Page | 24

Advanced Accounts – ca final

Accounting for Not-For-Profit Organisations

Question 1

Explain the concept of fund theory and fund based accounting. (4 marks)(Nov’ 00)

Answer

Fund theory and fund based accounting:  Although, the profit motive is the driving force for any business entity, there are certain organisations which are run without profit motive. Such organisations may be governmental institutions or any non-profit institutions like colleges, universities, charitable hospitals etc. The accounting for these not-for profit entities is primarily based on the fund theory. The fund theory is based on the equation ( Assets = Restrictions on assets. Assets represent prospective services to the fund and liabilities represent restrictions against the assets of the fund. For example, in case of a university, the most commonly used specific funds are endowment funds, development funds etc. Each of these funds has its specific assets restricted for particular purposes. Under the fund theory, the balance sheet is considered an 'inventory statement' of assets and those restrictions applicable to the assets. Revenues represent an increase in assets into the fund that are completely free of equity restrictions other than the final restriction imposed by the residual equity. The residual equity represents a final restriction on the assets and establishes the equality of assets and equities. Expenses represent the release of services for designated purposes specified in the objective of the fund. Thus, the fund theory calls for fund based accounting rather than entity based accounting.

A fund may be defined as an accounting entity "with a self balancing set of accounts regarding cash and/or other resources together with all related liabilities and residual equities or balances, and changes therein, which are segregated for the purpose of carrying specific activities or attaining certain objectives in accordance with special regulations, restrictions or limitations". Thus, every fund is aimed at fulfilling some purpose and the services embodied in the assets are the primary means to achieve that purpose. Fund based accounting essentially involves preparation of financial statements fundwise and consolidation of those statements to represent the financial results/position of the organisation as a whole.

Question 2

What are, the special features of accounting for Educational Institutions? (7 marks)(May,1996)

Answer 

Special Features of Accounting for Educational Institutions: An educational institution is generally not run for profit. Its, administrators, as custodians of public funds, are accountable of their proper expenditure for educational purpose. The marked difference between commercial accounting and that for educational institutions is that the former places emphasis on proper ascertainment of profits, while the latter is more generally concerned with exercising control over expenditure so as to conform to the stipulated norms and to the academic objectives of the institution to which it relates.

In the case of institutions like colleges and universities, separate ledgers are maintained for each fund.  Funds may be broadly classified into two categories - Revenue Funds and Specific Funds. Revenue Funds may be further classified as Unrestricted Fund and Restricted Fund. Specific Funds are Endowment Funds, Annuity and Life Income Funds, Development Funds etc. Separate balance sheet is prepared for each fund and a statement of activity (popularly known, as Income and Expenditure Account) is prepared for only revenue funds- both restricted and unrestricted. Finally, each individual balance sheet is consolidated to get a general balance sheet of the institution as a whole.

Revenue Funds- Restricted and Unrestricted: Revenue funds essentially record normal revenue transactions. However, the use of revenue fund may be restricted or unrestricted. In the case of restricted funds, income is recognised to the extent of expenditure incurred. The accounting basis of the unrestricted fund is the accrual method as used for commercial entities.

There may be transfers out of revenue funds to specific funds and vice-versa. Some transfers are mandatory and some are non-mandatory.

Both mandatory and non-mandatory transfers are reported separately in the financial statements of the revenue funds.

Specific Funds: Specific funds are earmarked for well defined purposes. Contributions and transfers arc directly credited to respective fund balances.  Expendable resources are transferred to revenue funds except for capital outlay and debt retirement which are accounted for in development or asset fund and loan fund respectively. For the specific funds no statement of income is prepared. However a statement is prepared showing the movements in fund balances. The features of certain important specific funds are dis​cussed below.

(a) 
Endowment Funds: Incomes from these funds usually are transferred to another fund where it may be expended. Interest revenue out of such fund is accrued at the end of accounting year. The fund is usually invested in some securities and such invest​ment is valued at cost price. If the income out of such investment is available for unrestricted purposes it is recognised in the unrestricted fund. On the other hand if the income is to be used for some specific purpose it is transferred to that specific fund. The only time, the investment income is recognised in the endowment fund is when the terms of agreement specify that the income must be added to the endow​ment principal.
.

(b) 
Loan Funds: Loan funds account for resources that may be loaned to faculty or staff. No revenue or expense accounts are used in the loan fund. All transactions affecting fund balance are recorded directly to fund balance. Interest on loan is credited to the fund balance on accrual basis. Investment income is also accrued. Administra​tion and collection costs relating to granting and recovery of loans are directly charged to this fund. Any bad debt or provision for doubtful loans are also charged to this fund.

(c) 
Annuity and Life Income Funds: These funds account for resources that are given to a not for profit organisation provided that the organisation agrees to make periodic payments to a designated recipient. In the case of annuity funds, the amount of periodic payment is fixed whereas payments vary with the amount of income earned in the case of life income funds.

(d) 
Development Funds: These funds are utilised for developmental purposes like ac​quisition of building and equipments, major repairs to fixed assets etc. Separate fund may be maintained for each developmental activity.  Alternatively a combined development fund may be maintained to account for all acquisitions and/or construc​tion of fixed assets. Any expenditure incurred for the purpose of construction or acquisition of building, laboratory etc. are met out of this fund and the asset is recognised in the general balance sheet. Consequently that portion of the fund which has been utilised for the acquisition or construction of the asset should be transferred to unrestricted fund. Depreciation on these fixed assets should be shown as part of operating expenses of unrestricted revenue fund. 

To sum up the following statements are to be prepared to get a consolidated picture the organisation as a whole:

(a) 
Income and Expenditure Account for revenue funds.

(b) 
Statement showing changes in fund balances. 

(c) 
Balance Sheet of individual funds.

(d) 
General Balance Sheet.

Question 3

(a) 
How would you describe ‘Development Funds’ maintained by Not-for-profit Organisations?



                 (6 marks)(May, 2002)

(b) 
 Write short note on Annuity and life income funds. (5marks)(November, 2003)

(c)
What do you mean by restricted funds and unrestricted funds as found in the books of account of not-for-profit organizations?

(4 marks) (May, 2004)

(d)
Distinguish between mandatory transfers and non-mandatory transfers made by a college in its books of account.
     

