This materials were prepared by me with ref to books and other materials for MBA/MCA students of a University. Most of the theory parts are written by me and these can be used as a self-study materials for the B.Com./M.Com./MBA/MCA/CPT/PCC/IPCC students. This is not an exhaustive notes but shall give you an idea about the subjects dealt. This can be developed into a good notes for the revision prior to the exams. The problems prepared for them are omitted here as the same will be useless without the solutions. The subject dealt are 

· Budgetary control
· Marginal Costing

· Project Appraisal Methods or Capital Budgeting

· Ratios

· Accounting Basics

· Bank Reconciliation Statement

Budgetary Control-Theory

What is a Budget?

Budget is an estimate about the future after considering the last year’s figures or past experience. It is prepared for a future period, may be for a year or a month or a week. Budgets are prepared and presented to the Top-level management by the Budget Committee. In short, it is a statement relating to a future period brought down in numerical terms, fixing targets, estimating sales, production, other incomes, expenses etc., and ultimately estimating the profit for the budget period and trying to foresee the state of affairs of the organization as at the end of the Budget period. 

Purpose of the Budget

Though nobody can mastermind the future, it is advisable to pre-plan all activities in business so as to face the future with confidence. By preparing the budgets, we shall be in a position to some what foresee the crunch situations and be prepared for the same. For example, all that can be mustered by a business man in the forth-coming week is about Rs.6 lacs and the payments that have to be made in the week is about Rs.6.25 lacs, it is advisable to arrange it somehow either from Banks or from private money lenders or collect the debtors whose amounts are not yet due by offering them cash discounts (as bait to induce them to pay well before the due date).

Budget Committee

It is a decision making body which contains all important personnel in an organization such as Managing Director, Finance Head, Purchase Head, Production Head, etc., They compile the Budget for being presented before the Board of Directors for their approval.

Principle Budget Factor

It is the first criteria or factor, which has to be considered while preparing the Budget. It limits the Business activity. That is why it is also called as Limiting factor or Key factor. For Example, if the Material is in short supply or scarce, the production shall be carried out only after considering the material availability. Even if one has lot of money, he may not be in a position to plan for the production without considering the material availability.
Fixed Expenses

Expenses, which are normally not affected by the changes in volume of production are called as fixed expenses. In other words, expenses, which have to be incurred, irrespective of the level of production or sale, are called as fixed expenses. For Example, let us assume that the accountant is paid a salary of Rs.2500/- when the production is 1000 units. His salary shall not be altered if the volume of production increases to 1200 units or decreases to 800 units.

Variable Expenses

Expenses, which increase or decrease proportionally, according to the movement of production (i.e., increase or decrease) or sale, are called as Variable expenses. For example, if 5kgs of materials are required to produce one unit, for producing one more unit, 5 more kgs of materials are required. Likewise the commission on sale payable to salesmen shall increase or decrease depending on the sales volume achieved by him.

Semi-Variable expenses

Such expenses will have the features of both the Fixed and as well as Variable expenses. For example, sales personnel’s pay may be considered as follows: “basic pay+ commission on the sales achieved”. In this case the Basic pay will be the same even if the sales achieved by the employee is more or less, whereas the commission depends on the sales achieved by him. 

Methods to find out the Fixed and variable elements in “Semi-variable expenses”

· Level of Activity method

· Range or High and low method

· Simultaneous equations method

· Scatter Graph method

· Least Squares method

Flexible Budget

A budget, which is prepared in such a way that all expenses are grouped either as “Fixed” or “Variable” at a given volume of production. If the volume of production is varied, the new Budget for the given level can be easily prepared just by proportionately altering the variable expenses. This type of budget is very useful for comparing the actual figures with that of the Budget figures, as the Budget can be very easily altered for the level of production actually achieved to keep it at the same level as that of the actual production.

Zero Based Budget

Budget, which is prepared from scratch, i.e., without considering last year’s figures or past experience, is called as “Zero Based Budget”. It is a technique wherein all expenses and incomes are estimated afresh and all estimates have to be substantiated. 

Functional Budgets: 

Budgets, which are prepared for various functions separately, are called as Functional Budgets. A Master Budget contains information from all functional budgets or in other words is a consolidation of all information from various Functional Budgets.

