capital A/c 
	Real
Personal
	Cash is coming in
Ramesh is the giver
	Debit
Credit

	(b) Borrowed from Nikhil
	Cash A/c
Loan from Nikhil A/c
	Real
Personal
	Cash in coming in
Nikhil is the giver
	Debit
Credit

	(c) Purchased furniture

	Furniture A/c 
Cash A/c 
	Real 
Real 
	Furniture is coming in 
Cash is going out 
	Debit
Credit

	(d) Purchased furniture from Mohan on credit
	Furniture A/c
Mohan A/c 
	Real
Personal
	Furniture is coming in 
Mohan is the giver
	Debit
Credit

	(e) Purchased goods for cash

	Purchases A/c 
Cash A/c
	Real 
Real
	Goods are coming in 
Cash is going out
	Debit
Credit

	(f) Purchased goods from Ram on credit
	Purchases A/c
Ram’s A/c
	Real
Personal
	Goods are coming in
Ram is the giver
	Debit
Credit

	(g) Sold goods for cash

	Cash A/c
Sales A/c
	Real
Real

	Cash is coming in
Goods are going out
	Debit
Credit

	(h) Sold goods to Hari on credit

	Hari’s A/c
Sales A/c
	Personal
Real
	Hari is the receiver
Goods are going out
	Debit
Credit

	(i) Received cash from Hari
	Cash A/c
Hari’s A/c
	Real
Personal
	Cash is coming in
Hari is the giver
	Debit
Credit

	j)Withdrew cash for personal use

	Drawings A/c
Cash A/c
	Personal
Real
	Ramesh is the receiver
Cash is going out
	Debit
Credit

	(k) Withdrew from bank for office use
	Cash A/c
Bank A/c
	Real
Personal
	Cash is coming in
Bank is the giver
	Debit
Credit

	l) Paid an advance to suppliers of goods

	Advance to Suppliers A/c
Cash A/c
	Personal
Real

	Suppliers are the receivers
Cash is going out
	Debit
Credit

	(m) Received an advance from customers
	Cash A/c
Adv. from Customers A/c
	Real
Personal
	Cash is coming in
Customers are the givers
	Debit
Credit






FUNCTIONS OF ACCOUNTING
A. Record Keeping Function:
The primary function of accounting relates to recording, classification and summary of financial transactions-journalisation, posting, and preparation of final statements. These facilitate to know operating results and financial positions. The purpose of this function is to report regularly to the interested parties by means of financial statements. Thus accounting performs historical function i.e., attention on the past performance of a business; and this facilitates decision making programmed for future activities
   B. Managerial Function:
Decision making programmed is greatly assisted by accounting. The managerial function and decision making programmers, without accounting, may mislead...
C. Legal Requirement function:
Auditing is compulsory in case of registered firms. Auditing is not possible without accounting. Thus accounting becomes compulsory to comply with legal requirements. Accounting is a base and with its help various returns, documents, statements etc., are prepared.
    D. Language of Business: 
Accounting is the language of business. Various transactions are communicated through accounting. There are many parties-owners, creditors, government, employees etc., who are interested in knowing the results of the firm and this can be communicated only through accounting. The accounting shows a real and true position of the firm or the business.


























UNIT-II
The Accounting Process: Overview, Books of Original Record; Journal and Subsidiary books, ledger, Trial Balance, Final accounts: Trading accounts- Profit & loss accounts- Balance sheets with adjustments, accounting principles
When you have read this chapter you will be able to:
i. To study the basic accounting principles.
ii. To understand the meaning of journal and ledger
iii. To understand the kinds of subsidiary books
iv. To study the meaning and definition of Trial balance
v. To learn how to prepare the final accounts

1. ACCOUNTING PROCESS
Book keeping began with the entry of all transactions into one book which recorded the details of transactions. This book was called a book of prime entry or Journal. The transactions were copied from Waste Books or Memorandum Book into the Journal in a chronological order. 
This work of entering every transaction into the Journal first and then posting to ledger, however, was soon found to be tedious and cumbersome as well as lacking facilities for ready and easy reference. With the result the Journal was sub-divided into various subsidiary journals to record accounting transactions of similar nature date-wise. First of all the cash transactions were separated and used to be dealt with in another book. Then the transactions relating to credit purchases and credit sales were separated and started to be recorded separately.
A sequence of activities involving the recording of how cash is received and paid out in a company or organization. The accounting process in business is based on four accounting methods, which are: the accrual method, the consistency method, the carefulness method and the going concern method.



1.1ACCOUNTING EQUATION
The source document is the origin of a transaction and it initiates the accounting process, whose starting point is the accounting equation. Accounting equation is based on dual aspect concept (Debit and Credit). It emphasizes on the fact that every transaction has a two sided Effect i.e., on the assets and claims on assets. Always the total claims (those of outsiders and of the proprietors) will be equal to the total assets of the business concern. The claims are also known as equities, are of two types: i.) Owners equity (Capital); 
ii.) Outsiders’ equity (Liabilities).

Assets = Equities
Assets = Capital + Liabilities (A = C+L)
Capital = Assets – Liabilities (C = A–L)
Liabilities = Assets – Capital (L = A–C)
Effect of Transactions on Accounting Equation:
Illustration 1
If the capital of a business is Rs.3, 00,000 and other liabilities are Rs.2, 00,000, calculate the total assets of the business.
Solution
Assets = Capital + Liabilities
Capital + Liabilities = Assets
Rs. 3, 00,000 + Rs.2, 00,000 = Rs.5, 00,000
Illustration 2
If the total assets of a business are Rs.3, 60,000 and capital is Rs.2, 00,000, calculate liabilities.
Solution
Assets = Capital + Liabilities
Liabilities = Assets – Capital
Assets – Capital = Liabilities
Rs. 3, 60,000 – Rs. 2, 00,000 = Rs. 1, 60,000
Illustration 3
If the total assets of a business are Rs.4, 50,000 and outside liabilities are Rs.2, 50,000, calculate the capital.
Solution:
Capital = Assets – Liabilities
Assets – Liabilities = Capital
Rs. 4, 50,000 – Rs. 2, 50,000 = Rs.2, 00,000
Illustration - 4
Transaction 1: Murugan started business with Rs.50, 000 as capital. The business unit has received assets totaling Rs.50, 000 in the form of cash and the claims against the firm are also Rs.50, 000 in the form of capital. The transaction can be expressed in the form of an
Accounting equation as follows:
Assets = Capital + Liabilities
Cash = Capital + Liabilities
Rs. 50,000 = Rs. 50,000 + 0

[image: UNIT -2 - Word]

The production of the income statement and balance sheet from the double-entry bookkeeping system
 (
   Balances recorded in 
balance sheet
) (
     Recheck in trial balance. Arithmetically accurate
)
 (
                     Not a part of the double entry systems
)
 (
Credited 
to 
a 
ledger 
account
)	
 (
   Debited to 
a 
ledger 
account
) (
                    Part of the double entry systems
)
2.JOURNAL
Journal is a historical record of business transaction or events. The word journal comes from the French word “Jour” meaning “day”. It is a book of original or prime entry. Journal is a primary book for recording the day to day transactions in a chronological order i.e. the order in which they occur. The journal is a form of diary for business transactions. This is called the book of first entry since every transaction is recorded firstly in the journal.
Journal Entry
Journal entry means recording the business transactions in the journal. For each transaction, a separate entry is recorded. Before recording, the transaction is analyzed to determine which account is to be debited and which account is to be credited. 
The Performa of journal is shown as follows:
	Date
(1)
	Particulars
(2)
	L.F.
(3)
	Debit
(Amount)
(4)
	Credit
(Amount)
(5)

	
	
	
	
	



Column 1 (Date): The date of the transaction on which it takes pale is written in this column.
Column 2 (Particulars): In this column, the name of the accounts to the debited is written first, and then the names of the accounts to be credited and lastly, the narration (i.e. a brief explanation of transaction) are entered.
Column 3 (L.F.): L.F. stands for ledger folio which means page of the ledger. In this column are entered the page numbers on which the various accounts appear in the ledger.
Column 4 (Dr. Amount): In this column, the amount to be debited against the ‘Dr.’ Account is written along with the nature of currency.
Column 5 (Cr. Amount): In this column the amount to be credited against the ‘Cr.’ Account is written along with the nature of currency.
3. SUBSIDIARY BOOKS
If the transactions of the enterprise are huge, to comfort the process of posting the transactions, the transactions should be classified into two categories. 

 (
Transactions
)


		
Regular basis					  non-Regular basis
The regular / frequent occurrence of transactions are recorded only in the separate books which are known as subsidiary book of accounts or subsidiary journals instead to record in the regular journal. 
The infrequent transactions are recorded / posted in the original journal or Journal proper which do not have any specific subsidiary journal or subsidiary books.
The subsidiary journals or books are developed by the firms only based on the occurrence of the transactions. Normally the frequent occurrence of the transactions of the firm is major formation of the subsidiary books of the accounting system.
 (
   SUBSIDIARY BOOKS
)



	Name of the special journal
	Specific transactions to berecorded

	I. Cash Journal
(a) Single column cash book
(b) Double column cashbook
(c) Triple column cash book
(d) Petty cash book
	
Cash transactions
Cash and discount transactions
Cash, bank and discount transactions
Petty cash transactions

	II. Goods journal
(a) Purchase book
(b) Sales book
(c) Sales returns book (orReturn Inwards book)
(d) Purchase returns book(or Return outwardsbook)
	
Credit purchase of goods
Credit sales of goods
Goods returned by those customers to
whom goods were sold on credit
Goods returned to those suppliers
from whom goods were purchased on
credit

	III. Bills journal
(a) Bills receivable book
(b) Bills payable book
	
Bills receivable drawn
Bills payable accepted

	IV. Journal proper

	Transactions not covered elsewhere




1. PURCHASES BOOK
This book is used to record all credit purchases made by the business concern from its suppliers. This book is also known as ‘Purchases Books’, ‘Purchases Journal’ or ‘Invoice Book’. It is a book meant for credit purchases only for resale

Preformat of the Purchases Book
	Date
	Particulars (Name of the Supplier)
	       L.F.
	Inward Invoice
Number
	Amount

	
	
	
	
	



The purchase book usually contains various components viz.
Name of the supplier - From whom the raw material were procured on credit
Ledger folio - It is the number of the page where the journal entry is transacted.
Inward Invoice No - The book contains the invoice number of the credit purchase of the goods from the supplier
Amount (Rs) -The book contains the value of credit purchase transactions from the supplier.

Steps involved in posting the entries:
· Posting the entries pertaining to the individual accounts into the Purchase journal
· The total of the purchase journal is determined on monthly and finally should be posted into debit side of the purchase account


2. PURCHASE RETURNS BOOK
This is a book of goods returned to the supplier which are out of credit purchases. The return of goods out of the credit purchase is due to non-confirmation with the specification mentioned in the order.

Preformat of the Purchasesreturns Book
	Date
	Particulars
	L.F.
	DEBIT NOTE(Out ward Invoice No)
	Amount

	
	
	
	
	



The purchase returns book consists of various components vise
Name of the supplier - To whom the goods/ raw material purchased, were returned
Ledger folio - It is the number of the page where the journal entry is posted
Debit Note No -It is the page number on the original copy of the document sent to the firm to whom the goods are sent
Amount (Rs) -The book should illustrate the value of goods/raw material returned out of credit purchase

Steps involved:
· Posting the entries of the purchase returns to the individual suppliers' account into the purchase return journal
· The monthly total of the purchase journal is credited into the purchase return account

3. SALES BOOK
It is a book maintained by the enterprise only during the moment of selling the goods on credit. It is pronounced in other words as sales journal.
Preformat of the Sales Book
	Date
	Particulars(Name of the customer)
	L.F.
	outward Invoice
Number
	Amount

	
	
	
	
	



The sales normally contains the following components
Name of the customer - The sales book usually records the name of the buyer
Who has been sold the goods or raw materials on credit Date Name of the Customer Ledger Folio Out ward Invoice No. Amount Rs Date Name of the Customer Ledger Folio Credit Noted No. Amount Rs Date Name of the Supplier Ledger Folio Inward Invoice No. Amount Rs
Ledger Folio - The page number where the journal entry is posted / transacted
Out Ward Invoice No- This book registers the invoice number of the goods /raw materials sold out to the buyers on credit.
Amount (Rs) - It is fundamental document to earmark the value of the goods/raw materials sold out on credit to the various buyers. It facilitates the firm to identify the amount of sales transacted on credit as well as to collect the amount of dues from the buyers.

STEPS INVOLVED IN THE SALES BOOK
· Sale of the goods/raw materials to the individual buyers are entered on daily basis
· The monthly total of sales book is credited into the sales account of the firm which includes both the sale transactions of cash as well as credit

4. SALES RETURN BOOK
It is a book which registers the goods sold on credit and received from the buyers. The sales return from the buyers is due to non-confirming to the specifications mentioned at the moment of placement of the order. It is known as sales return journal.

Preformat of the Sales return Book
	Date
	Particulars
	L.F.
	DREDIT NOTE
	Amount

	
	
	
	
	



Name of the customer - It includes the most important information about the buyer who returned the goods /raw materials, non-confirming to specifications of the placed.
Ledger folio - It contains the page number of the journal entry posted.
Credit Note No - It is a number on the original copy of the document sent to the firm from whom the goods are received i.e., buyer

Steps Involved In the Sales Return Book
· Sales return of the enterprise from the individual buyers are recorded immediately after the transactions
· The monthly total of the sales return is posted into the debit side of the sales return account in accordance with the rule of Real account

5. BILLS RECEIVABLE BOOK:
This book is used to record all the bills received by the business from its customers. It contains details regarding the name of the acceptor, date of the bill, term of the bill, due date and the amount of the bill. The specimen ruing of a Bills Receivable Book is given below:

 Bills Receivable Book
	s.no
	Date of receipts
	l.f
	drawer
	acceptor
	Term 
	Due date
	[image: C:\Users\DEVA PRASAD\Desktop\rupee-symbol-transparent.png]
	remarks

	
	
	
	
	
	
	
	
	


While posting, the individual customers’ accounts will be credited and the total of the Bills Receivable Book for a specified period will be debited to the Bills Receivable Account in the Ledger.

6. BILLS PAYABLE BOOK:
This book is used to record all the bills accepted by the business drawn by its creditors. It contains details regarding the name of the drawer, payee and date of acceptance, due date, place of payment, term and amount of the bill. The specimen ruling of Bills payable Book is given below

              Bills Payable Book
	s.no
	Date of acceptor
	drawer
	payee
	l.f

	Were payments 
	Date of bill
	term
	Due date
	[image: C:\Users\DEVA PRASAD\Desktop\rupee-symbol-transparent.png]
	remarks

	
	
	
	
	
	
	
	
	
	
	


While posting the individual drawer or payee account is debited and the Bills payable Account is credited with the total in the Bills Payable Book


CASH TRANSACTION

In every business house there are cash transactions as well as credit transactions. All credit transactions will become cash transactions when payments are made to creditors or cash received from debtors. Since, cash transactions will be numerous, it is better to keep a separate book to record only the cash transactions.

A cash book is a special journal which is used to record all cash receipts and cash payments. The cash book is a book of original entry or prime entry since transactions are recorded for the first time from the source documents. The cash book is a ledger in the sense that it is designed in the form of a cash account and records cash receipts on the debit side and cash payments on the credit side. Thus, the cash bookis both a journal and a ledger. Cash Book will always show debitbalance, as cash payments can never exceed cash available. In short, cash book is a special journal which is used for recording all cash receipts and cash payments.

1. SINGLE COLUMN CASH BOOK
Single column cash book (simple cash book) has one amount column in each side. All cash receipts are recorded on the debit side and all cash payments on the credit side. In fact, this book is nothing but a Cash Account. Hence, there is no need to open cash account in the ledger. The format of a single column cash book is given below.

Format
Debit Side 		Single Column Cash Book of................		 Credit Side
	Date
	Particulars
	R.No.(lf)
	[image: C:\Users\DEVA PRASAD\Desktop\rupee-symbol-transparent.png]
	Date 
	Particulars.
	V.No(lf)
	[image: C:\Users\DEVA PRASAD\Desktop\rupee-symbol-transparent.png]

	
	
	
	
	
	
	
	



Explanation:
i. Date: This column appears in both the debit and credit side. It records the date of receiving cash at debit side and paying cash at credit side.
ii. Particulars: This column is used at both debit and credit side. It records the names of parties (personal account), heads (nominal account) and items (real account) from whom payment has been received and to whom payment has been made.
v. Ledger Folio (L.F): This column is used in both the debit and credit side of cash book. The ledger page (folio) of every account in the cash book is recorded against it.
vi. Amount: This column appears in both sides of the cash book. The actual amount of cash receipt is recorded on the debit side. The actual payments are entered on the credit side.

2. DOUBLE COLUMN CASH BOOK
This type of Cash Book is used when cash transactions involving discount allowed or received are affected. Usually, discount is allowed when payments are promptly made by the customers and discount is enjoyed when payments are promptly made by the business. Cash Book with discount and cash columns on either side of the single column cash book, another column is added to record discount allowed and discount received. The discounts allowed by the business are entered on the debit side and discounts received are entered on the credit side of the Cash Book. The discount columns as such cannot be balanced.

Double Column Cash Book
(Cash book with Discount and Cash Column)...............	
Debit								                                     Credit
	Date
	Particulars
	R.No.
	Discount 
allowed
	[image: C:\Users\DEVA PRASAD\Desktop\rupee-symbol-transparent.png]
	Date 
	Particulars.
	V.No
	Discount received
	[image: C:\Users\DEVA PRASAD\Desktop\rupee-symbol-transparent.png]

	
	
	
	
	
	
	
	
	
	




Trade discount
When a customer buys goods regularly or buys large quantity or buys for a large amount, the seller is usually inclined to allow a concession in price. He will calculate the total price according to the list of catalogue. But after the total is arrived at, he will make a deduction 5% or 10% depending upon his business policy. This deduction is known as Trade discount.

Cash Discount
An amount which is allowed for the prompt settlement of debt arising out of a sale within a specified time and calculated on a percentage basis is known as cash discount, i.e., it is always associated with actual payment.

3. TRIPLE COLUMN CASH BOOK
Large business concerns receive and make payments in cash and by cheese. Where cash discount is a regular feature, a Triple Column Cash Book is more advantageous. This cash book has three amount columns (cash, bank and discount) on each side. All cash receipts deposits into bank and discount allowed are recorded on debit side and all cash payments, withdrawals from bank and discount received are recorded on credit side.

Dr	Preformatted of Three columnar cash book	                                                    Cr	                                                                                                              
	Date
	Receipts
	Bank
	Cash
	Discount
Allowed
	Date
	Payments
	Bank
	Cash
	Discount
Received

	
	
	
	
	
	
	
	
	
	




Contra Entry
When an entry affect both cash and bank accounts it is called a contra entry. Contra in Latin means opposite. In contra entries both the debit and credit aspects of a transaction are recorded in the cash book itself.

Example 1: Cash paid into bank
 (
Bank A/c Dr. x x x
      
To Cash A/c x x x
(Cash paid into bank)
)



This is a contra entry. As the cash book with cash and bank columns is a combined cash and bank account, both the aspects of the transaction will be entered in the same book. In the debit side ‘To Cash A/c’ will be entered in the particulars column and the amount will be entered in the bank column. In the credit side ‘By Bank A/c’ will be entered in the particulars column and the amount will be entered in the cash column.Such contra entries are denoted by writing the letter ‘C’ in the L.F. column, on both sides of the cash book. They indicate that no posting in respect thereof is necessary in the ledger.
Example 2: Cash withdrawn from bank for office use.
 (
Cash A/c Dr. x x x
To Bank A/c x x x
(Cash withdrawn for office use)
)




This is also a contra entry. In the debit side ‘To Bank A/c’ will be entered in the particulars column and the amount will be entered in the cash column. In the credit side ‘By Cash A/c’ will be entered in the particulars column and the amount will be entered in the bank column. Such contra entries are denoted by writing the letter ‘C’ in the L.F. column, on both sides of the cash book. They indicate that no posting in respect thereof is necessary in the ledger.
PETTY CASH BOOK
In any organization, there may be many petty transactions incurring for which payments have to be done. Therefore, cash is kept with an employee, who deals with it and makes regular payments out of it. To make it simple and secure, mostly a constant balance is kept with that employee.

Petty means ‘small’. The petty cash book is a book where small recurring payments like carriage, cartage, postage and telegram, printing and stationery etc., are recorded by the petty cashier, a person other than the main cashier.
We will soon discuss about ‘Analytical or Columnar Petty Cash Book’ which is most commonly used in most of the organizations.
Format:
PETTY CASH BOOK 
	Amt 
Recd 
	C.B.F 

	Date 

	Particulars 

	Amt 
Paid 
	Stationery 
&
Printing 
	Cartage 

	Loading 

	Postage 

	L.F 


	
	
	
	
	
	
	
	
	
	


4. LEDGER
Ledger is a principal book of accounts of the enterprise. It is rightly called as the 'King of Books'. Ledger is a set of accounts. Ledger contains the various personal, real and nominal accounts in which all business transactions of the entity are recorded. The main function of the ledger is to classify and summaries all the items appearing in Journal and other books of original entry under appropriate head/set of accounts so that at the end of the accounting period, each account contains the complete information of all transaction relating to it. A ledger therefore is a collection of accounts and may be defined as a summary statement of all the transactions relating to a person, asset, expense or incomewhich have taken place during a given period of time and shows their net effect.

Utility of a Ledger
The main utilities of a ledger are summarized as under:
(a) It provides complete information about all accounts in one book.
(b) It enables the ascertainment of the main items of revenues and expenses
(c) It enables the ascertainment of the value of assets and liabilities.
(d) It facilitates the preparation of Final Accounts.
Dr			           Name of the account……..					cr
	Date
	Particulars
	J.F
	Amount
	Date
	Particulars
	J.F
	amount

	
	
	
	
	
	
	
	



Posting
Posting refers to the process of transferring debit and credit amounts from the Journal or subsidiary books to the respective heads of accounts in the ledger. Journal will have at a minimum of one debit and one credit for each transaction. The ledger will have either a debit or a credit for each account used in the Journal. Posting may be done daily, weekly fort nightly or monthly according to the convenience and requirements of the business, but care should be taken to complete it before the preparation of annual financial statements.



