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3.0 OBJECTIVES

After studying this unit you should be ableto:

state the nature and contents of financial statements;

know the differences between capital and revenue;

know the prepration of non-corporatefinancia statements;

be acquainted with the items peculiar to corporate financial statements; and

prepare the profit and loss account and the balance sheet of acompany as per the
requirements of the CompaniesAct.

3.1

INTRODUCTION

Accounting involvesthe collection, recording, classification and presentation of
financial datafor the benefit of management and external agencies. For this purpose,
the transactions recorded in the books of accounts are periodically summarised and
presented in the form of two financial statements. One isthe Balance Sheet or
Positional Statement and the other is Profit and L oss Account or Income Statement.



These are periodical reports which reflect the financial position and operating results Financial Statements
of the entire business for an accounting period, generally one year. These financial

statements are the basis for decision making by the management aswell as outsiders.

However, theinformation presented in these statements must be analysed and

interpreted carefully before drawing conlcusions. In thisunit we shall study the

preparation of financial statements both corporate and non-corporate entities aswell

asthe salient pointsinvolved in the preparation of these statementsin thelight of

Sections 210 to 223 and Part | and 11 of Schedule V1 of the Companies Act, 1956.

3.2 NATURE OF FINANCIAL STATEMENTS

Financial Statements are prepared by all forms of business organizations to ascertain
the result of operating, financial and investment activities and to know the financial
position on the date of closing of books of accounts. In case of soletrade or a
partnership firm, maintenance and preparation of financial statementsis not
mandatory but desirable. However, in case of Joint Stock Company, Sections 209 and
210 of the Companies' Act 1956 make it obligatory and compulsory to maintain and
prepare financial statements by the end of each accounting period. Thus, main
objective of financial statementsisto serve theinformation needs of users of
accounting information. Thesefinancial statements are the basisfor decision making
by the management aswell asto the outsiders like investors and share holders,
creditorsand Financiers, government authorities, etc.

Objectivesof Financial Statements

The primary objective of financial statement isto assist in decision making.
These statements enabl e the users:

i)  Tomakerational investment, credit and similar other financial decisions.
i)  Toestimate future cash flow and bankruptcy risk assessment.

iii) Toascertain NAV (Net Assets Value) or Net worth of the enterprise after
evaluating the val ue of assets, resources owned and the claimsthereon
(liabilities) in order to make share purchase and sale decisions, takeovers and
merger decisions.

iv)  Callectivebargaining decision relating to wages, working conditionsand job security.
v)  Tomakeassessment of economic and financial decisions.

(vi) Toform appropriate taxation and subsidy policy, regulatory policy and
employment policy.

Besides, thefinancial statementsaretools of judging earning capacity and managerial
efficiency to facilitate comparison and help evaluate its own performance. Thus, these
provide necessary inputsfor forecasting and other relevant decision-making purposes.

According to American Institute of Certified Public Accountants“Financial
statements are prepared for the purpose of presenting periodical review or report on
progress by management and deal with the status of the investment in the business and
the results achieved during the period under review. Financial statementsreflect a
combination of recorded facts, accounting-conventions and the personal judgment
and the judgments and conventions applied affect them materially. The soundness of
thejudgments necessarily depends on the competence and integrity of those who make
them and on their adherenceto generally accepted accounting principlesand
conventions.

Hence, thesefinancial statements must give sufficient analysis of the figures, without
unnecessary detailsto enable the usersto understand itsfinancial implications. This
callsforth for “ convention of materiality” i.e. every material fact hasto be disclosed 65
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which affect the decisions of the users of financial statements. It also demands that
any departure from previous year’s practice should clearly beindicated. In other
wordsthe* convention of consistency” should strictly be adhered to. An enterprise has
to be consistent with reference to depreciation policy, inventory valuation policy and
other policy to facilitate horizonal and vertical comparison. Financial statementsare
based on fundamental accounting assumptions of “going concern”, “ consistency” and
accrual and are guided by major considerations governing the selection and

application of accounting policies.

3.3 CONTENTSOF FINANCIAL STATEMENTS

3.3.1 Manufacturing Account

Business concerns engaged in the activities of manufacturing or production of goods
which involves purchase of raw materials and in incurring of other manufacturing
expenses, prepare Manufacturing Account which showsthe cost of raw materials
consumed, cost of conversion of raw materialsinto finished product and the cost of
goods produced. The cost of goods produced charged to Trading Account. The cost of
conversion includes-Direct Expenses, Frieght or Carriage Inward, direct labour.
Productive wages/Factory wages and factory expenses, such asfactory rent, fuel,
power and gas, €tc.

Cost of goods produced = Raw materials consumed + Cost of conversion

If, however, thereis opening and closing work in progress due adjustment is made
accordingly. Similarly, value of material residue, which issold as scrap, is credited to
Manufacturing Account.

Thus, we can say

Cost of goods produced = opening work-in-progress = cost of raw materials
consumed + cost of conversion —closing work in
progress — sale of scrap

Pointsto noteregarding M anufacturing Account

1) Workin progress: It refersto the value of incomplete or semi-finished goods
which includes cost of raw materials, and proportionate wages and direct ex-
penseincurred till this stage of semi completion. Opening and closing balances of
the same are shown to the debit and credit side respectively.

2) Raw materials consumed: This showsthe cost of materials used in the produc-
tion process. Thisisarrived at by Adding the net purchases to the opening
bal ance of raw materials and deducting the closing balance of raw materials at
hand by the end of accounting period.

3) Direct expenses. These expenses areincurred either on procurement or pur-
chases of raw materials and on conversion thereof into finished product. It
includes productive wages, freight inward, cartage or carriage inward, etc. That
is, itincludes direct labour and direct expenses (factory).

4) Factory overheads or indirect expenses. Factory overheads refer to indirect
material, indirect labour and indirect expenses. Theseinclude cotton waste,
[ubricating of machine oil, works manager, supervisor or foreman’s salary, fuel
and power, repairs and maintenance of factory machine, depreciation of factory
assets, rent, rates and taxes of the factory building, factory insurance, etc.

5) Scrap: It denotesthe value of material residue coming out of certain types of
processes. It is sold as scrap and credited to Manufacturing Account to arrive at
the correct cost of production.



6) Cost of production: Manufacturing Account ascertains the cost of goods
manufactured during any accounting period as shown in the format of Manufac-
turing Account. The cost of production of goods produced istransferred to
Trading Account.

3.3.2 Trading Account

Trading Account is prepared to know the result of trading operations. It showsthe
gross profit or grossloss arising from buying and selling of goods in which the
business enterprise dealsin. Gross profit or grosslossisthe difference between ‘sales
and ‘ cost of goods sold'.

Cost of goods sold = opening stock + purchases (less returns) + direct
expenses — closing stock

It isto be noted that Trading Account shows the result of trading operations under
normal conditions only. Abnormal losses (items) if any — such asloss of stock dueto
fire, theft or accident are credited to Trading Account, at cost.

Analysisof ItemsAppearing to the Debit Side of Trading Account

1) Opening Stock: It refersto the value of goods at hand at the end of last
accounting year. It becomes the opening stock for the current accounting year. It
represents the value of goodsin which businessdealsin.

2) Purchases: It denotesthe value of goods (in which the concern dealsin) purchased
either for cost or on credit for the purpose of resale. However, if the goods so
purchased are returned or used by proprietor for self consumption, or distributed as
free samples or taken up by the employer for their use, or given as charity, or to be
sent on consignment, or used for any other purpose, except for resale, such amounts
shall be deducted from the total purchases.

3) Director Expenses: These expenses are incurred in connection with purchase,
procurement or production of goods. It a so includes expenses which bring the goods
up to the point of sale. Examples of direct expenses are:

a) Carriage Inwards (carriage paid on purchases)

b) Freight —Railways, Airways and Shipping

c) Transit —Insurance

d) Loadingcharges

e) Packing

f) Import duty

g) Export duty

h) Custom duty

i) Dock dues

j) Octroi

k) Warehousingwages
However, for amanufacturer in addition to above direct expensesinclude—

) Wagesand salaries

m) Fuel, coal, power, gas and water

n) Factory heating*

0) Factory insurance*

p) Factory lighting*

Financial Statements
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Fundamentals of g) Foreman’sand Supervisor’s salary*
Accounting r) Other factory expenses*
s) Royalty on production*
t) Depreciation on Factory Building and machine*

*  These are also known as Factory overheads or Factory indirect expenses from cost
accounting point of view but for financial accounting purposes these are treated as
direct expenses.

It isto be noted that a manufacturer prepares a Manufacturing Account
where all the above mentioned direct expenses are debited. However, if in
any case Manufacturing Account is not prepared, then all such expenses
will be charged to Trading Account.

Analysis of [temsAppearing to the Credit Side of Trading Account

1) Sale: It refersto the sale of goodsin which business deals and includes both cash
and credit sales. It does not include sale of old, obsolete or depreciated assetswhich
were acquired for use in business. Similarly, goods returned by customers or goods
sent to customers on approval basis or salestax, if any, included in sales price should
be excluded.

2) Abnormal Loss: It refersto abnormal loss of stock dueto fire, theft or accident.
Since Training Account is prepared under normal conditions of the business, abnormal
loss, if any, is credited fully to the Trading Account.

3) Closing Stock: It refersto the value of goods lying unsold at the end of any
accounting year. The stock at the end is valued either at cost or market price,
whichever isless. Since Trial Balance generally does not include closing stock, the
following entry isrecorded to incorporate the effect of closing stock in the Trading
Account.

Closing Stock A/c Dr
To Trading Alc

However, if closing stock formsthe part of Trial Balance it will not be
transferred to Trading Account but taken to Balance Sheet only.

In case goods have been sent to customer on approval (Sale/Return) basis, such goods
should beincluded in the value of closing stock if no approval has been received from
them.

Constituents of closing stock are:

i)  Stock of Raw materials

ii)  Work-in-progress or semi-finished goods

iii) Finished goods — remaining unsold at the end of the year,
— lying unsold at different branches, if any,
— lyingunsold with the consignee

iv) Storessupplies = goods, materialsrequired for converting the raw materias
into finished product, such as machine oil, cotton waste,
chemicals and machine spares (as per As-2)
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Pointsto Remember

I Itisto be noted that Income Statement + (viz. Manufacturing/
Trading/Profit and Loss Account) is parepared on Accrual)
(Mercantile) basis (Accrua concept) covering an accounting period
(accounting period concept) during which expenses are matched with
revenue (Matching Concept) to ascertain the profit or loss of an
enterprise. That iswhy unpaid expenses are added as outstanding in
the Income Statement and shown as liability in the Balance Sheet.
Similarly income accrued but not received are credited to Income
Statement and shown as asset in the Bal ance Sheet.

I Itisimportant to remember that “ Outstanding” Accrued or “Prepaid”,
if forming part of Trial Balance, then such itemswill be shown in the
Balance Sheet only and no treatment required in the Income
Statement.

I Conversely, “prepaid expenses’ are shown by way of deductionin
the Income Statement and treated as an asset in the Balance Shest,
whereasincome received in advance are subtracted from theincome
received and shown as aliability in the Balance Sheet.

3.3.3 Profit and Loss Account

This account is prepared to ascertain the net profit earned or net lossincurred by the
business concern during an accounting period. It starts with gross profit or gross loss
as disclosed by the Trading Account. It takesinto account all the remaining direct
(normal and abnormal) expenses and losses related to or incidental to business. These
operating and non-operating expenses are charged to Profit and L oss Account and
shown to the debit side of the Profit and L oss Account.

Theoper ating expensesinclude:

i)

All office or Administrative overheads such as rent, rates and taxes, office staff
salaries, printing and stationary, postage, tel ephone, officelighting, depreciation
on office equipment, etc.

Selling and Distribution overheads such as Salesmen’s sal aries, commission on
sales, travelling expenses, advertisement and publicity, trade expenses, carriage
outward, bad debts, warehouse expenses, delivery van expenses, packing ex-
penses and rebate to customers.

Non-oper ating expensesinclude financial expenses such asinterest, bank
charges, discount on bill, abnormal losses (loss of goods due to fire, theft or
accident) and loss on sale of fixed assets, etc.

Whereas Non-operating incomesincludeincome from investment and financing
activities, such asInterest Received, Rent Received, Dividend Received, Profit
on Sale of Investment, and I nsurance Claims and other Miscellaneous Receipts,
like duty drawback and subsidy and apprenticeship premiums, etc. These
incomes are credited to Profit and Loss Account.

It isto be noted that if an enterprise prepares a Manufacturing Account, the factory
expenses (both direct and indirect) are charged to Manufacturing Account. If a
Manufacturing Account is not prepared, then direct factory expenses are charged to
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Trading Account and indirect factory expenses to Profit and Loss Account. Royallties
paid on production should be treated as direct expenses and royalties based on sales
asindirected expenses.

Somel mportant Points

1)

2)

3)

4)

5)

6)

7)

8)

Salaries. Salaries paid/payable to employeesincluding Directors' salaries,
Managers' salaries (except Work Managers salaries) should be debited to
Manufacturing Account. In case a concern does not prepare Manufacturing
Account, the same should be charged to Trading Account. Similarly, salariesand
wages should also be charged to Profit and Loss Account. But wages and
salaries be charged to Trading Account.

Brokerge: Thisrefersto brokerage paid on theitemsin which the business
tradesin. Such as brokerage on buying and selling of goodsin which the enter-
prise dealsinis shown to the debit of Profit and L ossAccount. However, any
brokerage paid on sale or purchase of assetsis treated as of capital nature and
henceit is deducted from sale proceeds of the asset sold or added to the cost of
the asset required.

Trade Expenses: These expenses are of miscellaneous nature and of

small amount and sometimestermed as Sundry expenses or Miscellaneous
expenses or even Petty expenses. These are debited to Profit and

Loss Account.

Advertisement: Expenses on advertisement which are of revenue and recurring
nature are charged to Profit and L oss Account. Whereas cost of heavy advertise-
ment the benefit of which islikely to cover more than one accounting year is
treated as deferred revenue expenditure. For example, acompany incurs

Rs. 1,00,000 on advertisement and it is estimated that the benefit of this
advertisement expenditureislikely to extend over aperiod of four years. Inthis
case Rs. 25,000, i.e. one-fourth of total cost of advertisement will be charged to
current year’s Profit and Loss Account whereas three-fourths, i.e. Rs. 75,000,
will be taken to Balance Sheet to be treated as‘ Deferred Revenue Expenditure’.
However, advertisement expensesincurred for purchase of goods should be
charged to Trading Account. Advertisement expenses paid for acquiring a capital
asset are capitalised. Again, cost of advertisement in respect of sale of any
capital asset is deducted from the sale proceeds of the asset concerned and hence
not charged to profit and loss account.

Rebate to Customers: It isan alowance given to a customer when his
purchases from the concern exceeds the certain limits say Rs. 200. In such cases
all those customers who make purchases from the company exceeding Rs. 200
will be entitled to rebate of 1% or 2% depending upon the policy declared

by the company. The amount of rebate so allowed is charged to Profit and Loss
Account.

Duty drawback and subsidy: It isarefund of dutieslevied on purchases made
by exporter. It serves as an incentive to exporter. The duty drawback and cash
subsidy should be deducted from the purchases. But in practiceit istreated as
‘income’.

Apprenticeship Premium: It isthe fee charged by the business enterpriseto train

personsin varioustrades. It istreated as revenue receipts and credited to Profit
and Loss Account.

Factory Expenses: Factory expenses are of two types, viz. direct and indirect,
and both are shown in the Manufacturing Account. If a concern does not prepare
Manufacturing Account, then direct expenses are charged to Trading Account
and indirect expenses are debited to Profit and Loss Account.



9) Royalties: Royalties are paid by the business concernsto the landlord, author of
apatentee for theright to use their land, copyrights or patents right. Payment of
such royalty sum based on salesis debited to Profit and Loss Account.
However, if royalty is paid on the basis of production, it is charged to Trading
Account.

10) Free Samplesand Publicity Expenses: These expenses are incurred to attract
cumtomersfor increasing the volume of sale and as such are charged to Profit
and LossAccount. Similarly, money spent on prizes given to customers under the
scheme of ‘sales promotion’ such as‘Bumper sales’, ‘ Dhamaka sales' aretreated
as selling and distribution expenses. If alarge sumisincurred on heavy
advertisement under a contract or whose benefits may accrue over aperiod of
more than one year, say four years, such expenses are spread over the period of
its benefits and a proportionate part is charged to Profit and Loss Account and
remaining istaken to Balance Sheet as deferred revenue expenditure.

11) Abnornal Losses and Insurance Claims: Asarule, the entire amount of
abnormal losses either arising from accident, fire or tgheft are credited to
Trading Account and debited to profit and loss account irrespective of the
insurance claims. The amount so recelved/settled/receivable from theinsurance
company is credited to Profit and Loss Account.

Alternatively, Trading Account may be credited with the net abnormal loss
(abnormal loss insurance claim, if any) and insuracne claims and Profit and Loss
Account may be debited by net abnormal lossonly.

3.34 Profit and LossAppropriation Account

This account shows the distribution or appropriation of profit after the same has been
earned and computed. In case of sole proprietor, since entire amount of profit belongs
to him, no Profit and Loss Appropriation is prepared. However, this account is
prepared by partnership firms and Joint Stock Companies where there are several
claimantsin the net profit. A partner shares earnings of the firm in the form of salary,
commission, interest and profit and credited to Profit and Loss Appropriation
Account.

However, acompany’s Profit and Loss A ppropriation account shows the transfer from
Profit and Loss Account an amount equivalent to “currnet year’s profit after tax”.
Thisaccount isfurther credited by the reserves and provisions made last year, now no
longer required, such as Development Rebate Reserve and Provision for Tax, etc. The
following items are debited to Profit and L oss Appropriation Account:

—  Transfer to General Reserve

—  Transfer to Capital Reserve

—  DividendPaid

—  Proposed Dividends

—  Bonusto Shareholders

—  Excessof actual tax liability over the provisions made last year
—  Corporate Dividend Tax, if any.

However, adetailed explanation of Profit and Loss Appropriation Account isto be
made under Corporate Financial Statements under 3.7 of this unit.

3.3.5 Balance Sheet

Balance sheet is a statement of assets and liabilities which helps usto ascertain the
financial position of aconcern on aparticular date, i.e. on adate when financial

Financial Statements

71



Fundamentals of
Accounting

72

statements or final accounts are prepared or books of accounts are closed. In fact, it
treats the balances of all those ledger accounts standing to the debit or credit column
of the Trial Balance and which have not been squared up. These accounts relate to
assets owned, expensed incurred but not paid or not due, expenses due but not paid,
incomes accrued but not received or certain receipts which are not due or accrued. In
fact it dealswith all those “real” and “personal accounts’ which have not been
accounted for in the Manufacturing, Trading and Profit and L oss Accounts. Besides,
the balance sheet also treats all those itemsin the adjustments, whch affect Real or
Personal Accounts. The Nominal Accounts aretreated in the Income Statement
(P&L Alc). A Balance Sheet aimsto ascertain nature and amount of different assets
and liabilities so that the financial position could clearly be known to all those
concerned. Thus, the main function of the Balance Sheet isto depict the true picture of
the concern on a particular date.

