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BLOCK I: ACCOUNTING FRAMEWORK 1
(INTRODUCTION TO ACCOUNTING)

UNIT 1: INTRODUCTION, NATURE,
SCOPE AND IMPORTANCE OF
ACCOUNTING, BOOK KEEPING

Structure

1.0 Introduction

1.1 Objectives

1.2 Qualitative Features of Monetary Data
1.3 Book Keeping

1.4 Objectives or Aims of Accounting

1.5 Scope of Accounting

1.6 Functions of Accounting

1.7 Difference between Accounting and Accountancy
1.8Limitations of Accounting

1.9 Let Us Sum Up

1.10 Key Words

1.11 Answers to Check Your Progress

1.12 Terminal Questions

1.0 INTRODUCTION

The basis for the orderly presentation of financial accounts is
provided by an accounting conceptual framework, which consists
of a collection of rules, norms, and ideas. Accounting professionals
and rule makers may use it as a theoretical framework for arriving
at consistent and well-informed conclusions about accounting
challenges. The creation of accounting standards and regulations is
aided by the conceptual framework as well. The basic elements of

an accounting conceptual framework are as follows:

The section under "Financial Reporting Objectives" explains why
financial statements are created. Objective is to disseminate
relevant data in economic decision-making. Qualitative features
like relevance and dependability help guarantee that the numbers

you're working with are accurate and trustworthy
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1.1 OBJECTIVES

After studying this unit:

o Explore and scope of accounting;
. Identify the objectives of accounting;
. Describe the importance of accounting

Explain the functions of accounting

1.2 QUALITATIVE FEATURES OF
MONETARY DATA:

Information should be useful in making decisions, otherwise it is

not useful. It has to be relevant, accurate, and timely.

There shouldn't be any major mistakes or prejudice in the data

provided. It is important that users have faith in its precision.

Financial data should be comparable between businesses and time

periods, so that users may make educated decisions.

Information should always be provided in the same way and to the

same standards.

Accounting For Managers - 6



Information should be presented in a way that is easy to understand

for the target audience.

This section explains the fundamentals of financial statements, or
"elements." Assets, debts, equity, revenues, and expenditures are

the main components.

Guidelines for when and how to acknowledge things (such as when
to record income or costs) and how to measure them (such as
historical cost or fair value) are provided by the concepts of

recognition and measurement.

The Going Concern Assumption states that until there is proof to
the contrary, it is assumed that a company will remain in business
for the foreseeable future. The way assets and liabilities are

recorded is affected.

The framework often favours the accrual foundation of accounting,
which involves recording transactions when they occur rather than
when currency is transferred. In contrast, transactions are recorded

only when currency is actually received or paid.

A piece of data is deemed substantial if its absence or inaccuracy
might have a significant impact on the economic choices of users.
The inclusion or exclusion of some data in financial statements is

based on its perceived materiality.

Although not frequently stated directly, conservatism implies that
when accounting projections are unclear, accountants should err on
the side of caution by recording losses and liabilities as soon as

possible rather than waiting.
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Taking a conservative approach to accounting, prudence
emphasizes the recognition of future losses and liabilities rather

than the recognition of potential earnings.

Completeness: Financial statements should provide everything
readers need to make educated judgments. This contains not just
the figures themselves, but also any and all annotations and context

that go along with them.

The content Over Form Principle states that the economic content,
as opposed to the legal form, of a transaction should be
documented. It prevents falsifying financial statements via creative

bookkeeping.

When a company has affiliates or subsidiaries, the framework
specifies how those companies' financial statements should be
combined to provide an accurate picture of the business as a whole.
Instead of being a rigid collection of rules, accounting's conceptual
framework is a looser set of principles and recommendations that
inform the creation of standards and the implementation of
practices. It provides the theoretical groundwork for guaranteeing
the accuracy and applicability of economic data for policymaking.
Organizations that set and maintain accounting standards, such as
the International Financial Reporting Standards (IFRS) Foundation
and the Financial Accounting Standards Board (FASB), use these

ideas in their work.

The purpose of accounting is to keep track of monetary
transactions and information for the purpose of analysis and
reporting. It's very important in the business and financial worlds

since it reveals key information about an organization's financial
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health and performance. Some of the fundamentals of accounting

are outlined here.

One of accounting's main functions is decision-makers with
credible monetary data on which to base their actions. Everyone
from shareholders to creditors to management to regulators falls

under this category.

Accounting starts with recording monetary exchanges, sometimes
known as "financial transactions." Sales, purchases, investments,
loans, costs, and income are all examples of business transactions.
Any change in a company's financial status should be documented.
Most accounting software use a double-entry approach, where each
transaction is recorded twice, once for each party involved. Assets
= Liabilities + Equity is the accounting equation that must be kept

in balance.

Statements of Financial Position, Income Statement, and Cash
Flow are some of the most important financial statements

generated by accounting.

For a given time period, an entity's income statement will include
its earnings or losses as well as its revenue and expenditures. It's

useful for gauging potential earnings.

The assets, liabilities, and equity of an organization are listed in a

balance sheet. It's like a snapshot of your financial situation.

This statement helps analyze liquidity and solvency by detailing
cash inflows and outflows over a certain time period (the "period

of interest").
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Equity changes, such as those caused by contributions, dividends,
and retained profits, are recorded on the Statement of Equity

Changes.

To promote uniformity, comparability, and openness in financial
reporting, accountants adhere to generally accepted accounting
principles (GAAP) or international financial reporting standards

(IFRS).

There are several subfields within the larger field of accounting.

The focus of financial accounting is on communicating the data to

interested parties outside of the company.

The main goal of managerial accounting is to aid in the decision-

making and strategic planning processes inside an organization.

Accurate tax reporting is a primary goal of tax accounting, which

entails adhering to applicable tax rules and regulations.

The primary goal of cost accounting is to provide useful

information for managing expenses and setting prices.

The purpose of an audit is to confirm that a company's financial
statements are true and complete and follow generally accepted
accounting principles. Internal auditors evaluate the efficacy of

existing internal controls and procedures.

Ethical Considerations Honesty and integrity must always be
maintained in the accounting profession. To prevent financial
malfeasance and conflicts of interest, accountants must follow

established ethical guidelines.
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Accounting has been revolutionized by technological
developments such as computerized accounting software,

automation, and data analytics.

In conclusion, accounting is a crucial field that facilitates the
precise recording and dissemination of economic data across all
levels of society. It is crucial for making choices, organizing
finances, and keeping business and financial dealings open and

accountable.

1.3 BOOK KEEPING:

Accounting, often known as bookkeeping, is the practice of
preserving a company's financial records in a systematic and
orderly manner. It's the backbone of financial management and
reporting, documenting the company's transactions in great detail.
Accounting is the practice of maintaining detailed records of a
company's financial transactions in order to assess its financial
health, make educated business choices, and fulfil regulatory and

tax obligations.

The fundamentals of accounting are mostly of all income,
expenditure, asset, liability, and equity transactions are
documented in a comprehensive ledger. Everything from purchases

to loans to investments to cash flow is included here.

A chart of accounts is used to classify transactions into their
respective accounts. Cash, AR, PA, AP, inventory, and a number

of revenue and spending accounts are all typical.

To preserve accurate financial records, bookkeepers use a double-
entry system in which each transaction is recorded twice, once as a
debit and once as a credit. Thus, the accounting equation (Assets =

Liabilities + Equity) is kept in a state of equilibrium.
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Journals and ledgers are used to keep track of business
transactions. Journals include sales and cash journals, as well as
purchase and cash ledgers. Each sort of transaction has its own

account in the ledger, where these entries are recorded.

Periodically, a trial balance is compiled to ensure that all of the
ledger accounts' debits and credits balance out. This guarantees

that the information is precise.

Accounting information is utilized to generate financial statements
including the income statement, balance sheet, and cash flow
statement. These financial accounts outline the current situation of

the company's finances.

Regularly, the bookkeeper compares the company's bank
statements to the books to look for any anomalies that need to be
fixed.

To stay in accordance with applicable tax rules and regulations,
accurate accounting is essential. It helps you declare your financial

status to investors and creditors, and file your tax returns.

Reasoning and Choosing: In addition to being required by law,
accurate books provide important information about a company's
financial health. Owners and managers may use financial data
analysis to make better choices about spending, saving, and

expanding their businesses.

While some businesses may still rely on paper ledgers and diaries
for their bookkeeping needs, most of today's enterprises instead
use computerized accounting systems or online financial
management platforms. Accurate and accurate financial records are
the responsibility of professional bookkeepers, accountants, or
accounting departments, who also evaluate the data to support the

operations and development of the organization. Proper accounting
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procedures are crucial to the continued financial health of any

business.

1.4 OBJECTIVES OR  AIMS OF
ACCOUNTING

Accounting was developed to standardize the process of
documenting, summarizing, and disseminating an organization's
financial data. These goals benefit several parties and facilitate
well-considered choices. Some of accounting's primary goals are:
Accounting keeps a detailed and orderly account of all monetary
dealings, such as sales, purchases, costs, and investments. That
way, every monetary transaction will have a paper trail that can be

checked for correctness and completeness.

Accounting is the practice of compiling and presenting summaries
of financial data in the form of reports and statements. The term
"financial statements" refers to a variety of reports used by
businesses. Stakeholders are better able to understand the state and
performance of a company's finances after reading a concise

summary.

Accounting information is essential for decision-making by
management, investors, creditors, and government regulators,
among other stakeholders. It's useful for figuring out where to put

money, how to allocate resources, and how to plan for the future.

Financial reporting, taxes, and auditing all have specific legal and
regulatory obligations that must be met by an organization, and
accountants see to it that this happens. To fulfill legal requirements
and to avoid fines, accurate and honest financial reporting is

crucial.

Accounting makes it possible to compare a company's financial
performance over time and against that of other companies in the
same industry. This is helpful when comparing a company's
current performance and financial standing to that company's

historical performance and to industry standards.

Accountability is improved because sound accounting procedures
promote responsibility. It enables parties involved to track

monetary transactions and assign blame for monetary results.
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Accounting's reporting on assets, liabilities, and the returns on
different projects and operations is useful for allocating resources
effectively. This helps upper management choose where to put

their money and how to divide up their resources.

An organization's solvency (its capacity to fulfill long-term
commitments) and liquidity (its ability to pay short-term
obligations) may be assessed with the use of financial statements.
Investors and creditors alike will use this data to gauge potential

danger.

Accounting's quantitative data may be used to compare the success
of various company units, such as divisions, products, or even
individual employees. This has the potential to lead to smarter

choices and more efficient use of resources.
Financial planning and tax compliance rely heavily on accounting
information. It facilitates the determination of a company's taxable

income and the taking of defensible measures to reduce tax

outlays.
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Shareholders, workers, creditors, and regulators are all recipients
of financial information that is reported via accounting. Financial
reporting that is both transparent and accurate is crucial to gaining

investors' confidence.

The purpose of risk assessment in accounting is to assist businesses
and other organizations better understand and manage the threats

to their financial health.

To sum up, accounting is crucial since it ensures a business is
following the law and is transparent and accountable to its
stakeholders by giving accurate financial information for decision
making. It's important for companies and the economy as a whole

since it satisfies the requirements of so many different groups.

Financial transactions and information are recorded, summarized,
analyzed, and reported via the process of accounting. It is the
universal language of commerce, conveying the data necessary for
effective decision-making, fiscal management, and regulatory
compliance. Among the most important aspects of accounting are:
Accounting is a systematic and well-organized procedure that
adheres to a set of predetermined rules and principles. In this way,

all transactions are logged correctly and reliably.

Accounting's principal purpose is to keep a detailed and orderly
record of all financial transactions, whether monetary and
nonmonetary. Everything from income to expenditures to assets is

included.

The basis of accounting is the double-entry system, which requires

a corresponding entry to be made in two or more accounts for
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every single transaction. This maintains parity in the basic
accounting formula: Assets = Liabilities + Equity.
Accounting helps with comparison and analysis since it measures

and quantifies financial activities in terms of money.

Transactions are classified and sorted into several categories
including assets, liabilities, equity, revenues, and costs. This
categorization is useful for efficiently recording and reporting

monetary data.

Accounting operates on the assumption that the operations of a
company can be broken down into discrete time increments, such
as months, quarters, and years. Allowing for the creation of
financial statements such as income statements and balance sheets

on a regular basis.

Income statements, balance sheets, cash flow statements, and other
financial reports are all products of the accounting department. A
company's financial health and success may be gauged through

these reports.

In order to guarantee financial reports are consistent and
comparable, businesses must adhere to Generally Accepted
Accounting Principles (GAAP). Financial statements prepared by

accountants must be in accordance with GAAP.

Financial statements are subject to audits and assurance procedures
in accounting to ensure their correctness and reliability. The

reliability of economic data is boosted as a result.
Accounting data is essential for running a successful organization

since it helps with decision making. It helps with management and
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planning by revealing trends in financial measures including

profitability, liquidity, and solvency.

Accounting is crucial to ensuring tax compliance. Accurate tax

filing and calculation depend on well-kept financial records.

To aid in goal-setting and performance monitoring, accountants
utilize past financial data to develop budgets and financial

predictions.

Accounting Ethics: Ethical considerations should always be made.
Professional norms of ethics for accountants are in place to ensure

honesty and reliability in the numbers.

Financial reporting and commercial operations may take place on a
worldwide scale because accounting principles and procedures are

universally recognized and implemented.

Flexibility: Accounting software may be modified to match the
demands of businesses, charities, governments, and even private

citizens.

Accounting is an essential part of running a company and making
educated decisions about its finances. Management, investors,
creditors, and regulators all benefit from having access to accurate,

dependable financial information.

1.5 SCOPE OF ACCOUNTING:

Accounting is important for companies and organizations for many

reasons, and it also has several benefits:
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Accounting is an essential tool for every firm that wants to keep
tabs on its cash flow. To better keep tabs on things like cash flow,
costs, and revenues, it offers a formal framework for documenting

and monitoring financial activities.

Informed choices may be made with the help of complete and
current financial data. Managers may use financial statement
analysis to determine the condition of the company's finances,

pinpoint problem areas, and inform policy decisions.

Accounting is the discipline that guarantees businesses follow all
applicable laws and regulations. It helps firms in complying with
tax regulations, filing required reports, and maintaining accurate

financial records.

Budgeting and forecasting are two of accounting's most useful
tools for helping businesses prepare for the future and achieve their
financial objectives. It paves the way for resource distribution and

illuminates possible monetary hurdles.

Accounting offers a framework for comparing the success of
various business activities, such as goods, services, and projects.

Profitability and efficiency evaluations depend on this data.

Maintaining the trust and confidence of stakeholders and investors
requires transparent and accurate financial reporting. Creditors and
investors both use financial statements to determine a company's

financial health.

Accounting facilitates effective resource allocation. Organizations
may manage resources more effectively and identify successful

ventures by evaluating financial data.
Accounting's risk management benefits come from its ability to

reveal potential threats to a company's finances. Analysis of
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financial data allows firms to plan for safety and security in the

face of uncertainty.

Accounting processes that are up to snuff foster an environment of
openness and responsibility. It guarantees that all monetary
dealings are documented correctly and can be tracked back to their

origin.

The financial performance of a company may be compared to that
of its peers and the industry as a whole, a practice known as
"benchmarking," which can provide useful insights and point to

areas for development.

Accounting facilitates tax strategy planning for firms. Businesses
may legitimately reduce their tax burdens by making prudent

financial choices in light of the tax consequences.

Accounting is used as a means of communicating with
shareholders and prospective investors in publicly traded firms.
The financial success of a business may be understood by the

company's financial reports, such as the annual report.

Accounting records that are accurate may safeguard you in the
event of a lawsuit or an audit. It's useful for settling legal disputes

and as proof of financial dealings.

In conclusion, accounting is a crucial method for staying on the
right side of the law when it comes to money matters. It offers a
wide variety of benefits that are critical to any company's or

organization's long-term viability.

1.6 FUNCTIONS OF ACCOUNTING:

Accounting is crucial to the success of any business since it
monitors and reports on the company's financial transactions and

activities. The primary roles of accounting are as follows:
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Accounting begins with the documentation of all monetary
transactions that take place inside a company. Sales, purchases,
costs, investments, loans, and other monetary dealings are all fair
game. Double-entry accounting, in which each transaction has a
corresponding debit and credit entry to preserve the is often used

for this purpose.

Transactions, once recorded, must be sorted and grouped into
several accounts, such as those for assets, liabilities, equity,
revenues, and costs. This categorization is useful for putting

together reliable financial accounts.

The goal of accounting is to offer a concise summary of a
company's financial situation and performance via the use of
reports and statements. Financial statements including a balance
sheet, income statement, and cash flow statement are created as

part of this process.

One of accounting's key roles is to keep track of a company's
financial health over time and report on that health to stakeholders.
To do this, we must determine the company's profitability, evaluate
its liquidity and solvency, and analyze a number of financial

statistics and indicators.

Tax laws, financial reporting standards (such GAAP or IFRS), and
industry-specific rules are just a few examples of the many areas of
law and regulation with which a business must comply. For
reasons of legal and tax compliance, accurate financial reporting is

crucial.

Accounting information and reports are helpful for making
decisions at all levels of a business. Budgets, investments, pricing
strategies, and resource allocation are just few of the areas where

managers may benefit from access to financial data.
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Making it easier for businesses to report their financial results to
investors, creditors, and government authorities is a priority for
many organizations. Financial statements and reports may be
prepared and presented to these stakeholders with the help of

accounting.

Accounting is an essential part of both the budgeting and planning
processes. Budgets and financial objectives may be established by
reviewing financial records and making projections about what the

future holds.

Accounting's value is in its ability to aid in the evaluation and
control of an organization's performance across its many
departments, initiatives, and divisions. Managers might take
corrective measures based on budget variances or other

discrepancies between actual and projected financial outcomes.

Auditing: Financial records are audited both internally and
externally to ensure they are accurate and follow all applicable
rules and laws. Financial statements are reviewed by independent
auditors, who then reassure investors and creditors that the data is

accurate.

Financial risk management is another area where accounting may
help. Organizations may measure their vulnerability to risks
including liquidity risk, credit risk, and operational risk by keeping

tabs on financial data and ratios.

Accounting records the monetary transactions that have taken
place in a business throughout time. There is value in keeping such
records for the sake of posterity, historical research, and open

bookkeeping.

In conclusion, because it provides the financial data and analytical

too, communicating with key stakeholders, and meeting all
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applicable laws and regulations. It's useful for budgeting, gauging

success, and looking forward for businesses.

1.7 DIFFERENCE BETWEEN
ACCOUNTING AND ACCOUNTANCY

Although the words accounting and accountancy are sometimes
used interchangeably, there are important distinctions between the

two disciplines.
Accounting:

Simply said, accounting is the practice of keeping track of,
summarizing, analyzing, and reporting an organization's financial

transactions and related data.

Accounting is the process of keeping detailed records of economic

transactions such cash inflows, outflows, assets, and liabilities.

Financial accounting, management accounting, tax accounting, and
auditing are only few of the subfields and specialities within

accounting.

In this sense, "accountants" may refer to anyone involved the
accounting process,to the creation of financial statements, the

analysis of financial data, and the provision of financial advice.
Accountancy:

The word "accountancy" is often used to refer to the field of

accounting specifically.

Accounting is concerned with the dissemination of financial
information and advice to firms, organizations, and people of

generally accepted accounting principles and procedures.
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Provide financial advice and services, including the analysis of
financial data and the creation of financial statements in
accordance with generally accepted accounting principles and

applicable legislation.

Professional accountants who have completed the necessary
coursework, passed the necessary exams, and been issued a license
to operate are often referred to simply as "accountants" or

"certified public accountants (CPAs)."

Financial management and decision-making consulting services

are a potential aspect of accountancy.

Accountancy, on the other hand, is often used to refer to the
specialized profession of providing accounting services and
knowledge, while accounting is the larger area that involves all

elements of financial data recording and analysis.

1.8 LIMITATIONS OF ACCOUNTING:

Accounting is a vital system for keeping track of, analyzing, and
disseminating a company's financial data. Nonetheless, it may not
always provide a full picture of an entity's financial health and
performance due to certain constraints. Some of accounting's major

drawbacks include the following:

Accounting is subjective because it relies on estimates,
assumptions, and judgements, all of which are inherently
subjective. It's fairly uncommon for accountants to disagree on key
issues, such as the appropriate useful life of an asset or the amount

of bad debt to write off.

Accounting is mostly concerned with past information. Due to
their historical nature, financial statements may be misleading

about a company's present financial health and future prospects.
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Accounting depends on monetary values, and it is common for
these numbers to be inaccurate due to measurement inaccuracies.
Financial statements may be inaccurate due to factors such as
inflation, changing market circumstances, and the use of

alternative accounting systems.

Accounting primarily records monetary transactions but ignores
other, often more telling indicators of an organization's success,
such as employee happiness, customer loyalty, or environmental

effect.

Small firms and those without accounting expertise may find it
difficult to understand and keep up with the ever-evolving set of

accounting requirements.

Financial statements may not always provide an accurate depiction
of an organization's financial health. The real state of a company's
finances may be masked by complex accounting standards and

inventive accounting techniques.

Using historical cost accounting, which at their initial purchase
price value, is used in more conventional approaches to
accounting. there may be a major disparity between the asset's

book value and its market value.

Financial statements may be impacted by discrepancies in the
timing of revenue recognition and cost recognition. Examples
include revenue recognition too early or cost recognition too late,

both of which may skew short-term financial results.

Accounting may have trouble valuing intangible assets like a
company's good name, its patents and trademarks, or its workers'

knowledge and expertise.

Instead of presenting an honest depiction of their genuine

economic performance, some companies may prioritize complying
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with regulatory obligations and controlling their reported results to

suit investors.

Financial statements should be supplemented with further analysis
since accounting is mostly retrospective and does not give

complete information about an entity's future prospects.

Accounting may be vulnerable to fraud and manipulation because
certain parties may falsify data in order to further their own
interests, for as by artificially inflating stock prices or securing

more favorable loan terms.

Despite these caveats, accounting continues to serve as a vital
resource for both financial reporting and management.
Consequently, firms and investors often resort to supplementary
financial research techniques and information sources in order to

compensate for these shortcomings.

1.9 LET US SUM UP

The term "bookkeeping" refers to the practice of keeping track of
monetary transactions in a chronologically organized collection of

books or electronic records.

Accounting is the process of keeping track of and reporting on a
business or organization's financial transactions and results. It
extends beyond simple accounting to include the analysis and

interpretation of financial data.

The study or profession of keeping financial records is called
"accountancy." Professional accountants use accounting theory to

disseminate economic data useful in making choices.
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Objectives:

The basic purpose of bookkeeping is to keep complete and
accurate records of a company's financial activities. It's the basis

for financial reporting.

Accounting's primary goal is to provide users, both within and
outside the organization, with accurate and useful financial data

that can be used for analysis, assessment, and planning purposes.

Accounting is the practice of keeping track of money and reporting
it in a way that complies with either domestic or international

financial reporting standards (GAAP or IFRS).
Functions:

Bookkeeping include keeping track of money coming in and going
out of a business, as well as reconciling accounts and creating

financial statements like balance sheets and income statements.

, including the analysis of financial data, financial statements and
budgets, the execution of audits, and of financial advice to

management.

Accounting is the discipline concerned with the oversight of the
accounting industry, the qualification of accountants, and the

development of professional norms and ethics.
Advantages:
Bookkeeping:

Detailed and well-organized records of business dealings are

provided.
Facilitates the detection of inconsistencies and mistakes.

Facilitates meeting tax requirements.
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Accounting:

Helps people make decisions by giving them data that is both

current and useful.
Increases openness and responsibility.

Assists in determining how well an organization is doing

financially.
Accountancy:

Creates uniformity in accounting that facilitates analysis and

comparison.

Lays up norms of behaviour for professionals.
Adds trustworthiness to the economic data.
Limitations:

Bookkeeping:

Financial transactions just, no analysis.

It's possible that this data won't reveal anything useful about the

company's finances.

Does not provide an all-encompassing picture of business results.
Accounting:

Depends on assumptions and best guesses, arbitrary.

The past a good indicator of the future.

Some companies may find the complexity and expense of

accounting to be prohibitive.
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Accountancy:

Sometimes regulations and standards are slow to change to reflect

new realities in the corporate world.

Ethical norms may be enforced in different ways in different

countries.

It may be both time-consuming and expensive for businesses to

adhere to accounting standards.

Finally, accountancy entails the standards, regulations, and ethical
considerations that guide the practice of accounting and build upon
the foundation laid by bookkeeping to provide meaningful
financial information. When used together, these parts guarantee
that financial data can be relied upon for sound decision making

and accurate reporting.

The basis for the orderly presentation of financial accounts is

provided by an accounting conceptual framework,

1.10 KEY WORDS

Assets: Assets refer to the economic resources that are under the
ownership of a business entity, including tangible and intangible
forms such as cash, accounts receivable, and property.

Liabilities: Liabilities include the financial commitments and
debts that a corporate entity is obligated to ful-fill towards external
parties,to loans and accounts payable.

Equity : Equity the remaining claim on the assets of a business
after all obligations have been subtracted. This residual stake is
sometimes denoted as owner's equity or shareholders' equity.
GAAP : Generally Accepted Accounting Principles (GAAP) refer
to a collection of established accounting principles and processes

that enjoy broad acceptance and use within the United States.

Accounting For Managers - 28

Accounting For Managers - 28



Debit and Credit : Debit and credit are fundamental accounting
concepts used to record transactions and revise account balances

within the framework of the double-entry accounting system.

111  ANSWERS TO CHECK YOUR
PROGRESS

Fill in the blanks

| PR is the systematic process of collecting, recording, and

analyzing financial data pertaining to an entity.

2. The basic objective of accounting is to provide information to

stakeholders for the goal of facilitating....................

3.The ccveviiiiiic, include the income statement, balance sheet,

cash flow statement, and statement of shareholders' equity.

4. The accounting equation, sometimes known as the
, 1s a basic concept in accounting that illustrates the

interrelationship between assets, liabilities, and equity.

5. Assets are tangible or intangible resources that are held by a

firm and may be categorized as either or

6. The accounting equation is often represented as.................. =
Liabilities + Equity.

7. The ................ accounting system guarantees that for each
debit entry, there exists a matching credit entry.

B depends on monetary values.

9. is essential for decision-making by management,
investors, creditors, and government regulators, among other
stakeholders.

10. Financial statements prepared by accountants must be in
accordance with...............

Accounting starts with recording monetary exchanges, sometimes

known as "financial transactions."
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Answers: 1. Accounting 2. decision-making 3. Financial
statements 4.Balance sheet equation
5. Current assets" or "non-current assets 6. : Assets 7. Double-

entry 8. Accounting 9. Accounting information 10.
GAAP

1.12 TERMINAL QUESTIONS

1. What is the fundamental purpose of accounting, and how
does it play a critical role in the functioning of businesses
and organizations?

2. Distinguish between Accounting and Accountancy.

3. Explain Scope of Accounting.

4. Describe the advantages and limitations of accounting

5. Discuss functions of Accounting.
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UNIT 2: ACCOUNTING PROCESS, USERS
OF AN ACCOUNTING INFORMATION
AND THEIR NEEDS

Structure

2.0 Introduction

2.1 Objectives

2.2 of the accounting process

2.3 Accounting information

2.4 Advantages

2.5 Limitations

2.6 Usersof anAccountinginformationandtheir needs
2.7 Let Us Sum Up

2.8 Key Words

2.9 Answers to Check Your Progress

2.10 Terminal Questions

2.0 INTRODUCTION

Refers to a structured approach used by corporations and
documenting, consolidating, evaluating, and disseminating
financial data. Financial management and decision-making are
significantly influenced by its pivotal position. The following
discourse elucidates the significances, aims, and relevance of the
accounting process.
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The accounting process refers to the systematic series of activities
and procedures undertaken by an organization to record, analyze,

and report its financial transactions and information.

The accounting process is a sequence of procedures and activities
that are engaged in the management of financial transactions and
information. The aforementioned components include the

following fundamental constituents:

The process of systematically documenting all financial

transactions, including income, costs, assets, and obligations.

The process of classifying involves the systematic categorization
of transactions into different accounts, which serves to enhance the

organization and analysis of financial data.

In essence, the process of summarizing entails the generation of
financial statements, such as the income statement, balance sheet,
and cash flow statement, with the purpose of offering a succinct

assessment of a business's financial well-being.

The process of analysis involves the examination of financial data
with the purpose of identifying trends, patterns, and prospective

areas for improvement.

Interpretation refers to the process of deriving significant
inferences from financial data and using this knowledge to make

well-informed judgments.

The act of reporting involves the dissemination to various
stakeholders, including investors, creditors, regulators, and internal
management.
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They include many key goals. These include the accurate
recording, summarizing, and reporting of and events.
Additionally, the accounting process aims to provide relevant and
reliable financial information to is guided by many key purposes,

which may be summarized as follows:

Record keeping is a crucial practice aimed at preserving an
accurate and comprehensive account of all financial activities. Its
primary purpose is to uphold principles of accountability and

transparency.

Financial Measurement: The objective of financial measurement is
to assess the profitability and of a firm by evaluating its financial
performance, which encompasses profit generation, and its
financial position, which includes the analysis of assets, liabilities,

and equity.

The objective of decision-making is to provide relevant and timely
financial information that aids in making well-informed corporate

choices.

Compliance refers to the act of conforming to legal and regulatory

obligations pertaining to financial reporting and taxes.

Communication has a crucial role in properly disseminating
financial information to diverse stakeholders, including investors,

creditors, management, and government agencies.
The significance of the accounting process lies in its ability to
provide accurate and reliable financial information for decision-

making purposes.
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The accounting process is of considerable significance to

companies and organizations due to many reasons:

Financial control is a crucial aspect for organizations as it
facilitates the maintenance of oversight and regulation over their
financial resources. This is achieved by the precise monitoring and

recording of revenue, spending, and assets.

Planning and budgeting are essential components of financial
management in enterprises. By analyzing past financial data,
organizations may effectively strategize for the future and establish

budgets that serve as benchmarks for performance evaluation.

The establishment of confidence among investors and creditors is
facilitated by transparent and dependable financial reporting,

which in turn enhances access to money and financing.

Tax compliance is a crucial aspect for firms as it facilitates
adherence to tax rules and regulations, hence assuring precise

computation and timely remittance of taxes.

Performance Evaluation: Through the examination of financial
accounts, organizations are able to evaluate their performance,
ascertain areas of strength and weakness, and implement

appropriate remedial measures.

Legal Obligations: Numerous legal and regulatory obligations need
the upkeep and disclosure of financial records, with failure to

comply potentially leading to fines and legal ramifications.
Stakeholder communication functions as a mechanism for

disseminating financial information to stakeholders, facilitating
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their comprehension of the financial status and future prospects of

the company.

The accounting process is a crucial element of business and
financial management. It involves recording, analyzing, and
reporting financial information to support sound decision-making,
ensure regulatory compliance, and foster transparency and
accountability. This function is essential for the success and

sustainability of organizations across various industries and sizes.

2.1 OBJECTIVES

After studying this unit, you should be able to:
e Explain the need for accounting
e describe the accounting process
e Identify Users of an Accounting Information

e Describe

2.2 ACCOUNTING INFORMATION

Accounting information pertains to the collection of data and
financial records used by companies for the purpose of monitoring,
disclosing, and evaluating their financial undertakings. The
aforementioned activity assumes a pivotal function in facilitating
informed decision-making, regulatory compliance, and transparent
communication of the financial well-being of corporations,
governments, and other relevant bodies to their stakeholders. The
following are few fundamental components of accounting

information:

Financial statements are a prevalent means of presenting

accounting information. These statements often encompass:

The balance sheet is a financial statement that presents a concise
overview of a company's financial status at a particular moment,

delineating its assets, liabilities, and equity.

The Income Statement, also known as the Profit and Loss

Statement, provides a comprehensive overview of a company's
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financial performance by presenting its sales, costs, and resulting

profits or losses within a designated timeframe.

The cash flow statement provides a comprehensive account of the
cash inflows and outflows associated with the operational,

investment, and financing activities of an entity.

The Statement of Changes in Equity provides a comprehensive
overview of the alterations in a company's equity over a given
period, including transactions involving owners (shareholders) as

well as retained profits.

Organizations uphold comprehensive documentation of financial
activities via the use of journals and ledgers. Journals serve the
purpose of documenting individual transactions, whilst ledgers are
used to consolidate and summarize these transactions based on

certain accounts.

Accounting Principles and Standards: The preparation and
presentation of accounting information adhere to widely
recognized accounting principles (GAAP) or International
Financial Reporting Standards (IFRS) to maintain uniformity,
clarity, and the ability to make meaningful comparisons. of
auditing involves the examination and validation of financial
statements by impartial auditors, with the objective of offering
stakeholders a level of confidence in the reliability, correctness,

and comprehensiveness of the information presented.

Managerial accounting encompasses the use of accounting
information for internal reasons inside an organization, in addition
to its primary function of financial reporting. These internal goals
include budgeting, cost analysis, and performance assessment. The
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primary objective of managerial accounting is to facilitate the
decision-making process for managers by providing them with

relevant and accurate information.

Tax Reporting: The use of accounting information is crucial in the
computation and disclosure of taxes to governmental entities,
therefore ensuring adherence to regulatory requirements and

facilitating effective financial management.

The process of decision making is heavily dependent on the
availability and accuracy of accounting information, which is used
by managers, investors, creditors, and many other stakeholders.
This statement offers valuable perspectives on the financial well-

being and operational effectiveness of a firm.

The need of disclosure and transparency necessitates publicly
listed enterprises to divulge their financial information to the
general public, so ensuring a state of openness and safeguarding

the interests of shareholders and prospective investors.

Compliance: accounting information is of utmost importance in
achieving regulatory compliance, as it facilitates the adherence of
firms to industry-specific accounting and tax requirements within

their respective jurisdictions.

Accounting information functions as a historical documentation of
an entity's financial transactions, facilitating the examination of

patterns and aiding in the formulation of long-term strategies.

External reporting refers to the practice whereby companies
disseminate their financial reports via various means such as
annual reports, prospectuses, and other relevant papers. This serves
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as a means to effectively convey their financial performance to

both investors and the wider public.

23 ADVANTAGES OF ACCOUNTING
INFORMATION

The use of accounting information is of paramount importance in
the operational dynamics of enterprises and organizations. This
system offers a range of benefits that are crucial for the processes
of decision-making, financial management, and regulatory
compliance. The following are many notable benefits associated

with accounting information:

The use of accounting information facilitates stakeholders,
including investors, creditors, and management, in making well-
informed choices about investments, loans, and resource
allocation. The aforementioned statement serves as a foundation
for evaluating the fiscal well-being and operational efficacy of the

entity.

The performance evaluation process facilitates the comprehensive
evaluation of the company's financial performance throughout a
specified period. Through the process of comparing financial
accounts from various time periods, it becomes feasible to discern
patterns, ascertain areas of strength, and pinpoint areas of

weakness.

Resource Allocation: The effective allocation of resources may be
facilitated by businesses via the use of accounting data. This is the
process of ascertaining the optimal allocation of money across
several initiatives, departments, or products, taking into

consideration their respective profitability and possible return on
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investment accounting information is of utmost importance in the
processes of budgeting and forecasting. Assisting firms in
establishing financial objectives, formulating budgets, and devising
strategic strategies to accomplish their goals is a valuable function.
Tax compliance requires the maintenance of precise accounting
records meet one's tax responsibilities. Tax professionals in the
computation and disclosure of taxes to governmental entities,

therefore mitigating the potential for non-adherence penalties.

The evaluation of creditworthiness: Lenders and creditors depend
on accounting data for the purpose of assessing the
creditworthiness of a firm. Financial documents and accounting
data are used to make determinations about the extension of credit

or provision of loans.

Stakeholder communication is facilitated by the provision of
financial statements, like as balance sheets, income statements, and
cash flow statements. These statements serve the purpose of
enhancing transparency for many stakeholders, including
shareholders, workers, customers, and suppliers. These parties are
provided with valuable information on the financial status and

performance of the firm.

The use of accounting information plays a crucial role in the
identification and effective management of financial risks. This
capability allows an organization to effectively oversee and
address potential risks associated with liquidity, credit, market

dynamics, and operational aspects.

The adherence to legal and regulatory obligations necessitates the

maintenance of accurate and transparent accounting practices. The

Accounting For Managers - 39

Accounting For Managers - 40



absence of adequate accounting records may result in legal

ramifications.

Valuation: Accounting information is often used by investors and
prospective purchasers in order to ascertain the worth of a firm.
This information has significant importance in the context of
mergers and acquisitions, initial public offerings (IPOs), and the

divestiture of a corporation.

Accounting information has the potential to be used in the
development of performance-based incentives for workers. By
linking remuneration to financial outcomes, it fosters a sense of
motivation among workers to actively pursue the attainment of the

organization's financial objectives.

The discipline of accounting serves the purpose of maintaining a
comprehensive historical record of an organization's financial
transactions. The use of a historical viewpoint may provide
significant value in the realms of trend research, auditing, and

dispute resolution.

Cost control is a fundamental aspect of organizational
management, as it enables businesses to effectively regulate and
oversee their expenditures. This practice is of utmost importance
for enhancing profitability and maintaining a competitive edge in

the market.

Transparency and accountability are fostered within a business via
the use of appropriate accounting processes. Maintaining

confidence among stakeholders is of paramount importance.
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The presence of accurate and trustworthy accounting information
has the potential to bolster investor confidence, hence reducing the
cost of capital and facilitating the process of capital acquisition for

a firm.

In essence, accounting information plays a pivotal role in
contemporary corporate operations, serving as a crucial foundation
for making well-informed decisions, managing finances
effectively, and ensuring adherence to legal requirements. The use
of a systematic and organized system for documenting, presenting,
and evaluating financial information is crucial for the prosperity

and longevity of businesses.

24 LIMITATIONS OF ACCOUNTING
INFORMATION

Accounting information, while its significance in decision-making
and financial reporting, has a number of constraints that need

careful consideration:

The accounting discipline is founded on the principle of historical
basis, wherein transactions are recorded at their original cost,
regardless of any subsequent changes in market prices. This
phenomenon has the potential to result in either an underestimation
or an overestimation of the actual economic worth of assets and

obligations.

Monetary Measurement: The accounting process only captures
transactions that can be quantified in monetary units, sometimes
disregarding significant non-monetary factors such as staff morale

or customer pleasure.
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One limitation of accounting is its inability to include qualitative
aspects such as managerial efficiency and firm reputation, which

are crucial considerations in the decision-making process.

The field of accounting necessitates the use of subjective
assessments and estimations for several elements, such as
depreciation and allowances for bad debt. Diverse accountants or
entities may use varying degrees of discretion, resulting in

potential discrepancies.

Restricted Scope: Certain transactions and economic occurrences,
such as the ecological ramifications of corporate operations, are

insufficiently captured within financial statements.

The practice of window dressing involves the use of innovative
accounting techniques by companies to manipulate financial
statements, with the intention of portraying a more positive
financial position. This has the potential to deceive investors and

stakeholders.

Temporal Delay: Financial statements are customarily created at
regular intervals, resulting in a temporal delay between the
incidence of transactions and their subsequent disclosure. This
phenomenon may lead to the dissemination of information that is

no longer current.

The complexity of accounting rules and laws is a challenge for
those without specialized knowledge, since it hinders their

comprehension of financial accounts.
Disregarding the impact of inflation, conventional accounting

practices fail to comprehensively include the consequences of
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inflation, resulting in distortions in the recorded values of assets

and liabilities.

Lack of Predictive Capability: Accounting information mostly
focuses on historical data and does not possess the ability to

forecast future performance or occurrences.

Restricted Disclosure: Corporations have the ability to exclude
certain details from their financial statements as a result of
competitive considerations, therefore limiting the level of

openness.

Accounting standards sometimes exhibit a one-size-fits-all
approach, lacking specificity to adequately include the distinctive

characteristics of certain sectors or firms.

The use of conventional financial indicators, such as profits per
share or net income, in isolation may lead to incorrect conclusions

if the whole context is not taken into account.

The accounting field is subject to the influence of regulatory
organizations and norms, which may not consistently coincide with

economic realities or unique corporate practices.

Non-financial information pertains to data that falls beyond the
scope of traditional accounting practices, which largely concentrate
on financial data. However, stakeholders are placing growing
significance on non-financial elements such as environmental,

social, and governance (ESG) issues.

It is important to acknowledge these constraints when using
accounting information for decision-making purposes and to
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supplement financial data with other types of analysis and

information in order to arrive at educated decisions.