5. TRIAL BALANCE:

Trial balance is a statement prepared with the balances or total of debits and credits of all the accounts in the ledger to test the arithmetical accuracy of the ledger accounts. As the name indicates it is prepared to check the ledger balances. If the total of the debit and credit amount columns of the trail balance are equal, it is assumed that the posting to the ledger in terms of debit and credit amounts is accurate.

DEFINITION
According to M.S. Gosav “Trail balance is a statement containing the balances of all ledger accounts, as at any given date, arranged in the form of debit and credit columns placed side by side and prepared with the object of checking the arithmetical accuracy of ledger postings”.

OBJECTIVES OF PREPARING A TRAIL BALANCE

(i) It gives the balances of all the accounts of the ledger. The balance of any account can be found from a glance from the trail balance without going through the pages of the ledger.
(ii) It is a check on the accuracy of posting. If the trail balance agrees, it proves:
(a) That both the aspects of each transaction are recorded and
(b) That the books are arithmetically accurate.
(iii) It facilitates the preparation of profit and loss account and the balance sheet.
(iv) Important conclusions can be derived by comparing the balances of two or more than two years with the help of trail balances of those years.

	NAME OF THE ACCOUNT
	             DEBIT
	  CREDIT

	
	
	



CAPITAL EXPENDITURES:
An expenditure which results in the acquisition of permanent asset which is intended to be permanently used in the business for the purpose of earning revenue is known as capital expenditure. These expenditures are 'non-recurring' by nature. Assets acquired by incurring these     expenditures are utilized by the business for a long time and thereby they earn revenue.
Examples are: 
(a) machinery was purchased for $50,000 from Karachi. We paid carriage $1,000, octroi duty $500 to bring the machinery from Karachi to Lahore. Then we paid wages $1,000 for its installation in the factory. For all these expenditures, we should debit machinery account instead of debiting carriage A/c, octroi A/c and wages A/c. 
(b) Fees paid to a lawyer for drawing up the purchase deed of land, 
(c) Overhaul expenses of second-hand machinery etc. 
(d) Interest paid on loans raised to acquire a fixed asset etc.
 REVENUE EXPENDITURE:
All the expenditures which are incurred in the day to day conduct and administration of a business and the effect-of which is completely exhausted within the current accounting year are known as "revenue expenditures".  These expenditures are recurring by nature i.e. which are incurred for meeting day today requirements of a business and the effect of these expenditures is always short-lived
Examples are: 
1. Wages paid to factory workers.
2. Power required running machine or motor.
3. Expenditure incurred in the ordinary conduct and administration of business, i.e. rent, , carriage on saleable goods, salaries, wages manufacturing expenses, commission, legal expenses, insurance, advertisement, free samples, postage, printing charges etc.
4. Repair and maintenance expenses incurred on fixed assets.
CAPITAL RECEIPT:
Receipts which are non-recurring (not received again and again) by nature and whose benefit is enjoyed over a long period are called "Capital Receipts", e.g. money brought into the business by the owner (capital invested), loan from bank, sale proceeds of fixed assets etc. Capital receipt is shown on the liabilities side of the Balance Sheet. 
REVENUE RECEIPT:
	Receipts which are recurring (received again and again) by nature and which are available for meeting all day to day expenses (revenue expenditure) of a business concern are known as "Revenue receipts", e.g. sale proceeds of goods, interest received, commission received, rent received, dividend received etc.

6. FINAL ACCOUNTS

The basic objective of every business concern maintaining the book of accounts is to find out the profit or loss in their business at the end of the year. Every businessman want to know his financial position of business firm as a whole during the particular period. In order to satisfy the objectives for the firm, it is necessary to prepare final accounts.

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


Trading account:
It shows gross profit/loss of the business.
Profit & loss account: 	
It shows the net profit/loss of the business. 		FINAL ACCOUNTS’
Balance sheet
It shows the financial position of the business.

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

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

7. PREPARATION OF FINAL ACCOUNTS

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

7.1 TRADING ACCOUNT:

Trading Account and Profit and Loss Account are the two important parts of income statements. Trading Account is the first stage in the final account which is prepared to know the trading results of gross profit or loss during a particular period. In other words, it is a summary of the purchases, and sale of a business or production cost of goods sold and the value of sales. The difference between the elements establishes the gross profit or loss which is then carried forward to the profit or loss account for calculation of net profit or net loss. 
Accordingly, if the sales revenue is higher than the cost of goods sold the difference is known as 'Gross Profit,' similarly, if the sale revenue is less than the cost of goods sold the difference is known as 'Gross Loss.'
The following Specimen Preformatted of a Trading Account which is widely used in practice:





Specimen Preformatted of trading Account
TRADING ACCOUNT
Dr 				For the year ended 31.1 ...............			          Cr
	Particulars
	Amount Rs.
	Particulars
	Amount Rs.

	To Opening Stock 
To Purchases                             * * * 
Less,' Purchase Return              * * *
To Direct Expenses: 
Carriage Inward 
Wages (Transferred to Freight
Freight P & LAIc)
Custom Duty
Fuel and Power
Factory Expenses
Royalty on Production
Other Direct Expenses
To Gross Profit c/d (Transferred to P & LAIc)(balance figure )


	****

****
****
****
****

****
****
****
****
****
****


*****
	By Gross Sales                  ****
Less " Sales Return            ****
Net Sales
By Closing Stock

By Gross Loss c/d (balance figure)


	
****
****
****

****









*****


Balancing figure will be either Gross Profit or Gross Loss

Elements of trading Account (Debit Side)
(1) Opening Stock.
(2) Purchases and Purchase Returns.
(3) Direct Expenses.
(4) Gross Profit is the excess value of sales over the cost of Sales.

Elements of Trading Account (Credit Side)
 (1) Sales: The term sales refer to the total of sales of goods which include both cash sales and credit sales during the particular period.
(2) Sales Return: If any goods returned from the customers will be deducted from the total sales.
(3) Closing Stock: Closing Stock refers to the goods remaining unsold at the end of the particular period. The closing stock may be raw materials, work-in-progress and finished goods. Generally closing stock does not appear in the Trial Balance. Therefore, the closing stock is not brought into the books of accounts but it is credited to Trading Account and also recorded in the assets side of the Balance Sheet.

Equation of Trading Account
The purpose of preparing the Trading Account is to calculate the Gross Profit or Gross Loss of a concern during a particular period. The following equations are highly useful for determination of Gross Profit or Gross Loss:


Calculation of Gross Profit or Loss
= Sales - Cost of Sales

Or
Stock in the beginning + Purchases + Direct Expenses- Stock at the end + Gross Profit

7.2 PROFIT AND LOSS ACCOUNT

The determination of Gross Profit or Gross Loss is done by preparation of Trading Account. But it does not reveal the Net Profit or Net Loss of a concern during the particular period. This is the second part of the income statement and is called as Profit and Loss Account. The purpose of preparing the profit and loss account to calculate the Net Profit or Net Loss of a concern. Net profit refers to the surplus which remains after deducting related trading expenses from the Gross Profit. The trading expenses refer to inclusive of office and administrative expenses, selling and distribution expenses.

In other words, all operating expenses such as office and administrative expenses, selling and distribution expenses and non-operating expenses are shown on the debit side and all operating and non-operating gains and incomes are shown on the credit side of the Profit and Loss Account. The difference of two sides is either Net Profit or Net Loss. Accordingly, when total of all operating and non-operating expenses is more than the Gross Profit and other non-operating incomes, the difference is the Net Profit and in the reverse case it is known as Net Loss. This Net Profit or Net Loss is transferred to the Capital Account of Balance Sheet.
The following Specimen Preformatted which is used for preparation of Trading, Profit and Loss Account.


Dr 		Specimen Preformatted of a Profit and Loss Account                               Cr

	Particulars
	Amount Rs.
	Particulars
	Amount Rs.

	To Opening Stock 
To Purchases                             * * * 
Less,' Purchase Return              * * *
To Direct Expenses: 
To Carriage Inward 
To Wages (Transferred to Freight
Freight P & LAIc)
To Gross Profit c/d (Transferred to P & LAIc)(balance figure )




To Office & Administrative Expenses:
To Office Salaries
To Office Rent and Rates
To Printing and Stationery
To Telephone Charges
To Legal Charges
To Audit fees
To General Expenses
To Selling Expenses:
To Advertisement
To Discount Allowed
To Commission Paid
To Salesmen Salaries
To Godown Rent
To Carriage Outward
To Agent Commission
To Traveling Expenses
To Distribution Expenses:
Depreciation on Vehicle
Upkeep of Motor Van
Travelers' Salaries
Repairs and Maintenance
To Non-Operating Expenses:
Discount on Issue of Shares
Preliminary Expenses
To Net Profit c/d } • • •
(Transferred to Capital Nc)



	****

****
****
****
****

****


*****



****
****
****
****
****
****
****

****
****
****
****
****
****
****
****
****
****
****
****
****
****
****
****
****


****
	By Gross Sales                  ****
Less " Sales Return            ****
Net Sales
By Closing Stock

By Gross Loss c/d (balance figure)






By Non-Operating Incomes:
Interest Received
Discount Received
Dividend Received
Income from Investment
Interest on Debenture
Any other incomes
By Net Loss c/d
 (Transferred to Capital
Account)
	
****
****
****

****




*****


****
****
****
****
****
****
****





















*****



Components appearing on Debit Side of the P & L Alc

Those expenses incurred during the manufacturing process of conversion of raw materials into finished goods will be treated as direct expenses which are recorded in the debit side of Trading Account. Any expenditure incurred subsequent to that will be known as indirect expenses to be shown in the debit side of the Profit and Loss Account. The indirect expenses may be classified into: 
(1) Operating Expenses
(2) Non-Operating Expenses.
(1) Operating Expenses: It refers to those expenses as the day-to-day expenses of operating a business include office & administrative expenses, selling and distribution expenses
(2) Non-Operating Expenses: Those expenses incurred other than operating expenses. Cooperating expenses which are related to a financial nature. For example, interest payment on loans and overdrafts, loss on sale of fixed assets, writing off fictitious assets such as preliminary expenses, under writing commission etc. 

Components appearing on Credit Side of P&L Alc
The following are the components as shown on the Credit Side:
(1) Gross Profit brought down from Trading Account
(2) Operating Income: It refers to income earned from the operation of the business excluding Gross Profit and Non-Operating incomes.
(3) Non-Operating Income: Non-Operating incomes refer to other than operating income. For example, interest on investment of outside business, profit on sale of fixed assets and dividend received etc.

7.3BALANCE SHEET
The Balance Sheet is also described as a statement showing the sources of funds and application of capital or funds. In other words, liability side shows the sources from where the funds for the business were obtained and the assets side shows how the funds or capital were utilized in the business.
Accordingly, it describes that all the assets owned by the concern and all the liabilities and claims it owes to owners and outsiders. The purpose of preparing balance sheet is to know the true and fair view of the status of the business as a going concern during a particular period. The balance sheet is oneof the important statement which is used to owners or investors to measure the financial soundness of the concern as a whole. 
A statement is prepared to show the list of liabilities and capital of credit balances of the business on the left hand side and list of assets and other debit balances are recorded on the right hand side is known as "Balance 

(1) Fixed Assets:
These classes of assets include those of a tangible nature having a specific value and which are not consumed during the normal course of business and trade but provide the means for producing saleable goods or providing services.
(2) Current Assets or Floating Assets : 
The assets of a business of a transitory nature which are used for resale or conversion into cash during the course of business operation. In other words, those assets which are easily converted into cash in normal course of business during the shorter period say, less than one year are treated as current or floating assets.
(3) Fictitious Assets : 
Fictitious Assets refer to any deferred charges. They are really not assets. Preliminary expenses, Share issue expenses, discount on issue of shares and debentures, and debit balance of profit and loss account etc. are the important components of fictitious assets.

(1) Non-Current Liabilities: 
Non-Current Liabilities otherwise known as Long-Term Liabilities. Liabilities which are become due for payment beyond a period of one year say, five to ten years, are treated as Long-Term Liabilities


(2)  Capital: 
Capital refers to the value of assets owned by a business and which are used during the course of business operations to generate additional Capital or Wealth. It is also known as Owner's Equity or Net Worth. When a business first comes into existence the initial capital may be provided by the proprietor. The initial influx of capital will normally be in the form of cash which need to be converted into plant and machinery, building and stock of materials prior to commencing operations. Thus, capital is equal to the total assets.

(3) Current Liabilities:
	Any amount owing by the business which are currently due for payment are referred to as current liabilities. In other words, these liabilities which are paid within one year are treated as current liabilities. 

Specimen Form of Balance Sheet

	Liabilities
	Amount
	Assets
	Amount

	Current Liabilities :
Sundry Creditors
Bills Payable
Bank Overdraft
Outstanding Expenses

Long-Term Liabilities :
Loan from Bank
Loan from Mortgage
Debenture
Any other Long Term

Total Liabilities

Capital Account :* * *
Add: Net Profit	   * * *
Add : Interest on Capital  * * *
Less : Drawings               * * *
Reserves and Surplus : 
General Reserve
Reserve for Contingency
Reserve for Sinking Fund
	
*****
*****
*****
*****


*****
*****
*****
*****

*****




*****

*****
*****
*****





******
	Current Assets : 
Cash in Hand
Cash at Bank
Sundry Debtors
Short Term Investments
* * * Stock in Trade
Bills Receivable
Prepaid Expenses
Accrued Incomes

Fixed Assets : 
Plant and Machinery
Furniture & Fixtures
Buildings
Loose Tools
Motor Cars
Intangible Assets : 
Goodwill
Patents
Copy Rights
Trade Marks
Fictitious Assets : 
Preliminary Expenses
Advertisement Misc. Expenses
	
*****
*****
*****
*****
*****
*****
*****
*****


*****
*****
*****
*****
*****

*****
*****
*****
*****

*****
*****



******




8. ADJUSTMENTS IN FINAL ACCOUNTS

Transactions omitted relate to the current year must be entered in books. If a transaction entered is not related to the current year, fully or partly, that portion of income or expense must be excluded. This process is made through adjustment entries in the books of accounts. If we ignore to make the necessary adjustments, the trading, profit & loss accounts do not show the true profit or loss and in consequence balance sheet fails to depict true financial position of the business. This situation defeats the very purpose of final accounts. Hence, adjustment entries play an important role in presenting correct picture of accounts
(1). CLOSING STOCK: 
The term Closing Stock refers to stock of raw materials, work in progress and finished goods at the end of the year valued at cost price or market price whichever is less. The following adjustment entry is

 (
Closing Stock A/c … Dr 
*****
To Trading Account 
*****
)



The two-fold effect of this entry will be:
(i) Closing stock will be shown on the credit side of the Trading Account.
 (ii) Stock will have a debit balance. Being a real account, it will be shown on the assetsside of the Balance Sheet.

Dr		 Trading Account for the year ending...                                             Cr

	Particulars
	Amounts
	Particulars
	Amounts

	
	
	By closing stock
	******

	
	
	
	

	
	
	
	



BALANCE SHEET as on ……….
	Liabilities 
	Amounts
	Assets
	amounts

	
	
	closing stock
	******



(2). OUTSTANDING EXPENSES
There are certain expenses, which have been incurred but not paid. These expenses are called outstanding expenses.
 (
Salary Account …..Dr. 
*****
To Outstanding Salary A/c. 
*****
)


The two fold effect of this entry will be:
(i) Outstanding salary will be added to salary, if any, on the debit side of Profit & Loss Account.
(ii) Outstanding Salary Account, being personal and having credit balance, will be shown on the liabilities side of the Balance Sheet

Dr. 	    PROFIT & LOSS Account for the year ending… 				Cr.
	Particulars
	Amounts
	Particulars
	Amounts

	To salary
	*****
	
	

	
	
	
	

	
	
	
	



BALANCE SHEET as on ……….
	Liabilities 
	Amounts
	Assets
	amounts

	Outstanding salary
	*****
	
	



(3) PREPAID EXPENSES: 
Prepaid expenses are also known as unexpired expenses. Those expenses which are incurred and paid in advance. Such expenses are actually related to a future period. In order to ascertain the correct picture of the profit and loss accounts the following adjustment entry is required for adjusting such prepaid expenses.
 (
Prepaid Expenses Account 
…..Dr.
*****
To Expenses Account 
*****
)


The double effect of this adjusting entry will be:
(i) Prepaid insurance will be deducted from the insurance premium on the debit side of the Profit & Loss Account.
(ii) Prepaid insurance, being personal account and having debit balance, will be shown on the assets side of the Balance Sheet.

Dr. 		PROFIT & LOSS Account for the year ending… 			Cr.
	Particulars
	Amounts
	Particulars
	Amounts

	To insurance premium    *****
	
	
	

	Less prepaid                      ****
	*****
	
	

	
	
	
	



BALANCE SHEET as on ……….
	Liabilities 
	Amounts
	Assets
	amounts

	
	
	Prepaid insurance 
	****




(4) ACCRUED INCOME
Accrued Income otherwise known as Outstanding Income. Such incomes are accrued during the accounting period but not actually received in cash during that period. The adjustment entry will be as follows:
 (
Accrued Income Account 
…..Dr.
      *****
To Concerned Income Account
    *****
)
	
The two fold effect of this entry will be:
(i) Interest on Investment account (accrued interest) will be added to the interest account on the credit side of the profit & loss account.
(ii) Accrued interest, being personal account and having debit balance, will be shown on the debit side of the Balance Sheet.
Dr. 			PROFIT & LOSS Account for the year ending… Cr.
	Particulars
	Amounts
	Particulars
	Amounts

	
	
	By interest                                    *****
	

	
	
	Add interest accrued                       ****
	*****

	
	
	
	



BALANCE SHEET as on ……….
	Liabilities 
	Amounts
	Assets
	amounts

	
	
	Accrued interest 
	****



(5) INCOME RECEIVED IN ADVANCE
Any income received in advance which is not earned during the accounting period. Therefore, if any income received in advance, it should be treated as income for the subsequent year. The adjustment entry will be:

 (
Income Account 
…..Dr.
      *****
To Income Received in Advance Account
      *****
)



The two fold effect of this entry will be:
(i).the income actually earned alone will appear on the credit side of Profit and Loss Account.
(ii) It shown on the liability side of the balance sheet.The Income Received in Advance is treated as a liability because an amount due to the party 


Dr. 		PROFIT & LOSS Account for the year ending…			 Cr.
	Particulars
	Amounts
	Particulars
	Amounts

	
	
	By interest                                    *****
	

	
	
	less interest Received in Advance  ****
	*****

	
	
	
	



BALANCE SHEET as on ……….
	Liabilities 
	Amounts
	Assets
	amounts

	interest Received in Advance  
	****
	
	



(6) DEPRECIATION:
The term depreciation refers to loss on account of reduced value of assets due to wear and tear, obsolescence, efflux ion of time or accident. Depreciation is treated as the cost or loss raised when the asset is used in the normal course of time. In order to ascertain the correct value of the assets in the balance sheet, it is essential to make to following adjustment entry as:
 (
Depreciation Account 
…..Dr.
*****
To
 Fixed Assets Account
      *****
)




The two fold effect of this entry will be:
(i).the amount of depreciation is charged to debit side of the profit and loss account 
(ii) It is deducted from the respected assets shown on the asset side of the balance sheet.

Dr. 			PROFIT & LOSS Account for the year ending… Cr.
	Particulars
	Amounts
	Particulars
	Amounts

	To depreciation
	*****
	
	

	
	
	
	

	
	
	
	



BALANCE SHEET as on ……….
	Liabilities 
	Amounts
	Assets
	amounts

	
	
	Machinery                                       *****
Less  depreciation                            ****
	
*****





(7) INTEREST ON CAPITAL
 In order to ascertain true profitability of the business concern, it is essential that profit is determined after deducting interest on the capital provided by proprietor. Interest on capital is included in the capital expenditure and thus the adjustment entry will be:

 (
Interest on Capital Account …..Dr.
      *****
To Capital Account
      *****
)



The two fold effect of this entry will be:
(i).The Interest on Capital is an expenditure charged to debit side of profit and loss account
(ii) It is added to capital shown on the liability side of the balance sheet.

Dr 			PROFIT & LOSS Account for the year ending… Cr.
	Particulars
	Amounts
	Particulars
	Amounts

	To interest on capital 
	*****
	
	

	
	
	
	

	
	
	
	



BALANCE SHEET as on ……….
	Liabilities 
	Amounts
	Assets
	amounts

	Capital Account :* * *
Add : Interest on Capital  * * *

	
*****
	
	



(8) INTEREST ON DRAWINGS
	It is like an interest on capital provided by the proprietor. Any amount charged as interest on drawings made by the proprietors for his personal use during the particular period is treated as interest on drawings. Interest on drawings should be taken as an income for ascertaining the true profit for a period. The adjustment entry will be:
 (
Capital Account …..Dr.
  *****
To 
Interest on Drawings Account
*****
)


	
The two fold effect of this entry will be:
(i).Interest on drawings is charged on the credit side of the profit and loss account
(ii) It is deducted from the capital account shown on the liability side of the Balance Sheet.


