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Detailed Syllabus

Introduction to Accounting
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Accounting, Financial
Accounting, Methods of
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Process of Accounting,
Understanding Financial
Statements

Tools of Financial
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Accounting Standards,
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AS and IFRS

and Accounting Concepts

Introduction to Financial
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Accounting Standards,
Understanding AS, IND
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IND AS, IND AS 1, 2,16, 8,
38,115,109, 116, 40



Course Name: Financial Statement Analysis

Course Code: OL MBA FIN 101

Credits: 3
Teaching Scheme Evaluation Scheme (100 Marks)
Classroom Session | Practical / | Tutorials Internal Term End
(Online) Group Work Assessment (IA) Examination
9+1 = 10 Sessions - - 30% (30 Marks) 70% (70 Marks)
Internal
Assessment Assessment I Assessment Term End Examination
Pattern:
I
Marks 15 15 70
Type MCQ MCQ MCQ — 49 Marks,
Descriptive questions — 21 Marks (7 Marks *
3 Questions)

Course Description:

This course introduces accounting, covering its types and the users of accounting
information. It delves into Financial Accounting, including Generally Accepted
Accounting Principles (GAAP). A significant portion of the course is dedicated to key
accounting mechanics, such as Methods of Depreciation and Inventory Valuation. The
curriculum guides students through the complete Process of Accounting and the
preparation of a Multi-Step Profit and Loss Statement. A deep understanding of the core
financial statements is established, focusing on the Corporate Balance Sheet and Cash Flow
Statement. The course then transitions to the core subject of Financial Statement Analysis,
introducing Financial Tools for Analysis like the Common-size Financial Statement, and
covers the critical topics of Financial Ratios and in-depth Cash Flow Statement Analysis.
Finally, the course provides an overview of Key Indian Accounting Standards (IND AS)
and International Financial Reporting Standards (IFRS), focusing on the principles and
applications of specific standards like Ind AS 1, 2, 8, 16, 38, 40, 109, 115, and 116.

Course Objectives:

1. To introduce the basic concepts, types, and users of accounting information,
including the principles of Financial Accounting and GAAP.

2. To teach the methods of calculating Depreciation and Inventory Valuation and
understand their impact on the Financial Statement.
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3.

4.

5.

To explain the complete Process of Accounting and enable students to prepare and
understand the Multi-Step Profit and Loss Statement.

To develop a thorough understanding of the Corporate Balance Sheet and the
Corporate Cash Flow Statement as essential components of financial reporting.

To equip students with the Financial Tools for Analysis, including the use of
Common-size Financial Statements, and to calculate and interpret various Financial
Ratios.

To provide an overview of key Indian Accounting Standards (IND AS) and
International Financial Reporting Standards (IFRS) and their principles and
applications.

Course Outcomes:

CO1 (Remember): Define the key terms associated with accounting and financial
accounting, and recall the purpose of GAAP and the different types of accounting.
CO2 (Understand): Summarize the process of accounting and explain the difference
between various methods of depreciation and inventory valuation.

CO3 (Apply): Prepare a Multi-Step Profit and Loss Statement and apply the concept
of Common-size Financial Statements for preliminary analysis.

CO4 (Analyze): Break down and analyze a Corporate Balance Sheet and Cash Flow
Statement to understand a firm's financial position and cash movements.

CO5 (Evaluate): Calculate and interpret a comprehensive set of Financial Ratios to
evaluate a company's performance, liquidity, and solvency.

CO6 (Create): Formulate an analytical report on a company's financial health by
applying and interpreting key IND AS/IFRS principles and utilizing the taught
financial tools and ratios.

Pedagogy: Online Class, Discussion Forum, Case Studies, Quiz etc

Textbook: Self Learning Material (SLM) From Atlas SkillTech University

Reference Book:

1.

Wild, J. J. (2020). Financial Statement Analysis (14th ed.). McGraw Hill.
Subramanyam, K. R., & Wild, J. J. (2020). Financial Statement Analysis (11th
ed.). McGraw Hill.

Drake, P. P., & Fabozzi, F. J. (Eds.). (2012). Analysis of Financial Statements.
John Wiley & Sons, Inc.
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Course Details:

Unit | Unit Description

No.

1 Introduction to Accounting (Introductory Caselet, Introduction to Accounting,
Types of Accounting, Users of Accounting Information.)

2 Introduction to Financial Accounting (Introductory Caselet, Introduction to
Financial Accounting, GAAP (Generally Accepted Accounting Principles).)

3 Methods of Depreciation and Inventory Valuation (Introductory Caselet,
Introduction to Depreciation, Inventory Valuation, Accounting Mechanics,
Financial Statement.)

4 Process of Accounting and Preparation of Multi-Step Profit and Loss Statement
(Introductory Caselet, Process of Accounting, Multi-step profit and loss
statement.)

5 Understanding a Corporate Balance Sheet & Cash Flow Statement
(Introductory Caselet, Corporate balance sheet, Corporate cash flow statement.)

6 Financial Tools for Analysis (Introductory Caselet, Financial Statement
Analysis, Common-size Financial Statement.)

7 Financial Ratios and Cashflow Statement Analysis (Introductory Caselet,
Financial Ratios, Cash Flow Statement.)

8 Key IND AS Standards: Principles and Applications (Introductory Caselet,
Accounting Standards, Indian Accounting Standards, International Financial
Reporting Standards.)

9 Key IND AS Standards: Principles and Applications (Introductory Caselet, Ind
AS 1, Ind AS 2, Ind AS 16, Ind AS 8, Ind AS 38, Ind AS 115, Ind AS 109, Ind
AS 116, Ind AS 40.)
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Unit 1: Introduction to Accounting

Learning Objectives

1. Learners will be able to define the importance of accounting in business along with the role
of accounting in decision-making.
2. Learners will understand accounting cycles and financial statements.
3. Learners will learn about users of accounting information and accounting principles.
4. Learners will study accounting ethics and standards along with types of accounting.
Content
1.0 Introductory Caselet
1.1 Introduction to Accounting
1.2 Types of Accounting
1.3 Users of Accounting Information
1.4 Summary
1.5 Key Terms
1.6 Descriptive Questions
1.7 References
1.8 Case Study
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Introductory Caselet

Financial Decision-Making at TechNova Solutions

TechNova Solutions, a mid-sized software development company, has been experiencing rapid growth

Op

over the past five years. The company specializes in developing cloud-based enterprise solutions, and its
client base has expanded globally. However, with this growth, TechNova is facing financial challenges
that could impact its future stability. The company recently launched a new subscription-based software

service, offering annual and multi-year contracts.

However, TechNova's revenue recognition method has raised concerns among investors and auditors.
Instead of recognizing revenue over the contract period, the company records the entire contract amount
at the time of signing. This practice has resulted in inflated revenue figures, making financial statements

appear more profitable than they actually are.

Additionally, TechNova’s operating costs, particularly in research and development (R&D), have
escalated. The management team is struggling to balance innovation with financial sustainability. As a
result, the company's profit margins are shrinking despite increasing sales. With an upcoming investor
presentation, TechNova's CFO, Priya Mehta, must address these accounting concerns, ensure financial
transparency, and align reporting with accounting principles such as the accrual concept and revenue
recognition standards (IFRS 15 / GAAP). The board of directors is keen on implementing a financial

strategy that sustains growth while maintaining investor confidence.
Critical Question

How should TechNova adjust its accounting practices to ensure compliance with revenue recognition

principles while maintaining investor trust and financial transparency
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1.1 Introduction to Accounting and Accounting Concepts

Accounting is the systematic process of recording, summarizing, analysing, and reporting financial transactions
of a business or organization. Through accounting, organizations understand their financial health better and
maintain regulatory compliance to make informed decisions that lead to budgeting and planning. It helps
businesses keep track of income, expenses, assets, and liabilities, making accounting crucial for a company's
financial soundness and growth. It is often broken down into areas like financial accounting, managerial

accounting, tax accounting, and auditing, each having a different application in an organization.

Definition of Accounting
Several definitions of accounting have been given by different scholars and professional organizations.
Some of the widely accepted definitions include:

1. According to the American Institute of Certified Public Accountants (AICPA):
"Accounting is the art of recording, classifying, and summarizing in a significant manner and in terms
of money, transactions, and events which are, in part at least, of a financial character and interpreting
the results thereof."

2. According to the American Accounting Association (AAA):

"Accounting is the process of identifying, measuring, and communicating economic information to

permit informed judgments and decisions by users of the information."

Accounting performs the essential business function of being the 'language of business'. It records financial data,
then classifies it and finally summarizes this information into meaningful statements useful for interpretation.
The system aligns businesses with a thorough approach that helps managers make strategic choices while

evaluating financial outcomes at each organizational level.

Accounting exists to provide businesses with transparent financial reports which demonstrate accuracy together
with reliability in data. Organizations build financial integrity through exact records documentation and use
standardized accounting principles to give stakeholders such as investors and regulators and management correct
financial information. The application of accounting principles together with conceptual frameworks creates
uniformity and enables industry wide compliance as well as comparable financial disclosures which strengthens

stakeholder trust.
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1.1.2 The Role of Accounting in Decision-Making

Business organizations heavily depend on accounting as their fundamental assessment tool to determine financial
results while optimizing resource management systems and making vital organization-wide decisions.
Organizations achieve profitability targets by using precise financial data for performance evaluation and cost
structure optimization and regulatory compliance purposes. Business success depends heavily on accounting

through these central elements.

e Performance Evaluation: Financial health assessment occurs through quantitative methods during
specific timeframes in business operations. The evaluation of business segments and products and services
through key financial ratio assessment allows management to access operational performance. The
discovered information enables companies to uncover their dominant areas as well as resolve operational

issues so they can establish enduring business expansion.

e Budgeting and Forecasting: Budget creation and financial forecasting depend entirely on historical
market and financial information. Organizational financial planning benefits from past revenue and
expense and cash flow analysis to establish accurate projections that support business choices. Modifying
budget processes with forecasting methods enables organizations to distribute resources properly to

minimize uncertainties while creating stable financial positions in shifting markets.

e Cost Analysis: Businesses need exact product and service cost estimations to develop pricing strategies
as well as analyse their profitability levels. The reliability of accounting information helps organizations
establish production cost calculations while analysing their cost systems to create better pricing strategies
for increased profitability. The analysis of costs enables businesses to make wise choices regarding their
product range while implementing cost control measures and process enhancement procedures which

improve financial efficiency.

e Tax Planning: A sturdy accounting system helps tax preparation become simpler since it maintains
accurate records which support proper taxation of revenue and expenses as well as obligations. Businesses
plan taxes effectively because they analyse past financial records to find ways for reducing payment
liabilities and growing tax deductions while adhering to legal restrictions. Organizations that plan taxes in

advance maintain regulatory compliance and achieve optimal financial standings.
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Accounting functions as a vital analytical instrument that goes beyond maintaining records because it helps

organizations review their performance and create better financial strategies and maintain regulatory compliance.
1.1.3 Objectives of Accounting

Financial management in accounting is crucial as it ensures the systematic recording, analysis, and reporting
of financial transactions. Figure 1.1 outlines the key objectives of accounting—keep reading to explore them

in detail:

Maintaining Systematic Records

Safeguarding Business Assets

Determining Profit or Loss

Assessing Financial Position

Facilitating Informed Decision-Making

Functioning as an Information System

Fig. 1.1 Objectives of Accounting

1. Maintaining Systematic Records: Accounting ensures that financial transactions are recorded in
an organized manner. Financial transactions are recorded in an organized manner by accounting.
Without a structured system, businesses would be challenged to track their financial data and would
likely make errors and be inefficient. The accounting process frees human memory from this burden

and the financial information is easier to retrieve and analyse as and when required.

Example: Consider a retail store that processes hundreds of transactions daily. Without proper

accounting records, it would be impossible to track sales, returns, and expenses accurately. A




ATLAS

SKILLTECH
UNIVERSITY

systematic accounting system allows the store owner to monitor revenue trends and manage

inventory effectively.

2. Safeguarding Business Assets: A well-maintained accounting system helps protect business assets
from unauthorized use or mismanagement. By providing essential financial details to business
owners or managers, accounting enables them to track:

a. The proprietor’s capital investment in the business.

b. Outstanding liabilities that the business needs to settle.

c. Receivables due from customers.

d. The value of assets such as fixed assets, cash on hand, bank balances, and inventory (raw

materials, work-in-progress, and finished goods).

Access to such information ensures that resources are efficiently utilized, preventing unnecessary

idle funds or misallocation.

Example: A manufacturing company needs to track its machinery and raw materials. Accounting
records help determine whether equipment is being used efficiently or if there is excessive wastage

of raw materials, ensuring optimal utilization of resources.

3. Determining Profit or Loss: One of the primary objectives of accounting is to assess the financial
performance of a business over a specific period. By systematically recording revenues and
expenses, businesses can determine whether they have earned a profit or incurred a loss. This is
achieved through the Profit and Loss Account, which summarizes income and expenditures. If
revenue exceeds expenses, the business records a profit; otherwise, a loss is reported. Such insights
help stakeholders, including management, investors, and creditors, evaluate business profitability

and take corrective measures if necessary.

Example: A restaurant records monthly income from food sales and deducts expenses like rent,
salaries, and raw materials. The analysis of the Profit and Loss Account allows the owner to find

out whether the business is financially viable or not and if there is a need to make some adjustments.

4. Assessing Financial Position: The Profit and Loss Account shows the business performance but it
is not the complete picture of the financial standing. Balance Sheet (often called Position Statement)

is prepared to summarize the financial position of the business at a particular point of time. It
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outlines the company's assets and liabilities to help business owners determine the financial

strength, solvency and economic status.

Example: An IT company deciding to expand may review its balance sheet to see if it has the

required assets and capital to fund the project or if it needs external financing.

Facilitating Informed Decision-Making: Bookkeeping is not the only work of modern accounting,
as it also has a strategic role in the decision making of business. Timely financial data and analytical
insights from accounting help managers to make informed choices on investments, cost
management, pricing strategies, resource allocation, etc. International accounting bodies such as the
International Accounting Standards Committee (IASC) have set up principles that allow financial

reporting to be standardized so that there is consistency and reliability in decision making.

Example: An accounting data in a company that is about to launch a new product is used by the
company to determine the production costs, potential profit margins and projected demand so as to

have a well informed and strategic approach to the new venture.

Functioning as an Information System: Accounting is an important information system that
gathers and disseminates financial information to assist in the business operations and strategic
planning. Accounting provides businesses with accurate and relevant financial insights that help
them optimize performance, increase transparency and meet regulatory requirements. As business
management becomes more and more data driven, the role of accounting in business management

grows more and more important.

Example: An accounting software that a multinational corporation may use to monitor its financial
performance in various countries. The data aids executives in making decisions on budget allocation

and market expansion strategies.

Accounting not only ensures financial accuracy but also helps a business to grow in the long run and

sustainably.
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“The global accounting services market is valued at over $600 billion in 2023.
The "Big Four" accounting firms (Deloitte, PwC, EY, and KPMG) make up a
significant portion of this, with Deloitte alone generating approximately $70
billion in revenue in 2023.”

1.1.4 Phases of the Accounting Cycle

The accounting cycle is a structured process designed to ensure the accurate recording, processing, and reporting

of financial data. The key steps involved in this cycle are outlined above (see Fig. 1.4):

Posting to
Ledger
Accounts

Identifying Recording
Transactions Transactions

Preparation of
Trial Balance

Financial Worksheet
Statement Preparation and
Preparation Adjustments

Post-Closing Closing Entries
Trial Balance and Finalization

Fig 1.2 Phases of Accounting Cycle

1. Identifying Transactions: The cycle starts with recognizing economic events that can influence
the organization’s financial position. They may be transactions of sales, purchases, payments and
receipts. To increase financial reliability and consistency, only measurable transactions in monetary
terms are recorded.

2. Recording Transactions: Transactions are recorded in chronological order as journal entries once
they are identified. Each entry specifies the accounts impacted and the nature of the change applied
to them. This process follows the double-entry bookkeeping principle, ensuring that all transactions
maintain the balance of the accounting equation.

3. Posting to Ledger Accounts: The second process of accounting moves journal entries into

corresponding ledger accounts through posting. The defined classification system enables a
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systematic view of changing account balances throughout time so financial analysis and
reconciliation becomes possible.
Preparation of Trial Balance: The ledger receives posted transactions followed by a trial balance
process which checks that debits and credits balance. The books maintain balance through this step
and error detection occurs to prevent further progression to subsequent phases.
Worksheet Preparation and Adjustments: An internal worksheet serves the purpose of gathering
ledger data to perform necessary financial adjustments before creating financial statements. The
organization records adjusting entries to handle accruals and deferrals and depreciation and
additional changes which create an accurate reflection of financial standing.
Financial Statement Preparation
The financial statements become ready after adjustments are added to the system. These include:

a. Income Statement — Reports profitability over a specific period.

b. Balance Sheet — Reflects financial position at a specific date.

c. Cash Flow Statement — Tracks cash movements within the business.
Closing Entries and Finalization: Closing entries become necessary during the end period to reset
temporary account balances from revenues and expenses and dividends into permanent accounts
within retained earnings. The accounting period starts fresh with a blank ledger when this post-
closing procedure completes.
Post-Closing Trial Balance: The post-closing trial balance serves to verify both the permanent
accounts' survival along with the complete closure of temporary accounts. The financial record
integrity is safeguarded through this step which creates a strong base for the upcoming accounting

period.

A structured methodology helps organizations achieve financial accuracy along with compliance and

transparency which supports decision-making at every organizational level.
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Did You Know? ’ 2 =
—
*

Apple’s headquarters in Cupertino, California, known as Apple Park, was
purchased for $5 billion in 2017, though its current market value has increased
due to demand and location, yet it remains on Apple’s books at the original cost.
The going concern assumption assumes a business will continue operations
indefinitely. In 2020, J.C. Penney filed for bankruptcy, which revealed how this
assumption can mask financial instability. Despite reporting positive revenues for
years, the company’s $5 billion debt made it impossible to stay afloat.

Knowledge Check 1 ,Ol’_

State True or False:
1. Accounting is only concerned with recording financial transactions and does
not involve summarizing or analysing them.
2. One of the primary objectives of accounting is to assess a business's profit or
loss over a specific period.
3. The accounting cycle does not include the preparation of financial statements.
4. The balance sheet provides a snapshot of a company’s financial position at a

specific pomnt in time.

1.2 Types of Accounting

Accounting can be categorized into three main branches:
1. Financial Accounting
2. Cost Accounting

3. Management Accounting

1.2.1 Financial Accounting
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Financial Accounting involves a systematic method of documenting business transactions using predefined

accounting principles for creating financial reports. The standardized financial performance report enables

stakeholders to make informed decisions about an organization through objective metrics of its financial status.

Key Features of Financial Accounting

1.

Monetary Transactions Only — Financial accounting tracks business operations only through
monetary measurements because it does not consider non-quantifiable aspects such as employee
satisfaction and brand value.
Historical in Nature — It primarily focuses on recording past financial transactions and maintaining a
historical record of business activities.
Regulatory Compliance — Financial accounting ensures regulatory compliance by requiring
organizations to follow accounting standards such as IFRS (International Financial Reporting
Standards) or GAAP (Generally Accepted Accounting Principles) to maintain consistency and
transparency.
External Stakeholder Focus — Financial statements are primarily prepared for external users such as:

a. Investors and shareholders (to assess profitability and risk)

b. Creditors and banks (to evaluate creditworthiness)

c. Suppliers (to determine financial stability)

d. Regulatory authorities (for tax and compliance purposes)
Financial Statement Preparation — The core purpose of financial accounting is to generate
standardized reports such as:

a. Income Statement (Profit & Loss Account): Shows revenue, expenses, and profitability.

b. Balance Sheet: Reflects assets, liabilities, and equity at a given point in time.

¢. Cash Flow Statement: Details the inflow and outflow of cash over a period.
Dual-Aspect Principle — Financial accounting follows the double-entry system, ensuring every
transaction affects at least two accounts, maintaining the accounting equation:
Assets = Liabilities + Equity
Objective and Reliable Information — The reports are prepared using verifiable data, ensuring
accuracy and reliability for users.
Summarized and Periodic Reporting — A business's lifespan is segmented into defined accounting
periods, such as monthly, quarterly, or annually. Financial reports are generated at these regular

intervals to ensure timely and accurate insights into the company's performance.
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9. Decision-Making Utility — While primarily for external users, financial accounting also aids internal

stakeholders by offering insights into financial performance and resource allocation.

1.2.2 Cost Accounting

Cost accounting emerged as an advanced aspect of accounting to address the limitations of financial accounting.
It focuses on tracking the cost associated with a product, service, or operation. The primary goal is to analyse

actual costs incurred and estimate future costs for better decision-making.

Cost accounting serves as an essential tool for management by using techniques like marginal costing for profit
planning and standard costing for cost control. It serves as a managerial tool that evaluates past, present, and

future data to aid managerial decisions.
Key Features of Cost Accounting

1. Three Main Components of Cost Accounting:
o Cost Ascertainment — Determining the total cost and unit cost of products and services.
e Cost Presentation — Reporting cost-related data to various levels of management for decision-
making.
e Cost Control — Estimating production costs in advance and ensuring they remain within set limits

using budgets, standard costing, and variance analysis.

2. Detailed Analysis at Different Levels

e [Examines an organization not just as a whole but in terms of departments, jobs, and processes.

e Helps in identifying profitable and unprofitable products.

3. Internal Stakeholder Focus: Primarily designed for internal stakeholders such as management,

production heads, and employees rather than external stakeholders.

4. Precision is Not the Primary Objective: Unlike financial accounting, which requires exact numbers,

cost accounting uses approximations and estimations to help management optimize costs.

5. Focus on Cost Reduction and Efficiency: Aims to minimize production and operational costs by

improving efficiency and optimizing resource utilization.
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1.2.3 Management Accounting

Management Accounting involves analysing and interpreting financial and cost accounting data to assist

management in making informed decisions.

Definition:

The Institute of Chartered Accountants of England and Wales (ICAEW), defines management accounting as

"any form of accounting that enables a business to be conducted more efficiently."

Management accounting integrates both historical and estimated financial data to support daily operations and
long-term strategic planning. It helps managers at different organizational levels tackle specific challenges and

explore multiple decision-making options.

For instance, a management accountant may assist the finance manager in devising financing plans or support

the sales manager in setting appropriate pricing for a new product by providing relevant financial data.

Key Functions of Management Accounting:

1. Control: Monitoring financial performance and taking corrective actions when necessary.
2. Coordination: Ensuring seamless integration of financial and operational processes.

3. Planning: Assisting management in setting goals and formulating strategic plans.

One of the significant techniques used in management accounting is marginal costing, which offers a

comprehensive analysis of financial data to facilitate well-informed decision-making.

Each branch of accounting serves a distinct purpose and plays a crucial role in financial management, contributing

to the overall efficiency and sustainability of an organization.
1.2.4 Other Branches of Accounting

1. Auditing: Auditing involves systematically reviewing and verifying financial records to ensure accuracy and
compliance with legal and tax regulations. Audits can be internal, conducted by an organization's employees, or

external, performed by independent auditors. The primary goal is to confirm the integrity of financial reporting.
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Features:
e Auditing assesses the effectiveness of a company’s internal controls.
e Internal audits help businesses identify financial risks.
e External audits detect and prevent fraudulent financial activities.

e Audits provide assurance to stakeholders about the accuracy of financial statements.

Example:

Suppose the Internal Revenue Service (IRS) suspects that Company XYZ has inaccurately reported its income,
potentially underpaying taxes. The IRS assigns auditors to review the company’s financial records and verify
tax filings. After an in-depth examination, auditors confirm whether the reported income aligns with the

company’s actual earnings, ensuring compliance.

2. Fiduciary Accounting: Fiduciary accounting involves managing financial accounts related to trusts, estates,
and receiverships. It tracks and reports cash receipts and disbursements, ensuring proper fund allocation. This

branch follows cash basis accounting, meaning transactions are recorded only when money is received or

disbursed.

Features:
e Trusts, estates, and receiverships maintain periodic financial reports through fiduciary
accounting.

e Trusts use fiduciary accounting to protect trustees from potential liabilities.

Example:
Adam sets up a trust fund for his daughter’s higher education and appoints ABC Bank as the trustee. The bank
manages assets such as real estate, stocks, and bonds while tracking all transactions related to the trust. ABC

Bank’s fiduciary accounting ensures accurate reporting and appropriate fund distribution.

3. Forensic Accounting: Forensic accounting focuses on investigating financial discrepancies, fraud,
mismanagement, and legal disputes. It plays a crucial role in litigation, fraud detection, and financial crime
prevention. Forensic accounting is commonly applied by government agencies, insurance firms, and financial

institutions.

Features:
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e Forensic accounting provides evidence in cases of financial fraud.

e Financial reports generated by forensic accountants withstand cross-examination in legal
proceedings.

e This branch investigates financial claims related to product liability, intellectual property, and

contractual disputes.

Example:

Sam, the owner of ABC Firm, notices an unusual increase in company purchases but a low inventory count.
Suspecting fraud, he hires forensic accountants to investigate. After a detailed analysis, they uncover a
fraudulent scheme where employees created fake vendor accounts to transfer company funds. The evidence

gathered leads to legal action against the perpetrators.

4. International Accounting: With globalization, international accounting has become essential for businesses
operating across multiple countries. Unlike financial accounting, which follows GAAP, international
accounting adheres to globally recognized standards, ensuring ethical business practices and effective corporate

governance.

Features:
e Businesses use international accounting to convert financial data into a common reporting
currency.
e International accountants collaborate with tax professionals to optimize global tax strategies.
e Organizations rely on international accounting for cross-border acquisitions and financial

reporting.

Example:
DBC Company, a multinational corporation, operates in ten countries. Its international accounting team
consolidates financial statements from different subsidiaries, converts currency values, and generates

comprehensive reports. These reports help stakeholders analyse the company’s global financial performance.

5. Tax Accounting: Tax accounting deals with tax computation, filing, and compliance at both individual and
business levels. It evaluates the impact of tax obligations on organizations and provides advisory services on

tax minimization strategies. The tax structure of a company determines how its liabilities are calculated.

Features:
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e Businesses use tax accounting to reduce their tax liabilities legally.
e This branch aids in handling tax audits and disputes.
e Tax accountants help companies identify and utilize tax benefits efficiently.

e Companies rely on tax accounting for compliance in cross-border transactions.

Example:
ABC Group, a multinational conglomerate, employs a tax accounting team skilled in global tax laws. This team
ensures compliance by computing and filing taxes in different jurisdictions while optimizing tax structures to

minimize liabilities ethically.

6. Managerial Accounting: Managerial accounting provides internal financial insights for business decision-
making. Unlike financial accounting, which focuses on historical financial data, managerial accounting tracks
how money is utilized within an organization. Since it is used for internal purposes, it does not adhere to GAAP

regulations.

Features:
e Businesses use managerial accounting for budgeting and expense control.
e Organizations analyse historical trends to make financial forecasts.
e Companies use this accounting branch for strategic planning and departmental performance

evaluation.

Example:
ABC Company, a t-shirt manufacturer, leverages managerial accounting to assess the profitability of its various
physical stores. By analysing operational costs, the management identifies the most profitable stores and areas

needing improvement, leading to better business decisions.

7. Integrated Report and BRSR Report

An Integrated Report (IR) is a comprehensive document that combines financial and non-financial information
to provide a holistic view of an organization's performance, strategy, governance, and sustainability. It goes
beyond traditional financial reporting by incorporating aspects such as environmental, social, and governance

(ESG) factors, helping stakeholders understand how a company creates long-term value.

Features:
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e Focus on value creation over time

e Integration of financial and non-financial information

e Enhanced transparency and accountability

e Provides insights into risks, opportunities, and strategic direction
Example:
A multinational corporation may publish an Integrated Report to showcase not only its financial performance
but also its sustainability initiatives, corporate social responsibility (CSR) efforts, and risk management

strategies.

8. Business Responsibility and Sustainability Report (BRSR)

The Business Responsibility and Sustainability Report (BRSR) is a mandatory reporting framework introduced
by the Securities and Exchange Board of India (SEBI) for the top 1000 listed companies in India. It is an
enhanced version of the Business Responsibility Report (BRR) and aligns with global sustainability reporting
standards. The BRSR framework encourages companies to disclose their ESG-related performance, risks, and

impact on stakeholders.

Features:
e Covers Environmental, Social, and Governance (ESG) parameters
e Helps investors assess sustainability risks and opportunities
e Aligns with global sustainability frameworks (e.g., GRI, SDGs)

e Focuses on policies, actions, and measurable outcomes

Example:
A leading Indian IT company may report on its carbon footprint reduction, employee well-being initiatives, and

corporate governance practices under the BRSR framework.

Both Integrated Reports and BRSR play a crucial role in enhancing corporate transparency and sustainability

accountability for businesses.

1.2.5 Comparison between Financial Accounting, Cost Accounting and Management Accounting
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Criteria Financial Cost Accounting Management
Accounting Accounting
Definition Systematic recording, Tracking and Analyzing financial
and cost data to aid

summarizing, and
reporting of financial
transactions.

analyzing costs
associated with
production, services,
and operations.

decision-making for
business efficiency.

Primary Objective

To provide an
accurate financial
view of a company

for external

To determine the
actual cost of
production and help
in cost control.

To provide relevant
financial insights for
strategic and
operational decisions.

other legal standards.

stakeholders.
Regulatory Must comply with No mandatory Not bound by legal
Compliance IFRS, GAAP, and compliance with legal | standards, used for
internal management.

standards, used

Balance Sheet, Cash
Flow Statement.

internally.
Time Orientation Past transactions and | Both past and future- | Future-oriented, with
historical records. oriented for cost some historical data
estimation. for reference.
Financial Statements | Income Statement, Cost sheets and Customized reports
variance reports. like budgeting,

forecasting, and
financial analysis.

Decision-Making

Helps external
stakeholders make

Helps management in
cost control and

Supports internal
decision-making for

health of a business.

Role
investment and credit efficiency strategic planning and
decisions. improvement. performance
evaluation.
Focus Overall financial Cost of products, Business decision-

services, and

making and planning.

processes.
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Knowledge Check 2 pl -

State True or False:

1. Financial accounting 1s primarily designed for internal stakeholders such as

management and employees.

b2

Cost accounting focuses on tracking and analysing costs associated with

production, services, and operations.

3. Forensic accounting is used for investigating financial fraud and legal
disputes.

4. Management accounting is regulated by GAAP and IFRS to ensure

compliance with financial reporting standards.

1.3 Users of Accounting Information

Accounting exists to deliver significant financial data which stakeholders within the organization and those
outside need for various purposes. Accounting functions as a structured method which documents financial data

for analysis and reporting purposes to enable resource management along with proper decision-making.

I. External Users of Accounting Information: External users represent every person or organization outside
the organization which depends on financial data for their needs. The essential external users seeking

financial information consist of the following groups:

1. Investors: Business investors need financial data to determine whether the organization presents
consistent stability and profitable results. These users analyse financial statements to determine
previous performance results along with projecting future business potential before making their
investment decisions. Investors use financial reports to learn about business profitability along
with its financial position to judge the security of their existing and future investments.

2. Creditors: Organization financial stability is evaluated by suppliers and banks together with
lenders when they decide to grant credit or loans. The business requires financial stability so the
organization can pay its debts when they become due. Financial statements reveal the
organization's liquidity information through current assets and quick assets alongside liabilities

which lets creditors determine payment capabilities.
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3. Members of Non-Profit Organizations: Non-profit stakeholders who support educational
institutions, hospitals and charities require financial details about fund distributions. The financial
statements provide stakeholders with needed information to decide about continuing their support
for the organization depending on its financial performance. Service effectiveness stands at the
core of non-profits instead of profit generation which business organizations pursue.

4. Government: The evaluation of business profits and tax obligation assessment both rely on
accounting data which government bodies utilize for these functions. The preparation of tax returns
relies on financial records for regulatory bodies to verify compliance. National economic statistics
and industry performance monitoring occur through government agencies that use accounting data.

5. Consumers: The benefits of accounting information for consumers include better cost
management coupled with proper pricing of products. Financial data assists government
authorities to establish price regulations which protect manufacturers from unfair profit
exploitation and provide fair earning potential. Public price transparency along with consumer
protection is made possible through this system.

6. Research Scholars: Research scholars and academics analyse business records to evaluate
financial performance together with operational effectiveness. Financial statement analysis
enables scholars to discover essential business operation information along with financial pattern
developments and cost organization details which they use to study economic and corporate

progress.
I1. Internal Users of Accounting Information

The organization's employees make up its internal user base who apply accounting data to guide their

strategic decisions and operational actions. Key internal users include:

1. Owners: Business owners who supply funds need financial data to track how their investment
money is used in their companies. The owners need financial statements to determine profitability
levels and understand their company's overall financial health. The regular distribution of financial
documents enables owners to make knowledgeable choices about business development together
with resource management.

2. Management: Business operations require accounting information which management uses for

planning purposes as well as monitoring tasks and controlling needs. Through financial
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performance assessment managers conduct budgetary comparisons to identify and execute
appropriate corrective actions. Organizations base their budget development process and cost
management strategies and pricing decisions upon financial information to achieve profitability
while maintaining competitiveness.

4. Employees: Employees, especially those who receive performance-based bonus incentives are
closely interested in their company's financial condition. The analysis of accounting records
enables employees to determine both compensation fairness and job-related security. The openness
of financial information leads employees to trust their workplace more while becoming more

motivated which enhances organizational stability.

The role of accounting information extends to serving internal personnel together with external stakeholders

through its essential function in financial choices and regulatory needs and organizational sustainability.

Knowledge Check 3 /Ol \—

Fill in the Blanks

1. The Accrual Concept states that revenue and expenses should be recorded when

they occur, rather than when the 1s received or paid.

[}

The Going Concern Concept assumes that a business will continue its

operations indefinitely unless there is evidence to suggest it will

3. Investors use financial statements to analyse a company’s profitability and
financial position before making their decisions.

4. Employees, especially those receiving performance-based bonuses, analyse

financial statements to assess their company's financial stability and ensure their

security.

1.4 Summary
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% Accounting plays a vital role in business by systematically recording, analysing, and interpreting
financial data, facilitating informed decision-making, and ensuring transparency. It is the "language of
business," used for financial reporting, compliance, and strategic planning. The key objectives of
accounting include maintaining systematic records, safeguarding assets, determining profit or loss,
assessing financial position, and aiding decision-making.

+ Financial records need accurate maintenance while management decisions benefit from this system
and external communication relies on financial statements and regulatory compliance becomes
achievable through its implementation. Users both inside and outside the company utilize this system
including owners, management personnel, employees and investors, creditors, government agencies,
and consumer groups.

+ Financial reporting maintains both uniformity and reliability through accounting principles which
include accrual concept and going concern as well as consistency and prudence and revenue
recognition.

« The accounting cycle functions as an organized procedure starting with transaction detection. The
accounting process includes journalization of recorded transactions while ledger postings occur
simultaneously followed by trial balance preparation and adjustment work before producing financial
statements including Income Statement and Balance Sheet and Cash Flow Statement. These provide
insight into a company's health and assist decision-making for various stakeholders.

« The three primary accounting fields consist of Financial Accounting for external reporting and
transaction recording and Financial Accounting for internal cost management and strategic planning.
The business sustains its operations and maintains financial accuracy through the coordinated work of
these branches.

+ The fundamental principles of reliable financial reporting include matching principle along with dual

aspect and historical cost and entity concept. The evolution of accounting from ancient Mesopotamia

to contemporary business financial practices demonstrates its fundamental importance. Accounting
operates as a worldwide billion-dollar sector where Deloitte together with PwC EY and KPMG lead

the market.

2
L X4

Accounting serves as a fundamental requirement for businesses to preserve financial accountability

and resource optimization and performance evaluation and regulatory compliance. Through its
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organized approaches organizations can manage complex financial elements to achieve lasting

business development.
1.5 Key Terms

1. Accounting: The systematic process of recording, classifying, summarizing, and interpreting financial
transactions to provide meaningful financial insights.

2. Financial Statements: Reports like the Income Statement, Balance Sheet, and Cash Flow Statement
that provide a snapshot of a company's financial health.

3. Double-Entry Bookkeeping: A fundamental accounting principle where every financial transaction
affects at least two accounts, ensuring balance and accuracy.

4. Cost Accounting: Focuses on tracking, analyzing, and controlling costs within an organization to
improve efficiency and profitability.

5. Management Accounting: The process of analyzing financial and non-financial data to help
managers make informed strategic decisions.

6. Trial Balance: A statement that lists all ledger balances to ensure total debits equal total credits,
verifying the accuracy of recorded transactions.

7. Budgeting and Forecasting: Uses historical financial data to estimate future revenues, expenses,
and financial needs, aiding in strategic planning.

8. Profit and Loss Account: A financial statement that summarizes revenue and expenses over a period
to determine a business’s profitability.

9. Balance Sheet: A report that shows a company's financial position at a given time by listing its assets,
liabilities, and equity.

10. Liquidity: The capability of a company to turn its assets into cash quickly serves to fulfill its short-
term financial duties. Organizations use this financial health measure to monitor liquidity because it
determines operational smoothness while avoiding liquidity restrictions.

11. Financial Ratios: Key indicators such as profitability, liquidity, and solvency ratios that help
evaluate a business's financial performance.

12. Compliance and Regulatory Requirements: Ensures businesses follow financial laws and
standards like GAAP or IFRS to maintain transparency and avoid legal issues.

13. Tax Planning: A process of legally managing financial records to minimize tax liabilities while

complying with tax laws.
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14. Business Transactions: Any financial activity, such as sales, purchases, or investments, that affects

an organization's financial position.

15. Financial Reporting: The process of preparing and presenting financial statements to stakeholders,

ensuring transparency and informed decision-making.

1.6 Descriptive Questions

1.

What are the primary objectives of accounting? Provide examples of how these objectives benefit
businesses.

List and explain at least four key reasons why accounting is important for business operations.

How does accounting support decision-making for management? Provide an example of a real-world
business scenario where accounting data is crucial for decision-making.

What are the phases of the accounting cycle? Explain each step briefly.

Differentiate between financial accounting, cost accounting, and management accounting. Provide
examples of how each is used in business operations.

Explain the accrual concept in accounting with a suitable example. How does it differ from the cash
basis of accounting?

What is the difference between internal and external users of accounting information? List three
examples of each and explain how they use accounting data.

What is the matching concept in accounting? Why is it important in financial reporting?

Describe the purpose and key components of a balance sheet. How does it help in assessing a company's

financial health?

. Why is compliance with accounting standards like GAAP or IFRS important for businesses? Provide

an example of a company facing consequences due to non-compliance.

What is cost analysis in accounting? How does it help businesses in pricing and profitability decisions?

1.7 References
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Answers to Knowledge Check

Knowledge Check 1

1. False 2. True 3. False
Knowledge Check 2

1. Cash 2. Cease operations
Knowledge Check 3

1. False 2. True 3. True

4. False

3. Investment

4 False

4_Job

,@_
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1.8 Case Study

TechNova’s Financial Turnaround — Aligning Growth with ©' —_

Following the concerns raised in Case Study 1 regarding revenue recognition and financial
transparency, TechNova Solutions initiated a comprehensive financial reform plan under the
leadership of CFO Priya Mehta. Recognizing the urgency to rebuild investor trust and align with
global accounting standards, the company made decisive moves to correct its accounting practices

and stabilize its financial future.

Key Strategic Actions Taken
Adoption of IFRS 15-Compliant Revenue Recognition Policy
TechNova revised its revenue recognition approach by shifting from front-loaded revenue
booking to a performance-based recognition model. Under the new policy:
Revenue from annual and multi-year contracts is now recognized over the service delivery
period.
Deferred revenue is recorded as a liability on the balance sheet, aligning with the accrual
accounting concept.
Restatement of Financial Statements

The finance team, in consultation with external auditors, restated the previous two years’
financial statements to reflect the corrected revenue recognition. While this reduced reported
profits, it provided a more accurate picture of the company’s financial health.

Investor Relations and Communication Strategy

Priya Mehta conducted a transparent investor presentation, explaining the changes and the
rationale behind them. The presentation:

Emphasized the company’s commitment to ethical financial practices.

Highlighted the long-term benefits of accurate revenue reporting.

Presented a revised but realistic forecast for future growth.
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Operational Cost Control Measures: A thorough R&D budget review led to:
A prioritization of high-impact projects.
Introduction of cross-functional innovation teams to reduce duplication of efforts.
Performance-based funding for research initiatives.
Formation of a Financial Oversight Committee
The Board of Directors established a Financial Governance and Risk Oversight Committee, tasked
with:
Monitoring adherence to GAAP/IFRS principles.
Reviewing quarterly financial practices.
Ensuring timely compliance with evolving regulatory requirements.
Outcomes and Impact
Investor confidence gradually recovered, with shareholder engagement increasing in the
next quarterly meeting.
Analysts praised the company’s transparency, and TechNova received a “High
Transparency” rating from an independent financial watchdog.
The revised financials showed improved long-term profitability, even though short-term
figures were adjusted downward.
Internally, the finance team reported greater clarity in budgeting and forecasting, aiding
strategic planning.
Key Learnings
Transparent financial reporting is crucial for sustainable growth in publicly accountable
organizations.
Adhering to revenue recognition standards like IFRS 15 is not just a compliance exercise
but a foundation for ethical governance.
A company’s willingness to admit and correct mistakes can strengthen its credibility and

market reputation.
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Conclusion

TechNova’s journey from financial misreporting to transparent, principle-based accounting reflects the
critical importance of aligning business growth with sound governance. By embracing international
standards such as IFRS 15 and openly communicating with stakeholders, the company not only
corrected its course but also reinforced investor trust and internal accountability. This case underscores
that in today’s dynamic business environment, financial integrity and strategic foresight are not just

regulatory requirements—they are essential pillars for sustainable success.
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Unit 2: Introduction to Financial Accounting

Learning Objectives

1. Learners will be able to explain the significance of financial accounting in business and its essential role in
informed decision-making.
2. Learners will understand the major financial statements (Balance Sheet, Income Statement, and Cash Flow
Statement) and their importance in financial reporting.
3. Learners will learn about Generally Accepted Accounting Principles (GAAP) and their role in ensuring
consistency, transparency, and reliability in financial reporting.
4. Learners will understand the difference between GAAP, IFRS (International Financial Reporting
Standards), and other regulatory frameworks governing financial reporting.
Content
2.0 Introductory Caselet
2.1 Introduction to Financial Accounting
2.2 GAAP (Generally Accepted Accounting Principles)
2.3 Summary
2.4 Key terms
2.5 Descriptive Questions
2.6 References
2.7 Case Study
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2.0 Introductory Caselet

Oy

Stellar Solutions Pvt. Ltd., a rapidly expanding IT services company, has experienced a substantial 35%

“Financial Challenges at Stellar Solutions Pvt. Ltd.”

increase in revenue over the past year. However, despite this growth, its financial statements reveal

concerning trends—declining profit margins, increased operational costs, and negative cash flows.
A detailed financial review highlights key challenges:
A significant portion of revenue is tied to long-term contracts with delayed payments.
Operating expenses, including employee salaries and marketing expenditures, have surged.
Heavy investments in technology and infrastructure have placed strain on cash reserves.

The management team now faces a critical decision: how to sustain the company’s growth while ensuring

financial stability.

Growth and financial health both need to be balanced by Stellar Solutions. Possible solution is to switch
long term contracts to include milestone-based payments with a more stable cash flow pattern.
Furthermore, the company can further optimize costs through the automation of operational processes and
review non necessary costs. In addition to seeking out longer term financing alternatives, such as short-
term credit lines or venture debt, it may be possible to bridge cash flow gaps without putting too much
dilution on entrepreneurs. Moreover, high margin service offering is given the highest priority and data
analytics can also help increase pricing strategies so as to improve profitability overall. Stellar Solutions
can continue to grow its business at the strategic pace by priming itself for ready and sound financial

resilience.

Critical Thinking Question:

As a financial advisor, what strategic measures should Stellar Solutions implement to enhance cash flow,

2.1 Introduction to Financial Accounting
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The American Institute of Certified Public Accountants (AICPA), defines accounting as “The art of recording,
classifying, and summarizing financial transactions in a meaningful way, expressed in terms of money, while also

interpreting the results.”

