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19.0 OBJECTIVES

After going through this Unit, you should be ableto:

e explaintheconcept d BaanceShest,

e describetheformatsand structured Balance Shest,

e dassfy different assets, liabilitiesand capital that appear in the Baance Sheet, and
o anaysethe BalanceShest.

19.1 INTRODUCTION

Fici al Statementsareuseful indicatorsd how abus nesshasbeendoing, whether it enjoys
a hedlthy financid position or not, and itsfinancid relationshipwith various partiesat any
particular time. It covers threeimportant documentsviz,, Balance Sheet, Profit and Loss
Account and Source and Application of Funds Statement. Inthis Unit you Wl learn the
concept and structured Balance Shest in detail.

192 BALANCE SHEET

A business organis-ﬂtion conveys financiad information to the users-through financid
statements and reports. A financia statement is nothing but collection of data organised .

according to logical and consistent accounting procedures. Accounting involves three
phases:

1) The recording of transactions in books of origind entry dso called journalising the
transactions.

2) Theclassificationof thesetransactionsin ledger.
3 Thesummarizationd theserecords.

The preparation o financid statements takes place in third phase of accounting process.
According to accounting view the Balance Sheet is « ¥t or summary of the balances of
various accounts after a formal closing of the books for a period. The balance df each
account indicates the postion o that account and, therefore, the Balance Sheet may be
regarded asamaster account or summary of the position of differ entaccounts.
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A BalanceSheet showson onesidethevarioussourcesfromwhichmoney usedinthebusiness
came. Thesesourcesconsist o the owner's capital, loanstaken from variouspartiesand the
amounts due to other partiesfor goods purchased, expensesincurred, and the profit made
in the business but not withdrawn. On the other side the Balance Sheet showsin what way
the money was used in the business. It consistsdf things possessed by it, such as permanent
assets, stock, cash and also amountsye to bereceived from other parties. A BalanceSheet
isa photographd the businessat any point of time.

In specificterm, the Balance Sheset:

i) indicatesthefinancia positiond abusinessason adateor at a point of time,

i) showsthe different sourcesfrom which money or money's worth was obtained for the
businessfromitsinception, and

iii} showsthe various forms in which money or money's worth has been employed in the
businessfrom itsinception.

In short, you should keep in mind the following important aspectsdf Balance Shest:

i) A Balance Sheet is dways prepared from the point of view o the firm, company or
business, and not from that of itsowners, creditors, directorsor employees.

i) Thefinancia positiond the businessis shownin the amount o variousassetslikeland,
buildings, machinery, stock in trade, cash or any other thingof vaue.

iii) Thefinancial relationship d the businessisshown:

e toitsownersintheamount d capita, reservesand undistributed profits,
e toitscreditorsin the amount o loansdue to them, and
e toitsdebtorsinthe amount duefrom them.

iv) A BalanceSheet dwaysrelatesto a particular point of timeor dateand not a period.

V) A BalanceSheet isdwaysexpressedintermsd money or money value,

vi) Sincetheamount obtained by thefirmfromvarioussourcesisshown on onesideand the
amount used for various purposes is shown on the other, the total money value on both
Sidesd the Balance Sheet mug be the same.

193 BASC CONCEPTS

A Baance Sheet is a financia statement that shows the financial position o afizm as on a
specific date, usudly on the close of the accounting period. The Balance Sheet contains
information about the resourcesand obligationsof a business enterprise. In accounting
language, it showstheassets, liabilitiesand equity for thefirm as on specific day.

Thelndian CompaniesAct 1956, requiresthat BalanceSheet should giveatrueand fair view
d thestate of affairsdf thecompany. Inadditiontothis, contentsand presentationd periodic
final accountsdof business are governed by basic accounting concepts. The conceptswhich
are central to the preparation d financia accountsand statementsare:

Going concern,
Entity Concept,
Consistency,
Prudence,

Accruas, and
Dual Aspect.

Going Cencern concept assumesthat the business entity shall continueto exist and operate
unlessthereisan evidence tothecontrary. Thishasanimportantimplicationfor theval uation



of assets and liabilities. Assets are normally carried in the books at their cost less
depreciation, and not at their liquidationvalue. Thisreflectsbetter vdued assets. Likewise,
liabilitiesaso reflect what the businessowns, not theliquidationvaue.

