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This course is meant to give the students an  understanding of basic financial concepts, key terminologies used in accounts and finance , accounting mechanism , important Accounting Standards , latest technologies in financial reporting so that it provides a strong base for analysis of financial  statements leading to strategic decision making.  
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Semester Plan for Financial Accounting

	Session 
	                                                         Topic

	1
	Managerial perspective of A/cs,  Legal framework, A/cing principles , A/cing standards

	2
	Accounting terms, Forms of financial statements , Accounting mechanism

	3
	Accounting Mechanism – Flow of data , Documentation in Accounts , Capital/Revenue

	4
	Fixed Assets & Depreciation

	5
	Inventory Accounting and Valuation , Physical Verification of stocks

	6
	Profit & Loss Accounts – Revenue Recognition, Treatment  of losses, taxes, bad debts etc.

	7
	Balance Sheet – Net worth, Reserves, Provisions, Fictitious/ Intangible Assets

	8
	Financial Reporting in India – Annual report, Cash flow statement

	9
	Financial Statement Analysis 

	10
	Financial Statement Analysis

	11
	Class Test

	12
	Inflation Accounting

	13
	Overview of External & Internal Audit


Assessment 




       Marks

Semester End Exam


60

Group presentation                             10

Class Test 



20

Class Attendance                                10


Total


           100
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Scope and importance of Financial Accounting
Session objective :

To understand the scope and importance of Financial Accounting for a manager , accounting principles  and regulatory framework of accounting.
Financial Accounting and its role in business decisions 
Accounting is a language used to communicate financial information of business to others. Accounting system is an information system which converts business transactions into financial statements  using accounting techniques and principles. Knowledge about key concepts in accounting is essential even to a manager, investor, regulator or any individual when he uses accounting and financial data for taking various decisions. Whatever  be the type of business – manufacturing, trading or services, all use accounting system for recording ,classifying and summarizing the business transaction so that the user can know the results of business operations.
Sound accounting practices and a reliable system of financial reporting creates confidence in the market which attracts investors. Moreover setting standards of performance which can be  measured also increases the level of operating efficiency within a company. 

A manager may be required to take the following decisions:

1. Buy, sell , hold an investment

2. Purchase or hire an asset

3. Determine the performance of management

4. Decide taxation policies

5. Determine dividend to be paid

6. Regulate the activities of the business

7. Decide expansion, takeover, amalgamation plans

Users of accounting information
There are many users of accounting information viz investors, lenders, financial analysts, managers, employees, customers, suppliers, government and regulatory bodies, public
Financial Accounting, Management Accounting and Financial Management
Accounting Principles – Concepts and conventions
Accounting is not governed by a specific Act. The method of accounting has evolved over a period of time. To ensure reliability, uniformity , accountants across follow certain principles – concepts and conventions while preparing financial statements. Since the accountants have to measure and record various business transactions., it becomes imperative that accounts are prepared on the basis of certain underlying assumptions. Such rules, principles, techniques are called as Generally Accepted Accounting Principles (GAAP)
1. Business entity

2. Going concern

3. Money Measurement 
4. Periodicity

5. Materiality

6. Consistency

7. Accrual

8. Conservatism

Forms of business organization – Proprietary concerns, partnership firms, companies – pvt /public/govt/listed /unlisted, statutory corporation etc.
Regulatory bodies
Though Accounting is not governed by any Act , there are bodies which influence and regulate accounting and financial reporting.

1. Government ( Company Law Board ). Companies Act regulates the form and contents of financial reports , books of accounts to be maintained, audit etc.

2. ICAI : ICAI has issued various standards known as Accounting Standards which deals with accounting and reporting practices on various matters. It gives professional opinion on various accounting matters which has an influence on accounting practices.
3. SEBI : SEBI regulates companies whose stocks are listed in the stock exchanges. Its main function is to protect the interests of investors and promote a healthy securities market. SEBI has also involved itself in ensuring that financial statements give a true and fair view of state of affairs of the company. The requirements as to preparation of cash flow statement , submission of quarterly results etc. is a step towards that direction.
4. CBDT : Income Tax authorities also influence the preparation of financial statements through various provisions for computing tax on income. Such provisions ensure that  accounting practices are not misused to avoid or evade taxes.

5. RBI : RBI has also from time to time prescribed  accounting and reporting requirements for financial institutions 

6. International Accounting Standards Board : With a view to bring about uniformity in accounting practices and reporting IASB has developed International Financial Reporting Standards. With globalization and listing of shares in foreign markets , it is necessary that a uniform set of accounting practices be followed across .
Accounting Standards

Accounting Standards are issued by the Institute of Chartered Accountants of India. The standards gives the treatment in accounts of certain transaction and their disclosure requirements. Companies have to adhere to the mandatory Accounting Standards while recording the transactions. As on now 29 AS have been issued by the Institute. With globalization , companies also have to take into account international AS also known as International financial reporting standards issued by International Accounting Standards Board. The views of bodies like International Federation of Accountants , United Nations Working Group on International Standards of Accounting and Reporting also have an impact on financial reporting in India.

List of Accounting Standards issued by ICAI. :
Accounting terms : 

1. Assets 

2. Liabilities 

3. Capital 

4. Creditors

5. Debtors

6. Reserves

7. Incomes

a) Sales 

b) Other incomes

c) Profit on sale of assets

8. Expenses

a) Cost of goods sold

b) Direct expenses

c) Administrative expenses

d) Financial expenses

e) Selling expenses

9. Profit – Gross /Net

10. Dividend

11. Taxes

12. Provisions

13. Bad debts

Accounting equation 

Accounting equation shows the relationship between assets and liabilities of  a company. It is the relationship between what a company owns and what it owes to others. It is given as :




Assets = Owners capital +Liabilities

The effect of every business transaction can be analysed from the above equation. Any change in one component will have a balancing change in another.
If Assets increases  :        Another asset will decrease / Liability will increase

If Assets decreases :        Another asset will increase / liability will decrease

If liability increases :       Asset will increase /Another liability will decrease

If liability decreases :       Asset will decrease / Another liability will increase

List of Accounting Standards issued by ICAI
AS1
Disclosure of Accounting Policies

AS2
Valuation of Inventories

AS3
Cash Flow

AS4
Contingencies & Events occurring after the Balance Sheet date

AS5
Net profit or loss for the period, prior period items and changes in accounting policies

AS6
Depreciation Accounting

AS7
Construction contracts

AS8
Accounting for research and development

AS9
Revenue recognition

AS10
Accounting for fixed assets

AS11
Accounting for effects of changes in foreign exchange rates

AS12
Accounting for Government grants

AS13
Accounting for investments

AS14
Accounting for amalgamations

AS15
Accounting for Retirement benefits 

AS16
Borrowing costs

AS17
Segment reporting

AS18
Related party disclosures

AS19
Leases

AS20
Earning per share

AS21
Consolidated financial statements
AS22
Accounting for taxes on income

AS23
Accounting for investments in associates 

AS24
Discontinuing operations

AS25
Interim Financial reporting

AS26
Intangible assets

AS27
Financial Reporting of Interests in Joint Ventures
AS28
Impairment of assets

AS29
Provisions, contingent liabilities and contingent assets
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Accounting Mechanism
Session objective :  

To understand the  steps involved in the process of accounting, leading to the preparation of Profit & Loss Account and Balance Sheet and the rules and format for the same
Account : A record of  transactions related to a particular item of expense , income , assets or liabilities
Expenses : Salaries ,repairs, traveling , audit fees , printing & stationary etc.

Income    : Sales , dividend , interest , commission etc.

Assets :     Buildings, Machinery , Furniture , Debtors etc

Liabilities : Capital, Debentures, loans, creditors etc.