Preparation and Presentation of Balance Sheet

The process of preparation and presentation of balance sheet involvestwo steps:

(i) Grouping and (ii) Marshalling. Thefirst step refersto proper grouping of the
variousitems, which are of similar nature. For example, amount due from persons
who were sold goods on credit basis must be shown under the heading ‘ Trade
Debtors' and must be distringuished from money owing other than dueto credit sales
of goods. The second step involves‘marhsalling’ of assetsand liabilities. It means
orderly arrangement in which assets and liabilities are presented or shownin the
Balance Sheet. There are two methods of presentation: (i) In order of “Liquidity, and
(ii) In order of “ permanence’.

Under the “Liquidity Order”, assets are shown on the basis of liquidity or realisability.
These are arranged in order of “most liquid”, moreliquid”, “liquid”, “least liquid” and
“not liquid” (fixed) assets. Similarly, liabilities are arranged in the order in which
these are to be paid or discharged. Theliquility form is suiable for banking and other
financial companies.

Under the ““ Order of Permanence”, the assets are arranged on the basis of their useful
life. The assets which are to serve business for the longest period of time are shown
firgt, i.e. Fixed Assets, Semi Fixed, Current, Liquid and Most Liquid. Similarly, in
case of liabilities, after Capital, theliabilities are arranged as long term, medium term,
short term and current liabilites. The Companies Act has adapted permanency form
preparing balance sheet.

Somelmportant [tems

1) Fixed Assets. Fixed assets are those assets, which are reuired for the purposes of
producing goods or rendering services. These are not held for resalein normal
course of business. Fixed assets are used for the purpose of earning revenue and
these are held for alonger period of time. These are also treated as ‘ Gross Block’
(Fixed assets after depreciation) and ‘Net Block’ (Fixed assets after deprecia-
tion). Investment in these assets isknown as * Sunk Cost’. Examples of fixed
assets are Land and Building, Plant and Machinery, Furniture and Fixtures,
Tools and Equipments, Motor VVehicles, etc. All fixed assets are ‘tangible’ by
nature.

2) Intangible Assets: Intangible assets are those capital assetswhich do not have
any physical existence. Though cannot be touched or seen yet they havelonglife
and help to generateincome. Such assets have value by virtue of therights
conferred upon the owner by mere possession. Goodwill, trademarks, copyrights
and patents are the exampl es of intengible assets.

3) Current Assets: Current assetsinclude cash and other assets which are con-
verted or realized into cash within anormal operating cycle or say within ayear.



These are acquired either for the purpose of resale, or assisting and helping Financial Statements
process of production or rendering of service or supplying of goods. These assets

constantly keep on changing their form and contribute to routine transactions and

operations of business. Examples are, Cash in Bank, Bills Receivables, Debtors,

Stock, Prepaid Expenses, etc. Current assets are also known as floating assets or

circulating assets.

4) Liquid or Quick Assets: Those current assets whch can be converted into cash
at avery short notice or immediately without incurring much loss or exposing to
high risk. Quick assets can be worked out by deducting Stock (Raw materials,

work in progress or finished goods) and prepaid expenses out of total current assets.

5) FictitiousAssets: These arethe non-existent worthlessitemswhich represent
unwritten off losses or cost incurred in the past which cannot be recoveredin
future or realized in cash. Examples of such assets are preliminary expenses
(formation expense), Adverti sement suspense, Underwriting - commission,
discount on issue of shares and debentures, Loss on issue of debentures and debit
balance of Profit and Loss Account. These fictitious assets are written off or
wiped out by debiting to Profit and Loss Account.

6) WastingAssets: Assetswith limited useful life by nature deplete over alimited
period of time are called wasting assets. These assets become worthless onceits
utility isover or exhaust fully. Such assets are natural resources like, timer, coal
oil, mineral deposits, etc.

7) Contingent Assets. Contingent assets are probabl e assets which may or may not
become assets asit depends upon occurrence or non-occurrence of aspecified
event or performance of aspecified act. For example, asuit ispending in the
court of law against ownership title of any dispsuted property and if the suitis
decided in favour of the business concern it becomes the asset of the concern. On
the other hand, if the decision goes against the concern, the company cannot
claim to enjoy ownership rights. Thus, it remains a contingent asset aslong as
the judgment is not pronounced by court. Such assets are shown by means of
footnote and hence do not form part of assets shown in the Balance Sheet. Beside
this hire purchase contract, uncalled share capital etc. are the other examples of
contingent assets.

8) Clasdfication of Liabilities

Long Term Liabilities: These are the obligations which are to be met by the business
enterprise after arelatively long period of time. Such liabilities do not become due for
payment in the ordinary course of business operation or within normal operating
cycle. Debentgures, long term loans from Bank or financial institutions are the
examplesof long-term liabilities.

Current Liabilities: Current liabilities are those liabilitieswhich are payable within
normal operating cycle, i.e. within an accounting year. These may arise either out of
realization from current assets or by creating fresh current liability (obligation). Trade
creditors, Bill payable, Bank overdraft, Outstanding expenses, Short-term loan
(payable within twelve months or within accounting year) are examples of current
lighilities.

Contingent Liability: Itisnot an actua liability but an anticipated (probable liability
which may or may not become payable). It depends upon happending of certain events
or performance of certain acts. An element of uncertainty is always attached. A
contingent liability, thus, may or may not become asureliability. Examplesare,
liability for bills discounted, liability for acting as surety, liability arising on a suit for
damages pending in the court of law, liability for calls on partly paid shares, etc.
Contingent liabilities are shown asfootnote under the Balance Sheet.
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34 CONCEPTSOF CAPITAL AND REVENUE

You know that a firm prepares Profit and Loss Account for ascertaining the net result
of business operations and the Balance sheet for determining the financial position of
the business. These are prepared with the help of Trial Balance which showsthe final
position of all ledger accounts. All items appearing in the Trial Balance are transferrd
either to the Profit and Loss Account or to the Balance Sheet. As per rules, the items
of revenue nature are taken to the Profit and L oss Account and the items of capital
nature are shown in the Balance Sheet. In other words whether an item appearing in
the Trial Balance is to be taken to the Profit and Loss Account or the Balance Sheet
depends upon the capital and revenue nature of theitem. If any item iswrongly
classifiedi.e,, if anitem of revenue natureistreated as acapital item or vice versa, the
Profit and Loss Account will not reveal the correct amount of profit and the Balance
Sheet will not reflect the true and fair view of the affairs of the business. It istherefore
necessary to determine correctly whether an itemis of capital nature or of arevenue
nature and record it in the books accordingly. There are certain rules governing the
allocation of expenditures and receipts between capital and revenue which should be
clearly understood.

Capital and Revenue Expenditures

You incur expenditure on various items every day. You buy food items, stationery,
cosmetics, utensils, furniture, etc. Some of them are consumables and some are
durables. The benefit of expenditure on consumableslike stationery, cosmetics, etc. is
derived over ashort period. But in case of durableslike furniture, utensils, etc., the
benefit spreads over anumber of years. Sameistrue of business also. In businessyou
incur expenditure on two types of items: (i) routine itemslike stationery, and (ii) fixed
assets like machinery, builing, furniture, etc., whose benefit is available over anumber
of years. In accounting terminology thefirst category of expenditureiscalled revenue
expenditure and the second oneis called capital expenditure. Let us now study the
exact nature of capital and revenue expenditures.

Capital Expenditure: Asstated above, when the benefit of an expenditureisnot
exhausted in the year in which it isincurred but is available over anumber of yearsit
isconsidered as capital expenditure. The following expenditures are usually treated as
capital expenditures:

1) Any expenditure which resultsin the acquisition of fixed assets such asland,
buildings, plant and machinery, furniture and fixures, office equipment,
copyright etc. you should note that such capital expenditure includes not only the
purchase price of the fixed asset but also the expensesincurred in connection
with their acquisition. Thus, the brokerage or commission paid in connection
with the acquisition of an asset, the freight and cartage paid for transportation of
machinery, the expensesincurred onitsinstallation, the legal feesand
registration chargesincurred in connection with purchase of land and buildings
are also treated as capital expenditure.

2) Any expenditureincurred on afixed asset which resultsin (a) its expansion,
(b) substantial increaseinitslife, or (¢) improvement initsrevenue earning
capacity. Improvement in the revenue earning capacity can bein the form of
(i) increased production capacity, (ii) reduced cost of production, or
(i) increased sales of the firm. Thus, cost of making additions to buildings and
the amount spent on renovation of the old machinery are also regarded as capital
expenditures. If you buy a second hand machinery and incur heavy expenditure
on reconditioning it, such expenditure is also to be treated as capital expenditure.
Similarly, expenditure on structural improvements or alterationsto existing fixed
assetswhereby their revenue earning capacity isincreased, is also treated as
capital expenditure.



3) Expenditureincurred, during the early years, on devel opment of minesand land
for plantationstill they become operational .

4) Cost of experimentswhich ultimately result in the acquisition of apatent. The
cost of experimentswhich are not successful isnot to be treated as capital
expenditure. It istreated as adeferred revenue expenditure which is written off
withintwo to three years.

5. Legal chargesincurred in connection with acquiring or defending suitsfor
protecting fixed assets, rights, etc.

Revenue Expenditure: When the benefit of an expenditureisnot likely to be
available for more than one year, it istreated as revenue expenditure. So all expenses
which are incurred during the regular course of business are regarded as revenue
expenditures. The examples of such expensesare:

1) Expensesincurred in day-to-day conduct of the business such aswages, salaries,
rent, postage, stationery, insurance, electricity, etc.

2) Expenditureincurred for buying goodsfor resale or raw materials for
manufacturing.

3) Expenditureincurred for maintaining the fixed assets such asrepairs and
renewal sof building, machinery, etc.

4) Depreciation on fixed assets. This can also be termed asrevenue loss.

5) Interest on loans borrowed for running the business. You should note that
any interest of loan paid during theinitial period before production
commences, isnot treated as revenue expenditure. It istreated as capital
expenditure.

6) Lega chargesincurred during the regular course of business such aslegal
expensesincurred on collection from debtors, legal chargesincurred on
defending asuit for damages, etc.

Deferred Revenue Expenditure

Sometimes, certain expenditurewhich isnormally treated as revenue may be
unusually heavy and its benefit islikely to be available for more than one year. In such
asituation, it is considered appropriate to spread the cost of the expenditure over a
number of accounting years. Hence, it is capitalised and only a portion of the total
amount spent is charged to the Profit and Loss Account of the current year. The
balance is shown as an asset which wil be written off during the subsequent
accounting years. Such expenditureis called a Deferred Revenue Expenditure because
its charge to Profit and Loss Account has been deferred to future years. Some example
of such expenditure are:

1) Expenditureincurred on advertising campaign to introduce anew product inthe
market.

2) Expenditureincurred onformation of anew company (preliminary expenses)

3) Brokerage charges, underwriting commission paid and other expensesincurredin
connection with theissue of shares and debentures.

4) Cost of shifting the plant and machinery to anew site which may involve
dismantling, removing and re-erection of the plant and machinery.

Let ustake the case of expenditure on advertising campaign. It isnot aroutine
advertisement and the amount involved isunusually heavy. Its benefit will not
completely exhaust in one accounting year but will contunue over two to three years.
Hence, it is not proper to charge such expenditure to the Profit and L oss Account of
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oneyear. It isbetter to distribute it carefully over three years. So, in thefirst year we
may charge one-third of the amount spent to the Profit and Loss Account and show
the balance in the Balance Sheet as an asset. In the second year again we may charge
asimilar amount to the Profit and L oss Account and show the balance as an asset. In
the third year. we may charge this balance to the Profit and L oss Account. Every
expenditurewhich isregarded as deferred revenueistreated in thisway in the fina
accounts.

Look at Illustration 1 and note how each expenditure has been treated and why.

Illustration 1

State whether the following items of expenditure would be treated as (a) capital
expenditure, (b) revenue expenditure, or (¢) deferred revenue expenditure:

i)  Carriage on goods purchased Rs. 25.
ii) Rs. 2,000 spent on repairs of machinery.
iii) Rs. 5,000 spent on white washing.

iv) Rs. 8,000 paid for import duty and cartage on the purchase of machinery from
west Germany.

v) Rs. 25,000 spent on issue of equity shares.
vi) Rs. 14,000 spent on spreading new tiles on factory floors.

vii) Rs. 4,000 spent on dismantling, transportation and reinstalling plant and
machinery to new site.

viii) Rs. 60,000 spent on construction of railway siding.

iX) Rs. 20,000 spent on some major alterationsto atheatre which made it more
comfortable and attractive.

x) A second hand maching was bought for Rs. 10,000 and an amount of Rs. 6,000
was spent on its overhauling.

Solution

i) Itisarevenueexpenditure asit relatesto the goodsfor resale.

i) Itisarevenue expenditure asit relates to the maintenance of afixed asset.

iii) Sameasno. (ii).

iv) Itisacapital expenditure asit is spent in connection with the purchase of afixed
assets.

v) Itwould betreated as deferred revenue expenditure. It isaheavy amount in-
curred in connection with reising of capital for the company and so capitalised.
Even under the Indian Companies Act and the Indian Income Tax Act this
expenditureis allowed to be written off over anumber of years.

vi) Itisarevenue expenditure so it istreated asasort of repairs not leading to any
increasein the earning capacity of afixed asset.

vii) Normall expenditure on transportation etc. isrevenuein nature. But this expendi-
ture has been incurred on shifting to new site which is non-recurring in nature
and involves aheavy amount. Henceit shall be treated as adeferred revenue
expenditure.

viii) Itisacapital expenditure asitisincurred on the construction of railway siding, a
fixed asset.



iX) Itisacapital expenditure asthe aterations made the theatre more comfortable Financial Statements
and attractive which islikely toincreaseits collections.

X) Itisacapital expenditure asit isincurred on making the newly bought second
hand machinery operational.

Capital and Revenue Receipts

Receiptsrefer to amountsreceived by abusinessi.e., cash inflows. Receipts may be
classified as Capital Receipts and Revenue Receipts. It is necessary to notethis
distinction clearly because only the revenue recei pts are taken to the Profit and L oss
Account and not the capital receipts.

Capital Receipts: Capital receipts are the amounts received in the form of (@)
additional capital introduced in the business, (b) loansreceived, and (c) sale proceeds
of fixed assets. You are aware that aloan taken by the businessis repayable sooner or
later. Similarly, additional capital received represents an increase in the proprietor’s
claim over the business assets. Thusthese two itemsrepresent increasein liabilities of
the business and obviously are not incomes or revenues. These are capital receiptsand
should be treated as such. The sale proceeds of afixed asset are also treated as a
capital receipt because the amount received is not revenue earned in the normal course
of business. The capital receiptsincrease the liabilities or reduce the assets. They do
not affect the profit or loss.

Revenue Recipts. Revenue receipts are the amounts recived in the normal and regualr
course of business. They take the form of (a) sale proceeds of goods, and (b) incomes
such asinterest earned, commission earned, rent received, etc. Thesereceiptsareon
account of goods sold or some services rendered by the business and as such they are
not repayable. All revenue receipts are treated asincomes and shown on the credit side
of the Profit and Loss Account.

3.5 REVENUE RECOGNITION

Revenue arisesin the ordinary course of business activities of an enterprise from:
—  salesof goods,

—  rendering of services, and

— useby othersof enterpriseresourcesyielding interest, royalties and dividends.

Revenue recognition ismainly concerned with thetiming of recognition revenuein the
statement of profit and loss. According to AS-9, “revenueisthe grossin flow of cash,
receivables, or other consideration arising in the course of ordinary activities of an
enterprise.”

The basic problem of revenue recognition liesin identifying of the “accounting
period” during which revenues are earned. There are several stagesor activitiesina
business before the revenues are earned and realized. Hence the problem arises—
should revenue be recognized at the point of production, sale, delivery or receipt of
cash. According to “ Realisation Concept” revenues are recognized at the point of
saleor servicesare rendered. However, there isno single uniform practice to
recognize varioustypes of revenues according to one common principle. Thereare
guidelines, which help usin recognizing operating revenues and non-operating
revenues. Non-operating revenuesincludeinterest, dividend and rent and other
incomes which are not related to normal course of operation of the enterprise.

It isadvisableto show operating and non-operating revenues separately in the
Profit and Loss Account.
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Following are some of the established practices to recognize revenue as per AS-9.

3.5.1 Revenue Recognition in Sale of Goods

Trading and Manufacturing organizations, in general, recognize revenue when saleis
effected. However, the following conditions should be satisfied:

i)
i)

i)

The " property in goods” istransferred for aprice.

All significant risks and rewards have been transferred and no effective control is
retained by the seller.

No significant uncertainty exists regarding the collection of amount of consider-
ation.

Special Casesof “ Sale of Goods” and applicability of AS-9

a)

b)

f)

9)

h)

)

K)

Delivery of goodsdelayed at buyer’srequest and buyer takestitleand
acceptsbilling: Revenue should be recognized and the “ goodsto be delivered” at
any subsequent date should not beincluded in theinventory.

Goodsdelivered subject toinstallation and inspection: Revenue should be
recognized only after theinstallation and inspection is compl eted.

Sale on Approval: In case of sale on approval or return basis, revenue should be
recognized only when acceptanceisreceived from buyer.

Sale subject towarranty: If salesare subject to awarranty, revenue recognition
should not be deferred but a provision should be made to cover theliability
which may arise under the terms and period of warranty.

Guaranteed Sales: Sometimes goods are sold and delivery ismade giving the
buyer the unlimited right to return. Thisis under “Money back guarantee”, if not
completely satisfied. Under thissituation it is apparent to recognize the ‘ revenue’
at the point of sale and to make provisionsfor returns aswell.

Consignment Sales: Revenues are recognized when the goods are sold to
customers by the consignee and at the time of dispatch of goods of consignor.

Cash on delivery Sales: If asale has been effected under the terms of
“Cash-on-delivery”, revenue should be recognized only when cashis
received by seller.

I nstallment Sales. Revenues are recognized on delivery to the extent of normal
cash down price. However, interest on deferred payment should berecognizedin
the ratio of amount outstanding.

Special Order: Where payment isreceived against the specific order of goods,
which are not in stock. Revenue from such sale should be recognized only when
goods are purchased or manufactured and are ready for delivery.

Sale/Repurchase Agreement: Where seller concurrently agreesto repurchase
the same goods at some late date, the flow of cash under such a situation will not
berecognized asrevenue.

Salesto Distributorsto Dealersfor Resale: Revenues are recognized only if
significant risks of ownership have passed on distributors/dealers.