The accounting process begins with the identification of transactions that must be recorded in financial statements.
Only those transactions that have a financial impact are considered. For instance, if a business owner engages in
discussions with a potential client regarding the sale of products, such negotiations are not recorded. These
discussions represent potential transactions, but unless a final agreement is reached, they do not qualify as

accounting entries.

The next step is the systematic recording of financial transactions, which is done following the Golden Rules of
Accounting. Similar transactions are grouped together, such as sales, purchases, and cash transactions.
Understanding the essence of a transaction and applying the correct accounting principles ensures precise record-

keeping.

However, as the number of transactions increases, reviewing individual records to assess financial patterns
becomes challenging. To overcome this, accounting incorporates summarization, which systematically organizes
financial data for better analysis. With advancements in computing technology, this process has become more
streamlined and efficient. Summarization enables businesses and stakeholders to gain clear insights into financial

performance.
Ultimately, accounting produces financial statements that address two key questions:

1. Has the business generated a profit or incurred a loss?

2. What is the financial position of the company’s assets and liabilities?

Although accounting is often regarded as an art, it also has characteristics of science since it follows universally

accepted principles and standards. However, accounting is not an exact science, as financial data can be

interpreted in different ways.
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Did You Know?

» Accountants have been responsible for counting the ballots for the
Academy Awards since 1935, ensuring the integrity of the Oscar results.

* The term "bean counter” 1s a colloquial term for accountants,
highlighting their role in meticulously tracking financial details.

* The Financial Reporting Council (FRC) in the UK 1s investigating audit
fees for small and medium-sized enterprises to ensure they are not
overcharged for unnecessary work.

2.1.1 Financial Statement Overview

Financial statements serve as crucial business tools, providing key insights into a company's operational efficiency
and financial standing. They are essential for stakeholders, including investors, creditors, and management, as
they support informed decision-making regarding a business's financial health and future prospects. Every
company relies on four core financial statements, which include the Balance Sheet, Income Statement, Cash Flow
Statement, and Statement of Retained Earnings. Financial statements perform unique reporting duties that show

specified time and operational results across a specified time.

Cash Flow Statement of
Statement pemce et Retained Earnings
* Revenue * Operating *» Assets * Opening Retained
« COGS Activities « Liabilities Eamings
» Gross Profit * Investing » Equity * Net Income
* Operating Activities « Dividends
Expenses * Financing * Closing Retained
* Net Income Activities Eamings

Fig 2.1 Financial Statement
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1. Balance Sheet (Statement of Financial Position)

At a specific point in time the Balance Sheet delivers valuable financial information about a company's current

composition. It shows the company’s assets, liabilities, and equity, following the basic accounting equation:
Assets = Liabilities + Equity

Financial resource amounts match the funding methods used to acquire them where debt finance (liabilities) or

owner capital (equity) is employed.

e Assets: Companies control and own assets that will deliver future monetary gains. Business assets fall into
two main categories: current assets that can be converted to cash or used within a year and non-current assets

which generate extended benefits including property infrastructure and equipment.

1. A business's current asset composition consists of cash and accounts receivable along with
inventory and short-term investments.
2. The assets held by a business encompass long-term investments charting alongside property and
plant equipment with intangible assets such as patents and goodwill.
e Liabilities: These are obligations that a company must settle during the end of the accounting period.
Liabilities exist as two distinct groups including current liabilities with one-year payment terms alongside

non-current liabilities with payment periods exceeding one year.

1. Active liabilities comprise accounts payable combined with short-term debt and multiple accrued
expenses which include wages and tax obligations.
2. The balance sheet contains long-term debt and bonds payable and pension obligations among the

non-current liabilities.

e Equity: The owners’ monetary investment in the business after deducting liabilities is the equity. Under
the traditional definition equity stands between net assets and shareholders' equity. Basic financial elements

included in equity consist of common stock along with retained earnings and additional paid-in capital.

The financial status together with liquidity position and capital forms of a business become more transparent
to stakeholders through properly structured balance sheet information. This shows owners' investments and

debt obligations compared to assets holdings.
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2. Income Statement (Profit & Loss Statement)

A business uses the Profit & Loss (P&L) Statement which operates as the Income Statement to show revenues
when compared against expenses and profits or losses spanning a stated time frame such as quarterly or yearly
sections. During that time the financial statement evaluates how operations affect both profits and performance

for the company.
The primary sections of an income statement are:

e Revenues (Sales): The company generates all income through its core operational business which consists
of selling products and providing services. organisations can report interest or rental income along with
established revenues.

o Cost of Goods Sold (COGS): A company registers Production costs as direct expenses that become part
of the costs to sell the products sold. The expenses in this category cover the cost of materials used in
production combined with worker wages and factory overhead.

e Gross Profit: Revenue less the cost required for manufacturing goods serves as a calculation for gross
profit. A company's financial profit can be found before operating costs are accounted for.

e Operating Expenses: Operating expenses exist in all daily business activities and lack a connection to
producing physical goods and providing services. Fundamental expenses within a company comprise
selling and general and administrative expenses (SG&A) and consist of salaries and marketing costs and
rent bills along with utilities fees and office material expenses.

e Operating Income: The company generates its core business profits by subtracting operating expenses
from gross profit.

e Other Income and Expenses: Core business operations alongside non-operational items involving
interest payments and expense and investment variables and beyond-standard operational activities inform
financial analysis.

e Net Income: Profitability at the organizational level emerges from deducting expenses together with
interest costs along with taxes and non-operating items from a company's final revenue totals. A company
determines its financial outcome by computing net income when revenue surpasses total expenses whereas

it shows a net loss when expenses exceed revenue.

3. Cash Flow Statement
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The Cash Flow Statement demonstrates a business's actual movement of cash both into and out as it operates
during the given time period. While the income statement accepts certain non-cash entries such as depreciation
the cash flow statement exclusively concerns transactions involving real cash movement. The document

demonstrates important information about company liquidity and cash management practices.
The cash flow statement is divided into three main sections:

e Operating Activities: The operating section demonstrates the cash flows derived from basic business
operations. Operating activities reflect the cash flow associated with customer payments, as well as
payments to suppliers, employees, tax authorities, and interest obligations. It focuses on assessing whether
operating activities of the company provide enough cash flow to sustain its activities alongside debt
payment obligations.

e Investing Activities: Long-term purchases or dispositions of assets result in flows which appear in this
section. When a company sells its investments or assets financial inflows happen but financial outflows
occur during asset purchases.

e Financing Activities: A segment in this section presents data about operating practices that alter the
organisation's capital structure. The financing activities report show the cash from sales of stock and

financial obligations alongside payments to debt holders and dividends to stockholders.

Companies require the cash flow statement to understand how well they generate funding for regular operations

and debt payments and investment uses.
4. Statement of Retained Earnings

The Statement of Retained Earnings reports how the shareholder equity portion known as retained earnings
changes throughout a specific period. Companies retain accumulated earnings from past operations after

dividend payments because they choose to reinvest these funds within their business operations.

Key Components of the Statement

e Opening Retained Earnings: This represents the retained earnings balance at the start of the accounting

period. It includes accumulated profits from previous periods that have not been distributed as dividends.
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Example: If a company had X5 million in retained earnings at the beginning of the year, this amount serves
as the opening balance for the new period.

e Net Income: The net income earned during the period, as reported on the income statement, is added to
retained earnings. A higher net income increases retained earnings, while a net loss reduces them.
Example: If a business earns 32 million in net profit during the year, this amount is added to retained
earnings to reflect increased shareholder equity.

e Dividends: These are payments distributed to shareholders from retained earnings. Declaring and paying
dividends reduces the retained earnings balance, as profits are shared rather than reinvested.

Example: If a company distributes 1 million in dividends, this amount is subtracted from retained
earnings, decreasing the balance.

e Closing Retained Earnings: The final retained earnings balance after adjusting for net income and
dividend payments. It serves as the opening balance for the next period and represents the accumulated
profits available for reinvestment.

Example: If a company starts with I5 million, earns 32 million in net income, and pays X1 million in

dividends, the closing retained earnings will be X6 million (R5M + 2M - X1M).

Companies use retained earnings reporting to showcase the movement of their retained profits, highlighting

the allocation between internal reinvestment and distributions to shareholders.

Did You Know? ’O| R —

* The first known accounting records date back over 7,000 years to
Mesopotamian civilizations, where clay tablets were used to record
transactions.

« Luca Pacioli, an Italian mathematician, 1s considered the "Father of
Accounting” because he introduced the double-entry bookkeeping system in
his book Summa de Arithmetica in 1494,

s The Cash Flow Statement only records actual cash movements—unlike the
Income Statement, which  includes non-cash items like depreciation and
amortization.

2.1.2 Importance of Financial Statement in Financial Reporting
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Financial statements provide a clear and accurate representation of a company's financial health. Various
stakeholders, including management, investors, lenders, and regulatory bodies, rely on these reports, which are
prepared periodically, to evaluate financial performance and make informed decisions. Below are key reasons

why financial statements are crucial, along with relevant examples:

Decision-Making for

Management
Impnl"tﬂnce of Building Investor Confidence
Financial Ensuring Regulatory Compliance
. Assessing Creditworthiness for
Statement in Lenders
Financial Ben{:hmarking and Performance
r Evaluation
Repm t"lg Tax Planning and Compliance

Fig. 2.2 Importance of Financial Statement in Financial Reporting

1. Decision-Making for Management

Financial statements help business leaders understand the company’s financial standing. The Income Statement
and Cash Flow Statement highlight profitability, while the Balance Sheet provides insights into liquidity and
solvency. By analyzing these reports, management can make strategic decisions regarding investments, cost

reduction, and operational improvements.

Example: A retail company reviews its financial statements because it detects declining net profit figures.
Management chooses to eliminate wasteful expenses along with establishing improvements in supply chain

operations.

2. Building Investor Confidence

Investors use financial statements to determine the stability and growth potential of a company. These reports
answer key questions such as how well the business is managed, its ability to withstand economic challenges,
and its potential for long-term growth. Strong and transparent financial statements increase investor trust and

make it easier for companies to attract funding.
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Example: A venture capital firm reviews the financial statements of a startup before investing. If the company

shows steady revenue growth and strong cash reserves, the investor is more likely to provide funding.

3. Ensuring Regulatory Compliance

Most businesses are legally bound to prepare and submit financial statements in conformity with prescribed
accounting standards such as GAAP or IFRS. This way, the financial reports will accurately reflect the

company's financial position, maintaining transparency and protecting stakeholders.

Example: A publicly traded company files quarterly financial statements with the Securities and Exchange

Commission (SEC) to comply with regulations and avoid legal penalties.

4. Assessing Creditworthiness for Lenders

Before lending loans or credit facilities, banks and financial institutions assess the financial statements of a
company to ensure that it has the capability to pay back the debts. A company with clean financial statements

is more likely to get good terms for lending.

Example: A manufacturing company applies for a business loan. The company presents its financial statements
to the bank. The bank sees a good cash flow and a low debt-to-equity ratio and thus grants the loan at a lower

interest rate.

5. Benchmarking and Performance Evaluation

Businesses compare their financial data with industry benchmarks and competitors to know their areas of
strength and areas of improvement. Financial ratios, such as profitability, liquidity, and efficiency ratios, enable

a company to measure its performance and make adjustments to its strategies.

Example: A telecom company compares its profit margins with the industry leaders and finds that its

operational costs are higher. It then restructures its pricing model to remain competitive.

6. Tax Planning and Compliance
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Tax planning is an integral part of finance, where clear revenue, expense, and liability statements can guide the
financial activity of the organization. Adequate financial documentation not only helps an organization fulfill

tax obligations but also identifies opportunities for optimizing tax liabilities.

Example: A technology startup discovers from its financial statement that it could claim deductions in research

and development expenses to bring down the tax burden on it.

Financial statements are essential tools for businesses and stakeholders, offering transparency, aiding
decision-making, ensuring regulatory compliance, and supporting financial planning. By analyzing these

reports, businesses can strengthen their financial position and drive long-term success.

Knowledge Check 1 ,Ol I_.

Fill in the Blanks:

1. The Balance Sheet follows the fundamental accounting equation: Assets =

+

2. The Cash Flow Statement consists of three main sections: Operating
Activities, Activities, and Activities.

3. Investors rely on financial statements to assess a company's and

potential before making investment decisions.
4. Before approving loans, banks review a company's financial statements to

assess its and ensure its ability to repay debts.

2.2 Generally Accepted Accounting Principles (GAAP)

In India, financial reporting follows the regulatory framework of Ind AS (Indian Accounting Standards), which
aligns closely with the principles outlined in the International Financial Reporting Standards (IFRS). The Institute
of Chartered Accountants of India (ICAI) plays a key role in formulating these financial reporting standards,
ensuring uniformity and transparency in financial disclosures across companies over different periods.

Generally Accepted Accounting Principles (GAAP) refer to a widely recognized set of guidelines, conventions,
standards, and procedures for the accurate and consistent reporting of financial information. However, GAAP is

not globally uniform, as different countries have their own versions (e.g., Indian GAAP, UK GAAP). In the
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United States, GAAP is specifically governed by the Financial Accounting Standards Board (FASB), making it

essential to distinguish U.S. GAAP from other national frameworks.

Basic
Assumptions

Business Entity
Concept

Going Concern
Concept

Money
- Measurement
Concept

| Accounting Period
Concept

— Accrual Concept

Fig. 2.3 Generally Accepted Accounting Principles

1. Basic Assumptions

Basic assumptions serve as the foundation for accounting practices, guiding how transactions are recorded

and financial statements are prepared.

(a) Business Entity Concept: A business is treated as separate from its owner, ensuring personal and business
transactions are not mixed. This concept helps maintain transparency, prevents financial misrepresentation,

and ensures proper accountability of business operations.
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Example: If the owner withdraws money for personal expenses, it is recorded as a drawings transaction and

not a business expense.

(b) Money Measurement Concept: Only transactions that can be expressed in monetary terms are recorded
in financial statements. Non-monetary aspects like employee efficiency or brand reputation, though crucial,

are excluded unless they have a direct financial implication.

Example: A company's goodwill may have a significant impact on market value, but unless it is purchased,

1t 1s not recorded in the accounts.

(¢) Going Concern Concept: A business is assumed to continue indefinitely unless evidence suggests
otherwise. This concept allows assets and liabilities to be recorded based on their long-term usability rather

than immediate liquidation value, ensuring stable financial reporting.

Example: A company purchasing machinery records it as an asset rather than an expense, assuming long-

term use.

(d) Accounting Period Concept: Financial statements are prepared for a fixed period (monthly, quarterly, or
annually) to systematically evaluate business performance. This allows businesses to compare financial data

across different time frames and aids in regulatory compliance.

Example: Companies file financial reports at the end of each financial year (April to March in India or

January to December in many other countries).

(e) Accrual Concept: Transactions are recorded when they occur, regardless of when cash is received or paid.
This ensures financial statements reflect true profitability and obligations, making it easier for businesses to

track their financial position.

Example: A business that provides services in December but receives payment in January records the revenue

in December, following the accrual basis.

2. Basic Principles: These principles provide a structured method for recording financial transactions,

ensuring reliability and comparability.
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(a) Revenue Realization Concept: Revenue is recognized when it is earned, not when the payment is
received. This principle ensures financial statements reflect actual business performance, helping investors

and management make informed decisions.

Example: A business sells goods on credit in March but receives payment in April. The revenue is recorded

in March itself.

(b) Dual Aspect Concept: Every financial transaction affects two accounts, ensuring the accounting equation
(Assets = Liabilities + Equity) remains balanced. This concept is the foundation of the double-entry

bookkeeping system.

Example: A company purchasing equipment for 50,000 increases assets (equipment) and decreases

cash (or increases liabilities if purchased on credit)

(c) Matching Concept: Expenses should be recorded in the same period as the revenue they help generate.
This principle ensures the accurate calculation of profit and loss and avoids misleading financial reports by

aligning costs with related earnings.

Example: 1f a company incurs advertising expenses in December to generate sales in January, the cost should

be recorded in January, aligning with the related revenue.

(d) Full Disclosure Concept: Financial statements must provide complete, relevant, and transparent
information to stakeholders for accurate decision-making. This principle ensures all material facts, including

risks and uncertainties, are disclosed in footnotes or notes to accounts.

Example: Contingent liabilities (possible future losses) are disclosed in the notes to accounts, even if they are

not yet actual expenses.

(e) Verifiable Objective Evidence Concept: All recorded transactions must be supported by verifiable and
objective evidence like invoices, contracts, or receipts. This ensures accuracy, reliability, and reduces the

possibility of fraud or errors.

Example: A sales transaction is recorded only when a valid sales invoice is issued.
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(f) Historical Cost Concept: Assets are recorded at their original purchase price and not their current market
value. This ensures consistency and prevents arbitrary changes in financial reporting due to fluctuating market

conditions.

Example: It a company buys land for X5 lakh, it is recorded at I5 lakh in financial statements, even if its

market value rises to T8 lakh.

(g) Balance Sheet Equation Concept: The fundamental accounting equation (Assets = Liabilities +
Owner’s Equity) ensures that financial statements remain balanced. Any financial activity must reflect in at

least two accounts to maintain accuracy.

Example: 1f a company takes a X1 lakh loan, both cash (asset) and loan payable (liability) increase by X1 lakh,

keeping the equation balanced.
3. Modifying Principles
These principles help refine the application of basic assumptions and principles for better financial reporting.

(a) Consistency Concept: Accounting policies and methods should remain uniform across reporting periods

to ensure comparability of financial statements. Any change in method should be disclosed and justified.

Example: 1f a business follows the straight-line method for depreciation, it should not switch to the reducing

balance method arbitrarily.

(b) Materiality Concept: The materiality concept in accounting states that only those financial transactions
which are significant enough to influence the decision-making of users should be recorded and reported
separately. Insignificant or minor transactions can be grouped under broader categories. Materiality is a
relative term—what is immaterial for a large corporation might be material for a smaller firm. This approach

helps keep financial statements concise and avoids unnecessary detailing.

Example: A large company may not record a 10 purchase of office stationery as a separate line item; instead,
it 1s included under “Miscellaneous Expenses” because the amount is too small to affect any financial
decisions. However, for a very small business, even such an amount might be considered material depending

on its overall financial size.
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(c) Conservatism Concept (Prudence Concept): Financial statements should be prepared with caution,
recognizing potential losses but not anticipating future gains. This approach ensures businesses do not

overstate profits or assets.

Example: 1f a company expects bad debts, it creates a provision for doubtful debts, even though the customer

has not defaulted yet.

(d) Timeliness Concept: Financial information should be reported within a specific timeframe to maintain

its relevance. Delayed reporting can lead to outdated and ineffective decision-making by stakeholders.

Example: A business must submit its annual financial reports before the regulatory deadline to ensure

stakeholders have up-to-date information.

(e) Industry Practice Concept: Different industries may follow specialized accounting methods best suited
to their nature of operations. This ensures accuracy and relevance in financial reporting for industry-specific

needs.

Example: The real estate industry recognizes revenue based on project completion stages, while the retail

industry records revenue at the point of sale.

Key Features of GAAP:
o Rules-Based System: A rules-based framework under GAAP provides detailed guidelines for
handling common accounting situations. The framework guides organisations to perform highly

precise reporting of particular transactions.

e Detailed Guidance: Among the standards contained in GAAP are detailed accounting treatments
of specified assets along with liabilities and revenues recognition rules accompanied by expense
allocation procedures.

e Emphasis on Consistency: Making the reporting standard between periods the same creates
conditions under which dependability can easily be obtained due to the relative assessments carried

between businesses and financial time frames with stakeholders.

2.2.1 International Financial Reporting Standards (IFRS)
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The International Accounting Standards Board produces International Financial Reporting Standards that act as
accounting standards to develop new procedures. A global framework of International Financial Reporting
Standards permits companies operating across multiple jurisdictions to measure financial data uniformly

ensuring consistent assessment.

Key Features of IFRS:

e Focus on Substance over Form: The International Financial Reporting Standards guide
financial reporting on financial transaction details while ignoring legal paperwork. Under
IFRS companies are required to disclose transaction financial facts which may conflict
with both legal frameworks and signed agreements.

e Principles-Based System: [FRS operates on a principles-based framework whereas GAAP relies
on extensive rulemaking as its fundamental design difference. IFRS reporting guidelines provide
broad foundation guidelines along with principles for independent transaction reporting by
companies.

e Global Applicability: More than 140 countries have adopted IFRS standards including Australia,
Canada and the European Union. IFS provides international organizations with one standard for

financial reporting, linking investor and regulatory entity evaluations across international borders.

Key Principles of IFRS:

e Accrual Basis of Accounting: Companies under IFRS accrual basis need to process transactions
in real time rather than solely when they make cash settlements. A company must recognize
revenue at the instant services are provided or products are delivered despite receiving payment at
different times.

e Fair Value Measurement: The assessment of fair value through current market prices replaces
historical cost evaluations in multiple IFRS financial reporting methods. Financial assets such as
stocks and bonds need to be reported as fair value at the balance sheet level when using IFRS but
GAAP permits historical cost or amortized cost for these same assets.

e Component Approach: Following IFRS allows depreciation of different useful life components
with distinct parts of an asset through a component approach method. Per IFRS guidance a business
can split the cost between their building structure and roof components for depreciating them over

different periods.
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Financial statements of a company as an information
base for decision-making in a transforming economy.
European Research Studies Journal, 21, 339-350).

1. Differences Between GAAP and IFRS
Financial reporting requires guidelines provided by GAAP and IFRS although the two frameworks demonstrate
substantial divergences across their organisational structure and technical implementation and specific accounting

rules. Below are some key areas where GAAP and IFRS differ:

a) Revenue Recognition
o GAAP: GAAP contains detailed revenue recognition guidelines which provide separate rules for
specific industries. Software and construction organisations require their own rules for revenue
recognition because these industries have specific guidelines that determine when companies may
recognize incoming revenue.
Example: The construction company follows the percentage-of-completion method for revenue

recognition by continuous income flow throughout the development period of the project.

e JFRS: The revenue recognition approach under IFRS 15 applies a wider principle that relies upon
the customer obtaining control of goods or services. Revenue recognition under IFRS bases its
procedures on control transfers instead of emphasizing ownership changes because both systems
uphold the same main guidelines.

Example: When customers obtain control of company products a revenue recognition event takes
place and it could occur after delivery rather than payment receipt.
b) Lease Accounting

o GAAP: GAAP establishes two lease categories through its distinction between operating leases
which function similarly to operating leases under GAAP and capital leases labeled as finance
leases. Transactions for operating leases are excluded from a company's balance sheet so they

recognize lease payments as expenses only.
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Example: When businesses choose operating lease contracts for their office locations, they must
report monthly rent costs through expense recognition while ignoring any recognition of

underlying lease rights or financial obligations.

o IFRS: All leases fall for accounting purposes on the balance sheet according to IFRS 16. No matter
how a lease is classified both operating and finance leases are recorded as right-of-use assets along
with matching lease liabilities.

Example: TFRS requires leasing companies to create a right-of-use-asset and lease-liability that

embody the present-value estimation of future payments when leasing office space.

¢) Measurement of Assets and Liabilities
e GAAP: Under GAAP most assets and liabilities use historical cost measurement but financial
instruments and investments can be valued at fair value. Financial statements under these
conditions do not always present current market value measurements of assets and liabilities.
Example: In GAAP accounting a company must value the purchased machine at its Rs. 100,000

purchase price even though its market worth may change over time.

e [IFRS: Under IFRS particular assets and liabilities require fair value measurement. Per IFRS
investment instruments including stocks or bonds acquire their value from fair value measurement
that depends on changing market conditions.

Example: Companies that hold available-for-sale stocks according to IFRS must report their fair

market value on their balance sheet.

d) Inventory Valuation
o GAAP: The U.S. Generally Accepted Accounting Principles allow financial organisations to
employ the Last in First Out (LIFO) approach for valuing their inventory. LIFO operates on a
principle that newly acquired inventory items should be sold prior to older stock. During periods
of price increases using this method allows businesses to lower their taxable income amounts
through the connection between increased purchase costs and revenue.
Example: Under LIFO inventory accounting a firm that bought 1,000 units at Rs. 5 each and then

1,000 additional units at Rs. 6 each could claim Rs. 6 for each sold unit.
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IFRS: Under IFRS inventory valuation excludes any opportunity to utilize LIFO methods.
organisations must choose between First In First Out (FIFO) or weighted average cost systems for
their inventory valuation approach.

Example: Companies who report under IFRS and choose FIFO as their accounting method will
include cost of goods sold by units purchased first which means using Rs. 5 from the older

purchasing batch producing elevated taxable income in increasing price environments.

e) Treatment of Goodwill

GAAP: A minimum one-year analysis based on GAAP standards is required to evaluate goodwill
under GAAP. Businesses need to recognize an impairment loss after goodwill holding value
surpasses its fair market value.

Example: A Rs. 200,000 impairments must be recorded since annual evaluations reveal the fair

value to be Rs. 800,000 upon determination of goodwill worth Rs. 1 million.

IFRS: IFRS system requires unique impairment assessment strategies for goodwill but maintains
predefined rules for restoring previously recorded impairment losses.
Example: A company records goodwill at I5 million. If its recoverable amount drops to 4.5

million, a ¥500,000 impairment loss is recorded, which cannot be reversed even if the fair value
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Following is the quick summary of main points:
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Category GAAP IFRS

Revenue Detailed guidelines for specific industries, Uses IFRS 15, which recognizes

Recognition with industry-specific rules for revenue revenue when the customer obtains
recognition. control of goods or services.

Lease Accounting Two types: operating and capital (finance) All leases must be recorded on the
leases. Operating leases are not recorded on balance sheet as a right-of-use asset
the balance sheet; lease payments are and corresponding lease liability.
recorded as expenses.

Measurement of Most assets and liabilities use historical cost, Some assets and liabilities require

Assets and except financial instruments and investments, | fair value measurement, particularly

Liabilities which may be valued at fair value. investments like stocks and bonds.

Inventory Valuation | Allows Last-In, First-Out (LIFO) method, which LIFO is not allowed; companies must
can reduce taxable income when prices rise. use FIFO or weighted average cost.

Treatment of Annual impairment test required. Impairment Goodwill impairment is assessed but

Goodwill losses must be recognized if goodwill’s value cannot be reversed even if fair value
falls below its fair market value. later increases.

2.3 Summary

% Accounting is the process of recording, classifying, summarizing, and interpreting financial
transactions in monetary terms. Only financial transactions that impact a company’s financial position
are recorded, while discussions or potential deals are excluded until finalized. Transactions are
systematically recorded using accounting principles, grouped into categories such as sales, purchases,
and cash transactions for better analysis.

« Financial statements provide insights into a company’s financial health and include the Balance
Sheet, Income Statement, Cash Flow Statement, and Statement of Retained Earnings. The Balance
Sheet shows a company’s assets, liabilities, and equity, following the equation: Assets = Liabilities +
Equity. Assets are classified into current assets (convertible to cash within a year) and non-current
assets (long-term resources). Liabilities are divided into current liabilities (due within a year) and
non-current liabilities (long-term obligations).

< The Income Statement reports revenues, expenses, and profitability of a company for a given period.
It contains revenues, cost of goods sold, gross profit, operating expenses, operating income, and net

income. The Cash Flow Statement accounts for cash inflows and outflows under three sections:
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operating, investing, and financing activities. The Statement of Retained Earnings is a report that
shows changes in retained earnings by adjusting for net income and dividends.

+ Financial statements are imperative for business decisions, investor confidence, regulatory
compliance, credit assessment, benchmarking, and tax planning. There are assumptions incorporated
in GAAP, such as the business entity concept, the going concern concept, the money measurement
concept, and the accounting period concept, which ensure financial reporting consistency and

transparency. All these principles of accounting ensure financial data reliability and comparability.

+ The International Financial Reporting Standards (IFRS) provide globally accepted accounting
guidelines, emphasizing a principles-based system. Unlike GAAP, which follows a rules-based
approach, IFRS prioritizes substance over form and fair value measurement. Companies using IFRS
recognize transactions based on when control of goods or services is transferred rather than legal
ownership changes.

« GAAP and IFRS differ in several areas, such as revenue recognition, lease accounting, asset and

liability measurement, inventory valuation, and goodwill treatment. GAAP offers specific industry-

based rules for revenue recognition, whereas IFRS relies on a principle-based approach. GAAP
permits the use of LIFO for inventory valuation, whereas IFRS prohibits it. Under GAAP, goodwill
is subjected to annual impairment testing, but IFRS has more stringent impairment requirements and

permits reversal in some cases.

2.4 Key Terms

1.  Accounting — Accounting is the process of recording, classifying, summarizing, and interpreting
financial transactions in monetary terms to provide meaningful financial information.

2. Financial Statements — Financial statements include reports on the company's financial position
and performance, the balance sheet, income statement, cash flow statement, and the statement of
retained earnings.

3. Balance Sheet — A financial statement that reflects a company's assets, liabilities, and equity at a
particular date. It's a snapshot, because it is prepared following the equation: Assets = Liabilities +
Equity.

4. Income Statement — A financial statement that reports a company's revenues, expenses, and profits
or losses for a specified period of time. It is usually depicted as a picture of a company's financial

performance.
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5.  Cash Flow Statement — A report of inflows and outflows of cash occurring from a firm, classified
in the three key heads of the statement: operation, investment and financing.

6. Retained Earnings — The company's net profit accumulated over successive financial years with
an addition that would be ploughed into the business while considering the shareholders' dividend,
that is withdrawn for distribution purposes.

7. GAAP (Generally Accepted Accounting Principles) — Generally accepted accounting principles
and guidelines that will guide the business for consistency in accuracy and the need for presentation.

8. IFRS (International Financial Reporting Standards) — A globally recognized framework for
financial reporting that emphasizes a principles-based approach and focuses on fair value
measurement.

9. Revenue Recognition — The accounting principle that dictates when revenue should be recorded,
based on whether goods or services have been delivered to the customer.

10. Accrual Basis of Accounting — A method where revenues and expenses are accounted for when
they are earned or incurred, not when money is received or paid.

11. Assets — Economic resources owned by a business that have future economic benefits, classified as
current assets (short-term) and non-current assets (long-term).

12. Liabilities — Financial obligations of a company that must be settled, categorized into current
liabilities (due within a year) and non-current liabilities (long-term obligations).

13. Equity — The residual interest in a company’s assets after deducting liabilities, representing
ownership value, including common stock and retained earnings.

14. Going Concern Concept — The assumption that a business will continue operating indefinitely
unless evidence suggests otherwise, influencing how assets and liabilities are recorded.

15. Matching Concept — It means that expenses are recorded in the same accounting period as the
revenues they help generate, thus maintaining accurate financial reporting.

16. Historical Cost Concept — The principle that assets should be recorded at their original purchase
price rather than their current market value, ensuring consistency in financial statements.

17. Conservatism Concept (Prudence Concept) — The accounting principle that requires recognizing
potential losses immediately but not anticipating future gains until realized, promoting financial
caution.

18. LIFO (Last-In, First-Out) — An inventory valuation method where the most recently acquired
inventory items are sold first, permitted under GAAP but not allowed under IFRS.
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19.

20.

FIFO (First-In, First-Out) — An inventory valuation method where the oldest inventory items are
sold first, ensuring accurate cost matching and widely accepted under IFRS.
Goodwill — An intangible asset representing the excess value paid for a company over its net assets,

subject to impairment testing under GAAP and IFRS.

2.5 Descriptive Questions

1.

e L A e B

9.

10.
11.
12.

What is accounting, and why is it considered both an art and a science?

What types of financial transactions are recorded in accounting, and which are excluded?
How does accounting help businesses in decision-making and financial planning?

What are the key financial statements, and what purpose does each serve?

How does the balance sheet equation (Assets = Liabilities + Equity) maintain financial accuracy?
What is the difference between current and non-current assets? Provide examples.

How do liabilities differ from equity in a balance sheet?

What components make up the income statement, and how do they indicate a company's
profitability?

How does the cost of goods sold (COGS) impact a company's gross profit?

What is the purpose of operating expenses, and how do they differ from COGS?

What are the three main sections of a cash flow statement, and what do they represent?
How do financial statements help investors assess the stability and growth potential of a

business?
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Answers to Knowledge Check

Knowledge Check 1
1. Liabilities + Equity
operating, investing, financing

financial health and growth

 alilieo ot

creditworthiness
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2.7 Case Study

op

Zenith Electronics Ltd., a mid-sized consumer electronics company, has experienced revenue growth over

Financial Statement Analysis of Zenith Electronics Ltd.

the past three years. However, the company is facing serious financial challenges, including declining
profitability, liquidity issues, and high financial leverage. This case study explores these issues, provides

an in-depth analysis, and suggests solutions for improving the company's financial position.

Background
Zenith Electronics Ltd. was founded in 2015 and specializes in manufacturing smart home appliances.
The company has a strong market presence but has struggled with increasing competition and rising

production costs.

Key financial indicators from 2022 to 2023:

Revenue increased from X150 crore to X180 crore.

Net profit margin declined from 12% to 8%.

Operating cash flow turned negative (-35 crore).

Debt-to-Equity Ratio increased from 1.2 to 2.0, raising concerns about financial risk.

The company's management is concerned about these trends and wants to implement corrective measures

to ensure sustainable growth.

Problem 1: Declining Profitability Despite Increasing Revenue
Despite a 20% increase in revenue, Zenith Electronics Ltd.'s net profit margin fell from 12% in 2022 to
8% in 2023.
Analysis:
The Cost of Goods Sold (COGS) increased significantly due to rising raw material costs.
Operating expenses, including marketing and administrative costs, also surged.

Interest expenses on new long-term loans increased.
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Optimize production costs by negotiating better rates with suppliers and aaopung cost-

Solution:

efficient manufacturing processes.
Reduce unnecessary operating expenses, especially in marketing and administrative costs.
Refinance high-interest loans to reduce interest payments and improve profitability.
Problem 2: Liquidity Concerns — Negative Operating Cash Flow
The company reported a net profit of 220 crore in 2023 but had a negative operating cash flow of 35
crore, raising liquidity concerns.
Analysis:
A large portion of cash is tied up in inventory and accounts receivable.
Extended credit terms have delayed cash inflows.
Increased capital expenditures have further strained cash reserves.
Solution:
Improve inventory management to avoid overstocking and free up cash.
Strengthen credit collection policies to ensure faster payments from customers.
Lease equipment instead of purchasing to reduce immediate cash outflows.
Problem 3: High Debt-to-Equity Ratio
The Debt-to-Equity Ratio increased from 1.2 to 2.0, making the company more reliant on debt financing
and increasing financial risk.
Analysis:
The company took on additional debt to fund expansion instead of issuing new equity.
High leverage means higher interest expenses, affecting profitability.
A high debt ratio limits future borrowing capacity.
Solution:
Diversify funding sources by issuing equity instead of relying solely on debt.
Prioritize early debt repayment to lower financial risk.

Increase retained earnings by reinvesting profits rather than relying on external borrowing.
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Reflective Questions

Why is an increase in revenue not always an indicator of higher profitability?

How can a company reduce its Cost of Goods Sold (COGS) without compromising product
quality?

Why is negative operating cash flow a concern even if a company reports net profits?

What strategies can businesses use to improve cash flow management?

How does high financial leverage (Debt-to-Equity Ratio) impact a company’s long-term
sustainability?

What are the risks of excessive reliance on debt financing?

How can companies balance between debt and equity financing for growth?

What role does inventory management play in ensuring financial stability?

How do financial statements help investors and lenders assess a company's financial health?

How does refinancing high-interest loans help improve financial performance?
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Unit 3: Methods of Depreciation and Inventory Valuation

Learning Objectives

1. Learners will be able to define the concept and significance of depreciation in financial accounting
2. Learners will identify and apply different methods of depreciation (Straight-Line Method,
Declining Balance Method, Units of Production Method, etc.).

3. Learners will learn about the importance of inventory valuation in financial reporting.

4. Learners will understand the principles of double-entry accounting and journalizing transactions.

Content

3.0 Introductory Caselet

3.1 Introduction to Depreciation
3.2 Inventory Valuation

3.3 Accounting Mechanics

3.4 Financial Statement

3.5 Summary

3.6 Key Terms

3.7 Descriptive Questions

3.8 References

3.9 Case Study
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3.0 Introductory Caselet

“Balancing Depreciation and Inventory Valuation at Titan Manufacturing Ltd.”

Titan Manufacturing Ltd., a mid-sized industrial equipment manufacturer, recently expanded its production
capacity by acquiring new machinery worth 220,00,000. The company also holds significant inventory,
including raw materials, work-in-progress, and finished goods. As the finance team prepares the year-end

financial statements, they face two critical decisions:

Selecting the Depreciation Method — The management needs to decide between the Straight-Line Method
(SLM) and the Written Down Value (WDV) Method for depreciating the new machinery. While SLM
offers consistency in annual depreciation expenses, WDV provides higher depreciation in the initial years,

offering potential tax benefits.

Choosing an Inventory Valuation Method — The company is evaluating inventory valuation methods. Since
Indian companies cannot use LIFO (Last-In, First-Out), they are focusing on FIFO (First-In, First-Out). In
an inflationary environment, FIFO typically leads to higher profits because it records the older, lower-cost

inventory as the cost of goods sold, which in turn boosts the reported profit margins.

With financial performance, tax planning, and compliance considerations in mind, the management must
determine the best approach to maximize profitability while ensuring accurate and transparent financial

reporting.
Critical Thinking Question:

As a financial advisor, how should Titan Manufacturing Ltd. approach the selection of depreciation and
inventory valuation methods to balance profitability, tax efficiency, and financial statement accuracy? What

factors should influence their decision?
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3.1 Introduction to Depreciation

In the business world, assets such as machinery, equipment, and buildings are essential for operations. Over
time, these assets lose value due to wear and tear, usage, or technological obsolescence. This reduction in
value is known as depreciation. Accounting for depreciation is crucial as it helps in accurate financial
reporting, tax planning, and investment decision-making. Depreciation allows businesses to systematically
allocate the cost of an asset over its useful life, ensuring that expenses are matched with the revenues
generated from the asset. It is a non-cash expense that reduces taxable income and reflects the gradual

consumption of an asset’s value.

3.1.1 Meaning of Depreciation

Depreciation refers to the systematic allocation of an asset's cost over its useful life. It represents the decline
in an asset’s value due to physical deterioration, usage, or obsolescence. Unlike direct expenses such as
salaries or raw material costs, depreciation is a non-cash expense, meaning it does not involve an actual

outflow of cash.

For example, if a company purchases machinery for 10,00,000 and expects it to be useful for 10 years, the

cost should be allocated over this period rather than being expensed all at once.

Depreciation ensures that a company does not overstate its profits by spreading the cost of assets over

multiple years, aligning with the matching principle in accounting.

3.1.2 Definition of Depreciation

Various accounting and financial experts have defined depreciation as follows:

e Institute of Chartered Accountants of India (ICAI):
"Depreciation is a measure of the wearing out, consumption, or other loss of value of a
depreciable asset arising from use, the passage of time, or obsolescence through technology and
market changes."

e American Institute of Certified Public Accountants (AICPA):
"Depreciation accounting is a system of accounting that aims to distribute the cost of tangible
capital assets, less salvage value (if any), over the estimated useful life of the unit in a systematic

and rational manner."
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e Accounting Standard (AS-6) on Depreciation Accounting (India):
"Depreciation is the allocation of the depreciable amount of an asset over its estimated useful life.
For determining depreciation the original purchase cost of assets serves as the starting point

together with any alternative cost value, less its residual value."

3.1.3 Features of Depreciation

Depreciation serves as a fundamental accounting principle which enables businesses to distribute tangible
asset costs throughout their useful operational period. The method helps businesses provide correct
financial reports through its function of showing asset value decline over time. The actual value of an asset
decreases because of its natural deterioration and regular use and its age-related obsolescence.
Understanding the features of the efficient management of assets and tax benefits and financial stability

depend upon depreciation for businesses.
1. Reduction in Asset Value

An asset's worth decreases gradually throughout its operational period. The decrease in value occurs
mainly because of asset usage and physical breakdowns and outdated technology. For example, a
manufacturing machine loses its value and operational efficiency as newer advanced models

become available in the market.
2. Non-Cash Expense

The bookkeeping method of depreciation differs from regular business expenses because it records
the gradual decline of fixed asset value despite no actual cash outlay. The act of recording
depreciation results in no cash outflow but leads to decreased net profit and affects financial report

statements.
3. Gradual Allocation

The depreciation process does not arrive as a single large expense but instead distributes it across
various accounting periods. The cost allocation method of depreciation allows businesses to

distribute asset expenses throughout time thus avoiding unrealistic financial statement expenses.
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4. Applicable Only to Fixed Assets

Only tangible fixed assets like buildings, machinery and vehicles can benefit from depreciation
treatment because of their extended useful existence. It does not apply to current assets like
inventory, which are consumed or sold within a short period. Intangible assets (like patents and

copyrights) undergo a similar process called amortization instead of depreciation.
5. Affects Financial Statements

Depreciation reduces the book value of assets on the balance sheet while also being recorded as an
expense on the income statement. The business operation becomes less profitable because net
income decreases due to depreciation. A business that fails to account for depreciation will end up

overstating its assets along with its profits thus, distorting financial information.
6. Different Methods Available

Income tax authorities in India permit the use of the Written Down Value (WDV) method for
depreciation. Businesses receive permission from governments to select depreciation methods that
generate accelerated deductions to decrease their tax liabilities during the first years of acquiring
assets. Various depreciation methods are available for calculating the decline in asset value. For
instance, the Straight-Line Method allocates an equal depreciation amount each year, while the
Declining Balance Method assigns a higher depreciation expense during the initial years. The choice
of method for both financial and tax reporting depends on the type of business and regulatory

requirements.
7. Impact on Taxation

A business can benefit from tax savings through depreciation since the depreciation expense directly
lowers taxable income. Businesses receive permission from governments to select depreciation
methods that generate accelerated deductions to decrease their tax liabilities during the first years

of acquiring assets.

8. Regulated by Accounting Standards

Multiple accounting principles as well as regulatory frameworks control depreciation calculations.

The Indian regulations regarding depreciation are established through Accounting Standard AS-10
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(Property, Plant, and Equipment) and the Companies Act, 2013. The IRS (Internal Revenue Service)
together with GAAP (Generally Accepted Accounting Principles) establishes the depreciation
guidelines which govern the United States. Financial reporting benefits from these regulatory

standards because they establish standards for reporting transparency and consistent results.

The features of depreciation highlight its role in financial reporting, asset valuation, and expense allocation.
Businesses can decrease their taxable income through depreciation expenses as a non-cash deduction which

maintains accounting standard compliance.

3.1.4 Significance of Depreciation

Accounting and finance fully rely on depreciation as a core principle which helps organizations manage
assets properly and plan finances and minimize their tax burden. Through proper depreciation methods the
cost value of physical assets gets distributed throughout their operational period which results in accurate

financial statement representations. The following list explains why depreciation matters:
1. Accurate Financial Reporting

A business uses depreciation to show accurate financial statements because it reduces the recorded value
of assets throughout their lifespan. The depreciation system helps companies to avoid profit overstatements

while connecting expenses to their corresponding revenue activities.
2. Compliance with Accounting Standards

The rules regarding depreciation follow standard accounting practices AS-10 (India) and GAAP (US) and
IFRS (International Financial Reporting Standards). The correct recording of depreciation helps

organizations maintain compliance with legal standards and financial reporting transparency.
3. Helps in Tax Savings

The regulatory treatment of depreciation defines it as an expense which decreases the taxable income of the
organization. The depreciation deduction allows businesses to reduce their taxable profit thus decreasing

their corporate tax burden and increasing their cash reserves. The government provides
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speeded-up depreciation advantages for particular industries through tax incentives to boost investment

activities.
4. Asset Valuation and Replacement Planning

The balance sheet value of assets remains accurate through depreciation methods which reduce their
recorded worth over time. The depreciation system enables companies to plan asset replacement strategies

because funds remain accessible during the time when assets lose functionality.
5. Matching Principle in Accounting

Under the Matching Principle businesses should record expenses in the same period where the associated
revenue occurs. The Matching Principle becomes more accurate through depreciation because it distributes

asset costs across multiple years.
6. Cost Allocation for Decision-Making

The process of distributing asset costs throughout their useful life supports businesses in their budget-
planning and price-setting activities. A business can establish precise production costs through which it

determines correct pricing for its products and services to sustain profitability.
7. Prevents Overstatement of Assets

The recording of assets at original purchase prices without depreciation leads to incorrect representations
about the company’s overall net worth. The balance sheet becomes accurate through depreciation since it

reveals asset actual value thereby avoiding financial statement deception.
8. Enhances Business Sustainability

Businesses benefit through scheduled depreciation because they use this process to predict future
investments without facing unexpected spending challenges. Sustainable operations together with

operational stability are achieved by this approach.