Classification of accounts 
A. Real Accounts, Personal Accounts, Nominal Accounts

B. Asset Accounts, Liability Accounts, Income Accounts, Payment Accounts

Rules of debit / credit

Double entry system of recording entries : Every transaction recorded must have equal debits and credits
Analysis of transactions 

Accounting equation can be  expanded as :

Liabilities + Capital+ Revenues  =Assets +Expenses+ Dividends  
	Effect
	Liabilities+ Capital+ Revenues  
	Assets +Expenses+ Dividends  

	Basic 
	           Credit
	                   Debit

	Increase
	         Credit
	     Debit

	Decrease
	         Debit
	    Credit


Format of Balance Sheet and Profit and Loss A/c
Companies Act gives the format of Balance Sheet and Profit and Loss Account in Schedule  VI Parts I & II

Schedule VI Part I – Balance Sheet

1.The company’s balance Sheet may be in horizontal or vertical form

2.It shall disclose current years as well as previous year’s figures

3.Details may be given in Schedules attached to Balance Sheet

4.Figures may be rounded off to the nearest ’00 or ’000. It can also be in 00.00 format

Format of Horizontal Balance Sheet
Balance Sheet of XYZ Ltd. as on 31st March 2006

	31.3.06
	
	31.3.07
	31.3.06
	
	31.3.07

	
	    Liabilities                                               
	
	
	Assets
	

	
	1Share Capital                                       
	
	
	1.Fixed Assets
	

	
	2.Reserves & Surplus                             
	
	
	2.Investments
	

	
	3.Secured Loans                                      
	
	
	3.CurrentAssets,Loan & Advances
	

	
	4.Unsecured Loans                                     
	
	
	    A.Current Assets
	

	
	5.Current Liabilities                             
	
	
	    B.Loans and Advances
	

	
	   and Provisions                                        
	
	
	4.Miscellaneous Expenditure
	

	
	   A. Current liabilities                                   
	
	
	5. Profit and Loss A/c Dr bal
	

	
	    B. Provisions                                                   
	
	
	
	


Footnote :

Contingent liabilities      

Vertical form of Balance Sheet
Balance Sheet of XYZ Ltd. as on 31st March 2007
I. Sources of funds
1. Shareholders funds

    Share capital

    Reserves & Surplus

2. Loan Fund
     Secured loans
     Unsecured loans
 II. Application of funds
     1. Fixed Assets

     2. Investments

     3. Current assets , loans and advances

          less: Current liabilities and provisions

     4. Miscellaneous expenditure.

Footnote for contingent liabilities
Schedule VI Part II – Profit & Loss Account

General requirements

1.It shall disclose every material factor w.r.t Incomes & Expenditures

2.Any item> 1% of the turnover or Rs.5000 whichever is higher should be shown separate item and not under miscellaneous expenses.
e.g
1.Turnover

2. Commission paid to selling agents, brokerage and discount allowed

3. Value of raw material consumed 

4. Opening and closing stock of goods and raw materials

5. Depreciation

6. Interest paid

7. Income tax

8. Transfer to reserves / withdrawals from reserves

9. Stores and spare parts

10.Rent, power & fuel, repairs, insurance, rates and taxes, Auditors fees

11.Salaries , contribution to staff welfare schemes

12 Profit and loss from unusual sources

13.Earnings / expenditure in foreign currency ( notes to accounts )

14. FOB value of exports

Capital and Revenue expenditure

Capital Expenditure means any expenditure incurred to :

1. Acquire an asset and bring it into working condition

2. Improve the efficiency or substantial working life of the asset

3. Improve the performance of the business

.

E.g. 1.Purchase of machinery

      2. Fees paid for installation of machinery

      3. Custom duty paid for import of machinery

Revenue Expenditure means any expenditure incurred to maintain the assets in working condition and for the operation of the business.

Examples

1. Repairs of furniture

2. Painting of building

3. Purchase of stationery

4. Salaries
Deferred Revenue expenditure means essentially a revenue expenditure but the benefit of which is received over a period of more than one year.

Examples :

1.Heavy research expenditure

2. Heavy advertisement expenditure

The most important factor affecting the classification is the nature of   business.

Need to classify expenses into capital and revenue

1. To adhere to Matching Principle : According to Matching principle, the expenses during the accounting period should  match the revenue recognized for the period . Hence any expenditure incurred the benefit of which accrues for a long period should be capitalized and only those expenditure the benefit of which is exhausted within the accounting period should be recognized as revenue expense for the period. There should be a correlation between income and expense for the period.
2. To enable a true and fair view of assets in the business:  If revenue expenditure are classified as capital expenditure it will lead to overstatement of assets and conversely if  capital expenditure are treated as revenue , it will lead to understatement of assets.
3.  To show correct financial results : If revenue expenditure are classified as capital expenditure it will lead to overstatement of profits and conversely if  capital expenditure are treated as revenue , it will lead to understatement of profits..

Capital and Revenue receipts
Capital and Revenue loss
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Fixed assets and Depreciation
Session objective : To understand the basic concept of accounting for acquisition and disposal of fixed assets and depreciation of fixed assets.

Introduction
Fixed Assets are investments by an organisation in assets. It is a major source of future cash flows. Hence fixed assets have to be accounted for appropriately for the following reasons :

· To give accurate information about the fixed assets to all parties who are interested in the activities of the organisation i.e. shareholders, creditors, regulatory bodies, management etc.

· To account for acquisition, use and disposal of the assets 

Fixed assets may be tangible as well as intangible. Accounting for fixed assets involves the following :

1. At what cost should an asset be recorded in books ?

2. How should use of assets be recorded?

3. How the sale, disposal, retirement of asset should be recorded ?



so that the assets in the Balance Sheet show a true and fair view.
Cost of acquisition of assets

Cost of asset purchased is the best basis for valuation because it can be accurately worked out and verified as compared to any other basis like market value or realisable value.

Cost includes the purchase price, duties and taxes on purchase, expenses directly attributable to bringing the asset into working condition. E.g stamp duty , registration fees in case of purchase of building or freight, installation charges etc. in case of plant and machinery etc.

Any expenditure which result in future benefits should be capitalised whereas any expenditure which do not improve the value of asset should not be capitalised

Hence custom duty paid on import of machinery is added to the cost of the asset whereas repair charges at the time of installation is not added to the cost of asset.
Borrowing costs
Cost of borrowings like interest, commitment charges etc. should be capitalised if it is directly attributable to the asset. It should be capitalised only upto the point of time the asset is ready for use. Thereafter such costs should be expensed out.

Basket purchases : If a group of assets are purchased for a lump sum , the cost should be allocated in the proportion of their fair market values. Such values are determined by professional valuers

Donated assets : Donated assets or assets purchased with Govt. grants should be shown at a nominal value because showing them at nil value ( cost of acquisition ) will not reflect the existence of assets.

Self generated assets : If an enterprise has constructed an asset internally , then it should be valued at the cost recorded in the books.
Cost efficiencies are not included in the cost of such assets
Intangible assets : Cost of intangible assets includes purchase cost, legal fees and other expenses incurred to acquire the asset. Intangible asset with no cost is not recorded in the books

Research and development costs : Research and development costs are generally charged as expenses because the amount of benefit and the period is generally uncertain. Intangible asset arising from R& D can be capitalised only if the technical feasibility of the R&D and the company’s ability to use and sell the asset is proved. Such information is generally given in the Directors Report. The companies are not comfortable with the idea of disclosing such information as it may become available to competitors whereas large investors are seeking more information about such efforts.
Computer Software costs


Expenditure incurred in research for a software or development of existing software should be expensed out.
However expenditure incurred in development of software like materials purchased, services used, remuneration of personnel involved in program design /coding etc. should be capitalised.

Revaluation of assets

Assets are shown in the balance Sheet at their historical cost. It is often argued that such values do not reflect the current worth of the assets . This is more so with land and buildings whose value may increase due to inflation. Hence many companies have adopted the practice of revaluing the assets to reflect their current market price.

Revaluation should be done for the entire class of assets or a systematic basis should be adopted for selective revaluation of assets.

The increase in the value of assets is credited to Revaluation reserve. Since such reserve is unrealised profit, it is  a capital reserve not available for distribution as dividend or for issue of bonus shares.
Depreciation

Fixed assets are used in business for a long period. Hence treating the cost as an expenditure or showing it at cost till it is sold will not show correct periodic income. 

Hence the cost should be allocated over the period for which benefit is received. Such allocation is called as depreciation.