3.5.2 Revenue Recognition in Case of Rendering of Services

Revenue recognition in case of rendering services care based on the following
conditions:

Revenue recognized either on compl eted service method or ‘ proportionate
completion” method.

No significant uncertainty exists regarding amount of consideration.
It isreasonableto expect ultimate collection of consideration.



Under completed servicemethod revenue are recognized only on compl etion of Financial Statements
service. In cases there are more than one act involved, revenue are recognized on
execution of all these acts.

Proportionate completion method recognized revenue proportionate with the degree
of completion of services. If there are more than one act involved revenue are
recognized on execution of certain acts. Some examples of recognition of service
revenue are—

1) Installation Fee: In caseswhereinstallation feesare other than incidental to
sales, the revenue should be recognized only when the equipment isinstalled and
accepted by the customer.

2) Advertisingand I nsurance Agency Commission: Revenue should berecog-
nized when serviceiscompleted. For advertising agencies, mediacommission
will normally be recognized when the rel ated advertisement or commercial
appears before the public, and the necessary intimation is received by the agency.
I nsurance agency commission should be recognized on the effective
commencement renewal dates of therelated policies.

3) Financial ServiceCommissions: A financial service may berendered asasingle
act or may be provided over aperiod of time. Similarly, charge for such services
may be made as a single amount or in stages over the period of the service or the
life of the transaction to which it relates. Such charges may be settled in full
when made or added to aloan or other account and settled in stages.
Therecognition of revenue should therefore have regard to:

a)  Whether the service has been provided one and for al or in an continuing
basis.

b)  Theincidence of cost relating to service.

c¢) Commission charged for arranging and granting of loan or other facilities,
should be recognized when abinding obligation has been entered into.
Commitment, facility or loan management feeswhich relateto
continuing obligations or service should normally be recognized over the
life of theloan or facility having regard to the amount of the obligation
outstanding, the nature of the service provided and timing of the costs
relating thereto.

Admission Fees: Revenue from artistic performance, banquets and other
special events should be recognized when the event takes place. When feesto a
number of events, it should be allocated to each event on asystematic and
rational basis.

Tution Fees. Revenue should be recognized over the period of instruction.

Entranceand M ember ship Fees: AS.9 recommends capitalization of entrance fees.
If membership fee permits only membership and all other services of products are paid
for separately or if thereis a separate annual subscription, the fee should be
recognized as revenue when received. If the membersyhip fee entitlesthe member to
services or publicationsto be provided during the year, it should be recognized on a
systematic and rational basis having regard to the timing and nature of al services
provided.

Subscription for Publications: Revenuereceived or billed should be deferred and
recognized either on straight-line basis over time or wheretheitems delivered
vary in value from period to period revenue should be based on the salesvalue

of theitemsdelivered inrelation to total salesvalue of all items covered by

the subscription. Ly
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Exceptionsto General Rule

1) Revenuerecognition at the point of production (Completed Production
Method): Under this method revenue are recognozid at the point of production.
It appliesto case of agriculture. Extractive industries like gold, silver, uranium,
other metalsand oil (crude) etc. revenue are recognized just after completion of
production even before the sales take place.

2) Cash Basis. Under this, revenue are not recognized at the point of sale but when
cash isrealized including outstanding, if any. Thisbasisis applicable in case of
hire-purchase system where revenue are recognized on the basis of cash received
and installments due during the year.

3) RevenueRecognition duringtheproduction period on per centage of
completion method: Under this method revenue are recognized on the basis of
contract value, associated costs, number of acts or other susitable basis. It is
applicablein case of long-term construction contracts where revenue are
recognized on the basis of degree of completion or what work certified bearsto
cash received by the contractor.

4) TimeBasis. In many casesrevenue are realized on the basis of time or period.
For example, interest on fixed depositsis credited to Profit and Loss Account on
time proportion basis, i.e. interest accrued yet not payable.

Itisto be noted that revenue in case of “Royalties’ are recognized on an accrual basis
in according with terms of agreement and, Dividends are recognized when theright to
receive payment is established.

3.6 FORMAT OF FINANCIAL STATEMENTS
(NON-CORPORATE ENTITIEYS)

Thefinancia statements may be prepared and presented either in conventional (also
known as* T’ form) or Vertical form. The basic purpose isto serve the information
needs of the users of accounting information. Theideaisto present these accounting
figuresin such away that provides maximum input for decision-making purposes.
Theincome statement givesthe clear picture operating efficiency of the enterprises by
disclosing the amount of gross profit or loss through Trading Account. At the same
time Profit and Loss Account revealsthe overall ‘net’ result —the “ net profit” or “net
loss’. The Balance Sheet, which is also known as* position statement” isrequired to
depict the true and fair view of state of affairs of business enterprise. Sole traders and
partnership firms are not requgired to comply any legal provisionsasfar as
presentation and formats of financial statements are concerned. However, these
income statements, meant basically for self consumption, must be prepared in
conformity with the accounting concepts, conventions and applicable accounting
standards.

Thefinancia statements of non-corporate entities may be presented either of the
following ways:

1) Conventional Format, and
2) Vertical Format

3.6.1 Conventional Format

Following arethe conventional formatsof ‘Income’ and ‘ Position statements':



Format of aManufacturing Account

For the year ended 31% March....
Dr. Cr
Rs. Rs.
To OpeningWork-inprogress | ----- By Closing Work-in- Progress | -----
To Rawmaterialsconsumed | ----- By Sadeof Scrap @ | -
Operating stock of Raw material By Cost of goods
Add: Purchases produced-transferred
Less: Closingstock of | ----- to TradingAccount | -—--
Raw material
To Direct Expense
ProductiveWages | -
Freight Inward Raw material | -----
Cartage/Carriage Inward | -—--
To Factory overheads
Salary of Works Manager | --—---
Gas, Fuel and Power | -----
Factory Light | -
Rent, Ratesand Taxes | --—---
Insurance of factory assets | -----
Repairs of factory assets | -----
Depreciation of factory assets
Other Factory Expenses | --—---
*k* *k*
Trading Account (A for mat)
For the year ended 31% March ....
Dr. Cr
Rs. Rs.
To Opening Stock (Finished Goods) | ----- By SdleslessReturns | -----
To Transfer from Manufacturing Alc | ----- By Abnormal Loss:
or/and Purchases less returns (Transferred to
To Direct Expense Profit and Loss A/c)
Carriage/cartage Inward Losshy Fire
Freight Lossby Accident
Insurance-in-transit | ----- Lossby Theft | --—---
Weges | - By Closing Stock | -----
*  Fueland Power | - By GrossLossAlc
*  Cod, Gasand Water | ----- (Balancing figure)
Packing (essential) | -
Octroi | -
I mport duty
*  ConsumableStores | -----
Royalty (based on output) | -----
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Manufacturing Expenses

*  ExciseDuty | -
Dock dues
To Gross Profit Alc
(Baancefiture)** | -
* k% * k%
*  Concerns not preparing Manufacturing Account separately
** Balancing figure will be either gross profit or gross loss.
Profit and L ossAccount (A format)
For the year ended 31% March ....
Dr. Cr
Rs. Rs.
To GrossLoss*b/d |- By Gross Profit b/d* |-
To Office& Administration Expenses: By Interest Received |-
Salaries of Office Staff By Dividend Received ~ |------
Office Rent, Rates and Taxes By Rent Received |-
Printing and Stationery | - By Discount Received ~ |------
Postageand Telephone | —-—---- By Profit on saleof fixed assets | ------
FirelnsurancePremium | --—---- By Profit on saleof Investment | ------
AuditFees |- By InsuranceClams |-
Repairsand Maintenance | ------- By Duty—Draw Backs ~ |------
Legal Expenses |- By Apprenticeship Premium | ------
OfficeLighting |- By Miscellanceous Receipts | ------
Depreciation-officeassets | --—---- By Bad debtsRecovered  |------

To

To

Other Office Expenses
Selling and Distribution Expenses:
Salesmen’s Salaries
Commissionon Sales
Travelling Expenses
Brokerage
Trade Expenses
Advertisement and Publicity
Sales Promotion Expenses
Carriage Outward
Bad Debts
Provision for Bad Debts
Repairsof VVehicles
Depreciation on Vehicles
Warehouse Expenses
Warehouse Insurance
Warehouse Rent
Delivery Van Expenses
Packing Expenses
Rebate to Customers
Royalty on Sales
Financing Expenses:
Discount Allowed
Interest on Capital
Discount of Bills
Bank Charges

By Net losstransferred
to Capital account
(Balancing figure)**




To Abnormal L osses;

Trandferred from Trading Account —
(losshy —Fire
— Accident
— Theft)

To Losson saeof Fixed Assets

To Miscellaneous Expenses

To Net Profit Transferred to
Capital A/c (Bal. Figure)**

* % % * k%

*  Baancing b/d may be either Gross Profit or Gross Loss
** The Balancing figure may be either Net Profit or Net Loss

Profit and L ossAppropriation Account (A for mat)

For the year ended 31% March ....
Dr. Cr
Rs. Rs.
To ProfitandLossA/c(NetLoss)* | —— | ByProfitand LossA/c(Net Profit)* e
To Interest on Partner’sCapitals —— | By Interest on Drawings
To Saary to Partners —— | By Balance (transferred to
To Commissionto Partners Partner’s Capital Account) e
To Baance (Transferred to
Partner’s Capita Accounts)**
* * % * % %

*  Therewill either be Profit or Loss
** Represent balancing fiture —aresidual profit or loss to be shared by partnersin
the profit sharing ratio.

Balance Sheet of ......... (A format)
ason 31% March .......
Liabilities Rs. Assets
Capital - Fixed Assetss. | ===-mm-
Add Profit or lessLoss ----- Goodwill | e
LessDrawings ~  -——- | - Landand Building | -------

Plant and Machinery | -------

Long Term Liabilities Toolsand Equipments | -------

MortgagedLoan | -

Motor Vehicles | -------

LoanfromBank - Furniture and Fixtures | -------

Current Liabilities Patents and Trademarks| -------

Sundry Creditors | - Investment (Long Term) | -------

BillsPayable | - CurrentAssets | e

IncomeReceivedinAdvance | ----- Stock I
Outstanding Expenses | -

Bank Overdraft | —e AccruedIncome | -------

Prepared Expenses | -------

Sundry Debtors | -

BillsReceivable | -------
Short Term Investment | -------
Marketable Securities | -------
Cash and Bank Balance | -------
FictitiousAssets. | -—---—--
Advertissment | --—----
Profit and Loss Account | -------
MiscellaneousExpenditure | -------

* k * * k* %

*Theitemsin the above format have been shown in order of permanence.
Alternatively, this can be presented in order of liquidity asexplained earlier.
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Fundamentals of 2. Fromthefollowing Trial Balance of Trader, you are required to prepare Trading
Accounting and Profit Account for the year ended 31 March 2001 and a Balancing Sheet as
on that date.

Trial Balance ason 31% March 2001

Dr. Cr.
Particulars Amount | Particulars Amount
Rs. Rs.
Drawing Account 7,500 | Capita 1,50,000
Plant and Machinery (1.4.2000) 1,25,000 | ReturnsOutward 1,250
Plant and Machinery 6,250 | Sundry Creditors 22,500
(1.4.2000) 19,250 | Sales 2,00,000
Stock (1.4.2000) 1,02,500 | Porivisionfor Bad
Purchases 2,500 | and Doubtful debts 500
Returns Inward 25,750 | Discount Received 1,000
Sundry Debtors 6,200 | Rent (up to 30.9.2002) 1,500
Furniture 12,500
Freight 625
Carriage Outward 5,750
Rent, Rates and Taxes 1,000
Printing and Stationary 500
Trade Expenses 875
Insurance Charges 26,625
Salaries and Wages 25,675
Cashin Bank 7,250
Cashin Hand 1,000
Postage and Telegram
3,76,750 3,76,750
Adjustments:

1) Stock on 31% March 2001 was valued at Rs. 15,000
2) Write off Rs. 750 as bad debts.
3) Provision for Bad and doubtful debt isto be maintained at 5% on sundry debtors.

4) Createaprovision for discount on debtors and also reserve for discount on
creditors @ 2%.

5) Charge depreciation @ 2% p.a. on Plant and machinery and @ 5% on furniture.
6) Insurance prepaid was Rs. 125.

7) Goodsworth Rs. 6,250 were totally demaged in an accident. The insurance
company admitted claim of Rs. 5,000 on 28.3.2001.
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TradingAccount
For theyear ended 31% March 2001

Dr. Cr.
Particulars Amount | Particulars Amount
Rs. Rs.
To Opening Stock 19,250 | By Sdes 2,00,000
To Purchases 1,02,500 LessReturns 2,500 | 1,97,500
Less Returns 1,250 | 1,01,250 | By Closing Stock 15,000
To Freight 12,500 | By InsuranceClaims 5,000
To Gross profit transterred By Profit& LossAlc 1,250
to Profit & LossA/c 85,750 (Abnornal Loss)
2,18,750 2,18,750

Profit and L oss Account

Dr. Cr.
Particulars Amount | Particulars Amount
Rs. Rs.
To Rent, Rates & Taxes 5750 | By Gross Profit b/d 85,750
To Printing and Stationary 1,000 | By Discount Received 1,000
To Trade Expenses 500 | By RentReceived 1,500
To Insurance 875 Less Prepaid 750 750
Less Prepaid 125 750
To Sdaries & Wages T 26,625 | By Reservefor discount 450
To Postage & Telegram 1,000 on creditors
To Baddebts 750
To Provison for Bad and doubtful debts 750
(New reserve Rs. 1250-Old
reserve Rs. 500)
To Provision for discount on debtors 475
To Carriage outward 625
To Abnormal loss (Accident) 1,250
To Depreciation on:
Furniture 310

Plant & Machinery 25,625 25,935
(Rs. 25000 + Rs. 625)

To Net profit transfered A/c540 —
to capital 87,950 87,950

Balance Sheet Ason 31% March 2001

Dr. Cr.

Liabilities Amount Assets Amount

Rs. Rs.
Add. Capital 1,50,000 Plant & Machinery 1,25,000
Net Profit 22,540 Additions 6,250
1,72,540 1,31,250

Less Drawings 7,500 [1,65040 | Less Dereciation 25,625 | 1,05,62
Sundry Creditors 22,500 Furniture 6,200

Less Provision 450 22,050 | Less Depreciation 310 5,89

Advance Rent 750 Closing Stock 15,00
Sundry Debtors 25,750
Less Bad Debts 750
25,000
Less  Provision @ 5% 1,250

23,750 85
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Less

1,87,840

Provision for discount 475
Cash at Bank

Cash in hand

Insurance Claims

Prepaid Insurace

23,27
25,67
7,25
5,00
12
1,87,84

Illustration 3

Thefollowing isthe Trial Balance of Mr. Mahesh as 31% December 2003. Prepare a
Trading and Profit & LossAccount for the year ended 2003 and Balance Sheet as on

31st December 2003.
Dr. Cr
Rs. Rs.
Purchases 1,80,000 Sales 2,05,000
Opening Stock 10,000 Loan (10% interest) 10,000
Salaries Less Provident Fund 5,400 Creditors 15,000
Drawinges 5,000 Capital 55,000
Provident fund remittances including
Proprietor’s contribution 50% 1,200
Rent Rs. 250 per month 2,750
Machinery 29,000
Wages 3,000
Furniture & Fittings 5,000
Electricity 550
Trade Expenses 1,500
Debtors 10,500
Interest on Loan 900
Commission 200
Building 30,000
2,85,000 2,85,000

Wagesinclude Rs. 1,000 Paid for machinery erection charges. Purchases include cost
of moped scooter for Rs. 5,000 Proprietor has taken goods costing Rs. 1,000 for
which no entry has been made, Electricity outstanding Rs. 50. Goods costing Rs.
5,000 were destoyed by fire and insurance claim was receied for Rs. 4,000 Provide
depreciation at 10% on machinery, furniture & moped. Provide depreciation 5% on

Bulding. Closing stock isRs. 12,000

Solution
Trading And Profit and L ossAccount
For theyear ended 31st December 2003
Dr. Cr
Particulars Amount | Particulars Amount
Rs. Rs.
To Opening Stock 10,000 | By Sdes 205,000
To Purchases 180,000 By Lossby firetransferred
Less Purchase of Scooter 5,000 toP&L Alc 5,000
Less Drawings (goodsused) 1,000 | 174,000 | By Closing Stock 12,000
To Wages 3,000
Less Erection charges 1,000 2,000
To Gross Profit c/d 36,000
222,000 222,000
To Saaries 5,400 By Gross Profit b/d 36,000
Add Subscription 600 By Insurance claims 4,000
Contribution — 600 6,600




To Rent 2,750
Add Outstanding 250 3,000
To Electricity 550
Add Outstanding 50 600
To Commission 200
To Trade Expenses 1,500
To Baddebts 500
To Interest 900
Add Outstanding 100 1,000
To Provision for Bad debts 1,000
To Loss by fire (Trading A/c) 5,000
To Depreciation on:;
Building 1,500
Machinery 3,000
Furniture 500
Scooter 500
To Net Profit 15,100
40,000 40,000
Balance Sheet
Ason 31% December 2003
Dr. Cr
Liabilities Amount Assets Amount
Rs. Rs.
Capital 55,000 Building 30,000
Add Net Profit 15,100 Less Depreciation 1,500 | 28,500
Less Drawings (5000 +1000) 6,000 | 64,100 Machinery 29,000
- Add Erection Charge 1,000
30,000
10% Loan 10,000 | Less Depreciation(10%) (3,000) | 27,000
Creditors 15,000 Furniture 5,000
Rent outstanding 250 | Less Depreciation 500 | 4,500
Interest outstanding 100 Scooter 5,000
Electricity Changes O/s 50 | Less Depreciation 500 | 4,500
Closing Stock 12,000
Debtors 10,500
Less Bad debts 500
Less Provision @ 10% 1,000 | 9,000
Insurance claims 4,000
89,500 89,500

3.6.2 Vertical Format

Under vertical form variousitems of incomes and expenses, assets and liabilitiesare
arranged vertically to get some additional information about the operating efficiency
and financial position of the business enterprise. The vertical form of Income
Statement shows the gross profit, operating profit, net profit. The impact of non-
operating incomes and expenses cannot be ascertained if the Trading & Profit and
Loss Account isnot prepared under vertical form. Similarly the Balance Sheet
discloses owner’s capital, borrowed capital, net working capital, etc. It isto be noted
that sole traders and partnership firms hardly adopt vertical form of financial
statements. Following formatswill bring about a clarity of understanding of vertical
form of financial statements.
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Income Statement (A for mat)
For the year ending 31st March .....

Particulars

Figures at the end of

Previous Year

Current Year

Sales/Turnover
Cost of Goods Sold*
Gross Profit
Administrative Expenses*
Selling and Distribution Expenses*
Operating Profit
Other Incomes* (Non-operating Incomes)
Financial Expenses (Non-operating Expenses)
Net Profit

Transfer to General Reserve and/or capital

account/accounts (in the form of profit,
salary, commission, €tc.)