25 USERS OF AN ACCOUNTING
INFORMATION AND THEIR NEEDS

The users of accounting information exhibit a diverse range of
characteristics and possess distinct requirements and goals. The
use of accounting information is of utmost importance in
facilitating informed financial decision-making and evaluating the
financial well-being and operational effectiveness of an entity. The
following are many prevalent stakeholders that use accounting

information and their distinct requirements:

The field of management encompasses the principles and practices
involved in effectively coordinating and overseeing the activities
of Internal decision makers, namely managers, rely on accounting
information in order to make informed strategic choices, establish
objectives, and efficiently allocate resources. In order to evaluate
performance, it is necessary to have financial accounts, budget

reports, and cost data.

Shareholders/Owners:

Investment decisions are made by shareholders and owners who
rely on accounting information to assess the profitability and
stability of their investments. In order to evaluate the financial
well-being of the firm, it is important to get the necessary financial
documents, such as the income statement and balance sheet, which

overview of its financial performance.

Creditors and lenders are entities that provide borrowers credit or
loans. These entities in the economy by facilitating the flow of The

evaluation of creditworthiness: Financial statements are used by
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banks, creditors, and other lending institutions to assess the
creditworthiness of a firm prior to extending loans or credit. The
user has a keen interest in evaluating the company's capacity to

fulfill its financial responsibilities.

The individuals who are engaged in the workforce within an

organization are commonly referred to as employees.

Employees may have a vested interest in evaluating a company's
financial well-being as a means to gauge the level of job security
and compensation they may expect. In addition, individuals may
have a vested interest in comprehending the financial success of
the to facilitate negotiations pertaining to remuneration and

employee perks.

Regulatory Bodies and Government Agencies:

Government agencies and regulators use accounting information as
a means to verify firms' adherence to financial reporting rules and
accurate payment of taxes. Access to precise financial data and

statements is crucial.

The individuals who purchase goods or services from a business

entity.

The evaluation of a company's financial stability is of relevance to
customers as it allows them to evaluate the dependability of the
items or services they acquire. Financial stability is a crucial

consideration for B2B clients when partnerships.

The entities responsible for providing are commonly referred to as

suppliers.
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The use of accounting information by suppliers creditworthiness
of customers and effectively managing payment terms supply
chain management is a prevalent practice. Furthermore, it may
assist organizations in forecasting the level of demand for their

goods or services.

The individuals or entities participating in a competition or contest.
Benchmarking is a practice used by competing organizations to
examine the financial accounts of their competitors. This analysis
serves the objective of discovering potential areas for development

and acquiring valuable insights about market strategy.

Investors and analysts:

Investment Recommendations: The evaluation of a company's
stock value and the provision of investment recommendations by
financial experts and investors heavily depend on the use of
accounting information. the examination of financial statements,

market data, and industry trends.

These organizations are often driven by a specific mission or
cause, and they Non-governmental organizations (NGOs) often use
the assessment of a company's financial data as a means to
evaluate its social responsibility, ethical practices, and
environmental effect. This information may be used for advocacy

purposes or to document business conduct.

Auditors are individuals or entities responsible for conducting
systematic examinations and evaluations of financial records,

statements
Verification and assurance are crucial tasks performed by auditors

in order to ascertain the correctness and comprehensiveness of
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financial accounts via the use of accounting information. The
primary function of auditors is to provide objective and unbiased

verification about the reliability of financial information.

Tax authorities refer to government agencies or departments
responsible for the administration and enforcement of tax laws and
regulations. These entities play a crucial role Tax Collection: The
collection of taxes necessitates the acquisition of accounting
information by tax authorities, including income tax, sales tax, and

several other levies.

Potential investors and acquirers:

The process of due diligence involves the examination and
evaluation of accounting information by individuals or
organizations who are contemplating an investment in or purchase
of a business. This assessment is conducted in order to gauge the
financial well-being of the firm and identify any possible risks

associated with the investment or acquisition.

In brief, accounting information caters to a range of stakeholders
with varying requirements, including internal decision-making,
evaluations of financial stability, compliance, investment choices,
and risk evaluation. The amount and extent of the necessary

information may vary based on the user's specific job and aims.

2.6 LET US SUM UP

The accounting process refers to a methodical sequence of
procedures used by corporations and organizations for the purpose
of documenting, examining, and disseminating financial data. The
purpose of these actions is to assist stakeholders in making well-
informed choices about the financial well-being and performance .

The following is a the accounting process, as well as an analysis of
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the many consumers of accounting information and their

corresponding requirements:

The accounting process refers to the systematic series of steps
followed in recording, summarizing, and reporting financial

transactions of an organization.

The accounting process often includes a series of sequential steps:

a. Transaction Recording: The act of systematically recording
financial transactions in real-time, including various activities such
as sales, purchases, costs, and investments. The process include

primary source documents such as invoices, receipts, and cheques.

b. Transaction Classification: Following the recording process,
transactions undergo categorization into distinct accounts,
including assets, liabilities, equity, income, and costs. The
aforementioned procedure is often referred to as double-entry

bookkeeping.

c. Transaction Summarization: At regular intervals, financial
transactions are consolidated and presented in the form of financial
statements, which typically include the balance sheet, income

statement, and cash flow statement.
d. financial data are often necessary for users of accounting
information in order to facilitate decision-making. The analysis

may include various financial measures, trends, and comparisons.

The communication of financial information is a crucial step in the

accounting process, since it involves the dissemination of
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outcomes via financial reports and statements to different

stakeholders.

2. Utilizers of Accounting Information:

Different stakeholders use accounting information to make diverse

judgments. The primary users encompass:

Internal users refer to individuals or groups inside an organization
who have direct access to its financial information and use it for
decision-making purposes. These users often include management,
employees, Within the realm of management, there are internal
users that include top management, middle management, and
department heads. These individuals rely on accounting
information to facilitate their decision-making processes in areas
such as strategy formulation, operational planning, and budgetary

allocation.

Employees use financial statements as a means of evaluating the
financial viability of the organization, hence influencing job

security and salary.

c. External stakeholders:

Investors and shareholders are persons or organizations who use
accounting information to assess the financial well-being and
operational effectiveness of a business. They employ this
information to ascertain whether to engage in the purchase or sale

of shares, as well as to make informed investment choices.

Creditors, including banks and bondholders, rely on financial
statements to evaluate the creditworthiness of an entity prior to
extending loans or credit.
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Customers and suppliers have the opportunity to use financial
information financial viability of a firm with whom they are

engaged in commercial transactions.

Regulatory authorities rely on accounting data to verify adherence

to financial reporting and tax requirements.

Competitors may engage in the analysis of a company's financial
accounts in order to get valuable data pertaining to its plans and

performance.

The use of accounting information by various stakeholders, such as
analysts, journalists, and prospective workers, enables them to get
insights into a company's financial standing and facilitates the

process of making well-informed judgments and choices.

The requirements of individuals using accounting information

differ based on their respective roles and areas of interest.

The management team need prompt and precise financial
information in order to make informed internal choices pertaining
to budget allocation, strategic planning, and overall organizational

orientation.

Investors and shareholders need financial statements in order to
evaluate the profitability, financial stability, and possible returns
on investment of the organization.

Creditors are required to assess the company's capacity to repay

loans or fulfill its financial commitments.
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Customers and suppliers have a vested interest in safeguarding the
fiscal well-being and dependability of their respective company

counterparts.

Regulatory authorities use accounting information in order to

oversee adherence to financial reporting and tax requirements.

Competitors aim to acquire knowledge on a company's plans and

performance in order to get a competitive edge.

The general public use accounting information in order to make
well-informed choices on investments, employment prospects, and

the overall public image of a firm.

In essence, the accounting process plays a pivotal role in delivering
financial information to a diverse array of users, each with distinct
requirements and concerns. The maintenance of confidence and the
facilitation of informed decision-making are contingent upon the

provision of accurate, timely, and transparent financial reports.

2.7 KEY WORDS

Shareholder : A shareholder refers to an individual, corporation,
or organization that has ownership of shares in the capital stock of
a firm.

Creditor : A creditor refers to an individual or entity to whom a
financial obligation exists.

Investor: An individual or entity that invests capital in financial
schemes, real estate, or other ventures, with the anticipation of

attaining a financial gain.
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Stakeholder : A stakeholder is a person, group or organization
with a vested interest, or stake, in the decision-making and

activities of a business, organization or project.

28 ANSWERS TO CHECK YOUR

PROGRESS
1. Accounting is a.................. stage.
2 e is a systematic process of identifying, measuring,

recording, classifying, summarizing
3 s is a part of accounting.

4. First stage of accounting process is ............

5. Different................. use accounting information to make diverse
judgments.
6. A i refers to an individual or entity to whom a

financial obligation exists.

T i users refer to individuals or groups inside an
organization who have direct access to its financial information
and use it for decision-making purposes.

8. The ........cceeinits is a sequence of procedures and activities
that are engaged in the management of financial transactions and
information.

Answer: 1. Secondary 2. Accounting 3. Booke keeping 4.
Identifying 5. Stakeholders 6. Creditor 7. Internal 8. accounting

process.
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2.9 TERMINAL QUESTIONS

1. Explain accounting process and objectives of the accounting
process

2. Describe Accounting information.

3. Discuss advantages and limitations of accounting information.

4. Explain types of usersof anaccountinginformationandtheir

needs.
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UNIT 3: ACCOUNTING EQUATION, ROLE
AND RESPONSIBILITIES OF AN
ACCOUNTANT; GAAP AND ACCOUNTING
GST AND ARDS-INDIAN AND
INTERNATIONAL.

Structure
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3.16 Key Words
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3.18 Terminal Questions

3.0 INTRODUCTION

Accounting forms the foundation of business decision-making by
systematically recording, classifying, and summarizing financial
transactions. At the core of accounting lies the accounting equation
(Assets = Liabilities + Capital), which reflects the financial position
of a business. An accountant plays a vital role in maintaining accurate
records, ensuring compliance, and providing reliable financial
information to stakeholders. To bring uniformity and transparency in
accounting practices, Generally Accepted Accounting Principles
(GAAP) are followed. In India, accounting is further governed by
GST regulations and Accounting Standards (AS/Ind AS), which are
aligned with International Financial Reporting Standards (IFRS)
to promote global comparability and credibility of financial
statements.

3.1 OBJECTIVES

After studying this unit, you should be able to:
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Explain the concept of the accounting standards;
discuss the benefits of accounting standards;

Understand about the International Financial Reporting
Standards, GAAP, IAS etc.
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3.2 ACCOUNTING PRINCIPLE

Generally Accepted Accounting Principles (GAAP) are a
collection of rules and standards designed to standardize and
improve the reliability of financial reports. The building blocks for
reliable financial reporting may be found in these concepts. They
are crucial for the evaluation of a company's financial performance
and condition by investors, creditors, regulators, and other
interested parties. Some fundamental accounting concepts include:
According to the accrual principle, transactions should be
documented at the time they occur, rather than waiting until the
corresponding cash flows actually occur. That is to say, money is
counted as coming in when it is earned and going out when it goes

out. investors are given a clearer company's financial health.

According to the Consistency Principle, a business must
consistently use policies and procedures from one reporting period
to the next. When financial statements are consistent, it's much

simpler for readers to draw comparisons between periods.

Only events that are both substantial and material should be
included in a company's financial statements, as outlined by the
Materiality Principle. Inconsequential details might be handled in a
different manner or left out entirely. number of different ways a
given transaction, the Principle of Conservatism states that
whatever technique is least likely to inflated or revenues should
be used. This helps ensure that a company's finances are not

exaggerated.

According to the matching principle, costs should not exceed the
income they create. If a business spends money promoting a

product via advertising, for instance, that money should be written
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off as an expenditure in the same accounting period that the

revenue from the product's sale is recorded.

Companies are bound by the Full Disclosure Principle if they
provide all relevant information in their financial statements and
notes thereto. It guarantees that people can get their hands on all

the data they need to make educated choices.

This concept specifies the conditions under which income is to be
recognized and the procedures to be followed in doing so. When
revenue is generated, the quantity is determinable, and collection is
fairly certain, it should be recorded as such. Recognizing revenue

may be subject to sector-specific regulations.

The Going Concern Assumption states that a corporation has a
reasonable expectation of being able to carry on its current
activities . The company's assuming it would not liquidate or
discontinue operations within the next twelve months, which is

known as the "going concern" assumption.

The Prudence Concept, or the Conservatism Principle, states that if
there is doubt regarding the outcome of a business transaction,
accountants should err on the side of caution by selecting the
alternative that yields lower earnings and lower asset values. is a
need for since there are times when they contradict with one
another. In such cases, a set of guiding principles is used in order
to maintain uniformity and dependability. For instance, the
Financial Accounting Standards Board's (FASB) or other
applicable regulatory organizations' particular rules and regulations

supersede any underlying basic concepts.
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These accounting rules serve as a basis for keeping track of,
reporting on, and making sense of monetary dealings. To facilitate
investors', creditors', and other stakeholders' capacity to make
educated judgments regarding a company's financial health and

performance, these rules should be strictly adhered to.

3.3 ACCOUNTING EQUATION

In accounting, the accounting equation describes the connection
between a company's assets, liabilities, and equity. It is also known
as the basic accounting equation or the balance sheet equation.

This is written as:

Assets = Debts + Ownership

This is what each part stands for:

Cash, inventory, and property are all examples of physical assets,
whereas patents, trademarks, and goodwill are examples of
intangible assets that a firm may possess or control. The company's

assets are its means of producing income and running its business.

Companies have liabilities when they owe money to people or
organizations outside of the corporation. Loans, open accounts,
salary owed, and other debts fall into this category. Creditors and
other outside parties' claims on a company's assets are reflected in

its liabilities.

Equity, often called owner's equity or shareholders' equity, is the
company's remaining stake in its assets after obligations have been
paid. Equity, sometimes known as "share capital," is the monetary
investment made by a company's owners or shareholders. It may

be further subdivided into retained earnings (the cumulative profits
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or losses of the firm) and contributed capital (the original

investments made by shareholders).

Total assets must always equal total liabilities + equity to maintain
accounting equation balance. This check and balance is critical to
the reliability of a business's financial records. The accounting
equation guarantees the correct recording of the dual impacts of a
transaction on a company's financial statements. When a business
borrows money, it must also report that it has acquired cash,
boosting its assets. When a business receives income (raising its
equity), it also increases its assets (such as its cash on hand or its

accounts receivable).

Simply put, the accounting equation represents the connection
between an organization's assets, liabilities, and equity, and is
therefore an essential element in accounting that serves to maintain
the reliability of financial records. It is the basis upon which a

company's financial statements are compiled and presented.

34 ACCOUNTING EQUATION
CONVENTIONS

The accounting equation illustrates the connection between the
three main components of a company's balance sheet: assets,

liabilities, and owner's equity. This is written as:

Calculating Owner Equity in a Business - Assets

The entire worth of a company's assets must always equal the sum
of its liabilities plus its stockholders' equity. The accounting
equation is based on the following financial accounting standards

and principles:
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The Conservatism (or Prudence) Convention states that
accountants should use restraint and caution when reporting
financial data. In other words, accountants should err on the side of
caution by understating assets and revenue rather than overstating
them when there is room for doubt or danger. For instance, if a
receivable's collectability is up in the air, it might be prudent to

record it at a lesser value.

According to the historical cost convention, assets must be valued
at the original price paid for them. This is in contrast to current
market pricing or fair market value. By adhering to the historical
cost convention, you may be certain that your company's financials

are founded on accurate and reliable information.

Accounting methods and principles (such as depreciation and
inventory costs) should be used consistently from period to period,
as implied by the Consistency Convention. Because of this
uniformity, readers of financial statements will have an easier time

comparing numbers from various time periods.

The Materiality Convention specifies that only "material or
significant" financial information has to be reported. The
significance of an item in the financial statement user's decision-
making process is the criterion by which materiality is established.
Financial statements may not need detailed disclosure of minor

events.
All important information that is relevant to the financial
statements should be disclosed in the footnotes or notes that

accompany the financial statements, as required by the Full
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Disclosure Convention. Details like contingent liabilities and major

accounting standards are included here.

The Going Concern Assumption states that a company will be
operational in the foreseeable future without any evidence to the
contrary. That is to say, while compiling the financial accounts, it
is assumed that there will be no liquidation of the firm in the near
future. The reporting and valuation of assets and liabilities are

affected by this assumption.

The Revenue Recognition Convention establishes rules for how
and when business income should be recorded in the books. In
most cases, revenue is counted after it has been generated and may
actually be spent. That's because it's only recognized after a
business has sent out products or rendered services and is

expecting to be paid for them.

The matching principle is a crucial notion in accounting, even if it
is not explicitly part of the accounting equation. It stipulates that
costs must be recorded in the same accounting period as the
income they assist produce. The income statement will then show

the true profitability of the business for that time period.

Users of financial statements may then utilize this uniformity,
openness, and dependability to make educated judgments about the

company's financial health and performance.
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3.5 ADVANTAGES OF ACCOUNTING
EQUATION

The accounting equation is a cornerstone of accounting theory and
practice. It is also known as the basic accounting equation or the
balance sheet equation. It shows how the company's assets and
liabilities relate to the equity of its shareholders. This equation is

written as:

Calculating Owner Equity in a Business - Assets

Using the accounting equation for financial accounting and

reporting has several benefits.

The accounting equation is the basic structure upon which all
financial transactions are recorded. Maintaining this equilibrium
between assets, liabilities, and owner equity is essential for every

business.

The equation is the basis of double-entry accounting, the de facto
system of bookkeeping across the globe. Every business
transaction has an effect on two accounts in double-entry
accounting, and a balancing equation is used to make sure that

happens.

The equation aids in the identification of inconsistencies and
mistakes in monetary data. If the equation doesn't cancel out, it

means there's a mistake in the books that has to be fixed.

The accounting equation is the cornerstone of financial reporting
and is used to generate financial statements like the balance sheet.

The accounting equation underpins the balance sheet, which
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provides a snapshot of a company's financial health at a given

moment in time.

It's a great resource for making choices since it gives you plenty of
relevant data. The accounting equation and the balance sheet let
stakeholders like investors and creditors evaluate a company's

financial health.

The accounting equation is used as part of a company's internal
control system to identify and prevent fraud. This aids in keeping

dependable and accurate financial records.

The equation encourages uniformity in financial reporting, which
facilitates comparisons across businesses for a variety of

audiences.

The accounting equation is used in financial analysis and ratios by
analysts and investors. One important financial ratio that may be

calculated using this formula is the debt-to-equity ratio.

The equation improves the openness of financial reporting by
making it easy to see whether a company's assets are funded by

debt or shareholder capital.

Useful for both novice and seasoned accountants, it serves as an
excellent resource for classroom instruction. It's useful for anyone
who want to learn the basics of accounting.

The accounting equation, in a nutshell, is an essential resource for
accountants because it ensures the credibility of financial records,

facilitates sound decision-making, and serves as a basis for

Accounting For Managers - 62

Accounting For Managers - 64



thorough financial reporting and analysis. Its widespread use is

necessary to ensure the integrity of commercial financial data.

3.6 LIMITATIONS OF ACCOUNTING
EQUATIONS:

Double-entry bookkeeping and financial reporting are based on
accounting equations, most notably the "Accounting Equation"
(Assets = Liabilities + Equity). Although they serve an important

purpose in accounting, they have significant drawbacks.

As a result of its simplification, the accounting equation may not
accurately reflect the economic realities of a company's operations.
It disregards the purchasing power of money over time, inflation,

and the value of assets over time.

The accounting equation is formatted for accrual accounting,
which keeps track of business dealings regardless of whether or not
actual cash changes hands. Some smaller organizations employ a

cash accounting system that doesn't strictly follow this formula.

The accounting equation does not take into consideration non-
monetary items like as customer happiness, staff morale, or
intellectual property, despite its importance to the running of a

successful organization.

The accounting equation focuses solely on the balance sheet and
does not provide any insights into the income statement, the
operating statement, or the cash flow statement, all of which are

essential to determining the health and viability of a company.
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Disproportionate to past Cost. The accounting equation bases asset
values on past costs, which may be disproportionate to present
market values. Because of this, the book value of an organization's

assets may be drastically off by one extreme or the other.

The accounting equation may not provide a clear picture of the
financial health and performance of a company with a complicated
corporate structure, such as a conglomerate with several

subsidiaries.

Accounting equations give a framework for documenting financial
transactions, but they may be twisted to provide a false sense of
security. Clever bookkeeping might hide a company's real financial

health.

Accounting equations are only able to look back at previous
transactions and financial circumstances, therefore their predictive
power is limited. They are not useful in spotting new financial

dangers or forecasting financial success.

The accounting equation does not take into consideration off-
balance-sheet factors, such as operational leases, which may have a
major effect on a business's bottom line. Financial statements may

not completely reflect these factors.

Businesses may be subject to reporting obligations imposed by law
and regulation that go beyond the traditional accounting equation,

depending on the location and nature of their operations.

Despite these drawbacks, accounting equations continue to serve
as vital instruments for keeping track of and summarizing financial

transactions, evaluating the current financial health of a business,
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and streamlining the process of putting up financial statements.
Accounting equations are helpful in assessing a company's
financial health and performance, but in order to get a whole
picture, other financial analysis techniques and the macroeconomic
environment in which the company works must be taken into

consideration as well.

3.7 ROLE AND RESPONSIBILITIES OF AN
ACCOUNTANT

Accountants provide a crucial function in the fiscal administration
of both entities and people. The scope of their tasks may be
contingent upon their particular job designations and the size and
nature of the company in which they are employed. The below
enumeration delineates many prevalent functions and obligations

often assigned to accountants:

Financial reporting involves the preparation and maintenance of
precise financial statements, which include balance sheets, income
statements, and cash flow statements. This responsibility falls upon
accountants. The aforementioned reports provide a concise
overview of an organization's fiscal well-being and are vital for the

process of making informed decisions.

Bookkeeping encompasses the meticulous documentation of
financial activities, including sales, purchases, and costs, with the
objective of guaranteeing their precise and systematic recording.
Accounting professionals often use accounting software for the

purpose of effectively managing these financial data.

Auditing is the employment of accountants who operate inside

auditing businesses with the purpose of scrutinizing and
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corroborating the financial records of their clientele. Their primary
responsibility is to guarantee that financial statements are in
compliance with the appropriate legislation and standards. Internal
auditors are employed inside a corporation to evaluate its internal

controls and financial procedures.

Accountants play a crucial role in tax planning and compliance by
assisting individuals and corporations in effectively reducing their
tax obligations while also adhering to the established tax rules and
regulations. Tax professionals are responsible for the preparation
and submission of tax returns, providing guidance on tax planning

strategies, and staying updated on any changes to tax legislation.

Financial analysis is the examination and interpretation of financial
data by accountants in order to get a comprehensive understanding
of an organization's financial performance and patterns. Financial
ratios and other analytical methods may be used to evaluate the

profitability, liquidity, and solvency of the organization.

Accountants play a crucial role in the development of budgets and
financial projections for firms, serving as valuable contributors in
charting the course of financial operations. The individuals in
charge oversee the comparison of real-world performance with

projected statistics and provide justifications for any discrepancies.

Cost accounting plays a vital role in manufacturing and production
organizations, since accountants primarily concentrate on
conducting comprehensive cost analyses. Cost accountants do
calculations to determine the expenses associated with the
production of products or services, aiding management in making
informed choices to effectively manage costs and enhance overall

profitability.
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Financial management encompasses the responsibility of
overseeing an organization's financial resources, a task in which
accountants often play a crucial role. This encompasses the process
of making investment choices, effectively managing cash flow, and

providing guidance on financial strategy.

Accountants play a crucial role in ensuring organizational
compliance with pertinent financial standards, like Generally
Accepted Accounting Principles (GAAP) or International Financial
Reporting Standards (IFRS). In addition, they undertake the task of
preparing and submitting regulatory reports in accordance with the
mandates of governmental entities and industry-specific

organizations.

Forensic accounting is the examination and analysis of financial
inconsistencies and abnormalities, often within the context of
fraudulent activities, disputes, or legal proceedings. These
individuals may be summoned to serve as expert witnesses in court

Processces.

Financial consultation is the provision of financial advice to both
people and organizations by accountants. Financial professionals
may provide support and guidance in several areas such as
financial planning, investment decision-making, estate planning,
and retirement planning. in the field of accounting, leading
accountants to assume responsibilities choosing, integrating, and
upkeeping financial software systems. for safeguarding and
maintaining the confidentiality and accuracy of financial

information.
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Education and Training: A subset of accountants engage in
academic or training positions, whereby they impart knowledge

and skills to aspiring accountants and financial professionals.

In brief, accountants have the responsibility of preserving financial
records, furnishing financial insights, guaranteeing adherence to
legislation, and delivering financial counsel to both people and
companies. Although the specific duties and obligations of
individuals in this profession may differ, their primary oversee and
analyze financial data decision-making processes and enhance

financial stability.

3.8 ACCOUNTING STANDARDS

Both the International Financial Reporting Standards (IFRS) are
examples of regulatory frameworks that provide rules and
recommendations for how businesses should record and report
their financial data. Financial reporting cannot be transparent,
comparable, or reliable without these standards in place. Here we

will explore the basics of both AS and Ind. AS:

Guidelines for Financial Reporting:

The Accounting Standards Board (ASB) of establishes the
Accounting Standards (abbreviated as "AS") as a collection of
principles, regulations, and recommendations. The purpose of
these regulations is to standardize the financial reporting practices

of Indian businesses.

All firms first formed under 1956 and afterwards formed under
were required to comply with AS. However, with the introduction

of Ind AS, the scope of AS has been narrowed, and now only
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affects enterprises that are too small to be subject to the Ind. AS

system.

Financial elements like as revenue, costs, assets, and liabilities are
all within the scope of AS, as are their recognition, measurement,

presentation, and disclosure.

Changes: After being implemented, AS received frequent updates
to bring it in line with worldwide accounting standards. However,

Ind. AS has essentially taken their place.

The term "Indian Accounting Standards" (Ind. AS) refers to a body
of accounting rules and regulations harmonized with IFRS.
quality, openness, and comparability of financial reporting in
India, the Ministry of Corporate Affairs (MCA) established the
Indian Accounting Standards (Ind. AS).

Listed businesses and other significant organizations are the
primary targets for Ind. AS's applicability. Adopting Ind. AS
depends on factors such firm size, whether or not it is publicly

traded, and the industry in which it operates.

Financial reporting in India is now more in line with international
norms because to Ind. AS's alignment with IFRS. India's global
economic integration is strengthened by this convergence, which
makes it easier for foreign investors to enter the country and

provides better access to international financial markets.

The term "accounting standards" refers to a body of rules and
regulations for documenting and reporting economic activities and
occurrences. They ensure financial statements are consistent,
transparent, and comparable across firms and sectors by providing
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a uniform framework for their preparation and communication.

There are several reasons why accounting standards are necessary.

To maintain uniformity in how various entities account for the
same types of transactions, accounting standards have been
developed. Investors, creditors, and others who depend on
financial accounts to make choices need that they be reliable and

consistent.

To better inform stakeholders about a company's financial status
and performance, accounting standards seek to enhance openness
in financial reporting. The confidence and trust of investors are

bolstered as a result of this openness.

Standardized accounting principles allow interested parties to
compare the financial standing and performance of businesses both
within and outside of the same industry. This is crucial for
establishing standards and making financial choices like lending or

investing.

Financial statement preparation must adhere to the regulations set
out by the regulatory organizations in many nations. In many
cases, meeting these criteria is obligatory for legal and regulatory

reasons.

Harmonized accounting standards (such as the International
Financial Reporting Standards, or IFRS) provide a common
accounting language that enables cross-border commercial
transactions and investments in an increasingly globalized

economy.
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The following are some of the most important bodies engaged in

setting and maintaining

Many nations, particularly those in Europe and most of Asia, adopt
a set of accounting rules known as International Financial
Reporting rules (IFRS) that was created and is maintained by the
International Accounting Standards Board (IASB).

In the United States, GAAP are established and maintained by the
Financial Accounting Standards Board (FASB). For U.S.

businesses, GAAP is the de facto standard for accounting.

Local Accounting Standards: Countries like India and Japan have
their own unique set of guidelines for financial reporting. The

degree to which these norms conform to IFRS or GAAP might
vary.

Specific sectors, such as banking and healthcare, have their own

set of accounting rules based on their own demands and laws.

Among the many facets of financial reporting that are addressed by

accounting standards are:

Revenue Recognition entails rules for keeping track of money

made from selling products or services.
Depreciation and amortization are two examples of expenditures

that are recognized and allocated over time according to rules

known as "Expense Recognition."
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Standards for determining the fair market value of an asset and
disclosing that value in the balance sheet, including rules for

determining whether an asset has been impaired.

Measuring and reporting liabilities, including contingent liabilities,
is Rules for presenting financial statements, such as the income
statement, balance sheet, and cash flow statement, in Explicit rules

regarding what in the interest of full disclosure.

Accounting standards are reviewed and updated on a regular basis
to account for developments in business methods, the economy,
and legislation. Organizations must comply with these criteria if
they are to preserve their reputation in the financial industry and
offer accurate and trustworthy financial information to

stakeholders.

3.9 TYPES OF ACCOUNTING STANDARDS

By providing a consistent financial accounts, accounting standards
play an essential role in the worlds of finance and business. In
order to make educated investment choices, evaluate a company's
financial health, and protect the stability of financial markets, it is
crucial that financial information be consistent, clear, and
comparable. This paper will examine the history of accounting
standards, the many kinds of standards that exist now, and the

impact they have had on the field.

Standardization of Financial Reporting Across Borders (IFRS)
created and maintains IFRS as a standardized set of international

accounting principles.
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More than 140 countries use it, including the EU, Canada, and

several Asian countries.

IFRS's overarching goal is to standardize the world's accounting
language in order to promote more financial openness and

comparison.

3.10 COMMONLY USED ACCOUNTING
CONCEPTS:

U.S. generally accepted accounting principles (GAAP) are the

norm in this country.

Financial corporations are held to standards set by the Financial
Accounting Standards Board (FASB), whereas public entities are
governed by the Governmental Accounting Standards Board

(GASB).

Financial statements may be relied on to be reliable and consistent

because of GAAP's complete structure.

Standards for Financial Reporting in the Public Sector (IPSAS):
Government organizations and state-owned  businesses must

follow.

To enhance government transparency and accountability, creates

these standards.

Guidelines for Audits Conducted by Governmental Entities:
Commonly referred to as "the Yellow Book," GAGAS is a set of

guidelines for conducting government audits in the United States.
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Integrity, impartiality, and professionalism in government auditing

are guaranteed by adhering to these guidelines.

Accounting in China According to CAS:
Chinese Accounting Standards are China's version of IFRS with

certain modifications made specifically for China.

The majority of CAS users are public corporations trading on the

Shanghai and Shenzhen Stock Exchanges.

Standards for Indian Accountancy (Ind. AS):
India's old accounting rules (Indian GAAP) have been replaced by
Ind. AS, which are mostly converged with IFRS.

To provide more uniform financial reporting, enterprises in India,
whether publicly traded and privately held, must comply with Ind.
AS.

Accounting standards generally accepted in Japan (JGAAP):

Japan has its own set of accounting rules (JGAAP) internally.

To improve international comparability, Japan has been working to

align its standards with IFRS.

Standards for Islamic Accounting (IAS)

Islamic finance is based on Sharia, the Islamic legal code.
Conformity with these tenets is guaranteed by Islamic Accounting
Standards.

They serve as standards by which Islamic banks' financial

statements must be prepared.
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Small and Medium-Sized Business Requirements:

The International Accounting rules Board (IASB) is only one of
several standard-setting groups that has created streamlined
accounting rules for smaller enterprises to ease compliance

requirements.

3.11 INDUSTRY - SPECIFIC
REQUIREMENTS:

Specialized accounting standards may be developed to meet the
demands and reporting requirements of certain businesses, such as

healthcare, banking, and insurance.

One cannot overestimate the importance of accounting standards

important of these guidelines are as follows:

Accounting standards guarantee that monetary data is consistently
produced and presented, allowing for easy comparison. By
maintaining this uniformity, interested parties may easily evaluate

how various organizations are doing financially.

When financial reports are standardized, investors may be certain
that the data they're using is accurate and has been reported in

accordance with industry standards.
Using global standards like IFRS makes cross-border investments

easier and financial reporting less complicated for multi-national

corporations and investors.
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Accountability and legal conformity with regulations necessitate
that businesses follow established accounting practices mandated

by government agencies.

Lenders and creditors evaluate a borrower's creditworthiness using

financial accounts drawn out.

There will be less opportunity for fraud or misrepresentation in
financial statements because to the increased openness fostered by

standardized financial reporting.

Globalization, changes in company practices, and the need for
more openness and uniformity have all contributed to the
development of modern accounting standards. The globalization of
today's corporate world is reflected in the widespread adoption of
IFRS across the world, which has led to a convergence of national

standards with international ones.

In conclusion, accounting standards the contemporary financial
system, vital to preserving the credibility of financial statements.
Their provide reliable, consistent, and understandable they may
take several shapes and sizes depending on the industry or
geographic area in question. Accounting standards will change to
accommodate the interests of many parties and promote the health

and prosperity of economies worldwide.

3.12 IMPORTANCE OF ACCOUNTING
STANDARDS:

When it comes to money and company, accounting rules are
crucial. They are a collection of rules and regulations that

businesses must follow while keeping track of and making sense of
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their financial dealings. These standards serve several important
purposes that affect a wide range of stakeholders in the corporate
sector, and they are crucial for preserving transparency,
uniformity, and comparability in financial reporting. In this article,
I will discuss accounting standards in depth, focusing on how they
help with things like providing reliable financial data for investors
to make wise choices, enabling international commerce, and

bettering company governance overall.

1. Maintaining Reliable Financial Records
The accuracy and dependability of financial accounts is largely
dependent on accounting rules performing their intended role.
Investors, creditors, and other stakeholders who rely on financial
data to make educated choices depend on reliable purpose of
accounting standards uniform recording, measurement, and
disclosure of economic transactions. This structure aids in avoiding

financial data tampering, fraud, and misrepresentation.

Companies must record their income, expenditures, assets, and
liabilities in a uniform and standardized manner accounting
standards. This uniformity facilitates reliable comparisons across
organizations, sectors, and time periods from the perspective of
stakeholders. Without consistency brought forth by established
accounting standards, it would be difficult to evaluate a company's

financial health and performance.

2. Helping People Make Investment Choices
In order to make educated judgments about their investments,
investors reliable financial data. Accounting standards provide
investors a shared vocabulary for evaluating businesses' financial

health. The capacity to easily compare investments is critical for
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making smart financial decisions and managing resources

effectively.

When there is a set of agreed-upon accounting principles in place,
potential investors may evaluate a more certainty. This lessens the
potential for making financial choices based on incorrect or
missing data. The efficiency and steadiness of the financial system
benefits from investors' increased knowledge when making choices

concerning the purchase, holding, and sale of securities.

3. Increasing Global Trade
International commerce and investment are common practices for
many companies in today's increasingly interconnected globe.
Cross-border business is greatly aided by the uniformity of
financial reporting that is made possible by accounting standards.
Companies in various countries are now able to successfully share
financial information because to the widespread adoption of
international accounting standards like the International Financial

Reporting Standards (IFRS).

In international commerce, vetting prospective partners, suppliers,
or consumers is made easier with the adoption of uniform
accounting standards. It makes it easier and cheaper to verify the
legitimacy of foreign companies, fostering confidence among
global trade partners. This, in turn, promotes economic

development and stimulates international investment.

4. Improve Corporate Governance
Organizational performance and longevity depend on good
corporate governance. By laying forth guidelines and transparency,
accounting standards considerably improve company governance
shareholders, regulators, and the general public requires that
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organizations maintain openness and accountability in their

financial activities.

Financial performance, risks, and internal controls must all be
disclosed in accordance with generally accepted accounting
principles. Stakeholders may hold management responsible for
their choices and actions, and potential problems can be seen
sooner. In addition, financial statements be accurate because of the

external audits required by accounting standards.

5. Legal Implications and Obligations for Meeting Regulations
Financial reporting is subject to mandatory accounting
requirements in many jurisdictions. Companies who do not follow
these guidelines may be subject to legal action, fines, and
penalties. Accounting standards assist provide a regulatory
environment in which truthful and ethical financial reporting may

take place.

Accounting standards are continually updated and refined by
regulatory authorities to accommodate for changing business
practices and economic situations. These regulatory agencies
include the Financial Accounting Standards Board (FASB and the)
internationally. corporate environment, these revisions keep

accounting rules current and useful.

Finally, in the realms of finance and business, accounting rules are
crucial. Financial reporting, investment choices, international
commerce, business governance, and compliance with regulations
all benefit from these standards. Financial markets benefit from
more trust and openness when corporations and investors operate
under uniform guidelines. Without accounting standards,
stakeholders would have a harder time making educated choices
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that the bottom economy as a whole. Therefore, the maintenance
and improvement of accounting standards are fundamental to the

success of companies and economies everywhere.

3.13 INDIAN ACCOUNTING SYSTEM:

Is governed by To ensure consistent and comparable across
borders, these standards have converged with the International

Financial Reporting Standards (IFRS).

To bring India's accounting international norms and boost financial
reporting transparency, were put into place. They came into effect
for certain firms in 2016 and will be phased in for others over the
following years. They superseded the previous Indian Generally

Accepted Accounting Principles (GAAP).

The Ind. AS Organizational Model
Standards, interpretations, and guidelines for accounting are all
part of Ind AS presentation, revenue recognition, leases, and

financial instruments are that are regulated by the standards.

Method Founded on General Principles:

Ind. AS operates on the basis of principles, placing more weight on
the practical implications of business dealings than on their formal
structure. This method improves the reliability of financial data by

making it more reflective of economic reality.

Principal Ind. AS Benchmarks:

Financial statements (balance sheets, income statements, and cash
flow statements to the rules outlined in 1, Presentation of Financial
Statements. It establishes what basic details must be included in

such declarations.

Accounting For Managers - 80

Accounting For Managers - 82



Property, Plant, and Equipment (Ind. AS 16): This standard
specifies the recognition, measurement, and depreciation of fixed

assets.

are categorized, measured, and recognized in accordance with Ind.

AS 109. Impairment and hedge accounting are also addressed.

Recognizing income from client contracts is made easier with the
help of this standard. It stresses the need of accounting for sales

when possession of the sold item passes to the buyer.

Bringing in IFRS-standards harmony:

Convergence with IFRS is an important goal for Ind. AS. Indian
Accounting Standards (Ind. AS) and International Financial
Reporting Standards (IFRS) are quite similar to one another, which
facilitates international business for Indian enterprises and the

understanding of Indian financial statements by foreign investors.

Usefulness

Companies in India that fall under the categories of "listed" and
"large unlisted" are required to follow Ind. AS. It is possible that
smaller businesses would stick to the older Indian GAAP. Making
the Change to Ind. AS

Financial statements must be converted from the former Indian
GAAP to Ind. AS as part of the transition to Ind. AS. To conform
to the new requirements, revisions, reclassifications, and

restatements are necessary.

Ind. AS Perks:
Ind. AS encourages openness and precision in financial reporting,
which boosts trust among investors.
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Since investors and firms may better comprehend each other's
financial statements after a convergence with IFRS, global

integration is facilitated.

Stakeholders are better able to make educated choices because to

the increased relevance and provided by Ind. AS.

Standardization same accounting methods for all firms, both within
and outside of India, investors may more easily compare their

financial standings.

Ind. AS Implementation Obstacles
Ind. AS may be difficult to understand and execute, therefore
businesses may need to allocate resources into education and

preparation.

Managing Your Information When making the switch to Ind. AS,
you may have to make some serious changes to your data and your

infrastructure.

There may be certain up-front expenses for smaller businesses to

comply with Ind. AS.

Constantly Revised:
The state of Ind. AS is dynamic and ever-changing. In this way,
India may be sure that its accounting methods are up to date and in

line with international norms.
Regulations and Checks:
In India, Ind. AS is administered and .It establishes the norms and

guidelines for accounting and reporting in the nation.
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With the adoption (Ind. AS), India has taken a major step in
bringing its financial reporting in line with international norms.
They help local and foreign stakeholders by increasing financial
statement openness, comparability, and accuracy. India's rising
prominence on the world economic stage is bolstered in large part
by the country's commitment to Ind. AS. Companies using Ind. AS
are held to strict reporting and compliance requirements, which
should help the Indian economy expand and become more

integrated internationally.

3.14 TYPES OF INDIAN ACCOUNTING
STANDARDS:

India officially accepted (Ind. AS) in the month of September
2021. Financial reporting in India is now more transparent,
consistent, and comparable because to these standards'
convergence with the International Financial Reporting Standards
(IFRS). Keep in mind that there may have been developments or
adjustments to accounting rules since then. Some examples of the
many Ind. AS that existed at balance sheets, income statements,
and cash flow statements, must adhere to the guidelines set out in

Ind. AS 1 - Presentation of Financial Statements.