· Sales Budget

· Production Budget

· Purchase or Material Procurement Budget

· Personnel Budget

· Overhead Budget (Overheads are nothing but expenses incurred over and above the Prime cost. They are all indirect expenses. Prime cost contains only  expenses such as Direct Materials, Direct Labour and Direct Expenses. Direct expenses are those expenses, which are directly attributable to the end product.)

· Cash Budget

Project Appraisal Methods or Capital Budgeting
Various Projects that the organization is considering are appraised using the following methods:

Project Evaluation Methods


Payback Period

Present Value



ARR




NPV


IRR

PI

Discounted Payback

I. Payback period method:
This method is simple to understand and apply. In this method, the period, during which the Cash inflows of a project repay its cost, is calculated. Whichever project repays the project cost earlier is considered as better. 

Illustration 1:

If the initial outlay of a Project-A is Rs.100000 and the Cash inflows are estimated @ Rs.20000 p.a., the Payback period is 5 years (i.e., 100000/20000). 

The projected inflows may not be equal always. If the inflows are not equal, we have to calculate the cumulative inflows and interpolate and find out the exact “Payback period”. Now, consider the following illustration:

Illustration 2:

Initial outlay Rs.100000/- The inflows during the first four years are estimated at Rs.25000/-, Rs.70000/-, Rs.20000/- and Rs.50000/-. The cumulative cash inflows are calculated as follows:

Year

       Cash inflows

Cumulative inflows


I


25000



25000



II


70000



95000



III


20000


          115000





IV


50000


          165000

It is apparent that the project cost of Rs.100000 is recovered during the third year. Assuming that the rate of earning during the third year is uniform through out the year, we can say that the Payback period is 2 1/4 years (i.e., 2 years and 5000/20000 wherein 5000=100000(Project cost)Less: Cumulative cash inflows up to the 2nd year i.e., Rs.95000).

Though this method is a simple method to operate, it is a layman’s method and it has no scientific background, especially it does not take into account the most important interest factor which may have major impact on the real and effective value of the inflows. For overcoming this major adverse feature of this method, the concept of “Time value of money”, should be understood. The said concept is used in the Methods using the Present value wherein inflows are considered after adjusting the effects of Cost of Capital (by using the present value factors).

II. Present Value of Cash Inflows:

Rs.10000/- that one holds today will not be equal to Rs.10000/- that is estimated to flow in at the end of one year due to the presence of the interest factor. If one invests Rs.10000 now @ 10% p.a., the investment will grow up to Rs.11000/- at the end of the first year along with interest of Rs.1000 ( Rs.10000 x 10%). In other words, the present value of Rs.11000 that one is going to get after one year at a cost of capital of 10% is Rs.10000. This is used to create the present value factor of 0.909 (i.e., 10000/11000). Using the said factor the present value of the inflow at the end of the first year is calculated. Similarly, the inflows at the end of the second year, third year etc., are discounted and the total Present value is arrived at, the present value factors for the 2nd, 3rd and subsequent years being (10000/11000)^2,  (10000/11000)^3 , and so on.

Cost of Capital:

In short, it is the rate at which the Capital is obtained by the person who has started the project. For example, for a person who has borrowed the capital from a Bank, the rate of interest charged by the Bank is the cost of capital. For a person who has invested his own money, it is the opportunity cost of Capital. For a person who has got both types of capital, it is the weighted average of both the rates.

II (1) Discounted Payback Period Method:

In this method, features of the above two concepts are combined and used. First the Cash flows are discounted at the cost of capital rate and then after finding the cumulative discounted cash flows (as explained in Illustration 2) the Pay back period is arrived at which is much more reliable than the Payback period method explained earlier.

II (2) NPV:

In this method the Present value of all the inflows and outflows are found out and totaled to arrive at what is known as “Net present value”. A project which gives a positive NPV is accepted and the one which gives a negative NPV is rejected. When two projects are compared, the one which gives more NPV has to be accepted.

II (3) Profitability Index (PI) (Also known as Benefit cost ratio):

PI= Present value of Inflows x 100 / Present Value of outflows

If the NPV is Zero, PI will be equal to 1.

Alternatively, some authors use a formula wherein the NPV is taken in the numerator instead of the Present value of Inflows.

The students can use any one of the above formulae consistently, especially when two projects are being compared.