Strategic tool depreciation makes fundamental changes to a company's financial situation as well as its

accounting, tax obligations and asset management capability and business decision capacity. Reporting

depreciation through accurate financial statements enables companies to obtain tax savings while
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establish better financial stability and advance toward enduring growth.

3.1.5 Methods of Depreciation

The calculation of depreciation works through multiple methods that match particular business needs
together with asset types alongside accounting policies. The depreciation methods selected by a business
determine how financial reports appear along with how taxes are handled and how important decisions are

made. The following list contains the depreciation methods which are most frequently used (in Fig.3.1):

Straight Line Written Down
Method / Fixed Value Method / -
Installment Reducing Balance Anzpighichod
Method Method |
Depreciation Fund Revaluation Insurance Policy
Method Method Method
L |
Sum of the Digits Machine Hour :
Method Rate Method RERleSe NG

Fig. 3.1 Methods of Depreciation
A. Straight Line Method:

The Straight-Line Method (SLM) represents the simplest method that remains the most frequently applied
depreciation technique. This depreciation approach distributes asset costs equally across its operational
period to produce identical depreciation charges annually. This method suits assets which show consistent
use patterns and experience minimal decline in value during their initial years since it includes buildings

and office furniture and equipment.

Cost of Asset — Salvage Value
Useful Life

Annual Depreciation —
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Where:

o Cost of Asset = Purchase price of the asset
e Salvage Value = Estimated residual value of the asset at the end of its useful life

o Useful Life = Number of years the asset is expected to be used

Example: A company purchases a machine for 10,00,000 with a salvage value of X1,00,000, and its useful
life is estimated to be 5 years. Using the straight-line method, the annual depreciation expense is calculated

as:

(10,00,000 — 1,00,000) / 5 = 1,80,000 per year

This means that every year, 31,80,000 will be deducted from the asset’s book value as depreciation.
Journal Entry for Depreciation:

At the end of each accounting period, the depreciation expense is recorded as:

Depreciation Expense A/c  Dr. 1,80,000

To Accumulated Depreciation A/c %1,80,000

Advantages of Straight-Line Method:

1. Easy to Calculate & Apply — The formula for depreciation remains consistent throughout an asset's
life, making it simple to compute and integrate into accounting records without complex calculations.

2. Uniform Expense Allocation — Since depreciation is evenly distributed over the asset’s useful life,
businesses can plan their financials more predictably, ensuring stability in budgeting and profit analysis.

3. Ideal for Long-Term Assets — Assets with steady wear and tear, such as office buildings or furniture,
benefit from this method as their usage pattern aligns with the constant depreciation expense.

Disadvantages of Straight-Line Method:

1. Does Not Reflect Actual Usage — Many assets, like vehicles or machinery, undergo higher wear and
tear in the initial years, but SLM fails to accommodate this, leading to a potential mismatch between

expense recognition and actual asset utility.

2. Ignores Technological Obsolescence — Rapid technological advancements may render assets like

computers and industrial equipment obsolete before the end of their estimated useful life, making the
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3. Residual Value Estimation Risk — The method relies on an accurate prediction of an asset’s salvage
value; if this estimate is incorrect, the total depreciation expense may be miscalculated, affecting

financial reporting accuracy.

B. Written Down Value Method

The Written Down Value (WDV) Method, also known as the Declining Balance Method (DBM), applies
a fixed percentage of depreciation to the asset’s book value (remaining value) at the beginning of each year.
Unlike the Straight-Line Method (SLM), which charges a constant amount annually, the WDV method

results in higher depreciation in the initial years and lower depreciation in later years.

This method is best suited for assets that lose more value in the early years, such as machinery, vehicles,

and computers, where wear and tear are more significant in the initial years of usage.

Formula:
Depreciation Expense = Book Value at Beginning of Year x Depreciation Rate
Where:

e Book Value = Asset’s value at the start of the accounting period (after subtracting previous
depreciation)

e Depreciation Rate = The percentage applied based on the useful life of the asset

Calculation of Net Book Value:

Net Book Value at the End of the Year = Cost of the Asset — Accumulated Depreciation (till the end
of the year)

This method not only helps in matching the expense with the asset's actual usage but also provides
tax benefits in jurisdictions like India, where accelerated depreciation is permitted for tax reporting

purposes.

Calculation of Depreciation Rate:

L NC ACDICCIdtion ratc 10r tne VW) v INEtnod cdll DC CalCuldaled USING N T0LOWINY 101111U1d WIICT] d
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salvage (or residual) value is expected at the end of the asset’s useful life:

Salvage Value \ T
Cost of the Asset

Depreciation Rate — 1 — (

This formula ensures that the asset’s book value is reduced to its salvage value over its useful life. If
no salvage value is assumed, the method might require a predetermined rate, but in many cases, a

salvage value is estimated to reflect the asset’s residual worth.

Example of depreciation rate calculation method:

Suppose an asset has:
e Cost of Asset: Rs. 100,000

e Estimated Salvage Value: Rs. 10,000
e Useful Life: 5 years

Plug these values into the formula:

Depreciation Rate =1 — (10,000 / 1,00,000)"° =
1—(0.1)°2 Calculating further:

0.1)°2 ~ 0.631(approximately)

Depreciation Rate ~ 1-0.631 = 0.369 or 36.9 %

Example: A company purchases a machine for 10,00,000 with a depreciation rate of 20% using the WDV

method. The depreciation is calculated as follows:

e Year 1: 10,00,000 x 20 % = 2,00,000
New book value: ¥8,00,000

e Year 2: 8,00,000 x 20 % = 1,60,000
New book value: ¥6,40,000

e Year 3: 6,40,000 x 20 % = 1,28,000
New book value: ¥5,12,000

[ N1S procedure Keeps o01ng until the 4sSSets Salvaose value 1S reached
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Journal Entry for Depreciation:
At the end of each accounting year, depreciation is recorded as:
Depreciation Expense A/c  Dr. IXX

To Accumulated Depreciation A/c IXX

If the asset is disposed of, its accumulated depreciation is adjusted accordingly.

Advantages of Written Down Value Method:

1. Higher Depreciation in Early Years — This method recognizes that assets experience the most wear
and tear in the initial years, ensuring a more realistic expense allocation that matches actual asset
usage patterns.

2. More Accurate Representation of Asset Value — By applying a declining balance approach, the
WDV method mirrors the decreasing utility and efficiency of assets over time, making financial
statements more reflective of real-world asset conditions.

3. Tax Benefits — Since businesses can claim higher depreciation in the initial years, taxable income is
reduced, providing early tax savings and improving cash flow management.

4. Widely Accepted for Taxation — Many tax regulations, such as the Income Tax Act, 1961 in India,

recognize the WDV method, making it a preferred choice for tax computation and compliance.

Disadvantages of Written Down Value Method:

1. Book Value Never Becomes Zero — Unlike the Straight-Line Method, where the asset is fully
depreciated by the end of its useful life, WDV keeps reducing the value indefinitely without
reaching zero, necessitating manual adjustments for disposal.

2. Complex Calculation — Depreciation is recalculated annually based on a new reduced book value,
requiring detailed accounting records and additional computational effort compared to the fixed

depreciation.

3. Difficult for Asset Planning — Since the depreciation expense decreases each year, businesses may

struggle with budgeting for asset replacements, as the method does not provide a uniform expense

N
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Digital Read

Scan the QR Code to Read!

Maliene, V., & Malys, N. (2015).
Assessing depreciation for valuation purposes

A decompositional approach. ResearchGate

Difference between Straight Line Method and Written down value method

Basis of Straight-Line Method (SLM) Written Down Value Method (WDYV)
Comparison
Definition Over the asset's useful life, Depreciation is applied to the asset's book
depreciation is charged annually in value, which causes it to decrease over
a consistent manner. time.
Calculation Depreciation Expense = (Cost of Depreciation Expense = Book Value X
Formula Asset — Salvage Value) + Useful Depreciation Rate
Life
Depreciation Remains constant every year. Higher in the initial years, decreases in
Amount later years.

Book Value at the The asset is fully depreciated, The asset's value never becomes zero, as

End of Useful Life reaching its salvage value. depreciation is calculated on the reducing
balance.
Suitability Suitable for assets with uniform Suitable for assets that lose value faster in

the initial years, such as vehicles,

usage, such as buildings, office
machinery, and computers.

furniture, and leasehold property.

Impact on Profits remain stable since Profits are lower in the early years due to
Profitability depreciation is uniform. higher depreciation and increase in later
years as depreciation reduces.
Ease of Simple and easy to calculate. More complex since depreciation is
Calculation applied to a new book value every year.




ATLAS

SKILLTECH
UNIVERSITY

Effect on Taxation

Lower tax savings in the early
years as depreciation is constant.

Higher tax savings in the initial years due
to higher depreciation.

Method Accepted Less commonly used for tax Widely used for tax purposes under
by Tax purposes. Income Tax Act, 1961 (India) and other
Authorities international tax laws.
Accounting Allowed under AS-10 (Property, Preferred under Income Tax Act for tax
Standard Plant & Equipment) and IFRS. depreciation but also accepted under AS-

10 and IFRS.

Did You Know?

Real estate investors use depreciation as a major tax advantage! Even though
real estate often appreciates in value, owners can still deduct depreciation
expenses on buildings (but not land) over 27.5 years (residential) or 39 years
(commercial).
In the U.S., racehorses can be depreciated! The IRS allows racehorses to be

depreciated over 3 or 7 years, depending on when they were placed in service.

\'/
’
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3.2 Inventory Valuation

Inventory valuation is a crucial accounting process that determines the monetary value of a company’s
inventory at the end of an accounting period. It helps businesses assess cost of goods sold (COGS),

profitability, and financial position. Proper inventory valuation is essential for accurate financial reporting,

tax calculation, and decision-making.

Meaning of Inventory Valuation

Inventory valuation refers to the process of assigning a value to unsold inventory.The valuation of inventory

assets affects business financial statements because inventory exists as a critical business asset. Financial

health together with taxable income and gross profit depend on the valuation approach selected.

3 el bicotivessofk L
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The financial worth of business-held stock depends on inventory valuation practices which serve as

fundamental accounting procedures. The main goals of inventory valuation consist of:

1. Accurate Financial Reporting: The balance sheet identifies inventory as one of its essential assets.
The correct valuation technique enables businesses to show their actual financial state in their

statements thus avoiding errors in profit calculations and asset evaluation.

2. Correct Determination of Cost of Goods Sold (COGS): The valuation of inventory directs changes
to both COGS and gross profit which subsequently impacts net income. An appropriate valuation
technique links business expenses to their corresponding revenue streams to maintain accurate

accounting practices.

3. Impact on Profitability & Tax Liabilities: Profit margins alongside tax obligations are affected by
the selection of inventory valuation methods between FIFO, LIFO and Weighted Average. The FIFO
method leads to higher profits in inflationary periods yet LIFO helps decrease taxable income by

increasing COGS to achieve tax benefits.

4. Effective Business Decision-Making: Businesses require accurate inventory valuation to establish
proper pricing approaches and restock thresholds and prevent both inventory surplus and depleted
stock levels. Operational efficiency benefits from supply chain management together with cost control

functions.

Facilitating Internal & External Audits
A properly valued inventory enables transparent financial reporting which simplifies the auditing process
and enhances reliability. Company financial health and creditworthiness receive assessment from investors

and auditors and creditors through inventory valuation analysis.

Financial management heavily depends on inventory valuation to provide precise financial statements and
meet regulatory requirements as well as support strategic decision-making. A proper inventory valuation
system helps businesses maximize their profits and enhance stock management and financial transparency

which results in extended financial stability and company expansion.

- 3.2.2 Methods of Inventory Valuation
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Financial accounting depends on inventory valuation to establish the monetary worth of inventory items
presented in financial statements. The selection of inventory valuation methods establishes direct
consequences for cost of goods sold (COGS) values as well as net income amounts and tax expenses. The
selection of inventory valuation methods depends on the industry type and matches with their economic

circumstances. The different methods of inventory valuation are as follows (in Fig.3.2):

Methods of
Inventory
Valuation

Weighted Specific

Average Cost Identification
(FIFO) method (LIFO) method (WAC) method Method

First-In, First-Out Last-In, First-Out

Fig. 3.2 Methods of Inventory Valuation

1. First-In, First-Out (FIFO) method

Under a FIFO valuation method the inventory consists entirely of fresh acquisitions since the business sells
its products based on first-in-first-out principles. Perishable item industries together with pharmaceuticals
and fashion sectors utilize this inventory management method because it helps improve stock rotation

efficiency. The FIFO method leads to reduced COGS and increased profits when prices rise even though it

creates higher taxable income.

Example:

A company purchases 100 units of a product: 50 units @ 10 each 50 units @ 12 each
If 60 units are sold under FIFO: (50 x 10) + (10 x 12) =%620

Remaining inventory: 40 units @ 12 each

2. Last-In, First-Out (LIFO) method

Under LIFO inventory management the newest items bought become the first products sold while leaving
behind older inventory items in storage. The approach delivers advantages to businesses facing inflation

| . . |  g00ds sold and | | axable profits, LIFC |
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inventory method for manufacturing and retail companies since their inventory costs tend to increase
chronologically. LIFO method for valuing inventory is prohibited under the IFRS (International Financial
Reporting standards) & Ind AS (Indian Accounting standards). It is allowed under US GAAP.

Example:
Using the same purchase scenario as above: If 60 units are sold
under LIFO: (50 x 12) + (10 x 10) =700

Remaining inventory: 40 units @ 10 each

Weighted Average Cost (WAC) method

Under the Weighted Average Cost (WAC) method inventory value emerges through averaging all costs
from available items per period. The WAC method eliminates price variations which benefits companies
operating with bulk materials such as chemicals and raw materials and oil products. The consistent
valuation method across all inventory produces equal impacts on profits and COGS which stabilizes

financial statement values.

Example:
Total inventory cost: (50 x 10) + (50 x 12) =%1,100
Total units: 100 Average cost per unit: X1,100/ 100 =311

If 60 units are sold: 60 x 11 =660
Remaining inventory: 40 units @ 11 each

3. Specific Identification Method
Businesses applying the Specific Identification Method give individual costs to each inventory unit which

enables accurate valuation through actual purchase price determination. Businesses that market luxury cars
alongside jewelry and real estate properties should utilize this method because of its specific features. The
inventory valuation method offers maximum accuracy but businesses must track every individual inventory

item which results in complex operations and extended time requirements.

Example: A business that makes custom jewelry values its products through exact purchase prices to

guarantee accurate cost assessment for each item.

The financial and operational requirements of businesses determine which method among these they should
————————————————————————————————————————————————————
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from GAAP and IFRS determine which inventory valuation method a company should use. A business must

choose its inventory valuation method carefully because it provides reliable financial

reports and strong cost management alongside maximum tax advantages.

i
Activity: Last-In, First-Out (LIFO) E‘ —
r

As a financial analyst for a retail company, analyze the impact of using the Last-In, First-Out (LIFO)
inventory valuation method during inflation. Prepare a short report (200-300 words) comparing
how LIFO affects cost of goods sold (COGS), net income, and tax liabilities compared to the First-
In, First-Out (FIFO) method. Provide recommendations on when LIFO would be most

beneficial for the company.

3.3 Accounting Mechanics

The systematic process of recording transactions and summarizing financial data uses accounting mechanics
which ensure reliable information reporting. Financial accuracy and legal compliance with economic decision-

making power are enabled through their system of maintaining records.

The guide explores all fundamental principles along with concepts and procedures which represent the core

aspects of accounting mechanics.
3.3.1 Double Entry System

The accounting equation serves as the basis for all financial transactions:
Assets = Liabilities + Owner’s Equity

Key Components:
1. Assets: A company's assets that yield future financial gains, such as cash, accounts receivable,

inventory, and equipment.
2. Liabilities: Liabilities are commitments or debts that the company owes to third parties, such as

accounts payable, loans payable, and salaries payable.

3. Owner’s Equity: The residual interest in the assets of the business after deducting liabilities. It

includes capital, retained earnings, and owner’s withdrawals.

SINCE Ne eaqudtion MuSt AIwadvs DC DAIANCEd, CVETV UransSdaction aricctS dat 1edSt two dCcCoUunts
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Example: If a company borrows Rs.10,000 from a bank:

e Assets (Cash) increase by Rs.10,000.
e Liabilities (Loan Payable) increase by Rs.10,000.

e The equation remains balanced.
3.3.2 Journal Entry

In order to ensure that debits and credits are equal, a journal entry uses the double-entry system to record a
financial transaction in the accounting books. The date, account names, credit and debit amounts, and a

synopsis are all included. At least two accounts are impacted by each transaction; one is credited and the

other is debited.
Standard Format

A journal entry includes:

1. Date — When the transaction occurred.
2. Account Titles — The accounts involved in the transaction.
3. Debit & Credit Amounts — Ensures balance in the books.
4. Narration — A brief description of the transaction.
Date Particulars J.No. Dr. Cr. Amount
Amount
yyyy/mm/dd Amount debited Dr XX XXXX
Amount credited XXXX
(Narration)
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3.3.3 Ledger

A ledger is a detailed record of all financial transactions for each account in a company. It is also known as

the "Book of Accounts" and serves as the second step in the accounting process after journal entries.
Standard Format:
Usually, the ledger is shown as a T-account, with credits on the right and debits on the left.

Ledger A/C

Dr. Cr.

Date Particular R. Amount Date Particular R. | Amount
No No

Left Side (Dr.) — Increases in assets & expenses

Right Side (Cr.) — Increases in liabilities, equity & revenue
3.3.4 Trial Balance

An accounting report that shows the balances of every ledger account as of a particular date is called a trial

balance. It helps verify the accuracy of financial records prior to creating financial statements by ensuring

that total debits and total credits equal one another.

Format of a Trial Balance
A trial balance is structured into three columns:

e Account Name — Lists all accounts (Assets, Liabilities, Equity, Revenue, Expenses).
e Debit Balance — Accounts with debit balances (Assets & Expenses).

o Credit Balance — Accounts with credit balances (Liabilities, Equity & Revenue).
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Example of a Trial Balance

Account Name Amount (Dr.) Amount (Cr.)
Cash 25,000
Account Receivable 10,000
Owner’s Capital 18,000
Revenue (Sales) 17,000
Total 35,000 35,000

3.3.5 Final Accounts

Final accounts refer to the set of financial statements prepared at the end of an accounting period to
determine a business's financial position and profitability. They summarize a company’s transactions and

help stakeholders make informed decisions.
Final accounts typically include:

1. Trading Account — Calculates Gross Profit or Gross Loss.
2. Profit & Loss Account — Determines Net Profit or Net Loss.

3. Balance Sheet — Shows the financial position of the business.

. 2 = _
Did You Know? N —

*

The Statue of Liberty was depreciated for tax purposes! The American
Committee for the Statue of Liberty claimed depreciation on the statue
in the 1920s, treating it as a business asset for

advertising purposes.

3.4 Financial Statement

Financial statements are structured reports that summarize a company's financial performance and position
over a specific period. They help stakeholders such as investors, creditors, and management assess the

business's profitability, liquidity, and solvency.
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The three primary financial statements are:

1. Income Statement — Shows the company's profit or loss.
2. Balance Sheet — Presents the company's financial position.

3. Cash Flow Statement — Explains cash movements in and out of the business.

3.4.1 Income Statement

The Income Statement reports a company’s revenues, expenses, and net profit or loss over a period
(monthly, quarterly, or annually). It helps measure profitability by showing how much profit the company

made after deducting all expenses.

Formula:
Net Profit = Total Revenue — Total Expenses

Proforma of Income Statement

Particulars Amount
(Rs.)
Revenue (Sales) XXXXX

(-) Cost of Goods Sold (COGS) | (XXXXX)

Gross Profit XXXXX

(-) Operating Expenses:

Rent (XXXXX)
Salaries & Wages (XXXXX)
Utilities (XXXXX)
Depreciation (XXXXX)
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Total Operating Expenses (XXXXX)
Operating Profit (EBIT) XXXXX
(-) Interest Expense (XXXXX)
Profit Before Tax (PBT) XXXXX
(-) Taxes (XXXXX)
Net Profit (PAT) XXXXX

3.4.2 Balance Sheet

The Balance Sheet presents a company's financial position at a specific date. It provides details about

Assets, Liabilities, and Equity, ensuring that the company follows the fundamental accounting

equation:

Assets = Liabilities + Equity

Format of Balance Sheet (As per Schedule III of the Companies Act, 2013)

Balance Sheet as on 31st March, 20.....

Particulars

Note
No.

Figure as the
end at the end of
Current
reporting period

Figure as the
end at the end
of Previous
reporting
period

I. EQUITY AND LIABILITIES
1) Shareholder’s Funds

(a) Share Capital
(b) Reserves and Surplus

3)Non-current Liabilities

(c) Money received against share warrants
2) Share Application money pending allotment
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(a) Long term borrowings

(b) Deferred tax liabilities
(net)

(c) Other long term liabilities
(d) Long term provisions

4) Current Liabilities

(a) Short-term borrowings
(b) Trade payables

(c) Other current liabilities
(d) Short-term provisions

Total

I1. ASSETS
1) Non-Current Assets
(a) Fixed assets
(i) Tangible assets
(i1) Intangible assets
(ii1) Capital work-in-
progress
(iv) Intangible assets
under development
(b) Non-current
Investments
(c) Deferred tax assets (net)

(d) Long-term loans and
advances

(e) Other non-current assets
2) Current Assets

(a) Current investments

(b) Inventories

(c) Trade receivables

(d) Cash and cash
equivalents

(e) Short term loans and

advances
(f) Other current assets

Total
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3.4.3 Cash Flow Statement

The Cash Flow Statement shows how cash flows in and out of a company. It helps assess the company’s

ability to generate cash, pay debts, and fund operations.

Formula:

Net Cash Flow = Operating Cash Flow + Investing Cash Flow + Financing Cash Flow

Where,

Operating Cash Flow = Operating Cash Flow represents the cash generated from a company’s regular
business operations. It indicates whether a company can generate enough cash from its primary activities
to sustain itself without relying on external financing.

Investing Cash Flow = Investing Cash Flow includes cash spent on acquiring and disposing of long-term

assets such as property, equipment, and securities. It reflects a company’s capital expenditures (CapEx) and
investment strategy.

Financing Cash Flow = Financing Cash Flow reflects cash transactions related to funding sources,
including borrowing, repaying debt, issuing shares, and paying dividends.

Proforma of Cash Flow Statement

Particulars Amount
(Rs.)
Cash Flow from Operating Activities
Net Profit Before Tax (PBT) XXXXX
(+) Depreciation XXXXX
(+) Loss on Sale of Assets XXXXX
(-) Increase in Accounts Receivable (XXXXX)
(-) Increase in Inventory (XXXXX)
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(-) Decrease in Accounts Payable (XXXXX)

Net Cash Flow from Operating Activities | XXXXX

Cash Flow from Investing Activities

(-) Purchase of Fixed Assets (XXXXX)
(+) Sale of Fixed Assets XXXXX
(-) Investment in Securities (XXXXX)

Net Cash Flow from Investing Activities | XXXXX

Cash Flow from Financing Activities

(+) Proceeds from Issuing Shares XXXXX
(+) Proceeds from Borrowings XXXXX
(-) Repayment of Loans (XXXXX)
(-) Dividend Paid (XXXXX)

Net Cash Flow from Financing Activities | XXXXX

Net Increase/Decrease in Cash XXXXX
(+) Opening Cash Balance XXXXX
Closing Cash Balance XXXXX
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Knowledge Check /Ol ’ —

Choose the correct option:

What does the Cash Flow Statement primarily help assess?

The company’s profitability

The company’s ability to generate cash and fund operations

The company’s market share
2.2. Which component of the Cash Flow Statement includes cash transactions related
to borrowing, debt repayment, and issuing shares?

Operating Cash Flow

3.5 Summary

« Depreciation is the systematic allocation of an asset’s cost over its useful life due to wear and tear, usage,
or obsolescence. It is a non-cash expense that ensures financial statements reflect the actual value of
assets, aids in tax planning, and prevents overstating profits. Depreciation aligns with the matching
principle in accounting, ensuring that asset costs are spread over time rather than expensed immediately.

% The characteristics of depreciation are that it is a reduction in asset value over time, it is a non-cash
expense, and it only applies to tangible fixed assets. Depreciation reduces net income and taxable income
while ensuring that the accounting rules are followed. There are several methods of calculating
depreciation, each of which is suitable for different business and tax requirements.

+ The significance of depreciation relies on its purposes such as financial reporting, tax savings, and asset
valuation. It ensures proper measurement of profitability, allows investment decisions, and stops the
overstatement of assets. This enables businesses to allocate their costs properly, develop a replacement
or acquiring plan for assets, and maintain stable finances. It is considered important in loan acquisition,

business sustainability, and compliance with accounting standards.
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% There are also several methods to calculate depreciation; the most used are the Straight-Line Method and
the Written Down Value Method, which apply an annual fixed percentage to the book value of an asset,
but with higher amounts in earlier years. SLM is simple and preferred for assets having a uniform usage,
whereas WDV is best suited for those assets that are getting depreciated very rapidly, such as machinery

and vehicles. Each method results in differences in the taxation, profitability, and the financial reporting.

« Inventory valuation determines the value of the stock held by a business that affects its COGS,
profitability, and financial statements. Key methods of inventory valuation include the use of the FIFO,
where it is assumed that older stock sold leads to lower COGS during inflation. Another is the LIFO
method, which would increase COGS and decrease taxable profits. WAC (Weighted Average Cost)
smooths out the cost fluctuations. The Specific Identification Method uses actual costs on the specific
inventory items; thus, this is applicable in the case of high-value goods.

+ In order to maintain the balance of the accounting equation, accounting mechanics adhere to the double-
entry system, which states that each financial transaction impacts a minimum of two accounts: Assets =
Liabilities + Owner's Equity. The journal entry captures the financial transaction, and these entries are
then posted to the ledger, which is a detailed record of each account. The trial balance makes sure that the
total debits equal the total credits, so the financial records are accurate before preparing the financial

statements.

+ Final accounts include the Income Statement, which calculates net profit by subtracting expenses from
revenue, and the Balance Sheet, which provides a snapshot of a company’s financial position by listing
assets, liabilities, and equity. Businesses can evaluate their liquidity and overall financial health by using
the Cash Flow Statement, which analyses cash movements from financing, investing, and operating
operations. These financial statements ensure accurate reporting, regulatory compliance, and informed

decision-making for businesses.
3.6 Key Terms

1. Depreciation — Depreciation is the periodic distribution of a cost over an asset's life, attributed to wear
and tear, use, or obsolescence. A non-cash expense, depreciation reduces taxable income and facilitates

true and fair presentation.
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2. Non-Cash Expense — Depreciation represents a real, not actual, cash outlay since it represents an
expense for accounting purposes, which does reduce taxable income.

3. Matching Principle — One of the basic accounting concepts that ensures expenses are matched with
revenues they earn. Depreciation follows this principle by spreading asset costs over multiple years.

4. Straight-Line Method (SLM) — A method of depreciation whereby an asset's cost is spread evenly
over its useful life. It is simple, easy to apply, and ideal for assets with consistent usage like office
furniture and buildings.

5. Written Down Value Method (WDYV) — Depreciation method that applies a fixed percentage to the
book value of an asset, meaning it increases the rate of depreciation in the earlier years. This method is
applicable on assets that depreciate fast, like machines and autos.

6. Accumulated Depreciation — The sum total depreciation recognized on an asset over the accounting
period. It is also a contra asset account in the balance sheet, as it reduces the book value of the asset.

7. Asset Valuation — The process of determining the worth of an asset over time. Depreciation ensures
that an asset’s book value reflects its actual market condition.

8. Financial Statements — Reports summarizing a company's financial health, including the Income
Statement, Balance Sheet, and Cash Flow Statement. Depreciation affects these statements by reducing
profits and asset values.

9. Inventory Valuation — The process of determining the cost of unsold inventory at the end of an
accounting period. It impacts the balance sheet, cost of goods sold (COGS), and overall financial
performance.

10. FIFO (First-In, First-Out) — An inventory valuation method assuming that the oldest stock is sold
first. It results in lower COGS and higher profits during inflation.

11. LIFO (Last-In, First-Out) — An inventory valuation method where the most recently purchased stock
is sold first. It increases COGS and lowers taxable income during inflationary periods.

12. Weighted Average Cost (WAC) Method — A method of inventory valuation that averages the cost of
all inventory items available during a period. It smooths price fluctuations and provides balanced profit
margins.

13. Double-Entry System — A double-entry accounting system maintains the formula: Assets = Liabilities

+ Owner's Equity, ensuring that each financial transaction impacts a minimum of two accounts.
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14. Journal Entry — Financial transactions with debit and credit consequences are first documented at the
journal entry stage of the accounting process. For accuracy, every entry adheres to the double-entry
concept.

15. Ledger — A collection of all financial accounts of a business where transactions are classified and
summarized. It helps track income, expenses, assets, and liabilities.

16. Trial Balance — A trial balance is a financial report that shows all account balances as of a certain date
and verifies that all debits and credits are equal. It is employed to confirm that financial records are
accurate.

17. Income Statement — An income statement is a financial document that displays a period's revenues,
costs, and net profit or loss. Depreciation lowers taxable income since it is reported as an expense.

18. Balance Sheet — A financial report presenting a company’s assets, liabilities, and equity at a specific
date. Depreciation reduces the book value of fixed assets in this statement.

19. Cash Flow Statement — A report tracking cash movements in a business from operating, investing, and
financing activities. Depreciation appears in the operating section as a non-cash adjustment.

20. Tax Savings — Depreciation lowers taxable income, allowing businesses to save on taxes. Governments

often offer accelerated depreciation to encourage investments in capital assets.

3.7 Descriptive Questions

1. What is depreciation, and why is it considered an essential concept in accounting?
How does depreciation impact financial statements, and why is it classified as a non-cash expense?
Explain the significance of depreciation in tax planning and asset valuation.

Differentiate between the Straight Line Method (SLM) and Written Down Value Method (WDV) of

il

depreciation. Which method is more beneficial for tax savings?

5. What are the key features of depreciation, and how does it help businesses manage their assets
efficiently?

6. Why does depreciation apply only to tangible fixed assets? How is the depreciation of intangible assets
accounted for?

7. What is the role of depreciation in ensuring compliance with accounting standards such as AS-10, GAAP,

and IFRS?
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8. How does inventory valuation affect the financial position of a business? Explain the significance of
choosing the right inventory valuation method.

9. Compare FIFO, LIFO, and Weighted Average Cost (WAC) methods of inventory valuation. Which
method would be most suitable for a business operating in an inflationary environment?

10. Explain the double-entry system of accounting and how depreciation is recorded using journal entries.

11. How does a trial balance aid in confirming the correctness of financial statements, and what is its

purpose?

3.8 References
1. Financial Statement Analysis and Reporting-Prashanth Athma-Himalaya Publishing House

Narasimhan, M.S.: Financial Statement and Analysis, Cengage Learning
Foster, G.: Financial Statement Analysis, Englewood Cliffs, NJ, Prentice Hall
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Answers to Knowledge Check /Ol ‘—

Knowledge Check 1
1: b) The company’s ability to generate cash and fund

operations 2: ¢) Financing Cash Flow
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3.9 Case Study

Understanding Depreciation, Inventory Valuation, and Financial

ABC Manufacturing Ltd. is a medium-sized enterprise that produces industrial equipment. The company
recently acquired new machinery, has varying inventory valuation methods, and needs to prepare accurate
financial statements. The finance team at ABC Manufacturing Ltd. is responsible for ensuring compliance

with accounting standards and optimizing the company’s financial reporting.

Problem 1: Selecting the Right Depreciation Method

ABC Manufacturing Ltd. purchased machinery for ¥10,00,000 on January Ist, 2023. The expected useful
life is 5 years, and the estimated residual value is %1,00,000. The finance team is confused about which
depreciation method to apply: Straight-Line Method (SLM) or Written Down Value Method (WDV) at a

20% depreciation rate.

Solution:

Using Straight-Line Method (SLM):

Annual Depreciation = (Cost of Asset - Salvage Value) / Useful Life
= (R10,00,000 - X1,00,000) / 5

=31,80,000 per year

Yearly journal entry:

Depreciation Expense A/c Dr.  %1,80,000

To Accumulated Depreciation A/c  X1,80,000
Using Written Down Value (WDV) Method at 20%:

Year Opening Value () Depreciation (20%o) Closing Value ()
1 10,00,000 2,00,000 8.00,000
2 8.00,000 1,60,000 6.40,000
3 6.40,000 1,28,000 5,12,000
4 5.12,000 1,02.400 4,09,600
5 4,09,600 81.920 3.27,680
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Journal Entry:
Depreciation Expense A/c Dr. IXX
To Accumulated Depreciation A/c IXX
Conclusion: If ABC Ltd. wants consistent expenses, they should choose SLM. If they want higher
depreciation in early years (tax benefits), they should go for WDV.
Problem 2: Choosing the Best Inventory Valuation Method
ABC Ltd. has the following purchases:
50 units @ I500 each
50 units (@ 3600 each
50 units @ 700 each
Total Inventory: 150 units During the period, the company sold 80 units. The finance team needs to
determine the cost of goods sold (COGS) and the closing inventory value using FIFO and LIFO methods.
Solution:
FIFO (First-In, First-Out) Method:
COGS Calculation:
50 units @ X500 = 325,000
30 units @ X600 = 18,000 Total COGS = 343,000
Closing Inventory:
20 units @ 3600 =X12,000
50 units @ X700 = 335,000 Total Closing Inventory = %47,000
LIFO (Last-In, First-Out) Method:
COGS Calculation:
50 units @ X700 = 335,000
30 units @ X600 =318,000 Total COGS = %53,000
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Closing Inventory:

20 units @ X600 =312,000

50 units @ X500 = 325,000 Total Closing Inventory = 37,000

Conclusion: If ABC Ltd. wants lower taxable income, they should choose LIFO, but if they want higher

profits for investors, FIFO is preferable.

Problem 3: Financial Statements and Analysis

ABC Ltd. has prepared financial statements based on the FIFO method for inventory valuation and the
Straight-Line Method (SLM) for depreciation. However, the finance team notices that the company has
reported a net loss due to the high depreciation expense. They need to evaluate alternative depreciation
methods or inventory valuation techniques to improve reported profitability and financial performance.
Solution:

Income Statement (Partial Extract using FIFO and SLM):

Particulars Amount ()
Revenue (Sales) l,20,000|

(-) COGS (Using FIFO) (43,000)
Gross Profit 77,000

(-) Depreciation (SLM) (1,80,000)
Net Profit / (L.oss) (1,03,000)

Alternative Scenario Using WDV Depreciation: If the company had used the Written Down Value
(WDV) method instead, depreciation in the first year would have been 32,00,000, further increasing the
reported loss. However, in later years, depreciation would decline, gradually improving profitability.

Conclusion: The company needs to reassess its choice of depreciation and inventory valuation methods.
Using FIFO may inflate profits in inflationary periods, while LIFO may help reduce taxable income.

Adjusting the depreciation method could also help stabilize financial performance.
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Reflective Questions

1.

A AR L

10.

What are the major differences between the Straight-Line Method and Written Down Value
Method of depreciation?

Why does the choice of inventory valuation method impact a company’s net income and tax
liabilities?

How does depreciation help in financial planning and asset replacement?

What are the advantages and disadvantages of FIFO vs. LIFO inventory valuation methods?
Why do companies prefer to use accelerated depreciation methods for tax benefits?

What challenges can arise when estimating the useful life and salvage value of an asset?
How does depreciation affect the Balance Sheet and Income Statement?

If a company has seasonal sales, which depreciation method would be best suited?

How can businesses optimize depreciation and inventory valuation for better financial decision-
making?

What factors should be considered when selecting the most appropriate financial statement

presentation for stakeholders?
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Unit 4: Process of Accounting and Preparation of Multi-Step
Profit and Loss Statement

Learning Objectives

1. Learners will be able to understand the steps in the accounting cycle, from recording
transactions to preparing financial statements.

2. Learners will understand the structure and importance of a multi-step profit and loss statement.

3. Learners will be able to identify and distinguish between operating and non-operating revenues
and expenses.

4. Learners will be able to interpret financial results from a multi-step income statement.

5. Learners can analyze the profit levels, effective operational performance of the company, and

the comprehensive health of a firm's finance by using financial ratios.

Content

4.0 Introductory Caselet

4.1 Process of Accounting

4.2 Multi-step profit and loss statement
4.3 Summary

4.4 Key Terms

4.5 Descriptive Questions

4.6 References

4.7 Case Study
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4.0 Introductory Caselet

“Financial Analysis for Strategic Decision-Making”

ABC Manufacturing Ltd., a mid-sized consumer electronics company, has experienced inconsistent
profitability over the past few years. The management is keen on understanding its financial
performance by analyzing key financial statements. The finance team is tasked with identifying
discrepancies in the trial balance, evaluating gross profit and operating income, and assessing the
impact of non-operating income and taxes on net profit. By conducting a structured financial
analysis, the company aims to make informed decisions about cost control, efficiency

improvements, and profitability enhancement.

During this analysis, the finance team encounters a major challenge: the unadjusted trial balance
does not balance, indicating potential accounting errors. Additionally, while gross profit appears
strong, there are concerns about operating expenses and their impact on net profitability. The
company also needs to assess how non-operating income and taxes influence the final financial

results.

Critical Question:
Given the errors identified in the trial balance and the impact of operating expenses on profitability,
what measures should ABC Ltd. implement to improve financial accuracy and enhance overall

profitability in the long run?
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4.1 Process of Accounting

The Accounting Cycle refers to the orderly process that organizations follow in accounting to systematically
record, process, and report the transactions. Accounting cycle ensures financial data is reliable, complete, and
in conformity with accounting standards, such as GAAP (Generally Accepted Accounting Principles) or IFRS

(International Financial Reporting Standards).

The accounting cycle basically consists of eight essential steps and starts with transactions identification and
closing entries preparation by the end, which ensures a systematic preparation of financial reports after the

end of each accounting period, be it monthly, quarterly, or at the end of the year.

Identifying and Preparing an Preparing the
Recording Unadjusted Trial Adjusted Trial
Transactions Balance Balance
[ [ ¢ ® ¢
Posting to Ledger Making Adjusting Preparing Financial
Accounts Entries Statements

Fig. 4.1 Process of Accounting
1. Identifying and Recording Transactions

The first step in the accounting process is to identify and analyze financial transactions that impact the
financial position of the business. Not all transactions qualify for accounting records—only those that have a

monetary impact are recorded.
Key Considerations:

e Transactions must be measurable in monetary terms.
e Non-financial transactions (e.g., hiring an employee) are not recorded.

e FEach transaction must affect at least two accounts, following the double-entry system.

Example: If a company purchases raw materials worth Rs.5,000 on credit, it affects:

1. Inventory (Asset) increases — Debit

2. Accounts Payable (Liability) increases — Credit
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Journal Entry:

Raw Materials Inventory (Dr) Rs. 5,000

Accounts Payable (Cr) Rs. 5,000

The journal is also known as the book of original entry, where transactions are recorded

chronologically.
2. Posting to Ledger Accounts

After transactions are recorded in the journal, they are posted to ledger accounts. The ledger is a

collection of accounts categorized into assets, liabilities, equity, revenue, and expenses.
Importance of Ledger Accounts:

e Organizes transactions into different account categories.
e Helps in determining account balances.

e Used as a reference for financial reporting.

Example: Continuing with our previous transaction, the Accounts Payable Ledger and Inventory

Ledger would look like this:

Accounts Payable Ledger

Date Particulars Debit (Rs.) Credit (Rs.) [Balance (Rs.)
Jan 10 Purchase of Raw 5,000 5,000
Materials

Inventory Ledger

Date Particulars Debit (Rs.) Credit (Rs.) |Balance (Rs.)

Jan 10 | Purchased Materials 5,000 5,000
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This process helps in tracking individual account balances.
3. Preparing an Unadjusted Trial Balance

A trial balance is prepared at the end of an accounting period to ensure that the total debits equal total

credits. This is an essential step in identifying any mathematical errors before proceeding to the next stage.
Steps to Prepare a Trial Balance:

1. List all ledger accounts along with their debit or credit balances.
2. Sum up the total debits and total credits.
3. Ensure that the total debits = total credits.

Example of an Unadjusted Trial Balance:

Account Debit (Rs.) Credit (Rs.)

Cash 10,000

Accounts Receivable 5,000

Supplies 2,000

Equipment 15,000

Accounts Payable 4,000
Stock 20,000
Service Revenue 8,000
Salaries Expense 3,000

Total 35,000 35,000

If the totals do not match, errors such as omitted transactions, incorrect postings, or mathematical
mistakes must be identified and corrected. For example, in the above case to balance the trial balance, a
credit entry of Rs.3,000 needs to be added. This could be due to an unlisted liability, additional equity, or

revenue.
4. Making Adjusting Entries

At the end of an accounting period, adjustments must be made to reflect accurate financial data.
Adjusting entries ensure that revenues and expenses are recorded in the correct period, following the

accrual accounting principle.
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Types of Adjusting Entries:
Accrued Revenues — Revenue earned but not yet received.

Accrued Expenses — Expenses incurred but not yet paid.

Prepaid Expenses — Expenses paid in advance but not yet incurred.

A e

Depreciation Adjustments — Allocating asset costs over time.
Adjusting Entry:
The adjustments are as follows:

1. Supplies used: 3500 - The new balance for Supplies will be X1,500.

2. Depreciation on equipment: 31,000 -> We need to add a separate account for
Accumulated Depreciation.

3. Accrued salaries: 3300 - We need to add a Salaries Payable liability.
This adjustment ensures that only the relevant portion of rent is charged as an expense.
5. Preparing the Adjusted Trial Balance

After making all necessary adjustments, an adjusted trial balance is prepared. This serves as the basis for

financial statement preparation.

Example of an Adjusted Trial Balance:

Account Debit (Rs.) Credit (Rs.)

Cash 10,000

Accounts Receivable 5,000

Supplies 1,500

Equipment 15,000

Accumulated 1,000
Depreciation

Accounts Payable 4,000
Stock 20,000
Service Revenue 8,000
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Salaries Expense 3,300
Salaries Payable 300
Total 34,800 34,800

6. Preparing Financial Statements
The adjusted trial balance is used to prepare three primary financial statements:

1. Income Statement — Shows net profit or loss by comparing revenues and expenses.

2. Balance Sheet — Displays the financial position of the company (Assets = Liabilities +
Equity).

3. Cash Flow Statement — Shows cash inflows and outflows categorized into

operating, investing, and financing activities.

Example: If a business earns Rs.50,000 in revenue and incurs Rs.30,000 in expenses, the Net Profit is

Rs.20,000, which will be reflected in the Income Statement.
7. Closing Entries and Preparing a Post-Closing Trial Balance

At the end of the accounting period, temporary accounts (revenues, expenses, and withdrawals) are closed

to retained earnings. This resets account balances for the next period.
Closing Entries Process:

1. Close Revenue accounts to Income Summary
Close Expense accounts to Income Summary

Transfer Net Income/Loss to Retained Earnings

il

Close Dividends to Retained Earnings

Example of a Closing Entry:

Revenue (Dr) Rs.50,000
Expenses (Cr) Rs.30,000
Retained Earnings (Cr) Rs.20,000
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After closing entries, a post-closing trial balance is prepared to ensure that only permanent accounts

(assets, liabilities, and equity) remain open.