Inventory Accounting Standard 2 (Ind. AS 2): This Ind. AS
addresses the inventory accounting treatment, including

measurement, recognition, and disclosure.

Cash flow information is required to be presented and disclosed in
accordance with Ind. AS 7, Statement of Cash Flows. Approved
for issuance are addressed in Ind. AS 10, "Events after the

Reporting Period."
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Industry Accounting Standard 16 (Ind. AS 16): The assets of a
business, such as buildings and machinery, must be identified,

measured, and accounted for in accordance with this standard.

Lease accounting is addressed in detail in Indian Accounting
Standard 17, which provides guidance for both lessees and lessors.
Revenue Recognition (Ind. AS 18): This standard explains how to
tally earnings from product sales, service provision, and asset use.
Long-term employee benefits, such as pensions and post-
employment benefits, are accounted 24 for under Ind. Employee
Benefits. This document, Ind. AS 21, discusses how to translate
monetary dealings conducted in a foreign currency and how to
handle financial statements prepared in a different currency.
Impairment of assets is addressed in 36 (Ind. AS 36), which also
defines the criteria for doing so. Accounting for an entity's
investment properties is covered in detail by Ind. AS 40,
Investment Property. 15 (Ind. AS 115): lays forth the rules for
recording earnings when a company sells products or provides

services in return for money.

3.15LET US SUM UP

Accounting standards, also known as Generally Accepted
Accounting concepts (GAAP), include a collection of rules and
concepts that govern the appropriate recording, reporting, and
events within a. The establishment of these standards is crucial
maintain uniformity, comparability, openness, and dependability in
the realm of financial reporting. Various nations may own 57 their
own distinct accounting standards or choose to adhere to global
norms, such as) or the Generally Accepted Accounting Principles
(GAAP). Within the Indian context to note the existence of two

distinct sets of accounting.
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The implementation of) was introduced to enhance the quality,
transparency, and comparability of financial reporting within
the Indian business environment. Compliance with Ind AS is
mandatory for specific categories of entities, based on their size,

sector, and nature of operations.

Before Ind AS came into effect, India followed its own framework
known as the Indian Generally Accepted Accounting Principles
(Indian GAAP). However, Indian GAAP differed significantly
from international standards, such as theleading to
inconsistencies in how financial information was reported across

borders.

The transition from Indian GAAP to Ind AS was undertaken to
align Indian accounting practices with global norms, thereby
improving transparency, ensuring uniformity, and facilitating
global comparability. The National Financial Reporting
Authority (NFRA) is responsible for overseeing the development
and regulation of Ind AS in India.

According to the Ministry of Corporate Affairs (MCA),
companies meeting certain thresholds are required to comply with
Ind AS. In contrast, smaller businesses and non-corporate
entities may continue using the traditional Indian GAAP or adopt

the Accounting Standards for Local Bodies (ASLB).

The adoption of Ind AS has brought about significant reforms in
financial reporting, making financial statements more
comprehensible and comparable for stakeholders both within

India and internationally.

Therefore, it 1s vital for businesses operating in India to be well-
versed in the applicable accounting standards to ensure accurate,

consistent, and reliable financial reporting.
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In India, companies are required to comply with Ind AS if they
meet the criteria specified by Meanwhile, smaller businesses and
non-corporate entities may continue to use the traditional Indian
GAAP or follow the Accounting Standards for Local Bodies
(ASLB).

The adoption of Ind AS has brought about notable improvements
in India’s financial reporting system. These changes have made
financial statements more understandable and comparable for

stakeholders and investors, both domestically and internationally.

For businesses operating in India, it is crucial to stay informed
about and comply with the applicable accounting standards to

ensure accurate, consistent, and reliable financial reporting.

3.16 KEY WORDS

GAAP: Generally Accepted Accounting Principles (GAAP) refer
to a collection of established accounting principles and processes
that enjoy broad acceptance and use within the United States.
IFRS: International Financial Reporting Standards.

Ind. AS: Indian Accounting Standards

317 ANSWERS TO CHECK YOUR
PROGRESS

3.17.1 Accounting for an entity's investment properties is covered in
detail by.....cccooveviriennenn , Investment Property.

3.17.2 Long-term employee benefits, such as pensions and post-
employment benefits, are accounted for under...........cc.cccece.e. ,

Employee Benefits.
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3.17.3 Financial Assets and Liabilities are categorized, measured,
and recognized in accordance with............

3.17.4 India officially accepted Indian Accounting Standards (Ind.
AS) in the month of................

3175 ol addresses the inventory accounting treatment,
including measurement, recognition, and disclosure.

3.17.6 The accounting equation does not take into

consideration...............
3.17.7 The accounting equation is formatted for
................. accounting

3.17.8 Assets = Liabilities + .............

3.17.9 A liability arises because of..............

317100 7. Assets = + Ownership
Answer: 1. Ind. AS 40 2. Ind. AS 19 3. Ind. AS 109 4.
September 2021 5. Ind. AS 2 6. non-monetary 7. Accrual 8.
Equity 9. credit transactions 10. Debts

3.18 TERMINAL QUESTIONS

1. Discuss about Accounting Standards and explain types of
Accounting Standards.

2. Discuss importance of Accounting Standards.

3. Explain Indian Accounting System and types of Indian
Accounting standards

4. Explain Accounting equation and advantages of Accounting

equation.
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BLOCK II: ACCOUNTING FRAMEWORK
II (ACCOUNTING BOOKS AND FINAL
ACCOUNTY)

UNIT 4: PREPARATION OF JOURNAL,
LEDGER, TRIAL BALANCE

Structure

4.0 Introduction
4.1 Objectives

4.2 Meaning of Journal

4.3 Objectives of Journal in accounting

4.4 Rule of Debit and Credit in Journalizing

4.5 Format of Journal:

4.6 Meaning of Ledger in accounting
4.7 Ledger Format

4.8 Meaning and objectives of Trial balance
4.9 Preparation of Trial Balance

4.10  Importance of trail Balance
4.11 Format of Trail Balance

4.12 Example

4.13 Let Us Sum Up

4.14 Key Words

4.15 Answers to Check Your Progress

4.16 Terminal Questions

4.0 INTRODUCTION

The preparation of Journal, Ledger, and Trial Balance forms
the basic framework of the accounting process. Transactions are
first recorded chronologically in the Journal, then classified and
posted into respective accounts in the Ledger. Finally, a Trial
Balance is prepared to check the arithmetical accuracy of ledger
accounts. Together, these steps ensure systematic recording, proper

classification, and accuracy of financial information.
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4.1 OBJECTIVES

After studying this unit, you should be able to:

o Explain the concept of the accounting standards;
. Discuss the benefits of accounting standards;

o Understand about the International Financial
o Reporting Standards, GAAP, IAS etc.

4.2 MEANING OF JOURNAL

In accounting, the word "journal" refers to a sequential and
systematic documentation or registry where the first recording of a
firm's financial activities occurs. The instrument in question is a
vital element within the double-entry accounting system, since it
guarantees the preservation of accurate and dependable financial
data. Journalizing is the term used to describe the act of recording

financial actions in a diary.

The accounting journal consists of the essential elements listed

below:

The journal functions as a sequential log of transactions, where
items are recorded in the order they occur, usually with an
associated date. A chronological structure enables the methodical

tracking and recording of previous financial transactions.

The journal follows the double-entry accounting system, which
requires each transaction to be recorded with at least two entries: a
debit (noted on the left side) and a credit (recorded on the right
side). Consistently preserving equilibrium between debits and
credits is crucial in order to preserve the balance of the accounting

equation (Assets = Liabilities + Equity).

The diary contains entries with succinct explanations of the
transactions. The description supplied should include enough
information to correctly determine the features and details of the

transaction.
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The ledger posting procedure entails the transfer or posting of
recorded entries from the journal to the relevant accounts in the
general ledger. The ledger has separate accounts for different

classifications of assets, obligations, income, and expenses.

Analyzing journal entries often entails scrutinizing and merging
financial data into different financial statements, such as the
income statement and balance sheet. This procedure often happens
at the end of each accounting period, which might be on a monthly,

quarterly, or annual basis.

The journal serves as a record of transactions, allowing auditors or
internal reviewers to easily trace the origin of certain transactions

and confirm their accuracy and compliance with accounting rules.

43 OBJECTIVES OF JOURNAL |IN
ACCOUNTING:

The primary objectives of journal maintenance in the accounting
sector are to diligently and systematically document and track
financial transactions with accuracy. Journals are essential in the
execution of the double-entry accounting system, which aims to
ensure the reliability and precision of a company's financial

records. The accounting journal has the following main objectives:

a journal is to record all financial transactions promptly. This
comprises a variety of financial activities, including both
transactions using money and credit, such as the buying and selling
of products and services, acquiring assets, incurring expenses, and

earning revenue.

Transactions are methodically recorded in the journal in a

sequential way, so simplifying the preservation of a full historical
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record of all financial activities. Utilizing a chronological sequence

simplifies the task of tracking and verifying transactions.

The journal often acts as the main storage place for the first
documentation of financial activities. This entity primarily serves
as the source of initial information, ensuring that no transactions

are forgotten or duplicated throughout the accounting process.

Journals function as a thorough documentation of transactions,
including important information transaction, the accounts involved,
the monetary amounts, and a clear explanation of the transaction.
Providing this documents is essential to provide transparency and

enable the establishment trail.

analysis and classification include categorizing and scrutinizing
transactions inside the journal to determine their impact on various
accounts. The first inspection facilitates the creation of informed

assessments and the construction of financial statements.

Journals play a crucial role in facilitating double-entry accounting
inside the double-entry accounting system. This method requires
that every transaction must have at least two entries, with an equal
amount debited and credited. This strategy enables the
maintenance of the accounting equation, which asserts that Assets
are equivalent to the combined value of Liabilities and Equity.
Furthermore, it ensures accuracy in the management of financial

data.

The existence of thorough transaction records in journals simplifies
the task of identifying and rectifying errors. The discrepancies seen
in the journal may indicate possible mistakes or anomalies in the

accounting process.

Journals in financial reporting provide an auditable record that
auditors may use to verify the accuracy and reliability of a

company's financial statements. External audits and internal
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controls are essential for maintaining corporate integrity and

guaranteeing compliance.

The generation of financial statements entails using the data
recorded in the journal as a fundamental basis. The financial
statements include the income statement, balance sheet, and cash
flow statement. These statements are essential for assessing the

financial health of a firm.

Ensuring the precise and well-structured preservation of journals is
crucial to meet legal and tax compliance requirements. These
records provide evidence for financial transactions and also help in

calculating tax obligations.

The primary objectives of an accounting journal are to accurately
record financial transactions, maintain a chronological record,
facilitate double-entry accounting, identify and correct errors,
provide an audit trail, and establish a foundation for financial
reporting and compliance with regulatory standards. Journals play
a crucial role in ensuring the honesty and reliability of a company's

financial records.

4.4 RULE OF DEBIT AND CREDIT IN
JOURNALIZING

When it comes to journal entries, it is widely acknowledged that
debits should always be entered on the left-hand side. When a debit
is made, it leads to an increase in both assets and expenses.

Granting credit undermines their value.

It is worth noting that a credit is constantly placed on the right side
of a diary entry. Applying credit leads to an increase in the owner's
equity, liabilities, and income. Debit transactions cause a decrease

in the value of the account.
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Ultimately, for the negative balance the journal entry to match the

credit amount on the other side of the entry.

Based on the traditional approach, the different accounts may be
classified into three separate categories. The three types of
accounts are as follows: Personal Account, Real Account, and

Nominal Account.

Personal accounts include the documentation related to an
individual, a group of people, a business, a company, or an
organization. Commonly seen accounts in financial statements are
Ram Account, Mohan Account, Creditors Account, Debtors
Account, Drawings Account, Company Account, Partnership Firm

Account, Bank Account, Club Account, and others.

When journalizing, the norm for personal accounts is to debit the

recipient and credit the donor.

The statement implies that in a transaction, the recipient of goods
or services from a firm should have their account debited, while
the provider of goods or services to the company should have their

account credited.

Real accounts include all the accounts maintained by a company
that has monetary value, irrespective of whether they are real or
intangible. Common accounts often seen in financial records
include Cash Account, Stock Account, Furniture Account,
Machinery Account, Goodwill Account, Patent Account,

Copyright Account, Trademark Account, and others.

When journalizing, the guideline for actual accounts is to debit

"What Comes in" and credit "What Goes out".

established rule, a real account is debited involved in a business

transaction, credited longer part of the organization.
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The theory of double-entry bookkeeping states that while
documenting financial transactions, incoming things or assets are

debited, while exiting goods or liabilities are credited.

A nominal account is a kind of account in financial accounting that
is income, spending, gains, and losses. It is often a provisional
account. A nominal account is used to document costs, revenues,
profits, and losses in an organization's financial statements.
Nominal accounts include all expenses, losses, revenues, and
profits. The costs area includes many elements such as salary, rent,
and discounts. Conversely, the revenues category includes

commission, interest, and discounts earned, among other sources.

When journalizing, the guideline for personal accounts is to debit

all costs and losses, and credit all revenues and profits.

Tyvpe of Account Golden Rules

Real Account *Debit what comes
into the business

*Credit what goes out
from the business

Personal A ccount *Debit the receiver
*Credit the giver

Nominal Account *"Debit the expense or
loss of the business

*Credit the income or
gain of the business

4.5 FORMAT OF JOURNAL:

Journal Entries

L. Amount Amoun

Date Particulars F. |(Dr.) t(Cr.)
Name of the account to be
debited

To Name of the account to
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be credited

1. Column Details Date: The date field indicates the precise date
when the transaction was recorded. The customary format for
indicating the year is to place it at the beginning, followed by the
month and finally the day.

2. Specifications of the column: Every transaction affects at least
two accounts. One account is deducted from while the other
account receives a credit. The first mention of the item being
subtracted in a financial transaction is denoted by the abbreviation
'Dr." The item in question is written and placed a little distance

from the edge of the page, starting with the phrase 'To'".

Each journal entry includes a of the transaction, including all

necessary details.

3. Ledger Folio (LF) is a notation that denotes the page number

where the ledger account for a certain item is written.

4. Column-specific Details: This context indicates the precise

amount that is debited from an account.

Column displays the precise value (Credit Amount) of the

allocated funds.

4.6 MEANING OF LEDGER IN
ACCOUNTING

In the realm of accounting, a ledger is a comprehensive written or

electronic document that spans many accounts, acting as a
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repository for tracking transactions associated with a certain
account. This specific document is sometimes called the tome of
final documentation or the principal register. A of all the
individual ledgers, including relevant information of a company.
The book in question has great significance in the area of
accounting as it plays a crucial role in enabling the production of a
trial balance, which acts as an initial stage in the preparation of
financial statements. The ledger account consists of both opening
and closing balances, which are altered by debits and credits over
the accounting period. The ledger consists of several components,
including multiple transaction elements such as the date, money,
particulars, and ledger folio (L.f). Every single transaction is
documented and saved in a ledger account, and is distinctly
identified by a transaction number or another kind of notation. is a
meticulously planned and ordered system record and consolidate
financial transactions inside a company or organization. In the
realm of accounting, the ledger plays a crucial function as a
fundamental tool for recording and organizing financial
transactions related to a company or organization. The system
serves as a single repository for financial data, enabling the
accurate upkeep of financial records. The ledger is a crucial
element of the double-entry accounting system, widely recognized

as the dominant method used in the accounting sector.

The below points outline the prominent characteristics associated

with the notion of a ledger in the realm of accounting:

The ledger functions as the main storage for the first
documentation of all financial transactions. The indicated
transactions include a range of financial activities conducted by the

company, including sales, purchases, expenses, and revenue.

Accounting For Managers - 96

Accounting For Managers - 98



The double-entry accounting system is employed to in the
ledger, ensuring that each transaction affects at least two
accounts—one as a debit and the other as a credit. This system
reflects changes across various account types, including assets,

liabilities, equity, revenues, and expenses.

The ledger serves as a record-keeping tool for tracking the
balances of individual accounts. Each account is assigned a
dedicated page or section within the ledger, where every related
transaction is carefully recorded. To determine the balance of an
account, the total debits and credits posted to it are calculated and

compared.

In traditional bookkeeping, the T-account format is commonly
used to represent accounts visually. This structure resembles the
letter "T," with debits (Dr.) entered on the left side and credits
(Cr.) on the right side. Entries are made based on how the

transaction affects the respective account.

Once transactions are first recorded in journals—Ilike the general
journal—the next step is to post them to the appropriate ledger
accounts. Posting is the process of transferring transaction details
from the journal to the ledger, which helps maintain updated

account balances and supports accurate financial tracking.

Utilizing a ledger allows companies to easily evaluate the account
balances, which is crucial in the creation of financial statements

like the balance sheet and income statement.

Historical records: The ledger serves as a thorough chronicle of a
company's financial transactions across its entire existence.
Historical data is essential for decision-making, auditing, and

complying with financial reporting standards.
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Ensuring the accuracy of a ledger is crucial for maintaining control
over a company's financial matters and ensuring the
trustworthiness and accuracy of financial statements, thereby

correctly reflecting the true financial position of the business.
A ledger is a meticulously organized arrangement of financial
accounts that is used to document and consolidate transactions

occurring inside an organization.

The ledger consists of two columns organized in a T form.

4.7 LEDGER FORMAT

Name of the Account.......................

Dr. Cr.

Dat | Particul |J. | Amount(R | Dat | Particul |J. | Amount(R

e ars F |s) e ars F |s)

4.8 MEANING AND OBJECTIVES OF
TRIAL BALANCE:

The trial balance is a vital accounting tool that serves as an internal
financial statement. The primary goal of this procedure is to ensure
the accuracy of a company's accounting records and to speed the

generation of financial statements.

According to Carter, the trial balance is a compilation of debit and
credit balances extracted from the ledger. Additionally, it
encompasses the amounts of cash and bank balances extracted

from the cash book.
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The trial balance in accounting serves as a fundamental tool with
major objectives and significant implications, which may be stated

as follows:

The primary purpose of a trial balance is to detect and pinpoint
errors and discrepancies within the accounting records. The
objective of this practice is to ensure that the sum of debits is equal
to the sum of credits for each accounting transaction. The
occurrence of differences suggests the possibility of mistakes in

the accounting records.

Accountants may verify the accuracy of the double-entry
accounting system by comparing the total debits with the total
credits in the trial balance. If the totals do not match, it indicates an

imbalance and requires more investigation.

The trial balance serves as the fundamental structure for generating
financial statements, such as the income statement and balance
sheet. This tool serves the purpose of providing a succinct
summary of all financial accounts at a certain point in time, hence

enabling the creation of financial reports.

Prior to the preparation of financial accounts, firms often undertake
the task of formulating adjusting entries. These entries are used to
account for several things, including accumulating expenses,
deferred revenue, and depreciation. The trial balance is as a tool

for accountants to pinpoint the accounts that require changes.

The trial balance is an essential instrument used by auditors during
external audits to start their examination of a company's financial
data. This function allows users to quickly assess the overall

accuracy of the accounting system.

Internal Reporting: Companies use the trial balance to facilitate

internal financial reporting and analysis. Providing a concise
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overview of account balances assists managers in making educated

decisions.

The trial balance serves as a kind of documentation in the
accounting process, serving as proof that the correct principles of

double-entry accounting have been followed.

The primary purpose of a trial balance is to detect and correct
discrepancies in the accounting records. This approach facilitates
the identification of discrepancies between the total debits and total
credits documented in the ledger accounts. If the trial balance does
not balance, meaning that the total debits do not match the total
credits, it shows the existence of mistakes in the ledger. These
mistakes might appear as inconsistencies in data entry, instances of

omission, or incorrect postings.

4.9 IMPORTANCE OF TRAIL BALANCE:

The trial balance serves as an initial stage in the process of creating
financial statements, such as the income statement and the balance
sheet. This tool's purpose is to provide the up-to-date account
balances at a certain time, making it easier to transfer this

information to the financial statements.

Reconciliation entails using the trial balance to confirm the
coherence of subsidiary records, s general ledger, and control
accounts, accounts receivable or accounts payable ledgers.
Reconciliation is a procedure that identifies errors and ensures the
consistency of financial information across various accounting

records.

Internal control is an essential instrument used inside enterprises
and organizations to ensure the accuracy and reliability of financial

data. By consistently preparing and carefully examining trial
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balances, businesses may quickly uncover and correct errors and
instances of fraudulent conduct, so strengthening the efficacy of

their internal control processes.

Obtaining accurate financial data in the business domain. A
reliable trial balance for assuring the accuracy and trustworthiness
of financial information used for decision-making. This, in turn,

helps management make better informed and beneficial choices.

The trial balance is essential for external auditors to conduct
financial audits. This procedure allows auditors to evaluate the
accuracy of a company's financial records and identify any

possible areas that need further examination.

Firms are required to maintain accurate and complete financial
records in order to comply with regulatory authorities and meet
financial reporting obligations. The trial balance serves as a means

to demonstrate compliance with these requirements.

Trial Balance:

A trial balance can be prepared at various points throughout an
accounting period—such as at the end of a financial year, mid-
year, quarterly, or monthly. However, it is common practice to
compile a trial balance at the end of the financial year to ensure
the accuracy of recorded financial transactions. Rather than being
tied to a specific time duration, the trial balance reflects the

financial position on a particular date.

There are three primary methods used to prepare a trial balance:
1. Balance Method
Under this method, ledger accounts with debit balances are listed

on the debit side of the trial balance, while those with credit

balances are placed on the credit side. This technique focuses on
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the net balances remaining in each account after all transactions
have been posted. If an account has a zero balance (i.e., total
debits equal total credits), it does not need to be included in the
trial balance. When the sum of all debits equals the sum of all
credits, it indicates that the trial balance has been prepared

correctly.
2. Total Method

In this approach, the total debits and total credits from each
ledger account are entered into the trial balance, regardless of the
final balance. The total debit amounts are placed on the debit
side, and the total credit amounts are recorded on the credit side.
Unlike the balance method, this technique considers the aggregate
totals of all transactions within each account. This method is
generally used before adjustments are made and can be quickly

prepared after all ledger entries are posted.
3. Total-cum-Balance Method

This hybrid approach combines both the Balance Method and
the Total Method. It includes both the total debits and credits as
well as the final balances of each ledger account. While this
method provides a comprehensive view, it is more detailed and is

less commonly used in regular practice due to its complexity.

The journal, ledger, and trial balance form the backbone of the
bookkeeping process in accounting. Among these, the trial
balance plays a crucial role in ensuring that the total amount of
debits equals the total credits after all transactions from the

journal have been posted to the ledger.
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Key Functions of the Trial Balance:

o Basis for Financial Statements: It serves as the initial step
in preparing key financial documents such as the income
statement and the balance sheet.

e Error Identification: Before the financial statements are
finalized, the trial balance helps uncover discrepancies or
mistakes in the ledger that may need correction.

e Ledger Accuracy Check: The trial balance is prepared to
confirm that all entries have been accurately recorded and

that the ledger is properly balanced.

By verifying the accuracy of ledger entries, the trial balance acts as
a critical checkpoint before the creation of formal financial

statements.

1. Balance Method: When preparing the trial balance using this
method, all ledger accounts with positive balances are moved to
the debit side of the trial balance, while all ledger accounts with
negative balances are transferred to the credit side of the trial
balance. The technique being considered is strongly connected to
the idea of balances. More precisely, it refers to adding the
remaining amounts to the account book after all adjustments have
been made to the trial balance. Moreover, if any of the ledger
accounts have a balance of zero, indicating that the total debits and
credits are equal, there is no need to include this account in the trial
balance. Ultimately, if the total amount of debits and credits on the
trial balance are equal, it may be stated that the trial balance has

been appropriately prepared.

The Total Amount Method is used to construct the trial balance
statement. In this approach, all the debit amounts from the ledger
account are transferred to the debit side of the trial balance, while

the total credit amount from the ledger account is transferred to the
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credit side of the trial balance. This method differs from the
balance method. Following this method, the trial balance statement
may be quickly prepared once all entries have been posted to the

ledger accounts, but before any changes are made.

The Total-cum-Balances technique combines the Balance
technique with the Total Amount Method to create the trial balance
statement. There are four columns created: two for recording debit
and credit balances of ledger accounts, and two for recording debit
and credit totals of distinct ledger accounts. This approach is
seldom used and lacks regularity in the creation of the trial balance

statement.

4.10 FORMAT OF TRAIL BALANCE

Name of Business
Trial Balance
as on date

Particulars L.F. Dr. Balance(¥) Cr. Balance (3)
Cash A/c XXX X
Capital A/c XXXX
Drawings A/c XXXX
Purchases A/c XXXX
Sales A/c XXXX
Machinery A/c XXX X
Rent A/c XXXX
Salaries A/c XXX X
Purchase Return and so on XXXX
Total XXXX XXXX

The include the name of the appropriate account and the

corresponding balances shown.

The (LF) is the numerical representation of the folio for a certain

account is stored.

The term "Amount (Dr.)" represents or debit balance linked to the

corresponding account.

Credit Amount: This term denotes the whole balance or entire

credit of the relevant account.
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4.11 EXAMPLE:

1 Example: the journal entries for Mittal and sons

1-1- Business started with Cash Rs.70,000
2023 and Bank of Rs. 50,000
5-1- Goods Purchased Rs.25000 from Rakesh
2023 & cheque given
7-1- Rent Paid of Rs. 1500
2023
10-1- Furniture purchased of Rs. 15,000 from
2023 AARAYV Ltd.
15-1- Commission received Rs. 2000
2023
20-1- Goods sold of Rs.50,000
2023
23-1- A Machine purchased from Hari Ltd.
2023 Rs. 35,000
25-1- Cash deposited into Bank Rs. 2500
2023
27-1- Insurance Premium paid of Rs. 2000
2023
31-1- Payment made to Hari Ltd. Rs. 35,000
2023 by Cash

Solution: Mittal and Sons:

“Dat | “Particulars” “Le | “Debit | “Cre
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e’ dger | Amou | dit
Foli | nt Amo
0’ “(Rs.) | unt”
(Rs.)
1-1- | Cash 70,00
23 Bank 0
To Capital 50,00 | 1,20,
(Being Business Started) 0 000
5-1- | Purchase Alc 25000
23 Dr 25,0
To Bank A/c 00
( Rakesh)
7-1- | Rent Paid A/c 1500
23 To 1500
0
10- | Furniture A/c 15000
1-23 To AARAV Ltd.’s 15,0
Alc 00
15- 2000
1-23 To Commission 2000
recd. Alc
(Being Commission received)
20- 50000
1-23 To Sales Alc 5000
(Being Goods Sold) 0
23- | Machine Alc 35000
1-23 | Dr 35,0
To hari Ltd. A/c 00
(Being Machine purchased
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from Hari Ltd.)
25- | Bank Alc 2500
1-23 | To Cash 2500
27- | Insurance Premium Alc 2000
1-23 | Dr 2000
To Bank
(Being Insurance Premium
Paid)
31- | HariLtd. Alc 35000
1-23 3500
0

2. Example: From the above journal entries prepare Ledgers.

JF | Dr JF | Cr
Amount Amount
(Rs.) (Rs.)
31- | To Balance 1,20,000 | 1- | By Cash 70,000
I- |cd I- | Alc 50,000
23 23 | By
I- | Bank
1- | Al
23
1,20,000 1,20,000
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Dr Dat | Particulars Cr
Amo | e Amou
unt nt
(Rs.) (Rs.)
I- | To 70,0 7- | By Rent
1-23 | To 00 1- By Bank 1,500
15- | Commission 23 | By Hari 25,00
1-23 | Received 2,00 | 25- | By Balance 0
20- | To Sales 0 1- 35,00
1-23 50,0 | 23 0
00 31- 60,50
3- 0
23
31-
3-
23
1,22, 1,22,0
000 00
Amou Cr
nt Amou
(Rs.) nt
(Rs.)
1-1- | To  Capital 50,00 | 5-1- | By Purchase 25,00
23 | Alc 0 23 Alc 0
25- | To Cash A/c 25,00 |27- | By
1- 0 1-23 | Insurance 2,000
23 31- | Prem. A/c 48,00
3-23 | By Balance 0
c/d
75,00 75,00
0 0
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JF | (Rs.) Date | Particulars JF | (Rs.)
5- 25,000 | 31-1- | By Balance 25,000
1- 23 c/d
23
25,000 25,000
JF | Dr JF | Cr
Amount Amount
(Rs.) (Rs.)
7-1- 1,500 31- 1,500
23 3-23
1,500 1,500
JF | (Rs)) JF | (Rs.)
10- | To Aarav 15,000 | 31- | By 15,000
1- Ltd. 1-23 | Balance
23 c/d
15,000 15,000
31- | To Balance 15,000 | 10- | By 15,000
1-23 | ¢/d 1-23 | Furniture
Alc
15,000 15,000
JF JF
31- | To Balance 2,000 | 15- | By Cash 2,000
1-23 | c/d 1-23 | Alc
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2,000 2,000
JF JF
31- | To 50,000 | 20- | By 50,000
1- Balance 1- Cash
23 c/d 23 Alc
50,000 1,20,000
JF JF
23- | To Hari 35,000 | 31- | By 35,000
1- Ltd. 1-23 | Balance
23 c/d
35,000 35,000
J.F JF | Cr
Amount
(Rs.)
31- | To Cash 35,000 | 10- | By 35,000
1- Alc 1- Machine
23 23 Alc
35,000 35,000
J.F JF
27- | To Bank 2,000 |31- | By 2,000
1-23 1-23 | Balance

Accounting For Managers - 110

Accounting For Managers - 112




2,000

2,000

3. Example: From the above ledgers of Mittal & Sons as on 31
Jan. 2023.

Solution:

Mittal & Sons as 2023

S.No. | Name of Account Ledger | Debit Credit
Folio Amount Amount
(Rs.) (Rs.)
1 Capital Account | | —==—me—- 1,20,000
2 Cash Account 60,500 | e
3 Bank Account 48,000 | —mmmmmmeee-
4 Purchase Account 25,000 | —mmmmemee-
5 Rent Account 1,500 | —emmeeeeee-
6 Furniture Account 15,000
7 Aarav Ltd. Account | | —mm-mme- 15,000
8 Commission | | =m————- 2,000
Received Account
9 Sales Account | | —-—-- 50,000
10 Machine Account 35,000 | ----mmm--
11 Hari Ltd. Account
12 Insurance Premium 2,000 | —meeee-
Account
Grand 1,87,000 1,87,000
Total

4. Example extracted from the Ltd., prepare Trial

1. 4,200
2. 16,800
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A A L

Bills Receivable 18,000
Bills payable 16,000
Sundry debtors 24,600
Sundry creditors 32,400
Capital 50,000
Computers 18,000
Sales 1,05,000

10. Purchases 75,000
11. Carriage Inward 2,700

12. Salaries 12,000

13. Advertisement 2,400

14. Insurance 1,600
15. Furniture 7,500
16. Stock 18,600

17. Office Rent 2,000
Solution:
Ltd. as on 31 March 2022

S.No. | Name of Account Ledger | Debit Credit

Folio Amount | Amount
(Rs.) (Rs.)

1 Cash in hand 4200 | --—---

2 Cash at Bank 16,800 | --—-—--

3 Bills Receivable 18,000 | --—-——--

4 Bills payable | | - 16,000

5 Sundry debtors 24,600 | ----——--

6 Sundry creditors | | --------- 32,400

7 Capital | | e 50,000

8 Computers 18,000 | ---m-----

9 Sales || e 1,05,000

10 Purchases 75,000 | --—-——-

Accounting For Managers - 112

Accounting For Managers - 114



11 Carriage Inward 2,700 | —m-mem-
12 Salaries 12,000 | -—--—--
13 Advertisement 2,400 | -

14 Insurance 1,600 | -
15 Furniture /51010 [e——
16 Stock 18,600 | -—-m-mm-
17 Office Rent 2,000 | ——-mmeeee
Grand Total 2,03,400 2,03,400

4.12 LET US SUM UP

The journal, ledger, and trial balance are essential components of
the bookkeeping process in accounting. The purpose is to verify

are equal after all journal entries have been posted.

Financial Statement Preparation: Provides the foundation for
including the income statement

Error Detection: Prior to, the system identifies errors in the ledger
that require correction.

Prior to the development, a trial balance is implemented to is
balanced and precise.

Businesses can make informed financial decisions and ensure the
integrity of their financial records by maintaining accurate and up-

to-date journals, ledgers, and trial balances.

4.13 KEY WORDS

Journal: refers to a sequential and systematic documentation or
registry where the first recording of a firm's financial activities

ocCcurs.
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Ledger: is a comprehensive written or electronic document that
spans many accounts, acting as a repository for tracking

transactions associated with a certain account.

Trial balance: is a vital accounting tool that serves as an internal

financial statement.
1 is referred to as the "book of original
Answer: entry

2. A entry is used to document each transaction in the

Journal.
Answer: journal

3. The Journal contains compound entries that

accounts.

Answer: two

4. referred to as the "book of entries."
Answer: final

5. The Trial Balance is generated at the conclusion of a

period.

Answer: accounting
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UNIT 5: CASH BOOK & OTHER
SUBSIDIARY BOOKS

Structure

5.0 Introduction
5.1 Objectives

5.2 Meaning of Cash Book
5.3 Characteristics of Cash Book

5.4 Types of Cash Book

5.5 Format of Cash book

5.6 Advantages of Cash Book
5.7 Examples of Cash book

5.8 Subsidiary Books:

5.9 Different Types of Subsidiary Books:

5.10  LetUs Sum Up :
5.11 Key Words
5.12 Answers to Check Your Progress

5.13 Terminal Questions

5.0 INTRODUCTION

The Cash Book and other Subsidiary Books are important tools
used to record routine and repetitive business transactions
systematically. The Cash Book records all cash and bank
transactions, while Subsidiary Books such as the Purchase Book,
Sales Book, and Returns Books help in maintaining detailed
records of specific transactions. These books reduce the burden on
the journal, improve accuracy, and facilitate efficient accounting

and easy reference.

5.1 OBJECTIVES

After studying this chapter, students will be able to:

1. Understand the meaning and importance of the Cash

Book in accounting.
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2. Identify the different types of Cash Books and their uses.

3. Record cash and bank transactions accurately in the Cash
Book.

4. Understand the concept and purpose of Subsidiary Books.
5. Identify wvarious types of Subsidiary Books used in
business.

6. Record routine and repetitive transactions in appropriate
Subsidiary Books.

7. Understand how Subsidiary Books help in reducing

workload and improving efficiency.
8. Develop accuracy and discipline in maintaining

accounting records.

5.2MEANING

The is a primary accounting document used to record in
chronological order. It is classified as a Book of Original Entry
(or Prime Entry) because it is the first place where cash-related

transactions are entered.

In small-scale businesses, it is manageable to record all

transactions in a single ledger commonly known as a Journal.
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This journal serves as the initial recording book for all types of
transactions. However, as the scale of operations grows, recording
everything in one ledger becomes impractical. To manage this
more efficiently, businesses maintain a separate register
exclusively for cash-related transactions, known as the Cash Book

or Cash Journal.

S.3FEATURES OF A CASH BOOK

5.3.1 Cash receipts are recorded on the debit side, while cash payments are
entered on the credit side.

5.3.2 The cash balance is calculated by subtracting the total payments from the
total receipts, giving the net amount of cash on hand and in bank
accounts.

5.3.3 The Cash Book helps businesses monitor their available cash position—
both physical cash and bank balances—at any given moment.

53.4 It records only cash and bank transactions. Transactions made on
credit are not included and are recorded separately.

5.3.5 The Cash Book serves a dual role: it functions as both a journal (for
initial entry) and a ledger (for account balancing) specifically for cash

and bank transactions.

5.4 TYPES OF CASH BOOK

is a fundamental bookkeeping tool designed to record all cash-
related transactions within a business. The term "single column"
refers to its unique format, which includes just one column
dedicated exclusively to tracking cash transactions, encompassing
bothThis type of cash book is commonly used by small businesses

or organizations that require straightforward cash management.
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The structure of a typically includes the following elements:

o Date: Records the specific date.

o Details/Description: Provides a brief explanation of the
indicating whether it is a cash receipt or a payment, along
with any relevant details.

e Cash Received (CR) Column: Used to document all cash
inflows, such as sales revenue, loans received, or any other
source of cash income.

e Cash Paid (CP) Column: Records all cash outflows,
including expenses, purchases, and other payments made in
cash by the business.

e Balance Column: Maintains a continuous tally of the cash
available after each transaction. The starting balance is
entered at the beginning, and it is adjusted accordingly as

transactions occur.

The balance column offers an uninterrupted record of the cash
amount available after each transaction. The initial balance is often
entered at the beginning, and subsequent inputs are used to alter

the balance.

spent is calculated, allowing for the assessment of the net cash
flow for that period. It is crucial for the closing balance to

correspond precisely with the physical quantity of cash available.

5.5 FORMAT
In the Books of ...
Dr. Cash Book
Date Particulars J.F. Amount (¥) Date Pai

A has an additional column that is especially allocated for
recording discounts. A double-column cash book segregates cash

receipts and transactions into one column, while discounts received
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and discounts provided are documented in a separate second

column.

Discount, classified as a nominal account, is for discounts given
for discounts received. accounting period, both columns are
compared and adjusted, and the final balances are moved

correspondingly.

Format

Dr. (Receipts) CASH BOOK
Date Description |V.No.| PR | Disc. | Cash | Date Descri

Triple column cash book:

In a triple column cash book, two columns have resemblance to
those seen in a double column cash book. The additional column is
specifically meant for recording bank transactions.

The progress made by the banking sector has resulted in the
widespread use of checks by most businessesit is advantageous to
include a understanding of transactions. is used to document
insignificant transactions inside a company. These transactions
may happen on a regular basis and are repetitive, which might
overload the general cash book. As a result, it is stored in a

different location.

[llustrations of such transactions include the procurement of
stationery, payment for postage, and reimbursement for lunch

expenditures.
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The common format used in a three column cash book is sh

Dr. (Receipts) CASH BOOK
Date | Description |V.No.|PR| Disc. | Cash | Bank | Date | Descripti

5.6 ADVANTAGES

1. It simplifies confirming the accuracy of cash amount with the
actual physical money available, hence assisting in identifying
errors in.

2. It facilitates the maintenance of a methodical record of
transactions arranged chronologically for the benefit of the
accounting personnel.

Cash payments or transactions may be precisely monitored in the
cash book since they are documented in chronological order.
4. 1t facilitates the detection of any occurrences of financial fraud
inside the firm.

5. It reduces the workload and streamlines efficiency by saving
time and effort.

M/s Paramjeet Enterprises for the month of June 2022, record the

following transactions

Date Particulars
June 1 Cash in hand: 45,000
June 5 HCommission received in cash for 8,000 with
June 10 Rent paid for 7,000 with CGST and SGST @ ¢

June 13  Goods sold for cash for 13,000 plus CGST an
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Solution:

In the Books of M/s Paramjeet Enterpris

Dr. Cash Book

Date Particulars J.F. Amount (¥) Date |
June 1 To Balance b/d 45,000 June 10 By Rent
June 5 To Commission A/c 8,000 June 10 By Inpu
June 5 To Output CGST A/c 480 June 10 By Inpu
June 5 To Output SGST A/c 480 June 21 By Purc
June 13 SalesA/c 13,000 June 21 By lInpu
June 13 | To Output CGST A/c 780  June 21 By lInpu

2. Example

M/s Kiran Traders of March 2022, transactions:

Date Particulars
March 1 Cash Balance
March 1 Bank Balance
March 6 Paid by Bank
| March 12 Paid wages in cash
| March 15 | Received from Om

March 17  Paid Charu through cheque

Solution:
In the Books of M/s Kiran Traders

Dr. Cash Book
Date Particulars L.F. Cash(?) Bank(¥) Date Pa
March 1 To balance b/d 7,000 12,750 March6 ByBank
March6 To CashA/c c* - 7,000 March 12 By Wage
March 15 To Om A/c 7,500 - March 17 By Chart
March 21  To Bank A/c & 2,500 - March 21 By Cash.
March 31 To Cash A/c C 2,750  March 23 By Salari
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5.7 SUBSIDIARY BOOKS:

Subsidiary Books are primary records where transactions are first
recorded. These diaries are sometimes referred to as Day Books or
special journals. We document transactions of a similar type in
Subsidiary Books. They are beneficial in surpassing the constraints
of journal books or journal entries. This article will explore many

categories of Subsidiary Books.