II (4) Internal Rate of Return: (IRR)

It is the rate at which the project is generating the inflows. In this method, the cost of capital will not be given. We have to find out the rate at which the project generates the funds. It is the  rate at which the “Discounted Cash inflows = Discounted Cash outflows”, i.e., the NPV=0. When a project is being evaluated, it has to be accepted if the IRR is greater than the cost of capital or the “expectancy rate”. When two projects are compared, the one with higher IRR should be accepted. In this connection, the students’ attention is invited to the following paragraph:

IRR -vs- NPV:

Where IRR and NPV of two projects are furnished both may give a different conclusion. This is so especially in cases where the cost of capital is different in both the projects.

Now, consider the following illustration:

PS Dutta Ltd., is considering two mutually exclusive projects X and Y, the details of

which are as follows:











Project X
Project Y
Investment

       0th  year
Rs.
100000
150000

Cash inflows

 Year ended  1

  42000
  55000




2

  42000
  60000




3

  42000
  65000

The Present value factors are furnished hereunder using which you are required to

compute the IRR for the above projects.






8%
9%
10%
11%
12%
13%



0.926
0.917
0.909
0.901
0.893
0.885



0.857
0.842
0.826
0.812
0.797
0.783



0.794
0.772
0.751
0.731
0.712
0.693



Project X
Project Y

Discounting factors






X


Y


100000
150000
12
13
9
10



42000
55000
0.893
0.885
0.917
0.909



42000
60000
0.797
0.783
0.842
0.826



42000
65000
0.712
0.693
0.772
0.751



Discounted Inflows
100884
99162
151135
148370



Proj X
IRR=
12+(884/(884+838))=12.51




Proj Y
IRR=
9+(1135/(1135+1630))=9.41



On seeing the above calculations it may seem that Proj X is acceptable. 

If we consider 13% and 8% as the cost of capital for the projects respectively, the NPV works out to Rs.(-)832 and Rs. (+)3965 (see calculations below), indicating that the Proj Y is better.

	X
	Y

	100000
	13
	-100000
	150000
	8
	-150000

	42000
	0.885
	37168
	55000
	0.926
	50926

	42000
	0.783
	32892
	60000
	0.857
	51440

	42000
	0.693
	29108
	65000
	0.794
	51599

	NPV
	 
	-832
	 
	 
	3965


In such cases, NPV is a better guide and the students should rely on the NPV method rather than the IRR method. When evaluating the mutually exclusive projects, the one with a higher IRR may not be the one with the best NPV. This is due to the following:

· The IRR assumes that the cash flows are reinvested at the rate of IRR.

· The NPV assumes that the cash flows are reinvested at the rate of Cost of Capital.

This is especially so when the cost of capital and the life of the projects are not similar or wide variations are there.

Tutorial Note:

The students should know that wherever we talked about Cash flows, we really meant cash inflow and outflow only. Such cash inflows are calculated as follows:


Cash inflow=Net profit after Depreciation-Tax thereon + Depreciation

The Depreciation is added back simply because, there is no cash outflow when it is written off, though it is deductible for calculating the tax on income which has to be actually paid out.

III. ARR: (Accounting Rate of return or Average Rate of return)

It is known as the Accounting Rate of return as it considers only the accountant’s profit i.e., Profit after depreciation and tax. It is called Average rate of return as it considers the average Profit after depreciation and tax during the life time of the Project.



ARR= Average Return / Net Investment

Marginal Costing

Marginal Cost (=Variable cost)

It is the cost that has to be incurred for producing one additional unit. (In other words, it is equivalent to what one can save by not producing one additional unit)

Marginal costing Equation

Sales-Variable cost = Fixed cost + Profit

Marginal costing statement (For a single product organization)


Sales


xxxx


Less: Variable cost
xxxx





------


Contribution

xxxx


Less: Fixed Cost
xxxx





------


Profit


xxxx





------

Marginal costing statement (For a multi-product organization)


Product A
Product B


Sales
xxxx
xxxx


Less: Variable cost
xxxx
xxxx


------
------


Gross Contribution
xxxx
xxxx


Less: Specific Fixed Cost
xxxx
xxxx


------
------


Net Contribution
xxxx
xxxx


Less: Common (or General) Fixed Cost
xxxx



------


Profit

xxxx



------

Marginal costing Assumptions:

The following are assumed to be constant always (irrespective of the changes in the level of production):

Selling price per unit

Variable cost per unit

Total Fixed Cost

Break-even Point:


BEP(in value) = Fixed Cost/PV Ratio


BEP(in units)  = Fixed Cost/Contribution per unit

Wherein PV Ratio = 100xContribution/Sales

[Other formulae for  PV ratio: Change in Profitx100/Change in Sales]