Consistency concept requiresthat the accounting treatment o items, in different periods,
should befollowed consistently.

Prudence (or conservatism) basisof accounts preparationrequires, that:
1) Profitswill not berecognised until they are realised.

2) Losseswill be recognised as soon as they are apparent even though they have not been
realised.

Therationaled thisconvention liesin consideringthe uncertainty o events.

Accruals (or matching) mean that income and the costs of earning that income should be
identified i.e. matched, when calculatingtheincomed aperiod. Costsand incomesare to
be recognised asincurred or earned — not when money ispaid or received.

Entity Concept: In accounting, a business enterpriseis considered to be a separate entity
than the owners. Therefore, transactionsare recorded from the view point o enterprise.
Accordingly, when financial statementsare prepared then the personal assetsor liabilitiesof
the ownersare not considered.

As per Dual Aspect concept, assets equal liabilities. Assetsindicate what business'owns
whileliabilitiesrefersto what businessowes. Theterm liabilitiesincludescapital and other
liabilitiesof thefirm

194 FORMS OF BALANCE SHEET

Asthe Balance Sheet conveysthefinancia postion of afirm, it should mentionthe name of
firm and datetownhichit applies. Thisistermedastheheading of BalanceSheet. TheBalance
Sheet can be prepared in the Conventional “I’ Form or report form. The Exhibit-1 below
showsthe Conventional ‘T? For m of a Balance Sheet.

Exhibit - 1
ABC Limited
Balance Sheet ason Dec. 31,1995,
Capital & Liabilities Amount Assets Amount
(Rs.) (Rs.)
Share Capitd 20,00,000 Fixed Assets 20,00,000
Land, Plant, Building,
Machinery etc.
Reserve & Surplus 4,00,00 Less Depreciation 2,00,000
18,00,000
LongTerm Loans:
Secured Loans 5,00,000
Unsecured Loans 1,00,000 Investments
(at cost) 7,00,000
Current Liabilities 2,00,000 Current Assets:
P_ro_visjon for Interest receivable
dividend 50,000 on Investments 10,000
Provision for Inventory 4,00,000
taxation 1,10,000

Debtors 2,00,000

Undersianding
Balance Sheet
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Cash and Bank

Balances 1,50,000

Advances 50,000

Other Assets 50,000
33,60,000 33,60,000

—
The aboveformof BaanceSheet iscaled T' Form asit lookslikethe English alphabet T'.
Onright sided thisform wefind assetsd firm and theleft side showstheliabilitiesd fum.

Exhibit-2 givesthe report form o balancesheet. Thisform of BadanceSheet isfollowedby
businessentitiesto report their financial position on aspecific date.

Exhibit - 2
ABC Limited
Balance Sheet as on December 31,1995.

(Rs.)
Funds Employed Land, Building, Plant and
Machinery 2,000
Less Depreciation _200

1,800
Investment (at cost) 700
Current Asts: (Rs.)
Interest Receivable 10
Inventory 400
Debtors 200
Cash and Bank Balance 150
Advances 50 810
LessCurrent Liabilities
and Provisons 360 360
Net Current Assets 450
Other Assets 50
Total Net Assets 3,000
Financed By:
Share Capita 2,000
Reserve and Surplus _400
Shareholder's.Equity 2,400
Non-Current Liabilities:
Secured Loans 500
Unsecured Loans 100 600
Total Capital Employed 3,000

Inthe T Form d balancesheet wefindthat the Assetssidesand Liabilitiessidesareequal.
Thisfollows from the accounting equation (Assets = Liabilities+ Equity).
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1) Identifyany two purposes of BalanceSheet.

.................................................

195 STRUCTURE OF BALANCE SHEET

TheBadanceSheet lists assets, liabilitiesand capital separately. It isan accepted convention
that the assats and liabilities are shown into sub-groupsand listed in the order o their
liquidity. Liquidity impliesthe length d time required to convert them into cash. Assets
which are likely to be convertedinto cash in the near future are grouped as current assets,
whereas assats which are held by a firmwith the intention o using them more or less
permanently fall into the category of fixed assats. Similarly, liabilitieswhich are due for
payment in the short run are termed ascurrent liabilitiesand ligbilitiesdue for payment for
more than one year (long term) are caled long-term liabilities. Let us now discussvarious
itemsd the Balance Shest.