9
Did You Know? \ﬁ‘/—\—

*

The earliest financial records date back to ancient Mesopotamia
(around 3,000 BC), where clay tablets were used to document
transactions of goods and services. These records are considered
precursors to modern financial statements. Unlike single-step income
statements, multi-step income statements separate operating and non-
operating activities, offering a more detailed analysis of a company’s
financial performance. This format aids in understanding core
business profitability and operational efficiency.

4.2 Multi Step Profit and Loss Statement

A multi-step profit and loss account, also called a multi-step income statement, provides a detailed
breakdown of a company’s financial performance over a specific period. It separates operating activities

from non-operating activities, allowing for better financial analysis.

Unlike a single-step income statement, which simply subtracts total expenses from total revenues, a multi-
step income statement categorizes revenues and expenses into multiple sections, giving a clearer picture of

a company’s gross profit, operating income, and net income.
1. Revenue (Net Sales)

Revenue refers to the total amount earned from selling goods or services during a specific period. However,
businesses often have deductions such as sales returns, allowances, and discounts, which must be subtracted

from total sales to determine Net Sales.
Key Considerations:

e Only revenue generated from primary business operations is included here.
e Sales discounts and returns must be deducted to reflect actual earnings.

e It does not include interest income or other non-operating revenues.
Formula for Net Sales:

Net Sales = Total Sales — (Sales Returns + Allowances + Discounts)
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Example:

e Total Sales: Rs.520,000
e Sales Returns & Discounts: Rs.20,000
o Net Sales = Rs.500,000

This represents the actual revenue the company retains after returns and allowances.

2. Cost of Goods Sold (COGS)

COGS represents the direct costs involved in producing or purchasing goods sold by the company. These

costs include raw materials, labor, and factory overhead.
Key Considerations:

e COGS is only applicable to manufacturing and trading companies.
e It does not include operating expenses like salaries, rent, or advertising.

e [t helps determine gross profit, which is a crucial measure of a company’s efficiency.

Formula for COGS:

Raw Materials Consumed— COGS = Opening Inventory + Net Purchases —

Closing Inventory, which is a part of COGS. COGS = Raw Material Consumed + Direct Labour +

Manufacturing Overheads

Example:

e Opening Inventory: Rs.50,000
e Purchases: Rs.270,000
e C(losing Inventory: Rs.20,000

We'll first calculate Raw Materials Consumed:
Raw Materials Consumed — Opening Inventory + Purchases — Closing Inventory
= 250,000 + 22, 70,000 — 220,000 = %3, 00,000

Now, assuming Direct Labour and Manufacturing Overheads are not given, and you want to calculate

COGS based only on Raw Materials Consumed, then:
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COGS = 23,00, 000

This amount represents the total direct costs incurred in producing the goods sold during the period.
3. Gross Profit

Gross Profit measures the profitability of the company's core business activities. It indicates how
efficiently a company manages its production costs.

Formula for Gross Profit:

Gross Profit = Net Sales — COGS
Example:

500,000 — 300,000 = 200,000
Why is Gross Profit Important?

e It helps determine pricing strategies.
e A declining gross profit may indicate increased production costs.

e [t is used to measure a company's efficiency in producing goods.
4. Operating Expenses

Operating expenses are costs incurred to run daily business operations. These expenses are essential

for maintaining and growing the business but do not directly contribute to the production of goods.
Types of Operating Expenses:

=> Selling Expenses — Costs associated with promoting and delivering goods/services.
€ Advertising & Marketing
@ Sales Commissions
@ Delivery & Shipping Costs
@ Store Rent
-> Administrative Expenses — Costs related to general business operations.
@ Salaries of Admin Staff
@ Office Rent & Utilities
@ Insurance

@ Legal and Professional Fees

100
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Types of Operating Expenses
Formula for Total Operating Expenses:

Total Operating Expenses = Selling Expenses + Administrative Expenses

101
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Example:

e Selling Expenses: Rs.30,000
e Administrative Expenses: Rs.20,000

Total Operating Expenses = 30,000 + 20,000 =
50,000

5. Operating Income

Operating Income represents the profit from core business operations before interest and taxes,

calculated after deducting operating expenses from gross profit.

Formula for Operating Income:
Operating Income = Gross Profit — Operating Expenses
Example: 200,000 — 50,000 = 150,000

Why is Operating Income Important?
e Reflects the profitability of the company’s core operations
e Excludes non-operating items such as interest income and gains on asset sales

e Useful for comparing operational efficiency across companies

6. Non-Operating Income and Expenses

e Non-Operating Income includes items like interest income (from investments) and gains on asset

sales — not related to core operations.

e Non-Operating Expenses include losses on asset sales, fines, etc.

These are excluded from Operating Income and considered after EBITDA/EBIT in financial statements.

7. EBITDA (Earnings Before Interest, Taxes, Depreciation, and Amortization)

e EBITDA is a key indicator of a company’s operating performance, excluding non-cash

expenses and financing costs.

Formula: EBITDA = Operating Income + Depreciation + Amortization
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8. EBIT (Earnings Before Interest and Taxes)

EBIT is a measure of a company’s profitability that includes all expenses except interest and

taxes. It gives a clearer view of operational performance than EBITDA.
EBIT = EBITDA — Depreciation — Amortization
Summary:

1. Operating Income = Gross Profit — Operating Expenses

2. EBITDA = Operating Income + Depreciation + Amortization
3. EBIT = EBITDA — Depreciation — Amortization

4. EBT (Earnings Before Tax) = EBIT — Interest Expense

Note: Interest Income and Expense must be treated below EBIT, not as part of operating calculations.

9. Finance Cost / Interest Expense

e Finance Costs or Interest Expense refer to the cost of borrowing funds, such as
interest payments on loans or bonds.

e These costs are subtracted from EBIT to arrive at the Income Before Taxes.
10. Net Income Before Taxes
This is the profit remaining before accounting for tax expenses.
Formula for Net Income Before Taxes:

Net Income Before Taxes = Operating Income + Non—Operating Income —
Non—-Operating Expenses

or
Income Before Taxes=EBIT-Interest Expense
Example: 150,000 + (—10,000) = 140,000

11. Income Tax

Income tax is calculated as a percentage of taxable income.
e —
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Formula for Income Tax: Income Tax = Net Income Before Taxes x Tax Rate Example:
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Tax Rate = 21% 140,000 x 21% = 30,000
12. Net Income
Net income is the final profit remaining after all expenses and taxes have been deducted.
Formula for Net Income:
Net Income = Net Income Before Taxes — Income Tax
Example:
140,000 — 30,000 = 1,10,000
This is the final profit available for reinvestment or distribution to shareholders.
Summary of the Financial Flow:
Operating Income: Profit from core business operations.
+ Non-Operating Income: Additional income not related to core operations.

- Non-Operating Expenses: Additional costs not related to core operations.

= EBITDA: Earnings before interest, taxes, depreciation, and amortization.

- Depreciation & Amortization: Non-cash expenses.

= EBIT: Earnings before interest and taxes.

— Finance Costs / Interest Expense: Cost of borrowing funds.

= Income Before Taxes: Profit before tax expenses are applied




ATLAS

SKILLTECH
UNIVERSITY

Final Multi-Step Income Statement Example

Particulars Amount (Rs.) Amount (Rs.)
Revenue
Net Sales 500,000
Less: Cost of Goods Sold (COGS) (300,000)
Gross Profit 200,000
Operating Expenses
Selling Expenses (30,000)
Administrative Expenses (20,000)
Total Operating Expenses (50,000)
Operating Income 150,000

Non-Operating Income and Expenses

Interest Income 5,000

Interest Expense (10,000)

Loss on Sale of Assets (5,000)

Total Non-Operating Income (10,000)
(Expense)

Net Income Before Taxes 140,000
Less: Income Tax (21%) (30,000)

Net Income 110,000

Let’s assume depreciation as ¥20,000 and amortization as X10,000.
EBITDA= Operating Income + Depreciation + Amortization
EBITDA = 150,000 + 20,000 + 10,000 = 180,000

EBIT is essentially Operating Income but subtracts interest and taxes.

Since we are calculating EBIT from the operating side of the business, EBIT = Operating

Income because it accounts for earnings before interest and taxes.
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EBIT = Operating Income = 3150,000

Activity: Adjusting Entries for Financial Accuracy E- 2 —

As a financial analyst for XYZ Corp., you discover that certain expenses and revenues have not
been recorded accurately before preparing the final financial statements. Your task is to identify
and prepare the necessary adjusting entries for accrued expenses, prepaid expenses, unearned
revenues, and depreciation. Analyze their impact on the income statement and balance sheet, and
present a brief report on how these adjustments improve financial accuracy and decision-making.

4.2.1 Importance of Multi-Step Profit and Loss Statement

Helps in Identifying Cost Structures

Enhances Financial Decision-Making

Improves Transparency and Comparability

Aids in Tax and Compliance Reporting

Facilitates Better Internal Analysis and
Forecasting

Fig.4.2 Importance of Multi-Step Profit and Loss Statement

A multi-step income statement breaks down revenue and expenses into operating and non-operating
categories, which can be very useful in getting a better understanding of profitability. It breaks down gross
profit, operating income, and net income, allowing businesses to see which areas contribute most to earnings.
This breakdown helps companies analyze production efficiency, pricing strategies, and overall financial

health. Investors can then determine whether the profits of a company come from core business operations

or external sources.




ATLAS

SKILLTECH
UNIVERSITY

1. Helps in Identifying Cost Structures

A multi-step income statement helps businesses identify their cost structure by distinguishing between cost
of goods sold (COGS) and operating expenses. COGS would include direct costs such as materials and labor,
while operating expenses would include rent, salaries, and marketing. This separation will help businesses
know whether the cost increases are because of production inefficiencies or too much operational spending.

It enables better cost management and decision-making for improved profitability.

2. Enhances Financial Decision-Making

A multi-step income statement is helpful because it categorically classifies financial information. This allows
the business to make strategic business decisions because one can easily see the gross and operating margins.
Managers can thus raise the price, lower costs, or increase efficiency. Investors and lenders can also use this
statement to deduce whether the firm is financially sound and to forecast its future progress. A firm with

regular growth in operating incomes is seen to be more financially stable.

3. Improves Transparency and Comparability

A multi-step income statement increases transparency by providing a detailed and structured view of the
financial performance of a company. This makes it easier for investors, regulators, and stakeholders to
compare companies in the same industry. The transparent breakdown of revenues and expenses ensures
compliance with accounting standards such as GAAP and IFRS. Businesses can use this format to

benchmark their performance against competitors and industry trends.

4. Aids in Tax and Compliance Reporting

As financial information is classified systematically, a multi-step income statement makes tax reporting and
compliance with regulations easier. A business can easily identify the expenses that are deductible and the
income that is taxable, thus reducing the chances of errors. The structured financial reporting also assists in
preparing audit reports and fulfilling legal requirements. This format ensures accuracy in financial reporting,

thus avoiding discrepancies in financial disclosures.

5. Facilitates Better Internal Analysis and Forecasting

A structured income statement enables businesses to track financial trends over time. It makes forecasting
and budgeting more effective and helps management to anticipate future financial performance by looking
at gross profit margins, operating margins, and net profit trends. This helps companies prepare for potential

risks, expansion plans, and investment opportunities. It allows for better resource allocation and strategic

planning.
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A multi-step profit and loss account offers an in-depth, structured analysis of financial performance. It can
be used for effective cost management, better financial decision-making, and transparency while keeping
the organization on the right track with regards to compliance. Such a format is widely applied in internal

planning, investor analysis, and regulatory reporting, thus proving to be the most critical business tool.

4.2.2 Role of Multi-step Profit and Loss Account in Business Decision Making

A multi-step income statement breaks down revenues, expenses, and profits into detailed sections, giving a
better view of the financials than a single-step statement. It breaks down income into operating and non-
operating sections, allowing businesses to evaluate profitability and efficiency. This structure helps in

decision-making, cost control, and investment planning.

1. Key Components of a Multi-Step Income Statement: A multi-step income statement is divided
into gross profit, operating income, non-operating items, and net income. Gross profit is determined
by subtracting COGS from net sales, which is a measure of production efficiency. Operating income
is determined after removing operating expenses, while non-operating items are interest, gains, or

losses. The last one is net income, which represents the bottom line.

2. Role in Business Decision-Making: A multi-step income statement helps organizations review
their performance financially and track their profit areas. It enables proper cost management,
pricing, and investment decisions because it breaks down sources of income. The organizations use

it in tracking the trend of profitability so that informed strategic choices are made.

3. Assessing Operational Efficiency: By breaking down gross profit from operating income,
companies can identify cost inefficiencies in production and operations. A decreasing gross profit
margin indicates high production costs, while decreased operating income points to excessive

overhead expenses. Improvement in these areas enhances efficiency and profitability.

4. Pricing and Cost Management: The multi-step income statement helps businesses refine pricing
strategies and control costs. A strong gross profit margin indicates effective pricing, while high
COGS may require cost-cutting measures. Analyzing operating expenses ensures financial

sustainability and profitability.

5. Investment and Expansion Decisions: Businesses use this statement to determine their growth

potential and financial stability. A high operating income indicates a readiness for expansion,

acquisitions, or new investments. Steady net income growth increases investor confidence and
e —
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facilitates funding.

6. Evaluating Financial Risks: This multi-step income statement allows businesses to determine
financial risk by analyzing the non-operating expenses, which include interest payments. High
dependency on debt or fluctuating non-operating income may indicate a lack of stability in finances.

Understanding these risks will help improve financial planning.

7. Tax Planning and Compliance: The statement clarifies taxable income and allows businesses to
plan for efficient deductions, credits, and deferrals of expenses. Accurate tax forecasting allows
businesses to stay compliant with tax regulations and minimize unexpected liabilities that result in

saving costs.

8. Performance Benchmarking: To get areas to improve on, companies compare their gross profit
margins, operating income, and net income to the industry standards. When a company has low
profit margins, perhaps the cost structures or pricing strategies will require some adjustment.

Benchmarking keeps one competitive.

The multi-step income statement is a very powerful tool for analyzing financial performance, cost

control, and risk assessment.
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Knowledge Check 1 ’OI l—

Choose the correct option:
1. What is the primary advantage of using a multi-step income statement over a
single-step income statement?

A) It provides a simplified view of financial performance.

B) It breaks down revenues, expenses, and profits into detailed sections.
C) It eliminates the need for cost control.

2. Which of the following is not a key component of a multi-step income
statement?

A) Gross profit

B) Net income
C) Cash flow
3. How does a multi-step income statement help businesses in investment
and expansion decisions?
A) By identifying tax liabilities.
B) By determining financial stability and growth potential.

C) By listing all non-operating expenses.
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4.3 Summary

« The accounting cycle is an eight-step process that ensures financial transactions are recorded and

reported systematically. It begins with identifying transactions and ends with financial statement
preparation and closing entries, ensuring financial data remains accurate and compliant with standards
like GAAP or IFRS. Only monetary transactions are recorded, and each transaction must affect at least
two accounts under the double-entry system. Journal entries act as the book of original entry before
transactions are posted to ledgers, categorizing accounts such as assets, liabilities, and equity for

organized financial tracking.

< A trial balance is prepared to verify that total debits equal total credits, helping businesses identify
errors before moving forward. Adjusting entries, including accruals, prepaid expenses, and
depreciation, ensure accurate financial reporting by aligning transactions with the correct accounting
period. An adjusted trial balance then serves as the foundation for financial statement preparation,
where the income statement reports revenues and expenses, the balance sheet presents the company's
financial position, and the cash flow statement classifies cash inflows and outflows into operating,
investing, and financing activities.

< At the end of the accounting period, temporary accounts such as revenues, expenses, and dividends

are closed to retained earnings, resetting them for the next period. A post-closing trial balance ensures

that only permanent accounts remain open. To gain deeper insights into financial performance,

businesses use a multi-step income statement, which provides a detailed breakdown of revenues,

expenses, and net income. It separates operating activities, such as gross profit and operating income,

from non-operating activities like interest income, asset sales, and tax expenses.

% Gross profit involves net sales minus the cost of goods sold for the disclosure of production
efficiency and pricing effectiveness. Operating income will be the amount derived from gross profit
by subtracting the operating expenses for the disclosure of the management of a company's core
functions. Non-operating items that include interest expense and sale of assets, along with the income
tax obligation, will affect the final amount of net income, which is very crucial in financial planning

and compliance.

O

% In the case study of ABC Ltd., the discrepancies in the trial balance were corrected to make sure that
financial accuracy was met. The company calculated its gross profit and operating income to analyze
the profitability it achieved from its core operations. Moreover, the company considered its non-

operating income and expenses, which would determine its final net income, thereby making a well-

informed business decision.
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4.4 Key Terms

1.

Accounting Cycle: A systematic eight-step process that businesses follow to record, classify, and
report financial transactions. It ensures accuracy in financial statements and compliance with
standards like GAAP or IFRS. The process starts with identifying transactions and ends with closing

entries.

Double-Entry System: A basic accounting principle where every transaction affects at least two
accounts, ensuring that total debits equal total credits. This system helps maintain financial accuracy
and detect errors, forming the foundation of reliable financial reporting.

Journal: A preliminary journal is a chronological record of all business transactions before it is posted
to ledger accounts. It uses the double-entry system to ensure all its financial records are complete, up
to date, and perfectly organized.

Ledger Accounts: Ledgers are categorized groups of accounts that record all the assets, liabilities,
equity, revenues, and expenses of a business. They will help businesses keep track of all their financial
health and provide accurate reports for the purpose of financial statements.

Trial Balance: A list of all the ledger account balances at the end of an accounting period, so that
total debits equal total credits. It detects mathematical errors before preparing financial statements.
Adjusting Entries: Adjustments done at the end of an accounting period to record accrued revenues,
expenses, depreciation, and prepaid items. The entries ensure that financial statements reflect the
actual financial position of a business.

Financial statements: Key reports that provide insights into a company’s financial performance and
position. These include the income statement (profit/loss), balance sheet (assets, liabilities, and
equity), and cash flow statement (cash inflows and outflows).

Multi-Step Income Statement: A financial report that distinguishes between operating and non-
operating activities, providing a detailed breakdown of revenues, expenses, and net income. It offers
better insight into the financial health of a company than a single-step statement.

Gross Profit: The difference between net sales and the cost of goods sold (COGS), which reflects a
company's profitability from its core operations. It indicates whether the pricing and production are

effective.

. Operating Income: Income earned from the core business operations of a firm after deducting

operating expenses. It is helpful in determining how efficiently a firm can manage cost and generate

revenucs.
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4.5 Descriptive Questions

1. A company has the following data:
e Net Sales: 21,200,000
e Opening Inventory: 150,000
e Purchases: 3500,000
e (losing Inventory: 200,000
e Selling Expenses: 100,000
e Administrative Expenses: 380,000
Calculate the Gross Profit and Operating Income, and explain the financial implications of your
findings.
2. How can a company manipulate its financial statements legally within the boundaries of accounting
standards, and what ethical considerations should financial managers be aware of when doing so?
3. Evaluate the differences between IFRS and GAAP regarding the accounting treatment of revenue
recognition. How can multinational corporations strategically choose between them to optimize their
financial reporting?
4. A company records prepaid rent as an expense instead of an asset. How will this affect its financial
statements, and what adjustments should be made at the end of the period?
5. In what ways does a multi-step income statement provide a more accurate representation of a
company's financial performance compared to a single-step income statement?
6. A firm has a gross profit margin of 40% but a declining net profit margin over the last three years.
What financial and operational strategies should be considered to address this issue?
7. If an unadjusted trial balance shows total debits exceeding total credits, what possible errors could
be causing this discrepancy, and how should an accountant approach correcting them?
8. A company’s financial statements indicate an increasing reliance on non-operating income. What
are the long-term implications of this trend, and how can management mitigate potential risks?
9. How does the distinction between operating and non-operating expenses influence managerial
decision- making and investment strategies?
10. If a business experiences frequent fluctuations in its gross profit margin, what underlying factors
could be responsible, and what corrective measures should management consider?
11. A company mistakenly omits an adjusting entry for accrued expenses. How will this omission affect
its financial statements, and what will be the impact on net income?
12. What are the advantages and potential drawbacks of using the accrual basis of accounting over the

cash basis for financial reporting?
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. A firm has a high accounts receivable balance relative to its revenue. How can financial managers

assess the impact of this on cash flow, and what strategies can be implemented to improve liquidity?

. Why is it essential for companies to conduct a post-closing trial balance, and what insights can it

provide about financial health?

. How does depreciation as an adjusting entry impact financial reporting, and what considerations

should companies keep in mind when selecting a depreciation method?

. A company's trial balance is accurate, but its financial statements still contain errors. What could be

the possible reasons for this, and how can they be identified?

. If a company consistently reports high gross profit but low operating income, what operational

inefficiencies might be present, and how can management address them?

. How does understanding the cost of goods sold (COGS) help businesses in pricing decisions, and

what strategies can be used to optimize it?
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4.7 Case Study

Analyzing Financial Statements for Business Decision-Making

XYZ Electronics is a mid-sized company specializing in consumer electronics, including smartphones,
smartwatches, and accessories. Over the past three years, the company has experienced fluctuating
revenue and inconsistent profit margins. Despite launching new products and expanding its online
presence, XYZ Electronics has struggled with cost management and pricing strategies. The company's
leadership is now focused on improving financial stability and making informed decisions to enhance
profitability and growth.
Introduction
Financial statements are essential tools for business decision-making. They provide insight into a
company's financial health, helping stakeholders assess profitability, liquidity, and operational
efficiency. One of the key challenges for businesses like XYZ Electronics is interpreting financial
statements effectively to guide pricing, investment, and expansion decisions. This case study explores
how financial statement analysis can assist XYZ Electronics in overcoming its challenges and
optimizing financial performance.
Problem Statement
XYZ Electronics faces the following financial challenges:
e Declining Gross Profit Margins: The cost of goods sold (COGS) has increased, affecting
profitability.
e High Operating Expenses: Overhead costs, including marketing and administrative expenses,
are straining net income.
e Inconsistent Cash Flow: The company struggles with cash flow management due to
fluctuating sales and delayed receivables.
e Inefficient Pricing Strategy: The company lacks a data-driven approach to pricing, affecting
competitiveness in the market.
Without a clear understanding of financial statements and key performance indicators, XYZ Electronicy

risks further financial instability and missed growth opportunities.
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Analyzing Financial Statements for Business Decision-Making

Solution: Financial Statement Analysis and Strategic Decision-Making

To address these challenges, XYZ Electronics implemented a structured approach to financial
analysis using the multi-step income statement, balance sheet, and cash flow statement.

e Gross Profit Margin Analysis: The company conducted a thorough evaluation of COGS and
supplier contracts. By renegotiating supplier agreements and optimizing inventory
management, XYZ Electronics reduced production costs by 10%, improving gross margins.

e Expense Optimization: A detailed review of operating expenses led to budget reallocation.

e Non-essential expenses, such as excessive marketing spend, were cut by 15%, while necessary
investments in research and development (R&D) were maintained.

e C(Cash Flow Management: The finance team implemented stricter credit policies and improved
collections processes, reducing receivables turnover time from 60 days to 45 days. This
enhanced cash flow stability.

e Pricing Strategy Enhancement: A market-based pricing strategy was introduced by analyzing
competitors’ pricing and customer willingness to pay. Dynamic pricing adjustments led to a

12% increase in overall revenue.

Conclusion

By leveraging financial statement analysis, XYZ Electronics successfully addressed its financial
challenges and improved profitability. The company’s gross profit margins increased, operating
expenses were streamlined, and cash flow management was enhanced. This case study highlights the
importance of financial statement interpretation in guiding business decision-making, ensuring that
companies like XYZ Electronics remain competitive and financially stable. Moving forward,
continuous financial monitoring and strategic adjustments will be key to sustaining long-term growth

and profitability.
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Unit 5: Understanding a Corporate Balance Sheet & Cash Flow Statement

Learning Objectives

1. Learners will know how a balance sheet provides an instant snapshot of a company's financial
position at a given point in time.

2. Learners will be able to differentiate between assets, liabilities, and shareholders' equity.

3. Learners will be able to distinguish between current and noncurrent assets and liabilities and also
financial and non-financial assets and liabilities.

4. Learners will be able to understand how it tracks a company's cash inflows and outflows over a
period.

5. Learners will be able to understand how investors, creditors, and management use cash flow

information to make informed decisions.

Content

5.0 Introductory Caselet

5.1 Corporate balance sheet

5.2 Corporate cash flow statement
5.3  Summary

54 Key Terms

5.5 Descriptive Questions

5.6 References

5.7 Case Study
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5.0 Introductory Caselet

Financial Dilemma at Zenith Ltd. ‘

Zenith Ltd., a mid-sized manufacturing company, has been experiencing rapid growth over the past few
years. The company recently expanded its production capacity by investing heavily in new machinery
and facilities. However, despite reporting strong revenue growth in its latest financial statements, Zenith

Ltd. is facing an unexpected challenge—its cash reserves have significantly declined.

Upon reviewing the company’s corporate balance sheet and cash flow statement, the CFO, Mr. Arjun
Sharma, noticed that while accounts receivable and inventory had increased, the company's liquidity
position had weakened. Suppliers were pressing for payments, and the company was struggling to meet

its short-term obligations.

In contrast, Zenith Ltd.'s income statement showed rising profits, leaving many investors puzzled. The
board of directors is now questioning whether the company’s growth strategy is sustainable, given its

current liquidity challenges.
Critical Thinking Question:

Based on Zenith Ltd.'s financial position, what possible steps should the company take to balance
profitability and liquidity? Should it focus on improving cash flow from operations, securing external

financing, or adjusting its investment strategy? Justify your answer using financial reasoning.
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5.1 Corporate Balance Sheet

A corporate balance sheet is a financial statement presenting a company's financial position at a specific point
in time. It provides an organized summary of the firm's assets, liabilities, and shareholders' equity, thus making
sure that the fundamental accounting equation holds:

Assets = Liabilities + Shareholders' Equity

It helps stakeholders assess the company's financial health, liquidity, solvency, and investment potential. The
balance sheet is an essential part of corporate financial reporting and is required for regulatory compliance,

investment analysis, and strategic decision-making.

5.1.1 Definition of Corporate Balance Sheet

A corporate balance sheet, as per Schedule III of the Companies Act, 2013, is a financial statement that gives
a picture of what a company owns, owes, and has contributed on any given date by classifying assets, liabilities,
and equity into specified categories. It would ensure compliance with either Accounting Standards (AS) or

Indian Accounting Standards (Ind AS), as required.

Format of Balance Sheet (As per Schedule III of the Companies Act, 2013)
Balance Sheet as on 31st March, 20.....

Particulars Note Figure as the Figure as the end
No. | end at the end of at the end of
Current Previous

reporting period | reporting period

I. EQUITY AND LIABILITIES

1) Shareholder’s Funds

(a) Share Capital

(b) Reserves and Surplus

(c) Money received against share warrants
2) Share Application money pending
allotment

3) Non-current Liabilities

(a) Long term borrowings

(b) Deferred tax liabilities (net)

(c) Other long term liabilities
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(d) Long term provisions
4) Current Liabilities

(a) Short-term borrowings
(b) Trade payables

(c) Other current liabilities
(d) Short-term provisions

Total

II. ASSETS

1) Non-Current Assets

(a) Fixed assets

(1) Tangible assets

(i) Intangible assets

(iii) Capital work-in-progress

(iv) Intangible assets under development
(b) Non-current investments

(c) Deferred tax assets (net)

(d) Long-term loans and advances
(e) Other non-current assets

2) Current Assets

(a) Current investments

(b) Inventories

(c) Trade receivables

(d) Cash and cash equivalents

(e) Short term loans and advances
(f) Other current assets

Total

5.1.2 Key Requirements under Companies Act, 2013
1. Mandatory Format:

Balance sheets prepared by companies need to be drawn strictly in consonance with the requirements

of Schedule III of Companies Act, 2013, thus making possible a uniform set of financial statements for

inter-entity comparisons.
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2. Classification of Assets and Liabilities:

a. Assets:

i.

il

Current Assets: These are assets that are expected to be realized in cash, sold, or consumed
within the entity’s normal operating cycle or within 12 months after the reporting date,
whichever is longer.

Non-Current Assets: These are assets that are expected to provide economic benefits beyond
12 months after the reporting period. They are typically used in the operations of a business over
the long term.

Financial Assets: These are assets that arise from contractual claims to receive cash or another
financial instrument.

Non-Financial Assets: These are tangible or intangible resources that do not arise from a

contractual right to receive cash or another financial instrument.

b. Liabilities:

Liabilities represent present obligations of the entity arising from past events, settlement of

which is expected to result in an outflow of resources (like cash).

i

iii.

Current Liabilities: These are obligations that the entity expects to settle within 12

months from the reporting date or within its normal operating cycle.

Non-Current Liabilities: These are obligations that are not expected to be settled within 12
months of the reporting date. They often relate to financing or long-term commitments.
Financial Liabilities: These arise from contractual obligations to deliver cash or another
financial asset.

Non-Financial Liabilities: These are obligations that do not arise from a contract to pay cash

but still represent an economic burden.

c. Disclosure of Notes to Accounts:

Companies must give a detailed explanation of each line item, including accounting policies, contingent

liabilities, and other significant financial information, to maintain transparency and a clearer view.

d. Compliance with Accounting Standards:
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Financial statements must adhere to Indian Accounting Standards (Ind AS) or Accounting Standards

(AS) as prescribed, ensuring consistency and compliance with regulatory norms.

e. Comparative Figures:
The Companies Act mandates the disclosure of the previous year’s figures alongside current year data

to help stakeholders analyse financial trends and performance over time.

f.  Audit Requirement:
The balance sheet shall be audited and signed by the authorized directors and auditors before submitting

the same. It ensures that financial statements are correct, reliable, and authentic.

g. Filing with ROC:

Companies have to file their balance sheet as part of annual financial filings (AOC-4) with the Registrar

of Companies (ROC), thereby ensuring regulatory compliance and transparency in financial reporting.

Did You Know? @ P
N —
v

Despite high revenue, Tesla struggled with cash flow in its early years. It
had to raise billions in funding before it became profitable.”

“Apple’s cash reserves are so large that if it were a country, it would be
richer than many small nations! In 2023, Apple had over $166 billion in
cash and marketable securities.

5.1.3 Importance of Corporate Balance Sheet

As stipulated by the Companies Act, 2013, under its provisions, the balance sheets are to be prepared
and presented based on accounting standards. In turn, it leads to ensuring the transparency of finance,

and further, adherence to regulatory compliances and confidence in stakeholders while leading to

sustainable decisions and the existence of the business.
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Ensures Transparency Regulatory Compliance Investor Confidence

Creditworthiness Facilitates Taxation &
Assessment Auditing

Fig 5.1 Importance of Corporate Balance Sheet

1. Ensures Transparency — The balance sheet gives an accurate and well-structured overview of a
firm's assets, liabilities, and equity. It allows stakeholders to analyze the stability and performance
of the company through the transparency presented to shareholders and regulators, making the
chances of financial misrepresentation very low.

2. Regulatory Compliance — All the registered companies shall prepare and present their balance
sheets in terms of prescribed accounting standards. Such regulatory compliance avoids financial
reporting anomalies and fraud and acts in harmony with the guidelines followed by corporate
governance principles given out by MCA (Ministry of Corporate Affairs).

3. Investor Confidence — Investors rely on the balance sheet to analyse a company's financial health,
profitability, and long-term growth potential. A well-maintained balance sheet builds trust,
attracting more investors and facilitating fundraising through equity or debt financing.

4. Creditworthiness Assessment — Banks and financial institutions use the balance sheet to determine
the financial strength of a company before granting loans or credit facilities. It helps assess liquidity,
solvency, and debt-handling capacity, which determines interest rates and lending decisions.

5. Facilitates Taxation & Auditing — The balance sheet is a crucial document for the tax authorities
and auditors while checking the authenticity of the finances. It is helpful in taxation calculation,

checking the tax compliances, and it helps auditors to spot discrepancies, frauds, or financial

mismanagements during the statutory audits.
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The corporate balance sheet is not just a financial statement but is an essential tool for maintaining
transparency, ensuring regulatory compliance, and fostering investor confidence. It accurately reflects the
financial position of a company, thereby helping stakeholders take informed decisions regarding
investments, credit, and business operations. The Companies Act, 2013 ensures that companies maintain
credibility and accountability, thereby contributing to a stronger and more reliable corporate governance

framework in India.

Digital Read

Scan the QR Code to Read!
Vesic, T., Petronijevic, J., &DPekic, M. (2020).
Balance sheet analysis with the aim of improving

financial reporting — A case study of Nectar Company.
ResearchGate.

5.1.4 Important Terms used in Corporate Balance Sheet

I. Equity and Liabilities

This section represents the sources of funds for the company, including shareholders' equity and various
liabilities.

1) Financial Liabilities

Financial liabilities include obligations that involve payment of money or settlement through financial
instruments

Example: Loans And Trade Payables.

2) Non-Financial Liabilities
Non-financial liabilities are obligations that do not arise from contractual financial arrangements

Example: Tax Provisions, Deferred Revenue and Legal Claims.

3) Shareholders' Funds

These are the ownership capital contributed by shareholders.
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a. Share Capital — The amount that is raised by issuing equity and preference shares. It includes
authorized, issued, subscribed, and paid-up capital, representing the owners’ stake in the company.

b. Reserves and Surplus — Accumulated profits and reserves that are retained for business expansion
and contingencies. This includes retained earnings, general reserves, and securities premium
reserves.

c¢. Money Received Against Share Warrants — Advance payments received from investors for share
warrants, which allow them to buy shares at a fixed price in the future. This amount is recorded

separately until conversion.
4) Share Application Money Pending Allotment

Funds received from investors for shares that are yet to be allotted. If shares are not allotted, the money

must be refunded, making it a temporary liability.
5) Non-Current Liabilities
These are long-term financial obligations that are due beyond one year.

a. Long-term Borrowings — Loans, debentures, and bonds that the company must repay over an
extended period, often used for capital expenditures.

b. Deferred Tax Liabilities (Net) — Future tax obligations arising from timing differences between
taxable income and accounting income.

¢. Other Long-term Liabilities — Includes lease obligations, deferred revenue, and financial
liabilities payable beyond a year.

d. Long-term Provisions — Funds set aside for future liabilities such as employee gratuity, pensions,

and legal claims.
6) Current Liabilities
These are short-term financial obligations due within a year.

a. Short-term Borrowings — Loans, bank overdrafts, and credit facilities repayable within 12

months.
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b. Trade Payables — Outstanding payments owed to suppliers and vendors for goods or services
received.

¢. Other Current Liabilities — Includes outstanding expenses, statutory dues, advances from
customers, and unclaimed dividends.

d. Short-term Provisions — Liabilities expected to be settled soon, such as tax provisions,

employee benefits, and dividends payable.
II. Assets

This section represents the resources owned by the company that provide future economic

benefits.

1) Financial Assets: Financial assets are assets that derive value from a contractual claim and are

expected to generate cash inflows.

Examples: Cash, bank balances, investments in shares or bonds, trade receivables, and loans

given.

2) Non-Financial: Non-financial assets are physical or intangible resources that do not have a

direct monetary claim but contribute to business operations and value creation.

Examples: Land, buildings, machinery (tangible assets); patents, trademarks, goodwill (intangible

assets); and inventories.

3)Non-Current Assets

These assets are held for long-term use and are not meant for immediate liquidation.
(a) Fixed Assets — Physical and intangible resources used in business operations.

a. Tangible Assets — Physical assets like land, buildings, machinery, and vehicles, used for long-
term business operations.

b. Intangible Assets — Non-physical assets such as patents, trademarks, copyrights, and goodwill,

providing competitive advantages.
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c¢. Capital Work-in-Progress — Expenses incurred on projects under construction, such as
buildings or plants, that are yet to be completed.
d. Intangible Assets Under Development — Expenses incurred towards developing intangible

assets in the form of software or patents, which are not yet fully operational.

(b) Non-Current Investments — Long-term investments in equity shares, debentures,

government bonds, or joint ventures for strategic growth.

(c) Deferred Tax Assets (Net)— Tax advantage arising due to the difference between taxable

income and accounting income, expected to be realized in future.

(d) Long-term Loans and Advances — Advances given to employees, subsidiaries, and others,

recoverable after a period exceeding one year.

(e) Other Non-Current Assets — Deposits, prepayment of expenses, other long-term receivables

not categorized elsewhere.
4) Current Assets
Assets that are likely to be exhausted or liquidated in less than one year.

a. Current Investments — Investments in stocks, bonds, or mutual funds, held for trading or liquidity
purposes.

b. Inventories — Raw materials, work-in-progress, and finished goods to be sold or produced.

¢. Trade Receivables — Amounts due from customers for goods sold or services rendered on credit.

d. Cash and Cash Equivalents — All the cash balances available in the company's possession to meet
day-to-day running requirements.

e. Short-term Loans and Advances — All the loans or advances given by the company to employees,
suppliers, or any other party within a year that is recoverable.

f. Other Current Assets — Prepaid expenses, accrued income, and tax refunds that are expected to be

received within a short period.

Each element of the balance sheet contributes to the overall financial health, liquidity, and long-term

viability of a company.
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e When big companies like Apple or Reliance release their balance sheets
and cash flow statements, investors react—causing stock prices to rise or
fall.

e “Companies with constant negative cash flow from operations often
struggle to survive. That’s why cash flow is one of the first things
creditors and investors check!

5.2 Cash Flow Statement

A cash flow statement, also referred to as CFS, is an important financial statement that explains in detail the
inflows and outflows of cash in a business for a particular period. This helps investors, creditors, and
management stakeholders understand how the company generates cash and uses it to get insight into its

liquidity, financial flexibility, and general health.

Unlike the income statement, which takes into account accrual accounting when recording revenues and
expenses, a cash flow statement focuses on real cash transactions, which makes it a critical component in
evaluating whether a company is able to service its short-term obligations, invest in its operations, or return

cash to investors.

5.2.1 Objectives of Cash Flow Statement

. . Understanding Analyzing
Asiﬁilgﬁi?;:dlw Cash Inflows and Financial Health
y Outflows and Stability
|
. luati Assessing
Sl Sy Tnvestment and

Decision-Making Profitability vs. Financin

for Management Cash Flow Decision%
Compliance with
Financial Reporting
Standards

Fig 5.2 Objectives of Cash Flow Statement
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A Cash Flow Statement (CFS) is an essential financial statement that provides insights into an organization's
cash movements over a specific period. It helps businesses, investors, and creditors understand how cash is
generated and utilized, ensuring financial stability and informed decision-making. Below are the key

objectives of a cash flow statement:

1. Assessing Liquidity and Solvency

One of the key purposes of a cash flow statement is to determine the liquidity position of a company, which
is its ability to meet short-term obligations. Businesses require adequate cash to pay suppliers, employees,
and creditors on time. A healthy cash position ensures smooth business operations and prevents financial
distress. By analyzing cash inflows and outflows, management can identify potential liquidity shortages and

take corrective actions to maintain solvency.

2. Understanding Cash Inflows and Outflows

A cash flow statement provides the detailed breakdown of where the company's cash is coming from and
where it is being spent. This kind of transparency will ensure that management and stakeholders understand
how cash inflows are sourced-whether from the sale of the product, investment, or financing-and how they
are being utilized for expenses, loan repayment, and capital expenditure. In order to be in a position to plan
well, businesses should always track these movements to avoid a cash crunch, which might cripple their

operations.

3. Analysing Financial Health and Stability

Instead of just considering profits, the analysis of cash flow gives a more accurate picture of the financial
health of a company. A company with positive cash flow from operations is generally financially stable,
while persistent negative cash flows may indicate underlying problems. The statement categorizes cash

activities into operating, investing, and financing sections, allowing businesses to assess whether they are

generating enough cash internally or relying too much on external funding.
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4. Supporting Decision-Making for Management

Management sees the cash flow statement as a determining tool in such major decisions as whether to expand,
invest in new projects, or cut down on unessential spending. If a firm experiences steady cash surpluses, it
will likely invest in new technology or pay off its debt, then disburse dividends. Conversely, when cash flow
turns out to be negative, the management will have to delay investments, reduce current expenses, or even
seek further financing. Proper cash flow management helps ensure that a business is continuing and becomes

financially sustainable.

5. Evaluating Profitability vs. Cash Flow

The Income Statement shows net profit by including depreciation and amortization which are non-cash
transactions. The figures reported by financial statements can show profitability but the business may still
face actual cash flow problems. The Cash Flow Statement presents only cash-based transactions which
produce a true picture of company cash flow status. This distinction provides stakeholders with clear

understanding about whether the company creates enough cash to operate its business.

6. Assessing Investment and Financing Decisions

Organizations use cash flow statement analysis for stakeholders to determine their capacity for business
expansion and debt repayment and dividend distribution. The financial health of a company depends on its
operational cash flow strength because strong cash flow demonstrates operational stability but weak cash
flow requires external financing which presents financial risks. The investing and financing sections of the
statement show stakeholders whether companies expand through investments or accumulate debt as they

make investment decisions.

7. Compliance with Financial Reporting Standards

The requirement to create cash flow statements stems from IFRS and GAAP accounting frameworks because
this requirement ensures financial reporting transparency and consistency. Financial institutions alongside
regulatory bodies and lenders expect organizations to share their cash flow reports because they need

objective assessments of business performance. The standards lead to increased stakeholder trust which

simplifies business operations for attracting investments and loan acquisition.
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Imagine you are the financial manager of a company preparing its Cash Flow Statement. Your

Activity: Cash Flow Statement

company recently paid interest on a loan, received dividends from investments, and sold a piece
of machinery at a profit. Classify these transactions under the correct cash flow activities
(Operating, Investing, or Financing) as per AS-3 guidelines. Discuss your reasoning with a
partner or in a group.

A company's financial stability as well as liquidity evaluation and cash management depend heavily on the
cash flow statement as a fundamental decision-making tool. Businesses can improve their cash flow

sustainability through proactive measures by examining their cash movements.

5.2.2 Classification of Activities for the preparation of Cash Flow Statement

Every enterprise engages in various activities that generate cash inflows (receipts) and lead to cash outflows
(payments). The Cash Flow Statement records these transactions, providing insights into the company’s
liquidity and financial health. According to Accounting Standard (AS) 3, these activities are categorized into

three primary sections:

1. Operating Activities
2. Investing Activities

3. Financing Activities

The purpose of this classification is to separately present the cash flows generated or utilized within each
category, allowing users of financial statements to evaluate the financial impact of these activities. This
structured approach helps in understanding how different business functions contribute to the overall cash

position and affects the availability of cash and cash equivalents.
Cash from Operating Activities

Operating activities refer to the core business functions that contribute to the primary revenue generation
of an enterprise. These activities involve the day-to-day transactions necessary for maintaining business
operations. For instance, in a garment manufacturing company, operating activities include procuring raw

materials, covering manufacturing costs, and selling finished garments. These activities form the backbone

of the company’s revenue generation and are distinct from investing and financing activities.
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The cash flow from operating activities reflects a company's internal financial stability, serving as a key
measure of its ability to generate sufficient cash to sustain operations, distribute dividends, invest in growth,

and repay debts without relying on external funding.
Sources of Cash Flows from Operating Activities

Cash flows from operating activities primarily arise from transactions that influence net profit or loss. These

include:

Cash Inflows from Operating Activities:
e Revenue from the sale of goods and services.

e Receipts from royalties, fees, commissions, and other income sources.

Cash Outflows from Operating Activities:
e Payments to suppliers for goods and services.
e Employee wages and related expenses.
e Payments for insurance premiums, claims, annuities, and policy benefits.

e Income tax payments, unless specifically linked to financing or investing activities.

The net cash flow from operating activities represents the final position after accounting for all cash

inflows and outflows.
Cash from Investing Activities

In some cases, businesses engage in trading or dealing of securities and loans. If an enterprise holds
securities or loans for resale as part of its primary business function, cash flows from the purchase and
sale of these securities are classified under operating activities. Similarly, financial institutions that
provide cash advances and loans as part of their core operations categorize these transactions as operating

cash flows since they align with their principal business activities.

