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PREFACE

In the curricular structure introduced by this University for students of Posi-
Graduate degree programme, the opportunily to pursue Post-Graduate course in any
Subject introduced by this University is ¢qually available to all learners. Instead of
being guided by any presumption about ability level, it would perhaps stand to
reason if receptivity of a learner is judged in the course of the learning process.
That would be entively in keeping with the objcetives of open education which does
not believe in artificial differentiation.

Keeping this in view, study materials of the Post-Graduate level in dilferent
subjects are being prepared on the basis ol a well laid-out syllabus. The course
structure combines the best elements in the approved syllabi of Central and State
Universities in respective subjects. 1t has been so designed as to be upgradable with
the addition of new information as well as results of fresh thinking and analysis.

The accepted methodology of distance education has been followed in the
preparation of these study materials. Cooperation in every form of expericnced scholars
is indispensable for a work of this kind. We, therefore, owe an enormous debt of
gratitude (o everyone whose tireless efforts went into the writing, editing and devising
of a proper lay-out of the materials. Practically speaking, their role amounis to an
involvement in ‘invisible teaching’. For, whoever makes usc of these study malerials
. would virtually derive the benefit of learning under their collective care without each
being seen by the other.

The more a learner would seriously pursue these study materials. the easier it
will be for him or her to reach out to larger horizons of a subject. Care has also
been laken to make the language lucid and presentation attractive so that they may
be raled as quality self-learning materials. If anything remains still obscure or difficult
to follow, arrangements are there to come to terms with them through the counselling
sessions regularly available at the network of study cenfres set up by the University.,

Needless to add, a great deal of these efforts is still experimental —in faet,
pioncering in certain areas. Naturaily, there is every possibility of some lapse or
deficiency here and there. However, these do admit of rectification and further
improvement in due course. On the whole, therefore, these study materials arc expected
to evoke wider appreciation the more they receive serious attention of all concerned,

Professor (Dr.) Subha Sankar Sarkar
Vice-Chancellor
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Unit 1 0 Accounting Theory-Its Nature, Foundation
& Classification

Structure
1.0 Introduction
1.1 Meaning and Nature of Accounting Theory.
1.2 Foundation of Accounting Theory .
1.2.1 Measurement Aspect
1.2.2 Decision-making Aspect
1.3 Classitication of Accounting Theory ]
1.3.1  Structural or Syntactical Theories
1.3.2 laterpretational or Semantical Theories
1.3.3 Behavioural or Pragmatic Theories
1.4 Accounting Environment
1.4.1 Economic Environment
1.4.2 Social Environment
1.4.3 Legal or Statutory Environment
1.5 Exercise '
1.6 References

1.0 Introduction

Until very recently, accounting was regarded as what the accountants did. That
is, accounting was just an art and artist was at liberty to do whatever he liked. As a
result, myriads of alternative approaches were developed for the measurcment or
reporting of the same phenomenon. It was said “you ask ten accountants and they all
will give you dilfercnt sets of accounting figures”. For this, accounting information
produced earlier was neither comparable not reliable. This had been going on uplo
the beginning of the twentieth century, and in the year 1929 when the New York
Siock Exchange crashed or in the year 1930 when the world experienced an
unprecedented depression, the accounting profession was brought to a challenge by
hoth accounting and non-accounting people. Then possibly, we started fo think for
{he first time that no discipline can develop in a scientific manner unless it has a
sound theoretical base. Accounting has a procedural orientation no doubt, but until
anid unless we put a conceptual emphasis on it, accountants themselves will find it
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difficult to justify their actions if faced by any challenge from inside op u.mside the
profession. Actually, this answer to ‘why” was not available earlier and the aceountants
were busy to give answer to the questions starting with *what® or ‘how’. Thus,
accounting was just a rule-based discipline which can be memorised, not
conceptualised. In the search for a defence by accountants who are now liable to a
number of clients and in the face of a simng criticism by even the laymen, accountants
started during 1920s and 19303 1o develop a body of knowledge that can be recoanised
as accounting theory. This body of knowledge also started 1o gain ground very rapidly,
as the accountants were relieved to a large extent having pot a defence to satisfy the
people of conflicting interests. No more could the owners pressures the accountants
lo show less-profit to deprive the workers or governments of their legitimate shares.
No more could the directors stress for inflated profit that would help them in having
higher remuneration, All accountants started to show more or less the same amount