* Explained earlier under conventional form.

Operating vsNon-operating

Operating Profit/L oss

The excess of operating incomes over operating expenses represents operating
profit, whereas when operating expenses exceed operating incomeit resultsin
operating loss.

Operating incomes are those incomes which arise from operating activitiesin which
the enterprise dealsin. For atrading concern, revenue arising from sale of goodsin
which the enterprise dealsin istreated as operating income. In fact, operating
activitiesare the principal revenue-producing activities of the entertprise. Operating
income measures the efficiency of abusiness enterprise, because these activities make-
up the main business of the enterprise and are of recurring in nature. The operating
activitiesmay be:

Purchasing and selling of goods.

Services and even securities by a Trading concern.
Exploration of natural resources by Extracting & Trading entity.

Granting of loans and advances by a‘ Financial Institution’.

Construction and devel opment of colonies by construction enterprise.

Oper ating expenses are those expenses which are incurred in connection with main
revenue producing activities. These operating expenses may be classified under
various heads, such as office and administrative expensesand selling and
distribution expenses. A detailed list of these expenses has already been given under
conventional format of Profit and L oss Account under 3.6.1 of this unit. These
expenses are necessary to run the business enterprise but which are not directly related
to trading or manufacturing activities. These directly related expenses are termed as
direct expenses, which are charged to Manufacturing/Trading/Account. Hence
Operating Profit = Gross Profit — Operating Expenses (Office and Selling
Distribution).



Non-operating I ncomes

Such incomes arise from other than major or principal revenue earning activities.
These arein the form of, in case of amanufacturing and trading concern, rent
received, interest received, dividend received, which are credited to Profit and Loss
Account. Profit on sale of fixed assets and the revenue arising from activitieswhich
areincidental to main business, are treated as non-operating incomes. Such types of
incomes arise when unused portion of building used for business purposesis|et-out or
idlefunds of businessinvested either in shares, debentures, government securitiesor
deposited in afixed deposit account. Since such incomes have nothing to do with the
business operation of the enterprise, these incomes are treated as non-operating

incomes.

Itisto be noted that “ Interest” and “ Dividend” received by a“Financial
Institution” istreated as operating income because theseincomes arise
from main/principal revenue earning activity.

Non-operating Expenses

These expenses are incurred on activities other than main or principal revenue earning
activities. These may bein the form of non-operating losses. Interest paid on
borrowings (financial overheads), loss on sale of fixed assets, |oss on sale of

investment (held as an asset) are some of the examples of non-operating

expenses. Such expenses are also charged to Income Statement to ascertain the

overall net profit.

Balance Sheet of
Ason 31% March ..........

Assets

Figures at the end of

Previous Year

Current Year

Fixed Assets
Less Depreciation

Net Fixed Assets

Stock-in Trade

Sundry Debtors
BillsReceivables

Cash and Bank balance

Total Current Assets*

TOTAL ASSETS (ath)
Liabilities and Capital
Capital

Add Profit (Retained Earnings)
Less Drawings

Owner’s Equity

Sundry Creditors
Bills Payable
outstanding Expenses

Total Current Liabilities

TOTAL (c + d)

* Thelist is not exhaustive
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Activity
1) What are operating and non-operating profits?
2) What do you understand by “Grouping” and “Marshalling” of assets and liabili-
ties?
3)  Write short notes on thefollowing:
a)  Outstanding of Expenses
b)  AccruedIncomes
c) Intangible Assets
d) FictitiousAssets
€) Costof Conversion
f)  Cost of Goods Sold
g) Directvsindirect Expenses
4) Draw animaginary Balance Sheet.

3.7 CORPORATE FINANCIAL STATEMENTS

The process of preparation of financial statements of companiesis similar to that of
non-corporate entities except for certain peculiar itemsand legal requirements. The
corporate reporting has assumed great importance in recent years. The Company Law
Board, the Institute of Chartered Accountants of Indiaand whole corporate world are
trying to bring about atotal transparency in the matter of reporting. The fundamental
objective of corporate reporting isto communicate economic information about the
resources and performance of the reporting entity to the users of financial statements.
The professional bodies have also developed several (till date—28) accounting
standardsfor the purpose of preparing and disclosing accounting information in order:

1) Toservethevaried needs of usersfor decision-making purposes.
2)  Toharmonisethediverse accounting practices.

3) Toensuretransparency, consistency, comparability, adequacy and
reliability of information-contents.

4)  Tomake accounting information more meaningful and useful.

5) Andtoimproveoverall quality of presentation and reporting.

Since every interested party hasaright to information which ismerely not the
outcome of statue but is based on the principle of public accountability. The financial
statements which are prepared on the basis of various accounting postul ates, concepts
and conventions, are supposed to endowed with many qualitative characteristics, viz.
understandability, relevance, materiality, reliability, faithful representation, substance
over form, neutrality, prudence, completeness and comparability.

General and L egal Requirements

Section 209 to 223 of the Companies Act, 1956 deal with provision governing
mai ntenance and preparation of financial statements.

Section 209 deal swith the maintenance of proper books of accountsin respect of
1) Receiptsand disbursementsof money,
2)  Salesand purchases of raw materials/goods,
3)  Description peratining to usage of raw material and labout, etc., and
4)  All assetsand liabilities.



Section 209 also requires that books of accounts must show the “ True and fair” view Financial Statements
of state of affairs of the company. Section 211 requires that the Balance Sheet must
givetrue and fair view of the results of operations. It simply implies that financial
statements shoul d disclose every material information without any conceal ment of
facts and figures and in such amanner that working results and financial position of
the reporting enterprise, may correctly beinterpreted in true spirits. It should be free
from personal biases and mis-statements. It will be possible only if financial
statements are prepared in accordance with generally accepted accounting principles
and in conformity with the various accounting standards as applicabl e to the reporting
enterprise. Companies (Amendment) Act 1999 has made it mandatory for companies
to comply with accounting standards set by ICALI. In case company failsto comply
with any of generally accepted accounting assumptions or standards, the fact should
be disclosed.

Section 210 requiresthat financial statements should be presented to sharehol ders at
every Annual General Meeting along with the Auditor’sand Directors’ Reports. Every
Balance Sheet and Profit and L oss Account must be duly authenticated. These
statements must be signed by Manager or Secretary and by two directors, at least one
of whom must be managing director (Section 215).

3.7.1 ItemsPeculiar to Corporate Balance Sheet

Share Capital: Under thishead following details are required to be disclosed:

1) Detailsof Authorised, Issued and Subscribed Capital along with number and
nominal value of the shares with respect to preference and equity shares.

2) Cdlsin-Arrears must be deducted from Called-up Capital. However, Calls-in-
arrears on shares held by directors are to be shown separately. Similarly, Calls-
in-Advance should be treated as a separate items and shown accordingly.

3) Forfeited SharesAccount, if any, should be added to paid-up Capital which
formsthe part of total of Balance Sheet. It isto be noted that the Authorised,
Issued and Subscribed capitals are not considered for the purpose of total of
Balance Sheet.

4) Sharesissued for consideration other than cash must be disclosed. Such as
sharesallotted to transferor company under the agreement of takeover/merger,
I ssue of bonus shares and the source thereof.

5) If preference shares have beenissued, the terms of redemption or conversion
along with the earliest date of redemption/conversion must be specified.

6) Excessapplication money on account of over-subscription not requiring any
adjustment, should be refunded. If not, the money refundable must be shown as
part of current liabilities.

3.7.2 Reservesand Surplus

Thismay beinthefollowing forms:

i) Capital Reserves: It refersto those profits which are not earned from normal
business operations. Such profits are not available for the purpose of distribution
asdividend. It iscreated out of profit on sale of-fixed assets or investments held
as asset, profit on reissue of forfeited shares, pre-incorporation profit, profit on
revaluation of fixed assets, profit on purchase/acquisition of assets or profit on
purchase of business (excess of net assets over purchase price).

i) Capital Redemption Reserve: Itiscreated when fully paid preference shares
areredeemed out of divisible profits of the company. Thisreserve may be
utilized for the purpose of issuing fully paid bonus shares to the members of the
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i)

Securities Premium: When acompany issues shares or debentures at aprice
which ismorethan itsface value, it is said to have issued shares/debentures at a
premium. The premium so received istransferred to “ Securities Premium
Account”.

According to Section 78 of Companies Act, the premium may be utilized for —
issuing fully paid bonus shares, writing off preliminary expenses, discount on
issue of shares or debentures, and providing premium on redemption of
preference shares or debentures.

Revenue Reserves: These may beinthe form of specific reservesor free
reserves and are created out of revenue profits of the company. Usually such
reserves are formed from annual appropriation. Specific Reserves are created
for specific purpose. For example, Dividend Equalisation Reserveis created to
meet the shortfall inthe divisible profits of the company intendsto follow a
stable dividend policy. Or to redeem the debentures, asinking fund or a deben-
ture redemption reserve may be created. Other specific reserves are Devel opment
Rebate Reserve, Investment Allowance Reserve, Export Incentive Reserve, etc.

Theterm ‘Fund' is used when the money earmarked for any specific purposeis
invested in ourside securities. For example, if money appropriated for the
purpose of redemption of debenturesisinvested outside and businessistermed as
Debenture Redemption Fund, if not invested outside but retained or ploughed
back in the business, it is called Debenture Redemption Reserve.

Surplus

The Credit balance of Profit and Loss Account or P& L Appropriation Account (i.e.
after making necessary transfer to reserves and appropriating for proposed interim or
final dividend including bonus, if any) is shown under the heading as surplus. If a
company has adebit balance of Profit & Loss Account, the same should be adjusted
under this head.

3)

4)

5)

Secured L oans: Thisrefersto mortgaged loan or other loans, which are fully
secured either by afixed or floating charge on the assets of the Company. It
includes|oansfrom bank, financial institutions or from other companies pro-
vided these are secured against the specific or all assets of the company. Deben-
tures are assumed to have first floating charge on the assets of the company. Itis
to be noted that interest accrued and due on secured loansisto be treated as and
shown under Secured L oans. Loan from or guaranteed by directors should be
disclosed and shown separately. In case of debentures, the terms of redemption/
conversion and its earliest date of redemption/conversion be stated.

Unsecured L oans: These are the loans against which no security standsa
pledged or mortgaged. It aso includes amount not covered by the value of
security provided in respect of partly secured loans. It coversall loanswhich are
not at all secured such as—

—  Fixed Depositsfrom public

- L oansand Advances from Subsidiaries

—  Short-term loans and Advances from Banks and others
—  Other Loansand Advances

— It may include creditorsfor purchase of an asset.

Current Liabilitiesand Provisions: Thisheading issplit in two sub-headings:
current liabilitiesand prosvisions.

Current Liabilities: It refersto those liabilities which are to be paid or payable within
aperiod of twelve months. It includes, Sundry Creditors, Bills Payable, Outstanding
Expenses, Income Received in Advance, Amount payableto Subsidiaries.



Itisto be noted that short-term loans and interest outstanding thereon are to be shown
under “ Secured” or “Unsecured Loan” asthe case may be and not under Current
Liabilities.

Provisions: Provisions such as Proposed dividend, Provision for Depreciation,
Repairs and Renewal's, Provision for Doubtful Debts, Investment Fluctuation Reserve,
Provident Fund, Pension Fund etc. are shown separately under this head.

* Provision for Depreciation and Provision for Doubtful Debts may be
shown on the“ Assets side” as adeduction from the asset concerned.

Contingent liabilities: Asexplained earlier, these liabilities are shown as afootnote

and includethefollowing:

| Liability for billsdiscounted

[ Claims against the company not acknowledged as debt

[ Uncalled liability on partly paid shares

[ Arrearsof fixed cumulative preference dividends

[ Guarantee given by the Company on behalf of directors or other officers of the
Company

| Estimated amount of contracts remaining to be executed on capital account not
provided for, and

[ Other money for which company iscontingently liable.

Itisto be noted that if any provision is made against any contingent
liability, the sameisto be shown under the head provisions.

Fixed Assets

Under this head there are eleven types of “fixed assets” starting from goodwill to
vehicles. According to AS-10 afixed asset isan “asset held with the intention of being
used for the purpose of producing or providing goods or services and isnot held for
saleinthe normal course of business.” Even assets which are not legally owned but
held for the purpose of production are treated and shown under this head. These
include assets acquired under hire-purchase agreement and assets taken on lease, after
considering the addition and disposal, if any. Valuation of fixed assetsis made at cost
less depreciation after considering the addition and disposal, if any.

Itisworth remembering that “ goodwill” should be shown in the books only whenitis
acquired for some consideration. According to AS-26 internally generated goodwiil|
should not be recognized as an asset.

* Asper Schedule VI the fixed assets are classified asfollows:

1) Goodwill
2) Land

3) Building
4) Leasechold

5) Railway Slidings

6) Plant and Machinery

7)  Furniture and Fittings

8) Development of Property

9) Patents, Trade Marks and Designs
10) LiveStock

11) Vehicles

Financial Statements
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In case of revaluation of fixed assets, every balance sheet subsequent to such
revaluation must show the revised figures with the date of increase or decreasein
place of original cost. In ascertaining the cost of an asset all expendituresincurredin
bringing the asset to itsworking condition should beincluded. Thisincludes cost of
transportation, expenditure on trial runs. In case of land and building, stamp duty,
registration fee and architects fees should be capitalised.

Investments

Asper AS-13 (Accounting for Investments), “Investments are assets held by an
enterprise for earning income by way of dividends, interest and rentals, for capital
appreciation or for other benefitsto theinvesting enterprise”. Assets held as stock-in-
trade are not investments. Money invested outside businessistermed asinvestments
which may belong term, current investment or an investment property.

Accordingto AS-13, a“current investment ” by its nature asreadily realizableis
intended to be held for not more than one year, whereas an “investment propery” isan
investment in land or building that are not intended to be occupied substantially for
use by the enterprises.

Schedule VI requiresinvestmentsto be shown asfollows:

i)  Investmentsin Government or Trust Securities.

i) Investmentsin shares, debentures or bonds, fully paid up and partly paid
up and also different classes of shares.

iif)  Immovable properties
iv) Investmentsin the Capital of partnership firms.

Thefollowing details about the investments must be given:
a)  Natureof investment.
b)  Modeof valuation of Investments.
c)  Aggregate amount of company’squoted investments and its market value.
d)  Aggregate amount of company’sunquoted investments.
e  Amount of fully paid and partly paid shares.
f)  Investmentinsubsidiary companies.
Current Assets, L oansand Advances
Thisissubdivided in two sub-headings:

A) Current Assets. As per the Guidance note issued by ICA, “current assets means
cash and other assets that are expected to be converted into cash or consumed in the
production of goods or rendering or servicesin the normal course of business and
include:
i)  Stock-in-trade (inventoriesof raw materials, work-in-progressfinished
goods, stores and spare parts to be shown separately) including mode of
valuation.

i)  Debtors should show the age-wise and security-wise classification such as
Debts outstanding for a period of more than six months and other debts.

Debtors considered good in respect of which company holds no security
other than the debtor’s personal security.

Debts considered doubtful or bad.
Debts due by directors on other officers
Debts due from other companies (subsidiaries)



Maximum amount due by directors or other officers of the company Financial Statements
(footnotethrough)

Provision for doubtful debtsisrequired to be deducted from sundry debtors
Provision should not exceed the amount considered from sundry debtors.

Provision should not exceed the amount considered doubtful or bad. Any
excess provision be shown under “ Reserve and Surplus’.

iii)  Cash and Bank balances should be shown separately. Bank balances
should be classified into balances with scheduled banks and other banks
along with detail s of current account, saving bank and fixed deposits. Bank
overdraft, if any, should be shown under Sundry Creditors. Thisinforma-
tion of inclusion be disclosed in afootnote that the Sundry Creditors
include bank overdraft amounting to Rs....

B) Loansand Advances

The disclosure rules which are applicable to sundry debtors, the same should be
applied to “Loansand Advances’, i.e. these should be shown in age-wise, security-
wiseand reliability-wise classification. In addition the following should be shown:
i)  Advancesandloansto subsidiaries
ii)  Advancesand loansto partnership firmsin which the company or subsid-
iary is apartner
iii)  Billsof Exchange
iv)  Advancesrecoverablein cash or kind or for value (Rent, Rates and Insur-
ance)
v)  Baancewith customers, port trust, etc. which are payable on demand
Miscellaneous Expenditure
These are the expensesincurred in earlier years but not written off. These include:

i)  Preliminary expenses (Formation expensesincurred on preparation of Memoran-
dum and Articles of Association, legal fees, registration fee, etc.)

i)  Shareand Debenturesissue expenses, such as brokerage, underwriting commis-
sion, discount on issue of share and debentures.

iif) Interest paid out of Capital during construction.

Such miscellaneous expenditureiswritten off over aperiod for which benefitis
available.

Profit and L ossAccount (Debit balance)

This represents past unwritten-off losses. These are adjusted and written off against
the freereserves (divisible profits/revenue profits) to the avail able extent. Unabsorbed
amount is shown under this head.

3.7.2 ItemsPeculiar to Corporate | ncome Statement

Salient Features

Though the procedure and the process of preparation of “Income Statement” of a
Company and that of non-corporate entities are similar in principles, there are some
differencesin the method of presentation and some additional itemswhich formthe
part of a corporate income statement. These differences are as under:

1) Heading: Non-corporate entities name income statement as*“ Trading and Profit
and Loss Account”, while companies call it “Income Statement” or Profit and
LossAccount only. Theitems of Trading Account become the part of “Income
Statement” . No separate Trading Account is prepared. 95
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2) Appropriation: Soletrader doesnot prepare any appropriation account, while
partnership firms and companies do. A company’s Profit and Loss Account is
split up into two parts—*“ abovetheline’ and “ below theline”. All items of
appropriations are shown “below the line” and the remaining balance istrans-
ferred to the liabilities side of the balance sheet. A partnership firm preparesa
separate Profit and Loss Appropriation Account.

3) Asper AS-5 extraordinary items (abnormal nature), prior period items are
shown separately whereas in case of non-corporate entities, such items are stated
along with the normal and routineitems.

4) Requirement: The Profit and LossAccount of acompany should conform to the
requirements of Schedule V1 of Companies Act 1956 and adhereto AS-1; AS4
and A'S-5 recommendations, whereas non-corporate enterprises are not required
to do so.

5) IncomeTax: Itistreated as an expense for the companieswhilefor firmsand
sole trade enterprise, it istreated as drawings.

6) Companies Profit and Loss Account should disclose thefiguresfor the previous
year along with the current year’s whereas non-company enterprises are not
required to show figuresrelating to previous year.