Depreciation should be charged even if the market price of an asset appreciates because depreciation is a mode of allocation of cost of asset and not valuation of assets

Land has an infinite life and hence it is not depreciated. All other assets which has a limited useful life has to be depreciated.
Depreciation is based on 2 estimates :

1. Useful life of the asset

2. Expected salvage value of the asset

1. Hence depreciation = cost of the asset – salvage value

                                                             useful life

Methods of depreciation

1. Straight line method / original cost method 

2. Written Down value method / reducing balance method
Cost of the asset Rs. 500000  
Rate of depreciation : 20%

I Straight Line method
Year    Cost      Annual Depn.  Accumulated Depn.  Written down value

   1     500000       100000            100000                       400000

   2     500000       100000            200000                       300000

   3     500000       100000            300000                       200000

   4     500000       100000            400000                       100000

   5.    500000       100000            500000                            nil


II. Written Down value method
Year    Cost      Annual Depn.  Accumulated Depn.  Written down value

   1     500000       100000            100000                       400000

   2     500000        80000             180000                       320000 

   3     500000        64000             244000                       256000

   4     500000        51200             295200                       204800

   5.    500000        40960             336160                       163840

Other points

1. Depreciation is charged proportionately for the period in use. E.g. if an asset is purchased on 01.01.07 then for the accounting period 1.4.06 -31.3.07, depreciation is charged for 3 months i.e. 01.01.07 – 31.03.07
2.  If the estimated useful life is revised the depreciation amount is also revised for the remaining useful life of the asset.

3. If a enterprise feels it necessary to change the method of depreciation for better representation of assets then it can do so. Accounting standard requires that the change and its effect on net profit be disclosed in accounts.

4. Depreciation as per income tax rules are different from what is normally followed in accounts.

5.  in case of wasting assets (natural resources ) its depletion should be charged based on units extracted during a period
Disposal of assets

An asset at the end of its useful life may be scrapped or sold. On its disposal the cost and accumulated depreciation is removed from accounts and profit or loss on such disposal is recognised. An asset cannot be removed from books until it is disposed. It may happen that an asset is fully depreciated but still in use. Hence for control purposes the assets are kept in books at nil value.
Asset exchanged for other asset.
A Ltd. exchanges a motor car for a new model costing Rs 500000. The seller gives an allowance of Rs. 100000 for the old car. The book value of the motor car is 125000. 


Here the loss in exchange is 125000- 100000 = 25000


Cash paid to the seller is 500000-100000 = 400000

 The new car will be recorded at Rs.500000 and loss of Rs.25000 will be recognised

If the seller gives an allowance of Rs.150000 then the gain of Rs. 25000 will be reduced from the cost of the car

The new car will be recorded at Rs. 500000-25000 = 475000


Amortisation of intangible assets



The cost of intangible asset should be amortised or written off over the useful life if it is less than the legal life. Otherwise it should be written off during its legal life.
Internally generated intangible assets like goodwill / brand name etc. are not shown in balance Sheet though many companies feel that companies with huge  brand loyalty are not able to portray it in the Balance Sheet.
Impairment of assets

An asset is expected to give future benefits and accordingly it is recorded and depreciated over its useful life.

It may so happen that due to certain changed circumstances, the asset may no longer give expected benefit. Hence if the carrying cost of asset is less than the value recoverable in future then there is an impairment loss. Such assets should be written down to its recoverable value. 

If a firm is manufacturing floppy drives , then its plant and machinery used for that purpose will suffer impairment loss since the product will see obsolescence in near future.

\
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INVENTORY VALUATION

Session objectives 
To understand the principles and methods of valuation of inventory.
Introduction 

Inventories generally form one of the largest items in current assets of the companies.
Inventory valuation is crucial to income measurement and inventory management is crucial to financial management.
Meaning 

Inventories are assets 



a) held for sale in the ordinary course of business



b) in the process of production or manufacture

    

c) in the form of materials and supplies to be consumed in such 

     process of such production or manufacture.


Hence inventories refer to :


Finished goods inventory


Work in process inventory


Raw materials , stores and supplies

Inventory valuation and matching principle

According to Matching principle, the expenses during an accounting period should match the income earned during the accounting period.

Since goods are continuously bought and sold, the amount of inventories that should be carried forward to the next accounting period should be determined so that the current year’s revenue is matched with the current years cost of goods sold.


Cost of Goods sold = Opening stock +Purchases – Closing stock

Effect of errors in valuation of inventories.

If there is an error in valuation of inventory it will affect not only the current year’s profits but also the next years profit because the closing stock of current year is the opening stock of next year.
Valuation of inventories

As per generally accepted accounting principles, inventories should be valued at cost. Cost refers to cost of acquisition plus cost of conversion.

Raw materials, Stores, spare parts, consumables etc

= cost of acquisition i.e. purchase costs including duties and taxes, freight and other expenses directly related to such purchases. Similarly any discounts , rebates on such purchases should be reduced.

Finished goods in case of manufacturing concern =

cost of raw materials plus cost of conversion of raw materials into finished goods . It consists of direct expenses like labor costs as well as indirect manufacturing costs like power. Water , fuel, factory rent , factory insurance etc directly attributable to production / manufacturing. Indirect expenses like salaries, office expenses etc. are not included since they are period costs.

Work in process =

WIP is valued at cost as above depending upon the stage of completion of labor  and overheads which is determined by the production department.

Costing methods : Even though inventories are to be valued at cost , the cost also keeps on changing during the year. It may not be always possible or feasible to link the cots of purchase with the closing stock of goods on hand. The commonly used methods for valuation of inventory at cost are :


FIFO ( First In First Out ) : Here it is assumed that the stock received first is 
consumed/sold first. Hence the stock at hand at the end of the year is from the 
latest purchase.


In case of rising prices, this may lead to overvaluation of stocks and 
overstatement of profits and in case of falling prices this method leads to 
understatement of stock and profits.


LIFO ( Last In First Out ) : Here it is assumed that last units purchased are 
consumed /sold first .Hence the stock at hand at the end of the year is from the 
earliest purchases.


In case of falling prices, this may lead to overstatement of stock and profit and in 
case of rising prices this method leads to understatement of stock and profits.


Weighted Average Cost (WAC)  : here the average cost is applied i.e. after every 
purchase an average cost is computed from the cost of purchases and the cost of 
stock. This method tries to even out the effects of price fluctuations.


Specific Identification method : This method determines specific costs for each 
unit in stock. This method is suitable when the stock is not homogenous, less in 
quantity and high in value.


Which is the Best method for inventory valuation ???


Inventory valuation affects the profit and loss account as well as the balance Sheet


FIFO – more realistic inventory value but unrealistic profit 


LIFO -  more realistic profit but outdated inventory value 


WAC -  the average of the two


Accounting Standard does not allow the use of LIFO. Under Income Tax law any 
method may be adopted  but it should be followed consistently.

Cost or Net Realisable value whichever is lower :

Though generally the inventories are valued at cost, sometimes it may be prudent to value it below cost. When the inventory has suffered a reduction in value due to damage , deterioration, reduction in selling prices, obsolescence then such loss is recognised by valuing inventory at the lower of cost or net realisable value. Such method may be applied to all items of inventory or similar group of items.


Principle of conservatism and inventory valuation

Principle of consistency and inventory valuation : If the method of inventory valuation is changed from year to year , the results for two periods becomes incomparable. It will affect the true and fair view of the financial statements. However if a change in method is necessary for better presentation of financial results, it can do so. Hence it is very important to understand a company’s policy of inventory valuation while interpreting the financial results.

Physical verification of stocks

Although records are maintained for the movement of stock enabling valuation of stock at the end of the accounting period, it is very much necessary to physically verify the existence of stock at the end of the accounting period.

For better internal control, PV of stocks is generally done by the staff who are not maintaining inventory. The actual stock is verified with book stock and differences analysed. Shortage in stock may be an indicator to stock pilferage or theft. Auditors also insist on PV of high value stock and random checks of low value stocks every year. 

Adjustment of certain stocks

1. Goods in transit = Goods in transit must be included in stock if it legally belongs to the company.

2. Goods sent on approval basis = Goods sent on approval basis must be included in stock if the customer has not yet approved the same.