Dr 			PROFIT & LOSS Account for the year ending…                 Cr.
	Particulars
	Amounts
	Particulars
	Amounts

	
	
	By interest on drawings
	*****

	
	
	
	

	
	
	
	


BALANCE SHEET as on ……….
	Liabilities 
	Amounts
	Assets
	amounts

	Capital Account :* * *
Add : Interest on drawing  * * *

	
*****
	
	



(9) BAD DEBTS:
The term bad debts refer to any amount which are definitely irrecoverable are termed as Bad Debts. It may be treated as actual loss of the business. Any amount irrecoverable due to inability of the debtors, it should be written off from the accounts of debtors. The necessary adjustment entry will be:
 (
Bad Debts Account 
…..Dr.
 *****
To 
Debtor's Personal Account
*****
)



The two fold effect of this entry will be:
(i).Being bad debts are treated as expenses is charged to debit side of profit and loss account.
(ii)The amount deducted from debtors account shown on the assets side of the balance sheet

Dr 			PROFIT & LOSS Account for the year ending… Cr.
	Particulars
	Amounts
	Particulars
	Amounts

	To bad debts 
	*****
	
	

	
	
	
	

	
	
	
	



BALANCE SHEET as on ……….
	Liabilities 
	Amounts
	Assets
	amounts

	
	

	Debtors                         ****
Less bad debts                ***
	*****




(10) PROVISION FOR DOUBTFUL DEBTS
It is like a bad debt but recovery is doubtful. Thus doubtful debts should not be written off from the books of accounts. Doubtful debts are treated as anticipated loss therefore making suitable provisions required to be made in the books of accounts. In order to ascertain the correct picture of the debtor's balance, it is essential to make an adjustment entry:
 (
Profit and Loss Account 
…..Dr.
 *****
To Provision for Doubtful Account
*****
)




The two fold effect of this entry will be:
(i).the provision for doubtful debts is an anticipated expenses charged to the debit side of the profit and
Loss account
(ii)It is deducted from the debtor's account shown on the asset side of the balance sheet.
	Dr 	           PROFIT & LOSS Account for the year ending…               Cr.
	Particulars
	Amounts
	Particulars
	Amounts

	To bad debts 
	*****
	
	

	
	
	
	

	
	
	
	



BALANCE SHEET as on ……….
	Liabilities 
	Amounts
	Assets
	amounts

	
	

	Debtors                         ****
Less bad debts                ***
	*****



11. PROVISION FOR DISCOUNT ON DEBTORS
Sometimes the goods are sold on credit to customers in one accounting period whereas the payment of the same is received in the next accounting period and discount is to be allowed.
 (
Profit and Loss A/c Dr.
*****
To Provision for discount on debtors A/c
*****
)




The two fold effect of this entry will be:
(i).Provision for Discount on Debtors is an anticipated expenses charged to the debit side of the profit and
Loss account
(ii)It is deducted from the debtor's account shown on the asset side of the balance sheet.

	Dr 	PROFIT & LOSS Account for the year ending… Cr.
	Particulars
	Amounts
	Particulars
	Amounts

	To Provision fordiscount on
debtors
	*****
	
	

	
	
	
	

	
	
	
	








BALANCE SHEET as on ……….
	Liabilities 
	Amounts
	Assets
	amounts

	
	

	   Debtors                      ****
(-) Bad debts	***
(-) Provision for	****
double debts
(-) Discount on	****
debtors
	



*****




9. GENERALLY ACCEPTED ACCOUNTING PRINCIPLES
A set of rules and practices, having substantial authoritative support that the accounting profession recognizes as a general guide for financial reporting purposes.

Standard-setting bodies:
► Securities and Exchange Commission (SEC)
► Financial Accounting Standards Board (FASB)
► International Accounting Standards Board (IASB)


 (
Financial Statements
Balance Sheet
Profit and loss account or income statement 
Statement of Cash Flows
 or fund flows
) (
Various users need financial 
information
)

 (
Generally Accepted
Accounting
Principles (GAAP)
)




The accounting profession 
Has attempted to develop 
A set of standards that are
Generally accepted and
Universally practiced



MEANING ACCOUNTING CONCEPT
Let us take an example. In India there is a basic rule to be followed by everyone that one should walk or drive on his/her left hand side of the road. It helps in the smooth flow of traffic. Similarly, there are certain rules that an accountant should follow while recording business transactions and preparing accounts. These may be termed as accounting concept. 
Accounting concept refers to the basic assumptions and rules and principles which work as the basis of recording of business transactions and preparing accounts.

1. BUSINESS ENTITY CONCEPT
This concept assumes that, for accounting purposes, the business enterprise and its owners are two separate independent entities. Thus, the business and personal transactions of its owner are separate. For example, when the owner invests money in the business, it is recorded as liability of the business to the owner. Similarly, when the owner takes away from the business cash/goods for his/her personal use, it is not treated as business expense. Thus, the accounting records are made in the books of accounts from the point of view of the business unit and not the person owning the Business. This concept is the very basis of accounting.
Let us take an example. Suppose Mr. Sahoo started business investing Rs100000. He purchased goods for Rs40000, Furniture for Rs20000 and plant and machinery of Rs30000. Rs10000 remains in hand. These are the assets of the business and not of the owner. According to the business entity concept Rs100000 will be treated by business as capital i.e. a liability of business towards the owner of the business.
Now suppose, he takes away Rs5000 cash or goods worth Rs5000 for his domestic purposes. This withdrawal of cash/goods by the owner from the business is his private expense and not an expense of the business. It is termed as Drawings. Thus, the business entity concept states that business and the owner are two separate/distinct persons. Accordingly, any expenses incurred by owner for he or his family from business will be considered as expenses and it will be shown as drawings.
2. MONEY MEASUREMENT CONCEPT
This concept assumes that all business transactions must be in terms of money that is in the currency of a country. In our country such transactions are in terms of rupees.Thus, as per the money measurement concept, transactions which can be expressed in terms of money are recorded in the books of accounts.For example, sincerity, loyalty, honesty of employees are not recorded in books of accounts because these cannot be measured in terms of money although they do affect the profits and losses of the business concern.
For example,
At the end of the year 2006, an organization may have 

	
	physical units
	monetary unit

	land
	10 acres
	12 core

	office building containing
	50 rooms, 
	10 core

	personal computers
	50 
	10 lakhs

	office chairs and tables
	50
	2 lakhs

	raw materials
	100 k.g
	Rs.30 lakhs


Therefore, the transactions which can be expressed in terms of money are recorded in the accounts books, that too in terms of money and not in terms of the quantity.

3. GOING CONCERN CONCEPT
This concept states that a business firm will continue to carry on its activities for an indefinite period of time. Simply stated, it means that every business entity has continuity of life. Thus, it will not be dissolved in the near future. This is an important assumption of accounting, as it provides a basis for
Showing the value of assets in the balance sheet
For example, a company purchases a plant and machinery of Rs.100000 and its life span is 10 years.
According to this concept every year some amount will be shown as expenses and the balance amount as an asset.

4. ACCOUNTING PERIOD CONCEPT
Under this concept, the life of the business is segmented into different periods and accordingly the result of each period is ascertained. Though the business is assumed to be continuing in future (as per going concern concept), the measurement of income and studying the financial position of the business for a shorter and definite period will help in taking corrective steps at the appropriate time. Each segmented period is called “accounting period” and the same is normally a year.
Ex: Year that begins from 1st of January and ends on 31st of December, is known as Calendar Year. The year that begins from 1st of April and ends on 31st of March of the following year, is known as financial Year.

5. ACCOUNTING COST CONCEPT
Accounting cost concept states that all assets are recorded in the books of accounts at their purchase price, which includes cost of acquisition, transportation and installation and not at its market price. It means that fixed assets like building, plant and machinery, furniture, etc. are recorded in the
Books of accounts at a price paid for them.
For example, a machine was purchased by XYZ Limited for Rs.500000, for manufacturing shoes. An
Amount of Rs.1, 000 were spent on transporting the machine to the factory site. In addition, Rs.2000 were spent on its installation. The total amount at which the machine will be recorded in the books of accounts would be the sum of all these items i.e. Rs.503000. This cost is also known as historical cost.

6. DUAL ASPECT CONCEPT
Dual aspect is the foundation or basic principle of accounting. It provides the very basis of recording business transactions in the books of accounts. This concept assumes that every transaction has a dual effect, i.e. it affects two accounts in their respective opposite sides. Therefore, the transaction should be recorded at two places. It means, both the aspects of the transaction must be recorded in the books of accounts. For example, goods purchased for cash has two aspects which are (i) Giving of cash (ii) Receiving of goods. These two aspects are to be recorded. Thus, the duality concept is commonly expressed in terms of fundamental accounting equation:
Assets = Liabilities + Capital
The above accounting equation states that the assets of a business are always equal to the claims of owner/owners and the outsiders. This claim is also termed as capital or owners’ equity and that of outsiders, as liabilities or creditors’ equity.
7. MATCHING CONCEPT: 
The essence of the matching concept lies in the view\ that all costs which are associated to a particular period should be compared with the revenues associated to the same period to obtain the net income of the business. Under this concept, the accounting period concept is relevant and it is this concept
(matching concept) which necessitated the provisions of different adjustments for recording outstanding expenses, prepaid expenses, outstanding incomes, incomes received in advance, etc., during the course of preparing the financial statements at the end of the accounting period.
Ex: expenses have been matched with revenue i.e.(Revenue Rs.3150-Expenses Rs.2900) this comparison has resulted in profit of Rs.250. If the revenue is more than the expenses, it is called profit. If the expenses are more than revenue it is called loss. This is what exactly has been done by applying the matching concept.
8. ACCRUAL CONCEPT
The meaning of accrual is something that becomes due especially an amount of money that is yet to be paid or received at the end of the accounting period. It means that revenues are recognized when they become receivable. Though cash is received or not received and the expenses are recognized when they become payable though cash is paid or not paid. Both transactions will be recorded in the accounting period to which they relate. 

The accrual concept under accounting assumes that revenue is realized atthe time of sale of goods or services irrespective of the fact when the cash is received. For example, a firm sells goods for Rs 55000 on 25th March 2005 and the payment is not received until 10th April 2005, the amount is due and payable to the firm on the date of sale i.e. 25th March 2005. It must be included in the revenue for the year ending 31st March 2005. Similarly, expenses are recognized at the time services provided, irrespective of the fact when actual payment for these services is made. For example, if the firm received goods costing Rs.20000 on 29th March 2005 but the payment is made on 2nd April 2005 the accrual concept requires that expenses must be recorded for the year ending 31st March 2005 although no payment has been made until 31st March 2005 through the service has been received and the person to whom the payment should have been made Is shown as creditor.

ACCOUNTING CONVENTIONS
Accounting conventions are bearing the practical considerations in recording the transactions of the business enterprise in systematic manner.

1. CONVENTION OF CONSISTENCY
The nature of recording the transactions should not be changed at any cause or moment. It should be maintained throughout the life period of the firm. If a firm follows the straight line method of charging the depreciation since its inception should be followed without any change. The firm should not alter the method of charging the depreciation from one method to another. The change cannot be entertained. If any change has to be incorporated, the valid reason for change should be emphasized.
2. CONSERVATISM: 
In the prevailing present day uncertainties, the convention of conservatism has its own importance. This convention follows the policy of caution or playing safe. It takes into account all possible losses but not the possible profits or gains. A view opposed to this convention is that there is the possibility of creation of secret reserves when conservatism is excessively applied, which is directly opposed to the convention of full disclosure. Thus, the convention of conservatism should be applied very cautiously.
3. MATERIALITY CONCEPT
Materiality refers to the significance of information contained within financial statements. It is considered significant if its inclusion could influence the economic decisions of the users.
4. CONVENTION OF DISCLOSURE 
According to this convention, the entire status of the firm should be highlighted / presented in detail without hiding anything; which has to furnish the required information to various parties involved in the process of the firm.




	Name of items
	Adjustment entry
	Effect on trading and profit and loss account
	Effect on balance sheet

	1. Closing stock
	Closing stock a/c dr. xxx
To trading a/c             xxx 
	Closing stock will write in the credit side of trading account
	It will show as asset in the final account

	2. outstanding expenses or expenses payable or expenses due but not paid
	Expenses  a/c             dr. xxx
To outstanding exp. xxx
	Outstanding expenses will add in expenses . if it is direct it will go to trading account’s debit side , if it is indirect nature then it will go to the debit side of profit and loss account
	It will be the current liability so it will go to the liability side of balance sheet.

	3. advance expenses
	Advance expenses a/c dr. xxx
To expenses a/c                          xxx
	It will deduct from respective expenses paid .
	It will be the current asset so it will go to assets side of balance sheet

	4. Outstanding income
	Outstandingincomea/c             dr. 
To income a/c             xxx
	It will add in the income and go to credit side of profit and loss account
	It will show as asset in the assets side of balance sheet

	5. income received in advance
	Income a/c             dr. xxx
Toadvanceincome a/c             xxx
	It will deduct from the income received 
	It will shown as liability in the liabilities side of balance sheet

	6 Goods use for personal use
	Drawing a/c             dr. xxx
To purchase a/c             
	It will deduct from purchase in the debit side of trading account 
= purchase –drawing in goods
	It will deduct from capital in the liabilities side of balance sheet
=capital- drawing in goods

	7. Destroyed of goods
	loss by fire or accident a/c             Dr. xxx
To trading a/c             

If there is no insurance 
It will also go to profit and loss account

Profit and loss a/c            dr. xxx
To loss by fire / accident a/c             
	It will shown in credit side of trading account
And also in profit and loss account’s debit side
	It will not go to balance sheet

	8. Depreciation
	Depreciation a/c             dr. xxx
To respective asset a/c             
	It will go to the debit side of profit and loss account
	It will deduct from fixed asset . Because it decrease the value of asset 
=fixed asset - depreciation

	9. provisional for doubtful debts 
	If you have make any provision for doubt ful debts the its journal entry will passed 

Provision for doubtful debt a/c             dr. xxx
To Bad debts a/c             xxx
( New bad debts which is not shown in trial balance will transfer to provision for doubtful debt account )
	Net value of provision for doubtful debt account transfer to profit and loss account’s debit side 
=total bad debt + closing balance or provision of doubtful debt or this year provision - opening balance of provision for doubtful debts 
	Deduct from debtor 
= debtor – new bad debts – this year provision or closing balance of provision for bad debts





































Assignment I – Journal
Q.1 Journalize the following relating to April 2009:
Particulars 					Rs.
1. R. started business with 			1, 00,000
2. He purchased furniture for 			20,000
3. Paid salary to his clerk 			1,000
4. Paid rent 					5,000
5. Received interest 				2,000
	Date
	Particulars
	Ledger Folio
	Debit Amount
(Rs)
	Credit
Amount (Rs)

	1
	  Cash A/c                                         Dr 
      To Capital A/c
	
	100,000
	
100,000

	2
	Furniture A/c                                    Dr 
     To Cash A/c
	
	20,000

	
20,000


	3
	Salary A/c                                         Dr 
     To Cash A/c
	
	1,000

	
1,000


	4
	Rent A/c                                   Dr 
     To Cash A/c
	
	5,000
	
5,000

	5
	Cash A/c Dr 
      To Interest A/c
	
	2,000

	
2,000




Assignment II – Journal
Q.2 Journalize the following relating to April 2009:
	Date
	Transactions
	Rs.

	2009
Jan.1
Jan.3
Jan .7
Jan.20
Jan.25
Jan.30
Jan.30
Jan.30
Jan.30
	
Started business with cash
Sold Goods to Rohan
Goods purchased from Sohan
Paid Rent
Commission Received
Machinery purchased
Purchased Furniture
Goods purchased
Cash Sales
	
50,000
40,000
20,000
500
200
10,000
5000
     6000
      8000



	Date
	Particulars
	Debit (Rs.)
	Credit (Rs.)

	2009
Jan.1
	Cash A/c             Dr.
       To Capital A/c
(Being the business started with cash)
	50,000
	
50,000

	Jan.3
	Rohan               Dr.
        To Sales A/c
(Being the goods sold to Rohan)
	40,000
	
40,000

	Jan.7
	Purchase A/c     Dr.
           To Sohan
(Being the goods purchased from Sohan)
	20,000
	
20,000

	Jan.20
	Rent A/c                  Dr.
          To Cash  A/c
(Being the rent paid)
	500
	
500

	Jan. 25
	Cash A/c                   Dr.
            To Commission Received A/c
(Being the commission received)                 
	200
	
200

	Jan.30
	Machinary A/c          Dr.
           To Cash A/c
(Being the machinery purchased)
	10,000
	
10,000

	Jan.30
	Furniture  A/c          Dr.
           To Cash A/c
(Being the machinery purchased)


	 5000
	
5000

	Jan.30
	   Purchases A/c        dr.
           To cash a/c 
	6000
	
6000

	Jan.30
	     Cash a/c                dr 
         To sales 
	8000
	
8000




Assignment III – Journal
Q.3 Journalize the following relating to January 1992:


	Date
	Transactions
	Rs.

	1992
Jan.1
Jan.1
Jan .1
Jan.1
Jan.15
Jan.21
Jan.31
Jan.31
Jan.31
	
commenced business with a capital 
opened the bank account and deposited 
Bought goods for cash
Sold good to Rahul & Co.(Credit)   
Sold goods for cash                                    
Rahul & co. paid by cheque          
    Paid rent by cash                            
    paid wages by cash                                    
Withdrew cash personal use            

	
1,00,000
20,000. 
70,000
38000
9000
35,000
2,000
3,000
5,000

	Date
	Particulars
	L.F.
	Debit
Rs.
	Credit
Rs.
 

	1992 Jan 1
	Cash A/c                        Dr.
    To Capital A/c
(Ashok brought in capital of Rs.1,00,000 in cash)
	 
	1,00,000
	1,00,000

	1
	Bank A/c                         Dr.   
 To Cash A/c
(Open the bank account and deposited Rs. 20,000)
	 
	20,000 
	20,000 

	1
	  Purchases A/c                 Dr.
    To Cash A/c
  (Bought goods for cash)
	 
	70,000
 
	70,000
 

	  2
	  Rahul & Co A/c                Dr.  
    To Sales A/c
(Sales on credit)
  
	 
	38,000
 
	38,000
 

	  15
	Cash A/c                          Dr.
  To Sales A/c
 (Cash sales) 
   
	 
	9,000
 
	9,000
 

	 
21
	Bank A/c                          Dr.
   To Rahul & Co. A/c
  (Rahul & Co. Paid by cheque and cheque deposited in bank)
   
	 
	35,000
 
	35,000
 

	31
	Rent A/c                            Dr.
   To Cash A/c
  (Rent paid by cash)
	 
	2,000
 
	2,000
 

	  31
	  Wages A/c                       Dr.
     To Cash A/c
(Wages paid by cash) 
 
	 
	3,000
 
	3,000
 

	31
	Drawals A/c                        Dr.
    To Cash A/c
(Withdrawal of money by Mr. Ashok for personal used
 
	 
	5,000
 
	5,000
 




Assignment IV – Journal
Q.4 Journalize the following relating to December2008:
December 1, 2008, Ajit started-business with cash Rs. 4,00,000.
2: December 3, paid into the bank Rs. 20,000.
3. December 5, purchased goods for cash Rs. 1,50,000.
4. December 8, sold goods for cash Rs. 60,000.
5. December 10, purchased furniture and paid by cheque Rs. 50,000.
6. December 12, sold goods to Arvind Rs. 40,000.
7. December 14, purchased goods from Amrit Rs. 1,00,000.
8. December 15, returned goods to Amrit Rs. 50,000.
9. December 16, received from Arvind Rs. 39,600 in full settlement.
10. December 18, withdrew goods for personal use Rs. 10,000.
11. December 20, withdrew cash from business for personal use Rs. 20,000.
12. December 24,paid telephone charges Rs. 10,000.
13. December 26, cash paid to Amrit in full settlement Rs. 49,000.
14. December 31, paid for stationery Rs. 2,000, rent Rs. 5,000 and salaries to staff Rs. 20,000.
15. December 31, goods distributed by way of free samples Rs. 10,000.
16. December 31, wages paid for erection of Machinery Rs. 80,000.
17. Personal income tax liability of X of Rs. 17,000 was paid out of petty cash of business.
18. Purchase of goods from Naveen of the list price of Rs. 20,000. He allowed 10% trade discount, Rs. 500 cash discount was also allowed for quick payment.

	Date
	Particulars
	Ledger Folio
	Debit Amount
(Rs)
	Credit Amount
(Rs)

	1-Dec-08
	Cash A/c Dr
     To Capital A/c
	
	400,000
	
400,000

	3-Dec-08
	Bank A/c Dr
      To Cash A/c
	
	20,000
	20,000

	5-Dec-08
	Purchase A/c Dr
       To Cash A/c
	
	150,000
	
150,000

	8-Dec-08
	Cash A/c Dr
      To Sales A/c
	
	60,000
	
60,000

	10-Dec-08
	Furniture A/c Dr
          To Bank A/c
	
	50,000
	
50,000

	12-Dec-08
	Arvind A/c Dr
         To Sales A/c
	
	40,000
	
40,000

	14-Dec-08
	Purchase A/c Dr
          To Amrit A/c
	
	100,000
	
100,000

	15-Dec-08 
	Amrit A/c Dr
         To Purchase Returns A/c
	
	50,000
	
50,000

	16-Dec-08
	Cash A/c Dr
Discount A/c Dr
       To Arvind A/c
	
	39,600
400
	

40,000

	18-Dec-08
	Drawings Dr
        To Purchase A/c
	
	10,000
	
10,000

	20-Dec-08
	Drawings Dr
       To Cash A/c
	
	20,000
	
20,000

	24-Dec-08
	Telephone A/c Dr
        To Cash A/c
	
	10,000
	
10,000

	26-Dec-08
	Amrit A/c Dr
        To Cash A/c
        To Discount A/c
	
	50,000
	
49,000
   1,000

	31-Dec-08
	Stationery A/c Dr
Rent A/c Dr
Salary A/c Dr
       To Cash A/c
	
	2,000
5,000
20,000
	


27,000

	31-Dec-08
	Advertising A/c Dr
        To Purchase A/c
	
	10,000

	
10,000

	31-Dec-08
	Machinery A/c Dr
       To Cash A/c
	
	80,000
	
80,000

	31-Dec-08
	Drawings Dr
      To Petty Cash A/c
	
	17,000
	
17,000

	31-Dec-08
	Purchase A/c Dr
Discount A/c Dr
     To Cash A/c
	
	18,000
	
    500
17,500




Assignment V – cash book 
Q.5  From the following transactions given below you are require to prepare three columnar Cash Book.
1998
July 1 Cash on hand 600
Cash at bank 9,670
July 2 received cash from Arul 1,900
Allowed him discount 100
July 4 Paid Azar by cheque 800
Discount received 30
July 6 Purchased Goods and paid by cheque 2,100
July 8 Deposited with bank 2,100
July 10 Sold goods to Anil on credit 1,100
July 12 sold goods & received payment by cheque 900
July 15 received a cheque from Anil in full settlement of his account 1,050
July 17 Withdrawn from bank for office use 900
July 19 purchased goods from K& Co. 3,000
July 19 Paid K & Co. by cheque 2,900
Discount received 100
July 20 Paid telephone charges 100
July 23 Paid. Ahmad by cheque 684
Discount received 16
July 24 Cash Sales 1,900
July 26 received cheque from Antony and sent to the bank 480
Discount allowed 20
July 27 purchased a new machinery for office use by cehque 4,000
July 28 Bank intimated that. Antony’s cheque has been dishonored
31 Deposited with bank 600
July 31 Bank charges as shown in the pass book 26
[image: ]

Assignment VI – cash book
Q.6  Enter the following transactions is Cash Book with bank and discount columns only, assuming all receipts are banked on the same day and that all payments are made by means of cheques only.
1998 Rs.
July 1 Bank Balance 5,000
July 4 Purchased goods for each 1,600
July 5 Sold goods to ‘A’ for cash 1,300
July 10 Received cheque from ‘W’ (in full settlement of Rs.400)   378
July 12 Paid ‘H’ 375
Discount allowed by him 25
July 13 Received Commission from ‘G ‘ 231
July 15 Paid Traveling Expenses to ‘J’ 45
July 18 Received for Cash Sales 245
July 19 Paid to ‘S’ for office furniture 185
July 20 Paid Electricity Charges 35
July 21 Paid Office Rent 100
July 24 Drew self cheque for personal use 300
July 25 Received from ‘N’ 245
July Discount allowed 25
July 29 Drew cheque for petty cash 190
July 30 Drew cheque for salaries 360
July 31 Paid to ‘M’ (in full settlement of Rs.485) 450
[image: ]



Assignment VII – final account
Q.7
[image: ]
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Assignment VIII– final accounts
Q.8:From the following Trial Balance of Mr. y  as on31st March, 2006, prepare Trading Account, Profit and Loss Account and Balance Sheet.