Treatment of Special Items of Profit and L oss Account

1) Interest on Debentureand Loans: Thisitemincludesinterest paid and payable
for the financial period for which accounts are prepared and shown to the debit
side of Profit and Loss Account. Likewise, interest due but remaining outstand-
ing istaken to the liability side of the Balance Sheet. Interest on Debentures and
interest on secured loan outstanding, if any, is shown under the heading “ Secured
Loans” whereasinterest outstanding on unsecured loan is shown under “ unse-
curedloans’.

It isto be noted that interest on loan for the construction period should be
capitalized and added to the cost of the asset concerned.

2) Tax on Interest on Debentures: Asper Income Tax Act 1961, every company
must deduct tax at source (TDS) while paying interest to the debenture holders. The
amount so deducted shall be deposited with the Government treasury. The current
rates for TDS are asfollows:

Debentures (listed) 10.5% including surcharge
Debentures (unlisted) 21% including surcharge

If A ltd. hasto pay interest on its 9% debentures (listed) of the face value of Rs.
5,00,000, then gross interest will be Rs. 45,000 and tax deducted at source Rs. 4,725
balance shall be paid to the Debenture holders Rs. 40,275. Thefollowing entry is
recorded —

Interest on Debentures A/c Dr 45,000
To Debenture Holders Alc 40,275
To Income Tax Payable Alc 4,725

Income Tax deducted but not deposited with the Government isto be shown inthe
Balance Sheet under the heading “ Current Liabilities”.

It should be remembered that Profit and Loss Account will always be
debited with the gross amount of interest.




3)

Discount on Debentures/L osson | ssue/Debenturel ssue Expenses: Discount Financial Statements
on issue of debentures, debentureissue expenses such ascommission, brokerage,

etc. are premium payable on redemption (treated asloss on issue which may

include discount also) are to be written off asearly as possible, or over thelife

span of the debentures, depending upon the policy of the company in the absence

of any specific instructionsin the question, such amount should be written off on

the basis of debentures outstanding. The unwritten off balanceisto be shown on

the assets side of the Balance Sheet under the heading of * Miscellaneous Expen-

diture’.

It should be remember that only written off amount is charged to Profit and L oss

Account.

4)

5)

Prelimiary Expenses: Asaready explained under Balance Sheet items, it
appears on the assets side of the Balance Sheet under the heading  Miscellaneous
Expenditure’ aslong asit is not written off. The amount written off is charged to
Profit and L oss Account. If there is no specific instructions relating to the
amount to be written off, then the entire amount should be shown in the

Balance Sheet.

Corporatelncome Tax: Thisisshown under three stages.

)

Advance Income Tax: Asper IncomeAct 1961, the companies are required
to pay incometax on the profits earned. They have to deposit advance tax
under PAY E (Pay AsYou Earn) scheme on specific dates during the finan-
cial year. The advance tax so paid is adjusted against income tax liability.
The unadjusted amount of advance incometax is shown as an asset under
the heading Current Assets, Loansand Advances.

Provision for Taxation: While preparing Profit and Loss Account, a
provision for incometax is created on the basis of current year’s profit to
meet the actual tax liability. The amount so provided depends on the prevail-
ing tax rate. The current rate of corporate tax is 35% plus 5% surcharge for
domestic companies and 40% plus 5% surcharge for foreign companies. The
following entry isrecorded.

Profit and L oss Account Dr.
To Provision for Taxation A/c

AS-22“Accounting for Taxes on Income” recommends that the net balance, i.e.
excess of “Advance Tax” may be shown on the assets side or liabilities side of the
Balance Sheet as the case may be, till the final assessment is made and actual tax
liability is determined by the tax authorities.

iii) Determination of Actual Tax Liability: Asper Income Tax rules, income

(profits) for the previous year is assessed and taxed in the assessment year.
When the assessment is compl eted the provision for taxation so created
may either fall short of actual tax liability or may exceed the tax liability.
Such ashortfall or excessistreated as prior period item (AS-5) and
therefore its adjustment is made in the Profit and L oss Account but
“below theline”, either to the debit side (for shortfall) or to the credit

side (for excess).

On the other hand, the actual tax liability is compared with advance income
tax paid. In case actual tax liability is more than the amount of advance

tax paid the same may be paid or shown as a current liability in the
Balance Sheet and if advance tax paid exceeds, the difference being

refund should be stated under Current Assets Loans and Advancesin the
Balance Shest.
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[llustration 4

Extracts from a Trial Balance of a Company
Ason 31% March, 2003.

Provision for Taxation (2001-02)

Advance Income Tax (for 2001-02)
Advance income Tax (for 2002-03)

Additional I nformation

Dr. Cr.
(Rs) (Rs)
2,50,000
2,60,000
3,00,000

i)  Theactua tax liability for the year 2001-2002 amounted to Rs. 2,75,000
ii) provision for Taxation for the year 2002-03 of Rs. 2,85,000 is required to be

made.

Show therelevant information in the relevant ledgers.

Solution

Profit and Loss Account (Extracts)
for the year ended 31 March 2003

Rs.
To Provision on for Taxation 285,000 abovethe
(2002-03) line
To provision for Taxation (2001-02) 25,000 below the
(Rs 2,75000-2,50000) line
Tax Liability-Provision
Balance Sheet (Extracts)
Ason 31% March 2003
Liabilities Rs. Assets Rs. Rs.
Loans & Advances
Advance Tax 3,00,000
Current Liabilities (Current Year)
Less Provision for
Income Tax payable (2001-02) | 15,000 Taxation 2,85,000 15,000
(Tax liability—Advance Tax)
Rs. 2,75,000 — Rs. 2,60,000)
Provision for Taxation (2001-02)
Rs. Rs.
To Income Tax (Tax liability) 275,000 By Balance b/d 250,000
By Profit & LossA/c 25,000
(below the line)
275,000 275,000




Provision for Taxation (2002-03)

Rs. Rs.
By Profit and Loss A/c
(above theline)

To Balance C/d

2,85,000 2,85,000

2,85,000 2,85,000

[llustration 5: From the following extract of aTrial Balance and the additional
information, show the treatment of taxation, in the relevant ledger accounts:

Trial Balance (Extracts)

Ason 31st March 2002
Dr. (Rs) Cr (Rs)
Provision for Taxation 1,20,000
Income Tax 1,10,000

Additional information: Provide Rs. 1,50,000 for provision for taxation.

Solution
Provision for Taxation A/c (old)
To Income Tax 1,10,000 By balance b/d 1,20,000
To Profit and Loss A/c. 10,000
(below theline)
1,20,000 1,20,000
Provision for Taxation A/c (New)
Rs. Rs.
To balance c¢/d 150,000 By Profit and Loss Alc. 150,000
(To betaken to liabilities) (abovetheline)
side of B/S
150,000 150,000
Profit and L ossAccount (Extracts)
Rs. Rs.
To provision for Taxation 150,000 -Above
(New) the
line
By Provision
for Taxation

the
line

10,000 } - below
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liabilities Assets Rs.
Current liabilities and Provision
B. Provisions:

provision for Taxation 15,000

Illustration 6

From the following particulars prepare necessary accounts for the year ending
31% March 2003:

Trial Balance (Extracts)

Ason 31st March 2003
Dr. Cr.
Rs. Rs.
Provision for Taxation (1.4.2002) 4,59,000
Advanced Tax Paid (1.4.2002) 4,20,000
Tax Deducted at Source (1.4.2002) 3,500

On 1.1.2003, the assessment was completed and tax liability of Rs. 5,30,000 was
determined Advance payment of tax for the year 2002-03 amounted to Rs. 5,10,000.
A provision for taxation isto be made for Rs. 5,75,000 for the year ended 31st March

2003.
Solution
Provision for Taxation Account
Rs. Rs.
To Income Tax A/c (Tax liability) | 5,30,000 | By Balanceb/d 4,50,000
By profit & LossA/c
(below theline) 80,000
5,30,000 5,30,000
To Baance C/d 5,75,000 | By Profit & LossAlc | 5,75,000
Advancel ncome Tax account
Rs. Rs.
To Balance b/d 4,20,000 | ByincomeTaxAlc 4,20,000
4,20,000 4,20,000
Income Tax Account (Tax liability)
Rs. Rs.
To Advance Income Tax A/c 4,20,000 | By Provisionfor 5,30,000
To Tax Deducted at source A/c 3,500 | Taxation A/c
To Bank A/c. (Balance Paid) 1,06,500
100 5,30,000 5,30,000




Profit and L ossAccount Financial Statements
For theyear ended 31st March 2003

Rs. Rs.
To Provision for Taxation
(2002-03) 5,75,000 } Abovetheline
To Provision for Taxation 80,000 } below theline
(2001-02)

6) Managerial Remuneration

The payment of managerial remuneration isgoverned by the provisions of

sections 198 and 309 either by the Articles or by aordinary/special resolution

passed by the company in general meeting. Managerial personnel refersto

managing director, whole-time director, part-time director and manager. The
provisions of Companies Act shall apply to a public company and private

company and a private company which isasubsidiary of apublic company but to no
other private company.

The over all managerial remuneration payable by a public company or a private
company which isasubsidiary of apublic company to it’s manageria personnel shall
not exceed 11% of the net profitsfor that financial year. Remuneration limit does not
include fees. Within the maximum limit of 11% acompany may pay amonthly
remuneration to its managing or whole-time director in accordance with the provisions
of Section 309 or to its manager in accordance wit the provisions of Section 386 of
the CompaniesAct. In case thereisno profit or inadequate profit for any year, the
company may pay remuneration as per the provisions of Schedule X111 of the
Company Act.

7) Contribution/donation toaPalitical party

Any contribution or donation to any political party must be disclosed separately

in the Profit and L oss Account. According to section 293, Government

companies and companieswith less than three years are not allowed to make any
political contribution or donation. Those alowed can make such contribution up to
5% of it's average profit. The average net profit for this purpose are to be
determined on the basis of thethreeimmediately preceding financial years

profit as determined in accordance with the provision of Section 349 of the
Company Act.

8) Prior Period Items

The nature and amount of prior period items should be separately disclosed inthe
Profit and L oss Account in amanner that there impact on the current profit or

loss can be perceived. In case, accounts are adopted in the annual general

meeting and if some adjustmentsrelating to previous year areto be made, these
should be stated below the ling, i.e. in the Profit net Loss Appropriation account as
per AS-5.

9) Extra-Ordinary items

Extraordinary items are incomes or expenses that arise from events or transactions
which are clearly distinct from the ordinary activities of the enterprise and therefore,
are not expected to recur frequently or regularly, these items should be disclosed in the
statement of profit and loss as a part of profit or loss for the period (AS-5). “Fixed

assets destroyed in an earthquake” isan example of “Extraordinary items”. L01
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10) Contingenciesand Eventsoccurring after balance Sheet Date

Asper AS-4, the amount of a contingent loss should the be provided for by acharge
in the statement of Profit and lossif:

i) itispossiblethat future eventswill confirm that an asset has been impaired or a
liability has been incurred as at the Balance Sheet date and

ii) A reasonable estimate of the amount of the resulting loss can be made.

The existence of acontingent loss should be disclosed in thefinancia statementsif
either of the above condition is not met, unlessthe possibility of lossisremote.
Contingent gainsshould not be disclosed inthe financial statements. Only virtually
certain gains should be recognized.

11) Appropriation and Disposition of Profits

Once the profits have been ascertained as per the statement of profit and loss, the next
step isthe appropriation and disposition of the available profit. It includes:

i)  Transfer to general reserve and other reserves such as capital redemption reserve.
Development rebate reserve etc.

ii)  Transfer to sinking fund.

iif) Transfer to Dividend Equalization fund.

iv) Providing for interim or final dividend, and
v)  Paying bonusto share holders.

All theseitems are treated “below theline” or aseparate “ Profit and |oss
Appropriation Account” is prepared.

12) Dividends

Dividendsrefersto that amount of divisible profitswhich isdistributed among the
share holders of the company. A member (sharehol der) isentitled to receive dividend
when it is declared by the Board of directors as per the provisions of the Article. The
Board has absol ute right to recommend the rate of dividend to the declared subject to
the approval of shareholders and provisions of Articles of Association. However, the
shareholders cannot compel the Board recommend & declare dividend. Itisto be
noted that dividend is always declared for the working of onefinancial year at the
annual general meeting. In case the dividend could not be declared at the annual
general meeting the same can be declared at the Extraordinary meeting. The power to
declare dividend isimplied and does not require express authority either inthe Articles
or Memorandum of Association. It should be remembered that, where adividend has
been declared at Annual General Meeting, neither he company nor the directors can
declare afurther dividend for the same year at the subsequent general meeting. Itis
known asFinal Dividend.

No devidend should be paid out of capital. Dividends should be paid in proportion to
the amount paid up on each share. No dividend shall be payable on callsin advance
unless authorised by the Articles. Dividend should be payablein cash except when it
is adjusted towards unpaid amount on shares or where bonus shares are issued.
According to Section 205 (2A) no company shall declare or pay dividend for any
financial year out of the profits from that year unless certain percentage of profit as
prescribed by Central Government not exceeding 10% has been transferred to reserve.
However, the company may voluntarily transfer higher percentage of the profit to its
revenue subject to the rules laid down under the Companies (Transfer of Profitsto
Revenue) Rules 1975 as amended in 1976. A newly incorporated company is
prohibited to transfer more than 10% of its profits to revenue for theinitial
threeyears.



i) Preference Dividend: The preference dividend is paid to Preference
shareholders at a pre-determined fixed rate on priority basis. These holdersare
entitled dividend in preference to equity shareholders. However the preference
shareholders can claim dividend only out of profitsand if it isdeclared at the
annual general meeting. If preference shares are of cumulative nature, the
arrearsof preferencedividend if any, shall be payableto preference
shareholders before any equity dividend. It should be noted that preference
sharehol ders cannot force the company to pay all the dividendsincluding
arrears. If equity shareholders are not paid any dividend, preference
shareholders cannot claim any dividend from the company. It isto be noted
that the arrears of preference dividend are treated as a contingent liability
which appears as afoot note under the Balance Sheet.

Not—cumulative preference shares are not entitled to any arrearsresulting from
non-payment of dividend dueto losses or inadequate profits. If acompany hasissued
participating preference shares with aright to participate in the balance of profits, left
after paying fixed preference dividend and acertain percentage of equity dividend,
then the participating preference shareholders are entitled against a certain percentage
out of the balance (residua) profit as per the items of issue. For example 9%
preference shares may beissued with afurther right to 40% of the excess dividend
over 20% paid to equity shareholders. If acompany declares 25% dividend to equity
to equity shareholders, the preference shareholderswill get 11% dividend. (9% plus
40% of (25%-20%) i.e., 2%).

ii) Unclaimed Dividend: According to Section 205 A of the companies Act 1956
dividends remaining unpaid must be deposited in the“ unpaid unclaimed Dividend
account within 42 days of declaration of dividend. Any claim thereafter, must be met
out of the unclaimed dividend account. Money so transferred to the aforesaid account
which remains unpaid or unclaimed for a period of seven years from the date of such
transfer, shall be transferred to “Investor Education and Protection Fund” maintained
u/s 205 of Companies (Amendment) Act 1999.

Unclaimed dividend appears on the liabilities side of Balance Sheet under the head
“Current liabilities& Provisions’.

iii) Proposed Dividend: Dividend recommended by the directorsto be paid to
shareholdersfor any accounting period on or after the close of books of accounts but
before the Annual General Meeting, isknown as proposed dividend. Onceitis
approved by the shareholdersin the General meeting, it becomesfinal dividend. Itisto
be noted that rate of dividend declared cannot exceed the proposed dividend. Proposed
dividend is an appropriation of profit, henceit is shown to the debit side of profit and
loss Appropriation Account and on the liabilities side of balance sheet under the
heading “ Current liabilitiesand Provisions’.

iv) Final Dividend: Itisadividend which isdeclared at the annual general meeting of
the shareholders. Such dividend isdeclared only after the close of books of accounts,
the share holders may reduce therate of final dividend but cannot increaseit. Oncethe
final dividend isdeclared it becomestheliability of the company. It should be noted
that when afinal dividend isdeclared then interim dividend is not adjusted unlessthere
isany specific resolution for such adjustment. Final dividend ispaid on paid up
Capital for the whole year as against the interim dividend, which isusually paid only
for six months. For example N Ltd. has 5,00,000 shares of 10 each Rs. 8 paid,
declares 5% p.a. interim dividend and final dividend @ 10% p.a., then the total
dividend will be Rs. 5,00,000i.e. (Rs. 1,00,000 interim dividend + Rs. 4,00,000 final
dividend)

[.D. = (4, 00,000 5/100 x 6/12 = 1,00,000) + F.D. = (4,00,000 x 10/100)

Financial Statements
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v) Interim Dividend: A dividend declared by the Directors between two annual
general meetings of the company isknown asinterim dividend, wherethe directors
believe that the company will have sufficient profits availablefor dividends at the end
of the year, they may distribute a part of the profit as a part payment on account.
Payment so made in anticipation and on account of total dividend to be paid for the
year istreated asinterim dividend. However, such payment must be authorised by the
Articles. Interim dividend should be declared only when the company has even abetter
prospects for the second half aswell. Regulation 86 of Table-A providesthat “Board
may from time to time pay to the members such interim dividend asit appearsto be
justified by the profits of the company.” Thus, thereisno limit on the number of
interim dividend the company may pay in ayear. The payment of interim dividend
doesnot require approval of general meeting.

Companies (Amendment) Act 2000 has granted statutory recognition to the right of
directorsto declareinterim dividend. Theterm dividend now includesinterim dividend
also. All provisionsthe Companies Act which apply to dividends have now become
applicabletointerim dividendsalso. A company cannot declare any interim dividend
unlessit has made:

i) necessary provision for depreciation for thewhole year.
i)  prior adjustment of accumulated losses, if any
iii) and transfer to general reserve asrequired u/s 205 (2A)

Onceaninterim dividend isdeclared it becomeslegally enforceable debt
against the Company. Prior to the Amendment Act 2000 the interim dividend
was not an enforceable debt Board had right to rescind the resolution
aready passed.

The period, for which an interim divided ispaid, isusually six months. However,
students should note that whether the rate of dividend includesthe words“ per

annum” or not. For example the directors of acompany declare an interim dividend @
12% per annum, the interim dividend shall be calculated only for six months. If the
rate declared by directorsis 12% and the words* per annum” are not mentioned, then
the dividend shall be calculated @ 12% without referenceto time. i.e. 12% x amount
of paid up Capital. If the Capital of the company is Rs. 10,00,000 then

inthefirst caseinterim dividend will amount to Rs. 60,00 and in the second

case Rs. 1,20,000.

vi) Corporate Dividend Tax

Finance Act 1997 had exempted the dividend in the hands of shareholdersand
introduced corporate dividend tax to be paid by the dividend paying company.
Thereafter, the corporate dividend tax was withdrawn by the Finance Act 2002
and the burden of tax was shifted on the shareholders and hence company was not
liable to pay any tax on dividend declared, distributed or paid between 1.4.2002. to
31.3.2003.