3. Goods sent on consignment basis = sometimes goods are sent on consignment basis to an agent, who sells the goods for a commission. In such cases even though the goods may be lying with the agent but legally they belong to the company. Hence they should be included in the stock.

Perpetual Inventory system

Unlike periodic inventory system where inventory is determined at the end of the accounting period, perpetual inventory system refers to continuous valuation of inventories. Here a continuous record of all purchases and sales is maintained . Today since it is relatively easy to record huge number of transactions electronically , most of the companies have perpetual inventory system.

It is helpful to the company to assess the movement of stock and also to avoid the situation of overstocking or under stocking. It is also a tool for inventory control and management. 

Identification of old , non-moving and obsolete stock

To ensure that stocks reflect assets having realisable value , old , non-moving and obsolete stocks should be identified and scrapped periodically and such loss must be recognised in the financial statements.

Inventory control and management
For every company it is a challenge to maintain optimum inventory levels. There should not be shortages since it may disrupt production or the company may not be able to meet the demand. Excessive stocking is also undesirable since investment in inventories blocks up funds. Inventory turnover ratio is a tool to measure the efficiency of inventory control.


Inventory turnover ratio =  cost of goods sold 





           Average stock


Inventory holding period( in months ) =  12/inventory turnover ratio


A low inventory holding period or a high turnover ratio indicates an efficient inventory management since it indicates rapid movement of stocks.

Stock reconciliation

Stock is taken at the end of the accounting period. If due to any reasons, stock is taken either before or after the accounting period, then such stock has to be adjusted with the relevant transactions of purchases and sales to arrive at the stock at the end of the accounting year. Such a computation is referred to as stock reconciliation.
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Profit and Loss Account

Session objective :  To understand various accounts in a Profit & Loss A/c , their effect  on financial position and cash flows along with treatment of specific transactions like bad debts, losses, income tax adjustment entries 
Introduction
Profit & Loss account as a part of financial statements gives information about the profitability of the company, its future prospects and its ability to generate cash flows. It  summarises the effect of business  activities undertaken by the company during the period and shows the revenue generated, expenses incurred to generate the revenue, interest paid on outside funds, income tax liability, dividend paid  to the shareholders and amount transferred to reserves. 

It is important to understand the principles followed in accounting of income and expenses for a proper analysis of Profit & Loss Account.
Revenue recognition 
General principles
Revenue is the income which arises from the ordinary activities of the business. It may be due to sale of goods or services or allowing other entities to use the company’s resources. It may be called as sales, fees, royalty, dividends, interest etc

E.g 
a) ABC Ltd. Receives a grant of Rs.400000 for cleaning the land in the vicinity of its factory. The work may take two years. How should the revenue be recognised.
b) ABC Ltd. receives a subsidy of Rs.100 per kg of fertiliser. During the year 2005-06 it sold 500 kgs of fertilisers. However the subsidy was received in Dec’06. Should it recognise subsidy as revenue for the year 2005-06 ?
c) If the grant is to be refunded, then how should be it adjusted in records.
Accounts in a Profit & Loss Account
1. Income Accounts 

Income Accounts depicts the total quantum of income generated during the period. This is also called the top line of the Profit & loss A/c. This is the first indicator of the size of operations of the company. Top line of a company has a direct impact on the bottom line i.e. Net profit . Generally it is believed that profits are directly proportional to the income of the company.

Income Accounts comprises of Sale of goods / services, commission , brokerage , profit on sale of assets, interest, dividends , and royalties.

ICAI has issued AS-9 on Revenue Recognition which deals with the principles governing the recognition of revenue w.r.t time and amount. 
1. If an inflow of receipt also involves recognition of a corresponding liability, then it is not revenue e.g  sales tax from customers.

2. If the consideration is received in cash, then it can be recorded at that amount

3. When goods or services are exchanged for similar goods and services there is no revenue

e.g Networking Ltd. provides advertising services on internet. They enter into an agreement with Clubwell Ltd. An entertainment club wherein Networking Ltd. will advertise the programs of the club and Clubwell will advertise the services of networking Ltd in its newsletters to members. How should both companies recognise revenue.

4. In case of sale of goods revenue can be recognised if significant risks and rewards are transferred to the buyer

E.g ABC Ltd. Sold machinery costing Rs.10.00 lacs to XYZ Ltd. As per the contract, the machinery has to be installed and commissioned by ABC Ltd.

5. In case of sale on approval basis, revenue should be recognised only when the customer has approved the same or reasonable period has elapsed

6. In case of hire purchase/ instalment sales, sale price ( excluding interest ) should be recognised as revenue

7. In case of services, revenue should be recognised to the extent of services completed. 

e.g a) revenue from arranging plays / performances should be recognised when the event is over

b) Subscription fees should be proportionately recognised over the period of subscription when the service is provided

8. Royalties should be recognised over the period of agreement.

9. Term fees should be recognised over the term period.

10. Membership fees can be recognised as revenue on receipt but if such fees entitle the members some services, it should be recognised w.r.t timing and value of services provided

11. Government grants if revenue in nature should be recognised over the period necessary to match them with related costs. If it is received for some expense or losses already incurred then it should be recognised when it becomes receivable.

12. If a grant is received in kind then fair market value of both grant and asset should be considered. The income should be deferred over the life of the asset.
Expenditure Accounts
1 Purchase of goods / raw materials – For a manufacturing concern, this will depict 
the amount of raw materials, packing materials , consumables etc purchased for 
manufacturing finished goods. For a trading concern , it will show the amount of 
goods purchased . As per the requirements of Schedule VI Part II , notes to 
accounts must disclose :

· quantitative details of various raw materials ( imported and  indigenous ) and other goods.

· CIF value of imports


This expenditure being one of the largest components of expenses has a direct 
bearing on the profits of the company.

2. 
Manufacturing and other expenses – This includes all the accounts related to 
manufacturing, administrative and selling expenses like Salaries, wages & bonus, 
maintenance and repairs, rates and taxes, freight and transport, staff welfare 
expenses , advertising and sales promotion. This indicates what proportion of 
revenue is spent on each of these expenses. 
Certain typical adjustment entries
1. Goods distributed as free samples :Since the company is not recovering the cost of such goods , it is considered as a business expenditure as sales promotion expenses – P/L A/c debit  However since the goods are used it should also be credited in Trading A/c as ‘Goods distributed as free samples’

2. Loss of goods :  It is recognized as a loss in Profit and Loss A/c and Also the cost of the goods is credited to Trading A/c as Goods lost by Fire /Theft etc. 

Any normal loss or expected loss is not recognized or recorded in the books e.g loss of goods due to spillage, evaporation, handling  or production loss .

3. Bad debts : Bad debts are recognized as a loss in P/L Account and it is also reduced from the amount of debtors since that debt is no longer recoverable.

4. Provision for doubtful debts : Such a provision is created when the enterprise                                          regularly incurs bad debts. Such a provision is created by debiting P/L Account.

Subsequently  if  bad debts arise , rather than recognizing it as a loss, it is adjusted against the provision already created.

5. Income Tax  Adjustment Entries
There are basically 3 Accounts related to tax 

a)Advance Tax paid : Income earned during the year ( previous year /financial year ) is taxed in the next year ( Assessment Year ). However for assesses having a tax liability of more than Rs.5000 has to pay tax in the current year itself which is known as advance tax. It is treated as a current asset . Entry :

Advance Tax A/c Dr


To Bank

b)Tax Deducted at source (TDS) : There are certain payments which are subject to TDS provisions . If the company receives any such income then TDS will be deducted from the same. E.g  The company receives debenture interest of Rs.10000 which attracts TDS of 10% then entry will be:



Bank A/c Dr.           9000
            TDS A/c  Dr.           1000
                    To Debenture Interest A/c       10000

TDS is also treated as a Current Asset

c) Provision for tax :  At the end of the year the company has to provide for the tax on income. Since liability is not determined on 31st March, a provision is made as under:



P/L A/c   Dr.

                             To  Provision for tax A/c

Provision for tax is treated as a current liability

Once the assessment is over and the actual tax liability is known, adjustment entry is to be passed :

a) To adjust the shortfall or excess provision for tax  in relation to the assessed tax

P/L Adjustment A/c Dr.