	Debit Balance
	Rs. 
	Credit Balance 
	Rs.

	Stock on 1st April, 2005 
	500
	Capital 
	2,000

	Purchases 
	1,500
	Sales 
	3,500

	Land and Building 
	2,000
	Sunday Creditors 
	750

	Bills Receivable 
	300
	Commission 
	50

	Wages 
	300
	Bills payable 
	300

	Machinery 
	800
	Loan 
	600

	Carriage Inward 
	100
	
	

	Carriage Outward 100
	100
	
	

	Power 
	150
	
	

	Salaries 
	200
	
	

	Discount Allowed 
	30
	
	

	Drawings 
	100
	
	

	Insurance Premium 
	20
	
	

	Cash at Bank 
	500
	
	

	Cash in Hand 
	100
	
	

	Investments
	500
	
	

	               Total 
	7200
	               Total
	7200



Adjustments
1. Stock as on 31st March 2006 is valued at Rs. 200.
2. Provide depreciation @ 10% on Machinery and @ 5% on Land and Building.
3. Outstanding salaries amounted to Rs.50.
4. Insurance premium is paid in advance to the extent of Rs.10.
5. Allow interest on Capital @ 6% per annum.
6. Interest on loan @ 12% per annum is due for one year.


Solution
 Dr  TRADING & PROFIT AND LOSS A/C FOR THE YEAR ENDED 31ST MARCH, 2006Cr

	Particulars
	Rs.
	Particulars
	Rs.

	To Opening stock 
	500
	By Sales
	3500

	To Purchases
	1500
	By Closing Stock
	200

	To Wages
	300
	
	

	To Carriage Inward
	100
	
	

	To Power
	150
	
	

	To Gross Profit c/d
	1,150
	
	

	
	3,700
	
	3,700

	
To Salaries                      200
Add Outstanding Salaries 50

	
250
	By Gross profit b/d
	1,150

	To Carriage Inward
	100
	By Commission
	50

	To Insurance Premium       20
Less prepaid Ins.                10
	
10
	
	

	To Discount allowed
	30
	
	

	To Depreciation on:
Machinery               80
Land and Building 100
	

180
	
	

	To Interest on Loan
	72
	
	

	To Interest on Capital
	120
	
	

	To Net Profit (Transferred to
capital account)
	438
	
	

	
	1200
	
	1200



BALANCE SHEET AS ON 31ST MARCH 2006
	Liabilities
	Rs.
	Assets
	Rs.

	Capital                            2,000
	
	Land and Building               2,000
	

	Add Interest on Capital       120
	
	Less Dep.                              100
	1900

	Add Net profit                      438
	
	Machinery                                800
	

	                                         2558
	
	Less Dep.                                   80
	720

	Less Drawings Loan            100
	2458
	Investments
	500

	
	
	Closing stock
	200

	Loan                                 600
	
	Bills Receivable
	300

	Add Interest O/S                   72
	672
	Cash at Bank
	500

	Sundry Creditors
	750
	Cash in Hand
	100

	Bills payable
	300
	Prepaid Insurance
	10

	Outstanding Salaries
	50
	
	

	
	
	
	

	
	4230
	
	4230






























					UNIT-III
Valuation of assets: Introduction to Depreciation-methods (Simple problems from Straight line method, Diminishing balance method and Annuity method).Inventory Valuation: Methods of inventory valuation (Simple problems from LIFO, FIFO, and Simple Average & Weighted Average). Valuation of good will methods of valuation of goodwill.

After studying this lesson you will be able to:
(i) Discuss meaning of depreciation and inventory
(ii) Analyses reasons and aims of depreciation
(iii) Understand methods for charging depreciation
(iv)Understand methods of inventory 

1. INTRODUCTION
The term depreciation refers to the reduction in or loss of quality or value of a fixed asset through wear or tears in or tears, in use, effusion of time, obsolescence through technology and market changes or from any other cause. Depreciation takes place in case of all fixed assets with certain possible exceptions e.g. land and antiques etc, although the process may be invisible or gradual. Depreciation does take place irrespective of regular repairs and proper maintenance of assets. The word ‘depreciation’ is closely related to the concept of business income. Unless it is charged against revenues, we cannot say that the business income has been ascertained properly. This is because of the fact that the use of long term assets tend to consume their economic value and at some point of time these assets become useless. The economic value so consumed must be recovered from the revenue of the firm to have a proper measure of its income. Hence, the reader’s must understand that\ the process of charging depreciation is the technique used by accountants for recovering the cost of fixed assets over a period.


1.1 FIXED ASSETS VS INTANGIBLE ASSETS
Both tangible and intangible assets represent an opportunity for future economic benefits. Tangible assets are generally defined as those physical assets which are used for the purpose of producing and distributing goods, and sometimes services. Tangible assets are usually fixed and have a physical existence (real estate, equipment, cash, and accounts receivable). These assets have no physical existence (for the most part).
Intangible assets can be measured by consideration of their costs but are generally valued based on the expected economic income to be generated by the asset over a period of time. Usually businesses with a low percentage of tangible assets (such as service companies and professional practices) have a large percentage of intangible net worth. 

1.2 MEANING OF DEPRECIATION

Generally, the term depreciation is used to denote decrease in value but in accounting, this term is used to denote decrease in the book value of fixed asset. Depreciation is the permanent and continuous decrease in the book value of a fixed asset due to use, afflux ion of time, obsolescence, expiration of legal rights or any other cause.In simple words to understand the terminology depreciation is the permanent decrease in the value of the fixed assets.

 “Depreciation is the permanent and continuous diminution in the quality /quantity / value of the asset.”

									Dickens

“Depreciation represents that part of the cost of a fixed asset to its owner which is not recoverable when the asset is finally out of use by him. Provision against this loss of capital is an integral cost of conducting the business during the effective commercial life of the asset and is not dependent on the amount of profit earned”.

				According to the Institute of Chartered Accountants

An analysis of the definition given above highlights the characteristics of depreciation as follows:
(a) It is related to fixed assets only.
(b) It is a fall in the book value of an asset.
(c) The fall in the book value of an asset is due to the use of the asset in business operations, efflux ion of time, obsolescence, and expiration of legal rights or any other cause.
(d) It is a permanent decrease in the book value of an asset.
(e) It is a continuous decrease in the book value of an asset.



1.3 AIMS OF CHARGING DEPRECIATION 
	
To recover the cost: The depreciation charge is a mean to recover the cost of operations of the enterprise. More specifically to recover the cost of asset procured which is in usage.
To facilitate the induction of new asset: To replace the old one, the new asset has to be purchased only with the help of depreciation charge
To find out the correct P&L accounting balance
To know the original position of the enterprise through proper adjustments on the fixed assets
Profit or loss on the disposal of a non-current asset
 (
Compare to 
) (
Cost of assets 
) (
Less 
)
 (
Profit/ loss on disposal 
) (
Proceeds from disposal 
) (
Total depreciation 
)







1.4 TERMS RELATED TO DEPRECIATION 

The terms depreciation, depletion and amortization are used often interchangeably. However, these different terms have been developed in accounting usage for describing this process for different types of assets. These terms have been described as follows:
Depreciation
Depreciation is concerned with charging the cost of man-made fixed assets to operation (and not with determination of asset value for the balance sheet). In other words, the term 'depreciation' is used when expired utility of physical asset (building, machinery, or equipment) is to be recorded.
Depletion
This term is applied to the process of removing an available but irreplaceable resource such as extracting coal from a coal miner or oil out of an oil well. Depletion differs from depreciation in that the former implies removal of a natural resource, while the latter implies a reduction in the service capacity of an asset.
Amortizations
The process of writing off intangible assets is termed as amortization. The intangible assets like patents, copyrights, leaseholds and goodwill are recorded at cost in the books of account; many of these assets have a limited useful life and are, therefore, written off.




Obsolescence
It refers to the decline in the useful life of an asset because of factors like (i) technological advancements, (ii) changes in the market demand of the product, (iii) legal or other restrictions, or (iv) improvement in production process
1.5 CAUSES OF DEPRECIATION

 (
Constant use
)
 (
Permanent Fall in the Market Value
)




 (
Passage of Time
)
 (
Accidents
) (
CAUSES OF DEPRECIATION
)





 (
Obsolescence
:
) (
Depletion
)






1. Constant use: The constant use of assets results into their wear and tear, which in turn reduces their working capacity. Hence, a decrease in the value of assets may be seen due to reduced capacity. The value of assets like, machinery, furniture, etc., declines with the constant use of them.
2. Passage of Time: Many fixed assets lose their value with the passage of time. This holds true in case of intangible fixed assets such as patents, copy rights, lease hold properties, etc. The term “amortisation” is generally used to indicate the reduction in the value of such assets.
3. Depletion: Depletion also causes decline in the value of certain assets. This is true in case of wasting assets such as mines, oil wells and forest-stands. On account of continuous extraction of minerals or oils, these assets go on declining in their value and finally they get completely exhausted.
4. Obsolescence: There may not be any physical deterioration in the asset itself. Despite of this there may be reduction in the utility of an asset that results from the development of a better method, machine or process. For example, an old machine which is still in good working condition may have to be replaced by a new machine because of the later being more economical as well as efficient. In fact, new inventions, developments in production processes, changes in demand for product or services, etc. make the asset out of date.
5. Accidents: An asset may get reduction in its value if it meets an accident.
6. Permanent Fall in the Market Value: Certain assets may get permanent fall in their value and this decline in their value is treated as depreciation. For example, a permanent decline in the market value of securities and investment may be assumed as depreciation

1.6 BASIC ELEMENTS OF DEPRECIATION

Cost of the asset: The knowledge about the cost of the asset is very essential for determining the amount of depreciation to be charged to the profit and loss account. The cost of the asset includes the invoice price of the asset less any trade discount plus all costs essential to make the asset usable. Cost of transportation and transit insurance are included in acquisition cost.
Estimated life of the asset: Estimated life generally means that for how many years or hours an asset could be used in business with ordinary repairs for generating revenues. For estimating useful life of an asset one must begin with the consideration of its physical life and the modifications, if any, made, factors of obsolescence and experience with similar assets.
Scrap Value of the Asset: The salvage value of the asset is that value which is estimated to be realised on account of the sale of the asset at the end of its useful life. This value should be calculated after deducting the disposal costs from the sale value of the asset. If the scrap value is considered as insignificant, it is normally regarded as nil

1.7 NEED FOR PROVIDING DEPRECIATION

To Ascertain the Profits or Losses: The true profits or losses could be ascertained when all costs of earning revenues have been properly charged against them. Fixed assets like building, plant and machinery, furniture, motor vehicles etc are important tool in earning business income. But the cost of the fixed asset is not charged to profit and loss of the accounting period in which the asset is purchased.

To show the Asset as its Reasonable Value: The assets get decrease in their value over a period of time on account of various such as passage of time, constant use, accidents, etc. Therefore, if the depreciation is not charged then the asset will appear in the balance sheet at the over stated value. This practice is unfair as the balance sheet fail to present the true financial position.

Replacement of assets: Business assets become useless at the expiry of their life and, therefore, need replacement. The cash resources of the concern are saved from being distributed by way of dividend by providing for depreciation. The resources so saved, if set aside in each year, may be adequate to replace it at the end of life of the asset.

To Reduce Income Tax: If tax is paid on the business income without providing for depreciation then it will be in excess to the actual income tax. This is a loss to the business man. Thus, for calculating tax, depreciation should be deducted be from income similar to the other expenses.





2. METHODS OF CALCULATING DEPRECIATION


 (
METHODS OF CALCULATING DEPRECIATION
)



 (
Fixed installment method or 
 
straight line method.
) (
Diminishing Balance method
)


 (
Sum of years digits method
) (
Machine hour rate method
)


 (
Depreciation Fund Method
)
 (
Insurance Policy Metho
d
) (
Annuity method
) (
Revaluation Method
)





Among the above mentioned methods, Straight line method and Diminishing balance or written down method are more important methods. These two methods are preferable and renowned methods among the industrialists in charging the depreciation on the fixed assets.

1. FIXED INSTALLMENT METHOD OR STRAIGHT LINE METHOD
This is also known as fixed instalment method. Under this method the depreciation is charged on the uniform basis year after year. When the amount of depreciation charged yearly under this method is plotted on a graph paper, we shall get a straight line. Thus, the straight line method assumes that depreciations is a function, of time rather than use in the sense that each accounting period received the same benefit from using the asset as every other period.

The depreciation is calculated by dividing the cost of the asset minus scrap value by the effective life of the asset. The amount of depreciation remains fixed over the whole life of the asset. This method is simple and works well when an asset has a fixed life as in the case of lease etc.

The following formula or equation is used to calculate depreciation under this method:

Annual Depreciation = [(Cost of Assets - Scrap Value)/Estimated Life of Machinery]

The journal entries that will have to be made under this method are very simple. The journal entries will be as under:


Depreciation account
To Asset account
(Being the depreciation of the asset)

Profit and loss account
To Depreciation account
(Being the amount of depreciation charged to Profit and Loss account)

These entries will be passed at the end of each year so long as the asset lasts. In the last year, the scrap will be sold and with the amount that realized by the sale the following entry will be passed:

Cash account
To Asset account
(Being the sale price of scrap realized.)
Advantages:
1. Fixed installment method of depreciation is simple and easy to work out
2. The book value of the asset can be reduced to zero.

Disadvantages:
1. This method, in spite of its being simplest is not very popular because of the fact that Where as each year's depreciation charge is equal, the charge for repairs and renewals goes on increasing as the asset becomes older. The result is that the profit and loss account has to bear a light burden in the initial years of the asset but later on this burden becomes heavier.
2. Interest on money is locked up in the asset is not taken into account as is done in some other methods.
3. No provision for the replacement of the asset is made.
4. Difficulty is faced in calculation of depreciation on additions made during the year.

2. DIMINISHING BALANCE METHOD
This is also known as Written down value method [WDV]. Under the diminishing balance method depreciation is charged at fixed rate on the reducing balance (i.e., cost less depreciation) every year. Thus, the amount of depreciation goes on decreasing every year. Under this method also the amount of depreciation is transferred to profit and loss account
in each of the year and in the balance sheet the asset is shown at book value after reducing depreciation from it.
For example, if an asset is purchased for Rs. 10,000 and depreciation is to be charged at 20% p.a. on reducing balance system then the depreciation for the first year will be Rs. 2000. In the second year, it will Rs. 1600 (i.e. 20% of 8000), in the third year Rs. 1280 (i.e. 20% of 6400) and so on. The rate of depreciation under this method can be computed by using the following formula:

Depreciation rate = –1√net scrap value/acquisition cost 

Merits of Diminishing Balance Method
(i) It is very easy to understand and calculate the amount of depreciation despite the early variation in the book value after depreciation 
(ii) This method put an equal burden for use of the asset on each subsequent year since the amount of depreciation goes on decreasing for each subsequent year while the charge for repairs goes on increasing for each subsequent year.
(iii) This method has also been approved by the income tax act applicable in India
(iv) Asset is never reduced to zero because if the rate of depreciation is (say) 20%. Then even when asset is reduced to very small value, there must remain the 80% of that small value as on written off balance.
Demerit
(i) It ignores the interest on the capital committed to purchase that asset. 
(ii) It does not provide adequately for replacing the asset at the end of its life. 
(iii) The calculation of rate of depreciation is not so simple. 
(iv) The formula for calculating the rate of depreciation can be applied only when there is some residual of the asset.

3. MACHINE HOUR RATE METHOD

Under this method, total cost of the machine is divided by the total number of hours of the life of the machine to arrive at the hourly rate of the machine. In order to calculate the depreciation amount, the actual number of hours in a particular year is multiplied with the hourly rate.
In case of this method, the running time of the asset is taken into account for the purpose of calculating the amount of depreciation. It is suitable for charging depreciation on plant and machinery, air-crafts, gliders, etc. The amount of depreciation is calculated as follows:

= Acquisition cost of the assets – Scrap value/ Life of the Asset in hours

4. SUM OF YEARS DIGITS (SYD) METHOD

Under this method also the amount of depreciation goes on diministing in the future years similar to that under diminishing Balance method. For calculating the amount of depreciation to be charged to the profit and loss account this method takes into account cost, scrape value, and life of the asset. The following formula is used for determining depreciation:

 * Acquisition Cost

For example, an asset having an effective life of 5 years is purchased at a cost of Rs. 20,000. It is estimated that its scrap value at the end of its effective life will be Rs. 2000. The depreciation on this asset, if SYD method is followed, will be calculated as follows from one to five years:




Year 				Depreciation Amount
1 =				5/15*18000		=		6000
2=				4/15*18000		=		4800
3=				3/15*18000		=		3600
4=				2/15*18000		=		2400
5				1/15*18000		=		1200

5. ANNUITY METHOD

This method charges depreciation on the assumption that fixed rate of interest is charged on the asset, treating the fixed asset as an investment. The first two methods — Straight Line Method and Diminishing Balance Method — ignore interest aspect. The annuity method takes into account the interest lost on the acquisition of an asset. The amount to be written off as depreciation is calculated from the annuity table. The depreciation will be different according to the rate of interest and according to the period over which the asset is to be written off. The annuity table is used to help in the determination of the amount of depreciation. A specimen of Annuity Table is as follows:
 (
Year 
     3% 
    4% 
    5% 
    6%
4 
0.269027 
0.275490 
0.282012 
0.288591
5 
0.218335 
0.224627 
0.230975 
0.237376
6
 
0.184598 
0.190762 
0.197012 
0.203363
7. 
0.160506 
0.166610 
0.172820 
0.179135
8. 
0.142456 
0.148528 
0.154722 
0.161036
9. 
0.128434 
0.134493 
0.140690 
0.147022
10. 
0.117231 
0.12391 
0.129505 
0.135868
)
Year 		     3% 		    4% 		    5% 		    6%
4 		0.269027 	0.275490 	0.282012 	0.288591
5 		0.218335 	0.224627 	0.230975 	0.237376
6	 	0.184598 	0.190762 	0.197012 	0.203363
7. 		0.160506 	0.166610 	0.172820 	0.179135
8. 		0.142456 	0.148528 	0.154722 	0.161036
9. 		0.128434 	0.134493 	0.140690 	0.147022
10. 		0.117231 	0.12391 	0.129505 	0.135868

In case depreciation is charged according to this method, the following accounting entries are passed:
(i) Purchase of an asset
Asset Account 		Dr.
To Bank
(ii) For charging interest
Asset Account 		Dr.
To Interest Account

(iii) For charging depreciation:
Depreciation Account 	Dr.
To Asset Account

Merits
(i) This method keep into account interest on money spent on the purchase of the asset.
(ii) The value of the asset becomes zero at the end of life.



Demerits
(i) This method is comparatively more difficult than the methods discussed so far.
(ii) It makes no arrangement of money to replace the old asset with the new one at the expiry of its life.
(iii) Under this method the burden on the profit and loss account is no similar in each year because the depreciation remains constant year after year but the interest goes on decreasing.


6. REVALUATION METHOD
This method is used in case of small items like cattle (livestock) and loose tools, where it is difficult to maintain account for every single item. The amount of depreciation is to be calculated by comparing the value at the end of the year (valuation is done by a person, who has knowledge of those assets) with the value in the beginning and assets purchased during the year.

7. DEPRECIATION FUND METHOD

Funds are needed for replacement of the fixed asset. As and when the fixed asset is required to be replaced with a new asset, all the above three methods do not provide ready funds for replacing the asset. Non-availability of ready funds is the greatest handicap in respect of all the above methods. Depreciation Fund Method provides the advantage of ready funds for replacing the asset, as and when needed. Depreciation Fund Method is also known as ‘Sinking Fund Method’.


8. INSURANCE POLICY METHOD

Insurance policy method is a slight modification of the depreciation fund method or sinking fund method. Under this method the amount represented by the depreciation fund, instead of being used to buy securities, is paid to an insurance company as premium. The insurance company issues a policy promising to pay a lump sum at the end of the working life of the asset for its replacement.
The advantage of insurance policy method is that risk of loss on the sale of investment and the trouble and expense of buying investment are avoided, while disadvantage lies that the interest received on the premiums paid is comparatively very low. When insurance policy method is employed the policy account will take the place of the depreciation fund investment account and no interest will be received at the end of each year, but the total interest on the premiums will be received when the policy matures.
Every year's two entries will be made:

1. in the beginning:
Depreciation insurance policy account
To Cash account
(Being the payment of premium on depreciation policy)
2. at the end of the year:
Profit and loss account
To Depreciation fund account
(Being the amount of depreciation charged to profit and loss account)
When the policy will mature i.e., to say the amount of the policy will be received. The entry is:
					Cash account
To Depreciation insurance policy account
(Being the policy amount realized)
The depreciation insurance policy account will show some profit. This will be transferred to depreciation fund account, the entry being.
Depreciation insurance policy account
To Depreciation fund account
(Being the policy amount realized)
The asset account will have been shown throughout at its original cost. It now is written off by transfer to depreciation fund account. The entry is:
Depreciation fund account
To Asset account
Difference between Straight Line Method And Diminishing Balance Method

	Points of difference
	Straight Line Method
	Diminishing Balance
Method

	Computation Method
	The depreciation is charged at a fixed rate on the original cost of the asset.
	The depreciation is charged at a fixed rate on the original cost in the first year and on the written down value (cost minus total
depreciation) in the subsequent years

	Recognition
	Not accepted by Income tax law.
	Recognized under Income Tax Act

	Calculation
	It is easy to calculate the rate of depreciation.
	It requires the use of mathematical tables.