 (4 marks)(May, 2004)
Answer 

(a) 
Development Funds are utilised for developmental purposes like acquisition of buildings and equipments, major repairs to fixed assets etc.  Separate fund may be maintained for each development activity.  Alternatively, a combined development fund may be maintained to account for each acquisition and/or construction of fixed assets.  The major sources of receipts for this fund are government or private grants/gifts (restricted to acquisition of fixed properties), income and gains of investments of unutilised fund (if any), transfers from other funds.  Any expenditure incurred for the purpose of construction or acquisition of building, laboratory etc. is met out of this fund and the asset is recognised in the general balance sheet.  Consequently that portion of the fund which has been utilised for the acquisition or construction of the asset should be transferred to unrestricted fund.  So long as the asset is not fully acquired or constructed, the proportionate fund cannot be transferred to unrestricted fund.  Depreciation can be charged, on fixed assets only after its completion or acquisition.  Such depreciation should be shown as part of operating expenses of unrestricted revenue fund.

(b)
The annuity and life income funds account for resources that are given to a non profit organisation provided that the organisation agrees to make periodic payment to a stated person.  In case of annuity funds the agreement stipulates that periodic payments are made to a certain person for a specified amount for a specified period of time.  Life income funds distribute their income to the individuals as long as they live.  When the beneficiary dies, the funds become the property of the organisation and are used as specified in the gift agreement.

Annuity funds pay a fixed amount periodically whereas life income fund payments vary with the amount of income earned.

(c)
In a not-for-profit organization, revenue funds are received to meet operating expenses but the use of revenue funds may be restricted or unrestricted.  Restricted funds account for resources whose use, by the not-for-profit organization, is restricted by the donor.  For example, a grant may be received by a university from the Government for the specific purpose of research on cancer.  This grant will constitute a restricted fund.  The unrestricted funds account for resources that may be expended to carry out the primary purposes of the institution (e.g. instructions, research, maintenance etc.) and are not restricted to specific purposes.    However, the not-for-profit organization may convert part of the unrestricted fund into a restricted fund by earmarking a certain sum for a specified purpose.

(d)
The terms mandatory and non-mandatory transfers are unique to college and universities accounting and reporting.  Mandatory transfers are transfers out of the revenue funds to other funds resulting from binding legal agreements or grant agreements.  Non-mandatory transfers are discretionary transfers specified by the governing board for a variety of purposes such as new additions to building, repairs and replacement of plant etc.  Non-mandatory transfers may also be made from specific funds to the revenue funds.  Both mandatory and non-mandatory transfers are reported separately in the financial statements of the revenue funds.  Also the governing board may designate unrestricted revenue fund resources for specific purposes in future periods.  These board–designated funds are internal designations similar to appropriations of retained earnings for a commercial entity.

Question 4

Write short Note on Special features of accounting for non-profit entities (other than Hospitals and Educational Institutions).      (6 marks) (November, 1997)

Answer 

Special Features of Accounting for Not-For-Profit Entities' (other than Hospitals and Educational Institutions): Other not-for-profit organisations (other than Hospitals and Educa​tional Institutions) include Civic organisations, Cultural organisations, Labour unions, Political parties, Religious associations etc. For these organisations, fund based accounting is used. These mainly use four types of fund: Operating-Fund (restricted and unrestricted), Develop​ment Fund, Endowment Fund and Life Membership Fund. For the operating funds, the accrual basis of accounting is used to recognise revenue and expenses. While the unrestricted operating fund accounts for all unrestricted resources received and expenses incurred for the primary purpose of the organisation, the restricted operating fund accounts for resources received from donors with restrictions imposed on their use. Development Funds are utilised for developmental purposes like acquisition of building and equipments, major repairs to fixed assets etc. These fixed assets are shown in the balance sheet of development fund. The major sources of receipts for this fund are government or private grants/gifts (restricted to acquisition of fixed properties), income and gains of investments of unutilised fund (if any), transfers from other funds.

Membership fees, the main source of revenue, are directly taken to unrestricted operating fund However, life time contribution is directly credited to life membership fund which is simultaneously invested in outside securities. Income from such investment is credited to unrestricted operating fund. When a life member expires or his membership is terminated for some reasons, the proportionate fund balance is transferred from life membership fund to unrestricted operating fund. As regards contributions and transfers, they are directly credited to endowment fund. 

The financial statements prepared by these organisations include balance sheets (fundwise),  statement of activities and statement of cash flows (fundwise). The primary operating statement is the statement of activity which accounts for revenue and expenses and the resultant surplus or deficit.
Developments in Accounting

Question 1

 (a) 
Explain the concept of ‘Economic value added’ (EVA for short) and its uses. 

 (6 marks)(November, 2002)
(b) 
What is economic value added and how is it calculated?  Discuss.   

(4 marks)(November, 2003)

Answer 

(a) 
Economic Value Added (EVA) for short, is primarily a benchmark to measure earnings efficiency.  Though the term "Economic Profit" was very much there since the inception of "Economics", Stern Stewart & Co., of USA has got a registered Trade Mark for this by the name "EVA", an acronym for Economic Value Added.

EVA as a residual income measure of financial performance, is simply the operating profit after tax less a charge for the capital, equity as well as debt, used in the business. EVA includes both profit and loss as well as balance sheet efficiency as well as the ROCE, or ROE.

In addition, EVA is a management tool to focus managers on the impact of their decisions in increasing shareholders’ wealth.  These include both strategic decisions such as what investments to make, which businesses to exit, what financing structure is optimal; as well as operational decisions involving trade-offs between profit and asset efficiency such as whether to make in house or outsource, repair or replace a piece of equipment, whether to make short or long production runs etc.

Most importantly the real key to increasing shareholder wealth is to integrate the EVA framework in four key areas; to measure business performance; to guide managerial decision making; to align managerial incentives with shareholders' interests; and to improve the financial and business literacy throughout the organisation.

To better align managers interests with Shareholders – the EVA framework needs to be holistically applied in an integrated approach – simply measuring EVAs is not enough it must also become the basis of key management decisions as well as be linked to senior management's variable compensation.

(b) 
Economic Value Added (EVA) is primarily a benchmark to measure earnings efficiency.  EVA as a residual income measure of financial performance is simply the operating profit after tax less a charge for the capital employed, equity as well as debt, used in the business.  