-195.1 Assts

Assatsrepresents resourceswhich are o somevalueto thefirm. They have been acquired
as a specific monetary cost by the firm for the conduct of its operations. Assets may be
dassfiedas (i) FixedAssets, (i) Investments, (i) Current Assets, (iv) Other Assets.

1) Fixed Asss

Al those assetswhich are held by afirm with theintention d using them more or less
‘permanently for producinggoods and servicesor for other regular usein business are
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called fixed assets. Fixed assets are tangible, relatively long lived items owned by the
business. The benefit of these assetsare availablencot only in the accounting periodin
which the cogt isincurredbut over severa accounting periods. Examplesof fmed assets
include- Land, Buildings, Plant and M achinery, M otor vehicles, Equipments, Furnitures
and Fixturesetc. The fixed assetsare shown in BalanceSheet at their original cost. This
is referred as Gross Block. From this accumulated depreciation on all thefixed assets
till date is substracted. The Gross Block less accumulated depreci ation gives the Net
block. Beforegoing to the another types of asset let usfirst discuss the meaning and
methodsdf depreciation.

Depreciation

Depreciationrepresentsfallin valued fixed asset asaresult of itsuse. Thisfal invaue
may be due to wear and tear or technologica obsolescence. Thisappliesto dl assets
except land. An equipment becomes obsolete when the technology or method of
production used by it become outdated due to availability of newer equipments and
method o production. The obsoleteequipmentsare avoided for the purposed business
profitability. Thefmed assetson Balance Sheet are shown &t their net values. Thereare
several methodsfor calculation d depreciation. Theimportant methodswhich are used
for this include straight line method and reducing balance method.

i) Straight LineMethod

Under this method, the depreciation is charged on a uniform basis, considering
the effective life o the assat and its residual vaue. For example, suppose a
machine is purchased for Rs. 50,000in 1980 expecting to have a useful life of 5
years. Assuming the residual vaued machine after a period d 5 yearsshall be
nil, the depreciation for each year shall be Rs. 50,000/5 = Rs. 10,000 a year.

ii) ReducingBalance Method

I n reducing balancemethod afmed percentaged the asset valueat thebeginning
o theyear iswrittendff (i.e. deducted) asdepreciationevery year. Assumingthat
thesamemachineasabove, hasto bewritten off at 30% per annum, thedeprecia-
tionfor diierent yearsshadl beas

Year Value at i Depreciation Value at
Beginning | End
1) 50,000 15,000 35,000
2) 35,000 10,500 24,500
3) 24,500 7,350 17,150
4) 17.150 | 5145 12,005
5) 12,005 3,601.50 | 8,403.5

In case of reducingbalance'method o depreciation, the percentage should be
fmed such that at the end of expectedlife d asset, itsbook vaueis reduced to a
sufficiently low figure which would represent the residual vaue.

A firm may chooseeither thestraightlinemethod or reducingbal ancemethod of depreciation
for fmed assets. The method once chosen should befollowed in subsequent years. However,
if changein method of charging depreciationis made, it should beinformed in the Balance

Sheet. Theincometax act providesfor depreciationallowancecal culated only on reducing
bal ance method.

I nvestments

Investments represent the amount invested by a firm in long term securities like shares,
debentures and bonds o other firms or government bodies for profits or control. These
investments are held for a period greater than one accounting period. The investmentsin
the balance sheet are shown at actual cost or market vaue or the lesser of two depending
upon the policy adopted.



2) E:urrentAssets

Current assets are the resources of afirm which are either held in the form of cash or
expected to be converted in to cash within the accounting period or the operatingcyde
o business. The accounting period isnormally oneyear. Theoperatingcycleisthetime
period taken to convert cash into inventory, selliig inventory and convert receivables
(debtors) into cash. The componentsd current assetsincludes.

Cash,

Marketablesecurities,

L oans, Advances and Prepayments,

Sundry debtors or accounts receivables, and

Inventory.

Let usnow discuss them in detail:

Cash: Cash refers to currency (legal tender), cheque or any other document that
circulatesascash. It consstsdf funds that are immediately available for disbursement.
It isthe mogt liquid among current assets. It includesthetotal d cashin hand and in
banks.