According to Accounting Standard (AS) 3, investing activities involve the acquisition and disposal of
long-term assets and investments that are not classified as cash equivalents. These activities primarily

relate to the purchase and sale of fixed assets such as machinery, furniture, land, buildings, and other long-

term investments.
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Investing activities play a crucial role in determining the extent to which an enterprise is allocating
resources to generate future income and cash flow. A separate disclosure of these transactions is essential,

as they reflect the company’s investment strategy and long-term financial planning.

Examples of Cash Flows from Investing Activities

Cash Inflows from Investing Activities:
e Receipts from the sale or disposal of fixed assets, including intangible assets.
e Repayment of loans and advances extended to third parties (excluding those issued by
financial enterprises as part of their operating activities).
e Proceeds from the sale of shares, warrants, or debt instruments of other entities, except
those acquired for trading purposes.
e Interest received in cash from loans and advances.

e Dividends received from investments in other enterprises.

Cash Outflows from Investing Activities:

e Payments made for acquiring fixed assets, including intangible assets and capitalized
research and development costs.

e Investments in shares, warrants, or debt instruments of other enterprises, excluding
those purchased for trading purposes.

e Loans and advances extended to third parties, except in cases where such transactions

are part of the core operations of a financial enterprise.

Investing activities provide insights into a company’s financial growth strategy by indicating how funds
are allocated toward asset acquisition and income-generating investments. By analysing cash flows from

investing activities, stakeholders can assess the company's potential for future profitability and expansion.
Cash from Financing Activities

As the name implies, financing activities involve transactions related to the long-term funding and capital

structure of an enterprise. These activities include obtaining funds through equity shares, debentures, long-

term loans, and repaying borrowed funds. According to Accounting Standard (AS) 3, financing activities
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refer to transactions that bring changes in the size and composition of the company’s capital, including

equity capital, preference shares, and borrowings.

A separate disclosure of cash flows from financing activities is essential as it helps stakeholders
understand how the enterprise is funded and predict future cash flow obligations to capital providers and

lenders.
Examples of Cash Flows from Financing Activities

Cash Inflows from Financing Activities:
e Proceeds from the issuance of equity and preference shares.
e (Cash received from issuing debentures, bonds, loans, and other short-term or long-term

borrowings.

Cash Outflows from Financing Activities:
e Repayment of borrowed amounts, including loan settlements.
e Interest payments on debentures, long-term loans, and advances.
e Dividend payments on equity and preference shares.

e Buyback of equity shares.

Certain transactions may include cash flows that belong to different categories. For example, when
making an instalment payment for a fixed asset purchased on a deferred basis, the interest component is

classified under financing activities, while the loan repayment is categorized as an investing activity.

Additionally, the classification of certain activities may vary based on the nature of the enterprise. For
instance, the purchase of shares is considered an operating activity for a stock brokerage firm but is

classified as an investing activity for other types of businesses.

By analysing financing activities, stakeholders can assess how a company raises capital, manages its

debt, and fulfils financial obligations, thereby gaining valuable insights into its financial stability and

long-term sustainability.
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5.2.3 Treatment of Certain Special Items in Cash Flow Statement

In preparing a Cash Flow Statement, some transactions require special treatment due to their unique
nature. These include extraordinary items, interest and dividend payments, taxes on income and gains,
and non-cash transactions. Accounting Standard (AS) 3 provides specific guidelines on how these items

should be classified and disclosed to ensure clarity and transparency in financial reporting.
1. Extraordinary Items

Extraordinary items refer to rare, non-recurring events such as losses from theft, natural disasters like
earthquakes or floods, or any other unusual occurrences. Since these are not part of the company’s
regular business operations, the related cash flows must be classified separately under operating,
investing, or financing activities based on their nature. This classification helps users of financial

statements assess the impact of such events on both current and future cash flows.
2. Interest and Dividend Treatment

The classification of interest and dividends in a cash flow statement differs for financial and non-

financial enterprises:

=> For Financial Enterprises (such as banks and lending institutions):
# Interest paid, interest received, and dividends received are classified under
operating activities as they form part of the company’s core business.
4 Dividend payments to shareholders are treated as financing activities.
=> For Non-Financial Enterprises:
€ Interest paid and dividends paid are considered financing activities since they
relate to capital structure decisions.
€ Interest received and dividends received are categorized under investing

activities as they represent returns on investments.
3. Taxes on Income and Gains

Tax payments must be classified based on the type of tax and its relation to different business activities.

AS-3 specifies the following treatment:
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e Income tax on operating profit is classified under operating activities.

e Dividend tax (tax paid on dividends distributed to shareholders) is grouped under
financing activities, alongside dividend payments.

e C(Capital gains tax, which is paid on the sale of fixed assets, is classified under investing

activities since it arises from asset disposal.
4. Non-Cash Transactions

Certain investing and financing transactions do not involve actual cash flow but still impact the company’s
financial position. AS-3 mandates that these transactions be excluded from the cash flow statement and

instead be disclosed separately in financial statements to provide relevant information.

Examples of non-cash transactions include:
° Acquisition of machinery through the issuance of equity shares.

° Redemption of debentures by issuing equity shares.

Since no cash or cash equivalents are involved, these transactions are not recorded in the cash flow

statement but must be reported in the financial statements to ensure transparency.

Proper classification of these special items enhances the usefulness of the Cash Flow Statement, allowing
stakeholders to gain a clear understanding of an enterprise’s financial position. By categorizing
extraordinary items, interest, dividends, taxes, and non-cash transactions correctly, businesses can present

an accurate picture of their cash movements and ensure compliance with AS-3 guidelines.
5.2.4 Format of Cash Flow Statement

Cash Flow Statement for the Year Ended [Date]
For the year ended.......

Particulars Details Amount

A. Cash Flow from Operating Activities

o Net Profit before Tax and Extraordinary Items
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o Adjustments for Non-Cash and Non-Operating Items:
o Add: Depreciation and Amortization
o Add: Loss on Sale of Fixed Assets
o Less: Profit on Sale of Fixed Assets
o Add: Interest Expense
o Less: Interest Income/Dividend Received
o Add/Less: Other Non-Cash Items (e.g., Provision for
Doubtful Debts)
e Operating Profit before Working Capital Changes
e Adjustments for Changes in Working Capital:
o Add/Less: Increase/Decrease in Trade Receivables
o Add/Less: Increase/Decrease in Inventories
o Add/Less: Increase/Decrease in Trade Payables

e (Cash Generated from Operations

Less: Taxes Paid

Net Cash Flow from Operating Activities (A)

B. Cash Flow from Investing Activities

= Cash Outflows (Payments Made for Investments):
@ Purchase of Fixed Assets
€ Purchase of Investments (Shares, Bonds, etc.)
€ Loans and Advances Given

=> Cash Inflows (Receipts from Investments):
# Proceeds from Sale of Fixed Assets
@ Proceeds from Sale of Investments

¢ Interest Received
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¢ Dividend Received

Net Cash Flow from Investing Activities (B)

C. Cash Flow from Financing Activities

< Cash Inflows (Funds Raised):

> Proceeds from Issue of Shares

(Equity/Preference)

> Proceeds from Long-term Borrowings (Loans,

Debentures, Bonds, etc.)
« Cash Outflows (Repayments & Dividends):
> Repayment of Loans/Debentures
> Interest Paid

> Dividend Paid

Net Cash Flow from Financing Activities (C)

D. Net Increase/(Decrease) in Cash and Cash Equivalents (A
+B+C)

E. Cash and Cash Equivalents at the Beginning of the

Period

F. Cash and Cash Equivalents at the End of the Period (D +
E)

G. Cash Management Activities

e Short-term investments in marketable securities
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e Overdrafts and short-term borrowings
e Treasury operations (cash pooling, sweep accounts)

e Idle cash balances optimization
H. Free Cash Flow to the Firm (FCFF)

I. Free Cash Flow to Equity (FCFE)

Cash management activities, such as short-term investing of excess cash or managing the
company's daily cash position, are not part of the cash flow statement. The cash flow statement
focuses on three main categories: operating activities, investing activities, and financing
activities. These sections highlight how cash is generated and used by a business through its core
operations, investments in long-term assets, and financing through debt or equity. However,
internal decisions about how to optimize or move cash between accounts for short-term purposes

are considered internal cash control functions and do not appear in this financial statement.

Regarding free cash flow metrics, Free Cash Flow to the Firm (FCFF) and Free Cash Flow
to Equity (FCFE) are both used to assess a company's financial flexibility, but they focus on
different stakeholders. FCFF represents the cash available to all capital providers (both debt and
equity holders) after accounting for capital expenditures and working capital needs. Its formula

is:

FCFF =EBIT x (1 — Tax Rate) + Depreciation — Capital Expenditures — Change in Working
Capital

In contrast, FCFE represents the cash available only to equity shareholders after meeting all

obligations, including debt repayments. Its formula is:

FCFE = Net Income + Depreciation — Capital Expenditures — Change in Working Capital

+ Net Borrowing
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The key difference is that FCFE accounts for debt-related cash flows, while FCFF does not.
Analysts use FCFF when valuing the entire firm and FCFE when focusing specifically on the

value to equity shareholders.

Knowledge Check 1 ,o‘j S

Choose the correct option:
|. How should extraordinary items be classified in a Cash Flow Statement?
a. Always under operating activities
b. Separately under operating, investing, or financing activities based on
their nature
¢. Only under financing activities
2. How are interest and dividend payments classified for financial enterprises in
a Cash Flow Statement?
a. Interest paid, interest received, and dividends received are under
operating activities; dividend payments are under financing activities
b. Interest pad and receved are under financing activities; dividends
paid and received are under investing activities
c.  All interest and dividend transactions are classified under investing
activities
3. Where should capital gains tax be classified in a Cash Flow Statement?
a. Operating activities
b. Fmancing activities

¢. Investing activities

5.3 Summary
% A corporate balance sheet represents a company's position at a specific point in time. It keeps the
fundamental equation Assets = Liabilities + Shareholders' Equity intact, allowing stakeholders to gauge

financial health, liquidity, and solvency.

+ The balance sheet as required by Schedule III of the Companies Act, 2013, is prepared in such a manner

that there is uniformity for classification of items. Hence, preparing financial reports in conformance




ATLAS

SKILLTECH
UNIVERSITY

2
°o*

2
°o*

with Indian Accounting Standards or Accounting Standards will enable the comparison of financial

data across organizations.

It has two sections, Equity & Liabilities and Assets. The Liabilities include the shareholder funds, non-
current liabilities, and current liabilities. These include short-term borrowings and trade payables.
Assets include non-current assets, which consist of fixed assets and investments, and current assets,
which are cash, receivables, and inventories.

Assets and liabilities are further divided into current (expected to be realized or due within 12 months)
and non-current (held or due beyond 12 months). This classification helps stakeholders analyze a

company’s short-term liquidity and long-term sustainability.

The balance sheet ensures transparency, compliance, and trust among investors, creditors, and
regulators. Investors use it to assess profitability, banks evaluate creditworthiness, and auditors verify
financial accuracy. A well-structured balance sheet supports strategic decision-making and business

expansion.

The companies must give accounts detailed notes of the significant line items in the balance sheet. The
notes are in the form of accounting policies, contingent liabilities, financial adjustments, and
disclosures of commitments. These notes enhance the transparency and understanding of the company's
financial standing.

Before submission, the balance sheet must be audited and signed by authorized directors and auditors.
Companies under the Companies Act, 2013, must file their balance sheets annually to the Registrar of

Companies (ROC) as a part of the regulatory compliance.

A Cash Flow Statement (CFS) is the record of inflows and outflows of a company's cash during a
period. Unlike the Income Statement, which includes items that are not in cash, the CFS only focuses
on actual cash transactions, which allows businesses to understand liquidity, financial flexibility, and
cash management.

A cash flow statement enables one to track the generation and utilization of cash by classifying
activities into three: Operating, Investing, and Financing Activities. Such a systematic classification
gives good clarity on health status and supports the management's informed decisions.

Operating activities are core business functions that generate revenue. Cash inflows are generated from

sales, service income, and royalties, while cash outflows include wages, suppliers, rent, and taxes. A

positive cash flow from operations indicates strong business performance.
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« The investment activities include cash spent on purchasing fixed assets, investments, and loans
advanced to third parties as well as cash received from selling assets, investment returns, and dividend
income. This section indicates the investment policy of a firm and long-term planning for growth.

+ Financing activities involve cash flows associated with the capital structure, such as raising funds
through the issuance of shares, borrowing loans, and repaying debts. Outflows include loan
repayments, dividend payments, and interest payments, which impact long-term financial stability.

« Special items in the cash flow statement include extraordinary transactions, such as disaster-related
expenses; interest & dividend classification; tax payments; and non-cash transactions, such as asset
purchases through share issuance. Proper classification ensures accurate financial reporting.

+ The indirect method of preparing the cash flow statement begins with net profit and adjusts for non-
cash items such as depreciation, changes in working capital, and non-operating gains/losses. This
method gives a clear reconciliation between net income and actual cash flow.

% A well-prepared cash flow statement helps in managing liquidity, assessing profitability, and
evaluating the ability to repay loans. This ensures financial stability, as it allows stakeholders to analyze
the sustainability of operations, reinvestment for growth, and repayment of obligations.

+« Companies with accurate balance sheets and cash flow statements ensure compliance with regulations,

transparency in financials, and confidence from the stakeholders. Such financial statements play a vital

role in decision-making, investment analysis, and corporate governance.

5.4 Key Terms

1. Balance Sheet — A financial statement that shows what a company owns, what it owes, and what
belongs to its owners at a particular point in time. It helps people understand if a company is strong
financially or struggling.

2. Assets — Things that a company owns that have value, like cash, land, buildings, machines, and
products. Companies use these to run their business and make money.

3. Liabilities — The debts and obligations a company must pay, like loans, unpaid bills, and employee
salaries. Companies must manage their liabilities well to stay financially stable.

4. Equity — The part of a company that belongs to its owners after all debts are paid. It includes money

invested by owners and profits the company keeps instead of spending.
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5.

Current Assets — Assets that a company can quickly turn into cash within a year, such as money in
the bank, inventory (products to sell), and money customers owe the company.

Non-Current Assets — Valuable things a company owns that will last for many years, like factories,
buildings, and machines. These help a company operate for a long time.

Current Liabilities — Debts that a company must pay soon, usually within a year. Examples include
rent, short-term loans, and payments owed to suppliers.

Non-Current Liabilities — Debts that take more than a year to repay, like big loans for buying property
or expanding the business. These help companies grow but must be managed wisely.

Cash Flow Statement — A financial report that tracks how much money comes into a company and
how much goes out over time. It helps businesses see if they have enough cash to pay bills and invest

in growth.

. Operating Activities — The daily business activities that help a company make money, like selling

products, providing services, and paying employees. This section in the cash flow statement shows if

a company’s main business is profitable.

. Investing Activities — Money spent or earned from buying or selling things like land, buildings,

machines, or shares of other companies. These investments help businesses grow in the future.

. Financing Activities — Actions related to how a company gets money, such as taking loans or selling

shares, and how it pays back loans or distributes money to its owners. This helps in understanding how

a business is funded.

. Liquidity — The ability of a company to quickly get cash to pay its bills and expenses. A company with

good liquidity won’t struggle to pay rent, salaries, or suppliers.

. Profit vs. Cash Flow — Profit is how much money a company earns after paying expenses, but cash

flow is the actual movement of money in and out. A company can be profitable but still struggle if it

doesn’t have enough cash available.

. Interest Coverage Ratio (ICR) — A measure of how easily a company can pay interest on its loans. If

a company makes 210,00,000 and its loan interest is X2,00,000, the ICR is 5, meaning it can easily pay

its loan interest five times over.

5.5 Descriptive Questions

1.

How does a balance sheet provide a comprehensive snapshot of a company’s financial position, and

why is the principle of "Assets = Liabilities + Shareholders’ Equity" fundamental to financial

reporting?




ATLAS

SKILLTECH
UNIVERSITY

2.

Schedule I1I of the Companies Act, 2013 mandates a specific format for corporate balance sheets. How
does this regulatory standardization enhance inter-company comparisons and financial transparency?
A company's balance sheet shows a substantial increase in non-current liabilities but no proportional
growth in non-current assets. What potential financial risks does this pose, and how should stakeholders
interpret this trend?

If a company consistently reports high net income but has negative cash flow from operations, what
are the possible implications for its long-term financial health and investment potential?

How do changes in a company's equity and liabilities structure impact its debt-to-equity ratio, and what
are the implications of a high versus low ratio for creditors and investors?

A company reports a high net cash inflow from financing activities and a substantial outflow from
investing activities. How would you interpret this financial behavior in terms of corporate growth
strategy?

Why is it critical for companies to maintain a positive cash flow from operating activities, and how can
negative cash flow from this category signal financial distress despite profitability?

If a company consistently finances its operations through debt rather than equity, what are the long-
term implications for its financial stability, creditworthiness, and shareholder returns?

How does the cash flow statement complement the income statement in financial analysis, and why

might a company with high reported profits still struggle with liquidity issues?

. How does the disclosure of "Notes to Accounts" improve financial transparency and aid in corporate

governance, particularly in the context of contingent liabilities and accounting policies?
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Answers to Knowledge Check ,Ol ’ o

Knowledge Check 1

1: B) Separately under operating, investing, or financing activities based
on their nature

2: A) Interest paid, interest received, and dividends received are under \.
operating activities; dividend payments are under financing activities

3: C) Investing activities
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5.7 Case Study

Financial Analysis of XYZ Ltd.

Background:

@p

XYZ Ltd. is a mid-sized manufacturing company engaged in the production of consumer electronics.
The company recently released its Balance Sheet and Cash Flow Statement for the year ending 31st
March 2024. The management is keen to analyze its financial position and make strategic decisions

based on these financial statements.
Problem 1: Identifying Financial Position Using a Balance Sheet
XYZ Ltd. reported the following figures in its balance sheet:

Share Capital: 350,00,000

Reserves and Surplus: X10,00,000
Non-Current Liabilities: 320,00,000
Current Liabilities: 315,00,000
Non-Current Assets: 60,00,000

Solution:

Total Liabilities = Non-Current Liabilities + Current Liabilities
=320,00,000 +X15,00,000 = %35,00,000

Total Equity = Share Capital + Reserves and Surplus

=350,00,000 +%10,00,000 = %60,00,000

Total Liabilities + Total Equity = %35,00,000 + X60,00,000 = 395,00,000
Total Assets = Non-Current Assets + Current Assets

=1360,00,000 +%35,00,000 = %95,00,000
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Total Assets = Non-Current Assets + Current Assets
=360,00,000 + %35,00,000 = %95,00,000

Since Total Assets = Total Liabilities + Shareholders' Equity, the balance sheet equation holds,
confirming the financial integrity of XYZ Ltd.

Problem 2: Evaluating Liquidity Using the Cash Flow Statement
XYZ Ltd. recorded the following cash flows for the year:

Cash Flow from Investing Activities: (35,00,000) [Purchase of

machinery]
Cash Flow from Financing Activities: 33,00,000 [New loan received]

Opening Cash and Cash Equivalents: X2,00,000

Question:

Calculate the closing cash and cash equivalents for the year.
Solution:

Net Cash Flow = Cash Flow from Operating Activities + Cash Flow from Investing Activities + Cash

Flow from Financing Activities

= 8,00,000 — %5,00,000 + %3,00,000 = %6,00,000

Closing Cash and Cash Equivalents = Opening Cash and Cash Equivalents + Net Cash Flow
=32,00,000 +%6,00,000 = %8,00,000

Thus, the company has ¥8,00,000 in cash reserves at the end of the year, indicating a positive cash
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Problem 3: Analyzing XYZ Ltd.'s Solvency and Debt Management

The company’s financial reports indicate:
Long-term Borrowings: 315,00,000
Interest Expense Paid: X1,50,000
Operating Cash Flow: X8,00,000

Question: Calculate the Interest Coverage Ratio (ICR) and interpret whether XYZ Ltd. is in a good position

to cover its interest payments.

Solution:

Interest Coverage Ratio = Operating Cash Flow / Interest Expense Paid
=%8,00,000 / %1,50,000 = 5.33

Since the ICR is greater than 1 (ideally above 3 is considered strong), XYZ Ltd. is in a healthy financial
position to cover its interest obligations without financial strain.

Reflective Questions:

Why is it essential for companies to follow the prescribed format for balance sheets under
Schedule III of the Companies Act, 2013?

What are the key differences between current and non-current liabilities, and why is their
classification significant for stakeholders?

How does the balance sheet help investors assess a company’s financial health before investing?
In what ways can a cash flow statement provide insights that an income statement might not?
Why is it important for a company to have a positive cash flow from operating activities?

How do investing activities impact a company’s future financial position?

What role does the financing activities section play in understanding how a company is funded?

What are some potential red flags that investors should watch for in a company’s cash flow
statement?
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Unit 6: Financial Tools for Analysis

Learning Objectives

Learners will be able to interpret financial data and evaluate the financial health and decision-

making process of a company.

Learners will be able to apply key financial tools such as ratio analysis, trend analysis,

comparative statements and cash flow analysis.

Learners will learn to understand common size financial statement, trends, and structural changes

of financial performance.

Learners will be able to determine financial stability and predict future performance from the

historical trends.

Content

6.0 Introductory Caselet

6.1 Financial Statement Analysis

6.2 Common-size Financial Statement
6.3  Summary

6.4 Key Terms

6.5 Descriptive Questions

6.6 References

6.7 Case Study
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6.0 Introductory Caselet

Understanding Financial Health Through Financial Statement Analysis

ABC Ltd is a medium sized manufacturing firm, which has been functioning for a decade now. In the
last three years, the company experienced steady revenue growth while its profitability margins vary.
Recently, the financial statement analysis done by the management enabled them to understand better

the financial health of the company.

After going through Comparative Income Statement, they found that revenue indeed increased by 20%
but cost of goods sold (COGS) also went up by 25%, leading to an unfavorable gross profit margin.

Besides, the operating expense increased greatly and it has squeezed the net profit to low.

A Common Size Income Statement revealed that COGS accounted for 40% of revenue in the previous
year but had risen to 45% in the current year. Similarly, operating expenses, which were 20% of revenue,
had climbed to 25%. This raised concerns among the management regarding rising production and

administrative costs.

Based on these findings, the company’s financial analysts suggested strategies to improve cost

efficiency, streamline operations, and manage cash flows better to ensure sustainable growth.

Critical Thinking Question:

If you were the financial advisor for ABC Ltd., what key financial ratios would you analyse to determine
whether the company is efficiently managing its costs and liquidity? Explain how these ratios would

help in decision-making.
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6.1 Financial Statement Analysis
Financial statement analysis tools are the methods and techniques used to analyze a company’s financial

performance, stability and profitability by using its financial statements. The tools enable investors, creditors and

management to make the right decisions on investments, creditworthiness and business strategy.

6.1.1 Objectives of Financial Statement Analysis

1.

Assess Financial Health

Financial statement analysis will give you complete knowledge of the company’s condition by looking at
assets and liabilities and equity and earnings. Investors and stakeholders get important information about
stability and risk factors and business sustainability.

Evaluate Profitability

Profitability analysis is the analysis of how profitable a company is in making profits. Financial
performance is assessed by a calculation of net profit margin and return on equity (ROE) and earnings per
share (EPS).

Determine Liquidity

Liquidity is the examination of whether companies can use the available, short-term assets to meet their
short term payments. The current ratio along with the quick ratio enables businesses to determine their
ability to settle their instant fin ancial obligations.

Analyse Solvency

The examination under solvency analysis determines how well a company fulfills its long-term financial
obligations while maintaining operational continuity. Using debt-to-equity ratio and interest coverage ratio
helps organizations evaluate their financial stability while determining their creditworthiness.

Aid Decision-Making

The strategic decisions of investors, creditors and management benefit from financial statement analysis
which delivers a straightforward financial representation. The analysis enables organizations to choose
investments and obtain loans in addition to developing business expansion plans.

Compare Performance

A financial analysis enables organizations to measure their current performance against their historical

achievements, their competition and the industry averages. Financial analysis enables companies to

detect enhancement opportunities while staying competitive against market competition.




ATLAS

SKILLTECH
UNIVERSITY

Did You Know? # ! - —
.

P
v

Financial ratios like Current Ratio, Debt-to-Equity, and Return on
Equity (ROE) help analysts compare companies of different sizes on a
level playing field.

If expenses rise by 10%, then a company is actually less profitable, even
if total revenue has grown. Common-size income statements highlight
this by showing costs as a percentage of revenue.

6.1.2 Tools of Financial Statement Analysis
Financial analysis involves various techniques that help in evaluating a company’s financial health and

performance. The most commonly used methods include:

Tools of Financial
Statement
Analysis

Comparative Common Size
Statements Statements

Trend Analysis Ratio Analysis

Fig 6.1 Tools of Financial Statement Analysis

1. Comparative Statements: These statements present the financial position and profitability of a business
over multiple periods in a comparative format. Typically applied to key financial reports such as the
balance sheet and income statement, comparative statements provide insights into trends and changes over
time. To ensure accurate comparisons, the same accounting principles must be consistently followed. If
there are deviations in accounting policies, they should be disclosed in footnotes. The term horizontal

analysis is sometimes used for this approach, which helps to understand the direction of financial growth

and operational outcomes.
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2. Common Size Statements: Financial statements are expressed in common size when each item is
expressed as a percentage of a base value in the statement. This makes it easy to compare financial data
between different years and companies, even if they are of different sizes. The figures are brought to a
uniform scale so that operational and financial characteristics can be compared effectively. It is used
widely for both intra company comparisons over time and intercompany comparisons within the same

industry. This method is also called vertical analysis.

3. Trend Analysis: The technique analyses financial and operational data over several years to detect
patterns and long term changes in business performance. Businesses can assess whether their financial
health is improving, declining or staying the same by analysing percentage changes in key financial
metrics from a base year. It is important to do a trend analysis to detect the underlying shifts in business

operations and assesses the management efficiency.

4. Ratio Analysis: Ratio analysis is used for understanding the relationship between different financial
statement items. Assessing the balance sheet and income statement ratios allows businesses to determine
profitability, liquidity, solvency, and operational efficiency. This method helps stakeholders to get an idea

of the financial strengths and weaknesses.

5. Cash Flow Analysis: Cash flow analysis is the tracking of the movement of cash in an organization
organized in terms of inflows (receipts) and outflows (expenses). The net cash flow is the amount of cash
that flows in and out. This is prepared to show the sources of the cash receipts and how the cash is used
during an accounting period. This technique enables businesses to understand the changes in their cash

position between two balance sheet dates and hence better manage their liquidity.

The financial analysis techniques are important in determining a company’s financial stability, decision

making and growth.

e
Digital Read [
Scan the QR Code to Read!

Kochanski, M. (2023). Analysis of
financial statements as a business management tool.
ResearchGate.
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6.1.3 Comparative Statement

A Comparative Statement is a financial analysis tool that is a rational presentation of such financial data for
several periods of time, so as to enable comparison. This is a generally applied technique on the balance sheet

and income statement to track how financial performance changes with time.
Purpose of Comparative Statements

e To examine the trends of financial position and profit.
e It helps you to identify areas of growth or decline.
e It can be used to perform an evaluation of the impact of business decisions over different periods.

e To ensure that the financial progress of the company is clear to the stakeholders.
Features of Comparative Statement

1. Side-by-side Presentation: Comparative statements feature different periods of time’s financial figures
side by side, enabling you to spot trends in key financial metrics over time. It is a structured format for

quick assessment and comparison of financial performance.

2. Trend Identification: Comparative statements are useful in comparing financial data over various
periods to determine whether a company’s financial position is improving, deteriorating or is stable. The

trend analysis is crucial for decision making and long term planning.

3. Consistency in Accounting Principles: If the same accounting principles are not used across all periods,
then the comparison for accuracy is not in place. Any deviations should be disclosed in footnotes so that

it is transparent and does not result in a misleading conclusion.
Types of Comparative Financial Statement

1. Comparative Balance Sheet: A Comparative Balance Sheet involves financial data of different periods

which is then presented in a table, which includes changes in assets, liabilities and shareholders' equity.

This is used to analyze over time the company’s financial position and stability.
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Comparative Balance Sheet of XYZ Ltd.
(Amounts in )
Particulars Year1 (3 Year 2 R) | Absolute Change Percentage
® Change (%)
Assets
Cash & Equivalents 1,00,000 1,50,000 +50,000 +50%
Accounts Receivable 2,50,000 2,80,000 +30,000 +12%
Inventory 3,00,000 3,50,000 +50,000 +16.7%
Fixed Assets 5,50,000 5,80,000 +30,000 +5.5%
Total Assets 12,00,000 13,60,000 +1,60,000 +13.3%
Liabilities & Equity
Short-Term Liabilities 2,00,000 2,50,000 +50,000 +25%
Long-Term Liabilities 3,00,000 3,20,000 +20,000 +6.7%
Shareholders’ Equity 7,00,000 7,90,000 +90,000 +12.9%
Total Liabilities & 12,00,000 13,60,000 +1,60,000 +13.3%
Equity

2. Comparative Income Statement: A Comparative Income Statement is based on changes in

revenue, expenses and net profit in different periods. This enables businesses to determine the

profitability and operational efficiency with time.
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Comparative Income Statement of ABC Ltd.
(Amounts in 3)
Particulars Year1 ) Year 2 (%) Absolute Percentage
Change %) Change (%)

Revenue
Sales Revenue 10,00,000 12,00,000 +2,00,000 +20%
Other Income 50,000 60,000 +10,000 +20%
Total Revenue 10,50,000 12,60,000 +2,10,000 +20%
Expenses
Cost of Goods Sold 4,00,000 5,00,000 +1,00,000 +25%
Operating Expenses 2,00,000 2,50,000 +50,000 +25%
Depreciation 50,000 60,000 +10,000 +20%
Interest Expense 40,000 45,000 +5,000 +12.5%
Total Expenses 6,90,000 8,55,000 +1,65,000 +23.9%
Net Profit Before Tax 3,60,000 4,05,000 +45,000 +12.5%
(PBT)
Tax (30%) 1,08,000 1,21,500 +13,500 +12.5%
Net Profit After Tax 2,52,000 2,83,500 +31,500 +12.5%
(PAT)

The following steps can be used to prepare Comparative Statements:
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1. Display the absolute financial figures in rupees for two different time periods in separate columns to

compare them.

2. Subtract the figures of the earlier period from the later one to find out the change in values. Finally,
indicate (increase (+) or decrease (—)) whether the change is an increase or decrease. Also, write this in

the respective column.

3. Calculating the percentage of change using the correct formula and then adding the result to a different

column will aid with financial analysis.
(Absolute Increase (+) or Decrease (-) / First year absolute figure) * 100

Comparative Financial Statement

Particulars Year 1 Year 2 Absolute Increase (+) | Percentage Increase (+) or

or Decrease (-) Decrease (-)

Scan the QR Code to Reau:

Digital Read
Fajar, A. (2021). Comparative analysis

of financial statements: PT. Indofood

6.2 Common Size Statement

A Common Size Statement is a financial instrument which is used to analyse a financial statement where each
item of financial statement is represented as a percentage of a common base. This method enables the ease

comparison of financial performance among different time periods and companies, irrespective of their size.

Features of Common Size Statement
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1. Standardized Comparison: A Common Size Statement expresses all financial items like income
statement or a balance sheet total, which can be expressed as a percentage of a base value, like total

revenue. In this sense, it is easy to compare financial data at different periods of time.

2. Intra-Company and Inter Company Analysis: This technique helps the companies to analyse their
financial performance for various years (in intra company) and contrast it with other companies in the

rate organization (intercompany). It leads to the identification of strength and weakness.

3. Eliminates Size Bias: All figures are converted into percentages and therefore can be compared
between businesses of different sizes properly. This also helps determine financial efficiency, cost

structure as well as profitability on a uniform scale.
Types of Common Size Statement

1. Common Size Income Statement: The Common Size Income Statement shows company revenue and
costs as percentages of total income. It compares expenses and revenues as percentages of overall sales

for accurate business performance evaluation.

2. Common Size Balance Sheet: This financial report shows all accounting numbers as shares of total
assets or total capital items. This system gives users effective ways to assess a company's financial

health and balance sheet makeup.
The following steps can be taken to prepare the common size statements:

e In Year 1 and Year 2, record the absolute financial figures in rupees. Comparison of these values are
presented in separate columns.

e Choose a common base and assign it the value 100. Consider, for example, an income statement in
which revenue from operations is the base (100) and a balance sheet in which total assets or total
liabilities is the base.

e Determine the share of each product as percentage of the reference amount for both time frames. The

values for percentages are added next to their matching reference numbers to help users review and

understand their results.
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Common Size Statement

Particulars Year one Year two Percentage of | Percentage of
year one year 2

6.2.1 Common Size Income Statement

The Common Size Income Statement is a financial analytical tool that presents every item of an income
statement as a percentage of total revenue. This method is a way to evaluate a company’s costs and how

profitable it is as well as its trends in financial performance over time.
Key Features of a Common Size Income Statement

1. Standardized Financial Comparison; The total revenue will be divided into each line item, which is
expenses, gross profit and net income, as a percentage of the total revenue. By allowing for easy
comparison of financial performance over different periods and between companies of different sizes, this

makes it easy to compare financial performance of companies of different sizes.

2. Trend Analysis: Businesses can compare income statements across several years in order to discover
revenue trends, cost control, and profit margin trends. It allows for operational efficiency and financial

sustainability evaluation.

3. Inter-Company Comparisons: Since all figures are converted into percentages, businesses of different
scales are easier to compare. This gives investors and analysts a point of comparison for financial

performance across the same industry.

Example of a Common Size Income Statement:

Particulars Amount %) | % of Revenue
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Revenue 10,00,000 100%

Cost of Goods Sold | 4,00,000 40%

Gross Profit 6,00,000 60%

Operating Expenses | 2,00,000 20%

Net Profit 4,00,000 40%

Interpretation of a Common Size Income Statement

1. Profitability Analysis: Profitability is assessed by the percentage of net profit compared to the amount
spent. A higher net profit percentage is indicative of a financially strong firm, whereas a declining one

may indicate inefficiencies in costs or revenue problems.

2. Expense Management: However, businesses can identify what areas need cost reductions or cost of
goods sold improved through examining operating expenses and cost of goods sold as a percentage of

revenuce.

3. Industry Benchmarking: The data is expressed in percentages; thus companies can compare its income

statement with competitors to study its financial position and optimise strategies.

Common Size Income statement serves to make financial analysis easy through the conversion of absolute
figures to percentages in order to track performance trends, manage expenses and compare financial results

with competitors.
6.2.2 Common Size Balance Sheet

The Common Size Balance Sheet turns every account on the financial report into percentage figures compared
to total assets or total liabilities plus shareholder equity. Use of this tool enables company assessment through

comparison of their financial standing by various stakeholders. Using Common Size Balance Sheet eliminates

financial size disparities in assets and liabilities so businesses see their financial composition clearly.
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Key Features of a Common Size Balance Sheet

* Percentage-Based Representation
e Trend Analysis Over Time

¢ Inter-Company Comparisons

* Evaluation of Financial Health

Key Features of

a Common Size
Balance Sheet

Fig. 6.2 Features of a Common Size Balance Sheet

1. Percentage-Based Representation: The balance sheet shows each item in assets, liabilities, or equity
expressed as a percentage of total assets (on the asset side) or total liabilities and equity (on the liability
side). It standardizes the proportion of each item to understand the relative proportion between items and

to make it easy to compare over time periods.

2. Trend Analysis Over Time: Since financial values change with time, the Common Size Balance Sheet
is used to track these changes to spot trends and patterns. Asset composition, and how liabilities are

being managed as well as equity financing increasing over time can be analysed by businesses.

3. Inter-Company Comparisons: A Common Size Balance Sheet allows for comparison of businesses of
different sizes within the same industry by eliminating the impact of absolute size differences. It makes

it easier to assess financial efficiency, capital structure and risk exposure of competing firms.

4. Evaluation of Financial Health: Companies can analyse the proportions of assets, liabilities and equity
to determine their liquidity, solvency and capital management strategies. For instance, high cash and

cash equivalents as a percentage may suggest higher liquidity, while a high percentage of liabilities could

be a sign of financial risk.
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Example of a Common Size Balance Sheet

Particulars Amount () % of Total Assets

Assets

Cash & Equivalents 1,50,000 15%
Accounts Receivable 2,50,000 25%
Inventory 2,00,000 20%
Fixed Assets 4,00,000 40%
Total Assets 10,00,000 100%
Liabilities & Equity

Short-Term Liabilities 2,00,000 20%
Long-Term Liabilities 3,00,000 30%
Shareholders' Equity 5,00,000 50%
Total Liabilities & Equity | 10,00,000 100%

Interpretation of a Common Size Balance Sheet

1. Liquidity Analysis: The greater the percentage of cash, the stronger is the liquidity, i.e., the company
can meet short term obligations easily. Nevertheless, if a large proportion of inventory is present it may

indicate slow moving stock and hence cash flow issues.

2. Leverage Assessment: High financial leverage is exhibited when liabilities are an important

component of total assets. However, debt is not without its risk. While it can help spur progress, too

much debt leads to greater financial risk and greater repayment obligations.
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3. Capital Structure Insights: A combination of debt and equity gives financial stability. But if a

company is too dependent on liabilities then it may incur higher interest costs and financial risk and

hence requires sound debt management strategies.

A Common Size Balance Sheet is a convenient financial analysis technique as it helps convert absolute figures
into percentages to understand a company’s NET health. It aids in intra company and inter company
comparisons, trends identification and strategic decision making. The analysis of proportions of different parts

enables stakeholders to evaluate company’s liquidity, risk exposure, and overall financial stability.

0 ‘) =
Did You Know? \f/_\—
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By expressing each line item as a percentage of a base figure (like total
assets or total revenue), common-size statements facilitate
straightforward comparisons between companies of varying sizes and
across different industries.

High stock prices don't necessarily reflect a company's financial health.
It's crucial to examine underlying fundamentals like earnings per share

(EPS), debt levels, and revenue growth to make informed investment
decisions.
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Knowledge Check 1

Choose the correct option:

What does a high proportion of cash in a Common Size Balance Sheet indicate?
a) High financial leverage
b) Strong liquidity
c¢) High dependency on external borrowing

What is the key benefit of a Common Size Income Statement?
a) It allows easy financial comparisons between companies of different sizes
b) It shows only the absolute figures of revenue and profit
c) It eliminates the need for trend analysis

How does a company assess its profitability using a Common Size Income
Statement?
a) By analysing revenue trends across different industries
b) By examining net profit as a percentage of total revenue

c¢) By comparing its assets and liabilities percentage

6.3 Summary

% Financial Statement Analysis helps evaluate a company's financial health, profitability, liquidity, and
stability using various techniques. It assists investors, creditors, and management in making informed

financial decisions regarding investments, credit, and business strategies.

% Assessing Financial Health involves analyzing assets, liabilities, equity, and earnings to understand a
company’s stability and risk exposure. It provides insights into financial sustainability and long-term
viability.

+« Evaluating Profitability examines a company’s ability to generate profits efficiently using key metrics like

net profit margin, return on equity (ROE), and earnings per share (EPS) to measure operational

effectiveness.

2
°o*

Liquidity is determined through calculation of the current and quick ratios. This helps the businesses make

sure that they have enough money to carry out their day to day stuff and the emergency things.
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Solvency Analysis helps us determine the level to which a company is able to meet its long term financial
obligations. Financial stability and creditworthiness can be comprehended by ratios such as the debt-to-

equity ratio and the interest coverage ratio.

Performance Comparison is done to check the company’s financial position in different periods or compare
against the industry benchmark. This will help to identify growth opportunities, as well as detect

inefficiencies and maintain competitiveness.

Horizontal Analysis (Comparative Statements) consist of comparing financial data over a period of time.
They explain to what extent the financial position and profitability have changed. It helps in business

performance tracking and financial trends.

Vertical Analysis (common size) is kind of financial statement that expresses each item of a financial
statement as a percentage of a common base so that differences in size are eliminated. It makes it easier to

compare intra company and inter company financials.

Trend Analysis looks at historical financial data and tries to identify patterns in sources of revenue growth,
cost structure, and financial efficiency. It enables businesses to predict risks and opportunities using

historical trends.

Ratio Analysis works to determine the relationships between financial statements items and they show the
profitability and liquidity along with solvency. It offers a better understanding of a company’s financial

strength and weakness.

Cash Flow Analysis is used to trace cash movement in a company by grouping inflow — outflow. It allows
businesses to manage liquidity properly and be able to maintain financial stability and operational
continuity.

Comparative Balance Sheet is used to analyze the changes in Assets, Liabilities and Equity over the periods.

It helps make businesses aware of how it is structured and where it is headed in the long term.

Revenue, expenses and net profit as a percentage of total revenue is a representation of Common Size
Income Statement. A function is to help assess profitability, expense management, and financial efficiency

over various periods.

The Common Size Balance Sheet is a balance sheet that shows assets, liabilities and equity on the basis of

the percentage of total assets or liabilities. It gives information on financial stability, capital structure and

debt management.
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+ Financial Statement Analysis Techniques help with determining a company’s financial position, decision
y q p g pany p

making for the improvement and sustainability of the growth. These tools enable businesses to increase

financial planning and stay competitive.

6.4 Key Terms

1.

Financial Statement Analysis: Financial Statement Analysis is a methodology used to evaluate a
company’s financial health by looking at its financial statements, which are balance sheet, income statement
and cash flow statement. It aids in their investment and business decisions.

Comparative Statements: These statements show the change of financials of the same accounting period
of aid side, enabling the business to study the change and the trend of per financials. This is also known as
Horizontal Analysis.

Common Size Statements: A technique in which a financial statement item is expressed in terms of a
percentage of a base value such as total revenue or total assets. This helps in comparison of financial
performance from one year to another and in one company to the other.

Trend Analysis: Financial data are reviewed over the course of more than one year to see if they can reveal
patterns, if growth trends or financial exposure exist. Here, it is useful for detecting operational efficiency
and potential business issues.

Ratio Analysis: Financial analysis method to analyze a company’s financial statements by calculating the
respective relationship between accounts; used to determine solvency, liquidity, profitability, and
efficiency. Current ratio, debt to equity ratio and net profit margin are examples of the same.

Cash Flow Analysis: An examination of how money works into and works out of a company, they were
categorized in operating, investing, and financing duties. It provides insight in terms of liquidity and
financial stability over a period.

Liquidity Analysis: A way to assess a company's probability of satisfying its short term financial liabilities
utilizing its present assets. The current and quick ratio are the key liquidity ratios.

Solvency Analysis: This helps to an extent to find out how a company can withstand long term financial
obligations and sustain its operational continuity. Debt to equity ratio and interest coverage ratio are
important solvency ratios.

Profitability Metrics: The financial metrics that pertain to a company’s profitability include gross profit

margin, net profit margin and return on equity (ROE), that can help you indicate how much profit a

company can generate in comparison to its revenue and investment.
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10.

Capital Structure: Refers to the proportions or proportions of financing by foreign or local capital, either
equity or debt. Capital structure is well balanced, this means that financial stability and decreased risk is

possible.

. Industry Benchmarking: A process of comparing a company’s financials to other companies in the same

industry to determine how well a company is performing, operating efficiently, and relatively competitively

against its peers. It allows the areas of improvement to be identified.

. Financial Stability: Financial Stability means a company achieves its ability to maintain its good financial

position by efficient handling of assets, liabilities, revenue and expenses. It allows a company to sustain

itself long term in the business and grow.

. Interest Coverage Ratio: The solvency ratio of a company indicates the ability of the company to pay

finance cost on liabilities. Financial security is the computed value of EBIT (Earnings Before Interest and

Taxes) to Finance Cost.

. Net Profit Margin: An analysis technique that reveals the portion of revenue that stands as profit after

subtracting all expenses, including operating costs, taxes and interest. Such a figure is perceived to be a

determinant of a company's efficiency in the absolute terms of profit generation.

. Debt-to-Equity Ratio: A financial ratio that measures the proportion of debt financing compared to

shareholders' equity. A high ratio indicates higher financial leverage, which may increase risk but also

enhance returns.

. Return on Equity (ROE): A key financial metric that measures a company's profitability relative to

shareholders' equity. It indicates how efficiently management generates returns from invested capital,

reflecting financial performance.

. Operating Expenses: The costs incurred by a business in its day-to-day operations, including salaries, rent,

utilities, and administrative expenses. Managing operating expenses effectively improves profitability and

efficiency.