Provision for tax A/c Dr.


To Provision for Tax          or                              To P/L Adjustment A/c 

b) If advance tax and TDS is less than assessed tax then there is a tax liability to be paid and if advance tax and TDS is more than assessed tax then there would be a refund due

Provision for tax A/c Dr.



Provision for Tax A/c Dr


To Advance Tax                                             IT Refund A/c            Dr.


To TDS



or                To   Advance Tax


To Tax Payable



        To   TDS

Entries for transactions in foreign Exchange
When there are any transactions in foreign exchange then any difference arising due to fluctuations in foreign currency at the time of settlement should be recognized in the books as an income or a loss. Also refer Accounting Standard

e.g If a company has exported goods for USD 5000 at exchange rate 1USD = Rs.40 on 10.01.06 and receives payment of USD 5000 on 20.01.06 when the exchange rate is 1USD = Rs.42 then the entries will be as under :

a) 10.01.06               Party A/c Dr              200000 (5000* 40)  


                             To Sales                 200000

b) 20.01.06             Bank A/c  Dr            210000  ( 5000* 42)

                                       To Party A/c          200000

                                        To Foreign Exchange Gain  10000
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Understanding Balance Sheet
Session objectives : To understand the  nature of assets and liabilities of a company 
and their disclosure in Balance Sheet
Introduction

Balance Sheet  shows the financial position of a company as on  a particular date . It depicts the status of its assets and liabilities. It is hence very important to understand the accounts covered in the balance sheet and their inter relationship assets and liabilities have an impact on the financial position of the company and its cash flows. 
Assets

Assets are broadly classified into fixed assets and current assets

Fixed Assets are held by the enterprise for use in the production or supply of goods and services. Fixed assets are also called as long term assets Fixed assets provides facilities to produce and deliver goods and services. They are generally held by the business for a long time. Fixed assets can further be classified into tangible fixed assets and intangible fixed assets.
Tangible fixed assets : Assets which has a physical existence viz Plant & Machinery, Buildings, Motor vehicles, Equipments etc.
Natural resources like oilwells, mines and forests are also fixed assets and they are treated as a category by itself due to their special nature.
Land is classified as a separate category for one major reason: land is not a subject to depreciation or depletion. Land is considered Land is considered to have an infinite life
Intangible fixed assets have no physical existence they represent legal rights or economic benefits enjoyed by the company.viz patents, trademark, goodwill, franchisee rights etc.

Specifically identifiable intangible assets can be acquired individually. They include patent, trademarks, copyrights, etc. A business can simply buy them. 
Goodwill represents the second group of intangible assets. This kind of assets can be received by a company only by purchasing another company with a good reputation, established clientele, or other features that provide an above-average profit potential.
Investments  refer to investments in the shares, securities , debentures etc. not directly contributing to the operation of the business. Investments may be made by the company for a short term in securities to earn some income. Such investments can also be called as marketable investments and can be considered as current assets. A company may also make investments for a long period out of the surplus funds to obtain trade benefits. Such investments are called as trade investments

Investment property is the property i.e. land or a building  held for earning rent and capital appreciation
Current Assets :Such assets have the following characteristics:
- It is held for sale in the ordinary course of the business.
- It is expected to be realised in the normal operating cycle
- It is cash or cash equivalent

Operating cycle is the time period within which an enterprise expects to recover its cash invested in its operating activity. For a manufacturing concern, it may begin with the purchase of raw materials for production and end when it realizes the dues from its customers. Operating cycles in many enterprises may not be well defined e.g construction business. Hence for all practical purposes , 12 months is taken as the criteria for classifying an asset into current and non current.
Examples of current assets

1. Cash
2. Cash Equivalents – treasury bills, equity shares held as investments
3. Debtors

4. Deposits – only which are realisable within 12 months

5. Loans and Advances – staff advances, advances to suppliers if they are expected to be realized within 12 months
6. Inventories i.e. stock of raw materials , finished goods , work-in-process etc.
Fictitious Assets are in fact expenses but they provide no future economic benefit and since they are not directly related to operating activities , they are written off to P/L Account over a period of time viz. Miscellaneous expenditure like preliminary expenses,  profit and loss a/c dr balance.
LIABILITIES
Liabilities are those obligations which has to be paid in future. They may be due to present or past transactions. All expected future payments are not liabilities. Liabilities must arise from a completed transaction.

e.g If a company has entered into a 3 year contract to supply goods, the liability needs to be recorded only when the goods are supplied
 Liabilities may be classified as under :
Long term liabilities are those liabilities which are not due in a period of 12 months. They are generally incurred to meet the financing needs of the enterprises. Long term liabilities may be secured or unsecured.

Secured liabilities are those liabilities which are secured by a hypothecation or mortgage of some assets.e.g

1. Debentures are an important form of long term borrowing of a company. A debenture issue consists of a large number of debentures i.e.  a debenture issue of Rs. 1000000may comprise of 100000 debentures of Rs 100 each. Hence many investors can participate in the issue. Debentures are different from shares in the sense that company promises through a legal document to pay the principal amount after a specified period as well as the interest (coupon rate ) at a specified rate. All the rights and obligation of the debenture holder and the company is given in the Debenture Trust Deed which is a legal document. The company also appoints a trustee  normally a bank to ensure the deed.
In order to ensure that sufficient funds are available to pay the maturity value , the deed often requires the company to make cash deposits into a Reserve called as Debenture Redemption Reserve or Fund. The fund is invested by the trustee in income earning securities. When the debentures become due the investments are sold and the proceeds are used to repay the debenture holders.

Interest paid to debenture holders is allowed as an expense to the company
Issue of debentures at par, discount premium 
When debentures are issued at a price equal to the face value , it is issued at par
When debentures are issued at a price lower than the face value it is said to be issued at a discount . This is done to attract investment when the coupon rate of is lower than the market rate of interest 
However when the issue price is more than the face value it is said to be issued at a premium. This is done  if coupon rate is more than the market rate of interest.

e.g X Ltd. issues debenture  of face value Rs. 100 as under

Issue price Rs. 100  - at par

Issue price Rs.95    - at discount


Issue price Rs.105  - at premium


Types of debentures 
Registered Debentures wherein the name of the investor is recorded in the Register of the company. The name also appears on the debenture certificate. Interest are paid by cheque to the currently registered owners

Bearer Debentures are payable to those who  hold them . Here the company does not maintain a register for debenture holders. Interest are paid to the holder of the coupons which are attached to the debenture certificate.

Convertible debentures are the debentures which are convertible into shares at the debenture holder’s option at a stipulated conversion.

Callable bonds  are debentures which gives the company a right to redeem the debentures before the maturity date.

Zero coupon bonds are the debentures without any periodic interest payments. They are issued at a discount and redeemed at par.

2. Mortgages payable : this refers to long term loans taken from banks, financial institutions secured by the company’s specific immovable assets

In Conditional mortgage the legal title of the property is transferred to the lender for the duration of the loan 

In equitable mortgage the title deed are deposited with the lender for the duration of the loan

3. Leases : A lease is an agreement where the lessor ( owner of the asset ) agrees to transfer the right to use the asset to the lessee ( user of the asset ) for a rent ( lease rent ). In such an arrangement , the lessee gets to use the asset without having to purchase the asset.
In operating lease,  the risks and rewards of  ownership of assets remains with the lessor. The lessee records the rent payments as expenses.

In financial lease the risks and rewards of  ownership of assets is transferred to the lessee. As per AS on lease accounting, such an asset is capitalized in the books of the lessee and he can claim depreciation on the same. At the same time the liability is also recognized at the present value of all future lease rentals.

4. Retirement benefits like pension, gratuity etc. are also long term liabilities. Since determining the amount is complex , it is normally referred to an actuary who values the company’s liability.

5.
Deferred tax liability . Tax liability caused due to temporary differences in computing accounting profit and profit as per income tax is called as deferred tax liability. AS 22 requires the accounting of tax effects of temporary differences.