Mathematically EVA= OPBT ( Tax ( (TCE × COC) 

Where:


OPBT = Opening Profit Before Tax


TCE = Total Capital Employed


COC = Cost of Control

Because EVA includes both profit and loss as well as balance sheet efficiency as well as the opportunity cost of investor capital - it is better linked to changes in shareholders wealth and is superior to traditional financial measures such as PAT or percentage of return measures such as ROCE or ROE. 

EVA, additionally, is a tool for management to focus on the impact of their decisions in increasing shareholders wealth.  These include both strategic decisions such as what investments to make, which business to exit, what financing structure is optimal; as well as operational decisions involving trade-offs between profit and asset efficiency such as whether to make inhouse or outsource, repair or replace an equipment, whether to make short or long production runs etc.

Most importantly the real key to increasing shareholders wealth is to integrate EVA framework in four key areas, viz., to measure business performance, to guide managerial decision making, to align managerial incentives with the shareholders' interests and to improve the financial and business literacy throughout the organisation.

To better align managers interests with shareholders' - the EVA framework needs to be holistically applied in an integrated approach - simply measuring EVA is not enough; it must also become the basis of key management decisions as well as be linked to senior management's variable compensation.

However, EVA as a strategic tool has the following limitations:


1.
Not easy to use; too complicated for small businesses.

2.
Recommends inexpensive debts in order to reduce the cost of capital.

  3.
A passive tool, measures past performance.
Question 2

(a)
“The content of corporate social report is essentially based on social objectives.” Discuss. 

(7 marks)(November, 1998)

(b)
Enumerate the major heads identified for corporate social reporting purposes.  (8 marks)(November, 1999)

(c)
Write short note on Corporate Social Reporting.  (4 marks)(May, 2003)

Answer 

(a) 

The content of Corporate Social Report is essentially based on the social objectives.  Brummet identified five areas wherein social objectives can be traced out, namely, Net Income Contribution, Human Resource Contribution, Public Contribution, Environmental Contribution and Product or Service Contribution.



In view of the social objectives, the importance of earning objective is not understated, rather attainment of social objectives is dependent on earning objective. A sick business entity becomes liability to the society and sustains social costs instead of generating social benefits.




Human Resource Contribution is the indicator of the impact of organisational activities (viz. pay and allowances, perks and incentives, recruitment, training and development, placement, promotion and transfer, welfare measure, etc.) on people of the organisation. Public Contribution is the indicator of general philanthropy in the cultural and social welfare programmes and contribution to national exchequer by way of tax and duties.
.
.



Industrial activity is supposed to consume irreplaceable resources and produces solid wastes.  By this process it pollutes air and water, causes noise and spoils the environment. These are termed as negative social effects. The corporate social objective is the abatement of such negative effect.  It is covered by environmental contribution.


Lastly, the Product or Service Contribution covers the qualitative aspects of the organisation's  product or service.  It includes quality guarantee, redressal of customers' grievances, honest exposure in advertisement etc.

Although Brummet covered wide range of objectives, still these are not essentially exhaustive. Social objectives are determined by socio-economic conditions of a country. It is difficult to set universal list of social objectives to be pursued by the corporate sector.  For example, in India, regional imbalance, unemployment, reservation for weaker sections of the population, scarcity of foreign  exchange, energy deficit, population pressure and illiteracy are some of the widely accepted  socio-economic problems.  And obviously the general expectation is that the corporate sector will positively contribute to such socio-economic problems. Since the socio-economic problems of a country change over time or the priority attached to a problem shifts.  Brummet's over simplified set of contributions should be suitably moulded to fit  in the perspective of socio-economic problems of a country.

(b) 
Considering the major socio-economic problems of the country, eight major heads may be identified for Social Reporting purposes:


I.
Employment Opportunities.


II.
Foreign Exchange Transactions


III.
Energy Conservation.


IV.
Research and Development.


V.
Contribution to Government Exchequer.


VI.
Social Projects


VII.
Environmental Control.

VIII. Consumerism.

I. 
Creation of employment opportunities during the year may be classified into opportunities in India and opportunities abroad.
In India employment may be created either by expansion/diversification in backward or other areas. However, employment protection by absorption of sick units may also be treated as employment opportunities. Moreover, the corporate enterprise may create new openings abroad by adopting foreign projects. In all such cases, quantitative information needs to be disclosed giving break-up of SC/ST persons, physically handicapped persons, women and other workers appointed during the year. Tax advantage or subsidy received for establishing industrial units in backward areas or absorption of sick units should be disclosed properly. If the corporate enterprise follows human resource accounting system, it may show human assets created during the year and costs incurred for such purpose.

II. 
In view of the scanty foreign exchange reserve, it is desirable to disclose foreign exchange transactions in details. Foreign exchange inflows occur by exports or earnings from foreign projects. Also saving in foreign exchange is equivalent to foreign exchange inflows.  An enterprise can save foreign exchange by import substitution and replacement of foreign technology/technician. Foreign exchange outflows are caused by purchase of' raw materials/spares, plant and machinery capital repayment, payment of dividend and interest.  It is desirable to report inflows and outflows for each currency separately and a summary statement in Indian currency.  Any tax advantage/export subsidy received for foreign exchange ernings should be disclosed as an item of social cost.

III. 
Energy purchased/generated and energy consumed per unit of standard product are to be reported along with consumption norm of the industry. Energy Audit Reports prepared by BICP may be followed for industry norms wherever applicable. Positive/negative variation in energy consumption should be reported along with reasons therefor.

IV. 
Recurring/non-recurring cost incurred for research and development is to be reported along with results. If possible, effect of research and development activities may be quantified in terms of cost saved/profit added. Any tax advantage/subsidy received is to be reported as social cost incurred along with the generation of social benefits from research and development.

V. 
Contribution to Government exchequer by way of sales tax, income tax, excise, custom and other duties needs to be reported as an item of social benefits.

VI.
Contribution to social projects may be further classified into direct involvement of corporate enterprise and donations to different organisations. Social projects like construction of road, establishment of school, college, research institute, hospital, stadium, etc. may be earmarked alongwith the categories of beneficiaries and cost involved.


In case of donation to any organisation, the nature of the organisation may be stated along with the tax advantage received by way of such donations.

(Contribution of the corporate enterprise for development of sports and games, cultural matters and self-employment programmes may be reported as creation of social benefit).