MarketableSecurities: These areinvestments madehy afirmin sharesand debentures
d corporationsand other securitiesdf relaively short period of time. Theseincludes
securitieslike treasury hills, notes, certificatesd deposit and temporary investment o
excesscash. Theseare valued a cost or current sale vaue, whichever islower. These
securitiescan be sold and bought on a stock exchange.

Notes Receivable  These representspromissory notes which a borrower or customer
makesto pay specified amount on specific day.

Accounts Receivable:  Accounts receivable are amounts owed to the company by
debtors. In Baance Sheet you will alsofind the term sundry debtors which denotes the
amount owed to the firm. This represents the amount usudly arisng out of normal
commercia transactions. Infact, accounts receivables and sundry debtors represent
unpaid customer accounts. These are aso known as trade receivables, since they arise
out d norma trading transactions. Sometimesdebtors mey default and subsequently
become uncollectible. These losses are cadled bad debts. Debtors are shown in the
BalanceSheet at amount owed, lessan dlowancefor bad debts.

Inventory: Inventoryconsistsd stock of raw material's, work-in-progress, finishedgoods,
storesand spares. Inventory is usudly vaued on the basis of "lower d cost or market
price'. Invduinginventoryat lower d cost or market price, careshould betaken to see
that the valuation does not exceed the redlisable vaue or sdling pricein the ordinary
coursed business. Besidescurrent assets, other items of assetsside are:

Loan and Advances: Thisshows the amount loaned to employees, advancesgiven to
suppliersand depositsmade with other agencies.

Prepaid Items. In many sSituations, some d the items d expenses are usudly paid in
advancesuch asrent, taxes, subscriptions andinsurance. Theseprepaid items areshown

in the current assets because had these payments not been madein advance, they would
have been shown in the cash balance.

Deferred Charges.  Thisrepresczts the pre-payments stretching beyond one year and
<0 not classified as prepaid items.

Intangible Assets

IntangibleAssetsare assetsor thingsd vauewithout physical dimensions. They cannot
betouched. Goodwillistheglariig exampled intangibleassets. Goodwill reflectsthe
ability o afirmto earn profitsin excess o normal return. Other examplesare firm's
rights, patents, copy rights, trade marksetc. Theseare vauablefor thefirm.

Other Assets: Assets which cannot be included in any d the above categories are
grouped as other assets. They represent usudly deferred charges. Pre-payment for
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servicesor benefitsfor the period longer than the accounting period are referredto as
deferred charges.

19.5.2 Liabilities

Liabilities are dams o outsiders againgt the business or debts o thefirm They are the
amountsowed by the businessto peoplewho havelent money or provided goodsor services
oncredit. Liabilitiesare divided into current and long term lighility.

1) CurrentLiabilities

Current Liabilitiesaredebtsd firm payablewithinan accountingperiod. Currentassets
areused to pay current ligbilities. Currentliabilitiesincludecreditors, bill payable, bank
overdraft, tax payable, outstanding expensesand amount received in advancefor goods
or servicesto be supplied.

2) Long Term Liabilities

A mgor part o the funds required by a businessis obtained in the form d long term
loans. You should recall that long-term ligbilities are usudly for more than one year.
Theseliahilitiesmay be secured or unsecured.

i) Long term secured loans cover mortgages and noteswhere a building or other
assetsare pledged as specificcollateral for debt.

iiy Longtermunsecuredloans includenotesand bonds. Notes payebleare promis-
sory noteswith maturitiesin excessdf oneyear. When the note entersthefina
year, it istransferred to current liability.

Bonds are usudly sold to publicin debentureform. A debentureisalongterm
obligation o firmto pay interest and return principa sum as per agreement.
Debentureloan may be secured or unisecured.

1953 Equity

The funds provided in business by the owners is called equity. Equity represents the ,
ownership rightsin a company and arisesfrom severa sources. The contributiond owners
to the company'sf unds is known as sharecapital. There aretwo typesd shares.

1) Ordinary Shares
2) PreferenceShares

Preferencesharescarry theright of preferential treatment in regardto payment o dividends
over ordinary shareholders. Theterms d issue d preference shares usudly stipulate the
percentage of dividend payable. Once the preference dividend is paid, the residual profit
belongs to ordinary shareholders. Similar preferentia treatment is given in repayment of

capital.