Current liabilities are those liabilities which are due in a period of 12 months. Such liabilities may be definite i.e. obligations which can be determined correctly e.g  creditors, bills payable, sales tax payable, outstanding liabilities, interest accrues not due . Current liabilities my also be estimated due to the fact that the amount may not be determined precisely and hence a reasonable estimate is made e.g income tax, product warranties, dividend payable. Such liabilities are also called provisions.
Contingent liabilities  are potential liabilities. The outcome of a particular future uncertain event. will determine whether it is a liability or not. If the outcome of the event to the amount of loss cannot be reasonably estimated then it is not recorded as a liability but disclosed as a note in the financial statements 

e.g  Bills discounted not matured, legal case pending against the company, tax liabilities disputed by the company etc.
Off Balance Sheet Financing 
Off Balance Sheet items are those items which indicate a source of finance not forming part of the Balance Sheet . In other words the financing is not evident on the face of the  Balance Sheet. Examples :
1. Sale and Repurchase : In this transaction, the company sells inventory and agrees to repurchase it at a later date . The price at which the product is repurchased is selling price + interest cost+ holding cost . This is in effect a financing transaction since the seller is only transferring a part of the inventory to another party for certain period of time. In India there are no stringent rules for disallowing the recording of such transaction as sales.

2. Transfer of debts with recourse :  In this transaction, debtors are transferred to a factor ( e.g finance company ) for a price . The factor agrees to collect the receivables. However in the event of  purchaser not being able to recover the debts, the seller promises to pay the amount. In substance such a transaction is a mode of financing. 

3. Derivative instruments : Instruments like futures, options, currency swaps are used by the companies to protect themselves from the risks associated with the price changes / exchange rate changes. Many companies especially banks, financial institutions have entered into such contracts.  

Session 8        

Corporate Financial Reporting in India
Session objective : To understand the basic framework and contents of annual report of  a company.
Introduction 
An annual report is a document which a company presents in its Annual General Meeting for approval by its shareholders. It is intended to give the owners information about the performance of the company during the financial year.

It is a document which can provide key insight into the affairs of the company if read and understood properly .
Hence it is very imperative that annual reports be understood properly so as to enable the user to take right decision on any aspect of the company.

The details provided in the report are of use to investors in gaining an understanding of the company's financial position and future direction.
Analyzing the figures and checking them will help uncover operations that are beginning to falter, or zero in on struggling enterprises that are turning around. 

The financial statements and their accompanying notes explain a company's financial performance and recent financial history. 



Annual Reports helps a financial analyst to evaluate a company's overall performance, identify strengths and weaknesses, anticipate future successes or problems, and ultimately help them decide if the company is a good investment opportunity.

   Contents of an Annual Report


1. Directors Report


2. Auditors Report


3. Corporate Governance Report


4. Financial Statements 

Balance Sheet

Profit and Loss Account

Annexure to above

Notes to Accounts

5. Cash Flow Statement

6. Balance Sheet Abstract and general business profile

Directors Report

-Current industrial and economic scenario in which the company is operating

-Financial performance of the company for the year

-Dividend declared for the year

-Expansion plans and future growth prospects

-Note on corporate social responsibility

-Report on energy conservation/technical absorption

-Employee particulars as an  Annexure

The above information throws light on the company’s vision, philosophy, future plans.

Corporate Governance Report

This is a compliance report on corporate governance adopted by the company.
This report gives information regarding the composition of Board of Directors , existence of audit committee, grievances committee etc.
This report helps the user to gauge the level of transparency in which the company operates.

Auditors Report

The statutory auditors report assures the shareholders that the financial statements reflect the true and fair state of affairs of the company and all relevant regulations, accounting principles in so far as it concerns the preparation of financial statements has been adhered to.

It is important to note any qualifications made by the auditor in the report.

CARO Report is an annexure to the auditor’s report where the auditor has to comment on certain matters related to systems, policies and methods followed  by the company while recording the transactions. This report is also very relevant because it comments on certain issues like:

- Default in payment of dues to financial institutions / debenture holders

- whether term loans were applied for the purpose for which it was procured.

These comments can highlight the liquidity position of the company

Financial Statements
The most important part of any annual report are the financial statements .The financial statements and the accompanying notes explain a company’s financial performance. 

Analysing the financial statements can help the user evaluate the company’s overall performance, identify its strengths and weaknesses and anticipate future problems

Also it brings to light operations which may be loss making or identify struggling enterprises that are turning around. 

The objective of financial analysis may differ from user to user. For the management it is not only to plan its future strategies  but also to find answers to all the queries raised by  investors, employees, regulators, general public and maybe even the media. Management studies financial statements to know :


-  Performance of the company in relation to Management goals as well as 


   industrial standards 


- Operations which are profitable and which are not


-  Future plan of action

Balance Sheet

Sources of fund :

It contains data about the amount of share capital. Reserves & Surplus, Borrowed funds and the quantum of deferred tax liability

The capital mix enables the user to gauge the company’s leverage and also the quantum fixed cash outflow in the form of interest payments. At this point it is necessary to compare the company’s average rate of return with that of the interest rates.

Also note any contingent liability pertaining to the company.

Application of funds

Fixed Assets The user can know about of capitalisation in fixed assets. Also see the profile of fixed assets i.e. land, buildings, plant and machinery etc., additions during the year, sales during the year

Investments – Marketable investments, other investments, investments in subsidiaries etc. This gives an indication regarding the movement of funds.

Current Assets , Loans and Advances : These items are indicators about the operational efficiency of the company. The movement of stock, receivable management , recovery of short term loans etc.
INCOME STATEMENT

Income statement is an indicator about the bottom line of the company. The operational efficiency of the company’s business activities is reflected in this statement


Contents to note


Gross Profit 


Manufacturing and other expenses


Non operating incomes and expenses


Transfers to reserves


Dividend proposed


Provisions made for any liability including tax

Notes to Accounts

Notes to accounts contains very pertinent information  about the accounting principles and policies followed by the management in respect of depreciation , stock valuation, retirement benefits, contingent liabilities

This becomes more important when the company changes the method of accounting or policy for a specific transaction. The effect of such transactions on the net profit of the company has to be looked into.
Cash Flow statement

CFS is a very important statement while analysing a company. It gives the movement of cash during the year i.e. sources from which cash has come in (inflows) and how it has been spent (outflows ).


Is cash flow statement a summary of cash book ?


Components of CFS


Cash flows from operating activities


Cash flows from investing activities


Cash flows from financing activities


The inflows and outflows of cash highlights :

Ability to generate cash flows from its core business

Ability to generate income from investing activities

Dependence on external financing

Effective implementation of financial strategies
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Financial Statement Analysis
Session objectives : To understand and apply tools and techniques for financial statement analysis

Introduction 
The basic objective of financial reporting is to provide information to various users to facilitate decision making. Financial Statements provides information about the financial position, performance of the company and future growth outlook of the company. There are various techniques and tools for analyzing and interpreting the information. 
Tools of Financial statement analysis

1.Common size statements 

In common size statements the figures in the financial statement are represented as a percentage of the total figure. for  e.g   each item on the asset side of Balance sheet may be expressed as a percentage of total assets and each item on the liability side of Balance Sheet may be expressed as a percentage of total liabilities.
for comparing the performance of the company with other companies or with that of earlier years.
2. Trend Analysis  
Here analysis of financial statement is done ( absolute or percentage ) for a longer period say 3 – 10 . A base year figure is taken at nil or1 and figures in succeeding years are appropriately restated. A trend is identified for further review

3.Ratio Analysis : A very valuable tool for analysis. It can indicate areas of potential strength or weakness.
 It may be noted that ratios have to be used very carefully. Ratios in isolation may not be very effective. Relevant figures should be compared. Each ratio should be read keeping in mind the industrial and economic environment

Categories

1.Solvency (Liquidity ratios) : - The ability of the company to meet its day to day expenses and pay their suppliers in time indicates its liquidity. This is studied by analyzing the structure and movement of its current assets and current liabilities. Such ratios are called as liquidity ratios.

· Current ratio, Liquid ratio, Debtors collection period, Creditors payment period and Inventory holding period
2.Profitability ratios : The profitability of the company in relation to its sales and proportion of various expenses to sales are studied using profitability ratios. Such ratios indicate  the movement of profit margins and the pressure of various expenses on profit margin.