5.8 DIFFERENT TYPES OF SUBSIDIARY
BOOKS:

The following are several kinds of subsidiary books or specialty
journals used in accounting to document certain categories of

transactions:

Purchases Book: This book documents all instances of buying
products on credit. Commonly, it includes specific information
such the purchase date, supplier's name, invoice number, quantity

acquired, and total amount.

Purchase Book Format

Name of the Supplier and details of Invoice
Date L.F. A
purchases ref.

Sales Book: The sales book is used to document all instances of
products being sold on credit. Like the purchasing book, this
record contains information such as the sale date, client name,

invoice number, quantity sold, and amount.
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Sales Book Format

Invoice
Date Particulars L.F. A
ref.
The Purchases Return or Return Outwards Book is used to
document the return of items to suppliers for reasons such as faults,
overstock, or improper shipments. The information provided
consists of the return date, supplier's name, invoice number from
the initial purchase, quantity returned, and the corresponding

amount.

Purchase Return Book

Debit
Date Particulars Note L.F. Details

No.

also known as the Return Inwards Book, is maintained to record the
details of goods that customers return to the business. items by
consumers. The information it includes comprises the return date,
customer's name, original sales invoice number, quantity of items

returned, and the corresponding sum.

Sales Return Book

Qutward
Date Particulars L.F. Details
invoice
used to document any written commitments made by customers to
pay a certain amount on a future date. The document contains

specific information, such as the bill's date, the debtor's name, the

bill number, the amount owed, and the deadline for payment.

Accounting For Managers - 122

Accounting For Managers - 125



Bills Receivable Book Format

No. Daye Name Name Date

From Name of [
of of of the of the of

whom acceptor t
bills receint receiver drawer bill

serves as a register that keeps track of obligated to pay future. These
bills are written commitments to pay a certain amount. The
information provided consists of specific facts such as the bill's
date, the creditor's name, the bill number, the amount owed, and

the due date.

Bills payable Book Format

No. Name Name Date
Daye of To VWhere

of of of the of
acceptance whom payable

bills drawer payee bill

Journal Proper document transactions that do not fall under any of
the aforementioned specialty journals. It include transactions such
as adjustments, accruals, depreciation, and other atypical entries.
The journal proper document various do not have a dedicated

subsidiary book.

59 LET US SUM UP :

Debits are recorded chronologically while credits are recorded
When maintaining need to in the ledger. reconciled in a manner
similar to that of a ledger account. Nevertheless limitation that
cash payments cannot surpass cash receipts and the amount of cash
available at the start of the quarter, a negative balance will always
exist in the cash book. The duplicate copy of the cashier's receipt

often serves as the primary document for cash receipts.
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Any written record, such as a document, invoice, bill, receipt, or
similar item, that is used for the purpose of making a payment will
serve as a source document for the accurate recording of financial
transactions in the cash book. The papers, often known as
vouchers, are assigned a unique serial number and stored in a
separate file for future reference and verification after payment has

been completed.

5.10 KEY WORDS

Cash Book: functions as a fundamental document, sometimes

referred to as an Original Entry or Prime Entry book.

Subsidiary Books: are primary records where transactions are first

recorded.
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UNIT 6: PREPARATION OF TRADING,
PROFIT (WITH ADJUSTMENTS).

Structure
6.0 Introduction
6.1 Objectives

6.2 Benefits of a Trading Account:

6.3 Drawbacks of a Trading Account

6.4 Profit and Loss Account

6.5 Balance sheet:

6.6 Let Us Sum Up :
6.7 Key Words
6.8 Answers to Check Your Progress

6.9 Terminal Questions

6.0 INTRODUCTION

Final accounts provide a comprehensive view of a business's
financial status and demonstrate its profitability. The ultimate
Account is used by both external and internal entities for diverse
objectives. The Trading Account, Profit and Loss Account, and

Balance Sheet all constitute the final accounts.

Format of trading account

Trading account for the vear ended..

To opening stock XXX By Sales
To purchases XXX Less returns
Less returns XXX
————————————— XXXX By closing sto
To Direct expenses: By gross loss |
Carriage inward XXX
Freight XXX
Octroi XXX
Dock dues XXX
Excise duty XXX
Royalty XXX
Motive power XX

Accounting For Managers - 128



6.1 OBJECTIVES

After studying this unit, you should be able to:

. Explain the concept of Trading, Profit
& Loss A/c and balance Sheet.

o Discuss the benefits of accounting standards;
o Understand about the International

Financial Reporting Standards, GAAP, IAS etc.

6.2 BENEFITS OF A TRADING ACCOUNT:

Trading accounts provide several benefits for investors, such as

Efficient and convenient trading of financial instruments.

Gain access to an extensive range of investing opportunities, including

equities, fixed income securities, and pooled investment vehicles.

Real-time monitoring and management of investments. Capitalising

on fleeting market opportunities.

Leverage, although having the potential to enhance profits, also

amplifies the level of risk involved.

Advanced research and analysis tools designed for professionals to aid

in making informed financial choices.

Various tax advantages, such as tax loss harvesting, and others.
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6.3 DRAWBACKS OF A TRADING
ACCOUNT

Loss risk: Trading entails the possibility of incurring financial
losses, and the likelihood of such losses is greater with a trading
account compared to a savings account or other investment

accounts.

Complexity: Trading may be intricate and perplexing, particularly
for novices. Prior to creating a trading account, it is crucial to
possess a comprehensive comprehension of the markets and

trading tactics.

Trading platforms and brokerages sometimes impose fees and

charges on their services, which may diminish earnings.

Emotional engagement: Engaging in trading may have a significant
emotional toll, and it is crucial to remain composed and avoid

allowing emotions to influence decision-making.

Regulation limitations: The extent of regulation on trading and
trading platforms varies among countries and may not be as

comprehensive as regulation on other kinds of financial accounts.
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The need for continuous monitoring is essential in trading since it
involves closely observing the markets and positions, which can be

both time-consuming and mentally demanding.

Insufficient diversification: Trading accounts primarily concentrate
on a single asset and lack diversification, resulting in heightened

risk.

Format of Profit and Loss Account

Profit & Loss Account

Dr. (For the year ended...)
Particulars Amount Pai
To G | b/d X
° ross. b/ x By Gross Profit
To Salaries Xxx .
5 By Discount Rec
To Office rent, rates and taxes Xxx _
o i By Commission |
To Printing & stationery Xxx
By Bank Interes'
To Telephone expenses Xxx )
By Rent receive
To Postage & telegram Xxx 22
" By Dividend on
To Discount Allowed Xxx
By Interest earn
To Insurance Xxx i
) By Profit on sals
To Audit Fees Xxx
IS By Net loss
To Electricity charges Xxx
To Repairs & renewals Xxx
To Depreciation Xxx
To Advertisement Xxx
To Carriace Outwards Xxx

Benefits of Profit and Loss Account

Using a Profit and Loss (P&L) account offers several benefits:

Offers a concise overview of a company's financial performance: A
profit and loss (P&L) statement displays a company's income and
costs for a certain timeframe, providing managers and investors

with insight into the company's financial performance.

Facilitates identification of areas for improvement: Through the

analysis of a profit and loss (P&L) statement, managers may
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pinpoint areas where the firm is spending significant expenditures

and implement measures to mitigate them.

Enhances the process of making decisions: A profit and loss (P&L)
account offers crucial financial information that may be used to
make significant company determinations, such as whether to

increase operations or reduce expenses.

Assists in predicting future performance: Through the examination
of previous performance and patterns, managers may use the P&L

account to generate well-informed forecasts on future performance.

Mandated by legislation: Companies in the majority of nations are
obligated to generate an annual profit and loss statement and

disclose it to their shareholders.

Demanded by individuals or groups with a vested interest: Banks,
investors, and other stakeholders use the profit and loss (P&L)
account to assess the financial performance of a firm and determine

lending or investment choices.

Drawbacks of Profit and Loss Account

A Profit and Loss (P&L) account is a financial statement that
provides a comprehensive overview of a company's income,
expenditures, and spending for a certain time frame. This statement
demonstrates the company's financial success and operational
effectiveness. Nevertheless, there are certain drawbacks associated

with using a profit and loss account:

The financial statement just presents the financial results within a
certain timeframe and does not provide a comprehensive overview

of the company's financial well-being.
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The financial performance report just focuses on the company's
income and costs, neglecting other crucial aspects like assets and

liabilities.

The document lacks details on the company's cash flow, a crucial
aspect for comprehending its capacity to pay debts and fulfill other

financial commitments.

It is susceptible to manipulation, since some organizations may use
accounting strategies such as creative accounting to enhance the

appearance of their financial success beyond its true state.

The information does not indicate the relative success of the firm

compared to other companies in the same industry.

6.6 BALANCE SHEET:

A balance sheet is a formal presentation of a business's assets
(including fixed assets and current assets) and liabilities (including
long-term obligations and current liabilities) that provides a
comprehensive financial snapshot of the business's situation within

a certain time period.

As this is a sheet of information, rather than a statement, it does not
include the components 'to' and 'by' seen in other accounts. The
balance sheet comprises the whole of a company's assets,

liabilities, and capital as of the last day of a fiscal year.

All items on the left-hand side (LHS) of a balance sheet are
classified as liabilities. All items on the right-hand side (RHS) of a

balance sheet are classified as assets. When preparing the Balance

Accounting For Managers - 133



Sheet, it is essential for the total liabilities to be equal to the total

assets.

The balance sheet is compiled by aggregating the assets (including
fixed assets and current assets) and the liabilities (including long-

term obligations and current liabilities) as of a certain date.

Assets

Assets are the tangible or intangible resources that have e

conomic value for enterprises.It 111AY be classified as -

Fixed assets refer to assets that have been acquired or built and are
utilized to generate profits not just in the current year but also in
future years. However, the life and usability of the assets also play
a significant role in determining the outcome. Fixed assets may be
classified as either tangible or intangible. Fixed assets include plant

and equipment, land and building, furnishings, and fixtures.

present Assets refer to the assets that may be readily used to fulfill
the firm's present obligations, also known as current liabilities.

Current assets include cash at bank, stock, and various debts.

Fictitious Assets refer to the accumulated losses and costs that are
shown on a company's balance sheet but do not represent any
tangible or virtual assets. Examples of fictional assets include
discounts on the issuing of shares, the Profit & Loss statement, and

capitalized spending for the time being.

Cash and cash equivalents refer to liquid assets that can be easily
converted into cash within a short period of time. Cash balance,
cash held in bank accounts, and securities that may be redeemed
within the next three months are together referred to as Cash &

Cash equivalents.
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Wasting assets refer to assets that decrease or deplete in value due
to their use. For instance, mining and inquiries, among other

things.

Tangible assets are physical assets that can be physically handled,
seen, and have volume. Examples of tangible assets include cash,

shares, and buildings.

Intangible assets refer to valuable assets that lack physical form
and cannot be perceived by touch or sight. Examples of intangible

assets include patents, goodwill, and trademarks.

Accounts Receivables refer to the amount of money owed to a
company by its customers or clients. This includes bills receivables

and assorted debtors.

Working capital refers to the difference between a company's

current assets

Liability:

A liability is a financial obligation that a business, organization, or
company incurs as a result of prior transactions or occurrences.
The settlement/repayments are anticipated to cause an outflow

from the resources of the particular company.

There are two primary categories of liability —
Current liabilities refer to the debts or obligations that are
anticipated to be paid during the current year. For instance, taxes,

accounts due, wages, and partial payments of long term loans,

among others.

Long-term liabilities refer to the obligations that are anticipated to

be settled over a period beyond one year. Some examples are
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mortgages, long-term loans,

commitments.

Format of Balance Sheet:

Liabilities

Capital
Add: Net Profit

Interest on Capital
Less: Drawings

Income Tax

Interest on Drawings

Net Loss
Reserves and Surplus
Mortgage

1 oan (Credit)

Example :

XXX

XXX

XXX

long-term bonds, and pension

XXX

XXX

(XXX)

Balance Sheet of...
(asat.)

Amount (X)

Goodwill
Patents and Tra
Business Premi
Freehold/Lease
Land and Buildi
Plant and Mach

XXX  Furniture and F

XXX  Investments

XXX Loose Tools

XXX ' Closina Stocks

From the following Balances of M/s Aman Sales on 31/3/2022,

prepare a Trading and Profit & Loss Account and a Balance Sheet

as on that date.

Drawings 8,000

Sundry Debtors 1,26,000

Office Salaries 18,000

Bills Receivable 10,000

Wages 8,000 Opening stock 90,000
Commission 9,000 Fixtures and Fittings
13,000

Trade Expenses 5,000 Cash in hand 2,000

Rent 4,400 Machinery 24,800

Discount received 8,000

Bank Overdraft 10,000

Bills Payable 14,000

Purchases 1,00,000

Sales 2,58,000

Return Inwards 2,000
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Capital 48,000 Sundry Creditors 80,000

Return Outwards 2,200

Additional Information:

(a) The closing stock on 31.3.2022 was 1,04,000

(b) Charge depreciation on Machine @10% per year
(c) Outstanding Rent Rs. 400

(d) Prepaid Wages Rs. 1000

Solution:

Trading and Profit and Loss A/c of M/s Aman Sales for the year
ended March 31, 2022

Particulars Debit Particulars Credit
Amount Amount
(Rs.) (Rs.)
To Opening Stock 90,000 By Sales
To Purchase 2,58,000 2,56,000
1,00,000 97,800 Less: Return
Less: Return | 2,000 1,04,000
2,200
7,000 By Closing Stock
To Wages
8,000 1,65,200
Less: Prepaid wages | 3,60,000 3,60,000
1,000
18,000 1,65,200
To Gross Profit c/f 9,000 8,000
5,000 By Gross Profit b/f
By Discount
To Office Expenses | 4,800 received
To Commission
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To Trade Expenses | 2,480
To Rent | 1,33,920
4,400 1,73,200 1,73,200
Add:  Outstanding
400
To Depreciation on
Machine @ 10%
To Net Profit c/f
Balance Sheet of M/s Aman Sales as on March 31, 2022
Liabilities Amount Assets Amount
(Rs.) (Rs.)
Capital Fixtures & Fittings 13,000
48,000 Machinery
Less:  Drawings 24,800 22,320
8,000 1,73,920 Less: Depreciation
Add: Net Profit 2,480 1,26,000
1,33,920 W
114,000 | Debtors 2,000
Bills Payable Bills Receivable 1,000
Bank overdraft 10,000 Cash in Hand 1,04,000
Sundry Creditors Prepaid Wages
Outstanding Rent | 80,000 Closing Stock
400
Total Total 2,78,320
2,78,320
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6.7 LET US SUM UP :

A structured approach is necessary to produce financial statements,
including the Trading Account, Profit & Loss Account, and
Balance Sheet. The following is a concise summary of each

component and their interrelationship:
Trading Account

The Trading Account is employed to ascertain the gross profit or
gross loss of a business. It encompasses all direct revenues and

direct expenses that are associated with the commercial activities.
Profit and Loss Account

The net profit or net loss of a business is determined by the Profit
& Loss Account. It encompasses all indirect revenues and

expenses.
Procedures for the Preparation of Financial Statements
Gather financial information:

Gather all financial information, including income, expenses, sales

records, and trial balances.
Prepare the trading account:

Calculate the gross profit or gross loss by recording all direct

incomes and direct expenses.
Compile the Profit and Loss Account:
Transfer the gross profit or gross loss from the Trading Account.

To ascertain the net profit or net loss, document all indirect

incomes and expenses.

Accounting For Managers - 139



Compile the balance sheet:
Compile an inventory of all assets and liabilities.

Ensure that the total assets are identical to the sum of the total
liabilities and the equity of the shareholders (Assets = Liabilities +

Equity).

6.8 KEY WORDS

Final accounts: provide a comprehensive view of a business's

financial status and demonstrate its profitability.

Trading account: is the first section of this account, used to

calculate the overall profit generated by the company.

Profit and loss account: displays the overall profit and loss of the

firm throughout the specified accounting period.

Balance sheet: is a formal presentation of a business's assets
(including fixed assets and current assets) and liabilities (including

long-term obligations and current liabilities)

69 ANSWERS TO CHECK YOUR
PROGRESS

1. The Trading Account is equipped to ascertain the

from trading activities.

Answer: gross profit

2. The Trading Account's opening stock is recorded on the

side.

Answer: debit
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3. Purchases of products are documented on the

of the Trading Account.

Answer: debit

4. Gross profit is subtracted from

net profit.

Answer: operating

side

expenses to determine

5. The financial position of the company at a particular juncture in

time is depicted in the

Answer: Balance Sheet

statement.

Drawings 4,000 Sundry Debtors 63,000
Office Salaries 9,000 Bills Receivable 5,000
Wages 4,000 Opening stock 45,000

Commission 4,500

6,500

Fixtures and Fittings

Trade Expenses 2,500

Cash in hand 1,000

Rent 2,200

Machinery 12,400

Discount received 4,000 Bank Overdraft 5,000
Bills Payable 7,000 Purchases 50,000

Sales 1,29,000 Return Inwards 1,000
Capital 24,000 Sundry Creditors 40,000

Return Outwards 1,100

Additional Information:

(a) The closing stock on 31.3.2022 was 1,04,000

b) Charge depreciation on Machine @10% per year
( ge dep pery

(c) Outstanding Rent Rs. 200
(d) Prepaid Wages Rs. 500
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UNIT 7: DEPRECIATION ACCOUNTING

Structure:

7.0 Introduction

7.1 Objectives

7.2 Meaning of Depreciation

7.3 Characteristics of Depreciation

7.4 Objectives or need of Depreciation

7.5 Methods of providing Depreciation

7.6 Straight Line Method

7.7 Numerical questions on straight line method
7.8 Diminishing Balance Method

7.9 Numerical questions on diminishing line method
7.10 Let Us Sum Up.

7.11 Keywords

7.12 Check your progress

7.13 Terminal questions

7.0 INTRODUCTION

Depreciation accounting deals with the systematic allocation of the
cost of fixed assets over their useful life. As assets like machinery,
buildings, and equipment are used in business operations, their
value gradually declines due to wear and tear, obsolescence, or
passage of time. Depreciation ensures that the cost of such assets is
fairly charged to accounting periods, helping in accurate profit

measurement and true presentation of the financial position of a

business.

7.1 OBJECTIVES

After studying this chapter, students will be able to:

. Understand the meaning, nature, and need for depreciation.
J Identify the causes of depreciation in fixed assets.

. Explain different methods of calculating depreciation.

o Record depreciation in the books of accounts.
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. Understand the impact of depreciation on profit and asset

valuation.
. Apply depreciation concepts in practical accounting situations.
. Appreciate the role of depreciation in presenting true and fair

financial statement.

7.2 MEANING OF DEPRECIATION:

The word 'depreciation’ is often used to describe the reduction in value
of several types of assets. However, within the field of Accounting, its
use is limited to the depletion of the value of tangible fixed assets. With
the exception of land, all other tangible assets possess a finite duration

of use.

The primary purpose of their use is to create revenue throughout its

economic lifespan. Therefore, it is essential to appropriately assign

the cost of these assets as expenses to the accounting periods during
which they are used. The term used to describe the accounting
procedure by which the cost of fixed assets is gradually allocated as an
expenditure is known as "depreciation." Depreciation may be described
as a persistent and steady reduction in the recorded value of a fixed
asset, resulting from factors such as use, deterioration, obsolescence,

or the passage of time.

Depreciation, as defined by the Accounting Standard No.6 of the
Institute of Chartered Accountants of India (I.C.A.I), refers to the
quantification of the reduction in value of a depreciable asset due to
factors such as wear and tear, consumption, passage of time, or

obsolescence resulting from technological advancements and market

fluctuations.

7.1 CHARACTERISTICS OF
DEPRECIATION:

1. Depreciation pertains to a decline or reduction in the worth of

an asset, as opposed to its appreciation or growth in value. The term "it"
refers to a decrease in the book value of the item. The aforementioned
value may or may not exhibit equivalence to the market value or the
cost price of the item.

2. The decline in book value is characterized by a steady and
protracted progression rather than an abrupt occurrence. The
phenomenon under consideration exhibits a perpetual and enduring

contraction.
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3. Depreciation is limited to the decrease in the value of fixed
assets. Once a fixed asset is used, the process of depreciation starts

and continues indefinitely.

7.2 OBJECTIVES OR NEED FOR
PROVIDING DEPRECIATION:

(a) In order to determine accurate profits, it is necessary to
consider the concept of depreciation as a cost associated with
capital assets used in generating profits. Consequently, it is
essential to regard depreciation as a legitimate business expense.
The determination of accurate profit is contingent upon the

appropriate allocation of expenses in the accounting.

(b) In order to accurately represent the financial condition of a

company.

it is necessary to account for depreciation and reflect the assets at
their appropriate valuations. This ensures a realistic and unbiased
depiction of the firm's financial state. The absence of depreciation
allocation in the financial statements may result in an
overstatement of asset values on the Balance Sheet, so failing to
accurately represent the genuine and equitable status of the

organization.

(¢) In order to generate financial resources for the purpose of

replacing assets:

Depreciation is a kind of spending that does not involve the actual
outflow of cash. Therefore, the depreciation charged to the Profit
and Loss account is retained inside the firm. This cumulative
amount serves as a source of money for the replacement of the

asset at the conclusion of its working life.
(d) In order to maintain the integrity of the capital:

In the absence of depreciation charges, the recorded profit will be
artificially exaggerated. If the aforementioned gains are allocated

to the proprietors, it will result in the dispersion of the fixed capital
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within the enterprise. Over time, it will have an impact on the

financial well-being of the organization.

(e) The provision of depreciation is a requirement mandated by

law.

According to Section 205 of the Indian Companies Act, it is
mandatory for a joint stock company to allocate funds for

depreciation prior to paying earnings in the form of dividends.

7.3 METHODS OF PROVIDING
DEPRECIATION

There exist several techniques of depreciation, which will be

elucidated as follows:
1.The Straight Line Method:

often referred to as the Fixed Installment Method, involves the
consistent allocation of a uniform depreciation expense each year
across the useful life of the asset. The objective is to gradually
reduce the carrying value of the asset to zero by the conclusion of

its economic lifespan.
2.The Written Down Value Method:

involves the application of a predetermined percentage to the
depreciated value of an asset, resulting in a depreciation expense
that reduces the item's value to its residual value at the end of its
useful life. This approach is sometimes referred to as the declining

value technique or the lowering balance method.
3.The Sum of Years of Digit technique:

i1s a modified version of the write down value technique that is

used to expedite the process of depreciation.
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4.The Annuity Method :

primarily focuses on achieving cost recovery and a consistent rate
of return for depreciable assets. The annuity technique involves the
inclusion of both the asset's value and the interest lost during its

lifespan in the write-off process.
5.The Sinking Fund Method:

involves the annual allocation of a certain amount for
depreciation, which is then transferred to the sinking fund account.
Moreover, Government Securities are acquired using an equal sum,
and the income earned is reinvested and allocated to the sinking

fund account.
6. The output Units Method:

Involves determining depreciation by comparing the actual output

to the predicted production.
7.The depletion Method:

This is used when natural resources, such as oil reservoirs and coal

deposits, are fully exhausted.

7.6 NUMERICAL QUESTIONS ON
STRAIGHT LINE DEPRECIATION
METHOD

Q.NO. 1 You are required to ascertainment the Amount of annual
Depreciation and Rate of Depreciation by using Straight Line Method
(SLM) from the following:

Bought a second-hand machine for X 86,000, spent X 28,000 on its
cartage, repairs and installation, estimated useful life of machine 4

years. Estimated scrapl value X 62,000.
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Solution:

Amount of annual Depreciation =

Cost of Machine- Scrap value of Machine / Useful life in years
= (86000+28000) — 62000 / 4 = Rs 13000

Rate of Depreciation = Amount of Depreciation / Cost of Machine

X 100
= 13000/ 114000 X 100 =11 % p.a.

Q No.2 . Mahesh bought a machine on 1 Apr 2017 for  400000. The
expected life of the machine is 3 years and its estimated scrap value is
%40000. By the end of its expected useful life, the machine is sold for
50000. Prepare the necessary ledger accounts in the books of Mahesh
for the year ending 31%" December every year. Use straight line

method.

Important Notes:

How to calculate Depreciation?

Depreciation = (Cost of Asset — Net Residual Value ) / Useful life
= (400000 —40000) /3 = 120000 p.a.

MACHINERY ACCOUNT
D Particul Amo D Particular Amo
ate ars unt ate S unt
20 20
17 17
By
01 To 4000 31 9000
Depreciation
-Apr | CashA/c | 00 -Dec 0
Alc
31 By 3100
-Dec | balance ¢/d 00
4000 4000
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00 00
20 20
18 18
To By
01 3100 31 1200
balance Depreciation
-Jan 00 -Dec 00
b/d Alc
31 By 1900
-Dec | balance c/d | 00
3100 3100
00 00
20 20
19 19
To By
01 1900 31 1200
balance Depreciation
-Jan 00 -Dec 00
b/d Alc
31 By 7000
-Dec | balancec/d |0
1900 1900
00 00
20 20
20 20
To By
01 7000 31 3000
balance Depreciation
-Jan 0 -Mar 0
b/d Alc
31 By Cash 4000
-Mar | A/c 0
7000 7000
0 0
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DEPRECIATION ACCOUNT

Dat Particula Amo Particular Amo
Date
€ IS unt S unt
201 201
7 7
To
31- 9000 31- By Profit 9000
Machinery
Dec 0 Dec & LossAlec |0
Alc
9000 9000
0 0
201 201
8 8
To
31- 1200 31- By Profit 1200
Machinery
Dec 00 Dec & Loss A/c | 00
Alc
1200 1200
00 00
201 201
9 9
To
31- . 1200 31- By Profit 1200
Machinery
Dec 00 Dec & Loss A/c | 00
Alc
1200 1200
00 00
202 202
0 0
To
31- 3000 31- By Profit 3000
Machinery
Mar 0 Dec &LossAlc |0
Alc
3000 3000
0 0
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7.7 DIMINISHING BALANCE METHOD

The several approaches to depreciation are derived from a
mathematical calculation. The aforementioned formula is
generated by an analysis of the assets' behavior over a certain time
frame. The Diminishing Balance Method is an example of a
depreciation technique. Allow us to further explore this
methodology. The Diminishing Balance Method entails the
application of a consistent percentage to the book value of an asset
in order to calculate depreciation. The book wvalue, which
diminishes annually, is sometimes referred to as the Reducing
Balance Method or the Written-down Value Method. As the book
value diminishes annually, the corresponding depreciation amount
likewise decreases. According to this approach, the asset's worth

does not diminish to zero.

When the quantity of depreciation incurred using this approach and

its related timeframe are graphed, it yields a descending line.

This strategy is predicated on the premise that during the first
years, the expenses incurred for asset maintenance are less, hence
necessitating a higher allocation of depreciation. Furthermore, as
time progresses, the expenses associated with repairs will
inevitably rise, resulting in a reduced allocation of depreciation.
Therefore, this approach leads to a consistent distribution of

financial impact on the annual profit over the lifespan of the asset.

Nevertheless, in the context of this approach, it is possible that
insufficient depreciation will be allocated at the conclusion of the

asset's useful life if the depreciation rate used is not suitable.

Furthermore, it is important to take into account the duration of

asset use while using this approach. If an asset is used exclusively
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for a duration of two months within a given year, the depreciation

expense will be incurred just for that two-month period.
ADVANTAGES OF DIMINISHING BALANCE METHOD

e The computation of depreciation using the declining
balance approach is rather straightforward. No specialized
expertise 1is necessary to compute the depreciation
expenditure using this particular approach.

e The depreciation calculation technique described is suitable
for assets of significant value, such as buildings, plants,
machinery, and equipment, which possess a lengthy
lifespan.

e This strategy involves deducting a greater amount of
depreciation during the early years. Minimizing the impact
of asset obsolescence is beneficial in mitigating its effects.

e The tax authorities deem the declining balance technique of
depreciation to be appropriate. Therefore, it offers tax
advantages to the organization.

e The diminishing balance technique effectively distributes
the annual impact on the profit and loss account by
accounting for both depreciation and repairs. The
depreciation amount exhibits a downward trend, however
the expenditures incurred for repairs demonstrate a
consistent upward trajectory. Therefore, the overall
expenditure relative to income stays relatively constant

over many years.

DISADVANTAGES OF DIMINISHING BALANCE
METHOD

e Estimating the suitable rate of depreciation might be a

laborious task.

e [tis not possible to reduce the asset value to zero.
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e Due to the elevated depreciation cost in the early stages,
there is a consequential reduction in net income during the
first term.

e The calculation of depreciation does not rely on the initial
value of the asset, nor is it uniformly allocated across the
whole duration of the item's usefulness.

e The use of this strategy may not be optimal for assets such
as Plant and Machinery, since these assets are not prone to

rapid depreciation.

7.8 NUMERICAL QUESTIONS ON
DIMINISHING LINE DEPRECIATION
METHOD

Q.no 1. A company has brought a car that values INR 500,000 and
the useful life of the car as expected by the buyers is ten years.
And the residual value is expected to be INR 24,000.

Hence, using the diminishing method calculate the depreciation
expenses.

The rate of depreciation is 60%

Solution: The formula says: Depreciation expenses = (Net Book
Value — Residual Value) * Depreciation Rate

The value of the statement is as follows:

Depreciation Account

Particul Amo Dat Particula Amo
Date
ars unt € IS unt
201
2017
7
To By Profit
31- 3750 31- 3750
Machinery & Loss
Dec 0 Dec 0
Alc Alc
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201
2018
8
To
31- 4625 31- By Profit 4625
Machinery
Dec 0 Dec & LossAlc | 0
Alc
201
2019
9
To
31- 4162 31- By Profit 4162
Machinery
Dec 5 Dec & Loss Alc | 5
Alc
202
2020
0
To
31- 31- By Profit
Machinery 9366 9366
Mar Dec & Loss Alc
Alc
7.9 LET US SUM UP.

Depreciation is a frequently employed accounting method that is
designed to allocate the cost of a tangible or material asset over its
anticipated useful life. Depreciation is the measurement of the
degree to which the value of an asset has been consumed or
utilized. This mechanism allows organizations to generate income
from their possessed assets by making scheduled payments over a

specified period.

The initial cost of ownership is significantly reduced as a result of

the fact that corporations are not obligated to completely account
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for assets in the year of acquisition. The financial performance of a
company may be significantly impacted by the absence of
depreciation accounting. Companies have the capacity to
depreciate long-term assets for accounting purposes in addition to

tax considerations.

7.10 KEYWORDS

WDV: Written Down Value method

SLM: Straight Line Method

7.11 CHECK YOUR PROGRESS

1.The primary aim of depreciation is

To demonstrate the preceding financial gain

(b) To compute the net profit

(c) In order to minimize tax liabilities.

(d) In order to fulfill the requirements of the tax department,
Ans: B

Q2. Depreciation arises as a result of the following factors:
(a) An increase in the value of liability

(b) A decrease in capital

(c) Wear and tear

(d) A decrease in the value of assets

Ans: C
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Q3 What is the rationale for including a provision for

depreciation in financial statements?
(a) To allocate the expenses of fixed assets against earnings.

(b) In order to demonstrate the prevailing market value of a fixed

asset.

(c) To generate liquid funds for the purpose of replacing fixed

assets.
(d) To establish a reserve for the purpose of covering repairs.
Ans: A

Q4. In accordance with the straight-line method of

depreciation, the depreciation amount:

(a) Remains consistent over time

(b) Exhibits an incremental growth on an annual basis.
(c) The values decrease annually.

(d) None of the aforementioned options.

Ans: A

QS. The cumulative depreciation of an item must not surpass

its:

(a) Depreciable value

(b) Scrap value

(c) Market value

(d) None of the aforementioned options

Ans: A
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Q6. The fixed installment method of depreciation calculation
involves determining the depreciation based on which of the

following options:

(a) The remaining balance amount

(b) The original cost of the asset

(c) The estimated scrap value

(d) None of the aforementioned options
Ans: B

Question 7. The calculation of depreciation is performed using
the decreasing balance approach, which relies on the following

factors:

(a) The original value

(b) The book value

(c) The scrap value

(d) None of the aforementioned factors
Ans: B

Question 8: The depreciation expense incurred on a piece of

equipment will be recorded as a debit.
(a) Account for Repairs

(b) Account for Cash

(c) Account for Depreciation

(d) Account for Machinery

Ans: C
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Question 9. Within the field of accounting, the term used to
describe the state of becoming outdated or obsolete is referred

to as:

(a) Amortization

(b) Obsolescence

(c) Depletion

(d) Physical degradation
Ans: B

Question 10 Depreciation arises because of
(a) Wear and Tear

(b) Inflation

(c) Fall in the value of asset
(d) None of these

Ans: A

7.12 TERMINAL QUESTIONS

Q.1 Define depreciation

Q.2 Distinguish between straight line and diminishing balance

method.

Q.3Discuss advantages and disadvantages of straight line method
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UNIT 8: PREPARATION OF BRS

Structure

8.0 Introduction
8.1 Objectives

8.2 The necessity of generating a Bank Reconciliation Statement
8.3 Reasons for Disparity

8.4 Preparation of BRS

8.5 Meaning of Balance

8.6 . Rules

8.7 Methods/ Procedures of BRS

8.8 Example

8.9 Let Us Sum Up

8.10 Key Words

8.12 Terminal Questions

8.0 INTRODUCTION

A cash ledger is maintained by a business entity to record all bank
and cash transactions. The cash book serves as both a bank account
and a cash account, fulfilling a dual function. It indicates the
ultimate balance of both entities specific time period. Additionally,

the bank maintains a record of each client's account in its ledger.
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Deposits are documented on the credit side of the customer's
account, while withdrawals are recorded on the debit side. The
consumer receives a duplicate of this account on a regular basis
from the bank. A 'Pass Book' or bank statement is occasionally
used to refer to this document. The entries in the cash journal are
typically compared to the bank transactions of the firm to ensure
accuracy. Nevertheless, there are instances in which the quantities
displayed in the cash book and the pass book/bank statement do
not match. The business company will indicated in the bank
column of the cash book and the amount shown in the passbook. It
is imperative to identify a method to reconcile or harmonize them.
In order to reconcile the balances of the Cash Book and Pass Book,
a statement is generated. This information is referred to as "bank
reconciliation information." The preparation of a BRS is voluntary,

and there is no set deadline for its completion.

A Bank Reconciliation Statement (BRS) is generated on a regular
basis to confirm the precise recording of bank-related transactions
in the bank column of the cash book and the bank's own records.
The Bank Reconciliation Statement (BRS) is a tool that assists in
the accurate determination of the bank balance as of a specific date

and the identification of discrepancies in transaction records.

. Cash Book and Bank Reconciliation

A Cash Book functions as both a cash account and a bank
account, fulfilling a dual purpose. It records all transactions
involving cash and bank dealings. At the end of a specific period, it
shows the final balances of both cash and bank accounts.
Simultaneously, banks maintain separate records for each client in
their ledgers. In these bank records, deposits made by the customer
are entered on the credit side, while withdrawals are recorded on
the debit side.
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Clients regularly receive a copy of this record from the bank, often
referred to as a Pass Book or Bank Statement. To ensure the
accuracy of financial records, businesses regularly compare entries
in their Cash Book with those in the Bank Statement. However,
differences may sometimes arise between the bank column of the
Cash Book and the bank's statement. When such discrepancies

occur, businesses must identify and resolve the causes.

To reconcile these differences, a special document called a Bank
Reconciliation Statement (BRS) is prepared. This statement helps
align the balances recorded in the firm's Cash Book with those
reflected in the bank's records. Although the preparation of a BRS
is not mandatory and has no fixed deadline, it is typically
generated on a regular basis to ensure the proper recording of

bank-related transactions and to identify discrepancies.

8.1 OBJECTIVES

e Discuss the benefits of BRS
e Understand about the Reasons for Disparity.
e Discuss about the methods of BRS .

8.2 IMPORTANCE OF A BANK
RECONCILIATION STATEMENT

The main purpose of a Bank Reconciliation Statement is to
reconcile the balance shown in the Cash Book's bank column with
the amount recorded in the Bank Statement as of a specific date.
This helps in identifying timing differences or errors that may have

occurred in either record.
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8.3 CAUSES OF DISCREPANCIES
BETWEEN CASH BOOK AND BANK
STATEMENT

Discrepancies between the balances in the Cash Book and the
Bank Statement usually arise due to timing differences in

recording transactions. Common reasons include:

1. Outstanding Checks

When a business issues a check, it is immediately recorded
on the credit side of the Cash Book. However, if the
recipient delays presenting the check to the bank, the
amount remains undeducted from the bank account. This

time gap leads to a temporary mismatch in balances.

2. Deposited Checks Not Yet Cleared

Checks deposited into the bank are recorded on the debit
side of the Cash Book, increasing the bank balance.
However, banks credit the account only after the check is
cleared. Delays in clearing—especially for outstation

checks—can result in a discrepancy.

3. Direct Deposits by Customers

Sometimes, customers or debtors directly deposit money
into the business's bank account. Since the business
becomes aware of these deposits only after receiving the
Bank Statement, these entries may not appear in the Cash

Book right away, causing an underreported balance.

4. Bank Charges and Fees
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Banks deduct charges for services (like overdraft interest,
credit card fees, or collection fees) without prior notice.
These deductions are only recorded in the Cash Book after
the business receives the bank’s intimation, leading to a
higher balance in the Cash Book compared to the Bank

Statement.

5. Interest or Dividend Receipts

Occasionally, businesses receive interest on debentures or
dividends directly into their bank account via ECS
(Electronic Clearing System). These credits appear in the
Bank Statement before they are recorded in the Cash Book,

resulting in a temporary discrepancy.

In conclusion, regular preparation of a Bank Reconciliation
Statement is vital for maintaining accurate financial records and
understanding the actual bank balance. It helps in identifying
timing differences, omissions, or errors and ensures that both sets

of records are aligned.

viii. Errors in Transaction Documentation by the Firm: The firm
may commit errors, such as the omission or incorrect
documentation of transactions related to deposited cheques, issued
checks, and an incorrect balance. A discrepancy would exist
between the balances documented in the Cash Book and the

balances recorded in the Pass Book in this scenario.

ix. Errors in Transaction Recording by the Bank: The bank may
occasionally make errors, such as omitting or inaccurately
recording transactions involving deposited checks. As a result, the
balance of the bank pass book and currency book would be

inconsistent.
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8.9 LET US SUM UP:

Bank Reconciliation Statement is prepared on a specific date to
reconcile the balance displayed in the pass book with the balance
displayed in the bank account or bank column of the cash book of

a businessman.

8.10 KEY WORDS:

BRS: Bank Reconciliation Statement

Favorable Balance: The term "favorable balance" encompasses

the debit balance of the cash book.

Unfavorable Balance:is the term used to describe an overdraft

balance.

811 ANSWERS TO CHECK YOUR
PROGRESS

1. The process of reconciling the entries in the cash journal with

those in the bank statement is referred to as
Answer: reconciliation

2. The balance in the ...... is increased by deposits that have been
recorded in the cash book but have not yet been credited by the
bank, as per the cash book.

Answer: BRS

3. The bank rectifies errors in transaction recording by

entries.

Answer: adjustment
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4. A Bank Reconciliation Statement is generated to reconcile the
bank balance as indicated by the with the balance as

indicated by the bank statement.
Answer: cash book

5. A cheque is a check that has been issued by the
company but has not yet been presented for payment at the bank.

Answer: outstanding

8.12 TERMINAL QUESTIONS

1. What are the BRS and hoe is it prepared? Submit a proforma

example for the same on the basis of imaginary figures.

2. What are the causes of difference between the balance as per

Cash book and Pass book?

3. On comparing a Bank Pass Book upto 31st March, 2022 with
the Bank a/c in the Ledger, we find that the pass book shows a
credit balance of Rs. 76,200. The following difference are found:

(1) Cheques deposited before 31st March, 2022 but credited on 5th
April, 2022 Rs. 15,800.

(2) Cheques issued but not presented for payment upto 31st March,
2022 Rs. 50,500.

(3) Direct deposited by the customer Rs. 3,000.

(4) A cheque for Rs. 6,350 was paid into bank but Bank credited
the amount with Rs. 6,530 by mistake.

(5) A Bills payable of Rs. 20,000 retired by the Bank under a
rebate of Rs. 400, while the full amount have been credited in the

bank column of the cash book.

(6) Bank column of the receipt side of the Cash Book was under
cost by Rs. 20,000.
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(7) Interest on investment collected by the bank and credited in the

Pass Book Rs. 1,500.
(8) Insurance Premium paid by bank on our behalf Rs. 4,500.
Prepare a Bank Reconciliation Statement.