The Finance Act 2003 has again shifted the liability of such tax on the domestic
companieswho shall be liable to pay additional tax on the amount declared,
distributed or paid by way of dividends on or after 1.4.2003. The rate of tax being
12.5% plus surcharge @ 2.5% which isequal to 12.8125%* Thisrate is applicable
for the financial year 2003-04.

Note: Students should verify the rate applicable because this rate may be changed by
the Finance Act 2004 or by the subsequent Finance Act. It isfurther to be noted that
dividendsfrom domestic companiesin the hands of shareholdersaretotally exempt
again. As per guidance not it is be treated as appropriation.



13) Transfer to General Reserve

According to section 205 (2A) no company shall declare or pay dividend for any
financial year out of the profits for that unless a certain percentage of profits as
prescribed by the Central government not exceeding 10%, has been transferred to
reserve. As per the Central Government rules transfer to revenue should be made as
follows:

The Central Government has prescribed the following rules under the companies
(Transfer of profitsto reserve) Rules 1975 as amended in 1976.

Rate of Dividend Percentage of profits* to
betransferred to reserve
0] If the rate of 10% butnot 12.5% 2.5%
dividend exceeds
(i) “ 12.5% to 15% 5%
(iii) “ 15% to 20% 7.5%
(iv) If therate of 20% 10%
dividend exceeds

Accounting Treatment of Dividend

Illustration 7

X Ltd. hasapaid up capital of Rs. 30,00,000 dividend into 2,00,000 equity shares of
Rs. 10 each and 10% 1,00,000 preference shares of Rs. 10 each. Other particulars
were as under.

Rs.
Opening balance of Profits and loss Appropriation Account 57,500
Net profit earned during the year (after Tax) 7,50,000
Dividend Declared for theyear 22%

Prepare Profit and Loss Appropriation Account. Comply with necessary statutory
provisions.

Solution
Profit and L ossAppropriation Account
Rs. Rs.
To  Genera Reserve(l) 75,000 By Balanceb/d 57,500
To  PreferenceDividend (2) 1,00,000 By Net Profit 7,50,000
To  Equity Dividend 4,40,000
To  CorporateDividend (3) 67,500
Tax 1,25,000
To Baancec/d - -
8,07,500 8,07,500

Working notes

(1) Asper the provisions of the section 205 on adividend of 22% a statutory
transfer of 10% on the net profit to be made.

(2) Declaration of equity dividend will automatically make the company liableto pay
preference dividend. No equity dividend can be paid without paying preference
dividend.

(3) A corporate dividend Tax (C.D.T.) @ 12.5% has been provided. A surcharge of
2.5% has been ignored for the sake of simplicity. However, the effective rate of
C.D.T. is12.8123% including surcharge.

Financial Statements
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Illustration 8

Victor Ltd. disclosed the following particulars:

Rs.
9% 80,000 Preference sharesof Rs. 10 each fully paid 8,00,000
50,000 Equity shares of Rs. 10 each fully paid 5,00,000
30,000 Equity shares of Rs. 10 each Rs. 8 paid up 2,40,000
20,000 Equity shares of Rs. 10 6 paid up 1,20,000

Thedirectors proposed a dividend of 15% or equity shares and resolved to make the
following appropriations:

—  Transfer to general reserve as per the provisions of the section 205

—  Transfer to dividend equalisation fund Rs. 1,75,000

—  Transfer to debenture Redemption Fund Rs. 1,00,000

—  Transfer toInvestment AllowanceReserve  Rs. 1,25,000

The net—profit (before tax) for the year amounted to Rs. 12,50,000 you are required to
prepare Profit and Loss Appropriation Account. Provide for income tax @ 50% and
Corporate Dividend Tax @ 12.5%

Solution
Profit and Loss Appropriation Account
Rs. Rs.
To Genera Reservet 31,250 By Net Profit (After tax) 6,25,000
To Dividend Equalisation fund 75,000

To Debenture Redemption Fund  1,00,000
To Investment Allowance Reserve 1,20,000
To Proposed Dividend

— Preference Dividend 72,000
— Equity Dividend 1,29,000
To Corporate Dividend Tax?
On Rs. (72000 + 1,29,000) 25,125
To Baancec/d 67,625
6,25,000 6,25,000
Working

1. Asper the statutory requirement, atransfer of 5% of the net profit after tax” has
been madeto General Reserve

2. Corporatedividend tax has beesn provided on thetotal dividend.

3.8 REQUIREMENTSFOR CORPORATE FINANCIAL
STATEMENTSASPER SCHEDULE VI

The Balance Sheet of acompany like any other business organisation is a statement of
assets and liahilities. However, in the case of a company, the nature of the detailsto be
shown and the order of the arrangement of the items must conform to the requirements
prescribed in Schedule V1, Part | of the Companies Act. Thereitems are already
discussed under 3.7.1 of this Unit.

Therequirements asto Profit and Loss Account are asfollows:

i)  TheProfit and Loss Account shall be so made out as clearly to disclose the result
of the working of the company during the period covered by the P& L account
and shall disclose every material feature, including credits or receipts and debits
or expenses in respect of non-recurring transaction or transactions of an
exceptional nature.



i)

Vi)

vii)

viii)

The Income Statement is not required to be split in the parts, such as Financial Statements
Trading Account, profit earned and appropriated. Schedule VI only

recommends to disclose gross profit, net profit and it’s appropriation there of.

This may be shown under one head of Income Statement or Profit and Loss

Account. Chargeable items are shown “ above the line” whereas appropriations

“below the line”.

Figuresrelating to previous year should also be shown along with the current
year'sfiguresin a separate column.

Asfar as possible information given in the statement must be completein all
respects. Such asthe details of “turnover” made by the company should disclose
salesin respect of each class of goods & their quantities separately. Likewise
commission paid to sole selling agents and to other agents should be shown along
with the brokerage.

The Account should disclose quantities and val ues of various types of raw-
material purchased and quantities and values of various products produced/
purchased including opening and closing balances there of and that of work-in-
progress.

The amount provided for depreciation, renewals or diminution in value of fixed
assets and the method adopted for making such provisions.

If no such provision has been made- the fact should be disclosed by way of note
including arrears of depreciation.

The amount of interest on company’s debentures and on other fixed period loans
be stated separately, including interest paid or payable to directors.

The amount of Income Tax on profits as per Income Tax Act 1961 at the pre-
scribed rate including other taxesif any, should be shown separately.

Expenditureincurred on each of the following items be disclosed separatel y—

a)  Consumption of stores and spare parts

b)  Powerandfuel

¢ Rent

d) RepairstoBuilding

€  Repairsto Machinery

fy i)  Saaries, Wagesand bonus
ii)  Contribution to provident and other funds
iii)  Workmen and staff welfare expenses

g Insurance

h)  Ratesand Taxes (excluding income tax)

i)  Miscellaneous expenses provided any item exceeds 1% of revenue of
Rs. 5,000

Whichever ishigher be shown separately.
j)  Paymentto Auditor
a)  asauditor
b) asadvisor in respect of
i) Taxation matter
ii)  Company law matters
iii)  Management services
k)  Remuneration received by managing directors or managerseither from the
company or it's subsidiaries should be indicated separately including it's
computation. 107
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x)  TheProfit and Loss Account should disclose the variousitems of incomes
arranged under appropriate heads.

a) Turnover giving detailsin respect of each class of goodsindicating
quantities of such salesfor each class separately.

b) Amount of income frominterest specifying the nature of theincome

c) Incomefrominvestment stating from trade investments & other investments
d) Profit or lossesor investments

€) Dividendsincluding dividendsfrom subsidiary companies

f)  Miscellaneousincomes such asroyalty, fees etc.

g) Foreignexchangeearnings, if any

The Profit and Loss Account must be made out in such a manner that discloses “true
and fair” view of the profit or loss of the company for the current accounting year.
Thismeans that items of extraordinary nature or those unrelated to company’s
business or items relating to previous years (Prior Period items) should be separately
stated, if these are material.

Similarly amount drawn from reserves, profits from revaluation of assets or profits
arising due to change in method of accounting or major policy change in the method of
valuation higher the operating efficiency or position much better that it actualy is
would be contraray to the spirit of law.

3.9 BASIC PRINCIPLES GOVERNING THE
PREPARATION OF FINANCIAL STATEMENTS

1) Materiality: Itisarelativeterm. What is material for one company may be
immaterial for other. According to American Accounting Association (AAA) anitem
should beregarded as material if thereisreason to believe that knowledge of it would
influence the decision of informed investors, banks, creditors & other interested
parties. AS-5 sates that all material information and items should be disclosed which
are necessary and vital to make thefinancial statements more clear and

understandabl e — operating efficiency — wise and financial-position-wise. Treatment
of certain expenditure as capital by one company and revenue by the other isaclear
exampleof it. Hence materiality is purely matter of personal judgment which isguided
by size and nature of enterprise.

2) Prior Period Items: (AS-5)

Asamatter of fact the Profit and Loss Account should disclose the profit or loss for
the period for which accounts are prepared, that isfor the reported (current) period. If,
however, someitemswere omitted to be accounted for in the preparation of financial
statementsthen it is not possible to reopen the accounts for the previous year after it
has been adopted by the shareholdersin the annual general meeting. The ICAI defines
“Prior Period Items’ asincomes or expenses which arise in the current period asa
result of errors or omissionsin the preparation financial statements of one or more
periods’. The errors may occur as aresult of mathematical mistakes, oversight
(omissions), misinterpretation of facts and wrong application of accounting policiesor
awrong or inaccurate estimate. Hence these items should be shown “below the ling”
i.e. inthe Profit and Loss Appropriation Account. However, prior period adjustments
do not cover—

—  Minor omissions of accruals and prepayments

—  Prior period’srevenue which was not accounted for on the ground of
prudential practice.

—  Recovery of bad debtswritten off earlier

—  Adjustmentsto the useful life of the depreciable assets



3) ExtraOrdinary Items: (AS-5) Financial Statements

Extraordinary items are income or expenses that arise from events or transactions that
are clearly distinct from the ordinary activities of the enterprise and, therefore, are not
expected to recur frequently and regularly (AS-5). These items are shown in the Profit
and Loss Account for the period but the nature of such items should be disclosed
separately. Theseinclude

—  Writedown of inventoriesto “ net realizable value’

—  Profit or losson sale of fixed assets or long-term investments.
—  Reversasof provisions

—  Reversalsof writing off of the fixed assets

—  Losses sustained on account of an earthquake.

4) Changein Accounting Policies: (AS-5)

Accounting policies are the specific accounting principles and the methods of applying
these principles adopted by an enterprise in the preparation and presentation of
financial statements. A changein accounting policy isrequired by statue or by the
accounting standard setting body or if it is considered that the change will result in a
more appropriate presentation of thefinancial statements of the enterprise. Any
material effect of such achangein the current or subsequent periods should be
quantified and disclosed together with the reasons for the change. Following are the
changein policy:
— Achangeinthemethod of charging depreciation from written down value
(WDV) to straight line method (SLM) and vice versa.

— A changeinthe method of valuation of inventories.

However, achange in the estimated life of amachineis not achangein policy
but achangein estimate.

3.10 PREPARATION OF CORPORATE FINANCIAL
STATEMENTS

As already stated, the Board of Directors of the company shall present a Balance
Sheet as at the end of the period; and a Profit and Loss Account for that period at the
annual general meeting. In case of company not carrying on business for profit, an
Income and Expenditure Account shall be laid at the annual general meeting instead of
Profit and L oss Account. Every Profit and Loss Account shall also give a*“true and
fair” view of profit or loss of the company for the financial year and shall comply with
the requirements of schedule V1. Every Insurance or Banking company or any
company engaged in the generation of electricity or any other class of company for
which the Profit and Loss Account has been specified under the Act governing such
class of company need not follow the Form given in Schedule V1 to thisAct. Similarly
every Balance Sheet shall givea“true & fair” view of the state of affairs of the
company as per Schedule V1. Any Insurance or Banking company or any company
engaged in generation or supply of electricity or any other class of company for which
aform of Balance Sheet has been prescribed under the Act governing such class of
company need not to follow such form.

Recently the Companies (Amendment) Act 1999 has made the compliance of
accounting standards mandatory. Accordingly every Profit and Loss Account and
Balance Sheet of the Company shall comply with the* Accounting Standards’.
However, in case of non-compliance the company must disclosethe‘ deviation’ from
the accounting standards. It should also state “reasons’ for such deviation; and
“financial effect” if any, dueto such deviation.

On the basis of requirements of Schedule VI and accounting standards following isthe
format of Profit and Loss Account of a Company. 109
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Profit and Loss Account of ....

For the year

ended 31st March ....

Figure
for the
previous
year
Rs.

Figures

for the

current
year
Rs.

Figure
for the
Previous
year
Rs.

Figures

for the

current
year
Rs.

XXX

To

To

To
To
To
To
To

To

To

To
To

To

To
To

To
To
To
To

To

To
To
To
To

To
To
To

Opening Stock

Raw Material

Finished Goods

Purchases (Raw materials)
Less Returns

Stores & Spares (consumed)
Power and Fuel

Wages (Productive)
Manufacturing Expenses
Gross Profit c/d

Rent

Repairs to Building

Repairs to Machinery
Salaries & Bonus

Contribution to Provident
Fund

Staff Welfare Expenses
Contribution to
Pension/Gratuity Fund
Insurance

Rates & Taxes

Printing & Stationery
Postage, Telegrams, Fax &
Telephone

Commission, Brokerage
and Discount

Bank Charges & Interest
Depreciation

Loss on sale of Investments
Remuneration payable to
Directors & other
Managerial Personnel
Auditor’s Fee

Provision for Taxation
Net Profit (transferred to
Profit & Loss Account)

XXX

XXX

XXX

By Sales Less Returns
By Incomefrom Services
By Closing Stock

Raw Materials
Work-in-progress
Finished Goods

By Gross Profit b/d

By Incomefrom
Investments

By Profit on Sale of
Investment

By Dividend Income

By Miscellaneous
Incomes

XXX

XXX
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Schedule VI
(Part | - Form of Balance Sheet)
(Conventional For mat)

Balance Sheet of
Ason 31st March..............

Figure Figures | Figure Figures
for the for the | for the for the
previous Liabilities current |Previous Assets current

year year year year
Rs. Rs. Rs. Rs.
Share Capital Fixed Assets
Authorised*.... shares of Goodwill
Rs. ...... each. Land
Issued..... shares of Rs. Each Building
(*Various classes of shares and Leasehold
their called up amount including Railway sidings

details of

- Sharesissued for consideration
other than Cash

- BonusIssue made, if any

Less Call Unpaid

(i) By Directors

(i) By Other

Add. Forfeited shares
(amount actually paid)

Reserves & Surplus

(1) Capitd Reserve

(2) Capita Redemption Reserves

(3) Securities Premium

(4) Others Reserves & specifying
the nature of each reserve and
amount in respect there of

L oss Debit balance of P&L Alc

(5) Surplus-Baancein
Profit and Loss Account after
providing for proposed
allocation namely
Dividend-Bonus, or Reserves

(6) Proposed Additionsto Reserves

(7) Sinking Fund

Secured L oans

(1) Debentures

(2) Loansé& Advancesfrom Banks

(3) Loans& Advances from subsidiaries

(4) Other loans & Advances

*  Interest accrued and due should be

Included in the respective sub-head)

*  Nature of security to be specified in
each case)

*  Termsof redemption or conversion of
debentures to be stated together with
earliest date of conversion/redemption.

Unsecured Loans
(1) Fixed Deposits
(2) Loans& Advances from subsidiaries
(3) Short-term loans & advances
(& From Banks
(b) From Others
(4) Other loans and advances
(& From Banks
(b) From Others

Plant and machinery

Furniture and Fittings

Development of Property

Patents, Trade Marks and

Designs

Live Stock and Vehicles etc.

Investments

Showing nature of Investment

and mode of valuation-cost

Or market value, and

distinguishing between

(1) Investmentsin Government

or Trust Securities

Investments is Shares,

Debentures or bonds

(Giving details of classes

of shares aong with their

paid up value)

Immovable Properties

Investmentsin Capital of

Partnership firms.

Current Assets, L oans and

Advances

(A) Current Assets

(1) Interest Accrued on
Investments

(2) Storesand Spare parts*

(3) LooseTools

(4) Stock in Trade*

2

@

®)
(4)

Work-in Progress*
Mode of valuation and
Amount in case of raw
materials
Sundry Debtors
(a) Debts outstanding for a
period exceeding six
months
Other debts
(LessProvision)
In regard to sundry debtors,
particulars to be given
separately
(i) Debts considered good
and In respect of which
company isfully secured
(ii) Debts considered good

(b)
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Current Liabilities & Provisions
A. Current Liabilities

(i) Acceptances

(if) Sundry Creditors

(iii) Subsidiary Companies

(iv) Advance payments and
Unexpired discounts for the portion
for which value has till to be give
e.g. inthefollowing classes of companies
Newspaper, Fire-Insurance, Theaters,
Clubs, Banking & Steamship Companies
(5) Unclaimed Dividends
(6) other Liahilities, if any
(7) Interest accrued but not due on loans

B. Provision

(8) Provisionfor taxation

(9) Proposed dividends

(20) For Contingencies

(12) For Provident Fund Scheme

(12) For Insurance, Pension and
Similar Staff Benefit schemes

(13) Other provisions

for which company holds
no security other than the
debtor’spersond security.

(iii) Debtsconsdered doubtful
doubtful or bad.

(iv) Debtsdue by directors
or Other officersor any
of them either severdly
or jointly with any other
person or debts due by
firmsor private
companiesrespectively
inwhich any director or
amember—to be
separately stated.

(7a) Cash Balance at hand

(7b) Bank Balances

(i) With Scheduled banks &

(i) With Others

(B) Loansand Advances

(8) (& Advancesloansto

Subsidiaries.

(b) Advances and loans to
Partnership firmsin which
company or any of it's
subsidiariesis a partner.

(9) Billsof Exchange

(10) Advance receivablein cash
orinkind or for valueto be
received e.g. rate, taxes
Insurance etc.

(12) Balances on Current
Accounts with managing
Agents, secretaries and
Treasures.

(12) Balances with customs
Port trust (where payable
on Demand)

Misc. Expenditure

(1) Preliminary Expenses

(2) Expensesincluding
commission, or brokerage on
underwriting or subscription
of shares or debentures.

(3) Discount on issue of Shares
or debentures

(4) Interest paid out of capita
during construction period

(5) Development Expenditure
not adjusted

(6) Other items (specifying nature)
Profit and L oss Account

(Dehit balance of P&L Alc

Carried forward after

adjusting uncommitted

(free) reserves, isany.)




Footnote: to be shown separately such as: Financial Statements

1) Claimsagainst the Company not acknowledged as debts.
2)  Uncaled liability on shares partly paid
3)  Arrearsof cumulativedividends

4)  Estimated amount of contracts remaining to be executed on capital
account and not provided for.

