Ques: 1 Write short notes on:

(a) BALANCE SHEET

In financial accounting, a balance sheet or statement of financial position is a summary of the value of all assets, liabilities and owners' equity for an organization or individual on a specific date, such as the end of its financial year. A balance sheet is often described as a "snapshot" of a company's financial condition on a given date. Of the four basic financial statements, the balance sheet is the only statement which applies to a single point in time, instead of a period of time.

A company balance sheet has three parts: assets, liabilities and shareholders' equity. The main categories of assets are usually listed first and are followed by the liabilities. The difference between the assets and the liabilities is known as the net assets or the net worth of the company. According to the accounting equation, net worth must equal assets minus liabilities.
Records of the values of each account or line in the balance sheet are usually maintained using a system of accounting known as the double-entry bookkeeping system

Assets
Current assets

1. inventories 

2. accounts receivable 

3. cash and cash equivalents

Long-term assets

1. property, plant and equipment 

2. investment property, such as real estate held for investment purposes 

3. intangible assets 

4. financial assets (excluding investments accounted for using the equity method, accounts receivables, and cash and cash equivalents) 

5. investments accounted for using the equity method

6. Biological assets, which are living plants or animals. Bearer biological assets are plants or animals which bear agricultural produce for harvest, such as apple trees grown to produce apples and sheep raised to produce wool.

 Liabilities
1. accounts payable

2. provisions for warranties or court decisions 

3. financial liabilities (excluding provisions and accounts payable), such as promissory notes and corporate bonds

4. liabilities and assets for current tax 

5. deferred tax liabilities and deferred tax assets 

6. minority interesting equity 

7. issued capital and reserves attributable to equity holders of the parent company 

    Performa of Balance Sheet:
 Small business balance sheet
	Sample Small Business Balance Sheet[9]

	Assets
	Liabilities and Owners' Equity

	Cash
	$ 16,600
	Liabilities:

	Accounts Receivable
	1,200
	  Notes Payable
	$ 30,000
	

	Land
	52,000
	  Accounts Payable
	7,000
	

	Building
	36,000
	    Total liabilities
	$ 37,000

	Tools and equipment
	12,000
	Owners' equity:

	
	  Capital Stock
	$ 80,000
	

	
	  Retained Earnings
	800
	80,800

	Total
	$117,800
	Total
	$117,800


A small business balance sheet lists current assets such as cash, accounts receivable, and inventory, fixed assets such as land, buildings, and equipment, intangible assets such as patents, and liabilities such as accounts payable, accrued expenses, and long-term debt. Contingent liabilities such as warranties are noted in the footnotes to the balance sheet. The small business's equity is the difference between total assets and total liabilities. 

Corporate balance sheet structure
Guidelines for corporate balance sheets are given by the International Accounting Standard Committee and numerous country-specific organizations.

Balance sheet account names and usage depend on the organization's country and the type of organization. Government organizations do not generally follow standards established for individuals or businesses.

If applicable to the business, summary values for the following items should be included on the balance sheet:

	
	    Balance Sheet  as at 31st March, 2007
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	As At
31st March, 2007
(Rs. in Crores)
As At
31st March, 2006
(Rs. in Crores)
I. SOURCES OF FUNDS
1. Shareholders' Funds
     a) Capital
376.22
375.52
     b) Reserves & Surplus
10060.86
10437.08
8685.96
9061.48
2. Loan Funds
     a) Secured Loans
60.78
25.91
     b) Unsecured Loans
140.10
200.88
93.82
119.73
3. Deferred Tax - Net
472.85
324.76
Total
11110.81
9505.97
II. APPLICATION OF FUNDS 
1. Fixed Assets
    a) Gross Block
7134.31
6227.17
    b) Less: Depreciation
2389.54
2065.44
    c) Net Block
4744.77
4161.73
    d) Capital Work-in-Progress 
866.14
5610.91
243.40
4405.13
2. Investments
3067.77
3517.01
3. Current Assets, Loans and Advances
    a) Inventories
3354.03
2636.29
    b) Sundry Debtors
636.69
547.96
    c) Cash and Bank Balances
900.16
855.82
    d) Other Current Assets
183.04
146.80
    e) Loans and Advances
1215.80
  

975.03
  

6289.72
  

5161.90
  

Less :
4. Current Liabilities and Provisions
    a) Liabilities
2384.75
2189.03
    b) Provisions
1472.84
  

1389.04
  

3857.59
3578.07
Net Current Assets
  

2432.13
  

1583.83
Total
  

11110.81
  

9505.97
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(B): JOURNAL
The term "journal" is used in business: Journal is the book in which the transactions are entered the first time they are processed.