Margin of Safety:


= Sales at any given level – BEP



[or]


=Profit/PV ratio

BEP Chart:



              Sales
      Total Cost


                 BEP

Revenue

Or

Fixed Cost

Cost



Volume

Profit Chart:





   Profit

    Profit

   
             BEP


                       

Volume

   Loss


Fixed cost point

Ratio Analysis

Capital Employed:

Liabilities Approach:

Equity Share Capital



xxx

Add: Reserves and Surplus


xxx

Less: Preliminary Expenses


xxx
Equity Shareholders’ funds


xxx

Preference Share Capital


xxx
Shareholders’ Funds



xxx

Long Term Debts (Secured & Unsecured)
xxx

Debentures




xxx
Capital Employed (LT Funds)

xxx
Assets Approach:

Fixed Assets 




xxx

Add: Current Assets



xxx

Less: Current Liabilities


xxx
Capital Employed



xxx
Short-Term Solvancy Ratios OR Liquidity Ratios

1) Current Ratio:
 
               2) Acid Test Ratio or
 

 

 
                   Quick Ratio or Liquid Ratio

= Current Assets 
 

=Quick Assets  

 Current liabilities
 
 
 Current liabilities

 
 
 
 
 
 

Long-Term Solvency Ratios OR Stability Ratios

1) Fixed Assets

Fixed Assets
Ratio
=

Long Term Funds


2) Capital Gearing Ratio
= Funds bearing Fixed Interest & Dividend



             Equity Shareholders' Funds

Wherein, Funds bearing Fixed Interest & Dividend= Preference share capital + Long Term Debts + Debentures
3) Debt-Equity ratio
=
Total Long-term Debts & Debentures




Shareholders' Funds

4) Proprietary Ratio
=
Shareholders' Funds




Total Tangible Assets

5) Interest Coverage

             PBIT
Ratio
=

Annual Interest Expense

where, PBIT = Profit before interest and tax

6) Debt Service Coverage Ratio:
= PBIT/ [Principal Repayable +(Interest / (1-rate of tax))]
Profitability Ratios:

1) Gross Profit Ratio:

2) Net Profit Ratio


Gross ProfitX100

Net ProfitX100

Net Sales

Net Sales

3) Operating

=Cost of Goods sold + Operating Exp

Ratio




Net Sales

4) Return on Investment
=
Net profit             X100

ROI
 
 
Capital Employed
 

Activity or Turnover or Efficiency Ratios

1) Capital Turnover


Sales


ratio
=

Average Capital Employed


2) Debtor's Turnover


Credit sales
Ratio (no. of times)
=

Avg Accounts Receivables

(Accounts receivable=Debtors + Bills receivable)






3) Debt Collection

Months or days in a year
period or Debtors Velocity (no. of
=

Debtors Turnover ratio

days or months)





4) Creditors Turnover


Credit purchases
Ratio (no. of times)
=

Avg Accounts Payables
(Accounts payable=Creditors + Bills Payable)






5) Debt Payment

Months or days in a year
period or Creditors Velocity (no. of
=

Creditors Turnover ratio

days or months)





6) Stock Turnover Ratio                        =

Cost of Goods sold



              

Average Inventory


  7) Stock Velocity


    =                 Months or days in a year







Stock Turnover Ratio
Accounting Basics

Accounting:

It is defined as the procedure of analyzing, classifying and recording transactions in accordance with a pre-conceived plan for the benefit of 

· Providing a means by which an enterprise can be conducted in orderly fashion

· Establishing a basis for reporting the financial condition of enterprise and the results of its operation

Need for accounting:

· To ascertain the profit

· To ascertain the financial position by the owner and the outsiders

· To be produced before the tax authorities

Methods of accounting:

· Single entry system (Rough method of accounting wherein particulars are being gathered in a haphazard manner-used by very small business men- It is not a systematic method or a fool-proof method)

· Double entry system (A systematic recording of transactions- Each and every transaction is entered in two different accounts, one account is debited and the other credited- This is a universally followed system)

Concepts, Conventions and Accounting Assumptions:

· Dual aspect concept- Each and every transaction affects two aspects one on the debit side and the other on the credit side.

· Money measurement concept- Only transactions having money value can be recorded in the books of account.

· Cost concept- Irrespective of the intrinsic value of the asset purchased, the cost incurred only is entered in the books of account. It is also known as “Historical cost concept”.