VII. 
Negative social effect caused by the corporate enterprise may be quantified stating use of irreplaceable resources and nature of pollution caused. Action taken and cost involved for pollution control should be reported as an item of social benefit.

VIII. 
Failures in terms of complaints received against improper quality, poor service etc. may be reported under social costs. Action taken and cost involved for undertaking quality control and customers' service should be reported under social benefits.

(c)
Corporate Social Reporting is the information communique with respect to discharge of social responsibilities of corporate entity.  The transition in accounting function from historical cost based profitability accounting to social responsibility accounting is a good fit to the present-day data requirement of the “Users of accounts”.


The content of Corporate Social Report is essentially based on the social objectives, namely Net Income Contribution, Human Resource Contribution, Public Contribution, Environmental Contribution and Product or Service Contribution.


Considering the major socio-economic problems of the country, eight major heads can be identified for social reporting purpose:


(i)
Employment Opportunities;


(ii)
Foreign Exchange Transactions;


(iii)
Energy Conservation;


(iv)
Research and Development;


(v)
Contribution to Government Exchequer;


(vi)
Social Projects;


(vii)
Environmental Control;


(viii)
Consumerism.


Initially, it is difficult to express social costs incurred by a corporate enterprise and social benefits generated in money terms.  Until suitable methologies are available for conversion of social cost-benefit in money terms, it is desirable to begin with descriptive social report.  Further research is necessary in this area either to improve heads of corporate social reporting in the context of dynamic socio-economic environment.

Question 3

After the HAVOC caused by TSUNAMI, a group of companies undertakes during the period from January, 2005 to March, 2005 various commercial activities, having granted considerable subsidy, along the related coast line. The management intends to highlight the results of such activities while publishing financial statements for the year 2004-2005.  What is the scope?
  (4 marks)(May,2005)
Answer

Corporate social reporting is information communique with respect to discharge of social responsibilities of corporate entity.  Through ‘Corporate Social Report’ the corporate enterprises disclose the manner in which they are discharging their social responsibilities.  More specifically, it is addressed to the public or society at large, although it can be squarely used by other user groups also.

In the given case, the group of companies has positively contributed to the social cause and the commercial activities undertaken by them come under the purview of corporate social reporting.  Normally, such information is not required to be given mandatorily in the financial report due to the lack of any generally accepted standard of social responsibility for business entities.  However, everyone agrees that all business entities should be socially responsible but how the individual entity weighs its priorities of social responsibility depends on the personal choice or preference of the group of persons in the management of an enterprise.

The group of companies (referred in the question) can voluntarily highlight the results of various commercial activities, undertaken by them along the related coast line through a ‘note to accounts’ while publishing financial statements for the year ended 2004-2005.  Infact bringing out the results of such Tsunami relief activities in the Tsunami affected areas may imbibe a sense of social responsibility among other entities through ‘Corporate Social Report’. 

Question 4

Write short notes on: 

(a) Jaggi and Lau model on valuation on group basis of Human Resources.(4 marks)(May, 2003)

(b) Opportunity cost (HRA).
         

   (5 marks)(November, 2003)

Answer

(a) 
According to Jaggi and Lau Model, proper valuation of human resources is not possible unless the contributions of individuals as a group are taken into consideration.  A group refers to homogeneous employees whether working in the same department or division of the organisation or not.  An individual’s expected service tenure in the organisation is difficult to predict but on a group basis it is relatively easy to estimate the percentage of people in a group likely to leave the organisation in future.  This model attempted to calculate the present value of all existing employees in each rank.  Such present value is measured with the help of the following steps:


(i)
Ascertain the number of employees in each rank.


(ii)
Estimate the probability that an employee will be in his rank within the organisation or terminated/promoted in the next period.  This probability will be estimated for a specified time period.


(iii)
Ascertain the economic value of an employee in a specified rank during each time period.


(iv)
The present value of existing employees in each rank is obtained by multiplying the above three factors and applying an appropriate discount rate.



Jaggi and Lau simplified the process of measuring the value of human resources by considering a group of employees as valuation base.  But in the process, they ignored the exceptional qualities of certain skilled employees.  The performance of a group may be seriously affected in the event of exit of a single individual.

(b) 
Opportunity Cost:  It is one of the Economic value models used for measurement and valuation of Human assets.  As per this model, opportunity cost is the value of an employee in his alternative use.  This opportunity cost is used as a basis for estimating the value of Human resources.  Opportunity cost value may be established by competitive bidding within the firm so that in effect, Managers must bid for any scarce employee.  A Human asset will have a value only if it is a scarce resource, that is, when its employment in one division denies it to another division.  This method excludes employees of the type of which can be readily hired from outside the firm.  Also, it is in very rare cases that managers would like to bid for an employee.

Question 5


Briefly describe the method of valuation of human resources as suggested by Jaggi and Lau.  Also point out the special merit and demerit of this method.(8 marks) ( May, 2006)

Answer

Jaggi and Lau suggested a model for valuation of human resources.  According to them, proper valuation of human resources is not possible unless the contributions of individuals as a group are taken into consideration.  A group refers to homogeneous employees whether working in the same department or division of the organization or not.  An individual’s expected service tenure in an organization is difficult to predict, but on a group basis, it is relatively easy to estimate the percentage of people in a group likely to leave the organization in future.  This model attempts to calculate the present value of all existing employees in each rank.  Such present value is measured with the help of the following steps:

(i)
Ascertain the number of employees in each rank.

(ii)
Estimate the probability that an employee will be in his rank within the organization on terminated/promoted in the next period.  This probability will be estimated for a specified time-period.

(iii)
Ascertain the economic value of an employee in a specified rank during each time period.

(iv)
The present value of existing employees in each rank is obtained by multiplying the above three factors and applying an appropriate discount rate.

Jaggi and Lau tried to simplify the process of measuring the value of human resources by considering a group of employees as basis of valuation.  But in the process they  ignored the exceptional qualities of certain skilled employees.  The performance of a group may be seriously affected in the event of exit of a single individual.
Merit

Jaggi and Lau model approached the valuation of human resources on the basis of grouping of employees. Under this method, calculations get simplified and the chances of errors get reduced.

Demerit

This model ignores individual skills of the employees. The varied skills of the employees is not recognized in the valuation process under Jaggi and Lau model. 