4.From the following particulars prepare bank reconciliation
statement of M/s Bhuvan&Co. showing the 'balance as per bank

pass book on 31st March, 2022:

(1) On 31st March, 2022 the bank balance as per cash book was Rs.
9,800.

(i1) The following cheques were paid into the firms bank current
account in March, 2003 but were credited by the bank in April,
2003:

Robin Rs. 400,
Sohan Rs. 300,
Mohan Rs. 200

(ii1) The following cheques were issued by the firm in March, 2022
but were cashed in April, 2022

Vikaas Rs. 500 and Rahul Rs. 250.

(iv) The bank Pass Book showed a credit of Rs. 180 for interest
and a debit of Rs. 40

for bank charges.

(v) The bank pass-book also contains an entry for Rs. 240 being

payment made by a customer direct into bank.
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9.0 INTRODUCTION

Cost accounting is a business practice that involves the recording,
examination, summarization, and comprehension of the money that
a business expends on a process, product, or service. It can assist
an organization in the management of costs and the
implementation of strategic planning to enhance cost efficiency.
Cost accounting assists management in determining the areas in
which costs should be increased and where they should be reduced.
The process of cost accounting involves the monitoring, analysis,
and summarization of all fixed and variable "input" costs that are
associated with the production of a product, the acquisition of
commodities for sale, or the delivery of a service. These
encompass the operating costs of a product or service, as well as
material and labor costs. Cost accounting assists companies in
identifying areas where they may be able to more effectively
manage their costs, as well as informing pricing decisions to
ensure profitability. The collection methods can be tailored to the
specific requirements of the company, as cost accounting figures

are exclusively utilized by the internal management team.
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9.1 OBJECTIVES
After studying this unit, you should be able to:

o Comprehend the fundamental concepts and principles of
cost accounting.

o Acquire the ability to categorize costs according to a
variety of criteria

e Develop an  understanding of various costing
methodologies, such as activity-based costing (ABC), process
costing, batch costing, and job costing. Understand the principles of

cost allocation

9.2 COST CATEGORIES

Various categories of costs are associated with the production of
products and services. It is crucial for businesses to comprehend
these factors and incorporate them into their cost accounting
calculations in order to enhance operational efficiency and better

manage their expenses.

The production/acquisition of products or the delivery of services are
the direct costs. For a manufacturer, these would encompass the labor
involved in its production, as well as the basic materials and elements
that are incorporated into a final product. These are also referred to as
product expenditures. Labor may constitute the sole direct expense for
certain service-oriented enterprises, including law firms. In order to
provide services, certain individuals, such as an auto mechanic,
necessitate inventory, such as vehicle parts. Consequently, this is

considered a direct expenditure.

Operating costs are indirect expenses associated with production that
are not directly associated with a particular product or service. Heating
and illumination are all examples of indirect costs, as is the labor that is
required to operate them. Equipment expenditures are also indirect
costs, as they are utilized for production but do not contribute to the
final product. This is also applicable to enterprises that are service-
oriented. For instance, hairdressers are required to acquire scissors and
hairdryers; however, they are considered indirect costs unless clients

carry them home after their haircut.
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Regardless of the level of production, fixed costs are required to be
paid. When production or demand for a product decreases, fixed
costs result in an increase in unit costs, and the opposite is also

true.

Variable costs are subject to fluctuations in accordance with the
production capacity of an organization. It is probable that the costs
of materials, labor, and administration will increase and decrease
during the spring and summer for a manufacturer of skiing
equipment. Certain expenses consist of both fixed and variable
components. For instance, the cost of electricity to operate
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production machinery fluctuates in accordance with its
consumption, while the cost of electricity to heat and illuminate the
building typically remains constant, unless a company implements

additional schedules.

9.3 COST ACCOUNTING VARIETIES

Cost Standardization

Standard costing allocates "standard" costs to inventory and cost of
goods sold (COGS) rather than actual costs. The allotted amount is
essentially the standard costs, which are determined by the
efficient use of labor and materials to produce the product or
service under standard operating conditions. Despite the fact that
the products are assigned standard costs, the company is still
required to pay the actual costs. Variance analysis is the process of
evaluating the discrepancy between the standard (efficient) cost

and the actual cost that was incurred.

The variance is unfavorable if the variance analysis reveals that the
actual costs are higher than anticipated. The variance is
advantageous if it ascertains that the actual costs are lower than
anticipated. A favorable or unfavorable variance can be influenced
by two factors. There is the input cost, which includes the cost of

labor and materials. This is regarded as a rate variance.

Furthermore, there is the efficiency or quantity of the input
utilized. This is regarded as a volume variance. For instance, if
XYZ company anticipated producing 400 widgets during a given
period but ultimately produced 500 widgets, the cost of materials

would be higher as a result of the increased production volume.
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Activity-Based Costing

Activity-based costing (ABC) assigns ancillary costs from each
department to specific cost objects, such as products or services.
The ABC system of cost accounting is predicated on activities,
which are defined as any event, unit of work, or task that has a
specific objective. For example, activities may include the
operation of machines, the design of products, the distribution of
finished goods, or the establishment of production machinery.
Additionally, these activities are regarded as cost producers and

serve as the foundation for the allocation of administrative costs.

In the past, administrative costs were allocated according to a
single, generic metric, such as machine hours. ABC involves the
identification of appropriate measures as the cost determinants
through an activity analysis. Consequently, ABC is significantly
more precise and beneficial when managers are evaluating the
profitability and cost of their company's particular services or

products.

For instance, cost accountants who employ ABC may distribute
surveys to production-line personnel, who will subsequently
evaluate their time allocations across various duties. The
expenditures of these specific activities are exclusively allocated to
the products or services that were utilized during the activity. This
provides management with a more precise understanding of the

allocation of time and resources.

Assume that a company manufactures both widgets and ornaments
in order to illustrate this. The ornaments necessitate a significant
amount of hands-on effort from the production staff and are highly
labor-intensive. The process of producing widgets is primarily
automated, involving the insertion of basic materials into a
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machine and the subsequent waiting period of several hours for the
final product. It would be illogical to designate overhead to both
items using machine hours, as the ornaments consume minimal
machine hours. The ornaments are allocated a higher overhead
related to labor, while the products are assigned a higher overhead

related to machine use under ABC.

Lean Accounting

The primary objective of lean accounting is to enhance the
financial management practices of an organization. Lean
accounting is a natural progression of the lean manufacturing and
production philosophy, which is designed to enhance productivity
and reduce waste. For example, employees can allocate the time
they save more effectively to value-added duties if an accounting

department is able to reduce wasteful time.

Value-based pricing and lean-focused performance measurements
are implemented in lieu of conventional costing methodologies
when employing lean accounting. Financial decisions are
determined by the way they affect the profitability of the
company's entire value stream. Value streams are the profit centers
of a corporation, which are any branch or division that directly

contributes to its bottom-line profitability.

Marginal Costing

Marginal costing, which is also known as cost-volume-profit
analysis, is the effect of introducing an additional unit of
production on the cost of a product. It is beneficial for making
immediate economic decisions. Marginal costing can assist
management in determining the effect of varying levels of costs
and volume on operating profit. Management can utilize this type
of analysis to gain insight into the potential profitability of new
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products, the impact of marketing campaigns, and the sales prices

to establish for existing products.

9.4 OBJECTIVE OF COST ACCOUNTING

Cost accounting assists organizations in assessing the expenses
associated with the production of a product or the provision of a
service. Although the process necessitates a significant amount of
time and attention to detail, the strategic insights that are acquired

render it a worthwhile endeavor for nearly any organization.

Cost accounting can be beneficial in the following areas:

Budgeting: The fundamental component of budget planning is cost
accounting. An organization can more precisely estimate future
fixed and variable costs and allocate them to product lines by

analyzing actual expenses.

Efficiency: The efficient utilization of materials and labor is the
foundation of standard costs. Cost accounting provides managers
with a comprehensive understanding of the extent to which

budgeted costs correspond to actual costs.

Profit: Even when sales are robust, profits can be reduced or
eliminated by uncontrolled fluctuations in expenses. Cost
accounting enables managers to make adjustments by identifying
the precise point at which specific production expenses begin to

exceed sales.
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9.5 COMPONENTS OF COST
ACCOUNTING

There are three primary components of cost accounting: overhead,

labor, and materials.

Inputs to production are known as materials. Direct and indirect
are the two primary categories into which they are typically

divided.

Direct materials are components and materials that are utilized
during the manufacturing process and are evident in the final
product. Raw materials, such as cotton for clothing or plastic for a
phone case, are subdivided into raw materials, work-in-progress,
and completed goods. Work-in-progress refers to products that are
not yet complete, while finished goods are products that are

prepared for sale.

Indirect materials are classified as an overhead expense. Safety
equipment and cleansing supplies are two examples. The cost

document exclusively displays primary materials.

Employment

Workers who are directly involved in the production, distribution,
or delivery of products or services are entitled to compensation.
The total cost of their remuneration or compensation may include

bonuses and overtime; employee benefits are also included.

In the same way as indirect materials, indirect labor costs are
classified as an administrative expense rather than a labor expense.

Expenses and overhead.
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These are expenses that are associated with the production or
distribution of products or the provision of services, but they
cannot be explicitly linked to specific goods or services. The
following are examples of typical overhead costs:

Installation of equipment, such as factory apparatus.

Utility invoices, including those for factory electricity, water, and

sewcerage.

Facilities expenses, which encompass property taxes and

rent/mortgage.

Pension contributions and payroll taxes.

Depreciation of fixed assets, including factory apparatus and store

equipment.

Interest income.

9.6 SYSTEMS OF COST ACCOUNTING

A cost accounting system is instrumental in estimating the cost of
producing a product or service. The two categories of systems are

process costing and job order costing.

Job order costing is frequently implemented by organizations that
specialize in the production of diversified or customizable
products, or by those that offer services in which labor is the
primary expense. For instance, a plumbing or electrical services
provider or a specialist furniture manufacturer may implement job

order costing.
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In other words, no two occupations are identical. Direct materials,
labor, and overhead costs are estimated and monitored through job

order costing.

Firms that mass-produce standardized products frequently opt for
process costing. Rather than estimating the cost of each item in the
production process, process costing assumes that the unit cost of
each item is the same and distributes production costs equitably

across the company's entire output.

9.7 SIGNIFICANCE OF COST
ACCOUNTING

The significance of cost accounting is highly beneficial to the
administration of an organization. The following section provides a

detailed explanation of the importance of cost accounting:

Cost is a general term that necessitates classification for future
applications. The recording and classification of all such costs are
the responsibilities of Cost Accounting. The prime cost, direct cost,
factory cost, selling cost, and other costs are all included in the
cost. The management of costs and the determination of the
profitability of any such processes and subsequent activities are
facilitated by classification. This also aids in the calculation of

efficacy.

Managing Costs

This is an efficient approach for the business to concentrate on
managing the cost of inventory, labor, and other types of
administrative expenses. For instance, they may implement the
EOQ technique, which is a costing technique, to optimize their
inventory management. In the same vein, the efficiency of

apparatus and labor can be enhanced by examining their costs and
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capacities. Overheads are classified as either fixed or variable in

cost accounting.

Price Calculation

The fundamental distinction between fixed and variable costs is
established by cost accounting. The company or the business entity
subsequently employs this information to establish the prices of the
products in accordance with the product's costs. The management
in this location determines the most suitable price for the product
or service, which is neither excessively high nor excessively low.

For instance, during a period of economic depression.

In order to endure the economic depression, the merchant reduces
the prices of his products. As an initial step, he may endeavor to

regulate the variable costs and establish the product's prices.

Standardization
The standards are employed by the organizations to generate future
budgets and estimates. They employ this as the foundation for

evaluating the department's or the process's actual efficiency.

Previously, this procedure was the sole focus of the complete

branch of cost accounting known as Standard Costing.

Benefits of Cost Accounting Assists in cost management: As
previously stated, the primary objective of incorporating cost
accounting into the business is to effectively manage the diverse
categories of expenses. It is also beneficial for the management to
have an understanding of the cost and selling price of the product

and service.
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Assists in the calculation of the total cost per unit: The business
must establish the selling price of the product or service it offers in
advance. In order to accomplish this, it is crucial to be aware of the
production cost per unit. Consequently, the manager is able to
ascertain the total cost of production per unit through the use of

cost accounting techniques.

Aids in comprehending the distinction between profitable and non-
profitable activities: In any business, there are numerous activities
occurring at any given moment; however, not all of these activities
are profitable. Therefore, it is imperative that the manager be
informed of all activities that are not profitable. Additionally, cost

accounting facilitates the identification of all of these activities.

Assists in Establishing Standards: Fixed standards must be
established for all aspects of the business. It is beneficial in the
estimation of future budgets. And cost accounting is advantageous
in that there is an entire discipline of costing that is dedicated to

this, known as Standard Costing.

9.8 BENEFITS OF COST ACCOUNTING

Cost accounting is a valuable instrument for analyzing a company's
expenditures. It assists a company in enhancing its internal cost
control. During the era of globalization, cost accounting was
instrumental in improving the efficacy of businesses' production.
Cost accounting can be modified and implemented in accordance

with the evolving requirements of an organization.

Cost accounting facilitates the survival of businesses in the
marketplace by overseeing their production expenses. The

manufacturing enterprises are the primary beneficiaries.
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Nevertheless, the advantages of cost accounting are contingent
upon the specific organization. The following are some of the most

prevalent benefits of cost accounting:

Measures and enhances efficiency: Cost accounting analyzes the
observed discrepancies and subsequently preserves them. The
efficacy of a firm is assessed and enhanced through the use of
data.The efficiency could be measured in any way, including cost

efficiency, production efficiency, and time efficiency.

Occasionally, production costs rise as a result of inefficiencies or
material waste. In an effort to optimize production efficiency, cost
accounting consistently endeavors to resolve such inefficiencies.
Identifies unprofitable activities: Cost accounting categorizes each
process of a firm as either profitable or unprofitable. It promptly
recognizes and eliminates the unprofitable activity. Unprofitable
activities are primarily caused by material wastages, resource
wastages, and incorrect production steps. A firm's overall

profitability may be influenced by these variables.

Aids in the determination of product prices: Cost accounting
establishes the price of a product by calculating its production cost.
It also assists in the preparation of a contract quotation by
providing an estimate of the project's cost. The quoted price of a
product is frequently either too high or too low when it is
established without the assistance of cost accounting. The
profitable price of a product can only be determined by cost

accounting.

Manages challenging circumstances: In the event of a severe
financial crisis, a company must decrease the cost of its products.

Occasionally, it is necessary for companies to lower the cost of a
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product below its production cost. In these critical circumstances,
cost accounting serves as a guide for the organization. It manages
these circumstances and assists the organization in maintaining its

market position.

Assists in the formulation of more informed decisions: Cost
accounting prioritizes the re-calculation and estimation of costs
prior to making a decision. It serves as an efficient instrument for
decision-making. Cost accounting furnishes pertinent cost data and
other pertinent information. The management team employs this

data to make more informed decisions for the company.

Manages production costs and expenses: Cost accounting contrasts
the cost of products from one firm to another in order to decrease
the production cost. This accounting method optimizes production
efficiency and utilizes time, thereby regulating production costs.
Cost accounting is capable of identifying the cause of a loss and
resolving supplementary expenses. The production cost is managed

by minimizing wastages and incorrect production steps.

Cost accounting's constraints

Cost accounting has become an essential component of the
accounting system in the contemporary era. The firms will
undoubtedly reap the rewards of implementing a cost accounting
system with the requisite caution and care. It assists the

management team in making more informed decisions.

The principles of cost accounting are not static; they evolve in
accordance with the demands of the moment. Small enterprises
consider it unnecessary due to its complexity and its inconsistent
outcomes. Small firms occasionally express reservations regarding

this accounting approach. They regard it as one of the drawbacks
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of cost accounting. Nevertheless, cost accounting has few

limitations, despite the absence of such disadvantages.

9.9 LIMITATIONS OF COST ACCOUNTING

The following are the highlighted limitations of cost accounting:
Inaccuracy is a significant constraint of cost accounting
methodologies. Occasionally, this approach generates two distinct
reports that utilize the same data and information. This is due to
the fact that standard cost is substituted for the actual cost in cost
accounting. Numerous organizations refrain from employing this
approach. It is frequently the cause of confusion regarding non-
cost items, according to them. They regard the outcome as an
estimate rather than the genuine outcome. Conversely, cost
accounting outcomes are not consistently inaccurate. This method
is based on data and information, rather than imagination, and it

provides estimates.

It is costly: Cost accounting incurs substantial installation and
maintenance expenses. A pair of account files is maintained by
cost accounting. Cost accounting necessitates the expertise of
accountants and auditors. The cost of cost accounting is increased
as a result of the increased compensation that firms must provide
to these employees.Due to its contemporary costing methodology,
it may incur an additional expense during the installation process.
However, it consistently generates advantages for the organization.
It alters the accounting process. However, it is imperative for a
company to remember that cost accounting should always be
profitable. It is imperative that an organization generates revenues
that exceed its expenditures on its accounting system.
It is more intricate: The expense is determined through a series of

phases in the cost accounting procedure. It maintains two account
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books, classifies all expenses from the record book, and maintains
them in various categories.Cost accounting becomes more intricate
as a result of the numerous forms and documents required in its
stages, similar to the report. Traditional accounting methods are
significantly distinct from some of its steps and processes. In order
to comprehend its intricacy, organizations must provide their
personnel with training. It occasionally causes delays in the

compilation of reports as a result of its documentation.

Not applicable to all organizations: A singular costing system
cannot be relied upon by all types of enterprises and organizations.
If the firm's requirements are met, the cost accounting method is
implemented by the management team. Firms must implement
distinct costing methodologies as a result of their distinct business
models. The application of cost accounting is contingent upon the
nature of the business.This approach may not be suitable for all
types of enterprises, and it may be detrimental if implemented with
excessive force. Additionally, the outcome of a company's
operations may be adversely affected by an incorrect approach.
This is the reason why various organizations implement distinct
costing methodologies. Manufacturing companies should
consistently implement cost accounting methodologies; it is

undoubtedly advantageous.

Unsuitable for tiny businesses: The cost accounting system
necessitates not only additional investment but also revision. A
significant number of statements and forms are included in this
method. Firms are required to periodically revise their forms and
standard costs. Some additional labor is associated with the cost
accounting system. The resources and personnel of small

businesses are restricted.
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They find it challenging to implement this approach. Small
businesses find it exceedingly challenging to instruct their
personnel regarding this intricate framework. It is inappropriate for
small firms due to its intricate and costly nature. It is more
appropriate for larger organizations, as it coincides with their
operational needs. Although small businesses recognize its
advantages, they are unable to implement this approach in their

operations due to these obstacles.

It is occasionally biased: Diverse perspectives are expressed by
individuals when determining the cost of a product. Many
individuals assert that this accounting method occasionally bases
the final decision on the direction of an individual. Some
individuals argue that this is a biased assessment and that it is

indicative of the constraints of cost accounting.

9.10 FINANCIAL ACCOUNTING VS. COST
ACCOUNTING

While cost accounting is frequently employed by management
within a company to facilitate decision-making, financial
accounting is the primary perspective of external investors or
creditors. The financial position and performance of a company are
disclosed to external sources through financial statements, which
contain information regarding its revenues, expenses, assets, and
liabilities. This is known as financial accounting. Management can
derive the greatest benefit from cost accounting as a tool for
budgeting and establishing cost-control programs, which can
enhance the company's net margins in the future.
One significant distinction between cost accounting and financial
accounting is that, in financial accounting, costs are classified

based on the nature of transaction, whereas in cost accounting,
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costs are classified according to the information requirements of
the management. Cost accounting, which is employed as an
internal instrument by management, is not required to adhere to
any specific standard, such as generally accepted accounting
principles (GAAP). Consequently, its application varies from

company to company or department to department.

9.11 LET US SUM UP

Cost accounting is a branch of accounting that is dedicated to the
measurement of a company's total cost of production. This is
achieved by evaluating the variable costs associated with each
stage of production, as well as fixed costs, such as lease expenses.
Cost accounting is designed to assist management in making more
informed financial decisions by furnishing them with

comprehensive cost information.

Cost accounting is an essential instrument for businesses to
enhance profitability, manage expenses, and comprehend their cost
structures. Detailed cost information is provided to assist in
strategic planning, budgeting, performance measurement, and
decision-making. Effective cost accounting practices can result in
substantial financial benefits and a competitive advantage in the

market, despite the obstacles they present.

9.12 KEY WORDS

Cost accounting: is a business practice that involves the
recording, examination, summarization, and comprehension of the

money that a business expends on a process, product, or service.
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Operating costs:are indirect expenses associated with production

that are not directly associated with a particular product or service.

Standard costing:allocates "standard" costs to inventory and cost

of goods sold (COGS) rather than actual costs.

9.13 ANSWERS TO CHECK YOUR
PROGRESS

| P accounting  comprises the  systematic  recording,
categorization, and examination of expenses accrued throughout
the manufacturing process.

Answer: costs

2. The total cost of producing a single unit of product, which
includes direct materials, direct labor, and administration, is known
as the cost.

Answer: unit

3. A specific cost object, such as a product or department, can be
explicitly associated with costs.

Answer: Direct

4, The wages of personnel who are directly involved in the
manufacturing process are referred to as costs.

Answer: Direct labor

5. Al ... costs associated with the production process, such as
factory rent and utilities, are included in manufacturing.

Answer: indirect.
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9.14 TERMINAL QUESTIONS

1. What is cost accounting? Explain briefly its objects and

advantages.

2. What is Cost Accounting? What is its utility to a manufacturer?

Explain the advantages of Costing.

3. What are the objects of instituting a system of Cost Accounting?

How it is installed? Explain.

4.Describe briefly various types of costing.
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UNIT 10: ELEMENTS AND
CLASSIFICATION OF COSTS AND
PREPARATION OF COST SHEET

Structure

10.0 Introduction

10.1 Objectives

10.2 Elements of cost

10.3 Functions of Cost Elements in Cost Accounting
10.4 Cost Categorization

10.5 Significance of cost elements in cost accounting
10.6 Cost sheet

10.7 Significance and goals of a cost sheet.

10.8 Applications and Advantages of Cost Sheets
10.9 Constraints of Cost Sheets

10.10 Categories of expenses in the field of cost accounting
10.11 Steps to create a cost sheet

10.12 Preparation of cost sheet

10.13 Format of Cost Sheet

10.14 Example of Cost Sheet:

10.15Let Us Sum Up

10.16 Key Words

10.17 Answers to Check Your Progress

10.18 Terminal Questions

10.0 INTRODUCTION

Understanding the entire cost of manufacturing products or
providing services relies on a thorough understanding of the cost
components. These costs are categorized into three main groups:
Material Costs, Labor Costs, and Overhead Costs. Material costs
refer to the expenditures incurred on primary resources or necessary
supplies for the purpose of manufacturing. Labour Costs refer to the
financial outlays associated with the workers, including their
remuneration, such as wages, salaries, and other perks. Overhead
costs refer to the indirect expenses incurred for utilities, rent, and
upkeep. Although they are not directly linked to manufacturing,

they are essential for the operational process.

Accounting For Managers - 186



10.1 OBJECTIVES
After studying this unit, you should be able to:

. Comprehend the fundamental concepts and terminology
associated with costs.
. Distinguish between the importance of different categories

of costs in the context of cost accounting.
e Develop the ability to classify costs according to a variety

of criteria

e Acquire the knowledge necessary to generate a cost sheet

10.2 ELEMENTS OF COST

The components of cost are essential for understanding the total
cost of producing products or providing services. Material costs,
labor costs, and overhead costs are the three distinct categories into
which these are broadly classified. Material costs are the costs
associated with the basic materials or supplies that are necessary
for the production process. The expenditures on the personnel,
such as their compensation, salaries, and other benefits, are
encapsulated by labor costs. Overhead costs are the indirect
expenses, including rent, utilities, and maintenance. They are not
explicitly associated with production; however, they are essential

for the operational process.

Comprehending these components is essential for the purpose of
precise estimating, budgeting, and financial analysis, which are
essential for the effective formulation of decisions. Additionally, the
organization's financial sustainability is guaranteed by a transparent
dissection of these costs, which facilitates the development of more

effective pricing strategies and cost control.

Cost accounting entails the comprehension of a variety of components
that contribute to the overall cost of production or service delivery. The
classification of these elements is determined by their nature and

function in the production process.
Direct Costs: These expenses can be explicitly associated with a

particular product, service, or activity. They are typically fluctuating

and contingent upon the production level.
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Direct Materials: Raw materials that are actively utilized in the
production of products. For instance, wood is utilized in the

production of furniture.

Direct Labor: Compensation provided to employees who are
directly involved in the production process. Assembly line laborers

in a factory, for instance.

Indirect Costs: These expenses are not explicitly attributable to a
particular product, service, or activity. They are typically either

fixed or semi-variable.
Indirect Materials: Substances that are employed in the
manufacturing process but cannot be explicitly associated with a

particular product. For instance, cleaning supplies and lubricants.
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Indirect labor refers to the compensation provided to employees
who contribute to the production process but are not directly
engaged in the product's development. For instance, administrators

and maintenance personnel.

Overheads are general expenses that are not explicitly associated
with production. Included in this category are administrative

expenses, utilities, and rent.

10.3 FUNCTIONS OF COST ELEMENTS IN
COST ACCOUNTING

Cost elements are essential in cost accounting, as they serve as the
foundation for precise and efficient cost analysis and control. The

following are the primary aspects of their responsibilities:

Cost Identification and Classification: Cost elements are
instrumental in the identification and classification of the various
categories of costs that a business incurs. Accurate cost analysis

necessitates this classification.

Cost Allocation and Apportionment: They are essential for the
determination of profitability and cost control by assisting in the
allocation and apportionment of costs to various departments,

products, or services.

Budgeting and Forecasting: Organizations can more accurately
prepare budgets and forecasts by comprehending cost elements,

which aids in their future planning.

Pricing Decisions: They are a critical factor in determining the

pricing of products or services by ensuring that all costs are taken
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into consideration, which is necessary for attaining the intended

profit margins.

Cost Control and Reduction: The identification and analysis of cost
elements aid in the control and reduction of costs by identifying

areas where efficiencies can be enhanced.

Performance Evaluation: Cost elements are essential for assessing
the performance of various departments and pinpointing areas for

improvement.

Financial Reporting and Analysis: Reliable financial reporting and
analysis are made possible by accurate costing based on cost
elements, which facilitates improved decision-making and ensures

compliance with accounting standards.

Strategic Decision-making: The organization's financial health and
sustainability can be enhanced by the ability to make informed
strategic  decisions regarding production, operations, and

investments through the use of precise cost accounting.

10.4 COST CATEGORIZATION

In order to improve comprehension and management, costs can be

categorized according to a variety of criteria.

1. Nature-Based Classification

Cost of Materials: The cost of basic materials and components that
are utilized in the production process.

Labor Costs: The wages and remuneration of the employees who

are involved in the production process.
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Expenses: Additional expenses that are incurred during the

production process, including rent, utilities, and depreciation.

2. Function-Based Classification

Production Costs: The expenses that are associated with the
manufacturing procedure.

Administrative Costs: Expenses associated with the general
management and administration of an organization.

Selling and Distribution Costs: The expenses associated with the
marketing, sale, and delivery of products to consumers.

Research and Development Costs: Expenses associated with the

enhancement of extant products or the development of new ones.

3. Behavior-Based Classification

Fixed Costs: Costs that remain constant regardless of the quantity
of production or sales. Examples consist of insurance, salaries, and
rent.

Variable Costs: Costs that are directly proportional to the quantity
of production or sales. Raw materials and direct labor are two
examples.

Semi-Variable Costs: Costs that are composed of both fixed and
variable components. For instance, a telephone bill that includes

variable call charges and a fixed line rental charge.

4. Controllability-Based Classification

Controllable Costs: Costs that can be influenced or controlled by
management at a specific level of responsibility. For instance,
direct labor and direct materials expenses.

Uncontrollable Costs: Costs that are beyond the control of
management at a specific level of responsibility. For instance, rent

or insurance premiums that are established by external parties.
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5. Relevance-Based Classification

Relevant Costs: Costs that will be impacted by a managerial
decision. For instance, expenses associated with a new endeavor.
Irrelevant Costs: Costs that are not likely to be impacted by a
managerial decision. For instance, fixed costs that have already

been incurred.

6. Normality-Based Classification

Normal Costs: Costs that are anticipated to be incurred in the
course of normal operations.

Abnormal Costs: Costs that are unexpected and not typical of
regular operations, such as those incurred as a result of

catastrophes or Natural Disasters.

7. Time-Based Classification
Historical Costs: Costs that have been incurred in the past.
Costs that are predetermined: Costs that are estimated or budgeted

for a future period.

In conclusion,

Effective cost management and decision-making necessitate
comprehension of the components and classification of costs.
Businesses can obtain a more comprehensive understanding of
their cost structure by classifying costs according to their nature,
function, behavior, controllability, relevance, normality, and time.
Ultimately, this results in enhanced financial performance and
competitiveness by facilitating more effective budgeting, cost

control, and strategic planning.
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10.5 SIGNIFICANCE OF COST ELEMENTS
IN COST ACCOUNTING

The significance of cost factors in cost accounting is paramount as
they serve as the basis for precise and efficient cost analysis and

management. These are the essential aspects of their role:

Cost identification and classification include the process of
identifying and categorizing the many kinds of expenses that a firm

incurs. Accurate cost analysis relies on this classification.

Cost Allocation and Apportionment: These processes aid in
distributing and assigning expenses to different departments,
goods, or services. This is essential for establishing profitability

and maintaining cost management.

Effective budgeting and forecasting involves a comprehensive
grasp of cost components, enabling companies to generate more
precise budgets and forecasts. This, in turn, facilitates better future

planning.

Pricing decisions are crucial in establishing the prices of items or
services by ensuring that all expenses are considered, which is

necessary for attaining the required levels of profitability.

Cost control and reduction include the identification and analysis
of cost factors to find areas where efficiency may be enhanced,

leading to cost reduction.

Performance Evaluation: The assessment of various departments'
performance and the identification of opportunities for

improvement heavily rely on cost aspects.
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Accurate cost allocation based on cost aspects is crucial for
dependable financial reporting and analysis, facilitating improved

decision-making and maintaining adherence to accounting rules.

Strategic decision-making is facilitated by accurate cost
accounting, enabling informed choices about production,

operations, and investments.

10.6 COST SHEET

The total fixed costs of a company are divided by its contribution
margin to determine the break-even point, which is the production
level at which the total revenue for a product equals the total
expense. In order to ascertain the extent to which a particular
product contributes to the company's overall profit, the
contribution margin, which is computed as the sales revenue minus

variable costs, can also be calculated on a per-unit basis.

A cost sheet is a periodic statement that consolidates all the cost
components related to a product or manufacturing task. This tool is
used to calculate the profit generated by a certain product or work,
and serves as the foundation for determining pricing for

comparable things in the future.

A cost sheet is a concise statement that outlines the projected
expenses associated with a certain cost center or cost unit. The
components of cost in a Cost Sheet are organized in a systematic
manner, following a logical sequence. It illustrates the
comprehensive expenses incurred for the whole production within

a certain timeframe.
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The cost sheet is not included in the double-entry system.
Additional columns may be used to specify the unit cost at various

manufacturing phases.

10.7 SIGNIFICANCE AND GOALS OF A
COST SHEET.

Cost sheets are helpful in facilitating certain critical corporate

operations:

1. Cost determination: The primary goal of the cost sheet is to get a
precise estimate of the product's cost. This feature provides both

the overall cost and the cost per unit of a product.

2. Determining the selling price: To establish the selling price of a
product, it is necessary to generate a cost sheet that provides a

comprehensive breakdown of its manufacturing expenses.

3. Cost comparison: This feature allows the management to assess
the current cost of a product by comparing it to the prior per unit
cost of the same product. Analyzing the expenses enables
management to take corrective actions in case there has been a rise

in expenditures.

4. Cost control: The cost sheet is a crucial document for a
manufacturing unit as it aids in managing and regulating
production expenses. Employing a projected cost sheet facilitates
the tracking of labor, material, and overhead expenses at every

stage of production.

5. Decision-making: Management relies heavily on the cost sheet
to make critical choices. Managers consult the cost sheet whenever
a firm requires a component, purchases one, or provides price

estimates for its products on a tender.
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10.8 APPLICATIONS AND ADVANTAGES
OF COST SHEETS

1. Cost Management and Minimization

A cost sheet is an invaluable instrument for companies to track and
oversee their expenditures. It aids in finding areas where expenses
may be managed and decreased. Through a thorough examination
of the cost elements outlined in the document, organizations may
make well-informed choices to enhance their operations and

increase profitability.
2. Determining the prices

Cost sheets are essential in determining pricing strategies. They
provide a comprehensive analysis of manufacturing expenditures,
allowing enterprises to establish competitive pricing that covers all
costs and generates a profit. Utilizing precise cost data for pricing

choices is crucial for sustaining competitiveness in the market.
3. Financial planning and projection

Cost sheets are crucial for the purposes of budgeting and
forecasting. They provide a historical account of expenses and
serve as a foundation for predicting future outlays. This tool assists
companies in developing accurate budgets and formulating well-

informed financial strategies.
4. Evaluation of Performance

Cost sheets play a crucial role in assessing the success of various
divisions, products, or initiatives within a business. Companies
may evaluate the efficiency and efficacy of their operations by
comparing the actual expenses to the planned or predicted

expenditures.
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5. Evaluation and Performance Measurement

Cost sheets also enable comparisons across like organizations
within an industry. Through the process of benchmarking,
organizations may compare their cost structures to those of their
rivals or industry norms. This allows them to pinpoint areas in
which they need to enhance and devise methods for optimizing

costs.

Learn about the concept of cost of capital, including its definition,
several types, the formula used to calculate it, and the process of

calculating it.

10.9 CONSTRAINTS OF COST SHEETS

1. Disregards non-financial factors.

A drawback of cost sheets is their primary emphasis on monetary
considerations, which may result in the neglect of non-monetary
variables that might influence decision-making, such as quality,

environmental effect, or staff morale.
2. Assumptions and Estimations

Cost sheets sometimes require the use of assumptions and
calculations, particularly when assigning indirect costs. These
presumptions might introduce errors into expense estimations,

impacting the dependability of the data.
3. Allocation Complexity

Allocating indirect costs on cost sheets may be an intricate
procedure, especially in big firms with several cost centers.
Accurately assigning costs may be difficult, resulting in possible

problems with misallocation.
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4. Fails to Consider Fluctuations in Demand

Cost sheets rely on past data and may not include abrupt changes
in demand or market circumstances. This may impede firms'

ability to promptly adjust to market fluctuations.

10.10 CATEGORIES OF EXPENSES IN THE
FIELD OF COST ACCOUNTING

Costs may be categorized into four main types: fixed cost, variable

cost, direct cost, and indirect cost.

1. Fixed cost: These are expenses that remain constant regardless
of the quantity of things produced. For instance, the decline in

value of a structure or the cost of a piece of equipment.

2. Variable cost: These expenses are directly linked to the quantity
of goods or services produced by a firm. As an example, a bakery
allocates $10 towards labor costs and $5 towards raw material
expenses for the production of each cake. The variable cost is

dependent on the quantity of cakes produced by the organization.

Operating costs refer to the expenditures that an organization
incurs in order to sustain the product on a daily basis. Operating
expenditures include expenses such as travel charges, telephone

bills, and office supplies.

4. Direct costs: These expenses are specifically linked to the
process of manufacturing. For instance, in the case of a furniture
manufacturing firm, if it takes five days to make a sofa, then the
direct cost of the final product encompasses the cost of raw
materials and the labor expenses incurred over the course of those

five days.

Accounting For Managers - 195

Accounting For Managers - 198



10.11 STEPS TO CREATE A COST SHEET

Firstly, it is crucial to comprehend that the prime cost is
synonymous with the direct material utilized in addition to direct
labor and direct charges. In order to determine the cost of the direct
material opening stock, it is necessary to identify and exclude the
closing stock of raw material. This should then be added to the cost

of the material acquired.

In order to comprehend the whole cost of production, it is
necessary to combine the expenses of the work cost, factory cost,
and prime cost. Additionally, the opening work in progress should
be adjusted by subtracting the closing work in progress. It is
crucial to comprehend the manufacturing cost throughout the third

phase.

In order to comprehend the whole cost of the task, it is necessary to
include both the office overheads and the cost of completed items.
During the final stage, it is necessary to assess the whole
expenditure. In order to determine the overall cost, it is necessary
to combine the expenses of marketing and distribution overhead

with the manufacturing costs.

The cost sheet will assist management in formulating more
effective plans. In addition, they will have the ability to choose
which products and services should be discontinued by the firm, as
well as identify the items and commodities that may provide a

higher profit margin and contribute to the organization's growth.

Here is a step-by-step guide on how to create a cost sheet.
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Cost identification

Conducting a comprehensive analysis to identify and compile all
expenses related to the manufacturing process or a particular

project.
Allocation and apportionment

Assigning and distributing indirect expenses to items or projects as

required.
Taxonomy and grouping

Classifying expenses into direct and indirect categories and then

subcategorizing them for the purpose of enhancing clarity.
Computation of Overall Expenses

Aggregating all recognized expenses to ascertain the overall cost

for a product or project.

Profit/ Loss:
Profit= Sales - Cost of Goods Sold
Loss = Cost of Goods Sold - Sales
Items not included in the cost sheet:
The following components possess a financial aspect and are thus
excluded during the preparation of a cost sheet:
. Discount for payment in cash
. Allocate funds to reserves

. Payment of interest 4. Charitable contributions

1

2

3

5. Initial costs expensed

6. Amount of income tax paid
7. Goodwill expensed 8. Dividend distributed
9. Taxation provision
10. Gain/loss on the disposal of fixed assets

11. Allowance for uncollectible debts etc.
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Bombay Manufacturing company subm

information on 31-3-2019
Particulars

Sales for the year
Inventories at the beginning of the year-

- Raw Materials

- Work in Progress

- Finished Goods
Purchase of materials
Direct Labour
Inventories at the end of the year -

- Raw Materials
- Work in Progress
- Finished Goods

Solution :

Bombay Manufacturing C¢
Statement of cost for the year en

Materials consumed
Opening stock:
+ Purchases

- Closing stock

Direct Labour
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- Work in Progress (Closing)

Works cost
Administrative expenses

Cost of Production
+ Opening Stock of finished goods

- Closing Stock of finished goods
Cost of Goods Sold
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UNIT 11: INVENTORY VALUATION.

Structure

11.0 Introduction:

11.1 Objectives

11.2 Components included in the valuation of inventory costs
11.3 Importance of inventory valuation

11.4 Methods

11.5 Examples:

11.6 Let Us Sum Up

11.7 Key Words

11.8 Answers to Check Your Progress

11.9 Terminal Questions

11.0 INTRODUCTION

Inventory valuation is an accounting procedure used by firms to
ascertain the monetary worth of unsold inventory items during the
preparation of their financial statements. Inventory stock is a
valuable asset for organizations, and it must be assigned a

monetary value in order to be included in the balance sheet. The

inventory turnover ratio may be computed using this measure, which

can assist in strategizing purchase choices.

For example, let's say you are the owner of a shoe business and toward
the end of the year, you have a remaining inventory of 50 pairs of
shoes. You are required to assess their monetary value and document it
on your financial statement. Let's analyze the methodology and

reasoning behind your value estimate.

11.1 OBJECTIVES

After studying this unit, you should be able to:

e Understand the basic principles of inventory and its
position in business operations.
e Distinguish between different categories of inventory
e Acquire knowledge of the various inventory valuation
methodologies.
Acquire the ability to accurately value inventory by utilizing

costing techniques
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11.2 COMPONENTS INCLUDED IN THE
VALUATION OF INVENTORY COSTS

Inventory exists at the conclusion of an accounting period in both a
completed and incomplete condition. What is your valuation of this

investment? You need components to construct a bicycle.

Nevertheless, it is important to have someone who can effectively
assemble the components, while also considering the additional
overhead expenditures. Inventory value includes all of the

expenditures.

Direct labor refers to the expenditure incurred by firms on the
wages of its employees, whether they are paid on an hourly basis
or receive a fixed salary. However, not all of that effort is
dedicated to the production of the items. Thus, inventories are

valued only based on the cost of direct labor.

This include the remuneration provided to personnel involved in
the assembly of the goods, the payroll taxes borne by the company,
the contributions made towards pensions, and any insurance
premiums paid by the company, such as those for health, life, and

workers' compensation.
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Direct materials refer to the specific materials and supplies that are
used in the manufacturing process of a product. This encompasses
both consumable and discarded resources used in the process, as
well as any damaged or non-functional materials. A direct cost is

often defined as any expense that varies with each unit produced.