5)  Other money for which company iscontingently liable.
Preparation of Financial Satements-Conventional For mat
[llustration 9

From the following Trial Balance of A Ltd., prepare a Profit and Loss Account of the
company for the year ended 31st March 2003 and a Balance Sheet as on that date.

Rs. Rs.
5,00,000 Equity shares of Rs. 10 each fully called 50,00,000
9% Debentures (Rs. 100 each) 20,00,000
Freehold Building 40,50,000
Plant and Machinery 28,00,000
Profit and Loss Account 2,75,000
Stock (1.4.2002) 7,50,000
S. Debtors and Creditors 9,50,000 4,25,000
BillsPayable 3,75,000
Purchases and Sales 19,75,000 45,25,000
Provision for Bad Debts 45,000
Bad Debts 25,000
General Reserves 3,50,000
Cdlsin Arrears 75,000
Goodwill 3,00,000
Interim Dividend Paid (1.11.2002) 4,92,500
Cash at Bank 1,60,000
Wages and Salaries 6,95,500
Office Expenses 77,000
Salaries of office and marketing staff 5,15,000
Interest on Debentures 90,000
Discount on I ssue of Debentures 40,000

1,29,95,000 1,29,95,000

Adjustments:
i)  Stock on 31st March 2003 was Rs. 8,75,000

ii) Depreciate Plant & Machinery by 10% and write off 1/8th of the discount con
issue of debentures

iif) Maintain 5% provision for doubtful debts on debtors.
iv) Interest on debentures has been paid only for thefirst half
v) Incometax @ 50% isto be provided. Corporate dividend tax is 12.5%

vi) Thereisaclaimfor Rs. 50,000 for workmen's compensation, which has been
disputed by the company. The caseis pending in the country of law. 113
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Solution

Profit and L ossAccount
For theyear ended 31st March 2003

Rs. Rs.
To Stock (1.4.2002) 7,50,000 By Sdes 45,25,000
To Purchases 19,75,000 By Closing Stock 8,75,000
To Wagesand Salaries 6,95,500
To Gross Profit ¢/d 19,79,500
54,00,000 54,00,000
To Saaries 5,15,000 By Gross Profit b/d 19,79,500
To Office Expenses 77,000
To Bad Debts 25,000
To Provisionsfor bad debts
(Rs. 47,500 — Rs. 45,000) 2,500
To Depreciation 2,80,000
To Interest on Debentures
Rs. 90,000
Add outstanding interest Rs. 90,000
1,80,000
interest on Debentures
To Discount onissue of Deb. 5,000
To Provision for Tax 4.47 500
To Net Profit ¢/d 4,47,500
19,79,500 19,79,500
To Interim Dividend 492,500 By Baanceb/d 2,75,000
To Corporate Dividend Tax 61,563 By Profitsand LossAlc
(Interim dividend (Net Profit) 4,47,500
Rs. 4,92,500 x 12.5%)
To Balancec/d 1,68,437
72,22,500 7,22,500
Balance Sheet of A Ltd.
Ason 31st March 2003
Liabilities Rs. Assets Rs.
Called up & paid up Capital Fixed Assets
5,00,00 shares of Rs. 10 each Goodwill 3,00,000
Rs. 50,00,000 Freehold Building 40,50,000

Less Cdls-in-Arrears
Reserve & Surplus
General Reserve
Profit and Loss Account

Secured Loan

9% Debentures Rs. 20,00,000
Interest outstanding  Rs. 90,000 20,90,000

Current Liabilitiesand Provisons
Current Liabilities

Rs. 75,000 49,25,000

3,50,000
1,68,437

Sundry Creditors 4,25,000
Bills Payable 3,75,000

Provisions:
Provision for Tax 4,47,500
Corporate Dividend Tax 61,563
88,42,500

Plant & Machinery

(Rs. 28,00,000-Rs. 2,80,000) 25,20,000
Current Assets, Loans

Advances

Current Assets

Stock 8,75,000
Debtors(Rs. 9,50,000-Rs. 47,500)  9,02,500
Cash at Bank 1,60,000
Miscellaneous Expenditure

Discount on Issue 35,000
of Debentures

(Rs 40,000—~written off Rs 5000)

88,42,500



Note: Thereisacontingent liability of Rs. 50,000 for workmen’s compensation

[ No statutory transfer to general reserveis made, asthe dividend paid does not
exceed 10% of paid up capital.

For the sake of simplicity surcharge on corporate dividend tax not taken into
account.

Illustration 10

Following in the Thial Balance of alimited Company as at 31st December, 2004.

Particulars Debit

Credit

Share Capital 4,00,000
Cash in Hand 6,200

Rent 5,300

Prepaid Expenses 4,600

Repairs & Maintenance 8,600

Advances from Customers 50,000
General Reserve 3,00,000
Raw Materials at Cost 2,67,000

Sundry Creditors 3,40,000

Plant and Machinery 4,30,000

Power 8,800

Travelling and Conveyance 4,100

Auditors’ Fees 1,500

Cash at Bank 8,000

Land 30,000

Provision for Taxation 2,10,000

Furniture 12,200

Staff advances 5,300

Sundry Debtors 1,40,000

Misc. Income 54,600

Finished Goods at cost 3,10,000

Income-tax Advances 3,00,000

Misc. Expenses 61,400

Raw Materialsconsumption 28,60,000

Sales 42,30,000

Development Rebate Reserve 1,00,000

Building 74,100

Salaries, Wages & Bonus 11,60,000

Cash Credit from Bank 12,500

Total 56,97,100 56,97,100

Thefollowing additional informationisalso available:
i)  Theauthorised capital of the company is 80,000 equity shares of Rs. 10 each of
which 50% has been issued and has been recommended by the directors.

i) A dividend of 15% on the paid up capital has been recommended by the
directors.

iii) The closing stock of finished goods at cost is Rs. 5,60,000.
iv) Thedevelopment rebate reserveisno langer required.

v)  Depreciation on plant and machinery amounting to Rs. 43,000 on furniture
amounting to Rs. 1,300 and on building amounting to Rs. 3,800 has been debited
to miscellanceous expenses.

vi) Surplusin profit and loss account after proposed dividends, is to be transferred
to general reserve.

Financial Statements
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vii) Income-tax assessment for aprior year has been completed, fixing theincome
tax liability at Rs. 1,55,000 (against which a provision of Rs. 80,000 and
advances of income tax of Rs. 70,000 exists in the books).

You are required to prepare:
i)  profit and loss account for the year ended 31st December, 2004; and
ii) Balance sheet in the prescribed form as on that date.

Solution
A Company Limited
Profit and L ossAccount
for the year ended 31st December, 2004
Particulars Rs| Particulars Rs
To Open. Stock of finished goods 3,10,000 | By Sdles 42,30,000
To Raw Materials consumed 28,60,000 | By Clos. Stock of Finished 5,60,000
To Gross Profit c/d 16,20,000 Goods
47,90,000 47,90,000
To Salaries, Wages and Bonus | 11,60,000 | By Gross Profit b/d 16,20,000
To Power 8,800 | By Miscellaneous Income 54,600
To Rent 5,300
To Repairs and Maintenance 8,600
To Aduditors Fees 1,500
To Travelling and Conveyance 4,100
To Depreciation on:
Plant and Machinery 43,000
Furniture 1,3000
Building 3,800
To Miscellanceous Expenses 13,300
To Provision for Taxation 169960
To Net Profit for the year 254940
16,74,600 16,74,600
To Provision for Taxation By Net Profit for the year 2,54,940
(for aprior year) 75,000 | By Development Rebate Reserve
To Statutory Reserve 12747 written Back 1,00,000
To Proposed Dividend 60,000
To General Reserve (transfer) 2,07,193
354940 354940

Note: Provision for taxation for the year is assumed to be 40% of the profit.

A Limited Company
Balance Sheet
as on 31st December, 2004

Particulars Rs Particulars Rs
Share Capital: Fixed Assets:
Authorised: Land at cost Rs.| 30,000
80,000 Equity shares of Rs. 10 each | 8,00,000 | Building 77,900
Issued: Subscribed and Paid up: Less. Depreciation 3.800| 74,100
40,000 Equity shares of Rs 10 each Plant and Machinery 4,73,000

fully paid up 4,00,000 | Less: Depreciation 43,000 4,30,000
Reserves and Surplus: Furniture 13,500
General Reserve: Rs. Less: Depreciation 1300| 12,200
Brought forward 3,00,000 Investments -
Add: ransfer from Current Assets, Loans and




Profit and Loss A/c 207193 | 5,07,193 | Advances:
Satutory Reserve 12,747 | A. Current Assets:
Development Raw Materials at cost 2,67,000
Rebate Reserve: 1,00,000 Finished Goods at cost 5,60,000
Less: Transferred to Sundry Debtrors 1,40,000
Profit and Loss Alc 1,00,000 Cosh in Hand 6,200
Secured Loans: Cash at Bank 8,000
Cash Credit from Bank 12,500 | B. Loans and Advances:
Unsecured Loans: Staff Advances 5,300
Current Provisions: Prepaid Expenses 4,600
A. Current Liabilities: Income Tax Advance 2,30,000
Sundry Creditors 3,40,000
Income Tax Payable 85,000
Advances from Customers 50,000
B. Provisions:
Provisions for Taxation 2,99,960
Proposed Dividend 60,000
Total 17,67,400 17,67,400
Working Notes:
() Provision for Taxation: Rs
As per Trial Balance 2,10,000
Less: Adjustment for prior year provision 80,000
1,30,000
Add. Provision for current year taxation 169,960
Provision taken to Balance Sheet 2,99,960
(i)  Prior year tax Adjustments:
Income Tax Liability for Prior Year 1,55,000
Less: Prior Provision 80,000
Additional Provision to be made in current year 75,000
Total Tax Liability 1,55,000
Less: Advance Tax 70,000
Tax Payable 85,000
(iii)  Advances Income Tax 3,00,000
Less: Adjustment against prior year completed assessment 70,000
Balance in Advance Income tax m

(iv)

A sum equal to 5% to the net profitsisrequired to be transferred to statutory

reserve astherate of dividend is 15%.

Financial Statements
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Illustration 11

The Bangalore Manufacturing Co. Ltd., was registened with anominal capital of
Rs. 15,00,000 divided into equity shares of Rs. 100 each. On 31 March 2004 the
follwing ledger balances were extracted from the company’s books.

Rs. Rs.
Equity Share Capial Called Preliminary Expenses 12,500
up and paid up 11,50,000 | Freight and Duty 32,750
Calls-in-arrears 18,750 | Goodwill 62,500
Plant and Machinery 9,00,000 | Wages 2,12,000
Stock (1-4-2003) 1,87,500 | Cashin hand 5,875
Fixtures 18,000 | Cash at Bank 95,750
Sundery Debtors 2,17,500 | Directors Fees 14,350
Buildings 7,50,000 | Bad Debts 5,275
Purchases 4,62,500 | Commission paid 18,000
Interim Dividend Paid 18,750 | Salaries 36,250
Rent 12,000 | 6% Debentures 7,50,500
General Expenses 12,250 | Sales 10,37,500
Debenture Interest 12,250 | 4% Government Securities | 1,50,500
Bills Payable 95,000 | Provision for Doubtful Debts 8,750
General Reserve 62,500 | Sundry Creditors 1,15,000
Profit and Loss Alc 36,250

(Cr)) 1-4-2003

The stock on 31% March, 2004 was estimated at Rs. 2,52,000

Thefollowing adjustments© wereto be made:

1) Final Dividend at 5% to be provided.
2) Depreciation on Plant and Machinery at 10% and on Fixtures at 5%.

3) Preliminary expensesto be written off by 20%.
4) Rs. 25,000 wereto betransferred to General Reserve.

5) Theprovision for bad debts to be maintained at 5% on sundry debtors.

You are required to prepare the Trading and Profit and Loss Account and Profit and
Loss Appropriation Account for the year ended 31% March 2004 and the Balance

Sheet as on that date.



Solution Financial Statements

Trading and Profit and Loss Account of the Bengal Manufacturing Co. Ltd.
for the year ending 31 March, 2004

Rs. Rs.
To Opening Stock (1-4-2004) 1,87,500 | By Sales 10,37,500
" Purchases 4,62,500 | " Closing Stock (31-3-2004) | 2,52,000
" Freight and Duty 32,750 2,52,000
" Wages 2,12,000
" Gross Profit c/d 3,94,750
12,89,500 12,89,500
To Salaries 36,250 | By Gross Profit b/d 3,94,750
" Commission 18,000
" Rent 12,000
" General Expenses 12,250
" Directors Fees Rs.| 14,350
" Debenture Interest 12,500
Add. Outstanding
Interest 32,500
To Bad Debts 5,275
Add: Provision for
Bad Debts
Required @ 5%
on Debtors
Rs. 2,17,500 10,875
16,150
Less: Old Provision
for Doubtful
Dets 8,750
7,400
” Depreciation on:
Plant & Machinery
@ 10% 90,000
Fixtures @ 5% 900
90,9000
“ Preliminary Expenses (20%) 2,500
” Provision for Taxation 62,500
” Net Profit transferred to
Profit and Loss Appro-
priation A/c 93,000
3,94,750 3,94,750
Calculation of Outstanding Interest
Rs.
Interest on Rs. 7,50,000 debentures @ 6% for one year 45,000
Less: Debenture interest paid 12,500
Outstanding interest 32,500
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Profit and Loss Appropriation Account
for the ending 31 March, 2004

Rs. Rs.
To Interim Dividend 18,750 | By Balanceb/d (1-4-2003) | 36,250
" Proposed Final Dividend Net Profit for the year 93,600
@ 5% on Rs. 11,31,250
(i.e. Rs. 11,50,000 called) up
capital—Rs. 18,750 calls-in-arrears) 56,562
General Reserve 25,000
Balance c/d 29,538
1,29,850 1,29,850
Balance Sheet of the Bangalore Manufacturing Co. Ltd.
as at 31% March, 2004
Liabilities Rs. Assets Rs.
Share Capital: Rs. Fixed Assets:
Authorsed Capital: 15,000 Goodwill 62,500
equity shares of Rs. 100 each | 15,00,000 Buildings Rs. 7,50,000
Plant& Machinery 9,00,000
Cadled up and Paid up Capitd: Less. Depreciation 90,000
11,500 shares of Rs. 100 each 8,10,000
fully calld up 11,50,000 Fixtures 18,000
Less: Calls-in-arrears 18,750 Less: Depreciation 900
11,31,250 17,100
Reserves and Surplus: I nvestments:
General Reserve 62,500 4% Government Securities 1,50,000
Add: Transferred during Current Assets, Loans and
the year 25,000 Advances:
87,500 | A. Current Assets:
Profit and Loss Account 29,538 Stock 2,52,000
Secured Loans Sundry Debtors 2,17,500
6% Debentures 7,50,000 | Less: Provision for
Debenture Interest Outsanding 32,500 Bad Debts @ 5% 10,875
Unsecured Loans Nil 2,06,625
Current Liabilities & Provisions: Cash in hand 5,875
A. Current Liabilities: Cash at Bank 95,750
Bills Payable 95,000 | B. Loansand Advances Nil
Sundry Creditors 1,15,000 Miscellanceous Expenditure;
B. Provisions: (to the extent not written
Provision for Taxation 62,500 off or adjusted)
Proposed Dividends 56,562 Preliminary Expenses 10,000
23,59,850 23,59,850
[llustration 12

Spik and Span Ltd. was registered with an authorised capial or Rs. 3 lakh divided into
30,000 equity shares of Rs. 10 each. The company offered 15,000 shares for public
subscription of which Rs. 7.50 pen share was called up.

Thefollowing trral balance was drawn from the book of accounts as on March 31,
2004. You are required to prepare a Profit & Loss Appropriation Account for the year
ending on March 31, 2004 and Balance Sheet as on that date.
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Rs. Rs.
Land 23,800
Buildings 52,900
Callsin Arrear 5,000
Brokerage on Shares 8000
Stores and Spare parts 18,000
Preliminary Expenses 7,600
Unexpired Insurance 640
Live Stock 900
Plant & Machinery 1,03,600
LooseTools 24,000
Stock in trade at cost 50,000
Cash at Office 12,480
Cash Bank 25,000
Sundry Debtors 26,000
Share Capital 1,12,500
Sundry Creditors 1,24,600
Capital Reserve 30,800
Wages Outstanding 1,820
Godown Rent due 700
General Reserve 16,800
Employee's Benefit Fund 3,000
Salaries Outstanding 1,000
Reserve for Doubtful Debts 1,300
Unpaid Dividends 700
Profit & Loss Accoaunt 57,500
Total 3,50,720 3,50,720

Out of the creditors of, Rs. 1,24,600 Rs. 84,600 were due to bank for aloan secured
by mortage on buildings and machinery, and Rs. 22,000 were due on account of [oan
from subsidiary company.

The company earned a profit of Rs. 61,200 during the year. The balance

of profit brought forward from the previous year was Rs. 38,600 out of which it
was decided that Rs. 15,000 be paid asfinal dividend, Rs. 16,800 the carried to
General Reserve, Rs. 3,000 to Employees Benefit Fund. It was further resolved
that Rs. 7,500 be paid by way of interim dividend for the first half of the
current year.

Solution

Spik and Span Ltd.
Profit and L oss Appropriation A/c for the year ended March 31, 2004

Rs. Rs.
To Interim Dividend 7,500 Balanceasper P& L Alc for the
To Balance of Profit 57,500 year ending March 31, 2003 38,600
To Dividend 15,000
To Genera Reserve 16,800
To Employee's Benefit Fund 3,00 Profitasper P& L Alc 61,200
99,800 99,800
121




Fundamentals of Spik & Span Ltd.

Accounting Balance Sheet as on March 31, 2004
Liabilities Rs. Assets Rs.
Share Capital: Fixed Assets:
Authorised (Net Block) Rs.
30,000 Equity Shares of Land 23,800
Rs. 10 each 3,00,000 | Buildings 52,900
Issued & Subscribed Capital: |~
15,000 Equity Shares of Plant &
Rs. 10 each Rs. 750 per Machinery 103,600
Sharecalledup Rs. 1,12,500 Live Stock 900 | 1,81,200
Less Callsin Arrear Rs. 5,000 Current Assets: -
1,07,500| Stock in trade at cost 50,000
Stores & Spares 18,000
Reserves and Surplus:
Capital Reserve 30,800 | LooseTools 24,000
General Reserve 16,800 | Sundry Debtors 26,000
LessReserve
Profit & Loss Account 57,500 for D’ful Debts 1,300 24,700
Empioyees Benefit Fund 3,000| Cash & Bank Balances 37,480
Secured L oans. L oans and Advances:
From Bank (Secured by Unexpired Insurance 640
mortgage on buildings machinery) 84,600
Unsecured Loans: Miscellanceous Expenditure
From Subsidiary 22,000| & Losses
Current Liabilities and Preliminary Expenses 7,600
Provisions: Brokerage on Shares 800
Sundry Creditors 18,000
Unpaid Dividends 700
Outstanding Wages 1,820
Outstanding Salary 1,000
Godown Rent due 700
3,44,420 3,44,420

Adjustment: (1) Stock on 31st March 2003 was valued at Rs. 3,42,000

(2) Deypreciate:
Plant and Machinery 15%
Computers 10%
patents & Trade Marks 5%

(3) Provision for Bad & doubtful debtsisrequired at Rs. 2,040

(4) Providefor—
Rent o/s Rs. 3,200
Salaries o/s Rs. 3,600
Proposed Dividend  15%
Provision for Income Tax 50% & Corporate Dividend tax 12.5%

Ans: Net Profit after Tax Rs. 1,03,900
Corporatedividend Rs. 12,000
Balance Sheet Tota Rs. 8,32,800

Corporate Tax = Rs. 6000 + Rs. 3600 = Rs. 9600
122 Rs. 96000 x 12.5% = Rs. 12000



2. Thefollowing balances appeared in the books of ABC Co. Ltd. ason

December 31, 2004.