Question 6
Briefly describe the progress made by India so far in the field of human resource accounting. 



         (4 marks)(May, 2004)

Answer 

Human resource accounting can be defined as the process of identifying, measuring and communicating information about human resources in financial statements in order to facilitate effective management.  Human resource accounting is a recent phenomenon in India. Leading public sector units like OIL, BHEL, NTPC, MMTC and SAIL etc. have started reporting Human Resources in their annual reports as additional information.  The Indian Companies basically adopted the model of human resource valuation as advocated by Lev and Schwartz (1971).  Indian Companies focused their attention on the present value of employee earning as a measure of their human capital. However the Indian Companies have suitably modified the Lev and Schwartz model to suit their individual circumstances.

Question 7


Give an account of the growing scope of human capital reporting. (4marks)(May, 2005)

Answer 

Of late there is a growing trend of shift from the traditional focus on financial reporting of quantifiable resources (which can be measured in monetary terms) to a more comprehensive approach of reporting under which human resources are also considered as measurable assets.  Having followed the methods of accounting of fixed assets, one can take into account the employee-related costs like cost of recruitment, training and orientation of employees, for the purpose of capitalization and then the appropriate portion thereof can be amortised each year over the estimated years of effect of such costs.

The relevance of human resource information lies in the fact that it concerns organizational changes in the firm’s human resources. The ratio of human to non-human capital indicates the degree of labour intensity of an organization.  Comparison of the specific values of human capital based on the organisation’s scales of wages and salaries with the general industry standards, can be a good source of information to the management.  There is no standard human capital reporting format as employment reporting is relatively a new form of reporting.  Usually, the report inter alia contains data pertaining to employee numbers, employment and training policies, collective bargaining arrangements, industrial disputes, pension and pay arrangement and disabled employee numbers.

Human capital reporting provides scope for planning and decision-making in relation to proper manpower planning. Also, such reporting can bring out the effect of various rules, procedures and incentives relating to work force, and in turn, can act as an eye opener for modifications of existing statutes, laws and the like.

Question 8

State the possible objections to segmental reporting. 
  (7 marks)(May, 1998)

Answer 

Objections to segmental reporting: The possible objections to segmental reporting can be enumerated as below:

(i) 
It is generally felt that segmental revenues and expenses are not distinguishable objectively in many cases. Revenues of a weak product line may be derived only because of the existence of a strong product line. Also many joint costs are only separable arbitrarily.

(ii) 
Much of segmental results depend on the inter-departmental transfer pricings which are not always logically established.

(iii) 
Various segments of an enterprise may use common resources which makes it difficult to arrive at a segment wise performance ratio.

(iv) 
Since the users are in no position to know the proper base for cost allocation, the segment results would be less than meaningful.

(v) 
The last objection consists of the competitive implications to the firm. Some academics contend that company secrets will be disclosed while others referred to the competitive hardship suffered by some firms if segmented data is required. Suppose that Company X, a small company, has a segment identical to one in Company Y, a huge conglomerate. Company X would have to disclose the segment while Company Y would not because the segment is not considered material to Y's operations.


However, considering the problems of joint cost allocation, often it is suggested to follow a contribution margin approach for reporting segmental results. By this only identifiable costs are deducted from segment revenues and gross segment margins may only be indi​cated. But for all practical purposes, this becomes a useless exercise when proportion of identifiable cost is insignificant.

Question 9

(a) What are derivatives and what are its characteristics?  (5 marks)(November, 2003)
(b) Explain currency options related to foreign exchange. (4 marks)(May, 2004)

Answer

(a) 
Derivative is a product whose value is derived from the value of one or more basic variables, called bases (underlying asset, index or reference rate), in a contracted manner.  The underlying asset can be equity, forex, commodity or any other asset.  For example, farmers may wish to sell their harvest of wheat at a future date to eliminate the risk of a change in prices by that date.  Such a transaction is an example of a derivative.  The price of the derivative is driven by the spot price of wheat which is the “underlying asset”.

Derivative financial instruments can either be on the balance-sheet or off the balance sheet and include options contract, interest rate swaps, interest rate flows, interest rate collars, forward contracts, futures etc.  A derivative instrument is therefore a financial instrument or other contract with the following three characteristics:

(a)
It has one or more underlying and one or more notional amounts or payments provisions or both.  These terms determine the amount of settlement or settlements and in some cases, whether or not settlement is required;

(b)
It requires no initial net investment or an initial net investment that is smaller than what is required for similar responses to changes in market factors.

(c )
Its terms require or permit net settlement; it can readily be settled net by means outside the contract or it provides for delivery of an asset that puts the recipient in a position not substantially different from net settlement.


Accounting for foreign exchange derivatives is guided by AS 11 (Revised 2003). The ICAI has also issued a Guidance Note dealing with the accounting procedures to be adopted while accounting for Equity Index Options and Equity Stock Options.

(b) 
Currency Options give the client the right, but not the obligation, to buy/sell a specific amount of currency at a specific price on a specific date.  Currency options provide a tool for hedging foreign exchange risk arising out of the firm’s operations.  Currency options enable the business house to remove downside risk without limiting the upride potential.  Options can be put option or call option.  A put option is a contract that specifies the currency that the holder has the right to sell.  A call option is a contract that specifies the currency that the holder has the right to buy.

Question 10

Write a short notes on:

(a)  Accounting issues involved in Environmental Accounting. (6 marks)(May, 2003)

(b) 
Environmental Accounting.  (4 marks)(Nov.2004)(Nov. 2005)
Answer

(a) Major accounting issues involved in environmental accounting can be explained as follows:


(i) 
Distinction between environmental expenditure and normal business expenditure: Many new machines may incorporate state-of-the-art environmental technology and accordingly, a portion of such capital costs and also the running and maintenance expenditure may be treated as environment related expenditure.  It is necessary to frame guidelines indicating whether the reporting entity should properly allocate the capital and revenue expenditures between environmental expenditure and normal business expenditure.