6.5 Descriptive Questions

l.
2.

What is the primary purpose of financial statement analysis, and which stakeholders benefit from it?
How does a Comparative Statement help in analyzing a company’s financial performance over multiple
periods?

What is the difference between a Common Size Income Statement and a Common Size Balance Sheet?

How are they useful?
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4.

Why is it important to maintain consistency in accounting principles while preparing Comparative
Statements?

How does Ratio Analysis contribute to evaluating a company's profitability, liquidity, and solvency?
Provide examples of key ratios.

What role does Cash Flow Analysis play in assessing a company’s financial health, and how does it differ
from other financial statement analysis tools?

In a Common Size Statement, why are all items expressed as a percentage of a common base? How does
this method facilitate financial comparison?

How does Trend Analysis help in understanding a company's long-term financial stability and growth
patterns?

What are the key differences between intra-company and inter-company financial statement analysis?

. If a company’s debt-to-equity ratio has significantly increased, what does this indicate about its financial

position? What actions should the company consider to improve its financial stability?
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Answers to Knowledge Check 1 ,Ol '_

Knowledge Check 1

1: b) Strong liquidity
2: a) It allows easy financial comparisons between companies of
different sizes

3: b) By examining net profit as a percentage of total revenue
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6.7 Case Study

O

AlphaTech Ltd. is a medium sized technology company that has been experiencing fluctuating financial

Financial Statement Analysis of AlphaTech

performance for the last three years. Profits are declining, liabilities are increasing, and the costs are
inefficiently managed. In order to better understand their financial position, the CFO has performed a
financial statement analysis with Comparative Statements, Common Size Statements, Ratio Analysis
and Trend Analysis.

Problem 1: Declining Profit Margins

A Comparative Income Statement analysis of AlphaTech Ltd. has been on a steady decline although the
revenue has been on a steady rise in the last three years. Expenses are rising that are eating into profits,

and the CEO is worried.

Solution: Conduct a Common Size Income Statement analysis to assess expense proportions relative to
revenue. The Cost of Goods Sold (COGS) percentage has increased from 40% to 50% over three years,

while operating expenses rose from 20% to 30%.

The company should implement cost control strategies such as negotiating supplier contracts and

optimizing operational efficiency.
Problem 2: High Debt Levels Affecting Financial Stability

A Common Size Balance Sheet analysis shows that long-term liabilities have grown from 20% to 35%
of total assets over three years. The debt-to-equity ratio has increased from 0.5 to 1.2, indicating higher

financial risk.
Solution:

Conduct Ratio Analysis, particularly the Interest Coverage Ratio, to assess the ability to pay
off debt.

Implement a debt restructuring plan by refinancing high-interest loans at lower rates.

Improve equity financing through retained earnings or issuing new shares to reduce reliance

on debt.




ATLAS

SKILLTECH
UNIVERSITY

op

Problem 3: Liquidity Concerns and Short-Term Payment Issues

AlphaTech Ltd.’s Current Ratio has decreased from 1.8 to 1.2, indicating a decline in short-term
liquidity. A Comparative Balance Sheet shows a reduction in cash and cash equivalents by 25% over the

past two years.

Solution:

Increase liquidity by improving accounts receivable collection and negotiating better credit

terms with suppliers.
Implement Cash Flow Analysis to monitor the timing of cash inflows and outflows.
Reduce excess inventory and convert non-essential assets into cash to strengthen liquidity.
Reflective Questions:

What key insights can a Comparative Income Statement provide about a company’s

profitability over time?

How does a Common Size Balance Sheet help in identifying financial risks related

to debt levels?

Why is analyzing trend data over multiple years important for financial decision-

making?
What factors contribute to declining profit margins, and how can they be controlled?
How can a company improve its debt-to-equity ratio without compromising growth?
What are the risks associated with low liquidity, and how can they be mitigated?

Why is cash flow analysis crucial for maintaining financial stability in a company?
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Unit 7: Financial Ratios and Cashflow Statement Analysis

Learning Objectives

Learners will understand the purpose and importance of financial ratios in assessing a company’s
financial health.

Learners will be able to calculate and interpret the most important financial ratios, the liquidity,
profitability, efficiency, and leverage ratios.

Learners will learn the structure and the components of the cash flow statement: operating,
investing and financing activities.

Learners will be able to use financial ratios and cash flow analysis to compare a company’s
performance with industry benchmarks.

Learners will be able to use ratio and cash flow analysis to make informed investment, lending,

and business decisions.

Content

7.0 Introductory Caselet
7.1 Financial Ratios

7.2 Cash Flow Statement
7.3 Summary

7.4 Key Terms

7.5 Descriptive Questions
7.6 References

7.7 Case Study
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7.0 Introductory Caselet

Financial Ratios in Action ‘

XYZ Ltd., a mid-sized manufacturing company, has been experiencing fluctuating profitability

over the past three years. The company's management is eager to understand its financial health
and make informed strategic decisions. The CFO, Mr. Rajan, presents a summary of key financial

ratios for the last three years:

Ratio Year1l |Year2 |VYear3
Current Ratio 1.8 1.6 1.2
Debt-to-Equity Ratio 0.6 0.8 1.2

Return on Assets (ROA) 12% 10% 7%

Net Profit Margin 15% 12% 9%

Upon analyzing the data | inventory Turnover Ratio | 5 4 3 ility, and efficiency

while debt levels have in 0 invest in new

technology, cut costs, or restructure their financial strategy.

Critical Thinking Question
Based on the given financial ratios, what potential risks does XYZ Ltd. face, and what strategic

financial actions should the management consider to ensure long-term stability?
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7.1 Financial Ratios

A financial ratio is a comparison of two financial values extracted from a company’s financial statements to
determine its financial health and performance. These ratios can help one to know about different aspects of a
business like whether it can generate profits, whether it can meet its short term and long term liabilities,

whether it can use its assets in the best possible manner, and whether it can attract investors.

Financial ratios help reduce complex financial data, making it simpler for businesses, investors, creditors and
analysts to compare one period to another, compare to the same company in past periods, and make informed

financial decisions.
7.1.1 Features of Financial ratios
1. Comparison Tool

Financial ratios are used for comparison of companies in the same industry, of separate time intervals for

the same company and of an industry benchmark.

Example: The Return on Equity is an indicator of comparison for two companies in the same sector as

investors can compare which company turned the profit a bit more per dollar of shareholder investment.
2. Decision-Making Aid

Financial ratios are used by businesses to take strategic decisions over their business operations such as
expanding operations, cost management and financial structure. Ratios are used to indicate whether a

company is a good investment opportunity by investors.

Example: P/E ratio is a factor that helps the investors decide if the stock is overpriced or under-priced as

compared to the other competitors.
3. Performance Indicator

Financial ratios measure revenue growths, profitability trends, utilization of assets, and efficiency with

time. Recently, they have come with the ability to help businesses measure their financial stability and

operational effectiveness.
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Example: A high Inventory Turnover Ratio indicates that a company has a good inventory turnover and

goes faster to sell its inventory and lower storage cost and generation of revenue faster.
4. Risk Assessment

These ratios will give a business idea of what kind of financial risk they may be dealing with, like too
much debt, poor cash flow, or lower profitability. Often, lenders and investors use them to decide the

credit worthiness of a company before giving loans and making investments.

Example: Higher Debt to Equity Ratio is an indication of a degree of leverage (consisting of taking on

debt) and it signifies risks in case a company is not able to pay off the debts.

Did You Know? ﬂ@ —

s A high higquidity ratio (like the current ratio or quick ratio) doesn't
always mean financial health—excess liquidity could indicate
mefficient capital utilization.

e The debt-to-equity ratio varies across industries. A ratio of 2:1
might be normal 1n capital-intensive industries like manufacturing
but risky in tech startups.

7.1.2 Significance of Financial Ratios

Financial ratios have a very important role in evaluating a company’s financial strength and operations. They
are important to get key insights on a business which includes profitability, liquidity, efficiency, solvency and
market valuation. Through these ratios, business, investor, creditor, and analysts can make informed financial

decisions. Below are the most important reasons to use the financial ratios.

1. Performance Evaluation

Financial ratios provide business with a way to evaluate the financial performance of a company over

time. Using current ratio and past performance, companies can see the trend, the strength and weaknesses.

For example, years of rising profit margin may show higher profitability while falling return on assets
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(ROA) could imply inefficiency in asset utilization. It gives the management a chance to take remedial

steps to pave a way for better performance.

2. Decision-Making Tool

Financial ratios help management in decision making considered to be necessary for the success of the
organization. These ratios provide data driven insights in terms of expanding operations, reducing costs
or obtaining funds. For instance, a company that is low on current ratio may resort to delay expansion
plans because liquidity is low. Very similarly, investors rely on financial ratios like the price to earning
(P/E) ratio to determine whether a stock is a good investment. Ratios offer a guide to decision making and

reduce risk and maximise returns.

3. Financial Health Assessment

Investors, creditors and other stakeholders are known to highlight a company’s financial stability as
important. Debt to equity and interest coverage ratio tells us whether a company is deploying its resources
to the right place or not. If the debt to equity ratio is high, then it may indicate financial risk, if the interest
coverage ratio is high then creditors can know that the company could pay its obligations. These ratios

can be used by stakeholders to assess a company’s overall financial well being.

4. Liquidity Management

Current (or working) and quick ratios are liquidity ratios used by businesses to assess the ability to pay
short-term financial obligations. Low current ratio may mean liquidity problems that might make it
difficult to pay suppliers or employees. Liquidity ratios are used by companies to ascertain that the cash

flow is a healthy one, avoiding financial distress and also to have a smooth operating process.
5. Profitability Analysis

The profitability ratios are informative in helping to determine how profitably a company can generate
profit with its revenue and assets. Net profit margin, gross profit profit, return on equity (ROE) are some
of the ratios that illustrate the capabilities of a company in controlling its costs and generating returns for

shareholders. But investors and business owners used these ratios to decide whether a company is

financially viable and is likely to be profitable for long.
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6. Creditworthiness and Investment Decisions

Financial ratios are used by lenders and investors to judge the company’s capability of repaying loans and
of providing returns. To verify the ability of a company to manage its debt, the banks will check over the
company’s debt ratio and the interest coverage ratio. EPS and ROI are also used by investors to decide

whether a company is a viable investment.

Financial ratios are required tools to evaluate the company’s financial status and make decisions. By
helping performance, liquidity, profitability, risk, and efficiency, they help businesses, investors and
creditors evaluate results. Companies can regularly analyze financial ratios which will help to make
strategic decisions, to manage risks and to maintain long-term success in the highly competitive business

environment.
7.1.3 Types of Financial Ratios

Financial ratios are essential tools that help in analyzing a company's financial health and operational
efficiency. Figure 7.1 illustrates the various types of financial ratios, which include Liquidity Ratios,
Profitability Ratios, Activity Ratios, and Solvency Ratios. Each category serves a specific purpose in
understanding how well a company can meet its short-term obligations, generate profits, utilize its assets
efficiently, and manage its long-term debts. These ratios provide valuable insights for managers, investors,

and creditors in making informed decisions.

Liquidity Ratios Profitability Ratios Activity Ratios

Solvency Ratios Market Valuation

Fig7.1 Types of Financial Ratios
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A. Liquidity Ratios

Liquidity ratios help determine how well a company can fulfil its short-term obligation payments through its
available current assets. They help businesses, investors, and creditors assess whether a company can quickly
convert assets into cash to cover short-term obligation. A higher liquidity ratio indicates financial stability,

while a lower liquidity ratio suggests potential cash flow issues.
Types of Liquidity Ratios
1. Current Ratio

Formula:

Current Assets
Current Ratio =

Current Liabilities

e The current ratio measures a company's ability to cover its short-term liabilities using all its current
assets (cash, accounts receivable, inventory, etc.).
e A higher current ratio (>1.5) suggests strong short-term liquidity, while a ratio below 1 indicates

potential difficulty in meeting short-term obligations.

Example:
A company with $500,000 in current assets and $250,000 in current liabilities has a current ratio of 2.0,

meaning it has twice the assets needed to cover short-term liabilities.
2. Quick Ratio (Acid-Test Ratio)

Formula:

Current Assets — Inventory

Quick Ratio =

Current Liabilities

e The quick ratio provides a more conservative measure of liquidity by excluding inventory, which may

take time to sell.
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® A quick ratio above 1 indicates that a company can cover its short-term liabilities with its most liquid

assets (cash, accounts receivable, marketable securities).

Example:
If a company has $500,000 in current assets, $150,000 in inventory, and $250,000 in liabilities, its quick ratio

is 1.4, meaning it has enough highly liquid assets to cover 140% of its short-term liabilities.

3. Cash Ratio

Formula:

Cash Ratio — Cash + Cash Equivalents

Current Liabilities

e The cash ratio is the most stringent liquidity measure, considering only cash and cash equivalents (such

as bank balances and short-term investments) to cover liabilities.

e A higher cash ratio ensures immediate solvency, but an excessively high ratio may indicate inefficient

cash utilization.

Example:

A company with $100,000 in cash and $250,000 in current liabilities has a cash ratio of 0.4, meaning it can

pay only 40% of its short-term obligations using cash alone.

B. Profitability Ratios

Profitability ratios measure a company’s ability to generate profit relative to its revenue, assets, or
shareholders' equity. These ratios help businesses, investors, and analysts evaluate how efficiently a company
i1s managing its operations to create profits. The companies with higher profitability ratios indicate that the

company is capable of strong financial performance whereas companies with lower ratios reflect poor financial

performance or financial distress.

Types of Profitability Ratios

1. Gross Profit Margin
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Formula:

Gross Profit
Gross Profit Margin = x 100
Revenue

e It measures the percentage of revenue left, after the cost of goods sold (COGS).
e If gross profit margin is higher, it means the company has better cost control and pricing strategies

and if it is lower, that means the company is having high production cost or price pressure.

Example:

The gross profit margin of a company with $500,000 revenue and $300,000 COGS is:

(500,000 — 300, 000)

100 = 409
500, 000 x 100 = 40%

Therefore, they actually spend $0.60 from every $1 of revenue, leaving 40% of revenue as profit,

after covering the costs of production.
2. Operating Profit Margin

Formula:

Operating Profit
Operating Profit Margin = P 8 x 100
Revenue

e [t measures the way a company can run its operating costs (excluding interest and tax).
e An operating margin that is higher means efficient cost control, while a lower margin may

suggest high operating expenses.

Example:

Operating profit margin is calculated as $100,000 operating profit on $500,000 revenue.
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100, 000

209, 000 100 = 209
500,000 < 100 =20%

It means that money after the spending of all operating expenses is 20%.

3. Net Profit Margin

Formula:

Net Profit
Net Profit Margin = ST « 100

Revenue

e It is a measure of the final profitability after all expenses such as operating costs, taxes and interest are
deducted.

e A higher net profit margin is a sign of strong financial performance; a lower margin may suggest high

expenses or inefficient operations.

Example:
The net profit margin of a company will be, if a company has $50,000 in net profit from $500,000

in revenue.

50,000

it B — 109
5{]{),{]{]{]X100 10%

This equals 10 percent of total revenue as net profit.

4. Return on Assets (ROA)

Formula:
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Net Income
ROA = x 100
Average Total Assets

e [t measures efficiency of a company in using its assets to make profit.

e A higher ROA means better utilization of assets and a lower ROA means inefficient use of

company resources.

Example:

If a company has $1,000,000 of average total assets and has earned $100,000 in net income, its
ROA is:

100, 000
1,000, 000

x 100 = 10%

That means that every dollar of assets makes 10 cents of profit.
5. Return on Equity (ROE)

Formula:

ROE — Net Income | « 100
Average Shareholders’ Equity

e [t is a measure that indicates the efficiency of a company in generating returns for its shareholders.

e Investors like a higher ROE and a low ROE may indicate inefficiency.

Example:

A company’s ROE is: if it has $100,000 as net income and $500,000 as average shareholders’ equity.
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100, 000

it A 900
500. 000 x 100 = 20%

Therefore, shareholders get 20% return on their investment.
C. Activity Ratios

Activity ratios, also called efficiency ratios, measure how a company uses its assets to generate revenue and
run the business. These ratios allow businesses to test the operational efficiency, inventory management, and
asset utilisation of the business. Better efficiency is indicated by higher activity ratios while lower ratios may

be indicative of underutilization of resources or operational inefficiencies.
Types of Activity Ratios
1. Inventory Turnover Ratio

e Formula:

Cost of Goods Sold (COGS)

Average Inventory

Inventory Turnover Ratio =

e It measures the number of times a company sells and replaces its inventory within a given period.
e The higher the inventory turnover ratio, the stronger the sales and more efficient the inventory

management; the lower the ratio, the slower the sales and the more likely the overstocking.

Example: Suppose a company had COGS of $500,000 and an average inventory of $100,000, then its

inventory turnover ratio would be:

500,000
100,000

This implies that the company restocks its inventory five times a year.
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2. Accounts Receivable Turnover Ratio

e Formula:

Net Credit Sales

Accounts Receivable Turnover Ratio =
Average Accounts Receivable

e [t measures the efficiency of a company in collecting payments from customers for credit sales.
e This means, the higher ratio means faster collection of receivables and lower ratio indicates

delayed payments or bad debts.

Example:The number of times net credit sales were turned over by an average accounts receivable

balance of $150,000 is:

600,000 .
150,000

Therefore, the company has accounts receivable that it collects four times a year.
3. Accounts Payable Turnover Ratio

Formula:

Net Credit Purchases

Accounts Payable Turnover Ratio =
A Average Accounts Payable

e [t is a measurement of how often a company pays its suppliers during a specified period.
e A higher ratio indicates prompt payments; a lower ratio may indicate delayed payments which

may put stress on supplier relationships.

Example: 1f a company’s credit purchase stood at $400,000 and the average accounts payable balance

$80,000,then the accounts payable turnover ratio would be:
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400,000
80,000
In other words, the company pays its suppliers five times in a year.
4. Asset Turnover Ratio

Formula:

Net Sales
Average Total Assets

Asset Turnover Ratio =

e The ratio that measures the efficiency with which a company utilizes its assets to generate
revenue.
e High asset turnover ratio means the assets are utilized effectively whereas lower ratio indicates

inefficiencies.

Example: 1f a company’s net sales amount to $1,000,000 and average total assets are $500,000, its asset

turnover ratio is:

1,000,000 0
500,000

It therefore states that, for every dollar of assets, the company earns $2 in revenue.
5. Fixed Asset Turnover Ratio

Formula:

Net Sales

Fixed Asset Turnover Ratio =
Average Fixed Assets

e Provides an indicator of how well a company generates revenue from its fixed assets such as

buildings, machines and equipment.

e A higher ratio indicates efficient use of fixed assets; lower ratio may indicate underutilization.
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Example: 1f a company’s net sales are $800,000, and its average fixed assets are $400,000, the fixed

asset turnover ratio is:

800, 000 5

400, 000
In other words, the company is able to generate $2 in revenue for each dollar invested in fixed assets.
6. Working Capital Turnover Ratio

e Formula:

Net Sales
Average Working Capital

Working Capital Turnover Ratio =

e It measures how efficiently a company utilises its net working capital (which is current assets
minus current liabilities) to generate sales.
e The higher the ratio, the more efficient use of working capital and the lower the ratio, the less

efficient, or even excessive capital investment.

Example: If a company’s net sales are $900,000 and the company’s average working capital is $150,000,

the working capital turnover ratio is:

900,000
150,000

That means the company is generating $6 of sales per dollar in working capital.

D. Solvency ratios: Solvency ratios represent the extent or ability of a company to meet its long term
financing obligations and carry on operations in the long term. These also help the investors, creditors

and the business managers to judge the company’s financial strength to withstand its debt and be in

a solvent position for the long run.
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Types of Solvency Ratios
1. Debt-to-Equity Ratio

e Formula:

Total Debt
Shareholders’ Equity

Debt-to-Equity Ratio =

e The debt-to-equity ratio shows the split between the financing that’s been provided by debt,
versus the financing that’s been provided by equity.
e A higher ratio means a higher reliance on borrowed funds, raising its financial risk. Conversely,
a lower ratio means a more strong equity financing.
Example: You have $500,000 amounting to total debt and $1,000,000 worth shareholders' equity, the
debt-to-equity ratio is 500,000 / 1,000,000 which equals 0.5. That implies the company’s total debt is
just fifty cents for each dollar of equity.

2. Debt Ratio

e Formula:

Total Debt
Total Assets

Debt Ratio =

e The debt ratio measures the proportion of a company's assets that are financed through
debt, indicating its overall financial leverage.
e A higher ratio indicates higher financial leverage and taking greater risk; a lower ratio indicates
greater asset financing through equity.
Example: 1f the company’s total debt is 500,000 dollars and total assets are 2,000,000 dollars then the
debt ratio would be 500,000 over 2,000,000 or 25 percent (500,000 over 2,000,000 = 0.25). Therefore,
25 percent of the company’s assets are funded by debt.

3. Interest Coverage Ratio

e Formula:
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EBIT

Interest Coverage Ratio =
Interest Expense

e Interest coverage ratio indicates how well a company can afford to pay interest expenses on its
debt by using its operations revenue.
e The higher the ratio, the better the ability to pay interest payments; the lower ratio suggests
financial stress.
Example: Suppose a company has EBIT of 200,000 dollars and yearly interest expense of 50,000 dollars,
then interest coverage ratio is 200,000 divided by 50,000 which is 4. This enables the company to cover

four times the interest payments.

4. Cash Flow to Debt Ratio

e Formula:

Operating Cash Flow

Cash Flow to Debt Ratio =
as ow to Debt Ratio Total Debt

e This operating cash flow to debt ratio is used to calculate the ability of a company to use operating
cash flow to pay off all the total debt.
e A higher ratio gives higher cash generation ability to a company relative to its debt, and vice
versa for a lower ratio, which raises liquidity concern.
Example: 1f a company has 300,000 dollars in operating cash flow and 600,000 dollars of total debt, the
ratio is 300,000 divided by 600,000, or 0.5 or 50 percent. In other words, its debt is covered for 50

percent of the amount.

E. Market Valuation Ratios

Financial ratios that are used in market valuation are financial metrics that provide investors with the ability
to determine how much a particular company's market value compares with related financial indicators,
including earnings, sales, and equity. These ratios are mostly employed to decide whether a company’s stock

is cheap or expensive in the market. A higher market valuation ratio usually implies a company’s high growth

potential, and vice versa, a lower market valuation ratio means a less favorable market view.
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Types of Market Valuation Ratios
1. Price-to-Earnings (P/E) Ratio

Formula:

Market Price per Share
Earnings per Share (EPS)

P/E Ratio =

e The P/E ratio represents the amount of money investors are willing to pay each dollar of a company’s
earnings.

e P/E ratio is higher if investors think that the firm will grow better in the future, while lower P/E ratio
may indicate the firm is undervalued or expected to grow less in future.
Example: If a company’s stock price is 50 dollars and its Earning Per Share is 5 dollars, its P/E ratio is

50 divided by 5, or 10. Investors are willing to pay for the company 10 times its earnings per share.

2. Price-to-Book (P/B) Ratio

Formula:

Market Price per Share

P/B Ratio =
/B Ratio Book Value per Share

e A P/B ratio is the market value of a company over the value of its book (assets minus liabilities).

e Ifa company trades below book value, then its P/B ratio is likely less than 1 and may be an indication
of undervalued stock; if the company trades at a premium to its book value, or P/B ratio above 1, then it
is usually an indication of overvalued stock.

Example: 1f a company’s market price per share is 40 dollars and its book value per share is 20 dollars,

its P/B ratio is 40 / 20 and 2. Put in other words, the company is worth 2 times its book value.

3. Dividend Yield

Formula:

Dividend Vield — 2 .vidend per Share

Market Price per Share
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e With dividend yield, it is the market price of a stock divided by the dividends per share that a company
is returning to its shareholders as dividends.

e The dividend yield is higher the better the return on investment from dividends and lower the better the
company invests in profits for growth instead of paying them out.

Example: If a company pays a dividend of 4 dollars per share and its stock price is 80 dollars the dividend

yield is 4 divided by 80, that is, 0.05 or 5 percent. In this case, the investor will get 5 percent of the value

of the stock in the form of dividend.

4. PEG Ratio
Formula:
Price-to-Earnings (P /E) Ratio
Earnings Growth Rate

PEG Ratio =

e It is a valuation metric that adjusts the P/E ratio by incorporating the company’s expected earnings
growth.
e It helps investors determine whether a stock is overvalued or undervalued relative to its growth
potential.
Example: If a company has a P/E ratio of 20 and an expected annual earnings growth rate of 10%, the PEG
ratio is 20 divided by 10, which equals 2. A PEG ratio of 1 is typically considered valued, so a PEG of 2

may suggest the stock is overvalued based on its growth prospects.

5. Market Capitalization

Formula: Market Price per Share x Total Outstanding Shares

e [t is the total market value of the company’s outstanding shares.

e They are used to class companies into different size classes such as small cap, mid cap, and large cap.
Example: If a company’s stock price is 30 dollars and it has 10 million shares outstanding, the market

capitalization is 30 times 10 million equals 300,000,000 dollars. Therefore, the company’s entire market

value is 300 million dollars.
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Knowledge Check 1 /Ol I -

Choose the correct option:

1. What does a higher Debt-to-Equity ratio indicate about a company's
financial structure?
a) Greater reliance on equity financing
b) Higher reliance on borrowed funds and financial nisk
¢) Lower level of financial leverage
2. Which formula is used to calculate the Interest Coverage Ratio?
a) EBIT / Interest Expense
b) Total Debt / Total Assets
¢) Shareholders' Equity / Total Assets
3. What does a Price-to-Book (P/B) ratio less than 1 generally indicate?
a) The company’s stock may be undervalued
b) The company is highly profitable

¢) The company has excessive debt

7.2 Cash Flow Analysis

Cash Flow Analysis refers to the process wherein it is understood what amount of cash (money) is allotted for
receiving and spending in a certain period or given business. This analysis allows assessing a company’s
liquidity, being in a good or bad financial health and ability to generate cash flow sufficient to fund ordinary

business operations, settle debts, or make investments.

While the income statement shows profitability, the company may not have enough cash flow to survive. This

means that the cash flow analysis gives us a better picture of financial stability than the profit and loss alone.

7.2.1 Importance of Cash Flow Analysis
For a business to run smoothly, it has to have healthy cash flow in operation. Here are the main reasons why

cash flow analysis is necessary:

A. Liquidity Management: The cash flow analysis is very important because it ensures that a company

has sufficient cash available to cover short term obligations like employee salaries, rent and operational
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expenses. Monitoring cash flow can help businesses escape the liquidity crisis that can bring them to
insolvency or financial distress.

B. Profitability vs. Cash Flow: Even if a company seems on paper to be making a profit, its cash inflows
could not match up with its cash outflows and it will still be struggling. In this situation, the company
may have high revenues, but then a lack of liquid cash to meet short term expenses may arise, even if
sales are high on credit.

C. Investment Decisions: Before investing, investors look at a company’s cash flow statements to establish
whether or not a company will be able to hold their money long term. A business with consistently
positive cash flow indicates that a business is able to sustain itself in the long run and thus is an appealing
investment option.

D. Debt Management:Cash flow analysis helps a company determine its capability of meeting loan
payments and interest repayments. It ensures that companies do not borrow more than necessary, that
is, with a healthy ratio of debt and available cash reserves so that the business will not be in dire need of
finance.

E. Business Growth and Expansion: Companies with high cash flow can reallocate investments (back)
and make acquisitions to enter into other markets. Thus it helps businesses to plan strategically by
potential cash requirements in future and adequate cash is available for expansion without relying

heavily on external financing.

7.2.2 Components of Cash Flow Analysis
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Components
of Cash Flow
Statement

Cash Flow from Cash Flow from Cash Flow from
Operating investing Financing
Activities Activities Activities

Fig 7.2 Components of Cash Flow Statement
1.  Cash Flow from Operating Activities

Cash Flow from Operating Activities (CFO) is the cash generated or used by the core business operations of
the company over a given period. This means whether a company can generate enough cash to keep and

develop its operations without receiving external financing.

CFO is one of the important indicators of the company’s financial health because it demonstrates how much
cash a business can generate from its ordinary activities, including selling goods or services, paying suppliers,

and controlling expenses.
Components of Cash Flow from Operating Activities

1. Cash Inflows (Money received from operations)

e Revenue from sales of goods and services

e Receipts from accounts receivable (credit sales collected)
2. Cash Outflows (Money spent on operations)

e Payments to suppliers for raw materials and services

e Employee wages and salaries

o Rent, utilities, and other overhead costs

e Taxes paid to the government

Methods to Calculate Cash Flow from Operating Activities
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CFO can be calculated using two different methods:

1. Direct Method
This method reports actual cash transactions related to operating activities. It provides a detailed view

of cash movements but requires extensive record-keeping.

Formula for Direct Method:

CFO = Cash Receipts from Customers - Cash Payments to Suppliers - Operating Expenses - Taxes
Paid

Example Calculation (Direct Method):

e (ash received from customers = $500,000

e Payments to suppliers = $200,000

e Employee salaries = $100,000

e Rent, utilities, and other expenses = $50,000
e Taxes paid = $30,000

CFO = $500,000 - ($200,000 + $100,000 + $50,000 + $30,000) = $120,000
2. Indirect Method

This method starts with net income and adjusts for non-cash and non-operating transactions such as

depreciation, amortization, other income and changes in working capital.

Formula for Indirect Method:
CFO = Net Income + Non-Cash Expenses - Non-Operating Income + Changes in Working
Capital

Adjustments include:

e Adding back non-cash expenses (Depreciation, Amortization)
e Adjusting for changes in working capital (Accounts Receivable, Inventory, Accounts

Payable)

Example Calculation (Indirect Method):
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e Net Income = $80,000

e Depreciation = $20,000

e Increase in Accounts Receivable =-$10,000 (cash outflow)
e Increase in Accounts Payable =+$15,000 (cash inflow)

e Decrease in Inventory = +$5,000 (cash inflow)
CFO = $80,000 + $20,000 - $10,000 + $15,000 + $5,000 = $110,000
2. Cash Flow from Investing Activities

Cash Flow from Investing Activities is cash inflows and cash outflows associated with a company’s investment
in long term assets and long-term financial instruments. Transactions related to purchase and sale of property,
equipment, investments and securities are included. This portion of the cash flow statement reveals how much

a company is putting into its future growth.

While a negative cash flow from investing activities might indicate heavy investment in business expansion,
a positive cash flow suggests asset sales or a lack of reinvestment, which could be a warning sign for future

growth.
Components of Cash Flow from Investing Activities

1. Cash Inflows (Cash Received from Investing Activities)
e Sale of property, plant, and equipment (PP&E)
e Sale of investments (stocks, bonds, or other securities)
e (Cash received from business acquisitions or mergers
e C(Collection of loans made to other entities
2. Cash Outflows (Cash Spent on Investing Activities)
e Purchase of property, plant, and equipment (PP&E)
e Purchase of investments (stocks, bonds, or other securities)
e Spending on research and development (if capitalized)
e Loans given to other businesses or individuals

e Acquisitions made

Formula for Cash Flow from Investing Activities
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Cash Flow from Investing Activities = Cash Inflows from Investments - Cash Outflows for

Investments
Example of Cash Flow from Investing Activities Calculation
A company has the following transactions in a given year:

e Purchased machinery for $50,000
e Bought land for $80,000
e Sold old equipment for $20,000

e Sold some investments for $30,000

Cash Flow from Investing Activities = ($20,000 + $30,000) - ($50,000 + $80,000)
Cash Flow from Investing Activities = $50,000 - $130,000
Cash Flow from Investing Activities = -$80,000

This negative cash flow indicates that the company is actively investing in its assets, which could be a sign of

expansion.
3. Cash Flow from Financing Activities

Cash Flow from Financing Activities refers to the cash inflows and outflows related to funding a company’s
operations and growth. It includes transactions involving debt, equity, and dividend payments. It is a part of
the cash flow statement which indicates how a company gets its capital and how they repay their financial

obligations.

This means that if a company has a positive cash flow from financing activities, the company is raising capital
through debt or equity; and if the cash flow from financing activities is negative, it may mean repayment of

obligations, dividend distribution, or its share buyback.
Components of Cash Flow from Financing Activities

1. Cash Inflows (Money Received from Financing Activities)

o Issuance of new stock (equity financing)

o Borrowing through loans, bonds, or other debt instruments
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o

Cash received from issuing preferred shares

2. Cash Outflows (Money Spent on Financing Activities)

o

o

o

o

o

Repayment of loans or bond obligations

Payment of dividends to shareholders

Stock buybacks (repurchasing company shares)

Repayment of lease obligations (if considered financing activity)

Interest paid on business loans

Formula for Cash Flow from Financing Activities

Cash Flow from Financing Activities = Cash Inflows from Financing - Cash Outflows for Financing

Example of Cash Flow from Financing Activities Calculation

A company has the following financing transactions in a given year:

e Issued new stock and raised $100,000

e Borrowed $200,000 from a bank loan

e Repaid $150,000 of existing debt

e Paid $30,000 in dividends to shareholders

Cash Flow from Financing Activities = ($100,000 + $200,000) - ($150,000 + $30,000)
Cash Flow from Financing Activities = $300,000 - $180,000
Cash Flow from Financing Activities = $120,000

A positive cash flow from financing activities means the company is raising capital, while a negative

figure suggests debt repayment, dividend payouts, or stock buybacks.
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7.3 Summary

7
0’0

Financial ratios are used to analyze key figures from a company’s financial statements in order to evaluate
a company'’s financial health. They are used for assessing profitability, efficiency, liquidity, solvency and

market valuation. These ratios are helpful to businesses, investors, creditors, to make the right decision.

Comparison tools help businesses to compare their financial performance with that of the industry peers,
competitors, and historical records. It helps you with trends, strengths, and weaknesses over time. This is

used by investors to judge which companies do well in a given sector.

However, any business can utilize this decision making aid to make strategic choices of expansion, cost
management as well as financial structuring. Financial ratios are used by investors to value a stock and to

assess whether a company is a good investment opportunity.

Performance indicators are the way to identify the rate of revenue growth, operational efficiency and asset
utilization of the company. Inventory turnover and return on assets type of ratios give us an idea of how

well a company is utilizing its resources.

It allows businesses to identify financial risks for example a high debt level, cash flow problems, a falling
profitability. Before giving money to someone in the form of a loan or investment, creditors and investors

look at these ratios to see how stable the company is.

Liquidity ratios indicate a company’s capability to pay for short term liabilities with present resources. The
higher the liquidity ratio, the higher the degree of financial stability, and the lower the liquidity ratio, the

more it indicates potential cash flow problems.

Short term solvency of a company is measured by current ratio, which shows if a company can pay its short
term liability with the help of its current assets. Healthy ratio is above 1.5, and if the ratio is below 1, it may

mean financial distress.

Such ratio lessens inventory in current assets to give a more exact measure of liquidity. A figure above 1

indicates that a company can meet its short term liabilities with the help of very liquid assets.
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Cash ratio is the most conservative liquidity measure because it looks only at cash and cash equivalents.
High cash ratio means immediate solvency but may also imply wasted cash.

It is the profitability ratios which indicate a company’s capacity to make profits as compared to its revenue,
assets or shareholders’ equity. A high profitability ratio means that the company has good financial
performance while the low ratio may mean that the company is not efficient.

It is the percentage of revenue left after deducting the cost of goods sold. The higher the margin, the better
the cost control and pricing strategy, the lower the margin, the more costs of production.

Operating profit margin indicates how well a company manages the operating expenses. The higher the
margin, the better the cost control; the lower the margin may imply high overhead costs.

Net profit margin shows the percentage of the revenue left after all expenses including taxes and interest.
A high net profit margin means the company is financially healthy and operates at low costs.

A return on assets is an indicator of a company’s efficiency in turning its assets into profits. A higher return

on assets implies better use of assets and lower return indicates that assets are not fully utilized.

The return on equity measures the returns a company returns to its shareholders. A higher return on equity
is good for investors and may mean bad financial management if it is a lower return.

The activity ratios assess how efficiently a company uses its assets and liabilities to generate its revenue.
These ratios are useful to businesses in improving their operational efficiency and inventory management.

The inventory turnover ratio is a ratio that indicates how fast a company can sell and replace inventory. An
efficient inventory management has a high ratio, whereas slow-moving stock has a low ratio.

Accounts receivable turnover ratio measures the efficiency of a company in collecting the customer’s
payments. A higher ratio means cash is collected quickly and a lower ratio suggests the payment is slow or
bad debts.

Accounts payable turnover ratio is defined as how frequently the company agrees to pay its suppliers. The
higher the ratio, the better the turnaround on payments; the lower the ratio, the slower the turnaround on
payments.

Asset turnover ratio is the use of assets in producing sales. The higher the ratio, the better the asset

utilization, the lower the ratio, the less the asset utilization.

Fixed asset turnover ratio is the ratio of revenue over the dollar amount of fixed assets. A high ratio indicates

good asset management, whereas a low ratio can mean poor asset management.
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Working capital turnover ratio suggests how effectively a company can utilize working capital to produce
sales. The higher is the ratio, the better financial management; the lower ratio might imply inefficiency.

The solvency ratios measure the ability of the company to meet the long term financial obligations.
Financial stability implies a higher solvency ratio, while having a lower ratio suggests the risk of financial

distress.
The debt to equity ratio indicates the proportion of a company’s financing via debt as compared to funding
with equity. A greater ratio means the use of debt is higher and the financial risk increases.

Debt ratio is the ratio of the percentage of a company's total assets that have been financed by debt. Lower

ratio means that a company is less dependent on borrowed funds.

Interest coverage ratio reflects how easily the company can meet its interest by using its operating income.
The higher, the better the ratio to the ability to meet interest payments.

Equity ratio is an expression of how much shareholders’ equity contributes to total assets. The higher the
ratio, the less it means a dependent financial structure with a higher degree of reliance on external debt.
Fixed assets to net worth ratio is the amount of a company’s net worth represented by fixed assets. A high
ratio may suggest that investments are being made in a long term basis but at a cost of less financial
flexibility.

Cash flow to debt ratio measures the amount of cash flow to pay off all debt. High ratio is a sign of strong

cash generation and low ratio might point towards liquidity issues.

Market valuation ratios allow investors to compare a company’s market value to its earnings, sales and
equity. These ratios are used in determining a stock’s valuation.

Price to earning ratio indicates how much an investor would be prepared to spend on each dollar of a
company’s earnings. The higher the ratio, the better growth expectations and the lower the ratio may imply
undervaluation.

Price to book ratio is a ratio comparing a company’s market value to its book value. A ratio above 1
indicates that a share is overvalued while a ratio below 1 may suggest that the share is undervalued.
Dividend yield is the percentage of return an investor earns from the dividends to the stock price. This
means that the higher yield means a strong return in dividends.

In contrast with the price to earnings ratio which is the price of the stock compared to earnings, earnings

yield is the reverse, which is the inverse as it is the percentage return an investor can expect from earnings.

The earnings yield indicates higher investment potential.
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% The term market capitalization refers to the sum of all the outstanding shares of a company. It helps in
classifying companies as small cap, mid cap and large cap stocks.

« A cash flow analysis is how a company’s cash inflows and cash outflows over a period are analyzed. It
allows us to assess liquidity, financial stability, ability to finance operations and investment.

+ Liquidity management ensures that the company has sufficient cash to cover short time period obligations.
Monitoring the cash flow is to prevent liquidity crises and financial distress.

< Profitability vs. cash flow points to the fact that a company can be profitable on paper but finding cash
shortages. To balance the cash receptions and cash discharge, businesses have to make it happen.

+« Cash flow statements are the basis of investment decisions to state a company’s financial health. Companies

with strong positive cash flows mean long term sustainability and are thus liked by investors.

% The mechanism of debt management provides the means to determine how much a business is capable of
paying back as much as loans as well as interest. The company can meet its debt obligation properly with
a strong cash flow.

% Strong cash flow is necessary for growth and expansion of business as it allows for the reinvestment in
operations, acquisition of new assets and exploration in new markets. The planning for sustainable growth
will be helped by forecasting cash flow.

% Cash flow from operating activities is the cash which is generated by the business core operations. A
positive cash flow tells you you are financially stable and a negative one suggests that you have
inefficiencies.

% Cash flow from investing activities comes from cash being used for purchasing or selling assets,
investments and/or securities. In most cases, a negative cash flow from investing implies expansion and
growth.

¢ The cash flow from financing activities records cash movements associated with the borrowing, issuing

shares, and paying dividends. A capital raising is indicated by a positive financing cash flow while a debt

repayment is implied by a negative financing cash flow.

7.4 Key Terms

1. Financial Ratios: It refers to quantitative tools used for assessing the financial health of a company based

on profitability, liquidity, solvency and efficiency measures.
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Liquidity Ratios: The ratios that measure the company’s ability to meet short term obligations to ensure
smooth business operations as well as the financial stability of the firm.

Current Ratio: An indicator of a company’s capacity to meet its short term liabilities with the help of its
current assets typically a ratio above 1.5 is taken to be healthy.

Quick Ratio: The acid test ratio also referred to as current ratio is done by excluding inventory from current
assets.

Cash Ratio: A measure of liquidity that only considers cash and cash equivalents to determine a firm's
ability to pay off near-term debts.

Profitability Ratios: An indicator that tells how efficiently a company generates its profit against revenue,
assets or shareholders' equity.

Gross Profit Margin: It is the percentage of revenue left after subtracting the cost of goods sold, which
shows a company’s pricing and production efficiency.

Operating Profit Margin: Measure of how effectively a company employs its operating costs not
including taxes and interest costs.

Net Profit Margin: The percentage of total revenue that remains as the net profit after all expenses have

been deducted from them.

. Return on Assets (ROA): A ratio measuring how efficiently a company is using its assets to generate

profit, the higher the ratio, the more efficient.

. Return on Equity (ROE): A proportion which signifies a company's ability to produce returns for its

shareholders who are investors.

. Activity Ratios: They are also called efficiency ratios, which are used to find out the ratio by which the

company operates its assets and liabilities to generate revenue.

. Inventory Turnover Ratio: An important indicator of inventory management efficiency —how many times

of (sold and) replaced inventory during a specific period of time.

. Accounts Receivable Turnover: It is a ratio measured as the relationship between overall collections and

the total credit sales, the higher the ratio the easier it is for a company to collect payments from credit sales.

. Solvency Ratios: The ratios that indicate the company’s capacity to meet the long term financial obligations

and remain field financially.

. Debt-to-Equity Ratio: It is a key solvency metric that compares a company’s total debt with shareholders'

equity, i.e. indicates the financial leverage.
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Market Valuation Ratios: Financial metrics that investors use to compare the market value of a company

to earnings, sales, and book value.

. Price-to-Earnings (P/E) Ratio: It is a valuation metric that compares a company’s stock price to the

earnings per share. It helps investors determine growth potential.

. Cash Flow Analysis: The process of examining a company’s cash inflows and outflows to determine

liquidity, operational efficiency, and financial health.
Cash Flow from Operating Activities: A measure of cash generated from core business operations,

indicating a company’s ability to sustain itself without external financing.

7.5 Descriptive Questions

1.
2.

What are financial ratios, and how do they help in evaluating a company's financial performance?

How do liquidity ratios help businesses assess their short-term financial stability, and what are the key types
of liquidity ratios?

Explain the significance of the current ratio. How does it indicate a company's ability to meet its short-term
obligations?

What is the quick ratio, and why is it considered a more conservative measure of liquidity compared to the
current ratio?

Discuss the importance of profitability ratios in financial analysis. How do they help in determining a
company’s efficiency in generating profits?

How does the gross profit margin reflect a company's ability to control production costs? Provide an
example to illustrate its calculation.

What is the operating profit margin, and why is it important for evaluating a company’s operational
efficiency?

Explain the concept of net profit margin. How does it differ from operating profit margin, and why is it
crucial for financial decision-making?

What is return on assets (ROA), and how does it help in assessing a company’s ability to utilize its assets

efficiently?

. How does the return on equity (ROE) ratio help investors determine the profitability of their investment in

a company?

. What are activity ratios, and why are they important for assessing a company’s operational efficiency?

Discuss with examples.
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12.