· GP ratio, NP ratio, Operating profit ratio, Expense ratio
3.Efficiency ( Turnover ratios ) : Efficiency ratios indicates the efficiency with which assets are utilized to generate income. It throws light on the efficiency of resource utilization which has a direct bearing on the returns available to equity shareholders., 
· Fixed Asset turnover ratio , Net Worth Turnover ratio Debtors turnover ratio, Creditors turnover ratio
4.ROI ratios : Maximisation of returns is the basic objective of a company. It is the measure of the overall performance of the company’s management. These ratios measure the extent of return the company has earned on its investment.

· Return on investment, Return on equity, Earnings per Share
5.Structural ratios ( Leverage ratios ) : Structural ratios are used to analyse the effect of a company’s capital structure on the returns available to shareholders and also the extent of assets financed through borrowed funds. It helps an analyst to assess the credit worthiness of the company.

· Debt equity ratio, Debt service coverage ratio, Interest cover 
6.Market ratios ( Valuation ratios ) : These ratios indicates markets response to a company’s equity share. It reflects an investor’s perception of a company. These ratios help an analyst to make  a decision as to buy or sell a security.

· Price earning ratio., Dividend payout ratio, Market price to NAV, Yield to investors
Funds Flow Statement
Balance Sheet is  a statement showing the financial position of a business at any particular day . It does not reveal the changes that has taken place in the position of assets and liabilities over a certain period. For this it is necessary to compare two balance sheets and analyse the change . Financial position does not change only on account of profit, it also depends upon the utilization of available funds

Funds flow statement shows the sources from which funds are generated and how it has been utilized. FFS is also called as statement of changes in financial position. It helps to understand the changes in assets as well as sources. The management can also find out the uses of loans raised . It indicates the financial strength of and weakness of the business. For a business the sources of funds may be :

1. Funds from operations

2. Issue of share capital

3. Issue of debentures

4. Raising of loans

5. Sale of investment

6. Sale of fixed assets

7. Dividend /Interest received

8. Decrease in working capital*

Such funds may be applied as under :

1. Loss form operations

2. Purchase of asset

3. Redemption of debentures

4. Payment of  dividend

5. Payment of tax

6. Repayment of loans

7. Increase in working capital*

FFO = Net profit +/- non-cash items in P& L A/c +/-  Non operating income and expenses

*Separate statement is prepared to arrive at these figures

Cash Flow statement

Cash flow statement is a statement depicting the change in cash position from one period to other. It is a summary of cash inflows and cash outflows due to any business activity. This statement highlights the liquidity of the company.

If the cash balance at the beginning of the year was Rs.20000 and the balance at the end of the year is Rs. 30000 it indicates that there is a net cash inflow of Rs.10000. The CFS helps to analyse this movement. A projected CFS helps the management to know the cash that will be available to them.

The statement is divided into 3 parts :

I   Cash flow from operating activities – Net profit after adjusting non-cash items in P/L A/c + Decrease in Working capital-Increase in working capital

II  Cash flow from investing activities -  Cash inflows from sale of assets/investments/ dividends /interest received – Cash outflow from purchase of assets /investments.

III Cash flow from financing activities : Cash inflow from issue of shares/ debentures/ raising of loans  - Cash outflows  from redemption of shares / repayment of loans/ payment of dividend
Free cash flow statement : Analyst prefer free cash flow statement to traditional cash flow statement. Free cash flow (FCF) represents the cash that a company is able to generate after incurring expenditure on capital assets. Free cash flow is important because it allows a company to increase shareholder value. It indicates the available to shareholders.
Cash flow from operation + Amortisation – changes in working capital – capital expenditure
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Inflation Accounting

Session objectives : To understand the need of inflation accounting and the methods of inflation accounting.
Introduction 
The basic purpose of preparing financial statements is to present a true and fair view of the operating results and financial position of the business. The Profit & Loss A/c should show the true profits for the period of accounting and Balance Sheet should show the true position of assets and liabilities at the end of the accounting period.

In India the financial statements are prepared in rupees. The value of rupee does not remain stable due to inflation or deflation. When financial accounts are prepared on historical cost basis, do not reflect the price level changes. This may lead to distortion of financial results. This need has resulted in the emergence of price level accounting. PLA is a technique of accounting where financial statements are restated to reflect current price levels.

Inflation accounting is a system of accounting where there is a built in mechanism to report transactions at current cost. Inflation accounting represents the cost prevailing on the date of reporting.

There should be a system whereby all the elements in the financial statements are recorded at current cost rather than selecting certain items and converting them into current cost.

Limitation of conventional financial statements
1. It  does not disclose the current value of the business

2. Transaction which are non comparable are considered together.

3. It does not provide for replacement at current price levels.

4. The operating profits shown by conventional accounts may not be entirely due to operating efficiency. It may include holding profits also.

Though a effective and acceptable method of inflation accounting is still not developed but there are techniques with the help of which enterprises are restating their financial statements. The commonly accepted method of accounting for price level changes are :

1. Current Purchasing Power  ( CPP / GPP ) Method

2. Current cost accounting method ( CCA) Method

3. Hybrid method 

I. CCA method  : In this method figure stated in the financial statements are converted into figures at current purchasing price.         

Conversion factor =  Price index at the time of conversion




    Price index at the date of transaction

The figures in the financial statements are classified into monetary and non monetary items. Monetary items are those items whose amounts are fixed by contract. The changes in price levels do not have any effect on such items e.g cash, debtors, creditors, loans , outstanding expenses etc. Monetary items need not be converted since they are already stated at current price levels . If a debtor is created on 1.1.2005 for Rs.1000 and he repays Rs.1000 on 31.12.2005 price index being 100 and 150 respectively. The debtor should have paid  1000* 150 =  1500
                                                                                                                           100   

Thus there is a loss of Rs.500 due to inflation. Such gain/loss in case of monetary items are determined and shown separately in the income statement to arrive at the total profit or loss.

Non monetary items are those items which are held by the company as assets or liabilities like buildings, inventories etc.. Such item are to be restated at the current price level. Equity share capital is treated as non-monetary item.

The difference in Balance Sheet is treated as reserve.
Hence under CPP method :

a) Monetary items are not restated but Gain/loss on monetary items is determined

b) Non monetary items are restated at current price levels 

c) Gain/loss on monetary items is adjusted in Profit /loss A/c

d) Any difference in Balance Sheet is shown as reserves.
Criticisms against CPP

1. The selection of price index is not easy. There are different price indices

2. The price level selected is general price level and not for the individual items.

II
Current Cost Accounting method
As per this method , each item of the financial statements are restated at its current value. Assets are shown  at the current costs. The profits are computed on the basis of what the cost would have been at the date of sale rather than the actual cost.

e.g If a product costing Rs.8 is valued at Rs.10/- on the date of sale and the sale price is Rs.12 , then profit will be taken as Rs. 12- Rs.10 = Rs.2 and not  Rs.12 – Rs 8 = Rs.4.

Under this method adequate provision is made for the operating assets of the business viz – fixed assets, stock, net monetary working capital ( Debtors – Creditors ). These are shown at current cost which may be higher or lower than the historical cost. The difference is charged to Current Cost Accounting Reserve / Monetary Working Capital Adjustment.

CCA method is preferred by accountants since it measures the real profit or loss for the accounting year.  This technique can be built in into the accounting system and financial statements can be regularly prepared on CCA basis.

Criticisms
1. Depreciation under CCA method is provided on the current value of the assets. They may not be adequate to provide for the replacement of all types of assets.

2. There is subjectivity in adopting the current value of the assets depending upon the discretion and personal judgement of the managers.

3. This method does not take into account the change in value of borrowed funds.

III 
Hybrid method
Under this method both the CPP and CCA method are adopted. Fixed Assets and stock are valued as per CPP method and monetary items are valued as per CCA method. This is done to ensure that advantages of both the method are obtained. However it is practically very difficult to operate. It will take some time to create a well defined procedures and methods for the above method.
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Overview of internal and external audit
Session objectives : To understand the importance of auditing , types of audit and regulatory framework of audit

Introduction
Auditing is a systematic and independent examination of data, statements, records, operations and performance of an enterprise for a stated purpose. In a broad sense auditing covers financial as well as non financial areas. 