· a book in which an account of transactions is kept previous to a transfer to the ledger in the process of bookkeeping or 

· an equivalent to a ship's log, as a record of the daily run, such as observations, weather changes, or other events of daily importance

Journal records all daily transactions of a business into the order in which they occur. A 

Journal may therefore b defined ass a book containing a chronological record of transactions. It is the book in which the transactions are recorded first of all under the double entry system.

FORMAT OF JOURNAL

	Date
	Particulars
	LF
	Debit
	Credit

	
	
	
	
	


Date: The date on which the Transaction are recorded in this column.
Particulars: the Transaction alongwith its two aspects are recorded here.

LF: it means Ledger Folio. The transactions entered into the journal are later on posted

In ledger. The relevant ledger folio is entered here.

Debit: Amount to be debited are entered here.

Credit: Amount to be credited are entered here.  
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(C) : MATCHING PRINCIPLE
In accounting, the matching principle indicates that when it is reasonable to do so, expenses should be matched with revenues. When expenses are matched with revenues, they are not recognized until the associated revenue is also recognized. For instance, wages paid to manufacturing workers are not recognized as expenses until the actual products are sold. When the products are sold, the expenses are recognized as cost of goods sold. Only if no connection with revenue can be established, cost can be charged as expenses to the current period (e.g. office salaries and other administrative expenses). This principle allows greater evaluation of actual profitability and performance (shows how much was spent to earn revenue). Depreciation is another example of the matching principle: The cost of purchasing a fixed asset is spread over the period in which it is expected to generate revenue.

Product costs are costs which add value to inventory. These costs are capitalized (added) to inventory, and later expensed as cost of goods sold.

In accounting, the matching principle indicates that when it is reasonable to do so, expenses should be matched with revenues. When expenses are matched with revenues, they are not recognized until the associated revenue is also recognized. For instance, wages paid to manufacturing workers are not recognized as expenses until the actual products are sold. When the products are sold, the expenses are recognized as cost of goods sold. Only if no connection with revenue can be established, cost can be charged as expenses to the current period (e.g. office salaries and other administrative expenses). This principle allows greater evaluation of actual profitability and performance (shows how much was spent to earn revenue). Depreciation is another example of the matching principle: The cost of purchasing a fixed asset is spread over the period in which it is expected to generate revenue.

Product costs are costs which add value to inventory. These costs are capitalized (added) to inventory, and later expensed as cost of goods sold.

Accruals are used to enable the matching principle to be managed. An example is that of a supplier supplying you goods in one month but not billing you until the following month. If the goods are sold in the month they were supplied there would be no matching costs i.e. no supplier invoice cost to match the sales value and calculate a profit on the goods sold. If there is no cost then you would make 100% profit in the month you sold the goods and then incur a cost in the next month where there is no matching sale.

 Prepayments
Prepayments are used to enable the matching principle to be managed. An example is that of insurance. Insurance is usually charged to a company by an insurance company on an annual basis. So if the accounting period is from January to December, then only 1/12th of the insurance cost should be charged to each month rather than charge the entire annual charge to the month in which it was billed by the insurance company.

Depreciation
Depreciation is used to apportion the cost of the asset over its expected lifespan. If you bought a machine for €100,000 and it has a life span of 10 years and it can produce the same amount of goods each year, you would match €10,000 of the cost of the machine to each year rather than charge €100,000 in the first year and nothing in the next 9 years. So when you sell items in each year you apportion a cost of the machine against the sales in that year. This matches costs to sales.
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Ques:  Define Inventory. Why Proper Valuation of inventory is important?
AS per AS-2 of Accounting standards issued by Institute of Chartered Accountants of India-

Inventories are assests: 
(a) held for sale in the ordinary course of business

(b) in the process of production for such sale

(c) in the form of materials or supplies in the production process or in the rendering of services
inventories encompasses and held for resale      