Factory overhead refers to all expenses spent throughout the
production process, except direct labor and direct supply.
Examples include the remuneration provided to those involved in
the manufacture of inventory, except the tangible goods
themselves. This includes roles such as production managers,

quality control experts, and materials managers.

Factory overhead include expenses such as rent, utilities,
insurance, equipment setup, and maintenance expenditures. In
addition to accounting for the decrease in value of bigger
equipment, depreciation charges also include the cost of small
industrial instruments that are fully expensed when they are

acquired.

Freight in refers to the cost associated with transporting the
products to the firm. When a firm provides free or low-cost
shipping to its customers and covers the associated expenses, there

is an associated freight-out cost.

Handling refers to the comprehensive tasks involved in preparing a
final product for transportation, including selecting the inventory,
packaging 1it, generating a shipping label, and putting it into a

vehicle.
Import tariffs refer to the payments that a firm may need to make

for any imported components or supplies used in the production of
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their products. Examples of items that are exempt from duty owing

to trade agreements or other reasons.

Procedure for Inventory Valuation
Determining the value of inventory involves a simple and essential

procedure.

At the start of the accounting period, a firm has an initial inventory

that is assigned a monetary value.

The quantity of products or inventory that the firm is capable of
selling within a certain time frame is referred to as products
Available for Sale, which is calculated by adding the net purchases
for the period.

The inventory of goods available for sale is categorized into two
parts: the cost of goods sold (COGS) and the remaining inventory
at the end of the quarter.

Properly allocating the cost of goods sold (COGS) and ending
inventory is of utmost importance due to their appearance in

distinct sections of a company's records.
To determine the company's gross profit, the cost of items sold is
subtracted from the sales. That sum is subsequently shown on the

income statement.

Conversely, the balance sheet of the corporation displays the

ending inventory, which is considered a current asset.
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11.3 IMPORTANCE OF INVENTORY
VALUATION

One aspect of inventory valuation is identifying the unsold
products. In order to get a final value, it is essential to have a rate

that can be multiplied by the amount.

It is possible that you have paid different prices for these items
over the year, therefore you must choose a technique to establish a
consistent pricing. The importance of inventory value is significant

for the following reasons:

Influencing the cost of items sold

When a greater value for ending inventory is recorded, the cost of
items sold may be reduced, resulting in lower expenses.
Conversely, if a lower valuation for ending inventory is recorded,
the cost of products sold will increase, leading to higher expenses.
Inventory value has a considerable influence on declared profit

levels.

Assessing the financial condition of the firm

Inventory is a component of both the balance sheet and the
statement of profit and loss. To prevent the reflection of an
inaccurate financial state, it is necessary to do the valuation

correctly.

Effect over Various Time Periods

As a consequence of the wrong ending balance in the first period
carrying over to the incorrect starting inventory balance in the next
reporting period, there will be an inaccurate valuation of inventory,

leading to incorrect reported profits for two consecutive periods.
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Loan ratios have been modified.

If a lender has provided a loan to the organization, the agreement
may contain a limitation on the permissible proportions of current
assets to current liabilities. If the entity is unable to meet the target
ratio, the lender has the authority to demand repayment of the loan.
The assessment of inventory value is significant since it usually

constitutes the largest component of the current ratio.

Assess the total earnings before deducting expenses

The Cost of Goods Sold (COGS), when added to Direct Revenue
Earned (DRE), will help you determine the Gross Profit.
Determining the expenses associated with the sale of goods is the

first stage in the process of calculating gross profit.

Attracting investors

In order to attract investors, it is essential to have a robust
corporate strategy. A big profit margin signifies possessing this.
Additionally, one may choose for the First-In-First-Out (FIFO)
method during times of inflation and the Last-In-First-Out (LIFO)
method during times of deflation. Ensure the veracity of your
depiction at every expense; otherwise, you may subsequently

encounter legal ramifications.

Maximizing shareholder satisfaction

To ensure shareholder satisfaction, it is crucial to get a high return
on their investment by using an optimal stock valuation method.
Satisfied consumers are more likely to recommend your firm to

other prospective customers and investors.

Assessment of liquidity
Inventory is the largest portion of the working capital. Inventory
should not be retained for a prolonged duration since it is classified
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as a current asset. The company's liquidity is determined by
assessing its inventory. Specifically, the stock turnover ratio must

exceed the average.

Adherence to legal requirements
The organization is required to provide the following details
pertaining to inventory, as per the rules outlined in AS-2 and Ind

AS-2 (value of inventories):

The inventory will be recorded as an expenditure.
The current value of inventory
Measurement in accounting is guided by certain accounting

principles.

Inventory impairment and subsequent reversal of impairment
Implications of Income Tax.

The amount of income taxes paid might fluctuate based on the
cost-flow method used. The LIFO technique is often used to

reduce income taxes paid while prices are increasing.

11.4 METHODS:

The following are the three primary methodologies used to

ascertain inventory value in accounting:

1. FIFO — FIFO inventory is a method of inventory management in
which the items that are received first are also the ones that are
sold or used first. This implies that the objects must be sold in the
order in which they were acquired. This sequence should be
followed in the calculation of inventory and cost of products sold,

with high-quality items being prioritized for sale.
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The FIFO method, which is also referred to as "first in, first out," is
a method that is employed to regulate and monitor the order in

which data or items are accessed or processed.

The concept of materials costing is elucidated using the FIFO

costing technique.

The FIFO pricing method is based on the principle that the cost of
materials used should correspond to the actual cost incurred for the
specific units used. The method suggests that the cost of the units
is the same when they are issued as when they are placed in stock,
and that they are issued from the earliest supply in stock. However,
even if the actual withdrawal occurs in a distinct sequence, FIFO

costing may still be implemented.

Advantages of the First-in-First-out (FIFO) Costing Method:

1. The materials are selected in a systematic and organized manner
from the cost record.

The movement of materials in a continuous, orderly, single-file
manner is essential for the effective administration of materials,
particularly those that are susceptible to degradation, decay, and
quality fluctuations.

In situations where the units are considerable in size and cost, the
FIFO approach is optimal.

2. Materials may be easily identified as being part of a specific
purchased batch.

3. The materials card is limited to a maximum of two or three
distinct invoices of materials at any given time.

2. LIFO inventory — The Last in First out method, which is the

conceptual antithesis of FIFO, is referred to as LIFO inventory. In
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essence, the most recent purchases should be prioritized for sale,

while the earliest purchases should be sold last.

The Last In First Out (LIFO) pricing method is based on the
premise that the cost of materials units should be attributed to the
most recent purchase, irrespective of the actual physical flow. The
technique is predicated on the premise that the most recent cost,
which is the estimated cost of replacing the units that have been
consumed, is the most critical factor in ensuring that cost and
revenue are in alignment throughout the income determination

process.

The objective of Last-In, First-Out (LIFO) methods is to allocate
the cost of recent purchases to work in progress or other
operational expenditures, while maintaining the earliest costs in the
inventory. The LIFO approach can be implemented in a variety of
ways. The costs of materials supplied and ending inventories differ
for each approach, resulting in a variety of profits. It is imperative

to adhere to the chosen strategy consistently.

Advantages of the Last In First Out (LIFO) Method:

The benefit of the last-in-first-out (LIFO) approach is as follows:
Materials are priced in a pragmatic and methodical manner. Some
assert that the current acquisition expenses are essential to meet the
current production and sales demands. Given this, it is
recommended that the most recent expenditures be allocated to the
present production and sales. The reported operating profits are
more consistent in sectors that experience significant price changes
in basic materials, and unrealized fluctuations in inventory value

are reduced.
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The operations during periods of rising prices account for the
increase in prices for recent purchases. This leads to a reduction in
earnings, which, in turn, generates a tax savings. Consequently,
there is a financial advantage due to the postponement of income
tax payments. As long as the inflation rate continues to increase

annually, the tax deferral produces additional working capital.

Limitations of the LIFO Costing Method:
The last-in-first-out costing strategy has the following drawbacks

or constraints:

1. LIFO is deemed unacceptable for stock valuation in accordance
with International Accounting Standards.

In comparison to other costing and pricing systems, the record-
keeping requirements for this approach and the First-In-First-Out
(FIFO) method are significantly higher.

3. Inventories may be depleted when resources are unavailable,
leading to the consumption of inventories that are valued at ancient
or even the earliest prices. This condition will lead to a discrepancy
between the current cost and revenue. Some organizations resolve
this matter by establishing a provision for the replacement of the
LIFO inventory account. The cost of products supplied is recorded
at their current value. The allowance account is credited with the
difference between the LIFO carrying cost of the temporarily
liquidated inventory and the current replacement cost. The
provisional credit is eradicated upon the inventory's restocking,
and the newly acquired commodities are incorporated into the
inventory at their original last-in-first-out cost.

3. The average inventory calculation method assesses the average
value of the entire inventory, irrespective of the order in which the

objects were deposited.
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It is presumed that each batch retrieved from the storeroom
contains exactly the same quantity of each cargo in stock on the
day of issuance when supplies are issued at an average cost. It is
frequently impractical to assign a price to each individual item in
order to link the used units to their purchase cost. It is possible to
contend that the individual units and their prices are distributed in
a somewhat haphazard manner. Consequently, it is a feasible
method to assess the cost of materials by utilizing the average cost
of all units in stock at the time of issuance. Nevertheless, average
costs may still be implemented, even if the withdrawal itself is
identifiable. In the event that supplies are composed of numerous
small products with a low individual cost, particularly if prices are

susceptible to rapid fluctuations.

Advantages of the Average Costing Method:

The typical costing technique offers numerous significant benefits:

1. This is a practicable costing approach that management may
employ to assess prospective output and analyze operational
outcomes.

2. It enables more consistent cost projections for future projects by
mitigating the impact of abnormally high or low pricing of
materials.

3. The perpetual inventory system is both cost-effective and

practicable.

Average costing is a method that determines the average price by
dividing the total cost of all materials of a specific class by the
number of units in stock. The total quantity in the balance column
includes the cost of new invoices. The present quantity is increased
by the units. The new average cost is obtained by dividing the new
total cost by the new quantity. Until a new acquisition is
documented, items are distributed at the predetermined mean cost.

Accounting For Managers - 210

Accounting For Managers - 213



Although it is feasible to determine a new average cost when
supplies are returned to suppliers or when additional issues are
returned to the warehouse, it is appropriate to amend the total
quantity and cost without altering the unit price for practicalities.
The difference resulting from the returns will be accounted for

when a new purchase is made and a new average is calculated.

11.5 EXAMPLES:

Record the following transactions in stores ledger under FIFO &

LIFO method.

Date Receipts Date Issue
120 units @
01-01-2022 04-01-2022 100 units
Rs.120
50 units @
05-01-2022 012-01-2022 50 units
Rs.100
20 units @
15-01-2022 024-01-2022 35 units
Rs.70
30 units
28-01-2022 @
Rs.200
Solution:
FIFO Method
Date Receipts Issued balance Total
120 units @ 120 units
01-01-2022
Rs.60 @ Rs.60 | Rs.7200
100 units | 20 units
04-01-2022
@ Rs.60 | @ Rs.60 | Rs.1200
50 units @ 20 units
05-01-2022
Rs.100 @ Rs.60 | Rs.1200
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50 units
@
Rs.100 | Rs.5000
Rs.6200
20 units
012-01- 20 units @
2022 @ Rs.60
Rs.100 | Rs.2000
30 units
@
Rs.100
20 units
20 units @,
15-01-2022 @
Rs.70
Rs.100 | Rs.2000
20 units
@Rs.70 | Rs.1400
Rs.3400
20 units
024-01- @ 5 units @
2022 Rs.70
Rs.100 Rs.350
15 units
@ Rs.70
Rs.350
30 units 5 units
28-01-2022 @ @
Rs.200 Rs.70 Rs.350
30 units
@
Rs.200 Rs.6000
Rs.6350
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LIFO Method

Date Receipts Issued balance Total
120 units @ 120 units
01-01-2022
Rs.60 @ Rs.60 | Rs.7200
100 units | 20 units
04-01-2022
@ Rs.60 | @ Rs.60 | Rs.1200
50 units @ 20 units
05-01-2022
Rs.100 @ Rs.60 | Rs.1200
50 units
@
Rs.100 | Rs.5000
Rs.6200
50 units
012-01- @
2022
Rs.100 Rs.1200
20 units
@ Rs.60
20 units @ 20 units
15-01-2022
Rs.70 @ Rs.60 | Rs.1200
20 units
@Rs.70 | Rs.1400
Rs.2600
024-01- 20 units | 5 units @
2022 @ Rs.70 Rs.60 | Rs.300
15 units
@ Rs.60
Rs.300
30 units 5 units
28-01-2022 @ @
Rs.200 Rs.60 | Rs.300
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30 units

@
Rs.200 | Rs.6000

Rs.6300

11.6 LET US SUM UP

Inventory valuation is an essential component of financial
accounting and inventory management, as it establishes the value
of inventory at the conclusion of an accounting period. This
valuation is crucial for the accurate reporting of financial
information and the formulation of business decisions, as it affects
the cost of goods sold (COGS), gross profit, and taxable income.
There are numerous methods for valuing inventory, each with its
own set of advantages, disadvantages, and implications for

financial statements.

The selection of the most suitable inventory valuation method is
contingent upon a variety of factors, such as the inventory's nature,
economic conditions, and regulatory requirements. In order to
guarantee precise financial reporting, an optimal tax strategy, and
alignment with operational realities, businesses must meticulously
evaluate these factors. It is also imperative to conduct regular
reviews and potential adjustments to the selected method in order
to maintain financial accuracy and adapt to evolving business

environments.

11.7 KEY WORDS

Inventory stock: is a valuable asset for organizations.
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COGS: Cost of goods sold
FIFO: First-In-First-Out

LIFO: Last-In-First-Out

11.8 ANSWERS TO CHECK YOUR
PROGRESS

1. FIFO method, which is also referred to as .............

Answer: First-In, First-Out

2. The ........ technique evaluates inventory based on the premise
that the most recently acquired things are the first to be sold.
Answer:LIFO (Last-In, First-Out)

3. Inventory valuation is identifying the .......... products.

Answer: unsold

i SRR is a component of both the balance sheet and the statement
of profit and loss.

Answer: Inventory

Seeveeene inventory is a method of inventory management in which
the items that are received first are also the ones that are sold or
used first.

Answer: FIFO.

11.9 TERMINAL QUESTIONS

1. What do you mean by Inventory valuation? Explain its main

scope and objectives.

2. Discuss importance of Accounting Standards.
3. Explain FIFO and LIFO method of inventory valuation.

4. Prepare Store Ledger Account from the following details

charging the material issues on a. FIFO , b. LIFO basis:-
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BLOCK IV: MANAGEMENT
ACCOUNTING

UNIT 12 : MEANING, IMPORTANCE OF
MANAGEMENT ACCOUNTING

12.1 INTRODUCTION:

Management accounting is a specialized field of accounting that
concentrates on supplying financial data and analysis to the
management of a company in order to facilitate decision-making,
planning, and control operations. Financial accounting focuses on
the disclosure of financial information to external stakeholders,
such as investors and creditors. In contrast, management
accounting is specifically designed to cater to the needs of internal

users, such as managers and executives.

12.2 MEANING AND DEFINITION

Management accounting may be defined as accounting that is
focused on providing information and analysis to support
management decision-making. Financial management accounting
is the examination of the managerial aspects of financial
accounting, namely the relationship between accounting and
management functions. This demonstrates how the accounting
function may be realigned to align with the structure of managerial
activities. The main objective of management accounting is to
revamp the accounting system in order to meet the operational
requirements of the company. It provides precise financial
information from the past, present, or future that may be utilized as

a foundation for managerial decisions. The financial statistics are
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meticulously designed and methodically developed to serve as a

distinctive instrument for management.

“Management accounting is concerned with accounting

information that is useful to management”.

J.Batty defines “ Management accounting is the term used to
describe the accounting methods, systems and techniques which,
coupled with special knowledge and ability, assist management in

its task of maximizing the profits or minimizing losses”.

“Management accounting is the presentation of accounting
information in such as way as to assit management in the creation

and in the day-to-day operations of an undertaking” -

[.C.M.A. Institute of Costs and Management Accountants.
According to H.M.Treasury, Management Accounting is “the
application of accounting knowledge to the purpose of producing
and of interpreting accounting and statistical information designed
to assist management in its functions of promoting maximum
efficiency and in formulating and co-ordinating future plans and

subsequently in measuring their execution”.

12.3 NATURE OF MANAGEMENT
ACCOUNTING

Management Accounting, although being a relatively new field in
accounting, may be seen as a combination of both a scientific and
artistic discipline. Accounting is the discipline that involves the
quantification and summarization of financial information, as well

as the interpretation of this data.
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Management Accounts draw conclusions by collecting, processing,
and objectively analyzing quantified data. Therefore, the
determination of progress and difficulties relies on the process of
objectification and quantification. From this perspective,

Management accounting may be considered a science.

Nevertheless, Management Accounting incorporates human
discretion, inclinations, caprices, and biases, as seen in the
interpretation of facts, deductions, and conclusions derived from

analysis.

The presence of subjectivity is unavoidable when interpreting the
meaning of data. Scientific deductions lack accuracy. The personal
assessment of a management accountant may have a substantial
impact on the interpretations and deductions made. From this
perspective, Management Accounting might be considered an art

form.

(i) Selective method: Management Accounting is a method that
involves the careful selection and analysis of relevant information.
It selectively considers just the necessary and valuable facts from
the income statement and position statement for management
purposes. Only pertinent information that aids in making choices

about different facets of the company is sent to the management.

(i1)) Data Provision, not Decision-Making: The role of the
management accountant is to give data that aids the management in
making informed decisions, rather than making the decisions
themselves. It has the ability to provide information, but it does not
have the authority to provide prescriptions. It functions similarly to
a map, providing guidance to the traveler on their location based

on the route they choose to go. The effectiveness and prudence of
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the management in using the information supplied by the

management accountant play a crucial role.

(ii1) Focused on the Future: Management accounting, in contrast to
financial accounting, is concerned with making predictions about
future events. Planning for the future involves making choices that

will guide future actions.

(iv) Analysis of Various Variables: Management accounting
facilitates the examination of factors contributing to the deviation
of profit or loss from previous periods. Furthermore, it aims to
examine the impact of many factors on the company's earnings and

overall financial performance.

(v) Absence of Standardized Formats for Information:
Management accounting does not provide information in a
predetermined manner, as is the case with financial accounting. It
presents information to the management in a way that is more

beneficial for making choices on different parts of the company.

12.4 SCOPE OF MANAGEMENT
ACCOUNTING

Financial accounting.

Financial accounting is the process of documenting business
transactions in the initial books, transferring them to appropriate
ledger accounts, reconciling them, and creating a trial balance.
Subsequently, a profit and loss account is generated to display the
financial outcomes of the organization, while a balance sheet is
created to present the assets and liabilities of the commercial

concern. The analysis and interpretation of data is dependent on
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this, since it provides the foundation for relevant information to be
presented to management. Therefore, a well-designed financial
accounting system is necessary for management accounting to

achieve complete control and coordination of activities.

Cost accounting

Cost Accounting is a distinct field within the broader discipline of
accounting. Cost determination is the systematic and methodical

process of establishing expenses.

Planning, decision-making, and control are fundamental
management activities. The cost accounting system utilizes
standard costing, budgetary control, inventory management, and

marginal costing to effectively perform these responsibilities.

Budgeting and forecasting

Budgeting refers to the process of articulating the goals, policies,
and objectives of the organization for a certain future time frame.
Forecasting, on the other hand, is the act of predicting the outcome
of a certain situation or event based on a particular set of
conditions. Specific objectives are established for various
departments, and individuals are assigned the duty of
accomplishing these targets. An analysis of the actual performance
in relation to the budgeted statistics will provide insights into the

departments' performance.

Statistical methods

Statistical tools, such as graphs, charts, diagrams, and visual

presentations, enhance the impact, comprehensiveness, and clarity
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of information. Additionally, tools like index numbers, time series
analysis, regression analysis, and sample approaches are valuable

for planning and forecasting purposes.

Inventory management

It encompasses the management of inventory from the moment it is
obtained until its ultimate disposal. Effective inventory
management is crucial due to the substantial financial implications
involved. The management should establish distinct thresholds for
inventory levels, including the minimum stock level, maximum
stock level, and reordering stock level. Conducting a research on
inventory control would provide valuable insights for making

informed managerial judgments.

Interpreting data involves analyzing and making sense of financial
accounts, which is a crucial aspect of management accounting.
Financial statements may be analyzed by comparing them to

statements from previous periods.

Upon thorough investigation, the findings are interpreted and the
resulting reports are given to the management using clear and

concise language.
Internal Audit involves the creation of a system of internal control
by developing internal audit coverage for a particular purpose.

Internal audit assists management in assigning accountability to

various persons.
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Tax accounting

The tasks involved in this process include the creation of an
income statement, evaluating the impact of taxes on capital

expenditure requests, and determining pricing.

Methods and procedures

They handle organizational matters by implementing strategies to
decrease costs and implementing processes to enhance the
efficiency of accounting and office activities.

Office Services

They include a broad spectrum of tasks such as data processing,

filing, duplication, printing, communication, and so on.

125 ADVANTAGES OF MANAGEMENT
ACCOUNTING:

Advantages of management accounting are as follows:

1) Prompt and Effective choice-making: Any choice made without
sufficient information may result in errors, but decisions based on
accurate and timely information often guide the company in the
right path. Management Accounting involves the collection of
information from several sources, with the most significant
information being delivered to managers to aid in decision-making.
By evaluating the strengths and weaknesses of their own
companies, as well as the dangers and possibilities in the external

environment, managers may make better and more timely choices.
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i1) Profit Enhancement: Management Accounting involves
gathering, analyzing, and interpreting pertinent data from financial
statements to provide management with the necessary information
for effective planning and control. This enables the organization to
strategically increase profits, which is the primary goal of any

organization.

ii1) Improved Financial Position: Management Accounting may be
used to strengthen the financial position of a company organization
by effectively managing capital, increasing reserves and surplus,
and minimizing wasteful operations. Cost control is crucial for the
success of any business organization. Management Accounting
plays a vital role in achieving cost control by providing accurate
and timely information about various business activities. By
implementing a well-designed planning and controlling system, the
organization can minimize leakages and wastages, resulting in

increased net income.

v) Competitive Selling Price: Management Accounting enables the
organization to effectively manage and control the costs associated
with the production of goods or services. By closely monitoring
and managing elements such as material, labor, and expenses, the
overall cost of the products can be kept low. This allows for the
determination of a competitive selling price that includes adequate
profits while remaining lower than the prices offered by

competitors.

vi) Increased Revenue Generation: According to the law of
demand, when the selling price of a product is low, the demand for
it grows, and vice versa. The business organization may maintain a
lower selling price compared to its rivals by using Management
Accounting techniques. This will assist increase the company's
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sales and generate more money. Seventhly, the process of
enlarging and updating anything. Implementing cost reduction via
the use of Management Accounting leads to increased revenue
creation and profitability. The corporate organization's financial
position is strengthened over time via the accumulation of a larger
capital base. When a firm has extra finances, it becomes easier to
increase commercial operations by adopting the newest
technologies. An illustration of the notion may be found in Maruti
Udyog Ltd., which initially manufactured just one automobile
(Maruti 800) in the 1980s. Over time, the company has expanded
its operations, incorporating advanced technology and offering a
wide range of goods. Currently, it is the biggest car manufacturer

in India and has a dominant position in the industry.

viii) Increased Job Creation: As previously said, financially robust
firms are more likely to provide employment opportunities. It also
results in the growth and updating of the organization, requiring
more personnel to manage the increased capacity. Consequently,
more personnel are recruited to augment the current workforce of
the firm. By implementing a Management Accounting system, it
becomes evident that we may create more job prospects inside the

economy.

ix) Facilitates Poverty Alleviation: By stimulating economic
growth and generating more demand for human resources, job
possibilities are generated, leading to a reduction in poverty levels
within the economy. Hence, the use of the Management
Accounting approach may effectively address the problem of
poverty by facilitating the growth and diversification of corporate

operations.
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x) Improved Quality of Life: The preceding discussion clearly
demonstrates that Management Accounting not only alleviates
poverty, but also creates job prospects, leading to enhanced access
to better nourishment, clothes, and housing for individuals. This
leads to a substantial improvement in the societal standard of life.
Overall economic growth and development have led to the
widespread adoption of management accounting by organizations
globally over the past few decades. This system offers numerous
benefits, including cost reduction, increased revenues and profits,
improved financial position, and expanded business activities.
Thus, it can be confidently said that the use of Management
Accounting techniques significantly contributes to the growth of
economic activities inside firms and subsequently boosts the whole

economy of the working region.

xii) Optimal Resource Utilization: The organization's resources are
limited and should never be squandered or misused in order to
ensure the organization's well-being. Management Accounting
employs techniques to optimize the use of limited resources by
effectively regulating and minimizing undesirable actions or
wastages. xiii) Enhances Efficiency: Efficiency refers to the ability
to carry out a job or work in the most optimal way using the
resources at hand. Management Accounting improves efficiency
by providing accurate and timely information, together with
appropriate statistical approaches, to facilitate effective decision-

making at various management levels.

xiv) Augmented Goodwill: Goodwill refers to the positive
reputation and prestige of a commercial entity that is acquired
through proficient and successful business activities, resulting in
profitability and a stable financial standing. Management
accounting  facilitates effective decision-making by the
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management, hence enhancing the organization's reputation.
Consumer satisfaction is enhanced when individuals are able to get
items or services that meet their preferences, are reasonably priced,
and exhibit high quality. Contemporary company companies are
using Management Accounting to effectively meet the needs of

their clients.

xvi) Cooperation and Coordination: The management accountant
provides the management at all levels with an assessment of the
organization's strengths and weaknesses. To address any lack of
collaboration and coordination among workers or activities inside
the company, it may be resolved by implementing an updated

approach to cooperation and coordination.

xvii) Enhanced Communication: Utilizing the insights provided by
the management accountant, the management can make informed
decisions to improve communication among employees at different
hierarchical levels, if necessary, for the overall benefit of the
organization. This may involve addressing any obstacles that

hinder effective communication.

12.6 LIMITATIONS OF MANAGEMENT
ACCOUNTING:

Management Accounting has several limitations that need to be
considered. One limitation is that it is still undergoing
development. Therefore, it is subject to all the constraints and
shortcomings often associated with a nascent field of study.

Several of these constraints include:

1. Constraints of Accounting Records: Management accounting

obtains its information from financial accounting, cost accounting,
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and other documented sources. Data manipulation involves the
reorganization or alteration of data. The accuracy of management
accounting relies on the accuracy of these fundamental records.
The constraints of these records are synonymous with the

constraints of management accounting.

2. Merely a Tool: Management accounting should not be seen as
an alternative or replacement for management. It is just a tool for
management. The final decisions are being made by the
management, rather than by the management accounting

department.

3. High Installation Expenses: The implementation of a
management accounting system requires a very intricate
arrangement. This leads to substantial investment, which can only

be financed by large corporations.

4. Own Bias: The understanding and analysis of financial
information are influenced by the interpreter's ability to make
subjective judgments based on their own biases. Individual biases
and preconceived notions may compromise the impartiality of

decision-making.

Psychological resistance might arise while implementing
management accounting, since it requires fundamental changes to
the organization's structure. Additional laws and regulations need
to be established, which will impact a significant number of

individuals and may result in opposition from some parties.

6. Evolutionary stage: Management accounting is now in a nascent
phase of development. The principles and practices of this

discipline of accounting are less precise and established compared
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to other branches. Thus, the outcomes of the system rely heavily

on the astute analysis of the data for management purposes.

7. Offers Data, Not judgments: Management accounting just
delivers data without making judgments. It provides information
without giving specific instructions or recommendations. It is
important to consider this restriction while using management

accounting procedures.

8. Comprehensive Scope: The breadth of management accounting
is extensive, which presents several challenges throughout the
adoption process. Management needs data from both accounting
and non-accounting sources. It results in imprecision and

subjectivity in the derived conclusion.

12.7 DISTINGUISH BETWEEN
MANAGEMENT ACCOUNTING,
FINANCIAL ACCOUNTING AND COST
ACCOUNTING:

The purpose and function of management accounting are to
provide internal management with pertinent information to
facilitate decision-making, planning, and control. It entails the
analysis and presentation of financial and non-financial data to

assist managers in making well-informed business decisions.

Primary Characteristics:

Support for Decision-Making: It offers managers comprehensive,
pertinent data that facilitates the formulation of strategic decisions.
This encompasses performance measurement, variance analysis,

budgeting, and forecasting.
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Management accounting is characterized by a strong emphasis on
planning and forecasting, in contrast to financial accounting, which

examines past performance.

Internal Focus: The primary users are internal stakeholders, such as
managers and executives. The information is customized to satisfy

their unique requirements.

Flexible Reporting: Management accounting does not have any
established report formats. Reports are tailored to furnish the

essential data required for decision-making.

Non-Monetary Information: The data frequently comprises non-
financial metrics, including customer satisfaction levels, efficiency

rates, and production metrics.

The purpose and function of financial accounting are to provide
financial information to external stakeholders, including investors,
creditors, regulators, and tax authorities. It entails the development
of financial statements that accurately represent the company's

financial performance and position over a designated time frame.

Primary Characteristics:
Historical Data: Financial accounting is the process of recording
and reporting past financial transactions and events. It concentrates

on the past rather than future predictions.

Standardization and Regulation: Financial statements are
compliant with standardized accounting principles and regulations,
including the International Financial Reporting Standards (IFRS)

or the Generally Accepted Accounting Principles (GAAP).
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External Focus: The primary consumers are external stakeholders
who require precise and dependable financial information to make

decisions about the company.

Financial Statements: The income statement, balance sheet, and
cash flow statement are the primary deliverables. The financial
health of the company is comprehensively examined in these

documents.

Accuracy and Objectivity: Financial accounting prioritizes
consistency, objectivity, and accuracy. The objective is to offer a
just and accurate assessment of the organization's financial

performance and status.

Cost Accounting Purpose and Function: The primary objective of
cost accounting is to determine the total cost of production for a
company by evaluating the variable costs associated with each
production phase, as well as fixed costs, such as lease expenses.
The primary objective of this division of accounting is to furnish
internal management with comprehensive cost information to

facilitate cost control, cost reduction, and efficiency enhancements.

Primary Characteristics:

Cost Determination: This process entails the computation of the
expenses associated with each production process, product, or
service. This encompasses both direct costs (such as basic

materials and labor) and indirect expenses (such as bureaucracy).

Cost Control: Cost accounting assists managers in identifying areas
where costs can be reduced without compromising quality by

analyzing cost behavior and cost determinants.
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For internal purposes: Internal administrators are the primary
consumers of this information, such as in management accounting,
to make informed judgments about resource allocation, budgeting,

and pricing.

Methods and Techniques: Various methods, including standard
costing, activity-based costing, job costing, and process costing,

are employed by cost accounting to measure and manage costs.

Performance Measurement: It is instrumental in assessing the
profitability and efficacy of various departments, products, and

processes within the organization.

Comparison and Conclusion
Although all three disciplines of accounting address the financial
aspects of a business, they are intended for distinct audiences and

purposes:

Management Accounting is dedicated to the provision of
comprehensive, future-oriented reports that facilitate internal

decision-making.

The company's historical financial performance and position are
reflected in standardized financial statements that are provided to

external stakeholders by Financial Accounting.

Cost accounting is the process of documenting and analyzing
production costs to aid in the control of costs and the enhancement

of efficiency within the organization.
It is imperative for businesses to comprehend the distinctions

between these types of accounting in order to make strategic
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decisions, comply with regulations, and effectively manage
resources. The financial health and management of an organization
are significantly influenced by the unique insights and

contributions of each branch.
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UNIT 13: BUDGETING & BUDGETARY
CONTROL

Structure

13.0 Introduction

13.1 Objectives

13.2 Budget

13.3 Characteristics of a good Budget

13.4 Budgeting

13.5 Budgetary control

13.6 Importance of Budgetary Control

13.7 Essential requirements for effective budgeting
13.8 limitations of Budgetary Control System
13.9 Zero base budgeting:

13.10 Benefits of Zero based budgeting

13.11 Drawbacks of Zero based budgeting
13.11 Let Us Sum Up

13.12 Key Words

13.13 Answers to Check Your Progress

13.14 Terminal Questions

13.0 INTRODUCTION

Effective planning is crucial for the growth and development of a
firm in today's complex business landscape. A budget is the
financial representation of a plan used to establish objectives for
individuals and organizations. Moreover, when the company

operations are regulated.

The Budgeted Control System is a method that use finances to
achieve certain goals and objectives. An effective Budgetary
Control System minimizes costs by eliminating needless
operations, leading to improved earnings for the corporate

organization.
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13.1 OBJECTIVES

After studying this unit, you should be able to:
e Comprehend the fundamental concepts and principles of
budgeting.
e Develop proficiency in the collection, analysis, and
forecasting of financial data for budget preparation.
e Distinguish between different categories of budgets.
e Analyse cost structures to improve the precision of

budgeting.

13.2 BUDGET:

A budget refers to the numerical or quantitative expression of a
corporate organization's intentions. Given the scarcity of resources,
it is essential for management to utilize them wisely in order to
achieve the planned goals or objectives. A budget facilitates the
allocation of resources to different activities within an

organization.

13.3 CHARACTERISTICS OF A GOOD
BUDGET:

1. Budget is established with the purpose of achieving a certain
target.

A budget is created for a certain future timeframe, such as a month,
quarter, half year, a year, or longer.

3. It is meticulously prepared ahead of the designated time.
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4. It is a numerical or quantitative representation of a statement
that is derived from the organization's plans.

5. A budget is created by a budget committee.

A budget serves as a framework for the administrative policies that

a business will adopt and put into action.

13.4 BUDGETING:

Budgeting refers to the systematic process of creating budgets via a
series of procedures. During the budgeting process, a budget
manual, which contains specific information about the budget, is
created. A budget controller, who may be referred to as a budget
director or budget officer, is appointed to oversee the budget.
Additionally, a budget committee is formed under the leadership of
the budget controller, consisting of members from different
departments within the organization. Occasionally, external
specialists may be appointed as members of the budget committee,
if necessary. When budgeting, the budget timeframe, technique,

and significant considerations are taken into account.

13.5 BUDGETARY CONTROL:

Budgetary control refers to the process of monitoring and
managing an organization's financial resources in order to ensure

that they are used efficiently and effectively.

Budgetary control, sometimes referred to as a budgetary control
system, is the practice of management controlling corporate
operations via the use of budgets in order to achieve predefined
organizational goals. The system involves the preparation and

implementation of budgets by the management. Actual
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performance is then monitored and any deviations or variations
from the anticipated performance are computed. As a result,

corrective steps are performed to improve the situation.

13.12 LET US SUM UP

Organizational planning, coordination, and performance evaluation
are significantly influenced by budgeting and budgetary control,
which are essential components of financial management. This
piece delves into the challenges, significance, process, and
concepts that are linked to budgeting and budgetary control in

contemporary business settings.

Comprehending Budgeting

The process of planning, allocating, and controlling financial
resources to attain organizational objectives is referred to as
budgeting. It functions as a roadmap for financial management and
decision-making, offering a structured framework for resource

allocation and expenditure.

Significance of Budgeting
Organizations derive numerous advantages from effective

budgeting:

Planning and Coordination: Budgets enable the alignment of
financial objectives with strategic objectives, thereby facilitating

long-term planning and short-term coordination.

Resource Allocation: It facilitates the efficient allocation of
resources, thereby assuring the optimal utilization and

prioritization of funds.
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Performance Evaluation: Budgets function as benchmarks for
assessing the performance of an organization in relation to

predetermined objectives and targets.

Budget Types
Diverse budgetary structures are designed to accommodate distinct

organizational requirements:

Operating Budgets: These budgets predict the revenues and

expenses of daily operations for a specific time frame.

Investments in long-term assets, including technology, facilities,
and equipment, are the primary focus of capital budget programs.

Master Budgets: Comprehensive budgets that incorporate
financial, capital, and operating budgets to facilitate organizational

planning.

The Process of Budgetary Control

Budgetary control entails the surveillance and management of
actual financial performance in relation to the budgeted figures. It
guarantees that deviations are promptly identified and corrective

actions are implemented to achieve financial objectives.

Procedures for Budgetary Management
Setting Budgetary Objectives: The process of establishing financial
objectives that are both realistic and transparent, in accordance

with the organization's objectives.
Budget Formulation: The process of creating comprehensive

budgets that are informed by historical data, forecasts, and

strategic plans.
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Implementation: The process of allocating resources in accordance

with budget allocations and commencing financial activities.

Regularly contrasting budgeted targets with actual performance to
identify variances is a crucial aspect of monitoring and evaluation.
Corrective Actions: Implementing corrective measures to rectify

discrepancies and enhance the accuracy of future budgeting.

Obstacles to Budgeting and Budgetary Control
Budgeting is confronted with numerous obstacles, despite its

advantages:

Uncertainty: The accuracy of a budget can be influenced by
external factors such as economic conditions and market

fluctuations.

Flexibility and responsiveness to evolving business dynamics may

be impaired by excessively rigid budgets.

Behavioral Issues: The preparation and adherence of a budget can

be influenced by behavioral fallacies or unrealistic expectations.

New Approaches to Budgeting
Innovative strategies are being implemented by contemporary

organizations to optimize their budgeting processes:

Rolling Budgets: Budgets that are continuously updated in

response to market conditions and recent financial data.

Zero-Based Budgeting: A cost-efficient approach that necessitates

justification for all expenditures from the outset.
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Beyond Budgeting: Emphasizes agile management principles in

contrast to conventional annual budget cycles.

In summary, budgeting and budgetary control are essential
instruments for organizational success, as they establish
frameworks for performance evaluation, resource management,
and planning. Organizations can navigate challenges and achieve
sustainable financial performance in dynamic business

environments by adopting flexible, innovative budgeting practices.

13.13 KEY WORDS

GAAP : Generally Accepted Accounting Principles (GAAP) refer
to a collection of established accounting principles and processes
that enjoy broad acceptance and use within the United States.

IFRS : International Financial Reporting Standards.

Ind. AS: Indian Accounting Standards

13.14 ANSWERS TO CHECK YOUR
PROGRESS

| U includes the process of allocating and regulating financial
resources to fulfill corporate objectives.

Answer: Budgeting

2. A budget is a thorough plan for the future that is
frequently represented in financial terms.

Answer: master

3.A budget is developed for each level of activity and
helps managers understand the effect of changes in activity levels
on financial performance.

Answer: flexible
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4. A budget is used to forecast future revenues and
expenditures based on different business situations and
assumptions.

Answer: forecast

5. Budgeting aids in allocation by assessing the
resources required for different roles and activities.

Answer: resource

13.15 TERMINAL QUESTIONS

1. Establish a budget. What are the fundamental components of an
efficient budgeting system?

2. What is the definition of budgeting? Describe the various forms
of budgeting.

3. Provide a detailed explanation of the goals of budgeting. What
are the fundamental components of an efficient budgeting system?
4. Provide an explanation of the fundamental concepts of
budgeting. Categorize the business budget and provide a concise
explanation.

5. How do you interpret the term "business budget"? Describe the
process of creating a budget. What are the fundamental

components of an effective budgeting strategy?
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UNIT 14: PREPARATION OF FIXED &
FLEXIBLE BUDGET, ZERO BASED
BUDGETING

Structure

14.0 Introduction

14.1 Objectives

14.2 Important characteristics of a flexible budget:
14.3 Advantages

14.4 Preparation flexible budget:

14.5 Example

14.6 Fixed budget

14.7 Primary characteristics of a fixed budget are:
14.8 Preparation fixed budget:

14.9 Zero base budgeting:

14.10 Process of Zero-base Budgeting:

14.11 Let Us Sum Up

14.12 Key Words

14.13 Answers to Check Your Progress

14.14 Terminal Questions

14.0 INTRODUCTION

A flexible budget is a dynamic financial plan that adapts to
variations in activity levels. Flexible budgets are specifically
intended to accommodate changes in output or sales levels, unlike
static budgets which stay identical regardless of fluctuations in sales
or production quantities. Organizations may effectively manage
their resources and properly assess performance at various levels of

activity due to this flexibility.

14.1 INTRODUCTION:
After studying this unit, you should be able to:

o Distinguish between fixed and flexible budgets.

. Comprehend the applications and characteristics of each
budget type.

. Acquire the ability to create fixed budgets that remain

consistent irrespective of activity levels.