However traditionally audit was associated with financial statements and operations.

 Need for auditing 
Can the owners believe the report prepared by managers

The report may :

a. contain errors.
b. not disclose fraud.
c. be inadvertently misleading. 

d. be deliberately misleading.
e. fail to disclose relevant information

f. fail to conform to regulations.
Financial statements are ordinarily prepared by the Management and presented annually. The information is used by wide range of persons viz: shareholders, banks, financial institutions, tax authorities, Govt. bodies, creditors etc. Most of these people rely on financial statements as they may not have access to their specific information needs. Thus financial statements needs to be prepared after ensuring that :

a) It is prepared using the generally accepted accounting principles

b) The provisions of Companies Act w.r.t the same has been adhered to

c) The provisions of Income Tax Act has been looked into

d) The statements are prepared  in accordance with the Accounting Standards issued by ICAI.

Thus when the financial statements are audited by an independent person , the opinion expressed by the auditor helps to establish a credibility to the statements. The purpose is to make an independent assessment based on management's representation of their financial condition through their financial statements). Another purpose of the audit is to ensure the operating effectiveness of the internal accounting system is in accordance with approved and accepted accounting standards and regulations. It also evaluates the internal controls to determine if conformance will continue, and recommends necessary changes in policies, procedures or controls. 

Thus audit is an important part of management.
Scope of audit

The scope of audit is determined by terms of agreement between the auditor and the client. If the audit is governed by a statute then the scope will  depend on requirements of the statute. In case of a financial audit the auditor has to ensure that financial statements are prepared  from reliable accounting data. He also has to ensure the integrity of accounting systems and that the internal controls are in place. He has to verify the underlying data and the accounting principles and policies adopted by the management while preparing the financial data.

It is basically the responsibility of the management to :

-prepare financial statement, 

-develop adequate internal controls 

-select appropriate policies and 

-adopt generally accepted accounting principles 

-safeguard the assets of the organization.

The auditor is entitled to rely on the internal controls established by the Management. However in discharging his duties, the auditor has to exercise due care and professional skill in forming an opinion about the financial statements.

It is generally felt that the primary object of audit is to detect frauds and errors. However detection of errors and frauds is only a subsidiary object of audit. The auditor’s duty ( statutory ) is to form an opinion  about the true and fair nature of the financial statements after examining the underlying records In the course of such examination, frauds and errors may be revealed. It may however be noted that regular audit puts a moral check on the management and helps in prevention of major frauds.

In today’s times the scope of an auditor has increased with the increase in the number of services and types of audits.
Types of audit

1.Statutory audit : The Company’s Act provides for audit of companies. Such audit has to be conducted by an independent auditor. The statutory  audit report forms a mandatory part of Corporate Annual Report

The scope of statutory audit  are governed by the provisions of the Act. In such audits the position of the auditor is clear and any restrictions on his work will be ultra vires. Provisions regarding appointment, removal, rights, duties, qualifications etc are laid down in the Act

2.Internal audit : Internal audit is conducted by the employees of the organization. It is basically an appraisal of the accounting system, internal controls, operating activities of the concern. Internal audit is not restricted to financial audit. It also includes operational audit to ensure that operating objectives, targets, desired controls are achieved. Its scope is much wider than statutory audit. Corporate managers are of the view that rather than doing a post-mortem analysis of the financial statements, an ongoing appraisal is more relevant. Such appraisal helps the management to identify areas where controls are weak and initiate remedial measures thereby minimizing losses. Internal audit is more of a continuous audit.

3.Cost Audit : Cost audit is the examination of cost records of the company. Such an audit is done to ensure that they are in accordance with cost accounting plans ,procedures and objectives. Companies Act requires certain type of industries to maintain cost records and such records are to be audited by a qualified auditor. Cost audit is also undertaken by the management for pricing and cost controls. 

4.Tax audit : Tax audit is to be conducted by certain entities under Income Tax Act. This audit is mainly concerned with checking the accuracy of income declared. The Act also specifies certain particulars which the auditor has to report.

5. Management audit :Management audit encompasses special types of audits undertaken  for the benefit of the company. Operational audit, efficiency audit, due diligence audit, performance  audit are all management audit. The scope of work will depend upon the terms of engagement. 

There can be a distinction made between management audits and operational audit . When the audit is conducted to evaluate the goals and strategies of management, it is MA whereas if it is done to evaluate whether the established system and controls are meeting the goals, then it is OA.

6. Propriety audit : Audits of transactions with regard to public interest and commonly accepted customs is called propriety. Here the auditor scrutinizes management decisions and actions to ensure that they financially prudent, safeguard public interest and are as per commonly accepted customs. Company’s Act has laid down certain provisions with a view a view to ensure that management is not abusing powers. In the CARO report  the auditor has to comment on certain matters which has an element of propriety.

7. Investigations : It is a special type of audit in a certain identified area by the management. Where any fraud has been discovered, the management may want to know the weakness in internal controls and may order an investigation. The basic object of investigation is to establish a fact arising from a suspicion

8. Special audit : Energy audits, environmental audits are some other types of audit.

Regulatory framework for audit :Audit is regulated directly or indirectly through Acts , Auditing Standards, and legal requirements for various purposes. 

Companies Act : Every company is required to gets its accounts audited by an independent qualified auditor and attach the Audit report along with its annual report. The provisions as to appointment, removal, qualifications, rights , duties etc. are given in the Act. Certain industries audit their cost records by an independent auditor.

Income Tax Act : Tax audit is compulsory for certain types of       entities. The statement of particulars which the auditor has to report is also laid down under the Act. Tax Audit report has to be attached with the return of income .

Auditing Standards issued by ICAI :  The Auditing and Assurance Standards Board has issued series of Auditing and Assurance Standards laying down principles governing an audit. Since members of the ICAI are eligible for carrying out independent audits, these standards are to be mandatorily followed while discharging the audit functions. Guidance notes are also issued by the Institute assist the members in resolving any audit issue.
Special Audits
Energy Audits
Energy audit is basically concerned with the designing and monitoring energy conservation . The purpose is to ensure efficient utilization of energy and to reflect the savings of fuel and electricity in the actual energy bills. It also purports to eliminate wastage of energy. 

Objectives of energy audits
1. Accurate monitoring of plant utilities 

2. Reduction in the amount of energy required for generation and use

3. Trapping of any unused energy

4. Recycling and reuse of energy

5. Reduction in operating cost

6. Savings in cost

Environmental audit
E- audit  refers to the study and review of environmental impacts of the operations of a company. It is now being recognized that e-audit be done before the start of the operations . It also enable s the company to ensure and decide whether it should implement cleaner production and eco efficiency improvements. It is also a tool for assessing compliance with environmental legislation and helping companies to avoid the risk of prosecution and fines arising from environmental breach.

It also highlights excessive waste providing an opportunity for the businessman to decrease its waste output and thereby the cost of waste treatment.

It gives the organization a better understanding of its operations.

This audit can be performed by external or internal party. It may be a compliance based audit if a company is subject to external regulations or an  impact based audit if  companies are not subject to any regulations.

Performance audit
 Performance audit is meant to review whether the resources of the organization has been utilized in the most efficient manner to achieve organizational goals. The need for performance audit was felt due to the limitation of financial audit in highlighting the efficiency of the operations.. Such audit is more prevalent in Govt. sector because it is critical to evaluate if the resources has been put to productive use. Performance budget is prepared and compared with actual results. Such performance review needs to be conducted for each responsibility level

In such audit emphasis is placed on outputs which is very difficult to measure in case of qualitative work. For e.g railways may be evaluated on the basis of new trains introduced, number of accidents, facilities for staff apart from profitability. 

Performance audit is easier to conduct in private sector because the objective is to maximize profits whereas in government sector the objective may be welfare oriented also.

Hence audit objectives has be carefully defined . It involves lot of expertise to conduct such an audit because objectives may not be quantifiable

Documentation in Audit
Audit files 

Audit working papers