The PreferenceShares may be cumulative and non- cumulative. \When the right to receive
dividend is cumulative, they are known as CumulaivePreference Shares. For example,if a
company does not earn sufficient profit in ayear to declaredividéhd, then the company may
skip payment of dividend that year, but in the corning yearswhen company makesprofit, the
cumulative dividend will have to be paid to the preferenceshareholders. The arrears o

‘cumulative preferencedividend have to be cleared before making any dividend payment to

ordinary sharehol ders. | n non-cumul ativesharehol ders, such right of cumulativepayment of
dividendisnot available.

Ancther type o Preference Shares may be Redeemable and Irredeemable. Redeemable
preference sharesare theone whichare paid back after astipulated period. The preference
shareswhich are not redeemable are known as | rredeemabl ePreferenceShares.

In casedf acompany therewill becertain additional itemsshownin the BalanceShest. These
arethefollowing:



Authorised Capital: This representsthe total amount o share capital which the company
can raise through issue of shares. This amount is specified in the Memorandum o

Association. Infixing theamount of authorised capital,the management hasto consider not
only theshort term requirement,but alsothelongterm needs. At any timethe company need
not issue al the sharescovered by theauthorised capital. However, if a company finds that
it requiresadditional capital ,whichisconstrained by theauthorisedcapital ,thenthecompany
first hasto modify it in the Memorandumd Association accordingto prescribed procedures.

Issued Capital: Issued capital istotal number d sharesissued by acompany sofar. Issued
capital is usudly less than authorised capital.

Subscribed Capital: When sharesareissued to the public, the total number of sharestaken
up by variousshareholdersisreferred as subscribed capital.

Paid-up Capital: Theapplicant for sharesissued by a company may not be required to pay
the entire amount at the time of application. The company may ask to pay in instalments.
Theactual amountaf moneywhich hasbeen paidhby thesharehol dersiscalled paid-upcapital.

19.54 Reservesand Surplus

Resarve and Surplusare profitswhich have been retained in the firm. There are two types
of reserves — revenue reserves and capital reserves. Revenue reserves represent
accumulated retained earnings from the profits of normal business operations. These are
held in various forms like general reserve, investment allowance reserve, dividend
equalization reserve, etc. Capital reservesariseout d gainswhichare not related tonormal
businessoperations. For example, premiumonissued sharesor gainon reval uation of assets.
Let uselaborate upon different typesd Reserves.

1) Capital Resrve

When the assetsdf a company are revalued to a higher vaue then than the present net
book vaue, difference between them is a notional gain and shown as Revaluation
Reserve. Revaluation Reserveis a capital reserve. A company is prohibited to pay
dividendsfrom the capital reserve:

2) SharePremium Account

Whenthesharesof a profitablecompany are offered to public, the company may decide
tooffer thesharesat apricehigher than par value. Alsoat timesthesharesmaybeissued
at discount. The shareswhen offered at premium, the amount of premium collected is
shown in a'Premium Account’. Dividend cannot be paid from this reserve,

3) General Reserve

The total earnings of a company after deducting dividends paid out and any losses
suffered, iscalled retained earnings. Retained earnings can be appropriated to create
reserves for such things as future declinesin inventory vaue, future plant expansion.
Sinking fund reserve or the retained earnings not transferred to any specific reserve
account is appropriated to general reserve. In other words, undistributed profit not
required to be transferred to any specific reserveaccount is usudly accumulatedin the
General Reserve Account.

196 ANALYSS OF BALANCE SHEET

Andyss o Baance Sheet of afirm may be conducted internaly or externaly. Ininterna
anaysistheanayst iswithin thefirmand hasaccessto thebooksdf accountsand other rel ated
information d business. Internal analysisis normally done by executives and employeesof
the firm. The government court agencieshaving regulatory and jurisdictional power also
resort to internal andyds. On the other hand, external andysisis done by those who are
outsidersto the firm i.e. investors, credit agencics, government agencies, etc. In external
andyss, the only dataavailableis the published Balance Sheet.

The analysis of Balarice Sheet can also beclassified asHorizontal or Vertical analyss. Let
usnow discussthemin brief. -
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Horizontal Analysis: \When the baance sheets for a number o years are reviewed and
analysed, we cal it horizontal andyss.

Vertical Andyss.  In thisanalysis, the quantitative relationship between different itemsd
aBaanceSheet pertaining to one accounting periodisworked out. Thisandysisisusefulin
comparingthe performanced different companiesbe ongingto the sameindustry.