Inventories should be valued at the lower of cost and net realisable value                           

.Inventory is a list for goods and materials, or those goods and materials themselves, held available in stock by a business. Inventory are held in order to manage and hide from the customer the fact that manufacture/supply delay is longer than delivery delay, and also to ease the effect of imperfections in the manufacturing process that lower production efficiencies if production capacity stands idle for lack of materials
Inventory needs to be accounted where it is held across accounting period boundaries since generally expenses should be matched against the results of that expense within the same period. When processes were simple and short then inventories were small but with more complex processes then inventories became larger and significant valued items on the balance sheet. This need to value unsold and incomplete goods has driven many new behaviours into management practice. Perhaps most significant of these are the complexities of fixed cost recovery, transfer pricing, and the separation of direct from indirect costs. This, supposedly, precluded "anticipating income" or "declaring dividends out of capital". It is one of the intangible benefits of Lean and the TPS that process times shorten and stock levels decline to the point where the importance of this activity is hugely reduced and therefore effort, especially managerial, to achieve it can be minimised

An organization's inventory can appear a mixed blessing, since it counts as an asset on the balance sheet, but it also ties up money that could serve for other purposes and requires additional expense for its protection. Inventory may also cause significant tax expenses, depending on particular countries' laws regarding depreciation of inventory. (See Thor Power Tool Company v. Commissior
Inventory appears as a current asset on an organization's balance sheet because the organization can, in principle, turn it into cash by selling it. Some organizations hold larger inventories than their operations require in order to inflate their apparent asset value and their perceived profitability.

In addition to the money tied up by acquiring inventory, inventory also brings associated costs for space, for utilities, and for insurance to cover staff to handle and protect it, fire and other disasters, obsolescence, shrinkage (theft and errors), and others. Such holding costs can mount up: between a third and a half of its acquisition value per year.

Businesses that stock too little inventory cannot take advantage of large orders from customers if they cannot deliver. The conflicting objectives of cost control and customer service often pit an organization's financial and operating managers against its sales and marketing departments. Sales people, in particular, often receive sales commission payments, so unavailable goods may reduce their potential personal income. This conflict can be minimised by reducing production time to being near or less than customer expected delivery time. This effort, known as "Lean production" will significantly reduce working capital tied up in inventory and reduce manufacturing costs (See the Toyota Production System.

FIFO vs. LIFO accounting
When a dealer sells goods from inventory, the value of the inventory is reduced by the cost of goods sold (CoG sold). This is simple where the CoG has not varied across those held in stock; but where it has, then an agreed method must be derived to evaluate it. For commodity items that one cannot track individually, accountants must choose a method that fits the nature of the sale. Two popular methods exist: FIFO and LIFO accounting (first in - first out, last in - first out). FIFO regards the first unit that arrived in inventory as the first one sold. LIFO considers the last unit arriving in inventory as the first one sold. Which method an accountant selects can have a significant effect on net income and book value and, in turn, on taxation. Using LIFO accounting for inventory, a company generally reports lower net income and lower book value, due to the effects of inflation. This generally results in lower taxation. Due to LIFO's potential to skew inventory value, UK GAAP and IAS have effectively banned LIFO inventory accounting.

In computer science, FIFO and LIFO correspond to the queue and stack data structures, respectively. In fact, the acronyws are commonly used to denote the corresponding data structres
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Ques 2(a) Fixed Costs are infact variable. Explain?

Fixed costs are expenses whose total does not change in proportion to the activity of a business, within the relevant time period or scale of production. For example, a retailer must pay rent and utility bills irrespective of sales to be considered part of fixed costs, but treated differently. Unit fixed costs, called average fixed costs (AFC) decline with volume, following a rectangular hyperbola as the inverse of the volume of production.

Fixed costs should not be confused with sunk costs. From a pure economics perspective, fixed costs may not be fixed in the sense of invariate; they may change, but are fixed in relation to the quantity of production for the relevant time period. For example, a company may have unexpected and unpredictable expenses unrelated to production, and these would not be considered part of variable costs.

It is important to understand that fixed costs are "fixed" only within a certain range of activity or over a certain period of time. If enough time passes, all costs become variable. Similarly, not all indirect costs are fixed costs; for example, advertising expenses are indirect costs that are variable over a slightly longer time frame, as they may not be subject to change in the short term, but may be easily adjustable over a longer time frame.