13.

14.

15.

16.

17.

18.

19.

20.

Explain the concept of inventory turnover ratio. How does a high or low turnover ratio impact a company’s
financial health?

What is the debt-to-equity ratio, and how does it indicate a company's financial leverage? Why is a high
debt-to-equity ratio considered risky?

Discuss the relevance of market valuation ratios for investors. How do they help in assessing the stock
value of a company?

What is the price-to-earnings (P/E) ratio, and why is it commonly used by investors to evaluate a company's
growth potential?

Define cash flow analysis and explain its importance in financial decision-making. How does it help in
determining a company's financial health?

What are the different types of cash flows in a business? Explain how operating, investing, and financing
cash flows are used in financial analysis.

How does cash flow from operating activities provide insights into a company’s core business operations?
Discuss the direct and indirect methods of calculation.

What is the significance of cash flow from investing activities? How do cash inflows and outflows from
investments affect a company’s financial position?

Explain cash flow from financing activities. How do borrowing, issuing shares, and paying dividends

impact a company’s financial stability?
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Answers to Knowledge Check /O‘ ‘—

Knowledge Check 1

1: b) Higher reliance on borrowed funds and financial risk
2: a) EBIT / Interest Expense

3: a) The company’s stock may be undervalued
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7.7 Case Study

Financial Analysis of XYZ Ltd. —

XYZ Ltd. is a mid-sized manufacturing company operating in the consumer goods sector. The company

has been in business for over a decade and has experienced steady growth. However, recent financial
reports have raised concerns about liquidity, profitability, and financial stability. The company's
management has hired financial analysts to assess its financial health using key financial ratios and cash

flow analysis.
Problem 1: Liquidity Issues

XYZ Ltd. reported a current ratio of 0.8, which is below the industry average of 1.5. This indicates that
the company may struggle to meet its short-term obligations. Additionally, the quick ratio is 0.5,

suggesting that even after excluding inventory, the company lacks sufficient liquid assets.
Solution:

The company can improve liquidity by increasing cash reserves through faster collections

of accounts receivable.
Reducing unnecessary inventory levels can improve the quick ratio.

Negotiating better credit terms with suppliers can help maintain a healthier balance between

receivables and payables.
Problem 2: Declining Profitability

XYZ Ltd.’s net profit margin dropped from 12% to 7% over the past two years. The gross profit margin
remains stable at 40%, indicating that production costs are under control. However, the company’s

operating profit margin has decreased due to rising administrative and marketing expenses.
Solution:

The company should conduct a thorough review of administrative and marketing expenses

to identify and eliminate inefficiencies.




ATLAS

SKILLTECH
UNIVERSITY

op

Problem 3: High Debt Levels

XYZ Ltd. has a debt-to-equity ratio of 2.5, significantly higher than the industry standard of 1.2. This
suggests that the company is heavily reliant on debt financing, increasing its financial risk. Additionally,
the interest coverage ratio has dropped to 2.0, indicating that the company may struggle to cover interest

payments from its operating income.
Solution:
The company should focus on repaying high-interest loans to reduce financial burden.
Exploring equity financing options can help balance the debt-to-equity ratio.

Generating higher cash flow from operations can improve the interest coverage ratio and

ensure timely debt repayments.

Reflective Questions

How does the current ratio and quick ratio indicate a company’s short-term financial

stability? How would improving these ratios benefit XYZ Ltd.?

What factors might have contributed to the decline in XYZ Ltd.'s net profit margin, despite

a stable gross profit margin?

Why is it important for a company to maintain a balance between operating expenses and

revenue? How can XYZ Ltd. achieve this?
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Cash Flow Analysis of ABC Manufacturing Ltd.

ABC Manufacturing Ltd. is a mid-sized company specializing in industrial equipment manufacturing.

Operating for 15 years, the company has shown consistent revenue growth. However, recent financial
statements reveal worrying signs in its cash flow management, threatening its operational efficiency and
financial sustainability. The management has engaged financial analysts to conduct an in-depth cash

flow analysis alongside key financial ratio assessments.
Problem 1: Negative Operating Cash Flow Despite Positive Net Income

ABC Ltd. reported a net profit of $1.2 million for the fiscal year, but the operating cash flow was negative
$300,000. This discrepancy indicates that earnings do not translate into actual cash, raising concerns

about the company's ability to fund day-to-day operations.

Contributing Factors:
Significant increase in accounts receivable, indicating slower collections.
High inventory buildup, tying up cash.
Extended credit terms offered to customers.

Solution:
Implement stricter credit policies and improve collection procedures to reduce accounts
receivable days.
Optimize inventory management by adopting just-in-time (JIT) inventory to reduce cash tied
up in stock.

Review and renegotiate credit terms with customers to accelerate cash inflows.

Utilize cash flow forecasting tools to anticipate and manage liquidity needs proactively.
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Problem 2: High Capital Expenditure Leading to Cash Outflows

ABC Ltd. invested heavily in new machinery and plant expansion during the year, causing significant

cash outflows under investing activities, putting pressure on free cash flow.

Solution:
Prioritize capital expenditure projects based on strategic importance and expected cash flow
benefits.
Explore leasing options for equipment to spread cash outflows over time.
Improve project planning to avoid cost overruns and delays.

Consider staggered investments to smooth cash outflows.
Problem 3: Increasing Short-Term Debt Due to Cash Flow Shortfalls

Due to cash flow shortages, ABC Ltd. has increased reliance on short-term borrowings, raising finance

costs and interest obligations, reflected in a higher debt-to-equity ratio of 1.8 (industry average: 1.0).

Solution:
Focus on improving operating cash flow through better working capital management.
Renegotiate existing debt terms for longer maturities to reduce short-term pressure.
Consider equity financing to strengthen the capital base and reduce financial risk.
Use cash flow projections to plan debt repayments and avoid liquidity crunches.

Reflective Questions:
How does a negative operating cash flow despite positive net income impact a company’s

financial health?

What working capital components most affect ABC Ltd.’s cash flow, and how can they be

optimized?

Why is managing capital expenditure important in maintaining positive cash flow?
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Unit 8: Key IND AS Standards: Principles and Applications

Learning Objectives

. Learners will be able to learn about Accounting Standards (AS) and explain their significance in

financial reporting.

. Learners will be able to differentiate between AS, Ind AS, and IFRS based on their framework,

applicability, and principles.

. Learners will be able to understand the need for accounting standards to maintain transparency

in financial statements.

. Learners will be able to understand the global significance of IFRS and its adoption in over 140

countries.

. Learners will be able to analyze the challenges in IFRS convergence.

Content

8.0 Introductory Caselet

8.1 Accounting Standards

8.2 Indian Accounting Standards

8.3 International Financial Reporting Standards
8.4 Summary

8.5 Key Terms

8.6 Descriptive Questions

8.7 References

8.8 Case Study
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8.0 Introductory Caselet

The Global Accounting Dilemma

XYZ Ltd., a multinational corporation headquartered in India, has recently expanded its operations into

op

Europe and North America. As part of its expansion strategy, the company is required to present its
financial statements in compliance with International Financial Reporting Standards (IFRS) to attract
global investors. However, XYZ Ltd. has traditionally followed Indian Accounting Standards (Ind AS),
which, while largely converged with IFRS, still have key differences in areas such as revenue

recognition, lease accounting, and fair value measurement.

The company’s CFO, Ms. Mehra, faces a major challenge: should XYZ Ltd. continue reporting under
Ind AS and prepare an additional set of financial statements under IFRS, or should it completely
transition to IFRS to maintain consistency across all markets? Adopting IFRS would align the company
with global standards but would require significant investment in employee training, software upgrades,
and regulatory adjustments. On the other hand, maintaining Ind AS for domestic operations while
separately reporting under IFRS for international markets could lead to discrepancies and confusion

among stakeholders.

As the board of directors discusses the next steps, they must weigh the costs, benefits, and long-term

impact of their decision.
Critical Thinking Question:

If you were the CFO of XYZ Ltd., what approach would you take to address the challenges of complying
with both Ind AS and IFRS? Consider factors such as regulatory compliance, cost implications, investor

confidence, and financial reporting transparency in your decision.
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8.1 Accounting Standards

According to Kohler, an accounting standard can be described as a set of guidelines imposed on accountants
through custom, legal provisions, or professional regulations. These standards help in the preparation of
financial statements and these must be adhered to while preparing financial statements as these will ensure

consistency and uniformity in the financial reporting.

They aim, by standardization and with more and more clarity, to allow in the easiest possible way the reading
of financials, from various stakeholders. In essence, accounting standards are the set of rules for preparing and

displaying financial records in an organised and comparable way.
8.1.1 Characteristics of Accounting Standards

From the discussion above, it is obvious that accounting standards typically serve as a guide, a regulatory

authority, a facilitator and a harmonizer when dealing with accounting issues.

1. Guiding Accountants: Accounting standards do provide clear instructions to accountants on how to
report the financial transactions and how to keep its record. Specific methods should be used which lay
down the basis of preparing financial statements. Imagine they prescribe standard valuation techniques

for inventories to be used by all organisations.

2. Regulating Accounting Practices: In most cases, accounting standards are the mandatory regulations
that accountants have to follow without amenability. Much looking and planning will be required if you
want to stay within their structures, as they are akin to authoritative rules imposing specific treatments
that amount to no personal discretion. The Cash Flow Statements are one such key example where one

has to prepare them using the prescribed format set out by a particular accounting standard.

3. Providing Structured Financial Framework: Accounting standards include descriptions of key
accounting concepts, specified reporting requirements, indicated accounting treatments, and stipulated
disclosure norms. This is done so that they become comprehensive references for accountants following

best practices and rules related to the industry.

4. Ensuring Uniformity and Objectivity: Accounting standards exist for one of the fundamental objectives

of eliminating inconsistencies and providing consistent accounting methods. They standardized
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accounting policies which minimize variations in accounting policies to provide comparability and
reliability of financial statements. Furthermore, these standards also help harmonise the profession when

disputes or uncertainties arise in accounting treatments, and they also offer guidance and the resolution.

Financial reporting is shaped by accounting standards which include, accounting standards act by specifying
financial reporting standards and regulations, by providing the basis of accounting for financial reporting, by
the provision of a standard procedure for financial documentation and uniformity in practice of accounts across

industries.
8.1.2 Advantages of Accounting Standards

Financial reporting in the reporting of accounting standards is conservative, transparent and efficient. Some

of those advantages are as follows:
1. Uniformity in Accounting Practices

The most important advantage of accounting standards (especially those from the Financial Accounting
Standards Board (FASB)), is the standardization of the accounting framework. The standards that these
current guidelines have defined about the Generally Accepted Accounting Principles (GAAP) that
businesses must follow in order to not have inconsistencies in financial reporting. For example, without
these standards, a company could have used different inventory valuation methods at different times in a
fiscal year resulting in misrepresentation in financial statements. By maintaining consistency, the

accounting standards make financial data for investors and stakeholders more reliable.
2. Identification and Resolution of Accounting Issues

The accounting standard has a key role in detecting and confronting potential accounting issues. By
following the same principles of the FASB, businesses in the United States can detect any issues and
discrepancies in financial reporting early. Companies will report the inconsistencies to the FASB, which
watches and reviews the existing rules and updates and revises them to address any issues. For instance,
if a specific method for reporting on liabilities, if it in fact burdens calculations of net income, businesses

may register such concerns with the FASB resulting in a close assessment of and subsequent update of

the accounting standard.




ATLAS

SKILLTECH
UNIVERSITY

3. Independent Regulatory Oversight

The standards of the FASB are legally valid and the organization operates independently of any direct
control of the U.S. government. In terms of securities regulations, the Securities and Exchange
Commission (SEC) is responsible to oversee, while the Financial Accounting Standards Board (FASB) is
responsible to set and enforce accounting principles. As a result, private sector regulation via regulations
decreases the administration that the government has to undertake and facilitates the dynamic and industry
driven nature of accounting standards. Delegating the responsibility of establishing accounting regulations

to the FASB, with whom the SEC has allowed more efficient and expert driven control.
4. Facilitating Global Financial Reporting

As globalization continues, the need for the harmonization of the accounting standards is becoming more
and more important. The FASB works closely with The International Accounting Standards Board (IASB)
and other groups to ensure that a standard set of global accounting principles are developed. This
alignment means that accounting statements in international bazaars are reasonably consistent and
comparable so that the investors, transnational corporations and the financial analysts can more easily
measure and evaluate businesses internationally. The standardized global accounting practice improves

trust and the fairness of cross border financial reporting.

The basis for financial reporting, which is transparent, accurate and reliable, is accounting standards. Through
this they facilitate uniformity, accounting challenges and challenges resolved, independent regulatory
oversight and the enhancement of uniformity through global standardization. The implementation of these
standards augurs high credibility to financial markets, facilitate investor confidence and boost general

efficiency in the financial markets to the advantage of businesses and other stakeholders.

8.1.3 Accounting Standards
AS 1: Disclosure of Accounting Policies
AS 2: Valuation of Inventories
AS 3: Cash Flow Statements
AS 4: Contingencies and Events Occurring After Balance Sheet Date

AS 5: Net profit or Loss for the period, Prior Period Items and Changes in Accounting Policies

AS 7: Construction Contracts
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AS 9: Revenue Recognition

AS 10: Property, Plant and Equipment

AS 11: The Effects of Changes in Foreign Exchange Rates
AS 12: Government Grants

AS 13: Accounting for Investments

AS 14: Accounting for Amalgamations

AS 15: Employee Benefits

AS 16: Borrowing Costs

AS 17: Segment Reporting

AS 18: Related Party Disclosures

AS 19: Leases

AS 20: Earnings Per Share

AS 21: Consolidated Financial Statements

AS 22: Accounting for Taxes on Income

AS 23: Accounting for Investments in Associates

AS 24: Discontinuing Operations

AS 25: Interim Financial Reporting

AS 26: Intangible Assets

AS 27: Financial Reporting of Interests in Joint Ventures
AS 28: Impairment of Assets

AS 29: Provisions, Contingent Liabilities and Contingent Assets

Did You Know?

o  Asg of 2023, IFES 15 utilized in more than 144 countries worldwide,
including major economies like Australia, Canada, India, Japan, and all
member states of the European Union.

o India has developed its own set of accounting standards known as Indian
Accounting Standards (Ind AS), which are largely converged with IFRS.
This alignment facilitates comparability and consistency in financial
reporting between Indian companies and their global counterparts.
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8.1.4 Limitations of Accounting Standards

* Rigidity 1n Application

* Complexity m Implementation

Limitations

* Dafferent Interpretations
of * Subjectivity in Certain Areas
Accounﬁng * Frequent Amendments and Updates
* Costly Implementation
Standards i
* Lack of Consideration for Inflation

* Limited Flexibility for Unique Transactions

Fig 8.1 Limitations of Accounting Standards
Accounting standards like comparability and consistency should be maintained in the process, for the same
reason they also have certain limitations. However, these challenges can affect the financial statement to reflect

a company’s actual financial position.

1. Rigidity in Application: Accounting standards are highly fixed rules and guidelines, hence not very
adaptable to industry demands. Some of these standards may be inapplicable in some cases, i.e. when
there are certain financial transactions unique to the company that are not explicitly indicated.

2. Complexity in Implementation: Ind AS and IFRS are many accounting standards that are complex such
as fair value measurement, revenue recognition, and lease accounting. Those small and medium sized
enterprises (SMEs) may have difficulty in understanding and applying these standards.

3. Different Interpretations: Although accounting standards are supposed to bring uniformity, different
interpretations may occur among accountants, auditors and regulators. Such circumstances can cause
inconsistent financial reporting and disputes over compliance.

4. Subjectivity in Certain Areas: These include a high use of management judgement in the recording of

provisions, depreciation and approaching fair value. Earnings manipulation or indirect accounting of how

healthy your financial health is.
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5. Frequent Amendments and Updates: Accounting standards evolve as the economy changes, new
corporate frauds and new technologies come to play. However, it is an ongoing process and businesses
may have difficulty ensuring compliance and staff are up to date with new information.

6. Costly Implementation: There is a need to develop training, software and expert consultation to comply
with Ind AS and IFRS. In small business where they don’t have available resources to bring about the
required changes, it’s a burden.

7. Lack of Consideration for Inflation: The historically prevalent view of accounting standards has been
that of historical cost accounting, which leaves no room for an accounting description of the effects that
inflation has on the required assets and liabilities. Sometimes, this can give a company a false
representation of its true financial position.

8. Limited Flexibility for Unique Transactions: However, for certain industries such as startups, fintech,
and digital business, financial and transactions made may not fit within the standard accounting model.

Such evolving business models may not be accommodated by accounting standards.

Although they are flawed, accounting standards are important in terms of providing transparency, consistency
and comparability in financial reporting. Nevertheless, companies have to grapple with these difficulties

through professional judgment, regulatory guidance and technological progress and precisely represent their

financial health.
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Knowledge Check 1 ,Ol o

Choose the correct option:

1. Which of the following is a major challenge of accounting standards?
a. They provide too much flexibility for unique financial transactions.
b. They may be rigid and not adaptable to specific industry demands.
¢. They eliminate the need for financial reporting.
2. Why do small and medium-sized enterprises (SMEs) face difficulties in
implementing accounting standards like Ind AS and IFRS?
a. They lack financial transactions that require complex accounting.
b. They find the standards simple and easy to implement.
¢. The complexity of certain accounting principles makes them difficult to

understand and apply.

8.2 Indian Accounting Standards

The first-time implementation of Ind-AS requires companies to follow the accounting principles described in

Ind-AS 101 which deals with the transition from Indian GAAP (Accounting Standards). This document

specifies the particular requirements which organizations must fulfill during this transitional phase to achieve

successful financial reporting transitions.

The application of Ind-AS must start from the beginning of the period when a company changes from using

Indian GAAP to Ind-AS. The transition process becomes smoother through the exemptions provided by Ind-

AS 101. The exemptions in Ind-AS exist in two distinct sections.

Under mandatory exemptions the application of Ind-AS during this period remains absolutely prohibited.
Companies have the choice to decide whether to use or bypass particular Ind-AS requirements when applying
them retroactively.

Ind-AS 101 outlines both the presentation and disclosure requirements which companies need to follow to
give stakeholders better understanding of their transition process. Entitles must describe the effects of Ind-AS
adoption on their financial statements and operating performance and cash flow statements. The standard

maintains all other disclosure requirements specified by Ind-AS standards.

8.2.1 Objectives of Indian Accounting Standards (Ind AS)
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Objectives of Indian Accounting Standards (Ind AS)

¢ Uniformity and Standardization
Global Convergence with IFRS

e Transparency and Reliability

Better Financial Decision-Making
Facilitation of Cross-Border Transactions

Fig 8.2 Objectives of Indian Accounting Standards (Ind AS)

1. Uniformity and Standardization: Ind AS has been designed to create a common reporting framework
for all industries and sectors. It does so by standardizing the accounting principles so that financial
statements can be compared, reliable and transparent, for the benefit of stakeholders to make their
decisions.

2. Global Convergence with IFRS: Another of the main goals of Ind AS is to bring the Indian accounting
practices into line with International Financial Reporting Standards (IFRS). This convergence helps in
increasing credibility of the financial reports, facilitating cross border investments and making Indian
companies at par with global financial reporting standards.

3. Transparency and Reliability: Ind AS adopts fair value accounting and enhanced disclosure norms to
come up with a true and fair view of a company’s financial position. It fosters enhanced transparency,
improves investor confidence, curtails financial misstatements and enhances better governance and
accountability.

4. Better Financial Decision-Making: With Ind AS, investors, creditors and management make well
informed economic decisions by ensuring accurate representation of financial data. Ambiguities are
eliminated through standardized reporting, allowing easier performance, financial health, and future
growth potential assessment of a company.

5. Facilitation of Cross-Border Transactions: However, since Ind AS is more or less identical to IFRS, it
simplifies the financial reporting for multinational companies doing business in India. This makes the

mergers, acquisitions and foreign direct investment (FDI) process smoother and smoother and thus,

seamless integration with global markets.
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8

Did You Know? -
T —

¢ Research indicates that the adoption of IFRS in the European Union has
been associated with a reduction in business investment and an increase
in shareholder pay-outs, suggesting that accounting standards can
significantly influence corporate behaviour and economic outcomes.

s The [ASB has proposed new guidance to enhance the reporting of
climate change impacts on financial performance. This initiative aims
to ensure that chmate-related uncertainties are accurately reflected in
financial statements, addressing investor concerns over inconsistent
climate information.

8.2.2 Scope of Indian Accounting Standards (Ind AS)

The Indian Accounting Standards (Ind AS) establish a complete system for financial statement reporting across
India. The standards aim to establish financial statement consistency through transparent reporting methods
which support international financial reporting standards (IFRS). The financial reporting aspects covered by

Ind AS include the following sections:

1. Applicability to Different Types of Entities
The financial statements from large companies and listed companies and specific financial institutions must
follow global best practices under the application of Ind AS. The applicability exists in the following
categories:
e Listed Companies operating on stock exchanges need to use Ind AS as their mandatory reporting
standard.
e Companies with a Net Worth greater than 3250 Crore must follow Ind AS even if they are not listed on
any stock exchange.
e Financial institutions which include Banks and NBFCs and Insurance Companies must implement Ind
AS to achieve better financial transparency.
e Organizations with minimal size or operating as private entities can select to implement Ind AS as a way

to enhance their compatibility with worldwide accounting standards.

2. Regulation of Financial Reporting
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Financial transactions need to follow the guidelines specified under Ind AS for their recognition and
measurement and presentation and disclosure requirements. The system includes fundamental requirements
which consist of:
e The standard Revenue Recognition (Ind AS 115) provides rules to identify the timing and methodology
of recognizing contract-based revenue.
e Financial Instruments (Ind AS 109, 107): Covers classification, valuation, and disclosures of financial
assets and liabilities.
e Financial statements reflect actual lease commitments through the standardized accounting standards

established in Leases (Ind AS 116).

3. Principles-Based Accounting Approach
Traditional Indian GAAP operates through rigid rules but Ind AS utilizes principles for flexible compliance.
The financial reporting system under Ind AS ensures accurate statements by showing true business activity
rather than artificial forms.
4. Ensuring Comparability with IFRS and Global Standards
The convergence of Ind AS with IFRS enables Indian companies to establish financial equality with their
international competitors. Foreign investments as well as cross-border mergers and international financial
transactions rely heavily on this standard for their success.
5. Industry-Specific Considerations
The financial reporting standards of Ind AS adapt to specific requirements across different industries through
its following features:
e The manufacturing and retail industries must use Ind AS 2 for cost accounting and inventory
valuation.
e The financial services industry must use fair value accounting procedures for financial
instruments as defined in Ind AS 109.
e Technology & Startups: Accounting for share-based payments and intangible assets (Ind AS
102, 38).
6. Impact on Financial Decision-Making
Companies that utilize Ind AS deliver financial statements which show both accuracy and transparency to their

investors and stakeholders and regulators. Corporate governance and regulatory compliance together with

investor confidence experience improvement through this approach.
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The financial reporting environment in India receives its defining structure from Ind AS implementation.
Financial statements maintain accuracy while ensuring global best practices through this structured adaptable
framework. Corporate governance today depends on Ind AS implementation because it builds financial

transparency and reliability.

8.2.3 Indian Accounting Standards
The Indian government issued a notification about implementing Ind- AS standards. The following list

includes all notified Ind-AS standards:

—

Ind-AS 1: Presentation of Financial Statements
. Ind-AS 2: Inventories
. Ind-AS 7: Statement of Cash Flows

. Ind-AS 8: Accounting Policies, Changes in Accounting Estimates and Errors

2

3

4

5. Ind-AS 10: Events after the Reporting Period

6. Ind-AS 11: Construction Contracts

7. Ind-AS 12: Income Taxes

8. Ind-AS 16: Property, Plant and Equipment

9. Ind-AS 17: Leases

10. Ind-AS 18: Revenue

11. Ind-AS 19: Employee Benefits

12. Ind-AS 20: Accounting for Government Grants and Disclosure of Government
Assistance

13. Ind-AS 21: The Effects of Changes in Foreign Exchange Rates

14. Ind-AS 23: Borrowing Costs

15. Ind-AS 24: Related Party Disclosures

16. Ind-AS 27: Consolidated and Separate Financial Statements

17. Ind-AS 28: Investments in Associates

18. Ind-AS 29: Financial Reporting in Hyper-inflationary Economies

19. Ind-AS 31: Interests in Joint Ventures

20. Ind-AS 32: Financial Instruments: Presentation
21. Ind-AS 33: Earnings per Share
22. Ind-AS 34: Interim Financial Reporting




ATLAS

SKILLTECH
UNIVERSITY

23. Ind-AS 36: Impairment of Assets

24. Ind-AS 37: Provisions, Contingent Liabilities and Contingent Assets
25. Ind-AS 38: Intangible Assets

26. Ind-AS 39: Financial Instruments: Recognition and Measurement

27. Ind-AS 40: Investment Property

8.3 International Financial Reporting Standards (IFRS)
The standardized structure of accounting helps stakeholders like companies and investors alongside regulators
and other groups to evaluate entity financial outcomes. Accounting standards create standardized preparation
procedures for financial statements which maintain business-to-business comparison stability. Public
companies which operate publicly need to develop financial statements according to these mandated guidelines

for disclosure purposes.

The International Financial Reporting Standards (IFRS) operates under International Accounting Standards
Board (IASB) supervision to create globally used accounting principles. The standards have been designed to
serve developed economies and emerging markets and developing markets alike which enables stakeholders

to use financial performance comparisons of listed companies worldwide.

The International Financial Reporting Standards (IFRS) have been adopted by both the European Union and
more than seven-tenths of G20 member nations as well as over one hundred nations worldwide. Various global
financial organizations together with regulatory bodies keep endorsing the IFRS framework because it helps

create a single transparent financial reporting system worldwide.

8.3.1 Need for IFRS (International Financial Reporting Standards)

1. Global Comparability: Financial statements under IFRS require preparation through a uniform
framework that enables stakeholders and investors to monitor financial results internationally.
Uniformity enables multinational corporations alongside investors and regulators to analyze businesses
at equivalent levels.

2. Transparency and Reliability: Financial reports are more transparent through IFRS because it focuses

on fair value accounting and requires detailed disclosure requirements. The establishment of these
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measures leads to a decrease of misreported financial statements while simultaneously building investor
trust and enhancing financial statement accountability.

3. Facilitating Cross-Border Investments: Multinational corporations face simpler financial reporting
because business entities worldwide use standardized accounting practices while increasing their global
expansion. Companies undergoing IFRS adoption gain better capabilities to draw international investors
and seek international stock exchange listings as well as global market access.

4. Reduction of Financial Complexity: The combination of diverse accounting methods creates financial
information consolidation problems between countries. The requirement for IFRS enables businesses
which work across multiple regions to report through one standardized format instead of different
reporting systems. IFRS streamlining enables organizations to reduce expenses related to maintaining
various sets of financial documents.

5. Regulatory Compliance and Economic Growth: Regulatory authorities as well as governments
benefit from IFRS because it strengthens economic policies while reducing financial instability and
decreasing fraudulent activity. A universally approved standard allows developing economies to link
with worldwide financial markets thus supporting both economic advancement and international

business participation.

8.3.2 Challenges in IFRS Convergence in India

1. Complexity and Implementation Costs: Implementation of Ind AS involves restructuring of the
financial reporting system, upgrading of accounting software and training of employees. The shift can
be managed efficiently on the large corporation side, but the financial and operational burden on the
small and medium enterprises (SMEs) is too large to handle. The additional cost due to the need of
professional consultation and compliance audits further compounds.

2. Fair Value Measurement Issues: The stress in Ind AS is about fair value accounting for assets which
do not have an active market, which is difficult for real estate and intangibles. Fair values are subject to
frequent fluctuations and hence volatility in financial statements prevents the benchmarking of
performance. In addition, companies have to rely on valuation experts and push up subjectivity and
compliance costs.

3. Regulatory Conflicts and Taxation Issues: Even though Ind AS is compliant with all the rules, it

clashes with already existing Indian laws such as Income Tax Act, Companies Act and SEBI regulations.

For instance, FAIR VALUE accounting is adopted under India AS whereas INDIAN tax laws still stick
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to historical cost. This misalignment produces deferred tax liabilities and creates obfuscation in business’
financial reporting.

4. Increased Disclosure Requirements: For any companies migrating to Ind AS, there is a need to give
substantial disclosures about financial instruments, revenue recognition, and the liabilities of lease. Such
increases in complexity inevitably add on to the documentation and compliance needed for financial
statements. These disclosures help make things more transparent but take more time and expertise in
financial reporting.

5. Financial Performance and Investor Perception Impact: Earnings volatility, indicative of changes in
how profits, assets and liabilities are reported through adoption of Ind AS, as the earnings are likely to
reduce investor confidence. For instance, Ind AS 116 requires that the lease liabilities are reflected on
the balance sheet increasing the apparent debt of the company. Changes in this type of variables affect

credit ratings, financial ratio and stock market performance.

However, Ind AS has increased the financial transparency and global comparability of Indian companies.
Nevertheless, organizations need to face the implementation hurdles by using the right kind of training,
regulatory compatibilities, and strategic financial planning. If transition is structured well, it will ensure

compliance without disrupting the financial reporting.
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8.3.3 IFRS issued by IASB and the corresponding Ind- AS
The IFRS issued by IASB and the corresponding Ind- AS are given below:
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S. No. IFRS No. Title Corresponding Ind AS
1 IFRS 1 First-time Adoption of Indian Accounting Ind AS 101
Standards
2 IFRS 2 Share-based Payment Ind AS 102
3 IFRS 3 Business Combinations Ind AS 103
4 IFRS 4 Insurance Contracts Ind AS 104
5 IFRS 5 Non-current Assets Held for Sale and Ind AS 105
Discontinued Operations
6 IFRS 6 Exploration for and Evaluation of Mineral Ind AS 106
Resources
7 IFRS 7 Financial Instruments: Disclosures Ind AS 107
8 IFRS 8 Operating Segments Ind AS 108
9 IFRS 9 Financial Instruments Ind AS 109
10 IFRS 10 Consolidated Financial Statements Ind AS 110
11 IFRS 11 Joint Arrangements Ind AS 111
12 IFRS 12 Disclosure of Interests in Other Entities Ind AS 112
13 IFRS 13 Fair Value Measurement Ind AS 113

Difference between Accounting Standards, Ind AS and IFRS
The financial reporting framework in India has evolved over time, moving from Indian Accounting Standards
(AS) to Indian Accounting Standards (Ind AS), which are largely converged with International Financial

Reporting Standards (IFRS). A detailed comparison is as follows:

International Financial
Reporting Standards
(IFRS)

Basis Accounting

Standards (AS)

Indian Accounting
Standards (Ind AS)
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Issued By Institute of Chartered | Ministry of Corporate International Accounting
Accountants of India | Affairs (MCA), based on Standards Board (IASB)
(ICAD) IFRS
Applicability Indian companies Listed companies, large Global companies, listed
(mainly SMEs & private companies, and entities across IFRS-
private entities) certain NBFCs & banks adopting countries
Basis Rule-based (Follows | Principle-based (Aligned | Principle-based
rigid rules for with IFRS with some (Emphasis on substance
accounting treatment) | modifications) over form)
Fair Value Primarily historical Fair value accounting in Extensively follows fair
Accounting cost-based some areas value measurement
Revenue Based on risk and Based on control transfer | Based on control transfer
Recognition reward transfer (Ind AS 115) (IFRS 15)
Financial No specific standard | Ind AS 109 — Uses IFRS 9 — Uses expected
Instruments expected credit loss model | credit loss model
Leases Classification Single lease model for Single lease model for
between finance and | lessees (Ind AS 116) lessees (IFRS 16)
operating leases
Consolidation | Not mandatory for Mandatory if control Mandatory if control
of Financial certain companies exists (Ind AS 110) exists (IFRS 10)
Statements
Component Not required Required under Ind AS 16 | Required under IAS 16
Accounting
Segment Required only for Mandatory for companies | Mandatory for listed
Reporting listed companies meeting specified criteria | entities (IFRS 8)
(Ind AS 108)
Inventory Allows LIFO (Last LIFO is not allowed (Ind LIFO is not allowed
Valuation In, First Out) and AS 2) (IAS 2)
FIFO (First In, First
Out)
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Statement of Not mandatory for all | Mandatory for all Ind AS | Mandatory for all IFRS
Cash Flows companies compliant companies (Ind | compliant companies
AS7) (IAS 7)
Recognition of | Recognized in Profit | Recognized under Other Recognized under OCI
Actuarial & Loss statement Comprehensive Income
Gains/Losses (0OCD
Impact on Less impact on May require adjustments Deferred tax recognized
Taxation taxation due to deferred tax under IFRS 12
liabilities
Flexibility in Rigid and less More flexible with global | Highly flexible and
Adoption adaptable to change alignment globally accepted
Adoption India only India, but aligned with Over 140 countries,
Countries IFRS including the EU and
G20 nations

Scan the QR Code to Read!
Gupta, P. (2021). 4 comparative study on Indian and
international accounting standards. Wesleyan Journal
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8.4 Summary

% Accounting standards are a set of principles and rules that exist for all companies to use so that their

financial reporting will be uniform, transparent, and comparable. They provide a set of guidelines to assess
the financial position of an entity allowing stakeholders, including investors, regulators to reduce the
differences in accounting treatments.

« Accounting standards serve as a guideline for accountants, ensuring that they are in conformity to financial
reporting norms. They act as regulatory frameworks, having structured accounting methods, disclosure

requirements, and promoting consistency in how claims are presented across other universities and in other

industries.
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They improve the uniform accounts which means that the financial statements of the firms would be
comparable. Accounting also has a number of other uses. For example, they help identify and resolve
accounting challenges, oversee our compliance with that regulation through independent bodies, and ensure

global financial reporting by chasing it in the field of accounting practices across the international market.

Although accounting standards have some advantages, they are plagued by rigidity in application,
complexity in implementation, constant amendments, and life span. Subjectivity comes into play in areas
such as fair value measurement, and the costs of compliance are high and increasing for smaller businesses
because of repetitive, evolving and new financial regulations.

In India, Ind AS was introduced to bring in aligning financial reporting of IFRS with a special case of Indian
regulatory environment. In accordance with Ind AS 101, companies moving from Indian GAAP to Ind AS

are mandated and optioned certain provisions on transition, even in case of mandatory exemptions.

Ind AS seeks to make financial reporting in similar industries more uniform as well as more globally
comparable. It increases the transparency, makes the decision making across the borders easier as well as

adapts IFRS to India's local economic conditions.

Ind AS is applicable to listed companies, large corporations, banks, NBFCs and insurance firms. It provides
guidelines of revenue recognition, financial instruments and lease accounting. This approach takes a
principle-based approach in ensuring it reduces the reliability and accuracy of financial statements in
including the substance in financial statement contents.

Some of the Indian government notified Ind AS standards are — Ind AS 1 (Presentation of Financial
Statements), Ind AS 7 (Statement of Cash Flows), Ind AS 16 (Property, Plant and Equipment) and Ind AS
109 (Financial Instruments). Financial reporting extends to diverse industries, and these standards regulate
the same.

The International Accounting Standards Board (IASB) developed IFRS which is a globally accepted
accounting framework. The standardization is aimed at developing and emerging economies to compare
financial reporting of publicly listed companies and enhance investor confidence in financial statements.
IFRS provides global comparability of financial statements, increases transparency and promotes
investment of multinational companies across borders. Financial markets integrated by harmonized

reporting standards alleviate complexity in the financial reporting and regulatory reporting, and foster

economic growth.
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India had to also contend with implementation costs, fair value measurement complexity and conflicts with
existing tax laws during transition to Ind AS. However, such increased disclosure requirements and
increased earnings volatility led to a poorer financial performance and required companies to undertake
strategic planning enhancing smooth compliance.

Many of the IFRS standards have been converged into Ind AS, for complying with the global norms.
Examples of such are IFRS 1 (First Time Adoption of Ind AS 101), IFRS 9 (Financial Instruments as Ind
AS 109) and IFRS 15 (Revenue from Contracts with Customers as Ind AS 115) and they are in sync with
and aligned to international reporting standards.

AS is a rule-based framework and followed by SMEs in India whereas Ind AS is a principle-based
framework which sets out the values based upon IFRS applicable to listed companies and large companies
in India. Ind AS is a modified version to the standards that suit India’s regulatory needs, whereas IFRS is

globally accepted and pretty much follows the fair value accounting.

8.5 Key Terms

1.

Accounting Standards (AS): The Institute of Chartered Accountants of India (ICAI) issues these
guidelines to achieve standardization in financial report presentation for businesses.

Indian Accounting Standards (Ind AS): The Indian Accounting Standards (Ind AS) serves as the local
version of IFRS-converged standards to achieve global financial reporting standards while conforming to
national economic conditions and regulatory requirements.

International Financial Reporting Standards (IFRS): The International Financial Reporting Standards
(IFRS) represents a worldwide standardized accounting framework which the International Accounting
Standards Board (IASB) developed to increase financial statement transparency and cross-jurisdictional
comparison.

Institute of Chartered Accountants of India (ICAI): The Institute of Chartered Accountants of India
ICAI functions as India's regulatory authority responsible for developing and supervising accounting
standards AS to ensure financial reporting consistency.

Ministry of Corporate Affairs (MCA): It functions as the Indian government agency which implements
Ind AS regulations alongside corporate governance protection and financial compliance enforcement.

International Accounting Standards Board (IASB): It functions as the global organization which

develops and sustains International Financial Reporting Standards (IFRS) across all regions worldwide.
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7.

20.

21.

Fair Value Accounting: It represents an accounting method that uses present market values for asset and
liability evaluation to enhance financial document relevance.

Convergence to IFRS: The process of making local accounting standards (Ind AS) equivalent to IFRS
enables financial report comparisons between various economies.

Historical Cost Accounting: A traditional accounting system known as Historical Cost Accounting

records assets at their initial purchase cost without factoring in market fluctuations or inflation.

. Revenue Recognition: Companies must follow principles from Ind AS 115 and IFRS 15 to determine

revenue recognition by applying the control-based approach instead of focusing on risk and reward.

. Financial Instruments: It refers to contracts which represent financial assets along with liabilities and

equity instruments and follow the expected credit loss model under Ind AS 109 and IFRS 9.

. Leases Accounting: It involves lease transaction recording where both Ind AS 116 and IFRS 16 demand

lessees to show lease assets and liabilities in their financial statements.

. Consolidated Financial Statements (CFS): The consolidated financial statements present a parent entity

together with its subsidiaries while following the consolidation rules set by Ind AS 110 and IFRS 10.

. Principle-Based Accounting: Ind AS and IFRS implement Principle-Based Accounting through

conceptual principles which provide reporting flexibility beyond strict rules.

. Rule-Based Accounting: Accounting Standards (AS) implement Rule-Based Accounting through strict

reporting guidelines which reduces reporting flexibility.

. Expected Credit Loss (ECL) Model: It provides entities with a proactive method for anticipating loan

and credit losses under both Ind AS 109 and IFRS 9 standards.

. Deferred Tax Liabilities (DTL): The tax obligation that arises due to temporary differences between

accounting income (Ind AS) and taxable income (as per the Income Tax Act).

. Disclosure Requirements: Mandatory reporting obligations under Ind AS and IFRS, requiring companies

to present detailed financial information, ensuring transparency and investor confidence.

. Segment Reporting: The presentation of financial performance by business segments, helping investors

analyze revenue sources, as mandated by Ind AS 108 and IFRS 8.

Cross-Border Investments: Foreign investments that benefit from IFRS adoption, as standardized
financial reports improve investor confidence and global market accessibility.

Financial Reporting Transparency: The goal of Ind AS and IFRS, ensuring clear, fair, and consistent

disclosure of financial data to stakeholders, enhancing corporate governance.

8.6 Descriptive Questions
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What is an accounting standard, and why is it important in financial reporting?

According to Kohler, how are accounting standards imposed on accountants?

How do accounting standards ensure uniformity and objectivity in financial reporting?

What are the key characteristics of accounting standards?

How do accounting standards regulate accounting practices and financial reporting?

Why is it important for companies to adhere to standard accounting principles?

What are the major advantages of accounting standards in financial reporting?

What is Ind AS 101, and how does it facilitate the transition from Indian GAAP to Ind AS?
What are the key differences between mandatory and voluntary exemptions under Ind AS 101?

. What are the main objectives of Ind AS in financial reporting?

. How does Ind AS improve transparency and global comparability in financial statements?

. Why is IFRS important for multinational corporations and cross-border investments?

. What are the main challenges faced by Indian companies in adopting IFRS?

. How does IFRS ensure global comparability and transparency in financial reporting?

. What are the key differences between AS, Ind AS, and IFRS?

. What are some of the major IFRS standards and their corresponding Ind AS equivalents?

. Explain the role of the International Accounting Standards Board (IASB) in maintaining IFRS.

. What are the main regulatory conflicts and taxation issues arising from IFRS convergence in

India?
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Answers to Knowledge Check pl‘—

Knowledge Check 1
1: b) They may be rigid and not adaptable to specific industry demands.

2: ¢) The complexity of certain accounting principles makes them

difficult to understand and apply.

3: b) It creates challenges in compliance and requires constant staff

training.
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8.8 Case Study

op

ABC Manufacturing Ltd. is a mid-sized company specializing in industrial equipment manufacturing.

Transition Challenges and Financial Management at

Operating for 15 years, the company has shown consistent revenue growth. However, recent financial
statements reveal worrying signs in its cash flow management and challenges in adapting to updated

accounting standards, threatening its operational efficiency and compliance posture.

Problem 1: Reconciling Differences Between AS, Ind AS, and IFRS
ABC Ltd. had been using Indian Accounting Standards (AS) for years and needed to transition to Ind
AS. The finance team was unfamiliar with fair value accounting and the principle-based approach of

Ind AS and IFRS, creating confusion during financial statement preparation.

Solution:
Conducted training sessions for the finance team on AS, Ind AS, and IFRS differences.
Applied Ind AS 101 for a smooth transition using allowed exemptions.

Hired a financial consultant to assist with fair value accounting and disclosure compliance.

Problem 2: Negative Operating Cash Flow Despite Positive Net Income

Despite reporting a net profit of $1.2 million, ABC Ltd. had a negative operating cash flow of $300,000,
raising concerns about liquidity and operational sustainability.

Contributing Factors:

« Significant increase in accounts receivable.

* High inventory buildup.

» Extended customer credit terms.

Solution:

* Tightened credit policies and improved collection efforts.
* Adopted just-in-time (JIT) inventory practices.

* Renegotiated customer credit terms.

* Implemented cash flow forecasting tools.
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Problem 3: High Capital Expenditure Leading to Cash Outflows
Heavy investments in machinery and plant expansion led to major cash outflows, putting pressure on

the company's free cash flow.

Solution:

* Prioritized capital projects based on strategic value and ROI.
* Explored equipment leasing to spread outflows.

* Improved project planning to avoid overruns.

* Scheduled investments in phases to ease cash burden.

Reflective Questions
How does a negative operating cash flow despite positive net income impact a company’s
financial health?
What working capital components most affect ABC Ltd.’s cash flow, and how can they be
optimized?

Why is managing capital expenditure important in maintaining positive cash flow?
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Unit 9: Key IND AS Standards: Principles and Applications

Learning Objectives

1. Learners will be able to understand the components of financial statements and the qualitative
characteristics of useful financial information.
2. Learners will be able to understand the accounting treatment of inventory write-downs and
disclosures in financial statements.
3. Learners will be able to analyze the accounting treatment for asset disposals and subsequent
expenditures on fixed assets.
4. Learners will be able to classify financial instruments into financial assets, liabilities, and
equity instruments.
5. Learners will be able to understand the disclosure requirements and presentation of investment
properties in financial statements.
Content
9.0  Introductory Caselet
9.1 Ind AS 1
92 Ind AS2
93 IndAS 16
94 Ind AS8
9.5 Ind AS 38
9.6 IndAS115
9.7 Ind AS 109
9.8 IndAS 116
9.9 Ind AS 40
9.10  Summary
9.11 Key Terms
9.12  Descriptive Questions
9.13  References
9.14  Case Study
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9.0 Introductory Caselet

The Financial Reporting Dilemma

ABC Ltd., a mid-sized manufacturing company, is preparing its financial statements for the year

ending March 31, 2025. The company has recently adopted Ind AS 1, 2, 16, 8, 38, 115, 109, 116, and

op

40 for compliance with Indian Accounting Standards.