	Book Value
	The book value of the asset becomes zero or equal to scrap value.
	The book value never becomes zero.


	Amount of Statement
	The amount of depreciation remains the same in all the years of useful life of the asset.
	The amount of depreciation goes on decreasing year after year



3. INVENTORY VALUATION

The literary meaning of the word inventory is stock of goods. To the finance manager, inventory connotes the value of raw materials, consumable, spares, work-in-progress, finished goods and scrap in which a company’s funds have been invested. It constitutes the second largest items after fixed assets in the financial statements, particularly of manufacturing organization. It is why that inventory valuation and inventory control have become very important functions of the accountants and finance managers. The persons interested in the accounting information assume that the financial statements contain accurate information. However, it is often observed that the financial statements don’t provide actual information about some of the items, e.g. inventory and depreciation. This may be because of the variety of inventory valuation methods available with the accountant. 
According to the International Accounting Standard-2 (IAS-2), ‘Inventories’ mean tangible property held;
(a) For sale in the ordinary course of business,
(b) In the process of production for such sale, or
(c) For consumption in the production of goods or services for sale. Hence, the term inventory includes stock of (i) raw material and components, 
    (ii) work-in-progress and finished goods. 
In case of manufacturing concern, inventory consists of raw materials, components, stores, semi-finished products and finished goods in case of a trading concern inventory primarily consists of finished goods.

3.1 CLASSIFICATION OF INVENTORY

(A) Raw materials: Raw materials are, directly, used in manufacturing a product.
(B) Work-in-process: Work-in-process is partly finished goods. They are in the process of conversion from the stage of raw materials to finished goods. Work-in-process is neither raw materials nor finished goods, they are in between.
(C) Finished goods: Finished goods are those goods, which are completely ready for sale. Finished goods of one firm can become the raw materials to another firm.
(D) Stores and Supplies: Stores and Supplies do not enter into production, directly. However, in their absence, entire production would be affected and at times, even, come to a halt. Normally, their value is very small in the total inventory. Examples are grease, oil, bulbs, brooms etc. In a trading firm, there is no manufacturing process and so the goods purchased are, directly, sold.

3.2 OBJECTIVES OF INVENTORY
A primary issue in accounting for inventories is the determination of the value at which inventories are carried in the financial statements until the related revenues are recognized. This Standard deals with the determination of such value, including the ascertainment of cost of inventories and any write-down thereof to net realizable value Inventory is held for
· Smooth production process for making finished goods, meant for sale.
·  Sale of finished goods for sale in the ordinary course of business.
· facilitating production process
3.3 INVENTORY SYSTEM
Inventory means stock. Every manufacturing concern has to maintain proper and accurate records regarding the quantity and value of inventory in hand. The records may be maintained according to any one of the following two systems.
· 1. Periodical inventory system
· 2 Perpetual inventory systems

PERIODICAL INVENTORY SYSTEM: 
Under this system the quantity and value of inventory is ascertained by physically counting the stock at the end of the year and as on the accounting date. In case of big business houses, annual stock taking may even take a week at the end of the year in finalizing the stock in hand on continuous basis. In case of this system certain items are physically counted, while others are weighed in kilos or tones or measured in litters. For stock taking stock sheets are used. The firms evolve such a Performa of stock sheet on which all the relevant information like particulars of inventory, numbers of units, price per unit, total value, etc. can be listed and added so as to get the figure of inventory. This method offers the advantage of simplicity.
Cost of Goods Sold = Opening Inventory + Purchases – Closing Inventory

PERPETUAL INVENTORY SYSTEM
Perpetual Inventory System is a method of recording inventory balances after each receipt and issue. In order to ensure accuracy of perpetual inventory records, physical stocks should be checked and compared with recorded balances. The discrepancies, if any, should be investigated and adjusted in the accounts, properly. The closing inventory is calculated as a residual figure (which includes lost goods also) as under:
Closing Inventory = Opening Inventory + Purchases – Cost of Goods Sold

3.4 METHODS OF INVENTORY:
1. FIRST IN FIRST OUT (COMMONLY CALLED FIFO)
In this method, the assumption is that the materials received first are issued first. Once the first batch of materials is over, the next batch of materials would be issued. This is the assumption for the purpose of recording the issues. Physically also, normally, materials first received are used first. The materials issued are priced at the oldest cost price listed in the stores ledger account and thus materials on hand are valued at the price of the last purchase.
This method is most suitable in times of falling prices because the issue price of materials to jobs or works order will be high as earliest receipts are at high price. But, in case of rising prices, this method is not suitable because the issue price of materials to production will be low.

Advantages: 
(I) this method is easy to operate provided the prices of materials do not fluctuate frequently.
(ii) It gives such a value of closing stock which is very near to current market prices since closing inventory is made of most recently purchased goods.
(iii) It is a realistic method because it takes into account the normal procedure of issuing goods/inventory, i.e. the materials are issued to production in the order of their receipts.
(iv) As it is based on historical cost, no unrealized profit enters into the financial statements for the period.

Disadvantages: 
(I) Because of violent changes in prices of materials, it involves somewhat complicated calculations and, therefore, it involves somewhat complicated calculations and, therefore, increase the changes of clerical errors.
(ii) The prices of issues of materials may not reflect current market prices and, therefore, during the period of inflation, the charge to production is unreasonably low.
(iii) Comparison between different jobs executed by the firm becomes sometimes difficult. A job commenced a few minutes before another job might have consumes the supply of lower priced stock. This is particularly because of that the fact the first job might have completely exhausted the supply of materials of a particular lot.

Impact during rising prices/falling prices:

In periods of rising prices, the FIFO method produces higher profits and results in higher tax liability because lower cost is charged to production and higher valuation of closing stock at the new rates. There would be a double effect on profits, resulting in higher tax liability. Conversely, in periods of falling prices, the FIFO method produces lower profits and results lower taxes because they are derived from a higher cost of goods sold.

2. LAST IN FIRST OUT (COMMONLY CALLED LIFO)
This method operates in just reverse order of FIFO method. As against the First in First Out method, the issues under this method are priced in the reverse order of purchase i.e., the price of the latest available consignment is taken first. Thus, the price of the last batch of materials purchased is used for all issues until all units from this batch have been issued. Later, the price of the previous batch received is used. It should be noted that physical flow of materials may not conform to LIFO assumption.
This method is suitable in times of rising prices because material will be issued from the latest consignment at a price, which is closely related to current price levels, as far possible. Three points should be noted regarding this method:

(a) Materials issues are priced at actual cost.
(b) Charge to production for material cost is at the latest prices paid.
(c) Closing stock valuation is at the oldest prices paid and is completely out of line with
the current prices.

Advantages:
(I) this method takes into account the current market circumstances while valuing materials issued to various jobs or ascertaining the cost of goods sold.
(ii) No unrealized profit or loss is usually made in case this method is followed.
Disadvantages:
(I) the stock in hand is valued at a price which has become out-of-date when compared with the current inventory prices.
(ii) This method may not be acceptable for taxation purposes since the value of closing inventory may be quite different from the current market value.
(iii) Comparison among similar jobs is very difficult because they may bear different issue prices for materials consumed.

Impact during rising prices/falling prices

Under the LIFO method, in times of rising prices, profits and taxes would be lower than under FIFO method. In periods of falling prices, the closing stock would be valued at higher price and thus the profits and taxes would also be higher.
3. AVERAGE COST
In stores, material is always mixed up. The principal on which the average cost method is based is that all of the materials in store is so mixed up that an issue cannot be made from any particular lot of purchases. Therefore, it is proper, if the materials are issued at the average cost of materials in store. Average may be of two types:
(i) Simple Arithmetic Average.
(ii) Weighted Arithmetic Average.

3.1 SIMPLE AVERAGE COST
Simple average price is calculated by dividing the total of unit purchase prices of different lots in stock on the date of issue by the number of prices used in the calculation. Quantity of different lots is ignored.
This is the average of prices of different lots of purchase. Under this method no consideration is given to the quantity of purchases in various lots. For example the purchases of 500 units of materials at Rs. 10 per unit are made as on 5th January, 1995 and 800 units of materials at Rs. 14 per unit on 10th January. If at the end 200 units remains unissued/unsold, these will be valued at Rs. 12 = [(10 + 14)/2] per unit and hence, the closing inventory will be shown at Rs. 2400 (200 × 12 = 2400).
Suppose, following are three different lots of materials in stock when the materials is to be issued:
1,000, units purchased @Rs.10
2,000, units purchased @Rs.11
3,000, units purchased @Rs.12
In this example, simple average price will be Rs. 11 calculated as below:- 10+ 11 +12/3= Rs.11

Simple average price ignores the quantities for calculating the issue price.

Does not recover full cost: 
Simple average price is not to be followed because this method of calculating issue price does not recover the full cost price of the materials. In the above example, the purchase price of the material in stock is Rs. 68,000 (1,000 × 10 + 2,000 × 11 + 3,000 × 12) whereas the recovery from the production according to simple average price method will be Rs. 66,000 (quantity 6,000 units issued @ Rs. 11 per unit). Thus, there is under recovery of Rs. 2,000 (Rs. 68,000 – Rs. 66,000).
Simple average price is not a proper method for issuing the prices as this method does not recover the full costs, which is the primary requirement of a good pricing method.

3.2 WEIGHTED AVERAGE COST

The weighted average price takes into account the price and quantity of the materials in store. In the above example, the weighted average price is Rs. 11.33 per unit calculated as follows:

			= 11.33

It is better to issue the material at weighted average price method. This method recovers the full cost price of the materials from production. In the above example, the total purchase price of the materials in stock is Rs. 68,000 and the charge to jobs or work orders is also Rs. 68,000 (6,000 units@ Rs. 11.33). In periods of heavy fluctuations in the prices of materials, the weighted average cost method gives better results because it evens out fluctuations in price by taking the average of prices of various lots in stock.

Advantages
(1) Best method even when prices fluctuate: Weighted Average price method is considered to be the best method when prices fluctuate, considerably, because this method tends to smooth out fluctuation prices.
(2) Simple calculation: Issue prices are not to be calculated each time issues are made. Issue prices are changed only when new lot of materials is received.
(3) Full recovery of cost: This method recovers the cost of materials from production.
(4) Issue prices near to market prices: This method maintains the issue prices as near to the market price as possible. 
(5) No adjustments in stock ledger: This method eliminates the necessity for adjustments in stock valuation.
Disadvantages
(1) New calculation with every receipt: The greatest disadvantage of this method is that a fresh rate calculation has to be made as soon as a new lot of materials is purchased which may involve tedious calculations. Thus, there are chances of clerical errors.

4. VALUATION OF GOOD WILL
The reputation, popularity and image of business in the market are known as good will of the business through this goodwill a particular business earns more profit then other business. The valuation of earning capacity of a business is called the valuation of goodwill. 
MEANING AND DEFINITION OF GOODWILL
· Used to describe the 'good name' or 'reputation' earned by a firm as it trades
· To express the intangible but quantifiable "prudent value" of an ongoing business beyond its assets. 
· The value of an entity over and above the value of its assets. 		
· The difference between the purchase price and the sum of the fair value of the net assets is by definition the value of the "goodwill" of the purchased company. 
· Hopefully have a positive impact on the future turnover and profits of the business.
Goodwill of a business means reputation, popupalarity or image of the business in the market. Goodwill of business is earned by the entrepreneur by delivering good quality production, honesty of the businessman; harmonious relation which labourers, pricing of the product and availability of technical knowledge etc.good will of a business attracts more customers towards itself like a magnet. As a result, the business earns more or excess profit over the normally earned profit on the same capital employed by the other cancers engaged in the same business. This excess or excess profit is the prime factor in determining the value of the goodwill. If a buyer a running concern, he will be ready to pay some extra amount over the net assets of the vendor for more earning capacity. 
4.1 NATURE OF GOODWILL:
For the demonstration of the nature of goodwill it would be better to discuss the case Whiteman smith motor company vs. Chaplin in which types of goodwill were zoologically classified by justice rich into four as:
1. CAT’S NATURE GOODWILL:
One of the characteristics of a cat is that it likes to live in one place and does not change its living place occasionally .therefore, it is said that a cat prefers a place to a person. It represents the customer who goes to a particular place to the person who keeps it. Thus the nature of same business is like the nature of a cat. Good will of such type of business does not change due to the changes of ownership of the business.
2. DOG’S NATURE GOODWILL
A dog is famous for its faithfulness towards its owner. A dog is always attached to its owner rather than a place. The good will of some business depends on the owner of the business. If the owner of the business is changed, goodwill of that business will vanish. In other words customer is attached to the owner.
3. RAT’S NATURE OF GOODWILL
One of characteristics of the rat is that it does not have any attachment to place. It moves from place to place. If the goodwill of a business often changes .such type of goodwill is rat’s nature of goodwill.
4. RABBIT’S NATURE OF GOODWILL
One of the characteristics of a rabbit is propinquity. It means nearness in time and place relationship,
4.2 CHARACTERISTICS OF GOODWILL 
· It belongs to the category of intangible assets. 
· It is a valuable asset. 
· It contributes to the earning of excess profits. 
· Its value is liable to constant fluctuations. 
· Its value is only realized when a business is sold or transferred. 
· It is difficult to place an exact value on goodwill and it will always involve expert judgment. 
· There can be effect of personal ability for valuation of goodwill. 
NEED OF VALUATION OF GOODWILL
· When the business is sold as a going concern.
· When the business is amalgamated with another firm.
· When business is converted into private or public company.
· When there is a change in the profit-sharing ratio amongst the existing partners.
· When a new partner is admitted.
4.3 GOODWILL VALUATION
There are three methods of valuation of goodwill of the firm;
1. Average Profits Method
2. Super Profits Method
3. Capitalization Method
1. AVERAGE PROFIT METHOD
Under this method goodwill is calculated on the basis of the average of some agreed number of past years. The average is then multiplied by the agreed number of years. This is the simplest and the most commonly used method of the valuation of goodwill. Past Profits of a number of years are taken into consideration.
Goodwill = Average Profit * No. of Years Purchased
Average Profit = Total Profits/ No. of Years
Why Average Profit & No. of Years Purchased
· A buyer wishes to get advantage of it in future that is uncertain.
· The estimate for the future depends upon the past performance.
· Profits in future depends upon its Average Performance in past.
· For some years to come the business will earn profit entirely due to seller’s efforts
2. SUPER PROFITS METHOD:
Under this method Goodwill is calculated on the basis of Super Profits i.e. the excess of actual profits over the average profits. For example if the normal rate of return in a particular type of business is 20% and your investment in the business is Rs.10,00,000 then your normal profits should be Rs.2,00,000. But if you earned a net profit of Rs. 2,30,000 then Rs.2,30,000 - Rs.2,00,000= Rs.30,000 are your super profits. For calculating Goodwill Super Profits are multiplied by the number of years of purchase
Goodwill = Super Profit * No. of Years Purchased
Where,
Normal Profit = Average Capital Employed * Normal Rate of Return
Super Profit = Actual Average Profit – Normal Profit


3. CAPITALIZATION METHOD:
There are two ways of calculating Goodwill under this method:
 (I) Capitalization of Average Profits Method:
Under this method we calculate the average profits and then assess the capital needed for earning such average profits on the basis of normal rate of return. Such capital is called capitalized value of average profits. The formula is:-
Goodwill = Capitalized Value of Average Profits - Capital Employed
Where
Capitalized Value of Average Profits = Average Profits X (100 / Normal Rate of Return)
Capital Employed = Assets – Liabilities
(ii) Capitalization of Super Profits:
Under this method first of all we calculate the Super Profits and then calculate the capital needed for earning such super profits on the basis of normal rate of return. This Capital is the value of our Goodwill. The formula is:-
Goodwill = Super Profits X (100/ Normal Rate of Return)         
























UNIT-IV
Financial Analysis-I: Objectives of fund flow statement- steps in preparation of fund flow statement, Objectives of cash flow statement- Preparation of cash flow statement - funds flow statement Vs cash flow statement
When you have read this chapter you will be able to:
· Concepts of fund flow statement 
· Format of fund flow statement 
· Preparation and presentation of fund flow statement 
· State the purpose and preparation of statement of cash flow statement;
· Distinguish between operating activities, investing activities and financing activities

1. INTRODUCTION
The term financial statements generally refer to two basic statements: (i) The Income Statement, and (ii) The Balance Sheet. Of course, a business may also prepare a Statement of Retained Earnings, and a Statement of Changes in financial Position in addition to the above two statements.
Financial statements are prepared primarily for decision-making. They play a dominant role in setting the framework of managerial decisions. But the information provided in the financial statements is not an end in itself as no meaningful conclusions can be drawn from these statements alone. However, the information provided in the financial statements is of immense use in making decisions through analysis and interpretation of financial statements. Financial analysis is the process of identifying the financial strengths and weaknesses of the firm by properly establishing relationship between the items of the balance sheet and the profit and loss account.

1.1 TOOLS OF FINANCIAL ANALYSIS
Financial Analyst can use a variety of tools for the purposes of analysis and interpretation of financial statements particularly with a view to suit the requirements of the specific enterprise. The principal tools are as under:
1. Comparative Financial Statements
2. Common-size Statements
3. Trend Analysis
4. Cash Flow Statement
5. Ratio Analysis
6. Funds Flow statements

2. MEANING OF FUND
The term "Fund" refers to Cash, to Cash Equivalents or to Working Capital and all financial resources which are used in business. These total resources of a concern are in the form of men, materials, money, plant and equipments and others. 
In a broader meaning the word "Fund" refers to Working Capital. The Working Capital indicates the difference between current assets and current liabilities. The term working capital may be:
(a) Gross Working Capital and
(b) Net Working Capital.
"Gross Working Capital" represents total of all Current Assets.
"Net Working Capital" refers to excess of Current Assets over Current Liabilities.
In a narrow sense the word "Fund" denotes cash or cash equivalents.

2.1 MEANING OF FLOW OF FUNDS
The term "Flow of Funds" refers to changes or movement of funds or changes in working capital in the normal course of business transactions. The changes in working capital may be in the form of inflow of working capital or outflow of working capital. In other words, any increase or decrease in working capital when the transactions take place is called as "Flow of Funds." If the components of working capital results in increase of the fund, it is known as Inflow of Fund or Sources of Fund. Similarly, if the components of working capital effects in decreasing the financial position it is treated as Outflow of Fund. 
For example, if the fund raised by way of issue of shares will be taken as a source of fund or inflow of fund. This transaction results in increase of the financial position. Like this, the fund used for the purchase of machinery will be taken as application or use of fund or outflow of fund because it stands to reduce the fund position.

The following chart shows the movement of funds:

			Movement of Funds
 (
Firm
Business
Transaction
)


      Inflow of fund 						outflow of fund 




2.2 DEFINITIONS 

“Fund Flow Statement is a statement prepared to indicate the increase in the cash resources and the utilization of such resources of business during the accounting period”.                		                                                                                             Robert.N.Anthony
“The Funds Flow Statement is a method by which we study the net funds flow between two points in time”.									         -											James.C.Van Horne
“A statement of sources and application of fund is a technical device designed to analyze the changes in the financial condition of business enterprise between two dates”.                  												 Robert foulke
2.3 IMPORTANCE OR USES OF FUND FLOW STATEMENT
Fund Flow Statements are prepared for financial analysis in order to meet the needs of people serving the following purposes:
(1) It highlights the different sources and applications or uses of funds between the two accounting period.
(2) It brings into light about financial strength and weakness of a concern.
(3) It acts as an effective tool to measure the causes of changes in working capital.
(4) It helps the management to take corrective actions while deviations between two balance sheets figure.
(5) It is an instrument used by the investors for effective decisions at the time of their investment proposals.
(6) It also presents detailed information about profitability, operational efficiency and financial affairs of a concern.
(7) It serves as a guide to the management to formulate its dividend policy, retention policy and investment policy etc.
(8) It helps to evaluate the financial consequences of business transactions involved in operational finance and investment.
(9) It gives the detailed explanation about movement of funds from different sources or uses of funds during a particular accounting period.

2.4 COMPONENTS OF FLOW OF FUNDS
In order to analyze the sources and application of funds, it is essential to know the meaning and components of flow of funds given below.
(l) Current Assets
(2) Non-Current Assets (Fixed or Permanent Assets)
(3) Current Liabilities
(4) Non-Current Liabilities (Capital & Long-Term Liabilities)
(5) Provision for Tax
(6) Proposed Dividend

(1) Current Assets: The term "Current Assets" refer to the assets of a business of a transitory nature which are intended for resale or conversion into different form during the course of business operations. For example, raw materials are purchased and the amount unused at the end of the trading period forms part of the current as stock on hand. Materials· in process at the end of the trading period and the labour incurred in processing them also form part of current assets.
(2) Non-Current Assets (Permanent Assets): Non-Current Assets also refer to as Permanent Assets or Fixed Assets. This class of asset includes those of tangible and intangible nature having a specific value and which are not consumed during the course of business and trade but provide the means for producing saleable goods or providing services. Land and Building, Plant and Machinery, Goodwill and Patents etc. are the few examples of Non-Current assets.
(3) Current Liabilities: The term Current Liabilities refer to amount owing by the business which are currently due for payment. They consist of amount owing to creditors, bank loans due for repayment, proposed dividend and proposed tax for payment and expenses accrued due.
(4) Non-Current Liabilities: The term Non-Current Liabilities refer to Capital and Long-Term Debts. It is also called as Permanent Liabilities. Any amount owing by the business which is payable over a longer period time, i.e., after a year is referred as Non-Current Liabilities. Debenture, long-term loans and loans on mortgage etc., are the few examples of non-current liabilities.
(5) Provision for Taxation: Provision for taxation may be treated as a current liability or an appropriation of profit. When it is made during the year it is not used for adjusting the net profit, it is advisable to treat the same as current liability. Any amount of tax paid during the year is to be treated as application of funds or non-current liability. Because it is used for adjusting the net profit made during the year.