(ii) 
Capitalisation of environmental expenditures vis-a-vis expensing them during the current accounting period: Environmental protection costs relating to prior periods and current period are generally very high and if expensed in one year as and when a reporting entity is recoursed to and/or persuaded to follow environmental accounting, the adverse impact in EPS is a major concern.  Accordingly many Western Corporations prefer to capitalise environment costs instead of immediate expensing and adopt an amortisation policy extending upto 10 years.  Although this accounting practice has no theoretical support and rather contradicts the well established accounting concept of “prudence”, it is considered as a practical solution to off-load burden of accumulated environmental costs without abruptly disturbing the cash flows attributable to the lenders, Government and finally to the shareholders.  However, recognition of environmental costs should not necessarily be restricted to the expenses accrued in view of the applicable environmental laws.  It should be guided by ethical consideration.


(iii) 
Recognition of environment related contingent liabilities: Environmental contingent liabilities are a matter of increasing concern throughout the world.  Recognising a liability of hazardous waste remediation frequently depends on the ability to estimate remediation costs reasonably.



In fact, identification and measurement of contingent liabilities are highly debatable accounting aspects.  The United Nations Conference on Environment and Development (UNCTAD) papers raise the basic question why environmental contingencies should not be merged with other business contingencies.  There is an urgent need for tightening the reporting rules on contingencies incorporating specific requirements for disclosure of environmental contingencies along with other contingencies.

(b) 
The term ‘environment’ includes everything in all its manifest forms, on the earth, beneath the earth and above the earth.   A business enterprise takes support of social and ecological system in order to maximize wealth.  Economic activity, social welfare and a diverse environment, all are linked and ultimately depend on each other.  The functioning of an enterprise may have some favourable and some adverse effects on the environment. Hence, it is felt that there is a need for maintaining accounts of the effects of activities of business entity on the environment.  Environmental accounting can be defined as a system (methodology) for measuring environmental performance and communicating the results of these measurements to users.  It helps in presenting the utilization of natural resources by an enterprise, the costs incurred to use them and the income earned therefrom in a transparent manner. Environmental accounting, entirely a new concept, is a faithful attempt to identify the resources exhausted and the costs rendered reciprocally to the enterprise by a business corporation.  Thus environmental accounting stands for recording and documenting environmental performance to facilitate effectiveness of environmental management system with reference to compliance, safety and quality control.  It provides a data base for taking corrective steps and future action for developing organisation’s environmental strategy and for identifying environmentally based opportunities for gaining an edge over one’s competitors.  If proper environmental accounting system is established, the enterprise will be able to anticipate environmental damage and therefore can prevent it from happening.  


Of course environmental accounting is still in an early stage of evolution and it is being groomed under the voluntary leadership of a variety of enterprises around the world.  Recognising the importance of protecting and preserving the environment, a number of laws have been enacted throughout the world

Financial Reporting for Financial Institutions

Question 1

Write short notes on: 

(a)
 Earning value (equity share).

           (5 marks)(November, 2003)

(b)
“Non-Performing Assets” as per NBFC Prudential Norms (RBI) directions. 






(4 marks)(November, 2004)

Answer

(a)
Earning value means the value of an equity share calculated by taking the average profits after tax as reduced by preference dividend and adjustments for extraordinary and non-recurring items of the immediately three preceding years and further divided by the number of equity shares and capitalised at the following rate:


Predominantly manufacturing company

8%


Predominantly trading company


10%


Any other company including NBFC

12%


Earning value is zero in a loss making company.

(b) 
“Non(Performing Asset” as per NBFC Prudential Norms (RBI) directions means:
(i)
An asset, in respect of which, interest has remained past due for six months;

(ii)  
A term loan inclusive of unpaid interest, when the instalment is overdue for more than six months of which interest amount remained past due for six months;

(iii)   
A bill which remained overdue for six months;

(iv) 
The interest in respect of a debt or the income on receivables under the head ‘other current assets’ in the nature of short term loans/advances that remained overdue for a period of six months;

(v)   
Any dues on account of sales of assets or services rendered or reimbursement expenses made, which remained overdue for a period of six months;

(vi) 
The lease rental and hire purchase instalment, which has become overdue for a period of more than twelve months;

(vii)
In respect of loans, advances and other credit facilities (including bills purchased and discounted), the balance outstanding under the credit facilities made available to borrower /beneficiary when anyone of the credit facilities becomes NPA.

However, an NBFC may classify each such account on the basis of record of recovery as regards hire purchase and lease transactions. 

Question2


For what purposes inspection of records and documents of Merchant Banker is ordered by SEBI?
   
      ( 4 marks)(November, 2002)

Answer 


SEBI has the right to appoint one or more persons as inspecting authority to undertake inspection of the books of account, records and documents of the merchant banker for any of the following purposes:

(i)
To see that books of account are being maintained in the required manner;

(ii)
To ensure that provisions of SEBI Act, rules and regulations are complied with;

(iii)
To investigate into complaints received from investors, other merchant bankers, or any other person on any matter having a bearing on the activities of merchant banker;

(iv)
To investigate suo moto in the interest of securities business or investors’ interest into the affairs of merchant bankers.

Question 3

Write short note on Books of account required to be maintained by a Stock Broker.(4 marks) (May, 2003)

Answer


Every stock broker is required to maintain the following books of account and records as per Rule 15 of the Securities Contracts (Regulation) Rules, 1957 and Regulation 17 of the SEBI (Stock Brokers and Sub-Brokers) Rules, 1992:

(a)
Register of transactions (Sauda book)/Daily transaction list;

(b)
Clients ledger;

(c)
General ledger; 

(d)
Journals;

(e)
Cash book;

(f)
Bank Pass Book;

(g)
Documents register/Inward-outward register showing full particulars of shares and securities received and delivered;

(h)
Members’ contract book showing details of all contracts entered into by him with other members of the stock exchange or counterfoils or duplicates of memos of confirmation issued to such other members;

(i)
Counterfoils or duplicates of contract notes issued to clients;

(j)
Written consent of clients in respect of contracts entered into as principals;

(k)
Margin deposit book;

(l)
Register of accounts of sub-brokers;

(m)
An agreement with a sub-broker specifying the scope of authority and responsibilities of the stock broker and such sub-brokers.


In addition to the above statutory requirements, stock brokers are also required to maintain scripwise clientwise list in respect of scripts of specified group, client upla statement, duplicate copies of self-certificates submitted on monthly basis, copies of margin statements downloaded by the stock exchange, copies of valan balance sheet (Form 31), details of spot delivery transactions, client data base and broker client agreement, copy of registration certificate of each sub-broker issued by SEBI, copies of the power of attorney/board resolution authorising directors and employees and copies of pool account statements.