. Acquire the ability to develop budgets that are adaptable to
fluctuating levels of production or activity
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14.2 IMPORTANT CHARACTERISTICS OF
A FLEXIBLE BUDGET:

Variable expenses: Flexible budgets classify expenses into fixed
and variable elements. Variable costs vary in response to variations
in activity levels, such as the amount of production or sales. The
expenses are modified in the flexible budget to accurately

represent the current level of activity.

Fixed Costs: Fixed costs stay unchanged independent of
fluctuations in activity levels within a certain range. Although
fixed costs are constant in the short term, they might fluctuate in

the long run owing to variables such as inflation or changes in

capacity.

Performance assessment: The use of flexible budgets allows for
more accurate performance assessment by comparing the actual
outcomes to the planned amounts, taking into account the real level
of activity that was accomplished. Managers get valuable insights

into the efficiency of operations and the examination of variances.

Budgets may facilitate informed decision making for managers by
allowing them to adapt to changing market circumstances or
corporate settings. Managers have the ability to evaluate the
financial consequences of various courses of action by relying on

the forecasts provided by the flexible budget.

Scenario Analysis: Flexible budgets enable managers to assess the
financial consequences of different scenarios or assumptions using
scenario analysis. This contributes to the development of strategic

plans and the mitigation of risks.

In dynamic company contexts where activity levels may change
dramatically, flexible budgets provide more precision and

relevance in financial planning and performance assessment.

A flexible budget may be more advantageous in the following
circumstances:
There is a fluctuation in the degree of activity during different

periods.
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Forecasting demand is challenging for young businesses.

Where the organization is experiencing a deficiency in any

component of production.

For instance, factors such as material and labor are contingent
upon the degree of activity, since their availability is directly

influenced by it.
1. In cases where the nature of the firm is characterized by

fluctuating sales.
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2. In situations where changes in fashion or trends have an impact
on production and sales.

3. Where the business often offers new items or makes frequent
adjustments to the patterns and designs of its products.

4. Where a significant portion of the production is targeted for

export.

14.3 ADVANTAGES:

Flexible budgets allow for the adjustment of numbers to
accommodate various operational situations. Therefore, a flexible
budget is more rational than a fixed budget, since the latter is only

applicable in a certain operational context.

Flexible budgets are beneficial in terms of control. The
performance of an executive should be evaluated based on what
they might have realistically done given the specific conditions,
rather than comparing it to what they could have achieved under
completely other circumstances. Finally, flexible budgets are more
realistic, practical, and beneficial. In contrast, fixed budgets have a
restricted scope and are appropriate just for expenses that are fixed

in nature.

14.4 PREPARATION FLEXIBLE BUDGET:

To create a flexible budget, one must analyze the entire
expenditures and break them down into fixed and variable
components. This analysis, while not uncommon in flexible
budgeting, is more significant in flexible budgeting than in fixed
budgeting. The reason for this is because flexible budgeting takes

into account multiple levels of production, resulting in varied
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overhead costs at each level. The flexible budget is characterized
by the following key features: - It is designed to accommodate a
variety of activity levels, rather than just a single level. - It serves
as a dynamic foundation for comparison, since it immediately

adjusts to variations in volume.

The process of creating a flexible budget involves examining the
overhead costs and categorizing them as either fixed or variable. It
also involves evaluating how much the variable costs will change

within the expected range of activity.

14.5 EXAMPLE:

The expenses for the budgeted production of 10,000 units in a
factory are given below: Direct materials Rs. 70(Per unit), Direct
labour Rs.25 (Per unit) , Variable overhead Rs.20(Per unit) ,Fixed
overhead (Rs.1,00,000) Rs. 10(Per unit) Variable expenses (direct)
Rs.5 (Per unit) Selling expenses (10% fixed) Rs.13 (Per unit)
Distribution expenses (20% fixed) Rs.7(Per unit) Administrative
expenses (Rs 50,000) Rs.5 (Per unit) Total cost per unit Rs. 155
Prepare flexible budget for production of i. 8,000 units ii 6,000

units
Solutions
Number of units 10,000 8,
Variable costs
Direct materials 7,00,000 5,
Direct labours 2.50,000 2,
Variable overhead 2,00,000 L,
Direct expenses 50,000 4(
Selling expenses 1,17,000 93
Distribution expenses 56,000 44
Total variable cost 13,73,000 1(
Fixed costs
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14.6 FIXED BUDGET

A fixed budget, sometimes referred to as a static budget, is a
financial plan that stays constant irrespective of fluctuations in
activity levels or sales quantities. Fixed budgets, in contrast to
flexible budgets, are established at the start of a period and stay

unchanged throughout, regardless of actual performance.

14.7 PRIMARY CHARACTERISTICS OF A
FIXED BUDGET ARE:

Pre-determined Figures: Fixed budgets are established using pre-
established projections of income, spending, and other financial
criteria. These estimates are often determined at the start of a fiscal

period and remain unchanged, regardless of actual performance.

Restricted Flexibility: In contrast to flexible budgets that provide
modifications in accordance with variations in activity levels, fixed
budgets provide restricted flexibility. They fail to consider
variations in sales, production quantities, or other variables that

might impact financial success.

Performance Evaluation: Fixed budgets serve as standards for
assessing performance. The actual outcomes are evaluated against
the budgeted statistics to see whether the objectives were achieved.
Discrepancies between the actual and planned quantities provide
valuable insights into areas where there is either excessive or

insufficient performance.

Simplicity: Fixed budgets are straightforward to develop and

manage since they include establishing unchanging goals for
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income, spending, and other financial measures. Nevertheless, this
straightforwardness may become a constraint in dynamic

commercial situations where circumstances may change quickly.

Planning and management: Fixed budgets are often used for the
purpose of long-term planning and as a mechanism for cost
management and resource allocation. Nevertheless, they may not
be as efficient in circumstances when the levels of activity are

unclear or prone to substantial variations.

In general, fixed budgets provide a consistent structure for
financial planning and evaluating performance, but they may not
have the flexibility required to efficiently adjust to changing
company situations. Organizations sometimes use fixed budgets
with alternative budgeting methods, such as flexible budgets or
rolling budgets, to more effectively synchronize financial

objectives with real performance.

This budget is ineffective due to the fluctuating nature of the

circumstances, making it unreliable and unpredictable.

The management will be unable to evaluate the success of various
department heads based on the budgets they have established, due

to the planned level of activity.

The method of budgetary control is not effective in distinguishing
between fixed, semi-variable, and variable expenses, rendering it

of limited usefulness.

It does not allow for any adjustments to the budgeted numbers in
response to changes in costs resulting from changes in the level of
activity.
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14.8 PREPARATION FIXED BUDGET:

Creating a set budget is predicting the amount of money coming in
and going out within a certain timeframe, usually spanning a
month, quarter, or year. Below is a comprehensive, sequential

advice on how to create a fixed budget:

Compile Financial Data: Acquire and assemble pertinent financial
data, including revenue streams, invoices, loan repayments, and

miscellaneous expenditures.

Calculate Income: Enumerate all sources of revenue, such as
wages, incentives, rental proceeds, investments, etc. Utilize

dependable approximations for changeable sources of revenue.

Enumerate the fixed costs: Determine the expenses that stay
consistent every month, such as payments for rent or mortgage,
insurance premiums, loan payments, and subscriptions. These

expenditures are usually consistent in magnitude for each month.

Identify Variable costs: Identify the costs that vary from month to
month, such as food, utilities, transportation, and entertainment.
Examine previous expenditure patterns in order to get a precise

estimation of these expenses.

Allocate financial resources for the purpose of saving and
investing. Determine the desired amount you want to allocate for
monthly savings or investments. It is crucial to give priority to

saving for emergencies, retirement, and other financial objectives.

Allocate funds for unexpected expenses: Foresee irregular costs

that do not happen on a monthly basis, such as yearly insurance
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payments or presents for holidays. Set aside cash for these costs on

a monthly basis to prevent financial stress when they occur.

Determine the aggregate revenue and costs: Aggregate all sources
of revenue and expenditures to see if there is a surplus or deficit.
Modify the distribution of resources as needed to guarantee that the

amount of money earned is sufficient to meet all costs.

Monitor Expenditures: After establishing the budget, consistently
monitor the actual expenditure in comparison to the allocated
amounts. This aids in identifying regions where modifications may

be necessary.

Make necessary modifications: Life is always changing, and
financial circumstances might also fluctuate. Regularly assess and
modify the budget to suit fluctuations in revenue, spending, or

financial objectives.

Employ Budgeting Tools: Contemplate using budgeting tools or
applications to simplify the procedure and monitor funds with
more efficiency. Several technologies provide functionalities such
as automated cost classification and immediate spending

notifications.

Maintain discipline: Adhere to the budget as closely as possible to
efficiently accomplish financial objectives. Exercise self-control
when tempted to exceed your budget in certain areas.

Obtain Expert Consultation: If necessary, seek the assistance of a
financial counselor or accountant to receive tailored advice on

budgeting and financial planning.
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It is important to keep in mind that having a predetermined budget
serves as a guide for effectively managing one's resources and
attaining financial stability. Flexibility and discipline are essential

for effective budget management.

14.9 ZERO BASE BUDGETING:

The term "Zero base budgeting" refers to starting from a baseline
of zero. It involves the creation of budgets either from the
beginning or starting from a blank slate. It is predicated on the
fundamental premise that the preceding year had a value of zero.
The management is required to provide a rationale for all costs
included in the budget. The process begins by identifying the
operations of the department/segment/organization as decision
packages. These packages are then systematically analyzed and

evaluated, and ranked according to their level of importance.

Zero base budgeting is a departure from the conventional
budgeting process, which is primarily focused on program and
decision-making, and instead emphasizes a functional approach to

expenditure.

Benefits

1. It optimizes the exploitation of organizational resources by
aligning them with the needs and benefits.

2. It guarantees that managers implement essential initiatives for an
organization and execute them efficiently.

3. It aids management in approving the budget based on a cost
benefit analysis.

4. It assists managers in identifying inefficient tasks and suggests

alternate methods for conducting such operations.
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5. It facilitates the enhancement of collaboration and
communication across the various segments or departments inside
the company.

6. It is appropriate for use in the service department.

Drawbacks

The process of identifying and developing decision packages is
time-consuming and entails a significant amount of documentation.
If the advantages of decision packages cannot be calculated, it is
not feasible to rate them, which poses a challenge in the zero base

budgeting process.

This budgeting strategy necessitates the employment of
experienced and competent personnel, resulting in a costly

undertaking.

Managers of decision units need to understand the concept of zero
base budgeting and get training on how to introduce and execute it

effectively.

14.10 PROCESS OF ZERO-BASE
BUDGETING:

(1) aim determination: This is the first stage in identifying the aim
of implementing Zero-Based Budgeting (ZBB). It might lead to a
reduction in human expenses or eliminate initiatives that are not
aligned with the business structure or unlikely to contribute to

achieving the business goals.

(2) The ZBB program will implement a degree of evaluation: It is
not feasible to assess every single operation inside the whole

organization on every occasion. Upon analyzing the company
Accounting For Managers - 252

Accounting For Managers - 254



structure, the management may choose whether to use Zero-Based
Budgeting (ZBB) throughout all areas of business activity or

merely in a limited number of chosen areas for a trial period.

(3) Expansion of Decision Units: Decision units provide their data
on which cost benefit analysis should be conducted to make a

decision on whether to continue or terminate.

It may refer to a functional department, a program, a product line,
or a sub-line. In this scenario, the decision unit operates
autonomously, regardless of the other units. Therefore, if the cost
analysis indicates unfavorable results, that specific unit may be

shut down.

(4) Expansion of Decision Packages: Decision units must be
established to gather data on the proposals to be included in the
budget. The responsible manager evaluates the operations of their
own decision units. His role include evaluating various strategies
to achieve goals. The number of decision units and packages is
determined by the size of the business unit and the amount of
commodities it handles. The decision package must include
comprehensive information that enables management to determine
the need of the information for the firm, as well as evaluate the

associated costs and projected benefits.

(5) Evaluation and grading of decision packages: These packages,
which are created and developed, are presented to the higher level
of authority within the company for the goal of determining their

ranking.

Ranking is the determining factor for the inclusion of ideas in the
budget. The management prioritizes the various decision packages
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based on their diminishing usefulness or value to the firm. The first
rating is conducted by the unit manager, who then submits it to
higher-ranked officers for additional assessment. These officials
take into account the organization's overall goals throughout the

evaluation process.

(6) The allocation of funds via budgets is the last stage involved in

the Zero-Based Budgeting (ZBB) process.

Management establishes a cut-off point based on a cost benefit
analysis and the availability of cash. Based on acceptable criteria,
the authorized packages that have been developed are accepted,
while the rest are rejected. Subsequently, the monies are allocated
to various decision units, and corresponding budgets are prepared

for each unit.

14.11 LET US SUM UP

Organizations require a roadmap for resource allocation and
financial objectives, which is why budgeting is an indispensable
component of financial management. Diverse budgeting
methodologies, including zero-based budgeting (ZBB), flexible
budgeting, and fixed budgeting, provide distinct benefits and are
appropriate  for distinct organizational requirements and
circumstances. The decision to implement fixed budgeting, flexible
budgeting, or zero-based budgeting is contingent upon the strategic
priorities, operating environment, and objectives of the
organization. While fixed budgets provide stability, they may be
lacking in flexibility, while flexible budgets offer adaptability but
necessitate more effort to manage. Zero-based budgeting promotes
strategic alignment and cost efficacy; however, it necessitates a

thorough analysis and may face opposition. In order to maximize
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financial performance and customize their budgeting practices to
meet their specific requirements, organizations frequently integrate

components of these methodologies.

14.12 KEY WORDS

Flexible budget: is a dynamic financial plan that adapts to
variations in activity levels.

Fixed budget: sometimes referred to as a static budget, is a
financial plan that stays constant irrespective of fluctuations in
activity levels or sales quantities.

Zero base budgeting: refers to starting from a baseline of zero. It
involves the creation of budgets either from the beginning or

starting from a blank slate.

1413 ANSWERS TO CHECK YOUR
PROGRESS

1. A budget stays constant independent of changes in
activity levels or volume.

Answer: fixed

2. A budget responds for variations in activity levels
or volume, offering additional flexibility in financial planning.
Answer: flexible

3. A flexible budget enables managers to examine business .........
by comparing actual results to the planned funds at different levels
of activity.

Answer: performance

4. Flexible budgets alter expenses depending on real
levels of activity.

Answer: variable
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5. In a fixed budget,

expenses stay constant, while

variable costs fluctuate with activity levels.

Answer: fixed

5. The following informations relate to a manufacturing concern

for the half-year in which 10,000 units have been produced:-

Rs. per unit
Material 70
Labour 25
Direct expenses 5
Fixed expenses (1,00,000) 10
Variable expenses (works) 20
Selling expenses (10% fixed) 15
Distribution expenses (20% fixed) | 10
Administration expenses (50,000 | 5
fixed)
Total selling cost 160

You are required to prepare a budget for the production of 8,000

and 12,000 units.
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BLOCK V: FINANCIAL STATEMENTS
ANALYSIS

UNIT 15: MEANING, IMPORTANCE OF
FINANCIAL STATEMENT

Strcuture

15.0 Introduction

15.1 Objectives

15.2 Parties Interested In Financial Statements

15.3 The aims of financial analysis include:

15.4 Constraints or limitations of Financial Analysis
15.5 Methods and instruments used in the analysis of financial
statements

15.6 Significance of analyzing financial statements
15.7Let Us Sum Up

15.8 Key Words

15.9 Answers to Check Your Progress

15.10 Terminal Questions

15 .0 INTRODUCTION

Analyze and interpret financial data trends, spanning multiple
time periodsFinancial statement analysis is a significant issue in
the realm of accounting and finance. It involves evaluating the
actual performance of a business. The reason we are able to do this

is solely because of this subject.

Evaluate the efficiency of the business, comparing it to our
established benchmarks or previous performance, and implement

appropriate remedial actions.

Important characteristics of a flexible budget include:

Financial statements are straightforward reports that include
historical data, facts, and numerical information. They exhibit
unwavering determination in pursuing their goals, adhering to their
inherent qualities, and consistently being honest. They embody a
prudent amalgamation of documented data, financial rules, ideas
and norms, subjective  assessments, and  sometimes
approximations.

Financial statements include a 'Revenue Account' and a 'Balance

Sheet'.
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Financial statements provide insights into the fiscal operations and

standing of a company.

The process of analyzing financial statements involves studying
the link between different sections of a financial statement in order
to get a deeper knowledge of a company's situation and
performance, as stated by Metcalf and Titard.

According to Myers, financial statement analysis primarily
involves examining the connections between different financial
elements inside a corporation, as revealed by a single set of
statements. It also involves studying the patterns and changes in

these elements across a period of statements.

15.1 OBJECTIVES

After studying this unit, you should be able to:

. Assess the financial health of an organization.

o Evaluate operational efficacy, liquidity, solvency, and
profitability.

. Comprehend the company's financial performance over
time.

15.2 METHODS AND INSTRUMENTS USED IN
THE ANALYSIS OF FINANCIAL
STATEMENTS

Financial statements include comprehensive details on the assets,
liabilities, equity, reserves, costs, and profit and loss of a business. They
are not easily comprehensible to interested parties such as creditors,
shareholders, investors, and others. Therefore, a variety of methods are
used to analyze and evaluate the financial statements. The techniques
used to analyze financial accounts are primarily categorized into three

groups:

(1) Cross-sectional Analysis:It is often referred to as inter-firm
comparison. This study facilitates the comparison of the financial
attributes of one firm with those of another comparable enterprise within
the same accounting period. For instance, suppose firm A has achieved a
15% return on investment. This statement does not indicate whether it is

sufficient or insufficient. Only after doing a more in-depth analysis and
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seeing that a comparable firm has achieved a 16% profit over the same
timeframe, can we definitively conclude that company B is superior

than company A. Therefore, it transforms into a significant analysis.

(i1) Time Series Analysis, also known as intra-firm comparison, is
a method used to analyze data over a period of time. This approach

establishes the link between various elements in financial accounts,

conducts comparisons, and obtains findings. The foundation of
comparison may be: Analysis of the financial accounts from

several years of the same company entity.

Analyze the financial accounts of several company divisions for a

certain year and compare them.

(i) Cumulative cross-sectional data Time series analysis is a
method used to examine the financial characteristics of two or
more organizations over a certain accounting period. It is feasible
to expand this comparison throughout the whole year. This method

is quite useful in analyzing financial statements.

The examination and elucidation of financial statements are used
to ascertain the financial condition. Various techniques,
procedures, or equipment are used to analyze the correlation
between financial figures. Nevertheless, the following techniques
are often used for the analysis and interpretation of financial

statements:

Financial statements include comprehensive details on the assets,
liabilities, equity, reserves, costs, and profit and loss of a business.
They are not easily comprehensible to interested parties such as
creditors, shareholders, investors, and others. Therefore, a variety
of methods are used to analyze and evaluate the financial
statements. The techniques used to analyze financial accounts may

be categorized into three primary categories:

(1) Cross-sectional Analysis:It is also referred to as inter-firm
comparison. This study facilitates the comparison of the financial
attributes of one firm with those of another comparable enterprise

within the same accounting period. For instance, suppose business
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A has generated a 15% return on its invested capital. This
statement does not indicate whether it is sufficient or insufficient.
Only after doing a more in-depth analysis and discovering that a
comparable firm has achieved a 16% return within the same time
frame can we confidently conclude that company B is superior
than company A. Consequently, it transforms into a significant

analysis.

(i1) Time Series Analysis: This method is also known as intra-firm
comparison. This approach establishes the link between various
components of financial accounts, makes comparisons, and obtains
findings. The foundation of comparison may be categorized as
follows: An analysis of the financial statements from several years

of the same company unit.

Analyze the financial accounts from a certain year for various

company entities.

(ii1)) Cumulative cross-sectional data Time Series Analysis is a
method used to examine the financial features of two or more
organizations over a certain accounting period. It is feasible to
expand this comparison throughout the whole year. This method is

quite useful in analyzing financial statements.

Financial statements are analyzed and interpreted to ascertain the
financial position. Various techniques, procedures, or equipment
are used to analyze the correlation between financial accounts.
Nevertheless, the following techniques are often used for the

analysis and interpretation of financial statements:
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1. Financial statements that provide a comparison of financial
data throughout different periods of time.

Comparative financial statements are financial statements that
compare financial data over various time periods. These statements
facilitate the examination of financial performance and trends over

time. The primary components are as follows:

Comparative Income Statement: Displays revenues, expenses, and
profits over multiple periods. It assists in the identification of
trends in net income, operating expenses, cost of goods sold, and

sales.

Comparative Balance Sheet: Consists of a list of the company's
equity, liabilities, and assets at various periods in time. This
comparison is beneficial for evaluating changes in financial

position, such as increases in assets or fluctuation in debt levels.

Comparative Cash Flow Statement: Provides a comprehensive
account of the cash inflows and outflows from operating,
investing, and financing activities over a number of time periods. It
facilitates comprehension of fluctuations in liquidity and cash

management.

Changes in equity accounts, such as common stock, retained
earnings, and other comprehensive income, over multiple periods
are reflected in the Comparative Statement of Shareholders'

Equity.

Objectives and Advantages:
Trend Analysis: Recognize patterns and trends in financial
performance, such as consistent revenue growth or recurring

expenses.
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Performance Assessment: Evaluate the company's current
performance in comparison to past periods to determine whether it

is advancing or encountering challenges.

Decision-Making: Assist management and investors in making
well-informed decisions by utilizing historical performance and

future projections.

Variance Analysis: Emphasize substantial discrepancies between
periods, thereby encouraging additional investigation into the

underlying causes.

Example Format:

Comparative Income Statement (in thousands)

Description Year 1 Year 2 Year 3
Revenue Rs.10,000 | Rs.12,000 Rs.15,000
Cost of Goods Sold Rs.4,000 | Rs.4,800 Rs.6,000
Gross Profit Rs.6,000 | Rs.7,200 Rs.9,000
Operating Expenses Rs.3,000 | Rs.3,500 Rs.4,000
Net Income Rs.3,000 | Rs.3,700 Rs.5,000

A clear understanding of the evolution of a company's financial
status over time is provided by these comparative statements,
which are essential instruments for financial analysis and strategic

planning.

Commonly Used Balance Sheet Dimensions

The percentage of total assets is used to convey each asset,
liability, and equity item in a common size balance sheet. This
method emphasizes the composition and organization of a

company's financial resources.
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Example:

Amount | Percentage of Total

ftem (Rs.) Assets (%)
Assets

Cash and Cash Equivalents 50,000 5%
Accounts Receivable 1,50,000 | 15%
Inventory 2,00,000 | 20%

Property, Plant, and Equipment
pery AP 4,00,000 | 40%

(PPE)

Other Assets 2,00,000 | 20%
Total Assets 10,00,000 | 100%
Liabilities

Accounts Payable 1,00,000 | 10%
Short-Term Debt 50,000 5%
Long-Term Debt 3,00,000 | 30%
Other Liabilities 50,000 5%
Total Liabilities 5,00,000 | 50%
Equity

Common Stock 1,00,000 | 10%
Retained Earnings 4,00,000 | 40%
Total Equity 5,00,000 | 50%

Total Liabilities and Equity 10,00,000 | 100%

Advantages of Common Size Statements Comparison of
Companies: It is simpler to compare companies of varying

capacities.

Trend Analysis: Facilitates the examination of trends over time.
Emphasizes Financial Structure: Provides a clear understanding of
the structure of assets and liabilities, as well as the composition of

income and expenses.
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How to Generate Common Size Statements
1. Objective of Trend Analysis:
Assessing the evolution of a company's financial performance over

time: Performance Evaluation.

Forecasting: The process of predicting future financial outcomes

by analyzing historical trends.

Pattern Recognition: The identification of consistent trends, such

as increases in revenue or expenses.

Detecting Anomalies: The identification of irregularities or

unusual changes that may necessitate additional investigation.

2. Types of Trend Analysis:

Horizontal Analysis: The process of comparing financial data
across multiple periods, typically using a base year as a reference
point. It entails the computation of the percentage change for each

line item in the financial statements.

Vertical Analysis: A method of analyzing income statements and
balance sheets that involves examining financial statement items as

a percentage of a base figure within the same period.

3. Examination of Critical Financial Statements:

The income statement is a tool used to analyze trends in revenue,
cost of products sold, operating expenses, and net income.

Balance Sheet: Analyzing financial trends in equity, liabilities, and

assets.
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Cash Flow Statement: Monitoring trends in financing, investing,

and operating cash flows.

4. Methods for Conducting Trend Analysis: Data Collection:
Compile financial statements for the periods under review.

Base Year Selection: Select a base year for horizontal analysis.
Calculation: Determine the percentage changes or common-size

percentages.

Interpretation: Draw significant conclusions by examining the

calculated trends.

5. Iustrations of Trend Analysis Metrics include:

Revenue Growth Rate: ((Current Year Revenue - Previous Year
Revenue) / Previous Year Revenue) * 100 Net Income Margin:
(Net Income / Revenue) * 100 Debt-to-Equity Ratio: Total
Liabilities / Shareholders' Equity *

6. Instruments and Methods:
Calculations and visualizations are performed using spreadsheet

software, such as Google Sheets or Excel.

Financial Analysis Software: Specialized tools such as Oracle

Financials, SAP, or QuickBooks.

Visualization Tools: Graphs and charts that visually represent

trends.

7. Obstacles and Factors to Consider:
Data Consistency: Guarantee that accounting methods and
reporting standards are consistent across different periods.
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External Factors: Take into account the economic, industry, and

market conditions that may influence trends.

Comparative Analysis: For context, compare trends with industry

benchmarks and competitors.

8. Advantages of Trend Analysis:
Strategic Planning and Investment Decisions: Offers valuable

insights for informed decision-making.

Risk Management: Assists in the identification of prospective

hazards and areas that necessitate attention.

Performance Benchmarking: Facilitates the establishment of

performance objectives and the assessment of progress.

In conclusion,

Trend analysis is a fundamental technique in financial statement
analysis that offers a dynamic perspective on a company's financial
performance over time. Stakeholders can make more informed
decisions, predict future performance, and identify areas of
strength and vulnerability by conducting a systematic examination

of financial data.

4. Analysis of ratios:

Ratio analysis is the process of assessing the relationship between
two quantities in order to obtain insight into the performance,
efficacy, or other characteristics of an entity or system. The
following are some of the most frequently encountered ratios and

their respective applications:
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Financial Ratios:

Liquidity Ratios: Assess the capacity to fulfill immediate
obligations.

Current Ratio: Current Assets / Current Liabilities

Current Assets/Current Liabilities

Quick Ratio: (Current Assets - Inventory) / Current Liabilities
(Current Assets - Inventory) / Current Liabilities

Profitability Ratios: Evaluate the aptitude for profit generation.
Gross margin: (Revenue - Cost of goods sold) / Revenue (Revenue
- Cost of goods sold) / Revenue

Net income Margin: Revenue / Net Income

Net Income/Revenue

Return on Assets (ROA) is calculated as the ratio of net income to
total assets.

Net income divided by total assets

Return on Equity (ROE) is calculated by dividing net income by
shareholder equity.

Net income/shareholder equity

Utilize leverage Ratios: Denote the proportion of debt to equity.
Debt-to-Equity Ratio: Total Debt / Total Equity

Total Debt/Total Equity

Interest Coverage Ratio: Interest Expense / EBIT

Efficiency EBIT/Interest Expense Ratios: Assess the efficiency of
resource utilization.

Inventory turnover is calculated as the ratio of the cost of goods
sold to the average inventory.

Average Inventory/Cost of Goods Sold

Payables Turnover: Revenue / Average AccountsAccounts
Receivable Revenue/Average AccountsAsset Receivable Turnover

is calculated as the ratio of revenue to total assets.
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Revenue/Total Assets

Operational Ratios:

Utilization Ratios: Assess the effectiveness of resource utilization.
Capacity Utilization: Actual Output / Maximum Possible Output
Actual Output/Maximum Potential Output

Efficiency Ratios: Evaluate the output in relation to the input.
Labor Productivity:

Total Output/Total Labor Hours

Total Output/Total Labor Hours

Capital Productivity: Total Output / Total Capital Employed
Market Ratios: Total Output/Total Capital Employed

Valuation Rations: Assist in the evaluation of a company's market
value in relation to its financial performance.

Price-to-earnings (P/E) ratio Ratio: Market Price/Earnings per
Share

In addition, there are other ratios:

Economic Ratios: Offer a perspective on economic performance.
GDP Growth Rate: (Current GDP - Previous GDP) / Previous GDP
(Current GDP - Previous GDP) / Previous GDP Unemployment
Rate:

Number of Unemployed/Labor Force

Number of Unemployed/Labor Force

Patient-to-Staff Ratio: Number of Patients / Number of Staff
Number of Patients/Number of Staff

Procedures for Ratio Analysis

Data Acquisition: Collect the pertinent information required for the
ratios.

Calculation: Utilize the appropriate formulas to calculate the ratios.
Benchmarking: Evaluate the calculated ratios in relation to
industry standards, historical data, or competitors.

Interpretation: Comprehend the significance of the ratios in
relation to performance, efficiency, risk, or value.
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Actionable Insights: Develop strategies or actions to enhance or
sustain performance by utilizing the interpretation.

Let me know if you have any specific data or a specific form of
ratio that requires analysis. I will be happy to provide further

assistance.

5. Analysis of cash flow:

The process of analyzing cash flow entails the examination of the
inflows and outflows of cash within a business in order to gain a
comprehensive understanding of its financial health, solvency, and
liquidity. The following are the primary stages and components of

a cash flow analysis:

1. Comprehending Cash Flow Statements

The three primary sections of a revenue flow statement are as
follows:

Cash flows from primary business operations are referred to as
operating activities.

Investing Activities: The cash flows generated by the acquisition
or disposition of assets, such as investments or equipment.
Financing Activities: Cash flows derived from the issuance or

purchase of stock, the repayment or leasing of debt, and so forth.

2. Calculating Critical Metrics

The following are some critical metrics that should be computed:
Net cash flow is the difference between the total cash inflows and
the total cash outflows.

Cash generated from business operations is referred to as operating
cash flow (OCF).

Free cash flow (FCF) is the difference between operating cash flow

and capital expenditures (CAPEX).
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Cash Flow to Debt Ratio: The ratio of operating cash flow to total
debt.

3. Trend Analysis

Identify patterns by examining trends over time. For instance, A
consistent positive cash flow is indicative of excellent financial
health and liquidity.

Consistently Negative Cash Flow: This may suggest financial
distress.

Seasonal Variations: Certain enterprises exhibit seasonal cash flow

patterns.

4. Comparative Analysis
To comprehend the relative efficacy of cash flow metrics, it is

necessary to compare them to industry benchmarks or competitors.

5. Assessment of Cash Flow Drivers

Identify the primary determinants of capital flow, including:
Revenue Growth: Operating cash flow can be enhanced by
increasing sales.

Expense Management: Cash flow can be enhanced by reducing
costs.

Investment Decisions: The cash flow from investing activities is
influenced by large capital expenditures.

Financing Options: The cash flow generated by financing activities

is influenced by the decision to finance with debt or equity.
6. Analysis of Scenarios

To evaluate prospective future performance and risks, project cash

flows under various scenarios.
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Example:

Cash Flow Statement (in Rs.000s)

Particular Year 1 Year 2 Year 3
Operating Activities

Net Income 500 600 700
Depreciation 50 55 60
Change in Working Capital -30 -20 -10
Net Cash from Operating 20 635 250
Activities

Investing Activities

Capital Expenditures -200 -250 -300
Sale of Assets 50 70 90
Net Cash from Investing 150 180 210
Activities

Financing Activities

Borrowing 100 120 140
Repayment of Debt -80 -100 -120
Dividends Paid -30 -35 -40
Net Cash from Financing 10 15 20
Activities

Net Change in Cash 360 440 520
Beginning Cash Balance 100 460 900
Ending Cash Balance 460 900 1420
Analysis:

Operating Activities: Growing business efficiency and profitability
are indicated by increasing cash flows.

Investing Activities: The implementation of growth initiatives is
indicated by the increase in capital expenditures, which also results

in a rise in financial outflows.
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Finance Activities: The balance between borrowing and repayment
i1s maintained, with a modest increase in dividends.
In general, the robust financial health is evidenced by the

increasing ending cash balance and positive net cash change.

6. Evaluation of the movement of funds:

Analyzing the transit of funds within an organization or between
entities over a designated period is the process of evaluating the
movement of funds. This can be essential for the purpose of
making informed business decisions, ensuring compliance, and
comprehending financial health. The following are several critical

procedures to take into account:

1. Determine the Sources and Applications of Funds

Revenue sources include sales, investments, loans, equity, and
grants.

Utilized for: Debt repayments, dividends, capital expenditures, and

operating expenses.

2. Generate Financial Statements

Income Statement: Displays revenues and expenditures, offering a
comprehensive understanding of operational efficiency.

Balance Sheet: Provides a summary of the financial position by
listing assets, liabilities, and equity.

Statement of Cash Flows: Description of capital inflows and
outflows, classified into financing, investing, and operating

activities.
3. Conduct an analysis of cash flow
Operational Activities: Evaluate the cash generated from the

primary business operations.
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Investing Activities: Analyze the cash that was allocated for
investments in assets such as securities, equipment, or property.
Financing Activities: Assess the cash flows associated with

dividend payments, equity, and debt.

4. Assess the Movement of Funds Ratios

Liquidity Ratios: Quick ratio and current ratio.

Profitability Ratios: Return on assets and net profit margin.
Inventory turnover and accounts receivable turnover are efficiency
ratios.

Debt-to-equity ratio and interest coverage ratio are leverage ratios.

5. Conduct a variance analysis.
To identify variances, compare the actual fund movements with the
budgeted or forecasted amounts.

Examine substantial discrepancies to ascertain their causes.

6. Employ Financial Modelling

Develop scenarios and projections to evaluate the influence of
various business decisions on fund fluctuations.

Utilize models to anticipate future funding requirements and

recognize potential hazards.

7. Evaluate Regulatory Compliance

Guarantee that the transfer of funds adheres to legal and regulatory
mandates.

Keep an eye out for any indicators of financial mismanagement or

fraud.

8. Employ Tools and Technology
Utilize financial management systems and accounting software to
ensure precise monitoring and reporting.
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Utilize data analytics tools to acquire a more profound

understanding of fund trends and movements.

9. Consistent Monitoring and Reporting

Compile regular reports for stakeholders regarding the movement
of funds.

Monitor fund flows on a continuous basis to promptly resolve any

discrepancies or issues.

10. Benchmarking
Compare your fund movement patterns to those of your
competitors or industry standards to pinpoint areas that require

improvement.

7. Cost- volume profit relationship or Break-even analysis:

The cost-volume-profit (CVP) relationship and break-even analysis
are indispensable managerial accounting instruments that assist
businesses in comprehending the interrelations between cost,
volume, and profit. The following is a comprehensive explanation:

Cost-Volume-Profit (CVP) Analysis

CVP analysis is employed to ascertain the impact of changes in
costs and volume on a company's net income and operating
income. The primary components of CVP analysis are as follows:

Sales Price per Unit: The sum of money that is charged to

consumers for each unit of a product or service.

Variable Costs per Unit: Costs that are directly proportional to the

production volume, including direct labor and basic materials.
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Total Fixed Costs: Costs that remain constant regardless of the
volume of production or sales, including rent, salaries, and

insurance.

Sales Volume: The quantity of products that have been sold.

Contribution Margin: The discrepancy between the variable cost
per unit and the sales price per unit. It denotes the sum that is

available to cover fixed costs and contribute to profit.

Profit = (Sales Price per Unit - Variable Cost per Unit) / Sales
Volume - Total Fixed Costs

Profit = (Sales Price per Unit - Variable Cost per Unit) / Sales
Volume - Total Fixed Costs

This can also be expressed as: Profit = Contribution Margin per
Unit x Sales Volume - Total Fixed Costs

Profit = Contribution Margin per Unit x Sales Volume - Total
Fixed Costs

Break-Even Analysis

Break-even analysis is a subset of CVP analysis that is concerned
with determining the sales volume at which total revenues equal
total expenditures, resulting in zero profit (break-even point ). A
business is able to cover all of its expenses at this juncture, but

without any profit.

The formula can be employed to determine the break-even point in

units:

Break-Even Point (units) = Total Fixed Costs

Variable Cost per Unit - Sales Price per Unit
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Break-Even Point (units) = Sales Price per Unit- Variable Cost per
Unit

Total Fixed Costs

Alternatively, employing the contribution margin:

Break-Even Point (units) = Total Fixed Costs

Margin of Contribution per Unit

Break-Even Point (units) = Contribution Margin per Unit

Total Fixed Costs

Key Applications of Break-Even Analysis and CVP

Pricing Decisions: Assists in the identification of the most
effective pricing strategy by analyzing the impact of price
fluctuations on profitability.

Cost Control: Determines the extent to which the business's
profitability is affected by both fixed and variable costs.

Profit Planning: Aids in the establishment of sales objectives and
the development of budgets.

Decision Making: Assesses the financial ramifications of business
decisions, including the introduction of new products, the
establishment of new markets, or the modification of production

methods.

CVP Analysis Assumptions
Linear Cost and Revenue Functions: Assumes that the volume of

sales has a linear effect on the variations in costs and revenues.

Assumes that the constant sales price, variable cost per unit, and

fixed costs remain constant within a relevant range of activity.
Single Product or Constant Sales Mix: Assumes that either a single
product is sold or the sales mix of multiple products remains

constant.
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No Inventory Changes: Assumes that the quantity of units

produced is equivalent to the quantity of units sold.

Example of Calculation

Assume that a company has total fixed costs of Rs.20,000, variable
costs of Rs.30 per unit, and sells a product for Rs.50 per unit. The
contribution margin per unit is Rs.20, which is calculated as Rs.50

minus Rs.30.

Break-Even Point (in units):

Break-Even Point: Rs.20,000

Rs.20,000 is equivalent to 1,000 units.

Break-Even Point = Rs.20 Rs.20,000 =1,000 units

In order to attain a profit target of Rs.10,000:

Required Sales Volume = Rs.20,000 + Rs.10,000

For example, Rs.20 is equivalent to 1,500 units.

Required Sales Volume = Rs.20,000 + Rs.20,000 + Rs.10,000 =
1,500 units

In summary, CVP analysis and break-even analysis offer valuable
insights into the financial dynamics of a business, thereby
facilitating the development of more informed strategic decisions.
Comparative examination of financial statements involves
comparing the current financial statements of a firm with the
financial statements from the prior year. It allows for the detection
of vulnerabilities and the implementation of remedial actions.
Typically, two financial statements (balance sheet and income
statement) are created in comparative form for the purpose of

analysis.
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15.8 KEY WORDS

Financial statements: are straightforward reports that include
historical data, facts, and numerical information.

Comparative Balance Sheet: Consists of a list of the company's
equity, liabilities, and assets at various periods in time.
Comparative Income Statement: Displays revenues, expenses,

and profits over multiple periods.

159 ANSWERS TO CHECK YOUR
PROGRESS

1. The ......... statement gives a concise overview of a company's
earnings and expenditures within a certain timeframe.

Answer: income

2. The ........ provides a comprehensive snapshot of a company's
financial status at a particular moment, including its assets,
liabilities, and equity.

Answer: balance sheet

3. Gross profit is determined by subtracting the cost of items sold
from

Answer: revenue

4. Net income is determined by subtracting total costs from

Answer: revenue
The........... ratio assesses the company's capacity to meet its current
obligations with its current assets.

Answer: current
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15.10 TERMINAL QUESTIONS

1. What is financial analysis? What are the types of financial
analysis?

2. Define the concept of financial analysis? What are its
objectives?

3. What is the comparative financial statement? How they are
prepared?

4. What is the common size statement? Give an example of
common size balance sheet.

4. Explain Significance of analyzing financial statements.
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UNIT 16: RATIO ANALYSIS

Structure

16.0 Introduction

16.1 Objectives

16.2 Meaning of Ratio Analysis

16.3 Objectives of Ratio Analysis:

16.4 Significance (or Benefits) of Ratio Analysis:
16.5 Limitations or Constraints of Ratio Analysis:
16.6 Categories of Ratios

16.7Example

16.8 Let Us Sum Up

16.9 Key Words

16.10 Answers to Check Your Progress

16.11 Terminal Questions

16.0 INTRODUCTION

A ratio is a mathematical value that represents the connection

between two or more integers. It may be written as a fraction,

proportion, percentage, or multiple. An accounting ratio is defined
as the result of a calculation using two accounting numbers

obtained from the financial statements.

It should be noted that accounting ratios demonstrate the
correlation, if any, between accounting figures derived from
financial statements. Ratios are simply mathematical quantities that
are determined based on fundamental numbers used in their
calculation. The effectiveness of ratios relies heavily on the

accuracy and reliability of these underlying numbers.