(6) Proposed Dividend: Like provision for taxation, it is also treated as a current liability and noncurrent liability, when dividend may be considered as being declared. And thus, it will not be used for adjusting the net profit made during the year. If it is treated as an appropriation, i.e., a non-current liability when the dividend paid during the year.
(7) Provisions Against Current Assets and Current Liabilities: Provision for bad and doubtful debts, provision for loss on inventories, provision for discount on creditors and provision made against investment etc. are made during the year, they may be treated separately as current assets or current liabilities or reduce the same from the respective gross value of the assets or liabilities.

			Current Accounts
	Current Liabilities
	Current Assets

	(1) Bills Payable
(2) Sundry Creditors
(3) Outstanding Expenses
(4) Dividends Payable
(5) Bank Overdraft
(6) Short-Term Loans
(7) Provisions against Current Assets
(8) Provision for Taxation
(9) Proposed Dividend
 (May be Current or Non-Current Liabilities)
	Cash in Hand
Cash at Bank
Bills Receivable
Sundry Debtors
Short-Term Investments
Marketable Securities
Stock of Raw Materials, Work
in Progress & Finished Goods
Prepaid Expenses
Accrued Incomes



Non-Current Accounts 
	Non-Current or Permanent Liabilities
	Non-Current or Permanent Assets

	(1) Equity Share Capital 
(2) Preference Share Capital 
(3) Debentures 
(4) Long-Term Loans 
(5) Share Premium 
(6) Share forfeited 
(7) Profit and Loss Account 
(8) Capital Reserve 
(9) Capital Redemption Reserve
	Good will
Land
Building
Plant and Machinery
Furniture and Fittings
Trade Marks
Patent Right~
Long-Term Investments
Discount on Issue of Shares
and Debentures
Preliminary Expenses
Other Deferred Expenses


2.5 LIMITATIONS OF FUND FLOW STATEMENT
 (I) it is prepared on the basis of information related to historical in nature. It ignores to project future operations.
(2) This statement does not focus on transactions involved in non-fund items.
(3) It also ignores when transactions involved between current accounts or non-current accounts.
(4) It does not provide any additional information to the management because financial statements are simply rearranged and presented.

3. PREPARATION OF FUND FLOW STATEMENT
I. Fund from Operations
II. Statement of Changes in Working Capital
III. Fund Flow Statement.

I. FUND FROM OPERATIONS
Fund from Operation is to be determined on the basis of Profit and Loss Account. The operating profit revealed by Profit and Loss Account represents the excess of sales revenue over cost of goods sold. In the true sense, it does not reflect the exact flow of funds caused by business operations. Because the revenue earned and expenses incurred are not in conformity with the flow of funds. For example, depreciation charges on fixed assets, write up of fixed assets or fictious assets, any appropriations etc. do not cause actual flow of funds because they have already been charged to such profits. Hence, fund from operation is prepared to find out exact inflow or outflow of funds from the regular operations on the basis of items which have readjusted to the current profit or loss. The balancing amount of adjusted profit and loss account is described as fund from operations.

Calculation of Fund from Operations
Fund from operations is calculated with the help of following adjustments. The adjustments may be shown in the specimen proforma of profit and loss account as given below:
	Particulars
	Amount Rs.
	Amount Rs.

	Net Profit or Retained Earnings 
(Closing balance of P & L Alc as given in the Balance Sheet)
Add: Non-Fund and Non-Operating items which have already been debited to P & L Alc 
            ( I) Depreciation and Depletion 
           (2) Amortization of Fictious and Intangible Assets etc.
                          (a) Good will, Patents written off
                          (b) Discount on Issue of shares wrillen off
                         (c) Preliminary Expenses written off
                         (d) Premium on redemption of debenture

          (3)Appropriation of Retained Earnings :
                     Loss on Sale of Fixed Assets
                     Loss on Sale of Plant and Machinery
                     Loss on Sales of Land and Building
                     Loss on Sale of Furniture and Fixtures
                                                                      Total(A)
Less: Non-Fund and Non-Operating items which have already been credited to P & L Alc:
(1) Profit on sale of Fixed Assets
Profit on sale of Land & Building
Profit on sale of Plant & Machinery
Profit on sale of Furniture & Fixtures
(2) Appreciation or Revaluation of fixed assets 
(3) Dividend received on investment 
(4) Profit on redemption of Shares and Debentures 
(5) Excess provisions written back 
(6) Any other non-trading items already}
credited to P & L Alc 
(7) Net Profit or Retained Earnings }
(Opening balance of P & LAIc)
                                                                     Total(B)

Fund From Operations (Total A - B)
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II. STATEMENT OF CHANGES IN WORKING CAPITAL
It is also termed as Statement of Changes in Working Capital. Before preparation of fund flow statement, it is essential to prepare first the schedule of changes in working capital and fund from operations. Statement of changes in working capital is prepared on the basis of items in current assets and current liabilities of between two balance sheets. This statement helps to measure the movement or changes of working capital during a particular period. The term working capital refers to excess of current assets over current liabilities. The working capital may be "Increase in working capital" or "Decrease in working capital." An increase in the amount of an item of current assets in the current year as compared to the previous year represents to an increase in working capital. Similarly, a decrease in the amount of an item of current assets in the current year as compared to the previous year would represent decrease in working capital. In the same way over all changes in working capital is calculated and presented in the schedule of changes in working# Capital. The final result of Net Decrease in Working Capital refers to Source of Funds or Inflow of Funds. Like this, Net Increase in Working Capital represents Application of Fund or Uses of Funds.

Principle or Rules for Preparation of Working Capital Statement
The following rules may be kept in mind while preparing working capital statement:

(1) Increase in Current Asset				Increases Working Capital 
(2) Decrease in Current Asset				Decreases Working Capital
(3) Increase in Current Liability			Decreases Working Capital
 (4) Decrease in Current Liability 			Increases Working Capital
[image: ]

III. FUND FLOW STATEMENT
In the analysis and interpretation of financial statements fund flow statement is one of the important techniques. The statement of changes in working capital is prepared with the help of current assets and current liabilities. Similarly, fund from operation is prepared on the basis of profit and loss account to find out the exact movement of funds in different operations. After preparing schedule of changes in working capital and fund from operations, at the last stage a comprehensive fund flow statement can be prepared on the basis of component of non-current assets, non-current liabilities of balance sheet and relevant information. In other words, this statement is prepared with the help of the changes in non-current assets and non-current liabilities of balance sheet.
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	Components of Sources of Funds

	Components of Applications of Funds


	(1) Fresh Issue of Equity Share Capital.
(2) Fresh Issue of Preference Share Capital.
(3) Issue of Debentures and Bonds.
(4) Long-Term Loans raised from bank, financial institutions and public.
(5) Long-Term Loans on Mortgage.
(6) Sale of Fixed Assets.
(7) Sale of Long-Term Investments.
(8) Non-Trading Incomes.
(9) Fund From Operations.
(10) Net Decrease in Working Capital (as per schedule of changes in working capital).

	Generated funds from various sources may be utilized in the following ways for meeting the future productive programmers of the business:
(1) Redemption of shares and debentures.
(2) Repayment of loans raised from bank, financial institutions and public.
(3) Purchase of Fixed Assets.
(4) Purchase of Long-Term Investments.
(5) Non-Trading Expenditure.
Payment of Tax;
Payment of Dividend.
(6) Fund Lost in Operations.
(7) Net Increase in Working Capital (as per schedule of changing in working capital).




4. CASH FLOW STATEMENT
4.1 INTRODUCTION
Cash Flow is the life blood of a business which plays a vital role in an entire economic life. As discussed in the previous chapter, the word 'fund' is used in a narrower sense refers to 'cash'. When cash is used as 'fund' the analysis relates to movement of cash. Cash flows refer to the actual movement of cash into and out of an organization. In other words, the movement of cash inclusive of inflow of cash and outflow of cash. When the cash flows into the organization, it represents 'Inflow of Cash.' Similarly when the cash flows out of the business concern, it called as "Cash Outflow."

4.2 MEANING AND OBJECTIVES
Cash plays a very important role in the economic life of a business. A firm needs cash to make payment to its suppliers, to incur day-to-day expenses and to pay salaries, wages, interest and dividends etc. In fact, what blood is to a human body, cash is to a business enterprise? Thus, it is very essential for a business to maintain an adequate balance of cash. For example, a concern operates profitably but it does not have sufficient cash balance to pay dividends, what message does it convey to the shareholders and public in general.  Thus, management of cash is very essential. There should be focus on movement of cash and its equivalents. Cash means, cash in hand and demand deposits with the bank. Cash equivalent consists of bank overdraft, cash credit, short term deposits and marketable securities. 
Cash Flow Statement deals with flow of cash which includes cash equivalents as well as cash. This statement is additional information to the users of Financial Statements. The statement shows the incoming and outgoing of cash. The statement assesses the capability of the enterprise to generate cash and utilize it. Thus a Cash-Flow statement may be defined as a summary of receipts and disbursements of cash for a particular period of time. It also explains reasons for the changes in cash position of the firm. 
Cash flows are cash inflows and outflows. Transactions which increase the cash position of the entity are called as inflows of cash and those which decrease the cash position as outflows of cash. Cash flow Statement traces the various sources which bring in cash such as cash from operating activities, sale of current and fixed assets, issue of share capital and debentures etc. and applications which cause outflow of cash such as loss from operations, purchase of current and fixed assets, redemption of debentures, preference shares and other long-term debt for cash. In short, a cash flow statement shows the cash receipts and disbursements during a certain period.

4.3 OBJECTIVES AND IMPORTANCE OF CASH FLOW STATEMENT
	The objective of the cash flow statement is to provide the information about the cash flows of a business to the various users of the financial statements during an accounting period.  Thus, it is very important tool for the financial analysis used for the following purposes:
1. Knowledge of Cash Position:  CFS is prepared on the basis of cash which indicates the changes in cash position of a concern during a specified period.  It also discloses the causes of such a change of cash.
2. Knowledge of Cash Inflow and Cash Requirements:  This statement is used to throw the light on the various sources of cash from where the cash ingenerated during an accounting period.  The cash requirement in the coming time can also forecasted by the preparation of project CFS.
3. Knowledge of Short-term Solvency:  CFS helps in the analysis of short-term solvency of a company.  Cash is more relevant to meet the immediate obligations of a company.
4. Help in Framing the Financial Policies:  CFS may also be used to get the help in framing the financial policies of a business regarding the sources and uses of cash during a period.
5. Helpful in Dividend Policy:  CFS helps the management of a company regarding taking the decision of cash payment of dividend such as, how much cash would be available for the payment of dividend.
6. Helpful in Cash Budget:  It provides that base to prepare the cash budget regarding the receipts and payment of cash during a particular period.
7. Useful for External Investors:  CFS in very useful for the external investors of a company. The use it to know the ability of the company to repay the outsiders’ obligations in short period.  On the basis of that they take the decision whether they should give loan to the company or not.
8. Study of Sources and Uses of Cash from Various Activities:  Under the CFS all the activities of the business are classified into three – operating, investing and financial activities.  The sources and uses of cash from all these activities are mentioned in the CFS.  Thus we can study the trend of cash inflow and outflow from CFS.

4.4 DEFINITIONS
Cash comprises cash on hand and demand deposits with banks.
Cash equivalents are short term, highly liquid investments that are readily convertible into known amounts of cash and which are subject to an insignificant risk of changes in value.
Operating activities are the principal revenue-producing activities of the enterprise and other activities that are not investing or financing activities.
Investing activities are the acquisition and disposal of long-term assets and other investments not included in cash equivalents.
Financing activities are activities that result in changes in the size and composition of the owners’ capital (including preference share capital in the case of a company) and borrowings of the enterprise.

4.5 PREPARATION OF CASH FLOW STATEMENT

Cash Flow Statement is prepared like Fund Flow Statement. Preparation of this statement is based on the movement of cash, may be an actual inflow of cash or outflow of cash, Profit and Loss Account and other relevant information’s. While preparing a cash flow statement, it starts with an opening balance of cash in hand and cash at bank, all the sources of cash are added to an opening balance minus applications of cash is reconciled with the closing balance of cash. The balance represents cash and bank balances at the end of accounting period.


	Sources of Cash (Inflow of Cash)

	Application of Cash (Outflow of Cash)


	(1) Cash From Operations or Trading Profit.
(2) Sale of Fixed Assets for Cash.
(3) Sale of Investments for Cash.
(4) Raising Long-Term Loans from Banks and Financial Institutions.
(5) Issue of Shares and Debentures for Cash.

	(1) Cash Lost in Operations or Trading Losses.
(2) Redemption of Shares and Debentures by Cash.
(3) Purchase of Fixed Assets.
(4) Repayment of Long-Term Loans.





You know that various activities of an enterprise result into cash flows (inflows or receipts and outflows or payments) which are the subject matter of a cash flow statement. As per AS-3, these activities are to be classified into three categories: 
(1) Operating
(2) Investing and 
(3) Financing activities so as to show separately the cash flows generated (or used) by (in) these activities. This helps the users of cash flow statement to assess the impact of these activities on the financial position of an enterprise and so also on its cash and cash equivalents.

1. Cash from Operating Activities
Operating activities are the activities that constitute the primary or main activities of an enterprise. For example, for a company manufacturing garments, procurement of raw material, incurrence of manufacturing expenses, sale of garments, etc. These are the principal revenue generating activities (or the main activities) of the enterprise and other activities that are not investing or financing activities. The amount of cash from operations’ indicate the internal solvency level of the company, and is regarded as the key indicator of the extent to which the operations of the enterprise have generated sufficient cash flows to maintain the operating capability of the enterprise, paying dividends, making of new investments and repaying of loans without recourse to external source of financing. 
Cash flows from operating activities are primarily derived from the main activities of the enterprise. They generally result from the transactions and other events that enter into the determination of net profit or loss. Examples of cash flows from operating activities are:


[image: ]

2. Cash from Investing Activities

As per AS-3, investing activities are the acquisition and disposal of long-term assets and other investments not included in cash equivalents. Investing activities relate to purchase and sale of long-term assets or fixed assets such as machinery, furniture, land and building, etc. Transactions related to long-term investment are also investing activities. Separate disclosure of cash flows from investing activities is important because they represent the extent to which expenditures have been made for resources intended to generate future income and cash flows. Examples of cash flows arising from investing activities are:
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3. Cash from Financing Activities
As the name suggests, financing activities relate to long-term funds or capital of an enterprise, e.g. cash proceeds from issue of equity shares, debentures, raising long-term bank loans, repayment of bank loan, etc. As per AS-3, financing activities are activities that result in changes in the size and composition of the owners’ capital (including preference share capital in case of a company) and borrowings of the enterprise. Separate disclosure of cash flows arising from financing activities is important because it is useful in predicting claims on future cash flows by providers of funds (both capital and borrowings) to the enterprise. Examples of financing activities are:
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It is important to mention here that a transaction may include cash flows that are classified differently. For example, when the installment paid in respect of a fixed asset acquired on deferred payment basis includes both interest and loan, the interest element is classified under financing activities and the loan element is classified under investing activities. Moreover, same activity may be classified differently for different enterprises. For example, purchase of shares is an operating activity for a share brokerage firm while it is investing activity in case of other enterprises.

5. FUND FLOW STATEMENT Vs CASH FLOW STATEMENT

Fund Flow Statement and Cash Flow Statement are the two useful tools of financial analysis and Interpretations of financial statements. But at the same time both the statements differ from each other in the following manner:
(1) Fund Flow Statement helps ~o measure the causes of changes in working capital whereas cash flow statement focuses on the causes for the movement of cash during a particular period.
(2) Fund flow statement is prepared on the basis of Fund or all financial resources while cash flow statement is based on cash basis of accounting.
(3) Cash Flow Statement guides to the management for short-term financial planning while Fund
Flow analysis helps to the management for intermediate and long-term financial planning.
(4) Statement of changes in working capital is required for the preparation of Fund flow statement while for cash flow statement no such statement is required.
5.1 LIMITATIONS OF CASH FLOW STATEMENT

(1) Cash Flow Statement has limited scope as it compares with Fund flow statement. It Discloses inflows and outflows of cash alone. It does not reveal the overall financial position of the concern.
(2) Cash Flow Statement cannot provide a comprehensive picture of a financial position because Non-cash items of expenses and incomes are excluded.
(3) The balances as disclosed by the cash flow statement may not be treated as actual liquid Position of a concern since it cannot be easily influenced by postponing purchases and other Payments.
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					UNIT-V
Financial Analysis -II Analysis and interpretation of financial statements from investor and company point of view, Liquidity, leverage, solvency and profitability ratios – Du Pont Chart -A Case study on Ratio Analysis, Preparation of Bank Reconciliation Statement.
After reading this lesson you should be able to
i) understand the meaning, uses and limitations of ratio analysis
ii) workout all the important ratios that are required to analyse liquidity position, operational efficiency, capital structure, profitability and solvency position of manufacturing, trading, and service concerns.
iii) Understanding the meaning of BRS
1. ANALYSIS OF FINANCIAL STATEMENTS
		The term "Analysis" refers to rearrangement of the data given in the financial statements.  Analysis of financial statement is the process of critically examining of the date of the financial accounts.  The main function of this analysis is to find the strengths and weakness of the business by using different tools.  Financial analysis severs the interests of the shareholders, debentures, long-term and short-term investors, bankers, creditors, politicians, journalists, legislators, economists and researchers by classifying, re-arranging and re-grouping the financial statements.  Thus it helps the interested parties to reach on significant conclusion.
	In the words of John.M.Myer – “Financial statement analysis is largely a study of relationship among the various financial factors in a business as disclosed by single set of statements and study of the trends of these factors as shown in a series of statements”.
	Thus, the financial statement analysis refers to the classification, diagnosis and comparison of the data of financial statements so that the profitability, financial position managerial efficiency and weakness of the business may be disclosed.
1.1 INTERPRETATION OF FINANCIAL STATEMENTS
The term "interpretation" refers to "explaining the meaning and significance of the data so simplified." Interpretation is relating to the drawing of conclusion, inference and criticism of the analyzed financial data.  Interpretation comes next to the analysis of financial statements.  Interpretation of financial statement is n or possible without analysis of financial data.
	In the words of Spiecer and peglar, “Interpretation of accounts may be defined as the art and science of translating the figures, in such a way, as to reveal the financial strength and weakness of the business and the causes which have contributed therein”.
1.2 ANALYSIS AND INTERPRETATION OF FINANCIAL STATEMENTS
	Analysis and interpretation of financial statements are two different terms but are closely associated because without interpretation analysis is useless and without analysis interpretation is impossible.  Analysis not only classifies the financial data into simple form but also helps in creating a relationship of one accounting figure with another so that the meaningful conclusion of the financial data may be drawn by the interpreter.  For this purpose the interpreter must be well experienced and quite intelligent to read and understand the analyzed data.
2. INTRODUCTION
		Financial statements are very useful to provide the information to its users.  But the absolute figures have no value in itself if they are not correlated with each other.  The independent figures have no value, until these figures are not associated with each other.  Under the ratio analysis such type of relationships between different items are calculated to analyze and interpret the financial statement.
2.1 MEANING OF RATIO
		Ratio is a mathematical relationship between two items and group of items of the financial statements.  Under ratio analysis several ratios are calculate and then studied to draw inference.  Ratio is defined experts as follows:
	According to R.N.Anthony------“A ratio is simply one number expressed in terms of another”.
	According to the Accountants Hand Book by Wixon, Kell and Bedford----“A ratio is an expression of the quantitative relationship between two numbers”.
		From the definition it is clear that ratio is a numerical relationship between two numbers, in which one number being the numerator and the latter the denominator.  This numerical relationship (ratio) may be expressed in the following forms, such as-
1. Pure Ratio (Proportion):  When the amount of two figures are arrived by the simple division of one amount by another, it is said pure ratio or proportion.  For example, if current assets of a company are Rs.20, 000 and current liabilities Rs.10, 000 ratio between current assets and current liabilities will be 2:1.
2. Percentage Ratio:  In this form, the relationship of one item with other item may be expressed in percentage.  To get percentage relationship the one item is divided by other item and the quotient is multiplied by 100.  For example, the relationship of profit and sales may be expressed as 25%.
3. Rate Ratio or Times or Turnover:  In this method, rate is determined by dividing the one item by other item.  The obtained quotient is expressed in unit.  For example, if sales is Rs.1, 00,000 and stock is Rs.20, 000   5 times will be the ratio between sales and stock.
2.2 CLASSIFICATION OF RATIOS
Accounting Ratios are classified on the basis of the different parties interested in making use of the ratios. A very large number of accounting ratios are used for the purpose of determining the financial position of a concern for different purposes. Ratios may be broadly classified in to: 
(1) Classification of Ratios on the basis of Balance Sheet.
(2) Classification of Ratios on the basis of Profit and Loss Account.
(3) Classification of Ratios on the basis of Mixed Statement (or) Balance Sheet and Profit and  Loss Account.
These classifications are discussed hereunder:
1. Classification of Ratios on the basis of Balance Sheet: Balance sheet ratios which establish the relationship between two balance sheet items. For example, Current Ratio, Fixed Asset Ratio, Capital Gearing Ratio and Liquidity Ratio etc.
2. Classification on the basis of Income Statements: These ratios deal with the relationship between two items or two group of items of the income statement or profit and loss account. For example, Gross Profit Ratio, Operating Ratio, Operating Profit Ratio, and Net Profit Ratio etc.
3. Classification on the basis of Mixed Statements: These ratios also known as Composite or Mixed Ratios or Inter Statement Ratios. The inter statement ratios which deal with relationship between the item of profit and loss account and item of balance sheet. For example, return on Investment Ratio, Net Profit to Total Asset Ratio, Creditor's Turnover Ratio, Earning per Share Ratio and Price Earnings Ratio etc.
A. Liquidity Ratios: They measure the firm’s ability to meet current obligations.
B. Leverage Ratios: These ratios show the proportion of debt and equity in financing the firm’s assets.
C. Activity Ratios: They reflect the firm’s efficiency in utilizing the assets.
D. Profitability Ratios: These ratios measure overall performance and effectiveness of the firm.