Valuation
Question 1

Write short Note on capital market information-P/E ratio, yield ratio and market value/book value of shares.

         (9 marks) (November, 1997)

Answer 

Capital market information-P/E ratio, yield ratio and market value/book value of shares: Frequently share prices data are punched with the accounting data to generate new set of information. These are (i) Price-Earning Ratio, (ii) Yield Ratio, (iii) Market Value/Book Value per share.
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It indicates the pay back period to the investors or prospective investors. The P/E ratio can be interpreted on a comparison with the industry P/E.  A low P/E in comparison to the Industry can indicate that there are prospects for growth in share price and hence could be an indicator to buy/hold the shares. A high P/E ratio in comparison to the Industry can be an indicator to sell the shares.
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This ratio indicates return on investment; this may be on average investment or closing investment.  Dividend (%) indicates return on paid up value of shares. But yield (%) is the indicator of true return in which share capital is taken at its market value.
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This ratio indicates market response of the shareholders' investment.  Undoubtedly, higher the ratio, better is the shareholders' position in terms of return and capital gains.
COMPANY ACCOUNTS

Question 1

What are the main limitations of financial statements? (8 marks) (May, 1998)
Answer 

Limitations of Financial Statements:

(i) 
Financial statements provide mostly historical data: Elements of financial statements, i.e., assets, liabilities, income and expenses are measured mostly using historical cost. So in the balance sheet, most of the assets do not represent their current values. Users of accounts cannot understand the real value of the reporting entity from such balance sheet.

Under the historical cost accounting framework impliedly money capital is main​tained - not the real value of capital. Thus the profit and loss statement does not represent real profit/loss.

Thus, under inflationary environment, traditional historical cost -based financial statement fail to reflect operating result and financial position of the reporting entity.

(ii) 
Financial Statements ignore substance and simply recognise form: In India, financial statements are prepared recognising legal form of the transactions and ignoring the substance. For example, when the reporting entity uses assets on finance lease basis, value of such assets are not shown in the balance sheet. So the balance sheet fails to show the assets used for revenue generation. They may mislead the users of accounts about the degree of asset-turnover of the entity.

(iii) 
Financial statements are essentially based on going concern assumption: AS-1 'Dis​closure of Accounting Policies' suggests that going concern is a fundamental account​ing assumption, a departure from which should be disclosed. In practice, the assumption has been applied universally. Even if the reporting entity has become a sick industrial undertaking and waits for BIFR judgement, still its financial statements are prepared following going concern assumption showing its assets and liabilities at historical cost which is highly illogical and totally misleading.

(iv) 
Financial Statements do not reflect cash flow: In India, financial statements do not include a cash flow report to explain movement of cash during the accounting period. As such, there exists a big gulf between accrual profit and operational cash flow. However, now the listed companies/entities whose annual accounts are approved by the shareholders after 31.3.1995, are required to give a cash flow statement (as prescribed by SEBI) in their Annual Report.

(v)
Financial statements are over-generalised: Users of accounts are many; prominent among those are shareholders ( existing and potential, employees, lenders and other suppliers, government/regulatory agencies, managers and the public at large. Every section has specific data requirement for making economic decisions. Sometimes the interests of different sections may be conflicting in nature. Financial statements cannot meet the specific data requirement of the users. These are general purpose statements.
Question 2

Briefly explain the qualitative characteristics of Financial Statements. 
(8 marks) (November, 1998)

Answer 

Qualitative characteristics are the attributes that make the information provided in the financial statements useful to the users. The four principal qualitative characteristics are: (i) Understandability, (ii) Relevance, (iii) Reliability and (iv) Comparability.

(i) 
Understandability: An essential, quality of the information provided in the financial statement is that it is readily understandable by the users. For this purpose, users are deemed to have reasonable knowledge of business and economic activities. However, information about complex matters should be included in the financial statements which is relevant to the users of accounts for their economic decision making although this may be too difficult for certain users to understand.


(ii) 
Relevance: To be useful, information must be relevant to the decision making needs of all the users. Information has the quality of relevance when it influences the economic decisions of users by helping them to evaluate past, present or future events or confirming, or correcting their past evaluations.


Relevance of an information is affected by its nature and materiality. In some cases, the nature of information alone is sufficient to determine its relevance. In other cases, both the nature and materiality are important: 

(iii) 
Reliability: To be useful, information must also be reliable. Information has the quality of reliability when it is free from material error and bias and can be depended upon by users to represent faithfully that which, it either purports to represent or could reasonably be expected to represent. 

Reliability of the financial statement information is dependent on faithful representation, substance over form, neutrality, prudence, and completeness. If information is to represent faithfully the transactions and other events, it is necessary that they are accounted for and presented in accordance with their substance and economic reality and not merely by their legal form. To be reliable, the information contained in financial statement must be neutral i.e. free from bias. Financial statements are not neutral if, by the selection or presentation of information, they influence the making of a decision or judgement in order to achieve a pre-determined result or outcome. Prudence is the inclusion of a degree of caution in the exercise of the judgements needed in making the estimates required under conditions of uncertainty. To be reliable, information in financial statements must also be complete within the bounds of materiality and cost. An omission can cause information to be false or misleading and thus unreliable and deficient in terms of its relevance.

(iv) 
Comparability: Users must be able to compare the financial statements of an enterprise through time in order to identify trends in its financial position and performance. An important implication of this qualitative characteristic is that users should be informed of the accounting policies employed in the preparation of the financial statements, any changes in those policies and the effects of such changes.

Question 3

In order to enhance the level of disclosure by the listed companies, SEBI has amended clause 32 of the listing agreement.  After amendment what disclosures are required?





(4 marks) (May, 2005) 
Answer

After SEBI’s amendment of Clause 32 of Listing Agreement, the following disclosures are required:

(a)
In case the company has changed its name consequent upon the going in for a new line of business including software business during any period after 1st January, 1998, the company will disclose the turnover and income etc. from such new activities in the annual reports for a period of 3 years from the date of change of name of the company.

(b)
The company will give a cash flow statement prepared as per AS 3 presented under indirect method and will attach this cash flow statement to the balance sheet and the profit and loss account of the company.