“of accounting profit. Comparability and reliability of accounting information were

mostly cnsured with this development of aecounting theory during 19205 and 1930s.
The historical cost was then the basis [or accounting as this could be documented
easily with vouchers etc. to ensure reliability of accounting information. Byt during
the 1960s, the theory so far developed was brought again to challenge in face of
soaring prices, as the accounting information then starled to lose much of its relevance,
though reliability .of it was beyond any question, Hence, we found in the 1960s the
development of a ncwer type of accounting theory which is popularly known as
“valuation theory”. With these two sets of theories we constantly try to draw a balance
between the reliability and relevance criteria of accounting information. We are yet to
reach the optimum  balance and perhaps no discipline has been able o do so. At
least we can now explain or justify the accounting actions. Specialists of ather
disciplines have also been convinced now that accounting is based on logic and
sound reasoning. We have a long way to go in this respect. But what we have got in
the mean time is not negligible.

L1 Meaning and Nature of Accounting -Theufy

Accounting theory as G. D. Roy defines it, is a body of knowledge that explains
and justifies the accounting functions. What is deduced from the definition is that
accounting theory will give answer to why- we have measured, recognised and
reported one accounting evenl in a particular way and whether that adopted way is
Justified or not from the viewpoint of the objcctive of accounting, According to E. 8.
Hendriksen, accounting theory is a set of broad principles that provides a peneral
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frame ol reference by which accounting practices can be evaluated, and guides the
development of new practices. That is, accounting theory has actually twin objectives-
evaluation of old practices and promotion of new practices. While evaluating the old
ones, the theory may either revise or replace them and at the same time it may add
fresh ones to them, The theory, thus, attempts to build up a” developed as well as
largely acceptable set of conceptual and ideological interpretations of accounting
functions, together with guidelines appropriate for their executions. It was difficult
earlier to convince people, both inside and outside the profession, merely by saying
that “this has been the practice”. Now theory has attempted to provide us with a
solid and reasonable arpument by which we can logically convince people as to
what is what or why this 1s so. :

But the fact is that, unlike in most other disciplines, in accounting therc is no
gencrally accepted theory. There are rather a number of accounting theories to explain
the same phenomenon. For this, we see that, instead of convineing the users ol accounting
information as to why one evenl or phenomenon has been accounted for in a particular
way, it is rather confusing them. This is because we have got dilferent approaches to
the formulation of accounting theory. The approaches that we sce usually in this
respect are as follows :

{i) Authoritarian approach
(i) FEthical approach

(i) Sociological approach
{(iv) Leconomic approach

(v) Behavioural approach ctc.

We know that the authoritarian approach imposes theory from the fourteenth
floor which-may not have any practical consequences, The cthical approach focuses
on the concept of *fairness’, whereas the sociological approach on the concept of
"social wellare’. The economie approach focuses on the concept of ‘general economic
welfare, whereas behavioural approach emphasizes the relevance to decision-making
by the users. So, if we look from different angles, our interpretations cannot but be
different. Because of these dillerences the Committee on Concepts and Standards
formed by the American Accounting Association (AAA) arrived at the following
conclusion :

1. No single governing theory of [inancial reporting is rich enough (o encompass
+ the full range of user-environment specifications effectively, and hence.
2, There exists in the financial accounting literature not a theory of financial

accounting, but a collection of theorics which can be arranged over the differences
in user-environment specifications.