1. LIQUIDITY RATIOS
	Liquidity ratios are also known by the name of short-term solvency ratios.  These ratios are relating with the short-term financial position of the company.  Liquidity ratios are used to find out the ability of the company to pay its short-term obligations from its short-term resources. Short-term obligations include creditors, banks, money lenders, suppliers, employees. Liquidity ratios measure the firm’s ability to meet current obligations, as and when they fall due.
A firm should ensure that it does not suffer from lack of liquidity and also does not have excess liquidity.
In the absence of adequate liquidity, the firm would not be able to pay creditors, who have supplied goods and services, on the due date promised. Firm’s goodwill suffers, in case of default in payment. In fact, dissatisfied suppliers, normally, refuse to supply, further. Who can finance, indefinitely? Loss of creditworthiness may result in legal problems, finally, culminating in the closure of business of a company, even. If the firm maintains more liquidity, it will not experience any difficulty in making payments. However, a higher degree of liquidity is bad, as idle assets earn nothing, while there is cost for the funds. The firm’s funds will be, unnecessarily, tied up in liquid assets. Both inadequate and excess liquidity are not desirable. It is necessary for the firm to strike a proper balance between high liquidity and lack of liquidity.

1.1 CURRENT RATIO
Current ratio is defined as the relationship between current assets and current liabilities. It is also known as working capital ratio. This is calculated by dividing total current assets by total current liabilities.

The two basic components of the ratio are current assets and current liabilities. Current assets are those that can be realized within a short period of time, generally one year. Similarly, current liabilities are those that are to be paid, within a period of one year. The components of current assets and current liabilities are shown, hereunder. It is significant to note, even, prepaid expenses are included in current assets as they have been paid, in advance, and are not needed to be paid, again.
Current Assets are those assets which are expected to be converted into cash within a year or consumed in the production of goods or rendering of services.  These assets are, Cash in Hand, Cash at Bank, Bills Receivable, Debtors, Stock Loans and Advances, Short-term Marketable Investments as Government Securities.  Prepaid Expenses Accrued Interest.  Money at Call and Short Notice, etc.
	Current liabilities are those which are expected to be paid within one year.  These liabilities are – Sundry Creditors, Bills Payable.  Outstanding Expenses, Short-term Loans, Provision of Taxation, Long-term Loans Payable in current Year, Income Received in Advance, Dividends Payable, Bank Overdraft (if it is not mentioned as long-term arrangement). Etc.

Interpretation: The ideal current ratio is 2: 1. It indicates that current assets double the current liabilities are considered to be satisfactory. Higher value of current ratio indicates more liquid of the firm's ability to pay its current obligation in time. On the other hand, a low value of current ratio means that the firm may find it difficult to pay its current ratio as one which is generally recognized as the patriarch among ratios.

1.2 LIQUID RATIO: 

This ratio is also called by the name of Quick Ratio or Acid Test Ratio.  Current ratios are used to measure the short-term solvency.  If the amount of stock is heavy in the current assets, current ratio may mislead.  Therefore, liquid ratio is also calculated along with the current ratio.  Liquid ratio is the relationship of liquid assets and current liabilities.  This ratio is computed as under:
		Liquid Ratio =  
(OR)
			Liquid Ratio = 
     Liquid assets comprise all those assets which are included in current assets except stock and prepaid expenses.  It is assumed that stock takes time to be converted into cash and prepaid expensed cannot be taken back easily.
     There is one more concept that liquid ratio should be computed on the basis of liquid assets and liquid liabilities.  Liquid liabilities may be obtained by subtracting the bank overdraft from the current liabilities.  
Interpretation: The ideal Quick Ratio of 1: 1 is considered to be satisfactory. High Acid Test Ratio is an indication that the firm has relatively better position to meet its current obligation in time. On the other hand, a low value of quick ratio exhibiting that the firm's liquidity position is not good.

2. SOLVENCY RATIOS
The term 'Solvency' generally refers to the capacity of the business to meet its short-term and long-term obligations. Short-term obligations include creditors, bank loans and bills payable etc. Long-term obligations consist of debenture, long-term loans and long-term creditors etc. Solvency Ratio indicates the sound financial position of a concern to carry on its business smoothly and meet its all obligations. Liquidity Ratios and Turnover Ratios concentrate on evaluating the short-term solvency of the concern have already been explained. Now under this part of the chapter only the long-term solvency ratios are dealt with. Some of the important ratios which are given below in order to determine the solvency of the concern.

   2.1 DEBT EQUITY RATIO
This ratio also termed as External - Internal Equity Ratio. This ratio is calculated to ascertain the firm's obligations to creditors in relation to funds invested by the owners. The ideal Debt Equity Ratio is 1: 1. This ratio also indicates all external liabilities to owner recorded claims. It may be calculated as
Debt-Equity Ratio = 
                                                                         (OR)

                                         Debt-Equity Ratio = 

     External Equities or Debts includes debentures, long-term loans, mortgage loans, short-term loans and current liabilities.  On the other hand the internal equities, shareholders fund includes the equity share capital, capital reserve, revenue reserve, retained earnings, sinking fund and preference share capital but fictitious assets and accumulated losses should be subtracted from the shareholders fund.
2.2 PROPRIETARY RATIO:  
This ratio is also known by the name of net worth to total assets or equity ratio. Proprietary ratio indicates relationship between net worth and total assets.  This ratio expresses the extent to which the shareholders own business.
			Proprietary Ratio = 
                     For the purpose the total assets include the fixed assets and current assets.  If the intangible assets have some marketable value, those are also included.  But the fictitious assets are never included in the total assets.
2.3 FIXED ASSETS RATIO:  
This ratio reveals the relationship between fixed assets and long-term fund and capital.  It is calculated as under:
			Fixed Assets Ratio = 
Where,   Long-term fund = Equity Share Capital + Preference Share Capital + Reserve and Surplus +Long=term Loans
	   Fixed Assets = fixed Assets Less Depreciation + Long-term Investments + Shares in subsidiaries
2.4 TOTAL DEBT RATIO 
Total Debt Ratio compares the total debts (long-term as well as short-term) with total assets.

Total Debt Ratio = Total Debt/Total Assets
	Or 
Long Term Debts+Current liabilities/Total Assets
Interpretation: This ratio depicts the proportion of total assets, financed by total liabilities. Impliedly, the remaining assets are financed by the shareholders. A higher DE ratio or TD ratio shows the firm is trading on equity.

2.5 COVERAGE RATIOS
Debt ratios are static and fail to indicate the ability of the firm to meet interest obligations. The interest coverage ratio is used to test the firm’s debt-servicing capacity. The interest coverage ratio shows the number of times the interest charges are covered by funds that are ordinarily available to pay interest charges. As taxes are computed on earnings after deducting interest, earnings before taxes are taken. Depreciation is a non-cash item. Therefore, funds equal to depreciation are also available for payment of interest charges. So, the interest coverage ratio is computed by dividing the earnings before depreciation, interest and taxes (EBDIT) by interest charges.



Interpretation of Coverage Ratio: This ratio indicates the extent to which earnings can fall, without causing any embarrassment to the firm, regarding the payment of interest charges. The higher the IC ratio, better it is both for the firm and lenders. For the firm, the probability of default in payment of interest is reduced and for the lenders, the firm is considered to be less risky. However, too high a ratio indicates the firm is very conservative in not using the debt to its best advantage of the shareholders. On the other hand, a lower coverage ratio indicates the excessive use of debt.

3. TURNOVER RATIOS
Turnover Ratios may be also termed as Efficiency Ratios or Performance Ratios or Activity Ratios. Turnover Ratios highlight the different aspect of financial statement to satisfy the requirements of different parties interested in the business. It also indicates the effectiveness with which different assets are vitalized in a business. Turnover means the number of times assets are converted or turned over into sales. The activity ratios indicate the rate at which different assets are turned over.

Depending upon the purpose, the following activities or turnover ratios can be calculated:
1. Inventory Ratio or Stock Turnover Ratio (Stock Velocity)
2. Debtor's Turnover Ratio or Receivable Turnover Ratio (Debtor's Velocity)
2 A. Debtor's Collection Period Ratio
3. Creditor's Turnover Ratio or Payable Turnover Ratio (Creditor's Velocity)
3 A. Debt Payment Period Ratio
4. Working Capital Turnover Ratio
5. Fixed Assets Turnover Ratio

3.1 STOCK TURNOVER RATIO
Inventory means stock of raw materials, working in progress and finished goods. This ratio is used to measure whether the investment in stock in trade is effectively utilized or not. It reveals the relationship between sales and cost of goods sold or average inventory at cost price or average inventory at selling price. Stock Turnover Ratio indicates the number of times the stock has been turned over in business during a particular period. While using this ratio, care must be taken regarding season and condition. Price trend. Supply condition etc. In order to compute this ratio, the following formulae are used:

                      Cost of Goods Sold = Opening Stock + Purchases + Direct Expenses - Closing Stock

           Average Stock = Opening Stock + Closing Stock/2

Interpretation
Inventory turnover ratio shows the velocity of stocks. A higher ratio is an indication that the firm is moving the stocks better so profitability, in such a situation, would be more. However, a very high ratio may show that the firm has been maintaining only fast moving stocks. The firm may not be maintaining the total range of inventory and so may be missing business opportunities, which may otherwise be available. It is better to compare the turnover ratio, with the industry or its immediate competitor.

Days of Inventory Holdings: If we want to know the holding of inventory in the form of number of days, the following formula helps us.

		
Ideal Standard: There is no standard ratio. The ratio depends upon the nature of business. The ratio has to be compared with the ratio of the industry, other firms or past ratio of the same firm.


3.2. DEBTOR'S TURNOVER RATIO OR RECEIVABLE TURNOVER RATIO (DEBTOR'S VELOCITY)
Receivables and Debtors represent the uncollected portion of credit sales. Debtor's Velocity indicates the number of times the receivables are turned over in business during a particular period. In other words, it represents how quickly the debtors are converted into cash. It is used to measure the liquidity position of a concern. This ratio establishes the relationship between receivables and sales. Two kinds of ratios can be used to judge a firm's liquidity position on the basis of efficiency of credit collection and credit policy. They are (A) Debtor's Turnover Ratio and (B) Debt Collection Period. These ratios may be computed as:

DEBTOR'S TURNOVER RATIO = NET CREDIT SALES AVERAGE ACCOUNTS RECEIVABLE 
Average Accounts Receivable = Opening Receivable + Closing Receivable/2

Debtors’ turnover ratio indicates the number of times debtors are turned over, each year. The higher the debtors’ turnover, more efficient is the management of credit. If Bills Receivable is outstanding, they are to be added to the debtors as bills receivable have come into balance sheet, in place of debtors, which are, still, outstanding.
Collection Period: The collection period is calculated by
COLLECTION PERIOD =360*/DEBTORS' TURNOVER RATIO

3.3CREDITOR'S TURNOVER RATIO
Creditor's Turnover Ratio is also called as Payable Turnover Ratio or Creditor's Velocity. The credit purchases are recorded in the accounts of the buying companies as Creditors to Accounts Payable. The Term Accounts Payable or Trade Creditors include sundry creditors and bills payable. This ratio establishes the relationship between the net credit purchases and the average trade creditors. Creditor's velocity ratio indicates the number of times with which the payment is made to the supplier in respect of credit purchases. Two kinds of ratios can be used for measuring the efficiency of payable of a business concern relating to credit purchases. They are: (1) Creditor's Turnover Ratio (2) Creditor's Payment Period or Average Payment Period. The ratios can be calculated by the following formulas

Average Accounts Payable =Opening Payable + Closing Payable/2
Interpretation of Payment Period
Creditors’ Turnover Ratio indicates the number of days the creditors are outstanding for payment. If the number of days is lower than the assured period of payment, it indicates liquidity of the firm. This would be good news to the suppliers as they can expect the payment, within the assured period.
 DEBT PAYMENT PERIOD RATIO=365/ CREDITOR'S TURNOVER RATIO

3.4TOTAL ASSETS TURNOVER RATIO
Assets are used to generate sales. If the firm manages the assets more efficiently, sales would be more and equally profits would be up. This ratio is calculated by dividing sales by total assets. Total Assets Turnover Ratio: Sales/Total Assets
Importance: A firm’s ability to make sales indicates its operating performance.
Caution: This ratio should be interpreted, carefully. Between two firms, a firm having old assets, with lower depreciated book value of fixed assets, may generate more sales compared with a firm, with new fixed assets purchased, recently. The firm, with old assets, may generate a misleading impression of higher turnover, without any actual improvement in sales.
3.5 Working Capital Turnover Ratio
The WCT Ratio indicates the velocity of utilization of working capital of the firm, during the year. The working capital refers to net working capital, which is equal to total current assets less current liabilities. The ratio is calculated as follows:
Working Capital Ratio = Cost of Sales or Sales Average Working Capital
Working capital average can be calculated by averaging working capital, at the beginning and end of the year.
Importance: This ratio measures the efficiency of working capital management. A higher ratio indicates efficient utilization of working capital and a low ratio shows otherwise.

4. PROFITABILITY RATIOS
The term profitability means the profit earning capacity of any business activity. Thus, profit earning may be judged on the volume of profit margin of any activity and is calculated by subtracting costs from the total revenue accruing to a firm during a particular period. Profitability Ratio is used to measure the overall efficiency or performance of a business. Generally, a large number of ratios can also be used for determining the profitability as the same is related to sales or investments.

4.1 GROSS PROFIT RATIO
Gross Profit Ratio established the relationship between gross profit and net sales. This ratio is calculated by dividing the Gross Profit by Sales. It is sullenly indicated as percentage. 



Gross Profit= Sales - Cost of Goods Sold
Net Sales=Gross Sales - Sales Return (or) Return Inwards
Higher Gross Profit Ratio is an indication that the firm has higher profitability. It also reflects the effective standard of performance of firm's business. Higher Gross Profit Ratio will be result of the following factors.


(1) Increase in selling price, i.e., sales higher than cost of goods sold.
(2) Decrease in cost of goods sold with selling price remaining constant.
(3) Increase in selling price without any corresponding proportionate increase in cost.
(4) Increase in the sales mix.
A low gross profit ratio generally indicates the result of the following factors:
(l) Increase in cost of goods sold.
(2) Decrease in selling price.
`	(3) Decrease in sales volume.
              (4) High competition.
              (5) Decrease in sales mix.

4.2 OPERATING RATIO
Operating Ratio is calculated to measure the relationship between total operating expenses and sales... The total operating expenses is the sum total of cost of goods sold, office and administrative expenses and selling and distribution expenses. In other words, this ratio indicates a firm's ability to cover total operating expenses. In order to compute this ratio, the following formula is used:

Operating Cost = Cost of goods sold + Administrative Expenses + Selling and Distribution Expenses

4.3NET OPERATING PROFIT RATIO:
 	Reveals the relationship between net operating profit and net sales.  Net operating profit is different from the net profit.  Net profit is determined after adjusting the non-operating profits and losses while net operating profits are determined without adjusting the non-operating profits and losses while net operating profits are determined without adjusting the non-operating profit or loss.  In other words the net operating profits are calculated as below:

	Net Operating Profit Ratio = X100
Operating Profit =Net Sales - Operating Cost

4.4 NET PROFIT RATIO 
Net Profit Ratio is also termed as Sales Margin Ratio (or) Profit Margin Ratio (or) Net Profit to Sales Ratio. This ratio reveals the firm's overall efficiency in operating the business. Net profit Ratio is used to measure the relationship between net profit (either before or after taxes) and sales. This ratio can be calculated by the following formula:

Net profit includes non-operating incomes and profits. Non-Operating Incomes such as dividend received, interest on investment, profit on sales of fixed assets, commission received, discount received etc. Profit or Sales Margin indicates margin available after deduction cost of production, other operating expenses, and income tax from the sales revenue. Higher Net Profit Ratio indicates the standard performance of the business concern.

4.5 RETURN ON CAPITAL EMPLOYED RATIO
Return on Capital Employed Ratio measures a relationship between profit and capital employed. This ratio is also called as Return on Investment Ratio. The term return means Profits or Net Profits. The term Capital Employed refers to total investments made in the business. The concept of capital employed can be considered further into the following ways:


Gross Capital Employed= Fixed Assets + Current Assets

Net Capital Employed= Total Assets - Current Liabilities
4.6. EARNINGS PER SHARE:  
Earnings per share represent the earning of the company derived from each equity share of the company.  If there are both equity and preference shares, first the dividend on preference shares is subtracted from the net profit.  The remaining net profit is for equity shareholders.  To find out the earning per share the net profit is divided by the total number of equity shares as below:

Earnings per share (EPS) = 
	The more of EPS represents the better performance and prospect of the company.  If the EPS of a company increase, rate of dividend and bonus may increase.  EPS directly affects the market value of the equity share.  Generally, 10 to 20 times of the EPS is considered a justified market value of the share.

4.7PRICE EARNINGS RATIO (PER): 
 This ratio reveals the relationship between the market price of the equity share and the earning per share.  It is calculated by the following formulae:

		Price Earnings Ratio (PER) = 
Price earnings ratio is the best measurement for the value of share.  A high PER creates confidence among the investor.  It helps the prospective investor in taking the decision regarding the buying of shares of a company at a particular market price.  On the basis of this ratio the price of an equity share of a company may be forecasted.  On the basis of this price the value of the company may also be computed.

4.8. DIVIDEND PER SHARE (DPS): Generally, the equity shareholders do not take the interest in the EPS, but they take more interest in the dividend per share which has been declared by the company.  It is computed as follows:

		Dividend per Share (DPS) = 
The higher DPS is liked by the equity shareholders.  Alternately, it can be calculated as

                            Rate of Dividend = X100

5. OVERALL PROFITABILITY RATIO
This ratio used to measure the overall profitability of a firm on the extent of operating efficiency it enjoys. This ratio establishes the relationship between profitability on sales and the profitability on investment turnover. Overall all Profitability Ratio may be calculated in the following ways:

Overall Profitability Ratio = Net Profit/Sales* Sales/Total Assets


3. DU PONT CONTROL CHART
			      As discussed earlier ROI or ROCE is the product of two ratios i.e. Net Profit Ratio and Sales to Capital Employed Ratio (Turnover).  Return on capital employed is affected by a number of factors.  If net profit ratio changes, ROCE (ROI) will also change as it is based on it.  If cost of sales increases without other changes, net profit will decrease as a result ROCE (ROI) would also decrease.  In the same way, if the working capital decreases, total capital employed will also decrease and in the absence of any decrease the ROI will increase.  There are so many factors which may affect the ROI.  These factors are inter-related with each other.  These factors can be represented in a chart which is known as Du Pont Chart.  This chart was first used by the Du Pont Company of U.S.A. in their annual report.  Therefore, it is called Du Pont Chart.

[image: ]4. BANK RECONCILIATION STATEMENT

In modern business world, the major part of the business transactions is settled by cheques. For the purpose of business transactions through cheques, every businessman maintains current accounts with banks. He keeps money in his account and deposits cheques, etc. received from customers and draws cheques in favour of his creditors for making the payments. Current account facilitates business transactions in a smoother way than cash. For instance, no substantial cash is to be kept in the business, payments of cheques are themselves records of payments made the payee are also relieved of the risk of carrying cash. When a businessman opens a current account in a bank, the bank issues him a cheque book and pass book. At the same time, the businessman also keeps its records relating to bank transactions either through the bank columns of the cash book or through a separate bank account in the books of accounts. 
When the cash is deposited or a cheque is deposited in the bank, the bank account is debited in the cash Book. But when the businessman withdraws cash from the bank, the same account is credited. Similarly, when cash is deposited into bank it increases the liability of the bank and bank gives credit to the account of the client in the pass book. The bank maintains the businessman’s account in its ledgers and its copy is recorded in the pass book and given to the customers. The statement that is prepared for reconciling the balances of cash book and pass book is called a Bank Reconciliation Statement. Bank Reconciliation Statement is a statement which contains a complete andv satisfactory explanation of the differences in the balances as per the cash book and the pass book. So, bank reconciliation is a periodical statement prepared by a trader on a particular date with the object of reconciling the two balances shown by cash book and pass book and locating the causes which are responsible for the disagreement of two balances on a particular date.


4.1 FEATURES OR CHARACTERISTICS OF BANK RECONCILIATION STATEMENT
a) It is merely a statement not an account.
b) This is a periodical statement.
c) It is prepared on a particular day or this statement is valid for the day it is prepared.
d) The preparation of bank reconciliation statement is not a part of the double entry book-keeping.
e) The causes which are responsible for the disagreement of the two balances can easily be found out.

4.2 CAUSES/REASONS FOR DIFFERENCE IN TWO BALANCES
The relationship between the customer and the banker is that of a creditor and a debtor. So, if the bank column of the cash book shows a debit balance as on a specified date, the pass book should show an equal amount of credit balance as on that date and vice-versa. However, the balances shown by the two independent records may not agree due to the following:
1. Cheques issued but not yet presented for payment: 
When a cheque is issued to a third party, it is entered in the cash book by crediting the bank account resulting in reducing the bank balance in the depositor’s books. But bank debits the customer’s account when the cheque is presented by that third party to the bank for payment. This means that if the cheque is not presented for payment upto the date of preparation of the bank reconciliation statement, the balance as per pass book will be higher than the balance shown by the cash book by the amount of cheque not presented for payment.
2.  Cheques paid into bank but not yet collected by the bank: 
Whereas a cheque is received by a businessman from a third party and he deposits it  in a bank, he will debit bank account and credit the account of third party in his own books. His bank balance in cash book is therefore increased. But bank will credit that cheque not when it is deposited but only when that amount has been realised. Until the cheque has been collected, the balance appearing in the pass book would be less than the balance in the bank column of cash book.
3. Bank Charges:
 The bank usually debits the account of the customer with interest on bank overdraft, collection charges, incidental charges for the various services rendered by the bank. These adjustments are shown in the pass book as and when they occur and hence the balance in the pass book decreases. Customer comes to know about it when he collects his pass book and verifies it. Until then, the bank balance as per the pass book would be less than the bank balance as per the cash book.