· Going concern concept- Books of account are maintained with the fundamental accounting assumption that the business will not be closed in the near future.

· Accrual concept- The transactions are recorded without considering whether payments are made or amounts are received. All expenses relating to the accounting period are accounted whether paid or not. Similarly all incomes are accounted in the period to which they relate whether received or not. This is also a fundamental accounting assumption. (This is the basis for the Matching concept or Matching principle)

· Business Entity concept: - It is also known as Entity concept or Separate entity concept. The books of account are maintained considering the business and the proprietors as separate entities. That is the reason why even the proprietors’ accounts are also maintained in the books of account of the business (of which they are the owners).

· Consistency concept- The various accounting policies followed in the preparation of the books of account have to be followed consistently year after year. If any accounting policy is decided to be altered or changed, it can be done. The main point is that the changed policy has to be followed thereafter consistently, year after year. Changes in the accounting policies should not be often done. Changes should be with the aim to present the accounts in a better way, to show true and fair picture of the financial position of the business. If there is a change in the accounting policies it should be disclosed in the Statement of accounts. If nothing is stated in the Statement of accounts regarding the changes, it has to be assumed that all accounting policies that have been followed in the earlier year have now been followed. It is also a fundamental accounting assumption.

· Realization concept-Unless the profit is realized the accountants are not expected to take it into account. The profit is normally accounted only on the sale of goods. As soon as some goods are purchased, profit will not be accounted unless they are actually sold to third parties either on cash or credit basis.

· Conservatism concept-The expenses or losses incurred in business, have to be accounted atleast on estimate basis even if the same can’t be precisely determined. On the other hand, if the income has not accrued, the accountants are not expected to account for the same. This concept is due to the principle that the accounts should not show a better than the actual picture. In short, window dressing or showing a rosy picture should be avoided.

· Materiality concept and Disclosure concept-These concepts go together. “Material items” are important items. In a company form of organization, the shareholders may be spread all over the country. The directors prepare the “Annual report” and circulate it among the shareholders. This is the tool with which the directors convey the financial position of the company to the shareholders. All important things happening in the company have to be disclosed in the financial statements which are part and parcel of the “Annual report”.

Fundamental Accounting Assumptions:

· Going concern

· Accrual

· Consistency

Accounting Conventions:

· Consistency

· Materiality

· Disclosure

· Conservatism

Process of Accounting:

· Journal

· Ledger

· Trial balance

· Final accounts (Trading and profit and loss account and Balance sheet)

Types of Accounts:

Personal accounts

· Natural personal accounts

· Artificial personal accounts

· Representative personal accounts

Real Accounts (or property accounts)

Nominal Accounts (or revenue accounts)

Principles of Double entry Book-keeping (Golden Rules of Accounting): 

(This is the very basis for preparing the Journal entries and this has to be understood thoroughly and remembered for learning this chapter and working out problems in this chapter)

Personal accounts

· Debit the Receiver and Credit the Giver

Real Accounts (or property accounts)

· Debit what comes in and credit what goes out

Nominal Accounts (or revenue accounts)

· Debit all expenses and losses and credit all incomes and gains

Journal:

This is the book of prime entry. As soon as a transaction takes place, it has to be entered in the Journal. Journal Format is furnished below:

	Date
	Particulars
	LF
	Debit amount
	Credit amount

	01.05.2005
	Cash account                             Dr.
	10
	100000
	

	
	     To Mr.A’s account
	
	
	100000

	
	(Being Cash received from Mr.A-Receipt No.xxxxx)
	
	
	


In a Journal one account will be debited and there will be a corresponding and equal credit. This is what is the very basis of the “Double entry book keeping system”. All business transactions have basically two effects, one debit and the other credit. The last part of the Journal describing the transaction is called as “Narration”. Unless a narration is given the Journal entry is not complete. (Examiners may not give full marks if the narration is not given even if the debit and credit entries are correct)

Composite Journal Entry:
It is a combination of more than one journal entry. For example: Mr.A owes Rs. 10000 to the business. He pays only Rs.9500 in full settlement:

Here two transactions have taken place viz., Receipt of Rs.9500/- and Discount allowed of Rs.500/-. The following entries have to be passed for recording the above transactions:


1.
Cash a/c
Dr.
9500


    To Mr.A


9500


2.
Discount a/c
Dr.
  500



    To Mr.A


  500

Instead of passing the above two entries, it is sufficient if the following  only one composite journal entry is passed:



Cash a/c
Dr.
9500



Discount a/c
Dr.
  500



    To Mr.A


10000

In a composite journal entry such as the above, there may be more than one debit or/and credit. However, the totals of debit and credit entries should tally.