Not only the approaches, bul also the methodology or process of lformulating
accounting theory is not what it should be. Grealer emphasis has so far been given
on deriving a theory from the practice of accountants. That means the inductive
approach has been mostly followed hitherto that has just codified the existing practices
instead of evaluating and revising them. At present, deductive approach is also used
in some cases to the formulation of accounting theory. A number of regulatory

- bodies have been set up at present both at national and international levels. The

Institute of Chartered Accountants of India (TCAI), and the International hcmunting.
Standards Board (IASB) arc worth mentioning in this regard, These bodies are
pronouncing accounting principles and procedures every now and then based on
deductive principle and the practitioners and individual enterprises are being *influenced
by those pronouncements. But till today, most of those prunr;iunccmcms are voluntary
in nature and hence, the compliance with them by individual enterprises is not yet
so significant. Ilowever, the position is changing rapidly. There has been a world-
wide trend at present to follow the pronouncements of some regulatory bodies in
pursuit o harmonization of accounting practices, But all in the accounting profession
must rceognise thal accounting theory is not, probably never will be, a stable
phenomenon. Hence, diversity and at the same time an attempt towards harmonivation
will always be there. '

12 Foundation of Accounting Theory

We have seen from the discussion in carlier section that accounting theory can
never be said to be stable. It has been rather changiug'cnnlinunusl}r in keeping pace
with the changes in socio-cconomic conditions. Thus, gradually or over time the:
structure of accounting theory has undergone a number of changes, and obviously
each of those structures has been built on some new and different foundations. So,
the accounting theory that has been developed up-to-date does not have only one
foundation, At least three key-factors can be named here which can be (ermed as the
foundations of accounting theory. Earlier, the basic objective of accounting was to
measure lhe income for owners, The question of measurement was then the key-
factor or foundation of accounting theory. Gradually, the emphasis has been shifted
to communication of information and then to the-decision-usefulness of information,
These three phenomena can be called as the foundations of accounting theory till
today.

1



1.2.1 Measurement Aspect

Accounting is generally defined as the measurement of financial information and
presentation of this information in a meaningful and understandable form. But so
long the businesses were only the sole proprictors’ firms, the communication part of
accounting was not as challenging as it is today. The sole proprietor being the only
owner, he could have access Lo accounting information during the process of
measurement itself and as a result, no further process was needed to present the
information in suitable formats. Thus, for a long time the accountants have focussed
their altention on measurcment of profits. Accounting theory that devcloped during
those days, for obvious reason, was bascd only on this aspeet ol measurement,

Measurement is the assignment of numerical values to represent specific attributes
of selected subjects or events. Attributes means the traits or aspeets of an clement to
be quantified or measured, such as historical cost or proceeds, current cost or proceeds
cte. Thus, the theory that deals with the measurement ol attribules attempts
to explain the problem of asscssing and cvaluating data, the significance of which
can be correctly stated and aceurately represented. While doing so the theory writers
had to face mainly three problems associated with the measurement. They are:

1. What events or objects should be measurcd
2. What standard Of scalc should be used
3. What should be dimensions of the “unit of measurement

The objects selected must reflect the objectives of business decisions clearly
without ambiguity. An ideal measurement scale should be one that is stable over
time. And the unit of measurement should encompass only those objectives that are
measurable in true sense. These being the normative theorics of measurement, the
measurement seale in current practice has been the normal units of money. This scale
is simpler than any other units ol mcasure, This measuring rod is reliable as well.
[lence, the accounting theory authenticates this practice. At low rates of change in
ecneral purchasing power, the scale of nominal units of money ¢reates no problem.
But during soaring prices or deflation, the scale may requirc adjustment. A number
of accounting theories have been developed to that cnd. But the accounting people
arc not yet prepared to measure information in a way that may produce data uscful
ot relevant for [uture decisions. The attitude of accountants should, however; be
changed so that measurement possesses a high degree of predictive ability.
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1.2.2 Information needs

Accounting gradually moves away from its traditional procedural base
encompassing record-keeping and such related work as the preparation of budgets
and final accounts, towards a role which emphasizes its social importance. It is
imteresting to contrast definitions which were accepted a little time apo with more
recent stalements. According to definitions made in 1950s. “The central purpose of
accounting is to make possible the periodic matching of costs and revenues”. This
concept, Le., the measurement aspeet, is the nucleus of accounting theory no doubt
but rapidly we have extended the houndaries of accounting and atl the same time
have redelined the scope of the subject. Accordingly, the purpose of accounting has
been 'to provide information to different segments of socicty.” According to .this
latter viewpoint, the scope of accounting should not be restricted to the private use of
information. Rather, the significance of such information may be scen in the context
ol various groups having vested interests in business organisations. Thus, the
communication part of accounting has become of greater importance and for obvious
reason, the theory starts lo veer round that, T__Jllimafr::!y, we sce that along with
measurement aspect, the communication of information to interested partics has become
a foundation to accounting theory.