4. Interest credited by bank but not entered in cash book: 
Some scheduled banks give interest on current accounts to their customers if they maintain certain minimum credit balance in their current accounts. When a bank allows interest to a customer it will credit his account and his bank balance will be increased. But the customer will know about when he will receive the pass book or bank statement and then he would pass an appropriate entry in the cash book. Until then, the bank balance as per pass book would be more than the bank balance as per cash book.
5. Interest or dividend on investments etc. collected by the bank:
 The businessman may entrust the task of collection of interest or dividend on investments, rent on property etc. to the banker. After the collection of this income, the bank will give credit to the account of the businessman and will increase his balance whereas there may be no entry for this income in the cash book of the businessman for want of information. The relevant entry in the cash book is made only when communicated and hence cash and pass book balances vary in the mean time.
6. Amount directly deposited into the bank by customers: 
When any amount is directly deposited into the bank account of a businessman by customers then the bank gives credit to the account of that businessman immediately. This results in an increase in the bank balance by that amount. The businessman would come to know about the deposit on receiving advice from the bank or intimation from the customer. Until then the bank balance would show more balance as compared to the balance as per cash book.
7.  Payments made by the bank on behalf of clients: 
The businessman may give standing instructions to his bank to make the payment of insurance, rent, licence fee and other payments on his behalf when they fall due. On the instructions of the customers, the bank makes the payment on due dates and debits the client’s account. But the businessman enters the same in his books only when he receives the intimation from the bank. Till it is done, the two balances show a difference.
8. Bills Collected by the bank on behalf of Customers:
 The customers may authorise his banker to collect the amount against certain bills receivable from the acceptor or a drawee as and when they become due. If the acceptor of a bill receivables honours the bill on its due date, the bank will give a credit to the customer’s account for the amount so collected. As a result, the bank balance will be higher by that amount than the balance as per cash book until the necessary entry in this respect is recorded in cash book.
9. Dishonour of Bills or cheques:
 When the businessman sends the bills or cheques to the bank for realisation, he enters them on the debit side of his cash book and thus increases the bank balance. But the bank does not make any entry in the customer’s account if these are dishonoured. This is another cause of difference between the two balances.
10. Cheques paid into bank but omitted to be entered in cash book:
 Sometimes the businessman deposits a cheque into the bank but forgets to enter the same in cash book. This also causes a difference between the two balances.
11. · Wrong debit or credit given by the banks:
 If there is a wrong debit or credit in the books of account of the bank then it also causes a difference in the balances of books of the customer and the bank. A wrong debit or credit may be given by the bank in the following ways:
a) Other account holders’ cheque wrongly debited or credited in the customer account by the bank. 
b) Recording of entry on the wrong side of the pass book by the bank.	
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4.3 PREPARATION OF BANK RECONCILIATION STATEMENT
The bank reconciliation statement is prepared usually at the end of period, i.e. a month, a quarter, a half year or year as may be found convenient and necessary by the businessman taking into account the number of transactions involved. The following are the steps to be taken for preparing a bank reconciliation statement:
a)Tick off all the items in the pass book with the entries in the bank column of the cash book and make a list of the entries as are found not ticked either in the cash book or the pass book. The unticked items are responsible for the difference in the balances shown by the cash book and the pass book.
b) The balance shown by any book (i.e. cash book or pass book) should be taken as the base This is as a matter of fact the starting point for determining the balance as shown by the Other book after making suitable adjustments taking into account the causes of difference.
c) The effect of the particular cause of difference should be studied on the balance shown by the other book.
d) In case, the cause has resulted in an increase in the balance shown by the other book, the amount of such increase should be added to the balance as per the former book which has been taken as the base.
e) In case, the cause has resulted in decrease in the balance shown by the other book, the amount of such decrease should be subtracted from the balance as per the former book which has been taken as the base.
f) In case, the books show an adverse balance (i.e. an overdraft) the amount of the overdraft should be put in the minus column. Bank Reconciliation Statement should then be prepared on the same pattern as if there is a favorable balance instead of their being an overdraft.
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Glossary

Accounting: It is the maintenance of daily record of All financial transactions in such a manner that it would help in the preparation of suitable information regarding the financial affairs of a business or an individual.
Financial Accounting needed:  The need for recording financial transactions arises because the individual or business wants to know the performance of the business and to assist the person in making decisions related to the business.
Transactions: In accounting or business terms, any dealing between two persons involving money or a valuable thing is called transaction
Cash transaction: When the money value of an item being purchased is paid at the same time the item is exchanged the transaction is said to be a cash transaction
Record Keeping: We can maintain a diary of transactions and note the daily transactions like sale, purchase etc. in it.
Credit transaction: it is an agreement between a buyer and seller for deferred payment on goods and services
Purchases: This term is used for goods to be dealt-in i.e. goods are purchased for resale or for producing the finished products which are meant for sale.
Sales: Sales are total revenues from goods or services provided to customers. Sales may be in cash or in credit.
Assets A resource controlled by the entity as a result of past events and from which future economic benefits are expected to flow to the entity.
Capital The value of the investment of the owner or owners in the business, found by deducting all of the organization’s liabilities from all of the organization’s assets. Also known as 'equity'.
Expenses Expenditure made by a business related to the revenue generated within the same financial period. It includes goods bought for resale, and overheads such as light and heat, wages and salaries.
Financial accounting: the day-to-day recording of an organization’s financial transactions and the summarizing of those transactions to satisfy the information needs of various user groups in accordance with the regulatory framework.
Management accounting the internal accounting needs of an organization, involving planning, forecasting and budgeting for decision-making purposes.
Revenue The revenue generated by the business by selling its goods or services, plus sundry income such as interest received.
Bookkeeping The process of recording financial transactions.
Single entry accounting/Cash accounting. This system records only cash movement of transactions and that too up to the extent of recording one aspect of the transactions. This means that only receipt or payment of cash is recorded and no separate record is maintained (aboutthe source of receipt and payment) as to from whom the cash was received or to whom it was paid.
Double entry book keeping/Commercial accounting.
Double entry or commercial accounting system records both aspects of transaction i.e. receipt or payment and source of receipt or payment. It also records credit transactions i.e. recording of Electricity Bill or accruals of Salary payment etc.
Expenses: Costs incurred by a business in the process of earning revenue are called expenses.
Credit: The right-hand side of a ledger account. Liability, capital and income accounts have credit balances. Abbreviated to Cr.
Debit The left-hand side of a ledger account. Asset and expenses accounts have debit balances. Abbreviated to Dr.
Accounting equation: the formula representing the relationship between a business's assets, liabilities and capital, usually expressed as A - L = C or, when extended to include revenue and expenses,
 A + E = L + C + R.
Liabilities: Present obligations of the entity arising from past events, the settlement of which is expected to result in an outflow from the entity of resources embodying economic benefits.
Income statement: financial summary showing revenue and expenses for the financial period.
Cash book: The book containing the bank account and cash account. Part of the general (impersonal) ledger.
Closing off :Balancing accounts at the end of a financial period.
General ledger The impersonal ledger containing accounts for capital and types of assets, expenses, liabilities and revenue. Also known as the nominal ledger.
Impersonal ledger The general (or nominal) ledger.
Impress system A method of controlling petty cash by keeping a 'float' which is topped up at intervals.
Journal A book of prime entry used to record the correction of errors and other adjustments between ledger accounts.
Ledger A collection of individual records known as accounts.
Nominal ledger Another name for the general ledger.
Payable A supplier of goods or services who is owed money by the business. Also known as a creditor.
Personal ledgers The Receivables (Debtors) and Payables (Creditors) ledgers, containing the individual accounts of customers and suppliers who trade on credit terms.
Petty cash Small items of expenditure, usually shown in a separate book.
Posting A word used to describe the entering of information in the double-entry system.
Purchases The name of an account in the general ledger which records goods bought for resale.
Receivable A customer or client who owes an amount to the business. Also Knownas a debtor.
T account Simple representation of the layout of a ledger account.
Trial balance A list of all the account balances, divided between debit and credit balances at a specific time. If the total debit balances equal the total credit balances, the trial balance is said to 'agree' and shows that the arithmetic of all the entries is correct. It is not a perfect check of overall accuracy.
Appropriation account An additional part of the income statement, inserted after the net profit or loss, showing, for a partnership, the financial implications of the partnership agreement or, for a limited company, tax and dividend deductions and reserve transfers.
Auditor An independent accountant who reports on whether the financial summaries reflect a true and fair view of a business's affairs.
Columnar layout See Vertical layout.
Cost of manufacturing The first part of a manufacturing company's income statement, showing all the costs, direct and indirect, of producing the goods manufactured in the period.
Direct costs Costs which can be readily identified with the items being produced, for example sugar in a biscuit factory.
Final accounts A name given to the income statement and balance sheet when prepared at the end of a financial period.
Horizontal layout A traditional account format used for the income statement and balance sheet by many main land European and other countries. Nowadays, it is very unusual in the UK.
Indirect costs All manufacturing costs other than direct costs, e.g. the rent of a biscuit factory.
Depreciation: Depreciation denotes gradually and permanent decrease in the value of asset due to wear and tear, technology changes, laps of time and accident.
Depletion: Depletion refers to the reduction in the workable quantity of a wasting asset. Obsolescence: It represents loss in the value of an asset on account of its becoming obsolete or out of date. 
Fixed instalment method: Under this method, the assets are depreciated at a fixed amount throughout its life span. 
Written down value method: Under this method, the depreciation is calculated every year on the diminishing value of the asset.
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.
Intangible Assets: Intangible assets mean the assets which is not having the physical appearance. And it’s have the real value, it shown on the assets side of 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.
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.
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)

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

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
SUMMARY OF RATIOS
    LIQUIDITY RATIOS
	S. No
	Ratio to be Computed
	Formula
	Components

	1
	Current Ratio
	

	Current Assets,  current Liabilities

	2



2.1
	Quick Ratio (or) Acid Test Ratio (or)
Liquid Ratio



Cash ratio 
	



	

Cash balance






	                                                    
                                                          SOLVENCY RATIOS

	3
	Debt-Equity Ratio = 
	
	External Equities or Debts includes debentures, long-term loans, mortgage loans, short-term loans and current liabilities
internal equities, shareholders fund includes the equity share capital, capital reserve, revenue reserve, retained earnings,

	4
	Proprietary Ratio = 
	
	total assets include the fixed assets and current assets
internal equities, shareholders fund includes the equity share capital, capital reserve, revenue reserve, retained earnings,

	5
	Total Debt Ratio = 

	Total Debt/Total Assets
	total assets include the fixed assets and current assets
External Equities or Debts includes debentures, long-term loans, mortgage loans, short-term loans and current liabilities

	6
	
	
	Fixed Interest Charges
Net Profit before Interest and taxes

	
	                                   
                                TURNOVER RATIOS


	7
	STOCK TURNOVER RATIO


	

	Cost of Goods Sold = Opening Stock + Purchases + Direct Expenses - Closing Stock

           
Average Stock = Opening Stock + Closing Stock/2

	8
	DEBTOR'S TURNOVER RATIO

Collection Period
	NET CREDIT SALES AVERAGE ACCOUNTS RECEIVABLE 

360*/DEBTORS' TURNOVER RATIO


	Average Accounts Receivable 
= Opening Receivable + Closing Receivable/2


	9
	CREDITOR'S TURNOVER RATIO
DEBT PAYMENT PERIOD RATIO
	

365/ CREDITOR'S TURNOVER RATIO
	Average Accounts Payable 
=Opening Payable + Closing Payable/2


	10
	Total Assets Turnover Ratio
	Sales/Total Assets
	total assets include the fixed assets and current assets


	11
	Working Capital Ratio
	= Cost of Sales or Sales Average Working Capital

	Working capital = current assets –current liability 

	                                                   PROFITABILITY RATIOS

	12
	
	

	Gross Profit= S
ales - Cost of Goods Sold
Net Sales
=Gross Sales - Sales Return(or)Return Inwards


	13
	
	

	Operating Cost = Cost of goods sold + Administrative Expenses + Selling and Distribution Expenses


	14
	Net Operating Profit Ratio 
	X100
	Operating Profit =Net Sales - Operating Cost


	15
	
	

	Net profit after tax=Net profit -tax

	16
	
	

	Gross Capital Employed= Fixed Assets + Current Assets

Net Capital Employed= Total Assets - Current Liabilities


	17
	Earnings per share (EPS)
	= 

	Net Profit - (Tax paid + Preference
Dividend)
No. of Equity Shares


	18
	Price Earnings Ratio (PER) =
	
	Market price 

	19
	Dividend per Share (DPS) =
	

	Dividend price

	20
	Overall Profitability Ratio
	Net Profit/Sales* Sales/Total Assets

	Sales, profit  and assets 



CHANGES IN TERMINOLOGY

In recent years, there has been a requirement for most large businesses to implement International Accounting Standards (lASs) when recording and presenting their financial information. This has resulted in many changes toOnce-familiar terms, which are still used by smaller enterprises and in day-today financial language. For consistency, and to reflect the increasing importance and influence of lASs, terminology used in lASs is used throughout .This book where relevant. The following is a guide to some of these changes in terminology:

	
Older terminology

	Newer terminology


	Creditors

	Trade payables (or 'payables')


	Debtors

	Trade receivables (or
'Receivables')


	Fixed assets

	Non-current assets


	Long-term liabilities

	Non-current liabilities

	Profit and loss account
Stock (of unsold goods and materials')

	Income Statement
Inventories





B.COM

1. What is the difference between accounts and finance?
2. Assets are shown on the balance sheet at cost less depreciation. If the market value of the asset is higher, is this not a misrepresentation? What accounting concept is involved in this? 
3. What is costing?
4. Make a profit and loss account and a balance sheet.
5. What is the difference between finance and accounts, shares and debentures?
6. What is SLR? CRR? What is the difference between the two?
7. What is 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
8. What is 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.
9. What are the important things to be remembered while preparing a bank reconciliation statement?
Cheques issued but not presented for payment
Amount credited in Passbook but not in Cash book
Deposits made in the bank directly
Wrong credits given by bank
Interest credited in the Passbook.
10. What is Accrual System of Accounting?
This system of accounting is considered to be ideal but it may result into unrealized profits which might reflect in the books of the accounts on which the organization have to pay taxes too.

11. Principles of accounting:
A. Personal a/c: Debit the receiver
Credit the giver

B. Real a/c: Debit what comes in
       Credit what goes out
C. Nominal a/c: Debit all expenses and losses Credit all gains and incomes

12. Credit note: The customer when returns the goods get credit for the value of the goods returned. A credit note is sent to him intimating that his a/c has been credited with the value of the goods returned.
13. Bank reconciliation statement: It is a statement reconciling the balance as shown by the bank passbook and the balance as shown by the Cash Book. Obj: to know the difference & pass necessary correcting, adjusting entries in the books.
14. Amortization: The process of writing of intangible assets is term as amortization
15. 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)
16. Factoring: It is an arrangement under which a firm (called borrower) receives advances against its receivables, from financial institutions (called factor)
17. 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.


M.B.A

1. Cost of production: In office and administration overheads are added to factory cost, office cost is arrived at.
2. 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.
3. 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 cannot be determined with substantial accuracy.
4. 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.
5. 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.
6. Capital budgeting: Capital budgeting involves the process of decision making with regard to investment in fixed assets. Or decision making with regard to investment of money in long-term projects
7. 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.
8. 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.
9. 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.
10. Master budget: A summary of budget schedules in container form made for the purpose of presenting in one report the highlights of the budget forecast.
11. What is Marketable securities: Surplus cash can be invested in short term instruments in order to earn interest.
12. Trade Credit: It represents credit granted by suppliers of goods, in the normal course of business.
13.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.
14. Cost accounting: It is thus concerned with recording, classifying, and summarizing costs for determination of costs of products or services planning, controlling and reducing such costs and furnishing of information management for decision making.
15. Marginal costing: it is a technique of costing in which allocation of expenditure to production is restricted to those expenses which arise as a result of production, i.e., materials, labour, direct expenses and variable overheads.
16. Mark to market: In future market, at the end of the each trading day, the margin a/c is adjusted to reflect the investors’ gains or loss depending upon the futures selling price. This is called mark to market.
17. Meaning of ratio: Ratios are relationships expressed in mathematical terms between figures which are connected with each other in same manner.
18. Return on share holders’ funds: it indicates measures earning power of equity capital.
Formula:
Profits available for Equity shareholders
-----------------------------------------------X 100
Average Equity Shareholders Funds
19. 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.
20.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.



Accounting Career Opportunities
 (
Public Accounting
Careers in auditing, taxation,
And management consulting
Serving the general public.
) (
Private Accountin
g Careers in industry working in cost accounting, budgeting, accounting information 
systems, and taxation.
)
 (
Forensic Accounting  
Uses accounting, auditing, and investigative skills to conduct investigations into theft and fraud.
) (
Government
Careers with the IRS, the FBI, 
the SEC, and in public
Colleges and universities.
)							









Accounting manager 
Accounting Manager Role Responsibilities & Duties
· Obtain and maintain a thorough understanding of the financial reporting and general ledger structure.
· Ensure an accurate and timely monthly, quarterly and year end close.
· Ensure the timely reporting of all monthly financial information.
· Assist the Controller in the daily banking requirements.
· Ensure the accurate and timely processing of positive pay transactions.
· Ensure the monthly and quarterly Bank Compliance activities are performed in a timely and accurate manner.
Accounting Manager Skills and Qualifications:
· Advanced computer skills on MS Office, accounting software and databases
· Ability to manipulate large amounts of data
· Developing Budgets, Legal Compliance, Tracking Budget Expenses, SFAS Rules, Accounting, Managing Processes, Reporting Research Results
· Management Proficiency, Coordination, Motivating Others, Attention to Detail
Financial manager
Finance manager Specific Responsibilities
· Prepare monthly analysis of cost of goods sold and operational expenses against prior year and budget, providing explanations and business solutions to help mitigate the risks.
· Partner with Product Management and Purchasing Team in determining financial impact due to product cost reductions, new product roll out, etc. and prepare periodic forecasts to update management on projected results.
Education and Experience Requirements:
· Two to four years of experience in a similar position; experience with operations preferred.
· CPA or MBA preferred.
· Have a flare for numbers, work well with people, aggressively anticipate impacts of workload/issues to team deadlines and have a very positive work attitude including willing to work some longer hours during peak periods.
· liaising with auditors to ensure annual monitoring is carried out;
· developing external relationships with appropriate contacts, e.g. auditors, solicitors, bankers and statutory organizations such as the Inland Revenue

PREVIOUS QUESTION PAPERS 
1. what do you mean by accounting? And illustrate its scope.
2. [bookmark: _GoBack]Classify the types of accounts and write accounting rules with example transaction for each type of account.
3. what are accounting concepts and conventions?
4. Accountant frequently refer to a procedure as being conservative. Explain, what is meant by “conservative accounting procedures”. State  some of the application of the concepts of conservatism.
5. What is trail balance? State the errors which cannot be disclosed by it.
6. Dis cuss in detail about concepts and conventions of financial accounting.
7. What do you understand by trial balance? Wxplain its uses in preparation of final account and rectification of errors.


8. From the following data od ABC company, prepare cash book with cash and bank colums:
	June 1 cash balance 
	50000

	Bank balance
	175000

	June 5 cash received from sale of shares
	550000

	June 6 paid into bank
	500000

	June 7 paid s.bose by cheque 
	125000


June 20 received from mukerjee by cheque for 60000 and deposite the same in the bank

9. Prepare journal and post them into ledger:
01.01.2002 james started businee with cash 	50000
01.01.2002 furniture 				20000
01.01.2002 machinery 				30000
01,01,2002 loan taken from his uncle		50000
03.01.2002 goods purchases from sundaram&co 10000
04.01.2002 sold good to ram rao			50000
31.01.2002 rama rao become insolvent and hence received only 5% of debt from his property reaming amount is taken as bad debt 


Branches of Accounting


Financial Accounting 


Cost Accounting


Management Accounting
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ACCOUNTING CONCEPTS


Business entity concept


MONEY MEASUREMENT CONCEPT


ACCOUNTING CONVENTIONS 


Convention of consistency


GOING CONCERN CONCEPT


Materiality concept


Conservatism: 


Convention of disclosure 


Matching Concept: 


ACCRUAL CONCEPT


DUAL ASPECT CONCEPT


ACCOUNTING PERIOD CONCEPT


ACCOUNTING COST CONCEPT
















































Valuation of assets
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Average Profits Method
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ratio anaysis 


Liquidity Ratios


1.CURRENT RATIO
2.LIQUID RATIO


Solvency Ratios


1.DEBT EQUITY RATIO
2.PROPRIETARY RATIO
3.FIXED ASSETS RATIO
4.TOTAL DEBT RATIO 
5.COVERAGE RATIOS


Turnover Ratios


Profitability Ratios


1. Stock Turnover Ratio
2. Debtor's Turnover Ratio or
3. Creditor's Turnover
4. Working Capital Turnover Ratio
5. Fixed Assets Turnover Ratio


1.GROSS PROFIT RATIO
2.NET OPERATING PROFIT RATIO
3. OPERATING RATIO
4 NET PROFIT RATIO 
5.RETURN ON CAPITAL EMPLOYED RATIO
6.EARNINGS PER SHARE
7PRICE EARNINGS RATIO (PER):   
8.DIVIDEND PER SHARE (DPS): 
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From the following informations of Jansons Ltd. on 31* March, 2003 you are required to prepare the
Trading, Profit and Loss A/c and Balance Sheet:

Opening Stock Capital
Bills Receivable Commission (Cr.)
Purchases Return Outward
Wages Trade Expenses
Insurance Office Fixtures
Sundry Debtors Cash in Hand
Carriage Inward Cash at Bank
Commission (Dr.) Rent & Rates
Interest on Capital Carriage Outward
Stationery Sales
Return Inward Bills Payable
Creditors
Closing Stock
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Solution:
Dr. Trading, Profit & Loss A/c of Jansons Ltd. for the year ending 31* March, 2003 Cr.

Particulars Amount Rs. | Particulars Amount Rs.

To Opening Stock 5,000 By Sales
To Purchase Less : Sales Return 2,43,500
Less: Purchase Return 1,92,500 | By Closing Stock 1,25,000

To Wages 14,000
To Carriage Inward 4,000
To Gross Profit c/d 1,53,000
3,68,500
To Insurance 5,500 | By Gross Profit b/d
To Commission 4,000 By Commission

To Interest on Capital 3,500
To Stationery 2,250
To Trade Expenses 1,000
To Rent & Taxes 5,500
To Carriage Outward 7.250
To Net Profit c/d 1,26,000

1,55,000
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Balance Sheet of Jansons Ltd.

Liabilities Amount Rs. | Assets

Creditors 98,250 | Cash in Hand
Bills Payable 15,000 Cast at Bank
Capital Bills Receivable
Add : Net Profit 2,15,500 Stock

Sundry Debtors
Office Fixtures

3,28,750 3,28,750

Tllustration: 3

From the Trial Balance in illustration 12 of Chapter on Trial Balance you are required to prepare a
Trading, Profit and Loss Account and Balance Sheet.
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