Some Important Accounting Terminologies:

Trade Discount- It is a rebate given by the seller to the buyer at the time of “Trade”. Trade means purchase and sale. At the time of trade, discount may be given by the seller, as a result of bargaining or due to bulk purchase. Discount given due to bulk purchase is also referred to as “Quantity discount”.

Cash Discount- This discount is given, for repaying the dues promptly or as per the time schedule. This is also used as a bait by a creditor to tempt the debtor to repay the amount due. This is also known as “Prompt payment discount”.

Debit Note (or Debit advice): It is an intimation to the other party stating that his account has been debited in the books of the sender. (Charges taken by a banker is intimated to the customer through a Debit advice)

Credit Note (or Credit advice): It is an intimation to the other party stating that his account has been credited in the books of the sender. (Ex: For passing on quantity discount a credit note may be sent)

Prepaid expenditure: An expenditure is said to be prepaid if the same is paid in the current year but the benefit from the same extends beyond the closure of the current financial year.

Outstanding expenses: These are expenditures, which have been incurred (or have accrued- See Accrual Concept) but have not yet been actually paid.

Invoice: This is the Bill raised by the seller claiming the value of the goods sold from the purchaser.

Bad debts:

It represents the dues from debtors which can not be recovered due to many factors such as “the debt is barred by limitation” or “the debtor can not be found” or “the debtor has been declared as an insolvent by a court of law”.

Provision for Doubtful debts:

If there is doubt regarding the recovery of the debt, the loss is considered as accrued and hence, a provision has to be made from out of the profits. (Provision is what is set apart from out of the profits for meeting a known liability or a loss that has accrued)

Depreciation:

It is a reduction in value of a Fixed asset (such as building, furniture, plant and machinery) due to wear and tear (i.e., usage) or passage of time. It is also provided for replacing the asset after its useful life.

Straight Line Method-(SLM):

In this method of providing for depreciation,

· the rate of depreciation is always applied on the cost

· the amount of depreciation is always same p.a.

· Depreciation = (Cost minus salvage value)/Estimated useful life of the asset

· Salvage value or the scrap value is the estimated value that the asset is expected to fetch after its useful life.

Written Down Value Method: (WDV):

It is also known as Reducing Balance method. As the names suggest, in this method of depreciation, the depreciation is calculated on the book value, which is the value after providing for depreciation during the period for which the asset has already been used. In this method of depreciation the rate of depreciation is applied always on the WDV. As a result the amount of depreciation keeps on reducing year after year.

Ledger:

After passing the entries in the “Journal” register, the same entries have to be posted in the Ledger. Ledger is nothing but a compilation of entries involving a single account. For example, each and every sale transaction has to be entered in the Journal. Each such Journal entry will have “Sales account” in it. Subsequently all sales (journal) entries will be compiled in the Ledger under an account called as “Sales account”. The total of this ledger account will give the figure of sales achieved in a given period. 

The Ledger Format is furnished below:

Dr.










       Cr.

	Date
	Particulars
	JF
	Amount
	Date
	Particulars
	JF
	Amount

	
	
	
	
	
	
	
	


Trial Balance:

It is a list of balances extracted from the Ledger Accounts. Basically, under the double entry book-keeping system, transactions are first entered in the Journal, in two accounts, one on the debit and the other on the credit side. After preparing the Journal entries, they are posted in the Ledger accounts (to the debit of the account shown as debited in the journal and to the credit of the account shown as credited in the journal). Then the ledger accounts are balanced and the balances are extracted in the Trial Balance. Due to the process followed above, the total of the debit and credit sides of the Trial Balance should tally or be equal.

(Tutorial Note: All formats are given for the guidance of the students only. The items given therein are not exhaustive or comprehensive. Students have to work out more and more problems and strengthen their knowledge about these accounts and statements.)