Y ou may recall that the BalanceSheet showsthefinancial statusdf abusinessat agiven point
o time. Therefore, asafirst stepinandyssd BalanceSheet,we should seetheinformation
concerning the sourcesd funds. Let usconsider a portiondf BalanceSheet o afirm:

Liabilities Amount Assets Amount
(Rs.) (Rs.)

Total Non-current Tota Non-current

Liabilities 2,00,000 Assets 4,00,000

Tota current Tota current

Liabilities 1,00,000 Assets 1,00,000

Owner's Equity 2,00,000

Total Equities 5,00,000 Total Assets 5,00,000

From the abovefigures, wecan easily seethe sourcesd total capital of Rs. 5,00,000 invested
in business. Asset sidegivesinformation about the application of funds.

You should also remember that the Baance Sheet is used to measure the solvency and
liquiditydf afirm..The ability to meet the current obligationswhen due isknown assolvency.
Theahilityto raisecashquickly to,avoidinsolvency or for other purposesisknown asliquidity
position. Theshort term creditorsare mainlyinterestedin theliquidity positionor shortterm
solvency of firm. On the other hand, the long term radiatorslook for long term solvency o
fum. A firmshould ensurethat it does not suffer fromlack of liquidity and asoit should not
be highly liquid. If thefirm cannot meet due obligations, the creditorscan refuseto provide
further support. They can alsogoto court and legdly take over the businessto meet their
claims. Another important consideration in insolvency is, even if suppliersand lenderscan
give extratime, but the employees may not give.

Let usconsider acaseas

Assets (Rs.)
i) Land, Building, Plant and Machinery 10,00,000
ii)  Accumulated Dep. (3,00,000)
i) Inventory 5,00,000
iv) Cash Nil
Total Assets 12,00,000
Liabilities
Owner's Equity 10,00,000
Non-current Liabiity Nil
Other Current Liability 1,50,000
Wages payable 50,000
Total Equities 12,00,000

We can seefrom above, though the firm isinsolvent, but could land into trouble. Thefirm
haslow proportionof debt, sothat it canraisethefund easly, but supposethefirm could not
raiseit. The creditors may give someextratime, but the employees may ask for payment o
their back wagesimmediately. Hence, the business entity requiresto maintain adequate
liquidity for smooth operationsd the business. There are two important ratios which are
used to evaluatetheliquidity positiond thefirm. They are:



i) Current Ratio Understanding
Bal ance Sheet

il) Quick Ratio
Current Ratiois calculated by dividing the current assets by current liabilities:

Current Ratio =, Current Assets
Current Liabilities

Current Assetsincludesthose assetswhich can be convertedinto cash withinayear. Suchas
debtors, marketabl e securities, inventories, prepai d expenses.

Current liabilities include obligationswhich are likely to be matured within ayear. These
includecreditors, bill payable, accrued expenses, income tax liabilities, bank over draft, long
term debt maturingin current yesr.

TheCurrentratioisanindicator of thefirm's ability to promptly meet itsshort termliabilities.
Hence, it is used to assesstheshort term financial position. It showsthe number of timesthe
current assetsarein excessover current liabilities, 1t isgenerally accepted that current assets
should be two times the current liabilities. 1n such situation, the realisation from current
assetswill besufficient to pay the current ligbilitieson timeand enablethe firm to meet other
day to day expenses. Hence2:1 isconsidered a satisfactory ratio.

However, ratiodt 2:1 should be followed cautiously. Theliquidity positiond afirm depends
upon the composition o current assets and not their absolutevalues. For example, if the
inventoryformsa large part o current assets, it will take time to convert inventory into cash.

In such cases another ratio called Quick ratio is considered as a better mean of evauating
theliquidity position.

Liquid Ratio = Liquid Assets
Current Liabilities

Liguid Assetsincludescash, debtorsand hill receivable. Theinventory and prepai dexpenses
areincluded from current assets. Liquid ratioisworked out to test the short term liquidity
- of thefirminitscorrect form. Thevalue d 1:1 is considered fairly safe.

The working capital is also a measure o firm'sliquidity. It isdefined as excessdf current
assetsover current liabilities.