Along with the nceds of information by different parties, a number of problems
crop up as to how to meet the diversified needs-of diverse and sometimes conllicting
groups ol intercst. Needs are not identical but special purpose reporting to each proup
is not feasible from the viewpoint of cost and benefit. Moreover, if a number of reports
arc issued, the users may be confused as to the credibility of the information. Hence,
one multipurpose report, instead of a number of special purpose reports, is stressed
upon. But this is not also an easy task. Groups are diverse and the sophistication levels
in the same group are also dilferent,

The next problem that needs solution in this respect is the existence of multiplicity
in accounting practices. 1t is said that accounting profit is what the accountants measure
it to be. [f different accountants are employed to compute profits from the sanic set of
transactions and events, there is little likelihood that they will artive at the same figure.
Thus, the comparability of information suipplied beeomes the problem. This problem
has not been solved completely as yet, But the diversity in accounting practices hag
narrowed down to a large extent as this subject has become the core of accounting
literature and research.

1.2.3 Decisinn;maiking Aspect

Users need information not for information’s sake. They need information
because they feel that information will help them in making effective decisions,

12



Decisions are always addressed to future. But fraditional accounting, that depends
largely on historical cost data, usually gives information relating to the past. It is arpued
that historical cost basis is an objective basis of accounting, and as the
historical cost can easily be documented with vouchers, receipts ete., the information

- produced as such is reliable. For a long time the accountants were more concerned

with this reliability criterion of information, as the users were also interested then
mainly in stewardship accounting, i.c., in knowing whether the managers are doing
effectively as stewards of their resources or not. Thus, the users, mainly the owners,
were interested mostly in analysing past events instead of predicting the future. But
in the past four decades, the changing social attitude, developments in .technology,
guantitative methods and the behavioural sciences all combined to shift attention
from historical emphasis to decision theory. The essential purpose of accounting now
is providing inlormation for decision-making. Thus, in addition to reliability has the
relevance ol accounting information for decision-making become another corner
stone towards the development of accounting theory, This need for decision-making
actually paved the way for the greal valuation debate of the 19605,

It 15 during this period of the 1960s that several major theorctical works in
accounting emerged. Much rescarch interest during this period was devoled to an
examination of valuation approaches as alternatives lo historical cosi-based valuation.
Although some researchers were still attempting a theorelical justification of historical
cost, there were others who demonstrated active interest in developing alternatives
so that users get ncecssary information relevant and useful for their decision purposes.
CPP accounting, current enlry or exit price accounting, present value accounting
and many of the line were developed with the same object in view. None of them
is {ree from limitations. The major single criticism lodged apainst them is that they
are subjective in nature and hence not reliable: This reliability-relevance tangle has
some truth no doubt, but still these developments are described as the works of a
golden age in the history of accounting, and the thing that acts as the foundation to
the development of these valuation theories is undoubtedly the decision-making aspect
ol accounting. '

1.3 Classification of Accounting Theories

There are several ways of classifying accounting theories Taking foundation of
accounting theories as the basis, we may classily accounting theories in the line of
discussion of the eatlier section, i.c., as measurement theory, information theory and
decision theory. Having taken ‘the time’ as a basis some have classified accounting
theories as pre-industrialisation theories, post-industrialisation theories and the modern
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theories of accounting. According to the [unction of accounting, the accounting theorics

have again been classified as stewardship accounting theory, decision usefulness theories
and social responsibility accounting theories. Accounting centres have also been the
focal point at the time of classifying accounting theories. In that case accounting
theories have been grouped as business accounting theory, government
accounting theory and national income accounting theories. But the most useful frame
of te ﬁ:rencé, according to E. S. [lendriksen, is to classify theories as ;