Trading Account:

This account basically compares the purchase and sale figures and disclose the Gross profit contained in the sales. The expenses debited in the Trading account are those which are incurred for purchasing the goods and bringing the goods to the point of sale of the businessman (generally referred to as “Direct Expenses”). The format of the Trading account is furnished below:

Trading Account for the year ended ------------------

To Opening Stock



By Sales less returns

To Purchases less returns


By Closing Stock

To Wages




By Samples distributed

To Freight




By Goods destroyed by fire

To Carriage inwards

To Gross Profit (Balancing figure)




-----------------




-----------------





-----------------




-----------------

The chances of getting “Gross loss” is very remote. No businessman will sell goods at a rate lesser than his purchase cost. Hence, in most of the cases, “Gross Profit” only will be the result of the “Trading account”.

Profit and loss Account:

From the Gross profit all other expenses are reduced to arrive at the Net profit or Net loss. The Format of the Profit and loss account is furnished below:

Profit and Loss Account for the year ended -----------------

Salaries and Bonus




Gross Profit 

Rent






Commission received

Traveling





Rent received

Postage





Discount received

Printing and Stationery



Rent received

Telephone Expenses




Bad debts recovered

Bad debts 

Provision for DD & Discounts

Conveyance

Vehicle maintenance

Interest on Bank Loan

Discount

Commission & Brokerage

Depreciation

Bank charges

Insurance premium(Gen.Insurance only)

All other expenses (except personal expenses and capital expenses)

Net profit (Balancing figure)






___________



__________






==========



=========

Balance Sheet: 

It is not an Account. It is a statement extracted on a particular day, usually at the end of the year. On the closure of business operations on that day, it lists the liabilities and assets of the business. It shows the state of affairs of the business. Assets=Liabilities,

Liabilities=Capital + outside liabilities and Assets=Capital + Outside liabilities (These are called as the accounting equation) (Various authors refer to this Equation as follows: Assets=Capital + Liabilities, wherein Liabilities mean amounts payable to outsiders).

Balance Sheet as at -----------------

Liabilities




Assets

Capital





Current Assets
Add: Net Profit




Sundry Debtors

Less: Drawings

  Bills Receivable
                 

	


Balance of Capital

  Bank








Cash on hand

Loan from Financial Institutions and Banks

Short term Investments

Current Liabilities



Fixed Assets

· Sundry Creditors


(At Book value, after reducing Depreciation)

· Bills Payable

· Outstanding Expenses





__________




__________





=========




=========

Bank Reconciliation Statement

The accountant of a business organization prepares his set of books of account for the transactions entered in to by the business. The transactions, the business has with the Bank shall be maintained by him in a Book called as “Cash book” which contains separate columns for Cash and Bank transactions.

The bank on its part maintains the transactions it has with this customer in a separate account, a copy of which is furnished to the customer in a book called as “Pass book” or in a “Bank statement” .

The student should remember the fact that there is every chance for a difference in the balance maintained by these two sets of books due to the time lag between the point of time the entries are made in one set of books when compared to the other set of books.

The Accountant should compare both the sets of books and should prepare a Bank reconciliation statement periodically in order to sort out the differences. If he is not in a position to sort it out himself, he should bring it to the notice of the Banker in order to set right the difference.

The Differences can arise due to various reasons, some such instances are listed hereunder:

· Cheques issued but not presented for payment (Entries would have been passed in the Cash book but the Banker has no knowledge about the cheques as they have not yet been presented before him for payment)

· Cheques deposited but not yet realized by the Bank (As soon as a cheque is deposited, an entry will be made in the Cashbook but the Banker may pass an entry in the Pass book , on realization of cheque only. For a local cheque, officially the Banker can take one day for realization and for out station cheques up to a maximum of 15 days. The banker shall pass an entry in the pass book only on realization of the cheque and in the meantime the balances shown in both the books naturally differ)

· Bank charges entered in the Pass book only (The Accountant of the businessman does not have any knowledge about the same)

· Total errors in the Cash book

· Total errors in the Pass book

· Cheque entered in the Cash book but the cheque is not yet deposited in the bank

· Wrong posting in the Cash book (debited instead of credited and vice versa)

· Wrong posting in the Pass book (debited instead of credited and vice versa)

· Collection made by the Banker directly on instructions from the Customer

· Standing instructions executed by the Banker

· Local cheques paid into bank but not entered in cash book

· Interest entry made by the Banker (and the Accountant of the customer has no information about the same)

· A cheque sent for collection and returned unpaid had not been entered in the Cash Book

· Some party paying directly into the account

· Cheque discounted with the Banker has been dishonoured and the same is entered in the Pass book only