During the finalization of financial statements, the CFO, Mr. Rajan, encounters the following

challenges:

e Inventory Valuation (Ind AS 2): Due to fluctuating market prices, the net realizable value
(NRV) of certain raw materials has fallen below their cost. However, the production manager
insists on keeping the original cost to avoid showing losses in the financial statements.

e Depreciation Policy (Ind AS 16): The company had been using the Straight-Line Method
(SLM) for depreciation. However, a new board member suggests switching to the Written
Down Value (WDV) method for better tax efficiency.

e Revenue Recognition (Ind AS 115): ABC Ltd. has a multi-year contract with a client, but
there is confusion regarding whether revenue should be recognized upfront or progressively
over time.

e Lease Liabilities (Ind AS 116): A major warehouse has been taken on a five-year lease, but
the finance team is unsure whether to record it as a Right-of-Use (ROU) Asset or keep it oft-
balance-sheet.

e Investment Property (Ind AS 40): The company owns a commercial building initially used
as a corporate office. This year, they rented it out for passive income. The finance team is

debating whether to classify it under PPE (Ind AS 16) or Investment Property (Ind AS 40).

As the CFO, Mr. Rajan must ensure compliance with Ind AS while presenting a fair and accurate

financial picture.

Critical Thinking Question: If you were Mr. Rajan, how would you address these accounting
challenges while maintaining ethical financial reporting and compliance with Ind AS? Provide a

structured approach for each issue, justifying your decisions.
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9.1 Ind AS 1: Presentation of Financial Statement

Indian Accounting Standard (IND AS) 1, “Presentation of Financial Statements,” sets out the requirements for
the presentation of general-purpose financial statements, ensuring comparability across different reporting
periods and entities. It outlines the structure, content, and minimum requirements for financial statements

prepared in accordance with IND AS.

Objective
The primary objective of IND AS 1 is to ensure that financial statements provide information about an entity’s
financial position, performance, and cash flows that is useful for decision-making by investors, lenders, and
other stakeholders.
Scope

e Applies to all general-purpose financial statements prepared in accordance with IND AS.

e Does not apply to condensed interim financial statements (covered by IND AS 34).

e Specific formats may be prescribed by regulatory authorities like the Companies Act, 2013.

Key Components of Financial Statements under IND AS 1

IND AS 1 requires the following complete set of financial statements:

Balance Sheet (Statement of Financial Position)

Statement of Profit and Loss, including Other Comprehensive Income (OCI)
Statement of Changes in Equity (SOCIE)

Statement of Cash Flows (as per IND AS 7)

A e

Notes to Financial Statements, including significant accounting policies
6. Comparative Information for prior periods
Entities may also present an additional third balance sheet (opening balance sheet) in certain situations, such

as restatements due to retrospective application of an accounting policy.

Fundamental Principles

e  Fair Presentation & Compliance with IND AS: Financial statements must fairly present the financial

position and performance of an entity.Compliance with all applicable IND AS is mandatory.

¢ Going Concern Assumption: Financial statements should be prepared on a going concern basis unless

management intends to liquidate the entity or cease operations.
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e Accrual Basis of Accounting: Financial statements (except cash flow statements) should be prepared
on an accrual basis.

e Materiality & Aggregation: Items must be presented separately if they are material to the financial
statements.Immaterial items may be aggregated.

o Offsetting: Assets and liabilities, or income and expenses, should not be offset unless IND AS permits.

e Comparative Information: At least one prior year’s financial information must be disclosed for
comparison.

e Consistency in Presentation: The format of financial statements must remain constant unless a change

is required by IND AS or improves the clarity of financial reporting.

Structure & Content of Financial Statements
1. Balance Sheet (Statement of Financial Position)
=> C(lassification of assets and liabilities into current and non-current.
=> Minimum line items include:
€ Property, Plant, and Equipment (PPE)
4 Intangible Assets
€ Investments
€ Trade Receivables & Payables
€ Borrowings
€ Equity (Share Capital & Reserves)
2. Statement of Profit and Loss (Including OCI)
=> Profit or Loss Section: Revenue, Expenses, Finance Costs, Tax
=> Other Comprehensive Income (OCI): Items that do not go directly into profit or loss,
such as:
4 Remeasurement of Defined Benefit Plans
€ Gains/Losses on Cash Flow Hedges
4 Foreign Currency Translation Adjustments
3. Statement of Changes in Equity (SOCIE)

e Presents changes in equity components (Share Capital, Reserves, Retained Earnings)

during the period.
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4. Statement of Cash Flows
e Prepared using IND AS 7 (Direct or Indirect method).
5. Notes to Financial Statements

e Includes accounting policies, significant judgments, and additional explanations.

Disclosure Requirements
e Judgments & Estimates used in applying accounting policies.
e Dividends declared after the reporting period but before financial statements are issued.

e Nature & purpose of reserves within equity.

Did You Know? RS
N

e Unlike its international counterpart IAS 1, which allows vuaues 0 present
profit and loss in either a single statement or two separate statements, Ind
AS 1 mandates the use of a single statement approach.

e Ind AS 1 requires entities to classify expenses based on their nature (e.g.,
raw materials, staffing costs) rather than their function (e.g., cost of sales,
administrative expenses), which is an option permitted under IAS 1.

9.2 Ind AS 2: Inventories

Indian Accounting Standard (IND AS) 2, titled “Inventories,” governs the accounting treatment of
inventoriesto ensure accurate valuation and financial reporting. It provides guidance on how to determine the
cost of inventories, their subsequent recognition as an expense, and any write-downs to their net realizable
value (NRV).

Objective

The primary objective of IND AS 2 is to ensure that inventories are valued accurately and reported in the
financial statements at the lower of cost and net realizable value (NRV). The goal is to prevent overstatement
of inventory values and ensure that inventory costs are matched against the revenue they generate.

Scope of IND AS 2

Applicable To:

=> All inventories, including:
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Raw materials
Work-in-progress (WIP)
Finished goods

* & ¢ o

Stores and spares
€ Traded goods held for resale
= Exclusions (Not Covered by IND AS 2):
€ Work-in-progress related to construction contracts (covered under IND AS 11).
4 Financial instruments (stocks, bonds, derivatives, etc.) (covered under IND AS
32,107, 109).
® Biological assets (like livestock, crops) and agricultural produce (covered under

IND AS 41).

Definition of Inventory
According to IND AS 2, inventories are assets that:
e Are held for sale in the normal course of business (e.g., finished goods).
e Are in the process of production for such sale (e.g., work-in-progress).
e Are held as materials or supplies to be consumed in production or in providing services

(e.g., raw materials).

Measurement of Inventories
Inventories must be valued at the LOWER of:
1. Cost (acquisition cost + conversion cost + other relevant costs)
2. Net Realizable Value (NRV) (estimated selling price minus costs to complete and sell)
1. Components of Inventory Cost
A. The cost of inventories includes:
e Purchase cost — Includes invoice price, import duties, transport, handling, and non-
recoverable taxes.
e Conversion cost — Includes direct labor, factory overheads, and fixed production costs.

e Other costs — Includes abnormal loss handling, storage costs (if essential for

production), and administrative costs (if related to inventory management).
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B. Costs EXCLUDED from Inventory Valuation
Not included in inventory cost:
e Abnormal waste during production.
e Storage costs (unless required for production).
e Selling and distribution costs.
e General administrative overheads unrelated to production.
e Interest and borrowing costs (except in limited cases where inventories are qualifying

assets under IND AS 23).

2. Inventory Valuation Methods (Cost Formulas)
IND AS 2 allows the following methods to determine inventory cost:
e First-In, First-Out (FIFO) — The oldest inventory is used first, and the latest purchases
remain in stock.
o Weighted Average Cost (WAC) — The cost of inventory is calculated by averaging all
purchase costs over time.
e Last-In, First-Out (LIFO) is NOT allowed under IND AS 2 because it can distort

inventory valuation and financial performance.

3. Net Realizable Value (NRYV)
NRYV = Estimated Selling Price — Costs to Complete — Costs to Sell
NRYV Adjustments:
e IfNRV < Cost, inventory is written down to NRV.
e IfNRV increases in a later period, the previously written-down inventory value can be
reversed (unlike in Indian GAAP, where such reversals were not allowed).
Example:

e A company holds inventory with a cost of 3500,000.

e The expected selling price is 550,000, but costs to complete and sell are X100,000.

e NRV =3550,000 - 100,000 = %450,000.

e Since NRV (%450,000) is lower than cost (3500,000), the inventory should be written
down to %450,000.
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Recognition of Inventory in Financial Statements
e When inventory is sold, its cost is recorded as Cost of Goods Sold (COGS) in the
Statement of Profit & Loss.
e Any inventory write-downs due to NRV reduction are also recognized as an expense.

e Ifa write-down is reversed, it is recorded as an income in the period of reversal.

Disclosure Requirements in Financial Statements
Companies must disclose the following in their financial statements:
e Accounting policies used for inventory valuation.
e Breakdown of inventory categories (Raw Material, WIP, Finished Goods, etc.).
e Cost formulas used (FIFO or WAC).
e Amount of inventory write-downs and any reversals, if applicable.

e Circumstances that led to inventory write-downs (e.g., obsolete stock).

1
Digital Read LN —

Scan the QR Code to Read!
Das, K., & Das Mohapatra, A. (2020). Impact of
Indian Accounting Standards(Ind-AS) on financial
statements: An assessment. Espacios, 41(August),
183-199.

9.3 Ind AS 16: Property, Plant, and Equipment (PPE)

Indian Accounting Standard (IND AS) 16, "Property, Plant, and Equipment (PPE)," prescribes the accounting
treatment for tangible fixed assets to ensure their proper recognition, measurement, depreciation, and
derecognition. The standard aims to ensure that PPE is accurately recorded and reported in financial

statements, reflecting the economic benefits they provide over time.

Objective
The objective of IND AS 16 is to provide guidance on:

e Recognition of property, plant, and equipment (PPE).
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e Measurement of the cost of PPE at initial recognition.
e Subsequent measurement, including depreciation and revaluation.

e Disclosures regarding PPE in financial statements.

Scope
Applicable To:
IND AS 16 applies to all tangible fixed assets, including:
e Land and Buildings
e Machinery and Equipment
e Furniture and Fixtures
e Vehicles
e Computers and Office Equipment
e Leaschold Improvements
Exclusions (Not Covered by IND AS 16):
e Assets classified as investment property (covered under IND AS 40).
e Biological assets (covered under IND AS 41).

e Mineral rights, exploration, and extraction assets (covered under IND AS 106).

Recognition of PPE
An item of PPE is recognized as an asset if:
1. Itis probable that future economic benefits associated with the asset will flow to the
entity.

2. The cost of the asset can be measured reliably.

Initial Recognition of PPE (At Cost)
=> At the time of purchase, PPE is recorded at cost, which includes:
€ Purchase price (including import duties and taxes).
€ Direct costs necessary to bring the asset to its intended use (e.g., installation,
testing, site preparation).

€ Borrowing costs (if the asset qualifies under IND AS 23).

-> Costs Excluded from PPE Valuation:
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€ Abnormal costs incurred during construction.
€ Start-up costs (unless necessary for asset functioning).
€ Administration and overhead costs (unless directly attributable).

€ Repairs and maintenance (these are expensed when incurred).

Subsequent Measurement of PPE

After initial recognition, PPE can be measured using either of the two models:

Method Description

Cost Model PPE is carried at cost minus accumulated depreciation and impairment
losses.

Revaluation PPE is carried at fair value, revalued periodically, minus depreciation

Model and impairment losses.

If a company chooses the revaluation model, it must revalue all assets in the same class at the same

time and recognize revaluation surplus in Other Comprehensive Income (OCI).

Depreciation of PPE
Depreciation is the systematic allocation of the cost of an asset over its useful life.
Key Points:
e Depreciation starts when the asset is available for use.
e Depreciation ceases when the asset is derecognized or classified as held for sale.
The depreciation method should reflect how the asset's future economic benefits are consumed.
Depreciation Methods Allowed Under IND AS 16:
e Straight-Line Method (SLM): Equal depreciation over the asset’s life.
e Written Down Value (WDV) Method: Higher depreciation in earlier years.
e Units of Production Method: Based on actual usage/output of the asset.

Useful life and residual value must be reviewed at least annually and adjusted if necessary.

Impairment of PPE
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e Ifthe carrying amount of PPE exceeds its recoverable amount, an impairment loss is
recognized.
e The recoverable amount is the higher of:
1. Fair value less costs to sell
2. Value in use (discounted future cash flows from the asset)

If the reason for impairment no longer exists, impairment losses can be reversed (except for goodwill).

Derecognition of PPE
e PPE is derecognized (removed from books) when:
e The asset is disposed of (sold, scrapped, or exchanged).
e The asset is no longer expected to provide future economic benefits.

Any gain or loss on derecognition is recognized in the Statement of Profit & Loss.

Disclosures in Financial Statements
A company must disclose:
e Measurement basis used for PPE (cost or revaluation).
e Depreciation methods and useful lives of assets.
e Gross and net carrying amount of assets.
e Reconciliation of opening and closing balances, including additions, disposals,
depreciation, and impairments.
e Details of revaluation surplus, if applicable.

e Restrictions on the title of PPE (e.g., assets pledged as security).

9.4 Ind AS 8: Accounting Policies, Changes in Accounting Estimates, and Errors
Indian Accounting Standard (IND AS) 8, "Accounting Policies, Changes in Accounting Estimates, and
Errors," provides guidance on:

e Selection and application of accounting policies.
e Treatment of changes in accounting estimates.
e Correction of errors in financial statements.

The objective of this standard is to ensure that financial statements provide reliable, consistent, and

comparable information over time.
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Scope
IND AS 8 applies to:
e All entities preparing financial statements under IND AS.
e (Changes in accounting policies that impact financial reporting.
e Changes in accounting estimates due to new information.
e Correction of material errors from previous periods.
Exclusions:
This standard does not apply to:
e Changes in accounting policies specified by other IND AS (e.g., IND AS 115 for
Revenue Recognition).

e Errors caused by fraudulent financial reporting (covered under governance regulations).

1. Accounting Policies
Definition:
Accounting policies are specific principles, bases, conventions, rules, and practices applied by an entity in
preparing and presenting financial statements.
Selection of Accounting Policies
An entity must select accounting policies that comply with IND AS requirements. If no specific IND AS
applies to a transaction, management should develop a policy that:
e Ensures faithful representation of financial information.
e [s consistent with similar industry practices.
e Follows the Framework for Financial Reporting set by IND AS.
Hierarchy for Selecting Accounting Policies (if no specific IND AS exists)
1. Apply existing IND AS that relates to similar issues.
2. Refer to the IND AS Framework for Financial Reporting.
3. Use accounting principles from other IFRS/GAAPs, if consistent with IND AS.

2. Changes in Accounting Policies

A company can change an accounting policy only if:
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e [tisrequired by a new IND AS.

e [t improves the relevance and reliability of financial statements.

Example of Acceptable Change:
A company switches from the Weighted Average Cost (WAC) method to the FIFO method for inventory

valuation because FIFO provides better financial representation.

Example of NOT Allowed Change:
A company shifts from FIFO to LIFO simply to lower its tax liability (LIFO is also not permitted under IND
AS).
Treatment of Changes in Accounting Policies
= Retrospective Application:
€ The new accounting policy must be applied to all past periods as if it had always
been in place.
® Ifretrospective application is impractical, apply the new policy from the earliest
possible period.
€ Adjust opening retained earnings for the earliest presented period.
Example:
A company previously recognized revenue on a cash basis but now applies accrual-based revenue

recognition. It must adjust past revenues and profits to reflect the new method.

3. Changes in Accounting Estimates
Definition: Accounting estimates are adjustments to amounts based on new information or experience.
Examples of Accounting Estimates:

e Useful life and residual value of assets.

e Bad debt provisions for receivables.

e Warranty provisions.

o Fair value of financial instruments.

Treatment of Changes in Accounting Estimates

=> Prospective Application:
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4 Changes in estimates affect only the current and future periods.

€ No retrospective adjustment is required in previous financial statements.
Example:

A company previously estimated that a machine had a useful life of 10 years but later revises it to 8 years
based on new technical assessments. The remaining depreciation will be adjusted prospectively without

altering past financial statements.

4. Correction of Errors
Errors include:

1. Mathematical mistakes.
Misapplication of accounting policies.

Omissions or incorrect estimates.

> » b

Fraud or manipulation.

Treatment of Material Errors

=> Prior Period Adjustment (Retrospective Correction):
€ Errors must be corrected retrospectively by restating prior financial statements.
€ Adjust opening balances of retained earnings in the earliest reported period.
& If full retrospective restatement is impractical, apply adjustments from the
earliest feasible period.
Example:
A company discovers in 2024 that revenue from a major contract was incorrectly recognized in 2023 instead
of 2024. The company must:
1. Restate 2023 financial statements.
2. Adjust retained earnings at the start of 2024.
If the error is NOT material, the correction can be made in the current period’s financial statements rather

than restating previous ones.

Disclosures Required Under IND AS 8

=> For Changes in Accounting Policies:

€ Nature of the change.
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# Justification for the change.

€ Retrospective adjustments to financial statements.

- For Changes in Accounting Estimates:

-

€ Description of the change.

€ Impact on financial statements (if material).
For Correction of Errors:

€ Nature of the error.

4 Financial impact on prior periods.

€ Adjustments made to retain earnings.

9.5 Ind AS 38: Accounting Policies, Changes in Accounting Estimates, and Errors

Indian Accounting Standard (IND AS 38) prescribes the recognition, measurement, and disclosure of

intangible assets in financial statements. It ensures that intangible assets are recorded accurately, amortized

properly, and disclosed transparently in financial statements.

Objective

The objective of IND AS 38 is to:

1.

Define intangible assets and establish criteria for their recognition.
Provide guidelines for initial and subsequent measurement of intangible assets.
Ensure appropriate amortization and impairment testing.

Establish disclosure requirements to enhance financial transparency.

2.

3.

4.
Scope
Applicable to:

IND AS 38 applies to all intangible assets, including:

Patents, trademarks, copyrights
Franchises and licenses

Software and website development costs
Brand names and customer lists

Research and development (R&D) costs

Goodwill (only in terms of impairment, as it is recognized under IND AS 103)
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Exclusions (Not Covered by IND AS 38):
1. Financial assets (covered under IND AS 32, 107, 109)
2. Exploration and evaluation of minerals (covered under IND AS 106)
3. Deferred tax assets (covered under IND AS 12)

4. Goodwill acquired in a business combination (covered under IND AS 103)

Definition of Intangible Assets
An intangible asset is a non-monetary, identifiable asset without physical substance that:
e I[s controlled by the entity as a result of past events.
e Will generate future economic benefits.
e (an be measured reliably at cost.
Example: A company purchasing software for X10 lakh records it as an intangible asset if it is expected to
provide future economic benefits.

If an asset does not meet these criteria, it must be expensed immediately.

Recognition of Intangible Assets
An intangible asset is recognized when both conditions are met:
e Future economic benefits are probable.
e The cost of the asset can be reliably measured.
When Should an Intangible Asset NOT Be Recognized?
1. If'the asset cannot be separated or transferred (e.g., internally generated goodwill).
2. If future benefits are uncertain (e.g., unsuccessful R&D projects).
3. If'the cost cannot be reliably measured (e.g., employee training).
Example:
A pharmaceutical company spends 50 crores developing a new drug. If the drug passes clinical trials and is

expected to generate revenue, it can be capitalized as an intangible asset. Otherwise, it is expensive.

Measurement of Intangible Assets
1. Initial Measurement

At the time of acquisition, an intangible asset is measured at cost, which includes:

e Purchase price (including duties and non-refundable taxes).
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e Directly attributable costs (legal fees, registration, consulting).

e Costs to prepare the asset for use.
Example: A company purchases a patent for X10 lakh and pays 22 lakh in legal fees.
The total cost of the intangible asset is X12 lakh.

2. Subsequent Measurement

After initial recognition, an entity can choose either:

Method Description

Cost Model Asset is carried at cost less amortization and impairment losses.
Revaluation Asset is carried at fair value, revalued periodically, less amortization
Model and impairment losses.

The Revaluation Model is only allowed if fair value can be determined reliably.

Amortization of Intangible Assets
1. Finite-Life Intangible Assets
e Amortized over their useful life.
e Amortization begins when the asset is available for use.

e Residual value is assumed to be zero unless a third party commits to buy the asset.

Example: A company develops software for 20 lakh with a useful life of 5 years.
Annual amortization = %20 lakh + 5 = ¥4 lakh per year.

2. Indefinite-Life Intangible Assets
e Not amortized but tested for impairment annually.
e Examples: Brand names, goodwill, licenses with indefinite validity.

Example: Coca-Cola’s brand name is considered an indefinite-life asset and is not amortized, but its value is

tested for impairment.
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Impairment of Intangible Assets
e An impairment test is required if there are indications that the asset’s value has
declined.
e Indefinite-life intangible assets and goodwill must be tested annually for impairment.
e The impairment loss is recorded in the Statement of Profit & Loss.
Example: A company buys a patent for I5 crore but later discovers competitors launched a better

technology, reducing its market value to 32 crore.

Impairment loss = X5 crore — X2 crore = X3 crore (recorded as an expense).

Derecognition of Intangible Assets
An intangible asset is derecognized (removed from books) when:
e [tis sold or disposed of.
e It no longer generates future economic benefits.
Example: A company sells a trademark for 10 lakh after fully amortizing it. The amount received is

recorded as a gain in the Profit & Loss statement.

Disclosures Required in Financial Statements
A company must disclose:

1. Carrying an amount of intangible assets.
Useful life and amortization method.
Impairment losses and reversals.

Revaluation details (if revaluation model is used).

w»oe wN

Details of internally generated intangible assets.

9.6 Ind AS 115: Revenue from Contracts with Customers

Indian Accounting Standard (IND AS 115), “Revenue from Contracts with Customers,” provides a

comprehensive framework for recognizing revenue in financial statements. It replaces previous revenue

recognition standards (IND AS 11 & IND AS 18) and establishes a five-step model for revenue recognition.
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Objective
The main objective of IND AS 115 is to ensure that revenue recognition:
e Reflects the transfer of goods or services to customers.
e Represents the amount of consideration the company expects to receive.
e Recognizes revenue when performance obligations are met.
Scope
Applies To:
IND AS 115 applies to all contracts with customers, including:
e Sale of goods.
e Sale of services.
e Licensing (software, IP rights).
e Construction contracts.
e Franchise arrangements.
Exclusions (Not Covered by IND AS 115):
e [Lease contracts (IND AS 116).
e Insurance contracts (IND AS 104).
e Financial instruments (IND AS 109).

e Non-monetary exchanges between entities in the same industry.

Five-Step Model for Revenue Recognition

IND AS 115 introduces a five-step approach to recognize revenue:

Step 1: Identify the Contract with the Customer
A contract must meet the following criteria:
e It has commercial substance.
e Both parties have approved the agreement.

e Payment terms are clearly defined.

e There is a probable expectation of collecting consideration.
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Example:
A company signs a X5 crore contract to provide IT services over three years. Since all criteria are
met, it qualifies as a contract under IND AS 115.
Step 2: Identify Performance Obligations
Performance obligations are distinct goods or services promised in the contract.
e A good/service is distinct if the customer can benefit from it separately.
e If multiple services are bundled, they must be evaluated separately or as one combined
obligation.
Example:
A telecom company sells:
1. A mobile phone (delivered immediately).
2. A one-year data plan (provided over 12 months).
These are two separate performance obligations: revenue for the phone is recognized immediately, while the

data plan is recognized over time.

Step 3: Determine the Transaction Price
The transaction price is the amount expected in exchange for fulfilling obligations.
e Fixed Consideration — Fixed price agreed upon in the contract.
e Variable Consideration — Bonuses, discounts, refunds (estimate using probability-
weighted methods).
e Significant Financing Component — If payment is deferred, interest must be factored in.

e Non-Cash Consideration — Barter arrangements, stocks, or other assets.

Example:
A construction company agrees to build a shopping mall for X50 crore, with an incentive of X5 crore for
early completion. The expected transaction price could be:

%50 crore (fixed) + %3 crore (probable bonus) = X53 crore.

Step 4: Allocate the Transaction Price to Performance Obligations

If a contract has multiple performance obligations, the transaction price is allocated based on:

e Standalone Selling Prices (SSP) of each component.
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e Relative fair value if SSP is not available.
Example:
A software company sells:
1. A software license for X80,000.
2. One-year tech support for 220,000.
3. A bundled discount (290,000 instead of X1,00,000).
Revenue allocation:
e Software license = (280,000 / X1,00,000) x 290,000 = X72,000.
e Tech support = (320,000 / X1,00,000) x 290,000 = X18,000.

Step 5: Recognize Revenue When (or As) Performance Obligations Are Satisfied
Revenue is recognized:

e Ata point in time (if control transfers immediately, e.g., product sales).

e Over time (if the service is continuous, e.g., subscription services, long-term contracts).
Example:

e A retailer selling a product recognizes revenue immediately when the customer takes

delivery.
e A construction company building a bridge over two years recognizes revenue

progressively based on project completion.

Contract Modifications

If a contract i1s modified (e.g., additional work added), the modification is treated as:
® A separate contract (if new performance obligations exist).
e An adjustment to the existing contract (if changes are integrated into the original

contract).

Example:

A builder agrees to construct 5 buildings for X100 crore. Later, the client requests 2 more buildings.
e Ifthe new buildings are priced separately at market rates, it’s a new contract.

e If the pricing is blended with the original contract, it’s an adjustment to the original

contract.
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Disclosures Required in Financial Statements
A company must disclose:
1. Breakdown of revenue sources (goods, services, contracts).
Opening and closing contract balances.
Performance obligations yet to be satisfied.

Transaction price allocation method.

w»ok »w N

Revenue recognized over time vs. point-in-time.

9.7 Ind AS 109: Financial Instruments

Indian Accounting Standard (Ind AS) 109, Financial Instruments, deals with the recognition, classification,
measurement, and impairment of financial instruments, including financial assets, financial liabilities, and
equity instruments.
Key Aspects of Ind AS 109:
1. Scope of Ind AS 109

e [t applies to all financial instruments except for interests in subsidiaries, associates, and joint

ventures accounted for under Ind AS 27, Ind AS 28, or Ind AS 110.
e Excludes rights and obligations under insurance contracts, lease liabilities, and employee

benefit plans.

2. Classification of Financial Instruments

Financial assets are classified into three categories based on the business model and contractual cash flow

characteristics:
Classification Measurement
Amortized Cost If the objective is to collect contractual cash flows
and cash flows represent solely principal and interest.
Fair Value through Other If the objective is to both collect contractual cash
Comprehensive Income (FVOCI) flows and sell financial assets.
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Fair Value through Profit or Loss If the asset does not meet the criteria for Amortized
(FVTPL) Cost or FVOCL

-> Financial liabilities are classified as:
€ Measured at amortized cost.
4 FVTPL (when held for trading or designated as such).

3. Initial and Subsequent Measurement
=> Initial Recognition: Financial instruments are recognized when the entity becomes a
party to the contract.

- Subsequent Measurement:
€ Financial assets at amortized cost: Effective Interest Rate (EIR) method.
€ Financial assets/liabilities at FVTPL: Measured at fair value with changes

recognized in the profit & loss.

€ Financial assets at FVOCI: Changes recognized in Other Comprehensive

Income (OCI).

4. Impairment of Financial Assets
e Ind AS 109 introduces the Expected Credit Loss (ECL) model, replacing the incurred
loss model.

e ECL is applicable to:

1. Loans, debt securities, trade receivables, lease receivables, financial guarantees,
and loan commitments.

e Three-stage impairment model:
1. Stage 1: 12-month ECL if credit risk has not significantly increased.
2. Stage 2: Lifetime ECL if credit risk has increased significantly.

3. Stage 3: Lifetime ECL with interest income recognized on net carrying amount.

5. Hedge Accounting
e Aligns hedge accounting with risk management practices.

e Types of hedges:

1. Fair Value Hedge: Gains/losses on hedging instruments recognized in P&L.
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2.

Cash Flow Hedge: Effective portion of gains/losses recognized in OCL

3. Net Investment Hedge: Hedges foreign operation investments.

Ind AS 109 provides a more principles-based and risk-focused approach to financial instruments. It ensures

better transparency, especially in impairment recognition through Expected Credit Loss (ECL), making

financial reporting more robust.
9.8 Ind AS 116: Leases

Ind AS 116, Leases, is the Indian Accounting Standard that prescribes the recognition, measurement,

presentation, and disclosure of lease transactions. It replaces Ind AS 17 and is aligned with IFRS 16.

1. Scope of Ind AS 116

= Applies to all leases, including subleases.

-> Exclusions:

*

*
*
*
*

Leases of biological assets.

Leases to explore or use non-regenerative resources.
Service concession arrangements.

Licenses of intellectual property (e.g., patents, films).

Rights under certain licensing agreements (e.g., motion pictures).

2. Definition of a Lease

A lease is a contract that:

e Conveys the right to control the use of an identified asset for a period of time.

e In exchange for consideration.

Control exists if:

e The lessee has the right to obtain substantially all economic benefits from the asset.

e The lessee has the right to direct the asset's use.

3. Accounting Treatment Under Ind AS 116

(a) Lessee Accounting — Single Model Approach

Ind AS 116 eliminates the distinction between operating and finance leases for lessees. Instead,

it introduces a Right-of-Use (ROU) asset model.

Lessee’s Accounting Steps:
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=> Initial Recognition:
4 Right-of-Use (ROU) Asset = Lease liability + Initial Direct Costs + Restoration
Costs.
® Lecase Liability = Present Value (PV) of lease payments discounted at the
lessee’s incremental borrowing rate.
=> Subsequent Measurement:
€ ROU Asset: Depreciated over the shorter lease term or asset’s useful life.
€ Lease Liability: Measured using the effective interest rate (EIR) method, with
interest expense recognized in P&L.
-> Exemptions for Lessees:
€ Short-term leases (less than equal to 12 months)
€ Low-value assets (e.g., laptops, furniture).

€ These leases can be expensed directly in P&L instead of capitalizing.

(b) Lessor Accounting — Dual Model Approach

The lessor still follows finance lease and operating lease classifications, similar to Ind AS 17.

Type Treatment

Finance Lease Recognizes a lease receivable and derecognizes the leased asset.

Operating Lease | Recognizes lease income on a straight-line basis.

4. Lease Modifications

=> If modification results in an additional right-of-use asset, it is treated as a separate
lease.
=> If modification changes the scope or consideration:
€ Adjust lease liability.
€ Adjust ROU assets accordingly.

5. Presentation and Disclosure
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e [Lessee: ROU asset presented separately from other assets, lease liabilities classified as
current and non-current.
e Lessor: Leased assets presented according to their classification.
Key Disclosures:
e Maturity analysis of lease liabilities.
e Nature of leasing activities.
e Variable lease payments and residual value guarantees.
6. Impact of Ind AS 116
=> For Lessees:
€ Balance sheet impact (higher assets and liabilities).
€ EBITDA increases (lease expense is replaced with depreciation & interest).
€ Front-loaded lease expenses (due to interest cost).
=> For Lessors:
€ No significant change in accounting treatment.

® Operating lease model remains.

Ind AS 116 significantly changes lessee accounting, requiring lease capitalization on the balance sheet,

impacting key financial metrics. It enhances transparency and comparability, aligning with global IFRS 16.

‘@
Did You Know? '\ —
| Did You Know? 8

v

e While international standards may allow the revaluation model for
investment properties, Ind AS 40 mandates that investment
properties be measured using the cost model after initial
recognition, prohibiting the use of the revaluation model.

e Ind AS 16 requires entities to depreciate significant parts of an asset
separately if they have different useful lives, a practice known as
component accounting, ensuring a more accurate allocation of
depreciation expenses.

9.9 Ind AS 40: Investment Property

Ind AS 40 provides guidelines for recognizing, measuring, presenting, and disclosing investment property in

financial statements.
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1. Scope of Ind AS 40
=> Applies to investment property, i.e., property held to:
€ Earn rentals, or
€ For capital appreciation, or both.
= Exclusions:
€ Property held for use in production or administrative purposes (Ind AS 16).
4 Property held for sale (Ind AS 105).

€ Biological assets and mining rights.

2. Definition of Investment Property
Investment property includes:

e Land or building (or part of it).

e Property under construction intended to be investment property.
It excludes:

e Property occupied by owner (owner-occupied property).

e Property used in ordinary course of business (inventory).

3. Recognition Criteria
An investment property is recognized when:
e [t is probable that future economic benefits will flow to the entity.

e The cost can be reliably measured.

4. Measurement under Ind AS 40
(a) Initial Recognition
=> Initially recognized at cost, which includes:
€ Purchase price.
€ Transaction costs (legal fees, taxes, commissions).

€ Directly attributable expenses (professional fees, renovation costs).

(b) Subsequent Measurement

e Ind AS 40 mandates Cost Model for subsequent measurement.
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e Unlike IAS 40 (IFRS), Fair Value Model is NOT permitted in India.

Measurement Model Treatment under Ind AS 40

Cost Model (Compulsory) | - Measure at cost less accumulated depreciation & impairment.
- Depreciation recognized in profit or loss.

- Impairment reviewed periodically (Ind AS 36).

Note: Under IFRS (IAS 40), entities have an option of using a fair value model, but Ind AS 40

prohibits it explicitly.

5. Transfers to and from Investment Property

Transfers to/from investment property are done only if there's a change in use.

Examples of evidence of change in use:

Change of Use

Transfer

Owner-occupied = Investment property

Ind AS 16 - Ind AS 40

Investment property = Owner-occupied

Ind AS 40 - Ind AS 16

Investment property - Inventory

Ind AS 40 - Ind AS 2

e Transfers occur at the carrying amount at the date of change.

6. Derecognition of Investment Property

Investment property is derecognized on:

e Disposal (sale).

e Permanent withdrawal from use (no future economic benefits expected).

Gain/Loss from derecognition:

e Recognized in profit or loss.
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e C(Calculated as:

Net Disposal Proceeds — Carrying Amount

7. Disclosure Requirements
Disclosures include:
e Accounting policy adopted.
e Reconciliation of carrying amounts (opening, additions, disposals, depreciation,
impairment).
e Methods of depreciation and useful life.
e Restrictions and contractual obligations.
e Amount recognized in profit or loss (rental income, direct operating expenses,

depreciation).

Knowledge Check 1 ’OI '—

Choose the correct option:

1. Under Ind AS 40, which of the following is classified as investment property?
A) Property held for administrative purposes
B) Property under construction intended to be an investment property
C) Biological assets and mining rights

2. How is investment property measured after initial recognition under Ind AS 40?
A) Fair Value Model
B) Cost Model
C) Revaluation Model

9.10 Summary
¢ Ind AS 1 ensures financial statements provide useful information about an entity’s financial position,
performance, and cash flows. It mandates compliance with fair presentation, going concern, accrual

accounting, and consistency in presentation. The required financial statements include the Balance

Sheet, Statement of Profit & Loss, Statement of Changes in Equity, Cash Flow Statement, and Notes.
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X/
L X4

Ind AS 2 governs inventory valuation at the lower of cost and net realizable value (NRV) to prevent
overstatement. It applies to raw materials, WIP, and finished goods, but excludes financial instruments
and biological assets. FIFO and Weighted Average methods are allowed, while LIFO is prohibited.

Ind AS 16 prescribes accounting for Property, Plant, and Equipment (PPE), including recognition,
depreciation, and impairment. PPE is measured initially at cost and subsequently using the cost or
revaluation model. Depreciation is allocated over useful life, and impairment occurs if carrying value
exceeds recoverable value.

Ind AS 8 deals with accounting policies, changes in estimates, and correction of errors. Changes in
policies are applied retrospectively, while estimated changes apply prospectively. Material errors require
prior period adjustments, ensuring reliable and consistent financial reporting.

Ind AS 38 covers the recognition and measurement of intangible assets such as patents, trademarks, and
software. Intangible assets must be identifiable, controlled, and measurable. Finite-life assets are
amortized, while indefinite-life assets are tested annually for impairment.

Ind AS 115 establishes a five-step revenue recognition model based on contract identification,
performance obligations, transaction price determination, allocation, and revenue recognition. It applies
to all customer contracts except leases, insurance, and financial instruments.

Ind AS 109 governs financial instruments, classifying them as Amortized Cost, FVOCI, or FVTPL. It
introduces the Expected Credit Loss (ECL) model for impairment. Hedge accounting aligns financial
reporting with risk management strategies.

Ind AS 116 eliminates the distinction between operating and finance leases for lessees. The Right-of-
Use (ROU) model requires lease liabilities and ROU assets on the balance sheet. Lease expenses shift
from rent to depreciation and interest, impacting EBITDA.

Ind AS 40 covers investment property, including land and buildings held for rental income or capital
appreciation. Initial recognition is at cost, and subsequent measurement follows the cost model.

Transfers between investment property and other asset categories occur at carrying value.

9.11 Key Terms

1.

Financial Statements: A set of reports (Balance Sheet, Profit & Loss, Cash Flow Statement, SOCIE,
and Notes) that provide information about an entity’s financial position, performance, and cash flows.

Going Concern Assumption: The assumption that an entity will continue its operations for the

foreseeable future without the need for liquidation or discontinuation.
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3.

Accrual Basis of Accounting: A method where revenues and expenses are recorded when they are
earned or incurred, rather than when cash is received or paid.

Materiality Principle: Financial information is considered material if its omission or misstatement
could influence the economic decisions of users.

Fair Value: The price that would be received to sell an asset or paid to transfer a liability in an orderly
transaction between market participants.

Depreciation: The systematic allocation of the cost of a tangible asset over its useful life to account for
wear and tear.

Amortization: The gradual reduction of an intangible asset’s value over time, similar to depreciation
but applied to non-physical assets like patents or trademarks.

Impairment of Assets: The reduction in an asset’s recoverable amount below its carrying value,
requiring the entity to recognize an impairment loss.

Revenue Recognition (Ind AS 115): Revenue is recognized when an entity satisfies performance

obligations in a contract by transferring goods or services to a customer.

. Expected Credit Loss (ECL) Model (Ind AS 109): A forward-looking model used to recognize

impairment losses on financial assets based on the expected probability of default.

. Right-of-Use (ROU) Asset (Ind AS 116): An asset representing a lessee’s right to use a leased asset for

the lease term, recorded in the balance sheet.

. Lease Liability (Ind AS 116): A liability recognized by the lessee for lease payments to be made over

the lease term, measured at the present value of future lease payments.

. Investment Property (Ind AS 40): Property held for earning rental income or capital appreciation

rather than for production or administrative use.

. Net Realizable Value (NRV) (Ind AS 2): The estimated selling price of inventory minus the estimated

costs required to complete and sell the inventory.

. Revaluation Model (Ind AS 16 & Ind AS 38): A method where assets are revalued to their fair value

periodically, with changes recorded in Other Comprehensive Income (OCI).

9.12 Descriptive Questions

1.

What is the purpose of Ind AS in financial reporting, and how does it ensure comparability across
entities?

Explain the key differences between Ind AS and IFRS. How does Ind AS accommodate Indian

regulatory requirements?
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3
4.

What are the key components of financial statements as per Ind AS 1?

Define the term "Going Concern" and explain its significance in the preparation of financial statements
under Ind AS 1.

How does Ind AS 1 ensure consistency in financial reporting across different periods?

Explain the cost formulas permitted under Ind AS 2 for inventory valuation. Why is the LIFO method
not allowed?

What is Net Realizable Value (NRV) in inventory valuation, and how is it determined under Ind AS 2?
Discuss the treatment of abnormal losses and borrowing costs in inventory valuation under Ind AS 2.

What are the recognition criteria for Property, Plant, and Equipment (PPE) under Ind AS 16?

. Explain the two models of subsequent measurement for PPE under Ind AS 16. How does the revaluation

model affect financial statements?

. How should an entity account for the depreciation of PPE, and what factors influence the choice of

depreciation method?

. What is the difference between a change in an accounting policy and a change in an accounting estimate

under Ind AS 8? Provide an example of each.

. How should an entity account for and disclose material errors discovered in previous financial

statements under Ind AS &8?

. What are the recognition criteria for an intangible asset under Ind AS 38? Provide an example of an

asset that qualifies and one that does not.

. How does Ind AS 38 distinguish between finite and indefinite-life intangible assets? What is the

treatment for each?

. Explain how impairment of intangible assets is accounted for under Ind AS 38.

. Outline the five-step model for revenue recognition under Ind AS 115. Provide an example of how a

company might apply this model.

. How should contract modifications be accounted for under Ind AS 115?
. Explain the three classifications of financial assets under Ind AS 109 and how they are measured.

. How does Ind AS 109's Expected Credit Loss (ECL) model differ from the previous incurred loss

model?
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Answers to Knowledge Check ’OI I—

Knowledge Check 1

1: B) Property under construction intended to be an investment

property
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9.14 Case Study

O

XYZ Ltd. is a mid-sized manufacturing company that prepares its financial statements in accordance

Ind AS Standards: Application and Challenges

with Ind AS. The company recently underwent a financial restructuring and faced various accounting
challenges related to different Ind AS standards. The company’s CFO has identified three major
accounting issues that require immediate resolution to ensure compliance with Ind AS and maintain

financial transparency.

Problem 1: Revenue Recognition under Ind AS 115
XYZ Ltd. entered into a contract with a client to supply machinery and maintenance services for 310
crores. The contract includes:
Machinery supply (%8 crores), to be delivered within 3 months.
Maintenance services (32 crores), to be provided over 2 years.
How should XYZ Ltd. recognize revenue under Ind AS 115: Revenue from Contracts with Customers?
Solution:
Step 1: Identify contract — The contract is valid as it meets Ind AS 115 requirements.
Step 2: Identify performance obligations — Two obligations exist:
Delivery of machinery (Point-in-time recognition).
Maintenance services (Over-time recognition).
Step 3: Determine the transaction price — X10 crores in total.
Step 4: Allocate transaction price:
Machinery: I8 crores
Maintenance: 2 crores
Step 5: Recognize revenue:
Machinery revenue of X8 crores when delivered.

Maintenance revenue of X2 crores recognized over 2 years on a straight-line basis.

Problem 2: Lease Accounting under Ind AS 116
XYZ Ltd. leases a factory from a property owner for 10 years, paying X1 crore annually. The agreement
requires capitalization under Ind AS 116.

How should XYZ Ltd. account for the lease in financial statements?
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Solution:
Recognize Right-of-Use (ROU) Asset and Lease Liability.
Calculate the Present Value (PV) of lease payments using a discount rate (e.g., 8%).
Recognize:
ROU Asset in the balance sheet.
Lease Liability at the PV of
Depreciate the ROU asset over 10 years.

Recognize interest expense on lease liability in P&L.

Problem 3: Inventory Valuation under Ind AS 2

XYZ Ltd. had raw materials worth %50 lakhs at the beginning of the year. Due to a decline in market
prices, the net realizable value (NRV) of the inventory fell to 340 lakhs.

How should XYZ Ltd. report this inventory in financial statements?

Solution:
e AsperInd AS 2, inventory should be valued at the lower of cost (50 lakhs) and NRV (%40
lakhs).

e The company should write down the inventory by 210 lakhs and recognize this as an expense in

P&L.If NRV increases in the future, a reversal of write-down is permitted.

Reflective Questions
1. Why is revenue from maintenance services recognized over time instead of at contract signing?
How does Ind AS 115 improve revenue recognition compared to earlier standards?
Why does Ind AS 116 require lease capitalization instead of treating it as rent expense?
What impact does lease capitalization have on EBITDA and financial ratios?
Why should inventory be written down when NRYV falls, even if the company hasn’t sold it yet?

How does Ind AS 2 ensure fair inventory valuation and prevent earnings manipulation?

N o o &~ 0w DD

What happens if NRV increases after an inventory write-down? Can the company reverse the
loss?
8. What risks do companies face in determining the discount rate for lease liabilities?

9. How does treating leases as an asset/liability affect a company’s financial statements?