1. Structural or syntactical theories
2, Interpretational or semantical theories

3.  Behavioral or pragmatic theories.
1.3.1 Structural or Syntactical Theories

These theories attempt to explain how accountants would react to certain
situations or how they would report specilic events. Actually, until very recently,
accounting meant what accountants did. Thus, different accountants used to react to
same situation differently. They used to report the same cvent in different manners.
Hence, a general [ramework lor accounling was badly needed. The structural or
syntactical theories have been developed to mect that cnd. These theories try to
evaluate first the current practices of accountants. Then they codify some of the
practices as generaily acceptable and siinultaneously they prescribe some new
procedures or principles that the accountants in general would follow while measuring
or reporting any accounting event. Thus, structural theories are made up of both
descriptive and normative theories whereby the accountants can have a guideline as
to how one journal or ledger book is o be opened, what should be the format of
the balance sheet or the -profit and lr;-ss account, what of historical and current cost
should be treated as the basis for accounting measurement or what of cost and
market price should be used for valuing stocks. Structural theories in this way outline
the scope and boundary of accounting and simultaneously they specify the limit

beyond which the accountants must not go. This does not mean that structural

theories provide no flexibility to the accountants. They rather explain the situations
that will help the accountants to choosc the proper alternative.

1.3.2 Interpretational or Semantical Theories

Structural theories of accounting provide for a large number of symbols, terms,
formats or technical languages to help a systematic and scientific measurement and
presentation of accounting information, But an aceounting structure, although logically
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formulated, does not conve}'-mcauingﬁﬂ interpretations unless the symbols and
words tepresenting descriptions or measurement arc related empirically to real world
phenomena. It is often said that existing financial reports are documents which are
prepared by accountants lor accountants. ‘That means the people outside accounting
profession cannot understand what accountants mean to say through accounting
reports. Henee, accounting writers or rescarchers delve upon this interpretational
aspect and ultimately we get a number of theories, known as interpretational theories,
' that help the users understand the structural theories ol accounting, Recent attempt.
by the US FASB (Uinancial Accounting Standards Board) to provide a meaningful
interpretation to differcnt terms that are used in financial statements is an cxample
of the aforesaid interpretational theories. Earlier attempts in this direction were madce
by Canning, Edwards and Bell, Spt'ousc and Moonitz and many other accounting
personalities or accounting bodics. They all endeavoured to find ways to improve
the ability of accounting information to be interpreted in terms ol human observation
and experience. Empirical studies, however, reveal that these interpretational theories
are not so successful as yet, because different terms and concepls of accounting get
different meanings even today depending upon the perception of different users or
different environment. So, the development of theorics is not enough. But they
should be verified or lested by rescarches to determine whether users of accounling
information understand and correctly interpret the information producers®.intended
meaning, '

1.3.3 Behavioural or Pragmatic Theories

The Behavioural Theories atlempl to measure and evaluale the economic,
psychological and sociological elfects of alternative accounting procedures and
reporting media. This kind of accounting theories is stili in its infancy no doubt,
but there is a great scope and need for development of theories that may help in.
creating a behavioural change on the part of users. Not only the interpretation but
also the efficient use of accounting information has been now the objective of
accounting theories. For this, allempts are needed to seek answers to some basic
questions like who are the users of financial statements, what is the type of specific
information wanted by them, whether the statements meet those necds or not? Since
the middle of twenticth century it is being realized that accounting is uscful not
merely lo assess the results ol past performance but also that it can be more useful
in decision-making by the management, present and potential investors, creditors,
government and others, The most important lacet of decision-making is the ability
for propet prediction, So, il accounting has fo be decision-oricnted, it must help
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prediction by users, and for this the accounting information should be so designed
as to reflect a trend of occurrence of some cvents having analysed which the users
may lake decisions lor future. Researches are being conducted in such behavioural
arcas of accounting. The progress is not so significant, but very soon perhaps we
shall break through the barrier,