(c)
The company shall mandatorily publish consolidated financial statements in the annual report in addition to the individual financial statement.  The consolidated financial statement shall be audited by the statutory auditors and submitted to the stock exchange.

(d)
The company shall make disclosures in compliance with the accounting standard on “Related Party Disclosures” in the annual reports.

Accounting Theory

Question 1

Write short notes on the Advantages and disadvantages of setting of Accounting Standards. (4 marks) (May, 2002) (November, 2004)

Answer 

The Accounting Standards seek to describe the accounting principles, the valuation techniques and the methods of applying the accounting principles in the preparation and presentation of financial statements so that they may give a true and fair view.  The ostensible purpose of the standard setting bodies is to promote the dissemination of timely and useful financial information to investors and certain other parties having an interest in companies’ economic performance.  The setting of accounting standards has the following advantages:

(i)
Standards reduce to a reasonable extent or eliminate altogether confusing variations in the accounting treatments used to prepare financial statements.

(ii)
There are certain areas where important information are not statutorily required to be disclosed.  Standards may call for disclosure beyond that required by law.

(iii)
The application of accounting standards would, to a limited extent, facilitate comparison of financial statements of companies situated in different parts of the world and also of different companies situated in the same country.  However, it should be noted in this respect that differences in the institutions, traditions and legal systems from one country to another give rise to differences in accounting standards practised in different countries.

However, there are some disadvantages of setting of accounting standards:

Alternative solutions to certain accounting problems may each have arguments to recommend them.  Therefore, the choice between different alternative accounting treatments may become difficult.

There may be a trend towards rigidity and away from flexibility in applying the accounting standards.  

Accounting standards cannot override the statute.  The standards are required to be framed within the ambit of prevailing statutes.

Question 2

(a)
Briefly indicate the items, which are included in the expression “borrowing cost” as explained in AS 16.

(6 marks) (May, 2001)

(b)
Explain the difference between direct and indirect methods of reporting cash flows from operating activities with reference to Accounting Standard 3( AS 3) revised.(8 marks)(November, 2001)

(c)
Write short note on Effect of Uncertainties on Revenue Recognition. (10 marks) (May, 1997)

Answer 

(a) 
Borrowing costs : Borrowing costs are interest and other costs incurred by an enterprise in connection with the borrowing of funds.


As per para 4 of AS 16 on Borrowing Costs, borrowing costs may include :


(a)
interest and commitment charges on bank borrowings and other short-term and long-term borrowings;


(b)
amortisation of discounts or premiums relating to borrowings ;


(c)
amortisation of ancillary costs incurred in connection with the arrangement of borrowings;


(d)
finance charges in respect of assets acquired under finance leases or under other similar arrangements; and


(e)
exchange differences arising from foreign currency borrowings to the extent that they are regarded as an adjustment to interest costs.
(b) 
As per para 18 of AS 3 (Revised) on Cash Flow Statements, an enterprise should report cash flows from operating activities using either:

(a) 
the direct method whereby major classes of gross cash receipts and gross cash payments are disclosed; or

(b) 
the indirect method, whereby net profit or loss is adjusted for the effects of transactions of a non-cash nature, any deferrals or accruals of past or future operating cash receipts or payments, and items of income or expense associated with investing or financing cash flows.
The direct method provides information which may be useful in estimating future cash flows and which is not available under the indirect method and is, therefore, considered more appropriate than the indirect method. Under the direct method, information about major classes of gross cash receipts and gross cash payments may be obtained either:


(a) 
from the accounting records of the enterprise; or

(b) 
by adjusting sales, cost of sales (interest and similar income and interest expense and similar charges for a financial enterprise) and other items in the statement of profit and loss for:

(i) 
changes during the period in inventories and operating receivables and payables: 

(ii) 
other non-cash items; and

(iii)
other items for which the cash effects are investing or financing cash flows.

Under the indirect method, the net cash flow from operating activities is determined by adjusting net profit or loss for the effects of:

(a)
changes during the period in inventories and operating receivables and payables;

(b)
non-cash items such as depreciation, provisions, deferred taxes, and unrealized foreign exchange gains and losses; and

(c)
all other items for which the cash effects are investing or financing cash flows.

Alternatively, the net cash flow from operating activities may be presented under the indirect method by showing the operating revenues and expenses, excluding non-cash items disclosed in the statement of profit and loss and the changes during the period in inventories and operating receivables and payables.

(c)
Effect of Uncertainties on Revenue Recognition

Para 9 of AS 9 on "Revenue Recognition" deals with the effect of uncertainties on Revenue Recognition. The para states:

1. 
Recognition of revenue requires that revenue is measurable and at the time of sale or the rendering of the service it would not be unreasonable to expect ultimate collection.

2. 
Where the ability to assess the ultimate collection with reasonable certainty is lacking at the time of raising any claim, e.g., for escalation of price, export incentives, interest etc. revenue recognition is postponed to the extent of uncertainty involved. In such cases, it may be appropriate to recognise, revenue only when it is reasonably certain that the ultimate collection will be made. When there is uncertainty as to ultimate collection, revenue is recognised at the, time of sale or rendering of service even , though payments are made by instalments.

3. 
When the uncertainty relating to collectability arises subsequent to the time of sale or rendering of the service, it is more appropriate to make a separate provision to reflect the uncertainty rather than to adjust the amount of revenue originally recorded.


4. 
An essential criterion for the recognition of revenue is that the consideration receiv​able for the sale of goods, the rendering of services or from the use by others of enterprise resources is reasonably determinable. When such consideration is not determinable within reasonable limits; the recognition of revenue is postponed.

5.
When recognition of revenue is postponed due to the effect of uncertainties, it is considered as revenue of the period in which it is properly recognised.

Question 3

Distinguish between “Timing differences” and “Permanent differences” referred to in AS 22 on Accounting for Taxes, giving 2 examples of each.

Timing differences are the differences between taxable income and accounting income for a period that originate in one period and are capable of reversal in one or more subsequent periods.  

Examples:

(i) Unabsorbed depreciation and, carry forward of losses which can be set-off against future taxable income.

(ii) Statutory dues deferred for payment under Section 43B of the Income-Tax Act.

“Permanent Differences” are the differences between taxable income and accounting income for a period that originate in one period but do not reverse subsequently.

Examples:

(i) Agricultural income.

(ii) Donations/contributions disallowed for tax purposes
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