Additionally, it is necessary to determine a ratio utilizing data that

have a significant correlation.

Ratio analysis is a method of financial analysis that entails
assessing and understanding the connections between various
financial variables in a company's financial statements. It aids in
evaluating the fiscal well-being, productivity, and effectiveness of a

company.
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16.1 OBJECTIVES:

After studying this unit, you should be able to:

. Define financial ratios and comprehend their significance
in financial analysis.

o Provide an explanation of the various categories of

financial ratios.

o Acquire a thorough comprehension of the various types of
ratios.
. Acquire the ability to extract pertinent data from financial

statements in order to calculate a variety of financial ratios.

16.4 SIGNIFICANCE (OR BENEFITS) OF
RATIO ANALYSIS:

1. Facilitates comprehension of decision effectiveness: Ratio
analysis enables you to determine if the company organization has
made appropriate operational, investing, and financing choices. It
measures the extent to which they have contributed to enhancing
the performance.

2. Streamline intricate numbers and create connections: Ratios aid
in reducing the intricate accounting data and revealing their
interrelationships. They assist in properly summarizing financial

information and evaluating management effectiveness, the

Accounting For Managers - 282

Accounting For Managers - 283



creditworthiness of the organization, its earning potential, and
other related factors.

3. Facilitates comparative analysis: The ratios should not be
determined for a single year only. Comparing several year numbers
provides valuable insights into the observable patterns within the
organization. Having an understanding of trends enables one to
make accurate predictions about the firm, which is an invaluable
asset.

4. ldentification of issue areas: Ratios assist businesses in
pinpointing both the areas of concern and the areas of success
inside the firm. Areas of concern will need further focus, while
areas of strength will require refinement to get even greater
outcomes.

5. Facilitates SWOT analysis: Ratios are quite useful in elucidating
the fluctuations taking place inside the firm. The knowledge of
change greatly assists management in comprehending the existing
risks and opportunities, enabling businesses to do their own SWOT
(Strength-Weakness-Opportunity-Threat) analysis.

6. Ratios provide comparisons against specific benchmarks to
evaluate the firm's performance. In order to achieve this objective,
it is necessary to compare several aspects of a firm such as
profitability, liquidity, solvency, and so on. (i) Through intra-firm
comparison or time series analysis, the performance of a company
may be evaluated across many accounting periods by comparing it
with its own past performance. (ii) Inter-firm comparison or cross-
sectional analysis involves comparing the performance of a
business with other similar businesses. (ii1) Comparing the
performance of a business with the standards established for that
particular firm or industry allows for a comparison with the

expected performance within the industry.
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16.5 LIMITATIONS OR CONSTRAINTS OF
RATIO ANALYSIS:

1. Constraints of Accounting Data: Accounting data may provide a
misleading perception of accuracy and conclusiveness. Accounting
data is a compilation of documented facts, accounting norms, and
human judgments that significantly impact them. For instance, the

profit of a firm is not an exact and definitive value.

The accountant's statement is only an opinion derived from the
implementation of accounting rules. The validity of the judgment
is contingent upon the proficiency and honesty of the individuals
responsible for making judgments, as well as their conformity to
universally recognized Accounting Principles and Conventions.
Therefore, the financial statements may not accurately depict the
actual condition of the firms, and as a result, the ratios will also not

provide an accurate representation.

2. Disregards Price-level Fluctuations: Financial accounting
adheres to the notion of steady money measurement. The statement
presupposes that fluctuations in the price level are either non-
existent or insignificant. However, the reality is different. In our
usual circumstances, we reside in economies that are characterized
by inflation, which is the continuous decrease in the purchasing
value of money. Fluctuations in the price-level render the study of
financial statements from various accounting years irrelevant, since
accounting records do not account for changes in the monetary

value.

3. Disregard Qualitative components: Accounting only focuses on
providing information about the quantitative or monetary

components of a corporation. However, there are instances when
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qualitative features may outweigh the quantitative ones. The
calculations obtained from the ratio analysis in such situations may
get skewed. For example, although a customer's creditworthiness
may be assessed based on their financial status, the final decision
to give credit is contingent upon the debtor's character, honesty,

prior record, and management competence.

4. Accounting Practice Variations: There are divergent accounting
rules on the valuation of inventories, calculation of depreciation,
and handling of intangibles. Assets refer to certain financial
variables that are accessible for different parts of company
activities. These variances provide significant uncertainty about the
cross-sectional study. Due to the discrepancies in accounting
standards across various corporate entities, it is not feasible to

make a meaningful comparison of their financial statements.

5. Prediction: It is not possible to accurately predict future trends
just based on previous study. In order to make accurate predictions,
it is necessary to take into account aspects that are not strictly

related to finances.

6. Inability to address issues: Their function is primarily to identify

and report problems, rather than provide solutions.
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UNIT 17: PREPARATION AND ANALYSIS
OF FUND FLOW

Structure

17.0 Introduction

17.1 Objectives

17.2 Meaning of Fund Flow

17.3 Methods for Preparing Funds Flow Statement 3.4
17.4 Schedule of Changes in Working Capital

17.5. Example of Schedule of Changes in Working Capital
17.6 Format of Funds Flow Statement

17.7. Example of Funds flow statement

17.8 Significance of funds flow statement

17.9 Drawbacks of a financial flow statement

17.10 Let Us Sum up:

17.11 Key Words

17.12 Answers to Check Your Progress

17.13 Terminal Questions

17.0 INTRODUCTION

After studying this unit, you should be able to:

e Evaluate the overall financial structure and fluctuations in
working capital.

e Determine the sources and applications of funds over a
specified timeframe.

e Determine the origin of funds (sources) and their utilization
(applications).

e Determine the company's proficiency in overseeing its

long-term investments and financing.
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17.1 OBJECTIVES:

The company's primary objective is to generate profit. A
corporation must have the capacity to effectively resolve any short-
term liquidity issues that may arise in order to guarantee its long-
term existence. In essence, it is imperative for any organization to
prioritize the generation of profits and the preservation of a stable
financial position. The financial statement of the business offers a
summary of its assets, liabilities, and capital as of a specific date,
as well as the profit or loss it has experienced during a specific
period. Nevertheless, it is conceivable that the firm may still
experience a shortage of cash or working capital, despite its
favorable financial situation and the significant profit it generates.
Financial statements are not capable of assisting management in

determining the allocation of funds.

To put it simply, the profit and loss account and balance sheet
statements are the fundamental accounting statements of a
corporate entity. The financial data presented in the profit and loss
account is explicitly related to a limited set of financial activities
that were conducted during a specific accounting period and have a
direct impact on the reported earnings. The balance sheet contains
information regarding the assets or capital debt that has been
acquired. It is imperative to comprehend the sources of funds that
were made available during the accounting year and the manner in
which these funds were utilized, in addition to the specifics of
assets, liabilities, profit, and loss. In order to obtain this
information, it is necessary to draft a declaration that delineates the
sources and applications of funds. The flow of cash into and out of
the firm during the accounting period is depicted in this statement.
The term 'fund' has been defined and interpreted by a variety of

specialists.
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The term 'fund' broadly refers to a corporation's financial assets. In
contrast, the term "fund" has occasionally been interpreted as
"cash." Cash, working capital, and cash equivalents (long-term
financial resources) are all typically included in the term, as per

International Accounting Standard No. 7.

A) Liquid assets are referred to as a fund. The term "funds" is
exclusively employed to denote currency and bank balances in this
concept. Changes in cash and bank accounts are the sole factors
considered. Consequently, the statement is referred to as the "Cash

Flow statement."

This statement endeavors to list the numerous factors that
contribute to fluctuations in the cash balance between two balance
sheet dates. Financial control necessitates effective currency
preparation. Cash is susceptible to fluctuations in the short term
due to its classification as a short-term asset. Delaying payments to
suppliers and providing a one-month credit for land acquisitions
may suggest that there is sufficient cash flow. Although they may
appear to suggest a favorable situation, it is not a reality.
Therefore, the concept of cash equivalents in funds is
advantageous for short-term financial planning, but not for long-

term objectives. A fund is comprised of bank accounts and cash.

B) Working Capital, which is the surplus of current assets over
current obligations, is referred to as "fund." The term "working
capital" denotes the discrepancy between current assets and current
liabilities. It serves as an alternative indicator of fluctuations in the
financial status. This statement encompasses all transactions that
lead to an increase or decrease in working capital. It excludes any
items that do not affect the working capital. The concept of
working capital funds is in accordance with conventional
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accounting practices. Consequently, a cash flow statement that is
consistent with this concept is compatible with the other financial

statements.

Additionally, working capital is a metric that indicates the
organization's capacity to fulfill its immediate financial
obligations. Therefore, it is advantageous for shareholders,
creditors, and management to evaluate the variables that induce
fluctuations in net working capital in order to make well-informed
decisions. There are numerous reasons why the working capital
approach to financing is more advantageous than the currency

method.

C) The term "fund" denotes the aggregate of financial assets that
are accessible. Additionally, the term "funds" is frequently
employed to denote valuable financial assets. The cash method and
working capital approach are both inadequate due to their failure to
incorporate numerous substantial financial and investment events.
Net working capital is not affected by these factors. Nevertheless,
their inclusion would unquestionably contribute valuable

qualitative information to the decision-making process.

The operating capital will not be affected by the issuance of equity
shares and debentures to acquire buildings or assets. Nevertheless,
it is a pricey transaction that necessitates disclosure. Therefore, this
concept appears to be the most effective approach for identifying
changes in the financial status when contrasted with other
concepts. It adheres to the regulatory mandates and legislative

standards.
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17.2 MEANING OF FUND FLOW

The term "Flow of Funds" denotes the fluctuations in working
capital and the alterations or transfers of currency that transpire
during routine business operations. Working capital fluctuations
may manifest as either an increase or a decrease. The term "Flow
of Funds" denotes the fluctuation in working capital that transpires
as a consequence of transactions, regardless of whether it is an
increase or decrease. It is referred to as an inflow of funds or
sources of funds if the components of working capital result in a
rise in funds. In the same vein, if the components of working
capital have a detrimental effect on the financial situation, they are
perceived as a depletion of funds. For example, if the funds
generated through the issuance of shares are perceived as a source
or inflow of funds. The financial situation is improved as a result
of this transaction. In this scenario, the funds allocated for the
acquisition of equipment will be perceived as an application or use
of funds, as it would result in a decrease in the aggregate fund

position.

Increase the financial resources, while others reduce them. Some
individuals may opt not to make any modifications to the location
of their money. A transaction is referred to as a "source of funds" if
it results in an increase in money. The application or use of funds
will be deemed to occur when a transaction results in a decrease in
money. A transaction is classified as a non-fund transaction if it

does not alter the position of the funds.

R.N. Anthony defines fund flow as a statement that illustrates the
increase in currency resources and the utilization of those

resources by a corporation within a specific accounting period.
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Smith Brown defines fund flow as a succinct representation of the
financial status changes that occur between two distinct balance

sheet dates.

A financial statement that demonstrates the inflow and egress of
cash within a company. To put it simply, a fund flow statement is a
declaration that demonstrates the origins and utilization of funds.
The financial resources required to conduct company operations
are the subject of a fund flow statement. The text elucidates the

acquisition and utilization of the funds.

A money flow statement is a document that reconciles the funds
that are generated and the funds that are used within a specific time
frame. The sources and applications of funds may be of both
capital and income nature. The profit and loss account for a
specific period is significantly connected to the initial and ultimate
balance sheets through the use of fund flow statements. The fund
flow statement is intended to inform stakeholders of the
acknowledged significance of capital inflows and outflows, which

frequently involve substantial quantities of money.

A statement of sources and uses of funds is a technical instrument
that is employed to evaluate the fluctuations in the financial
position of a corporate entity over a specific period of time, as per

Foulk.

Anthony asserts that the money flow statement elucidates the

sources of new cash and the manner in which it was employed.

The actions detailed in the money flow statement can be classified

into two distinct groups:

Accounting For Managers - 291

Accounting For Managers - 292



(1) Sources are activities that generate money, whereas

(i1) Uses are activities that involve the expenditure of currency.

When the amount of money generated surpasses the amount of
money expended, working capital increases. In contrast, a decrease
in working capital is observed when the funds generated are less
than the funds utilized. The Funds Flow Statement: The funds flow
statement is occasionally referred to as the statement of changes in
financial status, the statement of sources and uses of money, or the
"where obtained, where gone" statement.. The primary objective of
the funds flow statement is to furnish information regarding the
enterprise's investment and financing endeavors. The actions
detailed in the money flow statement can be classified into two

distinct groups:

(1) Sources are activities that generate money, while (ii) uses are
activities that involve the expenditure of currency. Working capital
increases when the amount of money generated surpasses the
amount of money spent, while it decreases when the amount of
money generated is less than the amount of money consumed. The
change in working capital depicted in the schedule of changes in
working capital should correspond with the change in the funds

flow statement.

The funds flow statement can be generated in either a statement

format or a 't' shape format.

Understanding Funds Flow Statement and Working Capital
Changes

Working capital increases when the income generated by a
business exceeds its expenditures. Conversely, it decreases when

expenses surpass the income. Any variation in working capital
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shown in the Schedule of Changes in Working Capital should

align with the changes reflected in the Funds Flow Statement.

The Funds Flow Statement can be presented in two formats: a

statement format or a T-format.

17.3 METHODS FOR PREPARING A FUNDS
FLOW STATEMENT

A Funds Flow Statement serves as an analytical tool to examine
the financial movement within a business over a specific period—
typically from the start to the end of a financial year. It is primarily
prepared by comparing the balance sheets of two consecutive

periods, along with other relevant financial information.

The preparation of the Funds Flow Statement involves three major

steps:

1. Schedule of Changes in Working Capital: This highlights
any increase or decrease in working capital between two
accounting periods.

2. Funds from Operations: This refers to an adjusted version
of the Profit and Loss Account, which shows the cash
flow generated from core business activities.

3. Funds Flow Statement: This provides a detailed account

of the sources and uses of funds during the period.
Schedule of Changes in Working Capital
The Schedule of Changes in Working Capital focuses

exclusively on current assets and current liabilities, based on
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data from the balance sheets of the current and previous financial

years.

Non-current assets, non-current liabilities, and income or expenses
not related to operating activities are excluded from this schedule.
Each item listed as a current asset or liability on the current year's
balance sheet is compared to its corresponding figure from the
previous year. The differences in values indicate whether working

capital has increased or decreased.

The cumulative result of these changes is presented as the net
change in working capital, which may show an overall increase

or decrease.

Interpretation Guidelines for Working Capital Changes

The following principles guide the analysis of changes in working

capital:

1. Increase in Working Capital
o Occurs when current assets increase or current
liabilities decrease.
2. Decrease in Working Capital
o Occurs when current assets decrease or current

liabilities increase.

174 SCHEDULE OF CHANGES |IN
WORKING CAPITAL

Changes in working

capital
Particulars Previous | Current | Increase | Decrease
year year (Debit) (Credit)
Rs. Rs. Rs. Rs.
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Current assets:

Cash in hand

Cash at Bank

Bills receivables

Debtors(Gross) o r
Book debts or
Account

receivable

Stock

(Inventories)

Prepaid expenses/
Unexpired

eXpenses

Accrued incomes/
income

receivables

Market table
security or short

term investments

Total of current

assets

Current
liabilities
Creditors/

accounts payable

Bills payable /
Notes payable

Bank overdrafts

Temporary

advances
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Income received

in advance

Outstanding

expenses

Provision for bad
debts and doubtful
debts

Total of current

liabilities
Working
capital(Current
assets - current B -
liabilities)
Balancing | Balancing
figure figure
Increase /
decrease | increase
decrease in
in in
working capital
working | working
capital capital

17.5 EXAMPLE:

From the following Balance sheet prepare a Schedule of Changes

in Working Capital:

31st March | 31st March
Particulars

2021 2022

Rs. Rs.
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Assets:
Cash in hand 000 7,000
Cash at Bank 7,000 9,000
Book Debts 12,000 11,000
Stock (Inventories) 4,000 3,000
Prepaid expenses 200 300
Bills receivables 2,000 1,500
Short term investments 5,000 8,000
Accrued Interest 1,000 600
Plant and Machinery 9,000 6,000
Building 20,000 22,000
65,200 68,400
liabilities
Creditors 5000 0000
Bills payable 3,000 2,000
Bank overdrafts 4,000 3,000
Share Capital 20,000 20,000
Debentures 20,000 30,000
Outstanding expenses 300 200
Provision for bad debts and doubtful 500 200
debts
Mortgage loan 9,400 6,500
65,200 68,400

Solution:
Schedule of Changes in Working Capital
Changes in
31st 31st
working capital
March | March
Particulars I D
2001 2022 ncrease | Decrease
(Debit) | (Credit)
Rs. Rs. Rs. Rs.
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Current assets:
5,000 7,000 | 2,000

Cash in hand -
Cash at Bank 7,000 | 9,000 | 2,000 _
Book Debts 12,000 | 11,000 | _ 1,000
Stock (Inventories) 4,000 | 3,000 | 1,000
Bills receivables 2,000 1,500 | 500
Short term investments 5,000 | 8,000 | 3,000 _
Prepaid expenses 200 300 100 _
Accrued Interest 1,000 | 600 400

Total of current assets | 36,200 | 40,400

Current liabilities

Creditors/ accounts | 8,000 | 6,000 | 2,000 _
payable

Bills payable 3,000 | 2,000 1,000 _
Bank overdrafts 4,000 | 3,000 | 1,000

Outstanding expenses 300 200 100

Provision for bad debts
500 700 200
and doubtful debts -

Total of current
15,800 | 11,900
liabilities

Working capital(Current
assets - current | 20,400 | 28,500 8,100
liabilities)

Increase / decrease in
8,100
working capital

28,500 | 28,500 | 11,200 11,200

176 FORMAT OF FUNDS FLOW
STATEMENT

The fund flow statement divided into two parts:
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a. Sources of funds

b. Uses of funds

Difference between Sources of funds and Uses of funds depicts the

change in working capital.

It is necessary that amount of difference between Sources of funds

and Uses of funds shall be equal to amount shown by schedule of

changes in working capital.

Format of Funds Flow Statement

Sources of Funds Rs. Applications of Funds Rs.

Funds from

operation(Profit) Funds lost in operations(Loss)
Redemption of Preference
Share capital and buy back of

Issue of share capital equity share capital

Issue of Debentures Redemption of Debentures
Repayment of other long term

Rising Long-term loans Loans

Sale of fixed assets and Purchase of fixed assets and

long term investments long term investments

Non-trading receipts Non-trading payments

* Decrease in working

capital Payment of tax and dividend
Increase in working capital

Increase n public Drawings( In case of sole

deposits trader and partnership firm)
Increase in intangible assets

Total Total

17.7 EXAMPLE:

From the following balance sheet Of Ram Itd. Prepare a schedule of

changes in working capital and Funds flow statement.
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31st March | 31st March
Particulars
2021 2022
Rs. Rs.
Assets:
Cash in hand 4,000 9,000
Debtors 16,500 19,500
Stock (Inventories) 9,000 7,000
Land and Building 50,000 50,000
Plant and Machinery 24,000 34,000
1,03,500 1,19.500
liabilities
Creditors 9,000 5,000
Profit and Loss A/C 14,500 24,500
Share Capital 80,000 85,000
Mortgage loan _ 5,000
1,03,500 1,19,500
Solution:
Schedule of Changes in Working Capital
Changes in
31st 31st
working capital
) March | March
Particulars Increase | Decrease
2021 2022
(Debit) | (Credit)
Rs. Rs. Rs. Rs.
Current  Assets:
5,000
Cash in hand 4,000 9,000
Debtors 16,500 19,500 3,000 _
Stock (Inventories) | 9,000 7,000 _ 2,000
Total of current
29,500 | 35,500 _ _
assets
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Current liabilities
Creditors 9,000 5,000 4,000
Total of current
liabilities 9,000 5,000
Working
capital(Current
20,500 | 30,500
assets - current
liabilities)
Increase /
decrease in | 10,000 | _ _ 10,000
working capital
30,500 | 30,500 12,000 12,000

Funds Flow Statement
Sources of

Rs. | Applications of Funds Rs.
Funds
Funds from

10,0 | Purchase of  Plant and | 10,0
operation(Profit)( )

00 Machinery(34,000 - 24,000) 00
24,500-14,500)
Issue of share

. 5,00

capital (85,000 - 0
80,000) Increase in working capital (as | 100
Rising Long-term 5.00 per schedule ) 00
loans(Mortgage O,
loan)(5,000)

20,0 20,0
Total Total

00 00
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17.8 SIGNIFICANCE OF FUNDS FLOW
STATEMENT:

1. Financial statement analysis: The balance sheet provides a
concise overview of the financial situation at the end of the
accounting year.

2. Rational dividend policy: By creating a projected money flow
statement for the upcoming year, it is possible to ascertain the
organization's financial status.

3. Guide for Future Action: The projected fund flow statement can
be employed to anticipate the firm's money demand in advance.

4. Strategic resource allocation: The organization is able to
optimize efficiency by allocating resources in accordance with the

anticipated money flow statement.

179 DRAWBACKS OF A FINANCIAL
FLOW STATEMENT

1. The funds flow statement is hampered by the lack of appropriate
explanatory information.

2. Not impenetrable: The income statement and balance sheet may
be manipulated and influenced by management's independent
judgment.

3. Irrelevant: The cash flow analysis is more significant for
decision-making than the fund flow analysis.

4. Undisclosed structural changes: The money flow statement does
not disclose any alterations to the financial relationship within a
company.

5. Lack of originality: The fund flow statement is produced by
rearranging the statistics that are already present in the balance

sheet and income statement.
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17.10 LET US SUM UP:

A fund flow statement is an essential financial instrument that
offers a comprehensive understanding of an organization's
financial health and stability. It examines the movement of funds,
tracing their origins (sources) and destinations (uses). This
statement allows stakeholders to ascertain the effectiveness of a
company's financial management and the utilization of its financial

resources.

Significance and Objective

Financial Health Analysis: The primary objective of a fund flow
statement is to evaluate the financial health of a company. It assists
in comprehending the modifications in the financial position
between two balance sheet dates by examining the sources and
applications of funds. This can emphasize trends such as the
expansion of the asset base, the improvement of liquidity, or the

increase in debt.

Performance Evaluation: A fund flow statement enables
stakeholders to assess the company's management's proficiency in
managing finances by providing a comprehensive account of the
sources and uses of funds. It aids in the determination of whether
funds are being utilized effectively and in accordance with the

company's strategic objectives.

Financial Planning and Decision-Making: The fund flow statement
is an indispensable instrument for financial planning and decision-
making. It aids management in the planning of future financial
requirements by emphasizing the areas in which funds are being

generated and utilized. This can assist in the formulation of well-
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informed decisions regarding financing, expansions, and

investments.

Fund Flow Statement Components
In general, a fund flow statement is divided into two primary

sections: Sources of Funds and Uses of Funds.

Funding Sources Operating Income: The company's main business
operations generate profits that serve as its primary source of
funding. Revenue from the sale of commodities or services, less

operating expenses, is included in this.

Capital raised through the issuance of equity shares, preference
shares, or debentures also serves as a substantial source of funding.
This is frequently employed for long-term investments or

expansion.

Long-Term Loans: Loans that are obtained from financial
institutions, banks, or other sources for a period that exceeds one
year are classified as long-term sources of funding. These are
typically utilized to fund significant initiatives or capital

expenditures.

Sale of Fixed Assets: The disposal of fixed assets, including
machinery, buildings, and land, generates funds that can be
allocated to alternative purposes. This is a non-recurring source of
funding that is typically implemented during periods of

restructuring or divestment.

The sources of funds also include income derived from activities

that are not related to the primary operations of the business, such
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as dividends received, interest income, or profits from investments.

This is referred to as non-operating income.

Applications of Funds

Acquisition of Fixed Assets: Funds are utilized to acquire long-
term assets such as machinery, equipment, structures, and land.
The business's development and expansion are contingent upon

these expenditures.

Loan Repayment: Repayments of long-term loans or debentures
are classified as uses of funds. This encompasses both principal

and interest payments.

Dividend Payments: Another application of funds is the
distribution of profits to shareholders in the form of dividends.
This is indicative of the organization's dedication to generating

returns for its shareholders.

Working Capital Increase: The utilization of funds is necessary to
increase working capital, which includes inventory, accounts
receivable, or cash balances. This is imperative for the successful
fulfilment of short-term obligations and the preservation of

operational efficiency.

Non-operating Expenses: Funds are also utilized for expenditures
that are not explicitly associated with the primary operations of the

business, such as penalties or losses from investments.
Fund Flow Statement Preparation
There are numerous procedures that must be completed in order to

generate a fund flow statement:
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Changes in Working Capital: To identify changes, compare the
working capital of the current period with that of the previous
period. To ascertain the net change in working capital, this entails

the analysis of current assets and current liabilities.

Identify Non-current Accounts: Conduct an analysis of the changes
in non-current assets and liabilities to determine the sources and
uses of funds. This encompasses the examination of long-term

liabilities, fixed assets, and long-term investments.

Calculate Funds from Operations: By adjusting net profit for non-
cash expenses (such as depreciation) and non-operating items
(such as gains or losses from asset sales), the funds generated from

the company's operations are determined.

Formulate the Statement:

Compile a comprehensive list of the sources and applications of
funds that were identified in the preceding steps. The net change in
non-current accounts should be consistent with the net increase or

decrease in working capital.

Interpretation and Analysis

Fund Flow vs. Cash Flow: Although both statements are employed
to evaluate financial health, a fund flow statement offers a more
comprehensive perspective on changes in working capital, while a
cash flow statement concentrates exclusively on changes in cash
and cash equivalents. Fund flow analysis is particularly beneficial
for comprehending strategic investments and long-term financial

stability.
Identifying Financial Trends: Stakeholders can identify trends in

the company's generation and utilization of funds by analyzing
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fund flow statements over multiple periods. This can reveal
patterns such as the consistent reinvestment in fixed assets, the
increasing reliance on debt, or the efficient management of

working capital.

Strategic Planning: Strategic planning can be informed by the
insights obtained from a fund flow statement. For instance, if an
organization consistently generates substantial operational
revenues but allocates them to debt repayment, it may suggest that
it is necessary to undertake more aggressive investments in growth

prospects.

In conclusion, A financial analysis instrument that is indispensable
is a fund flow statement, which offers a comprehensive perspective
on a company's financial activities that extends beyond cash
transactions. It enables stakeholders to make informed strategic
plans, evaluate management's financial decisions, and comprehend
the flow of funds. A fund flow statement provides valuable
insights into the long-term financial health and operational
efficiency of an organization when it is properly prepared and

analyzed.

17.11 KEY WORDS

Funds: broadly refers to a corporation's financial assets.
Liquid assets: are referred to as a fund.
Working capital: denotes the discrepancy between current assets

and current liabilities.
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1712 ANSWERS TO CHECK YOUR
PROGRESS

1. The funds flow statement is used to demonstrate the alterations
in a company's........ resources between two balance sheet dates.
Answer: financial

2. A typical source of money is the issuance of

Answer: shares

3. Net income is adjusted for ....... costs and other changes in the
funds flow statement.

Answer: non-cash

4. The funds flow statement is valuable for assessing the
company's cash flow and .......... initiatives.

Answer: investment

5. A drop in cash owing to the payment of dividends is reported as
an ....... of money.

Answer: outflow

17.13 TERMINAL QUESTIONS

1. Discuss about Funds flow statement. Explain its objects.

2. How Funds flow statement is prepared?

3. Discuss Importance and limitations of Funds flow statement.
4. From the following information, prepare Funds Flow Statement:
(1) Increase in working capital Rs. 12,000

(i1) Payment of dividend Rs. 10,500

(ii1) Issue of share capital for cash Rs. 14,000

(iv) Purchase of machinery Rs.30,000

(v) Loan from Bank Rs. 6,000

(vi) Tax paid Rs. 5,000

(vii) Funds from operation) Rs. 37,500
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5. From the following Balance Sheets as on 31st March, 2021 and

2022, you are required to prepare the statement of changes in

working capital and statement of flow of funds:

Liabilitie | 2021(Rs. | 2022(Rs. | Assets | 2021(Rs. | 2022(Rs.
s ) ) ) )
Share 2,00,000 | 2,50,000 | Land 40,000 60,000
Capital 10,000 25,000 Cash 35,000 50,000
Retained | 60,000 35,000 Debtor | 1,25,000 | 1,20,000
Earnings s 70,000 80,000
Creditors Stock

2,70,000 | 3,10,000 2,70,000 | 3,10,000

6. From the following Balance Sheets as on 31st March, 2021 and

2022prepare a Schedule of changes in working capital and Funds

Flow Statement:

Liabilities | 2021 2022 Assets 2021 2022
(Rs.) (Rs.) (Rs.) (Rs.)
Share 1,00,000 | 1,50,000 | Land 50,000 | 1,20,000
Capital 40,000 | 60,000 | Machine | 50,000 | 80,000
P&L 40,000 | 60,000 | Cash 50,000 | 1,00,000
Account 30,000 45,000 Stock 80,000 45,000
Creditors 20,000 | 30,000
Bills
Payable
Outstanding
expenses
2,30,000 | 3,45,000 2,30,000 | 3,45,000
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UNIT 18: CASH FLOW STATEMENTS
ACCORDING TO AS-3.

18.0 Introduction

18.1 Objectives

18.3 Methods for preparing Fund Flow Statements.
18.4 Let Sum Up

18.0 INTRODUCTION

A company need liquidity in order to fulfill its obligations to
suppliers, cover daily operational costs, and compensate
employees, as well as to make payments for interest and dividends.
Cash is the lifeblood of a corporate operation, just as blood is
essential to the physical body. Therefore, it is crucial In order for a
firm to ensure a sufficient equilibrium of liquid assets. For
instance, if a company is able to generate profits but lacks the
financial reserves to distribute dividends, what impression does
this send to the shareholders and the broader public? Therefore,
effective financial management is crucial. Emphasis should be
placed on the flow of currency and its comparable assets. Cash
refers to physical currency and funds held in demand deposit
accounts at a bank. Cash equivalent comprises of bank overdratfts,
cash credits, short-term deposits, and marketable securities.
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The Cash Flow Statement focuses on the movement of cash,
including both cash equivalents and physical cash. This statement
provides further information to consumers of financial statements.
The statement displays the inflow and outflow of cash. The
statement evaluates the enterprise's capacity to earn and effectively

use cash.

Alongside the income statement and the balance sheet, the cash
flow statement is a critical element of the three primary financial
statements. Businesses frequently evaluate their cash flow by

generating a cash flow statement.

18.1 OBJECTIVES:

After studying this unit, you should be able to:

e [Evaluate the company's liquidity and solvency.

e [Evaluate the company's capacity to generate cash through

its operations.

e Conduct individual analyses of financing, investing, and

operating activities.

e Determine potential opportunities for improvement and

prospective cash flow issues.

18.3 METHODS FOR PREPARING FUNDS
FLOW STATEMENT:

Activities that are associated with the allocation of funds with the

objective of generating a financial return.

These are atypical sources of funding. Typically, they are
associated with the acquisition or disposal of assets. The sale of
long-term assets, the retrieval of loans, or the sale of securities
obtained from external companies are all potential sources of cash
inflows. Cash outflows may result from the acquisition of fixed
assets, the purchase of debt or stock from external companies, or

the reception of loans.

Activities associated with the acquisition and supervision of funds
for an organization or business.

Changes in equity and borrowing are the sources of these financial
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movements. Cash inflows may be generated by a company's sale of

its own shares or through the revenues generated from derivatives.

Cash outflows may result from the distribution of dividends,

expenses associated with debt issuance, or unsettled debts.

Cash encompasses both physical currency and funds that are held in

demand deposit accounts at institutions.

currency Funds, as defined by AS-3 provided by ICAI, consist of
currency in hand, demand deposits held with institutions, and cash

equivalents.

currency Equivalent: The Cash Flow Statement is organized as
follows: The following elements are included in a standard structure
of the multiple-step income statement, which categorizes the

document into operational and non-operating divisions:

The income and expenditures produced by a company's primary
business operations are included in the operating portion of its
financial statements. A. Revenue (sales). B. Expenses associated
with the sale of products or the provision of services. Category:
Selling expenses. D. The costs associated with the overall
administration and operation of a business are referred to as general
and administrative expenditures. E. Miscellaneous operational

expenses.

Income generated from investments, profits and losses from the sale
of operational assets, interest revenue, and interest expense
comprise the non-operating component of the financial statement.
Sales, cost of goods sold (COGS), and operating costs comprise the
operational portion of a financial statement. Conversely, the non-
operating section comprises revenues, gains, expenses, and losses
that originate from activities that are not associated with the

organization's primary operations. In accordance with the income
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statement, operational activities are linked to the transactions and
other events that contribute to the calculation of operating profit.
The currency Flow Statement (CFS) is a financial statement that
similarly emphasizes the flow of currency to the income statement.
The CFS structure is predicated on the same concept: the
classification of operations as either operational or non-operating,
with the latter being further divided into financing and investment
activities. In order to interpret CFS, it is necessary to understand
two relationships: the correlation between net cash flows from
operating, investing, and financing activities and profit (net profit

or operating profit).

Operating activities in cash flow statements (CFSs) are cash
inflows and outflows that are linked to the transactions that are

used to calculate 1) net profit and 2) net operating profit.

Consequently, the net operating capital flow should achieve the
following, contingent upon the decision made: 2) Highlight the
discrepancies between net profit and net cash flow from operating
activities; 1) Emphasize the disparities between operational profit
and net cash flow from operating activities. It is crucial to
recognize that these two versions are based on distinct concepts of

operational activities.

It is possible to refer to the first concept as the "net profit
approach" and the second concept as the "operating profit
approach." The operational portion of the income statement is
categorized into its primary elements by the conversion procedure,
which then calculates the cash inflows or outflows associated with
each element. It is evident from the direct technique of producing
CFS, particularly when the modified indirect approach or "semi-
direct" method is employed. The reconciliation of net profit with
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cash transfers from operating activities can be misleading in the
indirect method of producing the Cash Flow Statement (CFS). This
is due to the fact that the operating activities on the income
statement and CFS are regarded differently, which leads to
differing content in the operational sections of the two financial
statements. In our opinion, the classification of an item in the cash
flow statement should be based on its treatment in the income
statement, despite the persistent misunderstanding surrounding
operations and its numerous components. The sole reconciliation
of operating profit with cash flows from operational activities
establishes the connection between the operating sections of two

financial statements.

Items of exceptional quality: Cash flows that are associated with
exceptional circumstances, such as the recovery of bad debts,
insurance claim settlements, lottery winnings, or litigation awards,
should be reported separately based on whether they are the result
of operating, investing, or financing operations. For example, any
funds received from an insurance provider as a result of stock
losses caused by events such as fire, earthquake, or flooding should

be classified as cash flows from operational operations.

18.4 LET US SUM UP

A detailed account of the cash inflows and outflows within a
business over a specific period is provided by a cash flow
statement, which is a critical financial document. It is a critical
element of a company's financial statements, in addition to the
income statement and balance sheet. This statement is essential for
stakeholders to evaluate the firm's liquidity, solvency, and overall
financial health by comprehending the manner in which a company

generates and utilizes its cash.
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Objective and Significance

In addition to the income statement and balance sheet, the cash
flow statement is a fundamental financial report that provides
insights into a company’s liquidity, solvency, and overall financial
health. It helps stakeholders understand how the business generates

and utilizes cash, offering a clearer picture of its financial stability.

Objective

The main goal of a cash flow statement is to present a transparent
account of a company’s cash inflows and outflows over a specific
period. Unlike the income statement, which may include non-cash
items like depreciation and amortization, the cash flow statement
focuses strictly on actual cash movements, thereby reflecting the

business’s real-time financial strength.

Importance

The cash flow statement serves multiple critical functions:

e Liquidity Evaluation: It reveals whether the company has
enough cash to meet its short-term obligations.

o Financial Performance Insight: It helps gauge operational
efficiency and overall fiscal soundness.

e Investor and Creditor Analysis: Investors and lenders use
it to assess the firm's ability to generate cash, repay
liabilities, and support future growth.

e Managerial Planning: Company management uses it to
make informed decisions regarding budgeting, investments, and

financing.
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Components of a Cash Flow Statement

A standard cash flow statement is divided into three key

sections:

1. Operating Activities:

This section shows cash generated or used through core
business operations. It includes cash receipts from sales,
payments to suppliers and employees, and other operational
cash movements. Non-cash elements from the income statement

are adjusted to reflect actual cash.

Cash flows from operating activities can be calculated using:

o Direct Method: Lists all major operating cash
receipts and payments.

o Indirect Method: Adjusts net income by adding or
subtracting non-cash items and changes in working capital.

2. Investing Activities:

Reflects cash used in or generated from investments, such as the

purchase or sale of assets like equipment or securities.

3. Financing Activities:

Includes cash transactions related to funding the business, such

as issuing shares, borrowing, or repaying loans and dividends.

The indirect method is more frequently employed due to its
simplicity in preparation, as it utilizes data that is already present

in the income statement and balance sheet.

Accounting For Managers - 316

Accounting For Managers - 317



Cash Flow from Operating Activities

The principal revenue-generating activities of a business are
operating activities. The ability of a company to generate an
adequate amount of currency from its primary operations in order
to sustain and expand its operations is determined by cash flow

from operating activities.

The indirect method commences with net income. In order to
convert net income to net cash provided by operating activities,

adjustments are implemented.

Adjustments for Non-Cash Items: Net income is adjusted to reflect

depreciation, amortization, and other non-cash expenses.

Adjustments to working capital are implemented to account for
fluctuations in current assets and liabilities, including accounts

receivable, inventory, and accounts payable.

Cash Flow from Investing Activities

The acquisition and disposal of long-term assets and investments
are included in investing activities. Insights into a company's
investment strategy and the utilization of its currency to facilitate

growth are provided in this section.

PP&E acquisitions: Cash outflows associated with the acquisition

of property, plant, and equipment.

Asset Sales Proceeds: Cash inflows resulting from the sale of long-

term assets.

Investments: The cash used to purchase or the proceeds from the
sale of securities or other investments.
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Methods for Calculating Cash Flow from Operating Activities

Cash flow from operating activities can be determined using two

main approaches:

Direct Method

The direct method involves listing major classes of cash receipts
and payments. This includes cash collected from customers and
cash paid to suppliers and employees. Because it details specific
cash transactions, this method provides a clearer picture of the cash

flows from a company's core operations.

Indirect Method

The indirect method begins with the net income reported on the
income statement and adjusts it for changes in non-cash items and
working capital. These adjustments account for variations in
balance sheet accounts such as accounts receivable, inventory, and

accounts payable.

The indirect method is more commonly used, primarily because it
is easier to prepare. It relies on financial data that is already
available in the income statement and balance sheet, making it a

practical choice for most organizations.

Cash Flow from Operating Activities

Operating activities refer to the core business functions that
generate revenue. The cash flow from operating activities
measures whether the company’s main operations are producing

enough cash to maintain and grow the business.

Under the indirect method, the process begins with net income,
which is then adjusted as follows:
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Non-Cash Adjustments: Expenses like depreciation and
amortization are added back to net income since they don’t
involve actual cash outflows.

Working Capital Adjustments: Changes in current assets
and liabilities — such as increases or decreases in accounts
receivable, inventory, and accounts payable — are

incorporated to reflect their impact on cash flow.

Cash Flow from Investing Activities

This section of the cash flow statement highlights cash used in or

generated from investment-related transactions. It includes

activities such as:

e The purchase or sale of long-term assets (e.g., property,

equipment)

¢ Investments in securities or other businesses

e Proceeds from the sale of assets

Cash flow from investing activities helps assess how a company is

allocating its capital to support long-term growth.

Rs.

Fixed Assets purchased 1,20,000
Cash Balance :

Opening 30,000
Closing 38,000
Decrease in Debtors 34,000
Increase in Creditors 26,000
Sale of Fixed Assets) 60,000
Redemption of Debentures 28,000
Net profit for the year 36,000
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4. Following are the Balance Sheets of Sujeet PVT Ltd. Prepare
Cash Flow Statement.

Liabilitie | 2021(Rs. | 2022(Rs. | Assets | 2021(Rs. | 2022(Rs.
s ) ) ) )

Share 3,00,000 | 4,00,000 | Land & | 1,00,000 | 1,40,000
Capital 20,000 50,000 Buildin | 50,000 90,000

P & L | 40,000 25,000 g 1,50,000 | 1,40,000
A/C 40,000 25,000 Cash 1,00,000 | 1,30,000
Creditors Debtors
B/P Stock

4,00,000 | 5,00,000 4,00,000 | 5,00,000
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