Particulars Rs. Rs.
Paid up Capital 6,00,000
60,000 Equity Shares of Rs. 10 each 2,50,000
General Reserve 6,526
Unclaimed Dividend 36,858
Trade Creditors
Buildings at Cost 1,50,000
Purchases 5,00,903
Sales 10,83,947
Manufacturing Expenses 3,59,000
Establishment Charges 26,814
General Charges 31,078
Machinery at Cost 2,00,000
Motor Vehicle at Cost 30,000
Furniture at Cost 5,000
Opening stock 1,72,058
Book Debts 2,23,380
Investments 2,88,950
Depreciation Reserve 71,000
Advance Payment of Income Tax 50,000
Cash Balnce 72,240
Directors Fees 1,800
Investment’s Interest 8,544
Profit and Loos Account
(January 1,2004) 16,848
Staff Providend Fund 37,500

21,11,223 21,11,223

From these balances and the following information prepare the Company’s Balance
Sheet as on December 31, December 31, 2004 and its Profit and Loss Accout for the

year ended on that date.

a) Thestock on December 31, 2004 was Rs. 1,48,680.

b) Provide Rs. 10,000 for depreciation on fixed assets, Rs. 6,500 for Managing
Director’s Commission and Rs. 1,500 for the Company’s contribution to the
Staff Providend Fund.

c) Interest accrued on Investment amounted to Rs. 2,750.

d) A Provision of Rs. 60,000 for taxesin respect of the profit for 2004 is
considered necessary.

€) Thedirectors propose afinal dividend at 4% after transfering Rs. 50,000 to
general Reserve.

f)  Aclamof Rs. 2,500 for workmen's compensation is being disputed by the company.

g) TheMarket value of investment as on 31.12 2004 amounts to Rs. 3,02,500.

(Ans: Net Profit after tax Rs. 74,268, P and L Appn. A/c Rs. 17,116, Balancer Sheet
Rs. 10,90,000).
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3) Aninexperienced accountant has prepared the balance sheet of ABC Ltd. asfollows:
Balance Sheet of A B C Limited

Liabilities Rs | Assets Rs
Trade Creditors 80,900 | Stock:
Advances from Customers 42,260 In hand 3,60,480
Share Capital 8,00,000 With Agents 24,300
Profit & LossAlc 45,630 | Cashin hand 23,540
Provision for Taxes 95,000 | Investments 20,000
Proposed Dividend 59,000 | Fixed Assets:
Loan to Managing Director 5,000 Land 1,80,000
General Reserve 75,000 Plant & Machinery
Dev. Rebate Reserve 30,000 (W.D.V.) 4,10,000
Provision for Contingencies 23,000 Debtors 2,15,450
Share Premium A/c 22,000 Less: Provision
Forfeited Shares 3,000 For B/D 9,300
2,06,150
Bills Receiveable 5,000
Amount due from Agents 51,320
12,80,790 12,80,790
Redraft the above Balance Sheet in the form prescribed by Indian Companies Act,
1956 giving necessary detailsyourself.
4) Thefollowing balances have been extracted from AB Ltd. ason
September 30, 2004:
Rs. Rs.
Share Capital (Authorised and issued):
Equity (1,50,000 shares) 15,00,000
8% Redeemable Preference (400 shares) 40,000
Share Premiium 25,000
Preference share Redemption 48,000
General Reserve 1,00,000
Land (Cost) 3,00,000
Buildings (Cost less Depreciation) 7,00,000
Furniture (Cost Less Depreciation) 20,000
Motor Vehicle (Cost less Dep.) 35,000
Trading Account—gross Profit 9,00,000
Establishment Charges 2,50,000
Rates, Taxes and Insurance 12,000
Commission 4,000
Commission 5,000
Discount received 8,000
Directors’ Fees 2,000
Depreciation 60,000
Sundry Office Expenses 60,000
Payment to Auditors 4,000
Sundry Debtors and Creditors 1,06,600 25,600




Profit and Loss Account
(as on 30.9.2003) 10,000
Unpaid Dividend 2,000
Cash in hand 12,000
Cash at Bank in Current Account 1,95,000
Security Deposit 10,000
Outstanding Expenses 6,000
Investment in GP. Notes 2,00,000
Stock-in-trade (at or below cost) 3,563,000
Provision for taxation (y/e 30.9.03) 70,000
Income tax paid under dispute (y/e 30.9.03) 1,00,000
Advanced payment of income-tax 2,20,000

Total 26,91,600 26,91,600

Thefollowing further detailsare available:

1) ThePreference shares were redeemed on 1st October, 2003 at a premium of 20%
but no entries were passed for giving effect thereto, except payment standing to
the debit of Preference Share Redemption A/c.

2) Depreciation provided up to 30th September, 2004 isasfollows:

a) Buildings 2,10,000
b)  Furniture 20,000
Cc)  Moter Vehicles 60,000

3) Establishment chargesinclude Rs. 18,000 paid to Managing Director as mini-
mum remuneration in terms of agreement which providesfor aremuneration of
5% of annual net profits subject to the above minimum in the case of absence or
inadequacy of profitsw inthe year.

4) Payment to Auditorsincludes Rs. 1,000 for taxation work in addition to audit
fees.

5) Market value of investments on 30th September 2004 Rs. 1,80,000
6) Sundry Debtorsinclude Rs. 40,000 due for a period exceeding six months.
7)  All receivables and deposits are considered good for realisation.

8) Income-tax demand for the year ended 30.9.2003 Rs. 1,00,000 has not been
provided for against which an appeal is pending.

9) Income-tax to be provided@ 55%.

10) Directorsdecideto transfer Rs. 25,000 to the General Reserve and to recommend
payment of dividend on equity shares at the rate of 5%.

11) Ignorepreviousyear'sfigures.

You are required to prepare the Profit and L oss Account for the year ended
30th September, 2004 and the Balance Sheet as at that date.

(Ans: Net profit after tax and commission Rs. 2,30,422,

Balanceof PIL Appn. A/c  Rs. 1,40,422
Balance Sheet Tota Rs. 22,51,600).

Hint: 5% Remeneration Rs. 26950
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5) Thefollowing balances have ben extracted for the books of XY Z Company Ltd.

as on March 31, 2004.

Rs. Rs.
Freehold Land 23,000 Income from Investments 1,200
Building 7,500 Provisions for doubtful debt
Furniture 2,000 (1% April 2003) 200
Debtors 5,000 Creditors 2,000
Stock (31 March 2004) 4,000 Provision for Depreciation
Cash at Bank 500 (1st April, 2003) 500
Cash in hand 100 Buildings
Cost of Goods sold 30,000 Furniture
Salaries and Wages 1,500 Suspense Alc
Misc. Expenses 800 Equity Share Capital 36,750
Investment in Shares 18,000 6% Cumulative Pref.
Interest 300 Share Capital 8,000
Bad Debts 100 Share Premium 1,000
Repairs and Maintenance 150 Bank Overdraft 5,000
Advance payment of Sales 38,000
Income-tax 600 Profit and Loss A/c
(1st April, 2003) 250
93,550 93,550

Thefollowing further particulars are avail able:

1)

2)

3)

4)

5)

6)
7)

8)

9)

10)

The land was revalued on 1st january, 2004 at Rs. 30,000 by an expert valuer
but no effect has been given in the books although the Directors have decided to
adjust the relavant amount.

Provision for doubtful debt isto be adjusted to 5% on the amount of debtors.

Equity Share Capital is composed of Rs. 10 Shares, 3640 shares were fully paid
and 50 on which acall of Rs. 3 remains unpaid.

Suspense A/c represents money received from the new allotteefor re-issue of
50 shares shares forfeited during the year for non-payment of the final call, but
no entry for adjustment thereof has been passed.

Provision for taxation is to be made at 45%
Market value of investments was Rs. 18,500 on 31st March 2004

The company is managed by the Directors who are entitled to aremuneration of
3% on the annual net profits.

Depreciation isto be charged on written down value of :
Building at 2%
Furniture at 10%

Theland and buildings of the company are mortgaged in favour of the bank as
security for overdraft sanctioned up to alimit of Rs. 25,000.

Dividend on Cumulative preference shareswerein arrearsfor 5 years upto
March 31, 2004. The Directors have recommended payment of dividend for two
years.

Prepare Profit and Loss Account for the year ended March 31, 2004 and Balance
Sheet on that date.



(Answer: Profit Rs. 5,999, Balance Sheet total Rs. 60,491) Financial Statements

6) Ajax Co. Ltd. had an authorised capital of 5,000 equity shares of Rs. 100 each.
Ason December 31, 2003, 3000 shareswere fully called up, and the following
bal ances were extracted from the company’sledger accounts.

Rs. Rs.
Salary 4,85,000 Printing and Stationery 2,300
Purchases 3,20,000 Advertishing Expenses 7,300
Stock 75,000 Sundry Debtors 52,700
Manufacturing wages 70,000 Sundry Creditors 34,200
Insurance upto 31-3-2004 6,720 Plant & Machinery 83,500
Rent 6,000 Genera Reserve 60,700
Salaries 18,500 Furniture 27,100
Discount Allowed 1,050 Building 84,580
General Expenses 9,050 Cash at Bank 1,24,000
Callsin Arrear 4,800 Loans from Managing Director 3,700
Profit and Loss A/c (Cr.) 21600 Bad Debts 12,600

Thefollowing further information isgiven: (i) Depreciation to be charged on
Machinery and Furniture at 15% and 10% respectively; (ii) Provision for Taxation to
be made Rs. 19,000; (iii) Closing Stock Rs. 1,21,000; (iv) Outstanding liabilities:
Wages, Rs. 7,000; Salaries Rs. 8,200; Rent, Rs. 1,600; (v) Dividend at 5%

on paid-up capital to be provided; (vi) Rs. 10,000 to be transferred to

Genera Reserve.

Prepare Profit and loss Account for the year ended December 31, 2003 and Balance
Sheet (in proper form) as on that date.

(Answer: Profit for the year Rs. 28125, total of Balance Sheet Rs. 4,79,325).

7) Thefollowing balances are extracted from the books of ABC Ltd., ason
31 March, 2003.

Share Capital 40,00,000
Cashin hand 62,000
Repairs and Maintenance 86,000
Raw Materials at cost 26,70,000
Furniture 1,22,000
Sundry Creditors 34,00,000
Directors Fees 4,000
Plant and Machinery 43,00,000
Miscellaneous Expenses 6.10,000
Genera Reserve 30,00,000
Land 3,00,000
Finished Goods at cost 31,00,000
Sales 4,33,00,000
Buildings 7,41,000
Cash at Bank 80,000
Provision for Taxation 21,00,000
Sundry Debtors 14,00,000

Raw Materials Consumption 2,86,00,000 127



Fundamentals of

Accounting

128

Staff Advance
Advancefrom customers
Salaries, Wages and Bonus
Cash credit from Bank
Power

Prepaid expenses

Rent

Travelling and Conveyance
Auditors Fees
Miscellaneous|ncome
Income Tax Advance

53,000
5,00,000
1,16,00,000
1,25,000
88,000
46,000
53,000
41,000
15,000
5,46,000
30,00,000

Thefollowing further information isalso given:

1) Theauthorised share capital of the company is80,000. Equity Shares of Rs. 100
each which has been issued and subscribed to the extent of 50%.

2) Tax provision @ 6% isto be made on current year’s profits.

3) 15% dividend on the paid-up share capial isrecommended by the Directors.

4) Theclosing stock of finished goods at cost is Rs. 56,00,000.

5) Depreciation on assets amounting to Rs. 4,30,000 on Furiture and Rs. 33,000 on
Building has been debited to miscellanceous expenditure.

6) Thesurplusin profit and loss account isto be transferred to General Reserve

Account.

Prepare Profit and Loss Account and Balance Sheet as on 31.3.2003.

(Answer: Net Profit before tax Rs. 25,79,000

Total of Balance Sheet Rs. 1,57,04,000)
8) Aninexperienced accountant has prepared the balance sheet ABC Ltd. asfollows:

Balance Sheet of A B C Limited

Liabilities Rs Assets Rs
Trade Creditors 80,900 Stock:
Adances from Customers 42,260 In hand 3,60,480
Share Capital 8,00,000 With Agents 24,300
Profit and Loss A/c 45,630 Cashin hand 23,540
Provision for Taxes 95,000 Investments 20,000
Proposed Dividend 59,000 | FixedAssets:
L oan to Managing Director 5000 | Land 1,80,000
General Reserve 75,000 | Plant and Machinery
Dev. Rebate Reserve 30,000 | (W.D.V) 4,10,000
Provision for Contingencies 23,000 Debtors 2,15,450
Share Premium A/c 22,000 Less: Provision
Forfeited Shares 3,000 For B/D 9,300
2,06,150
BillsReceiveable 5,000
Amount Duefrom Agents 51,320
12,80,790 12,80,790




311 LET USSUM UP

Financial statements are prepared by all forms of business organisations to ascertain
the operating results of the business and to know the financial position on a particular
date. Before preparing financial statements one must gain clarity about the nature of
certain items and their treatment in the final accounts. It is obligatory on the part of
companiesto maintain and prepare financial statements by the end of each accounting
period. Manufacturing account is prepared to know the cost of goods produced while
Trading account is prepared to know the results of trading operations. Profit and loss
account is prepared to ascertain the net profit earned or net lossincurred by the
business concern during an accounting period. The operating and non-operating
expenses are charged to profit and loss account. The distribution or appropriation of
profit is shown under Profit and Loss Appropriation Account, whichisalso called
‘Below theLine'.

Balance Sheet is astatement of assets and liabilitiesto ascertain the financial position
of aconcern at aparticular date. The assets and liabilities are presented either on the
basis of liquidity or performance. Under ‘liquidity order’ assets are shown on the
basisof ‘most liquid’, ‘liquid’ and ‘least liquid’ assets. Liabilitiesare showninthe
order of payment. Under ‘order of performance’ the assets are arranged on the basis
of their useful lifewhereasliabilities are shown on the besis of long term, medium
term, short term and current liabilities.

Itisimportant to distinguish between capital and revenue to ascertain correct profit or
loss amount and fair view of the affairs of the business. There are certain rules which
guide usto determine whether a particular expenditure or receipt is of acapital nature
or of arevenue nature.

Revenue recognition is concerned with thetiming of recognition revenueinthe
statement of profit and loss. ‘ Realisation Concept’ recognisesthe revenue at the point
of saleor service rendered. Operating and non-operating revenues should be shown
separately while preparing Profit and Loss Account. There are some established
practices as per the Accounting Standards to recognise certain items asrevenues. The
Accounting Standards have some established practicesto recognise revenuein cases
of sale of goods, rendering services and financial services. But there are also certain
exception to thisgeneral rule.

Thefinancial statements of non-corporate entities may be presented either in
conventional format or vertical format. Under vertical form variousitems of incomes
and expenses, assets and liabilities arranged vertically to get some additional
information about the operating efficiency and financial position of the business
enterprise. The sole traders and partnership forms hardly adopt vertical form of
financial statements. Asregards preparation of Balance Sheet of a company, the
nature of details shown with respect to the liabilities and assets and the order of
arrangement of the items are prescribed in Schedule VI, Part | of the Companies Act.
There are two alternate proformas given in Schedule V1 for the preparation of
Company Balance Sheets: (i) horizonal and (ii) vertical. Any of these formsmay be
adopted for the Balance Sheet of a Company. Both the prescribed forms may require
that the figures of the previous year should be shown in a separate column along side
the figures of the current year.

3.12 KEY WORDS

Capital Expenditure: An expenditure which resultsin the acquisition of fixed asset
or addition to fixed asset, or an improvement in the earning capacity of the business.

Capital Receipt: Receiptintheform of additionsto capital, liabilitiesor sale
proceeds of afixed asset.
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Revenue Expenditure: An expenditurethe benefit of whichislimited to one year.
Revenue Receipt: Receiptson account of goods sold or services provided.

Deferred Revenue Expenditure: A revenue expenditurewhich involvesaheavy
amount and the benefit of whichislikely to spread over the years.

Appropriation: Distribution of profits.

Balance Sheet: Statement of assets and liabilities depicting the financial position at
theend of thefinancia year.

Below theline: Part of the Profit and L oss Account which shows the appropriation of
profits.

Abovetheline: Profit and loss account which shows the profit or loss before
appropriation of profits.

Contingent Liability: Liability which depends upon the happening of acertain event

Preliminary Exenses: Expensesincurred in connection with theformation and
registration of acompany.

Profit and L ossAccount: Income statement disclosing the results of operation (profit
or loss) for the financial year.

Dividend: Part of profits distributed to the equity shareholders.
Final Dividend: Dividend declared in theannual general meeting.

Provision for Taxation: The amount appropriated from profit for the liability arising
on account of payment of taxes.

Financial Statements. Annual statements of assetsand liabilities (Balance Sheet) and
of income and expenditure (Profit and L oss Account).

3.13 TERMINAL QUESTIONS

1) Following isthe Trial Balance of V.N. Ltd. as on 31st March 2003. Prepare
Trading and Profit and L oss Account and Balance Sheet after taking into account
the adjustments.

Rs. Rs.
Opening Stock 3,00,000
Purchases/Sales 9,80,000 13,60,000
BillsReceivable/Bills Payable 20,000 28,000
Patents and Trade Marks 19,200
General Reserve 62,000
Cash at Bank 1,84,800
Plant and Machinery 1,16,000
Debtors and Creditors 1,10,000 70,000
Share Capital 4,00,000
Dividend paid for 2001-2002 36,000
Profit and Loss A/c (1.4.2002) 94200
Sundry Expenses 28,200
Rent 16,000
Salaries 30,000
Computers 68,000
Carriage-Inward 38,000
Discount Received 12,000
Wages 1,20,000
Return outwards 40,000
20,66,200 20,66,200