Long termcreditorsareinterested in thelong term financia strengthdf acompany. For this
purpose, they cal culate debt equity ratio. Thisratio reflectslongterm financial soundnessdf
thefirm. Theformulais

Debt equityratio = Longterm debt
Shar eholder sequity

Here debt meanslong term loansi.e. debenture, loan from long term financial ingtitutions.
Equity meanssharehol dersfunds,i.e. preferenceshare capital, equity share capital, reserves
lesslossesand fictitiousassets (like preliminary assets). Theratio d 2:1 isacceptable.

Check Your Progress-2

1) What isintangible asset?



m Financial 2) What do you mean by marketable securities? .

.................................................

4) Distinguish between:
a) Fixed Assets and Current Assets
b) Ordinary shares and Preference shares
c) Capital Reserve and General Reserve
........................................... e §
d) Current Ratio and Liquid Ratio



197 LET US SUM UP

i

BaanceSheetisoned thethreeimportant financid statementsprepared by abus nessentity.
It isasnapshot o financia position o entity on a specificdate. This statement showsthe
assets, liabilitiesand owner's contributionin company. Thevariousassetsand liability items
which generdly appear in a Baance Sheet have been mentioned in this Unit. Andysisd
Balance Sheet becomesessential to assessthefinancid postion o the business.

198 KEYWORDS .
I Assets - Assets are valuable economic resources owned or controlled by
firm havingfuture usefulness.
" Fixed Assets . Tangiblelong-livedasset havingauseful lifed morethanoneyear.
Current Assets - Current Assetsare acquired with an intention of convertingthem
into cash o within the operating cycle or current accounting
period.
Liabilities :  Liability refersto wha a businessowesto others(creditors).

Current Liabilities :  Theliabilities which duefor payment within a period of one year.

Owner's Equity 1 Thefundscontributed by ownersisreferred asowner's equity. It
dsoincludestheearning retained in business.

199 ANSWERSTO CHECK YOUR PROGRESSEXERCISES

Check Your Progress-1

1) ReadSec. 192
2) ReadSec. 192
3 SeeSec.191

Check Your Progress-2

1) ReadSub-sec.195.1.
2) SeeSub-sec.1951
3) Read Sub-sec. 19.53.

4) (8 ReadSub-sec.1951
(b) SeeSub-sec.1953.
() ReadSub-sec.1954.
(d) SeeSec.196.

Balance Sheet
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UNIT 20 PROFITABILITY ANALY3S

Structure

20.0 Objectives
20.1 Introduction
202 Cost VolumeProfit Analysis
20.21 Fixed Cost
20.2.2 VariableCost
20.23  Semi-vanableCost
2024  Assumptionsof Cost Volume Analysis
20.3 Break EvenPoint
20.4 Break Even Chart
20.5 Profit - VolumeRatio
20.6 Margind Safety
20.7 Cost Volume Profit Andyssfor aMulti Product Firm
20.8 Utility o Break Even Anaysis
209 LetUsSumUp
20.10 Keywords
20.11 Answersto Check Y our Progress Exercises

200 OBJECTIVES

After going through this Unit, you should be able to;

explain the conceptual framework of cost volume profit analyss,
discussthe utility of break even paint,

describethe usesd profit volumeratio,

calculate the CVPfor amulti product firm, and

point out the utility o break evenanadysis.

A1 INTRODUCTION

A businessenterprise sets up itsgoals/objectives and directsitseffortstowardsthefulfilment
of them. The primary or central objectived different enterprisesmay be as

1) A businessenterpriseseeksprofitsthat will providea socidly acceptablerate o return
on investment.

2) A Government enterprise attemptsto provideservices to the citizensat an acceptable
cost.

3 A non-profit organisation workstoward the satisfaction of a general or specificneed to
society.

The economic considerationsare of secondary importanceto the non-profit entity and this
may be true in certain circumstancesfor both the business type entity and the non- profit
entity. However,inmost of the cases, the economicfactorscannot beentirelyignored aslong
as resources are scarce in relation to human desire and needs. Profit is a signa for the
allocation o resourcesand ayardstick for judging managerial efficiency. The management
o afirm hasto decide upon the quantum of profitsand strive to achieve the target. Inthis
Unit, you will learn the concept of cost volume profit analyss. In thisconnectionbreak even
point, break even chart and profit volumeratio will be discussedin detail.