In accounting terminology, fixed costs will broadly include all costs (expenses) which are not included in cost of goods sold, and variable costs are those captured in costs of goods sold. The implicit assumption required to make the equivalence between the accounting and economics terminology is that the accounting period is equal to the period in which fixed costs do not vary in relation to production. In practice, this equivalence does not always hold and depending on the period under consideration by management, some overhead expenses (such as sales, general and administrative expenses) can be adjusted by management, and the specific allocation of each expense to each category will be decided under cost accounting.,,
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Ques: (b) Sunk costs are irrelevant cost. Discuss.

In economics and in business decision-making, sunk costs are costs that have already been incurred and which cannot be recovered to any significant degree. Sunk costs are sometimes contrasted with variable costs, which are the costs that will change due to the proposed course of action. In microeconomic theory, only variable costs are relevant to a decision. Economics proposes that a rational actor does not let sunk costs influence one's decisions, because doing so would not be assessing a decision exclusively on its own merits. It is important to note that the decision-maker may make rational decisions according to their own incentives; these incentives may dictate different decisions than would be dictated by efficiency or profitability, and this is considered an incentive problem and distinct from a sunk cost problem.

For example, when one pre-orders a non-refundable movie ticket, the price of the ticket becomes a sunk cost. Even if the ticket-buyer decides that he would rather not go to the movie, there is no way to get back the money he originally paid incentives.

Behavioural economics recognizes that sunk costs often affect economic decisions due to loss aversion: the price paid becomes a benchmark for the value, whereas the price paid should be irrelevant. This is considered non-rational behaviour (as rationality is defined by classical economics. Economic experiments have shown that the sunk cost fallacy and loss aversion are common, and hence economic rationality — as assumed by much of economics — is limited. 

Since SUNK COSTS can’t be affected by later decisions , they are irrelevant for the decision making.
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Ques 3 A budget is a comprehensive and coordinated plan expressed in financial terms, for the oprations  and resourses of an enterprise for some specific period in the future. Discuss the statement and also explain the essentials of second system of budgeting?

BUDGET 

As per Chartered institute of Management London- A BUDGET is a financial and/or quantitative statement prepared prior to a defined period o time, of the policies to be persued during the period for the purpose of attaining a given objective. 
A budget is a plan expressed in quantitative, usually monetary term, covering a specific period of time, usually one year. In other words a budget is a systematic plan for the utilization of manpower and material resources. 

In a business organization, a budget represents an estimate of future costs and revenues. Budgets may be divided into two basic classes: Capital Budgets and Operating Budgets. 

Capital budgets are directed towards proposed expenditures for new projects and often require special financing. The operating budgets are directed towards achieving short-term operational goals of the organization, for instance, production or profit goals in a business firm. Operating budgets may be sub-divided into various departmental of functional budgets. 

The main characteristics of a budget are: 
1. It is prepared in advance and is derived from the long-term strategy of the organization.

2. It relates to future period for which objectives or goals have already been laid down.

It is expressed in quantitative form, physical or monetary units, or both.

Different types of budgets are prepared for different purposed e.g. Sales Budget, Production Budget, Administrative Expense Budget, Raw-material Budget etc. All these sectional budgets are afterwards integrated into a master budget, which represents an overall plan of the organization. 

ADVANTAGES OF BUDGETS 
A budget helps us in the following ways: 

1. It brings about efficiency and improvement in the working of the organization.

2. It is a way of communicating the plans to various units of the organization. By establishing the divisional, departmental, sectional budgets, exact responsibilities are assigned. It thus minimizes the possibilities of buck passing if the budget figures are not met.

3. It is a way or motivating managers to achieve the goals set for the units.

4. It serves as a benchmark for controlling on-going operations.

5. It helps in developing a team spirit where participation in budgeting is encouraged.

6. It helps in reducing wastage and losses by revealing them in time for corrective action.

7. It serves as a basis for evaluating the performance of managers.

8. It serves as a means of educating the managers. 

BUDGETARY CONTROL 
No system of planning can be successful without having an effective and efficient system of control. Budgeting is closely connected with control. The exercise of control in the organization with the help of budgets is known as budgetary control. The process of budgetary control includes: 

1. Preparation of various budgets.
2. Continuous comparison of actual performance with budgetary performance.
3. Revision of budgets in the light of changed circumstances. 

A system of budgetary control should not become rigid. There should be enough scope of flexibility to provide for individual initiative and drive. Budgetary control is an important device for making the organization. More efficient on all fronts. It is an important tool for controlling costs and achieving the overall objectives. 
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