1.4 Accounting Eﬁ;rimmnent

Accounting is substantially a product of its own environment. We have noted
that as the environment changes, accounting structure, systcms, processes also change.
This is the major testimony of the fact that accounting is solely dependent on the
cnvironment in which it is to operate. Socio-cconomic environment in particular
has a great influence on accounting structures and processes. This environment is
made of, inter alia, interrelated micro and macro socio-economic activities. Since
accounting covers the entire administration or management of information for all
socio-economic activities in both micro and macro economic seclors, a clean analysis
and assessment of this accounting cnvironment is of prime importance, The
environment in developing -and underdeveloped economics is different from that
prevailing in developed economics. Naturally we find sophisticated accounling
systems in developed countrics compared to simple and obsolcte systems in use in
underdeveloped economics. So, the efficicncy or otherwise of accounting theory
cannot be evaluated in an isolated way. The economic, social as well as the legal
environment of the concerned accounting theory must be analysed to understand
the Tatter properly.

1.4.1 Economic Environment

With the cconomic development of a country, the dccounting Systcms assume
higher significance. For centwies after the system of double entry book lkeeping
appearcd, accounting was deveid of methodology or any lorm of theory. [t was only
after the industrial revolution of the ninetcenth century that we saw a move from
book-kecping to accounting-a move away from the relatively simple recording and
analysis of transactions towards a comprehensive accounting information syslems.
Consistent with mass production techriques and high capital investment, there have
been refinements in cost and management accounting in the twentieth century, More
recently, the cross-border flow of capital has increased tremendously. As a result, the
néed for international harmonization of accounting has got now a new impetus.
Along with the introduction of value-added tax (VAT) in Indian tax structure, the
value added accounting has got a new dimension. From all these, it may be said that
economic environment has a notable influence on the development of accounting
theories and practice. '
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1.4.2 Social Environment

Along with economic events, a number of social phenomena like ij'ﬂ‘»fﬂrly: social
security, ecology cte. have also a signilicant bearing on accounting measurement and
reporting. This arca is referred lo as social accounting. Even corporate bodies today
have to take social aspects into consideration. Environmental pollution, product or
service contributions to consumers and society, human resources as well as community
development have come within the domain of corporatc social accounting and
reporting. It is now well recognised that corporate activities have economic as well as
social impacts on society. Hence, instead of limited study of revenues and expenses
alone, we have reached a stage where the analysis of social cost and social benefit is
considered more significant. This 1s undnuh&d!y the result of social impact on accounting
theory.

1.4.3 Legal or Statutory Environment

Economic, social and legal-all jointly contribute to the making of the environment
as a whole. But so far as the components are separalely concerned, possibly the lepal
environment plays the superior role. The positions of debtors and creditors, of which
Dr. and Cr. arc the abbreviations, have invariably a legal implication that evidently
dominates accounting. Laws ol contracts and properties invariably govern such positions,
Moreover, enactments on partnership, companies ete. and judicial pronouncements on
the nature of profit, goodwill and the like have added considerably to this supremacy
enjoyed by law in shaping accounting forms. Law is held so overriding among all
environmental factors, that continuation of a market fostered by a particular social
philosophy is warranted only on the continuation of a particular legal system. In the
USA, however, the private sector is dominant. The statements of concepts and standards
issued from time to time by the FASB and guidelines issued by the AICPA, NAA and
others have self-regulating mechanisms. The role of the US Securities and Exchange
Commission (SEC) is partly supportive and partly regulatory. But in developing
countries, such private bodies are not so effective and hence, there is need for an active
regulatory role to be played by governments. llowever, too much conirol by the
government may hamper the functioning of capital market and economic development.
S0, a halance between the two extremes has to be struck depending upn:m the stage of
economic and social development in a country.

It will, thus, be scen that since accountancy operates in a socio-economic framework

_as a “service” function, the socio-economic activities and policies have a major bearing

on accounting structures and processes. Socio-economic influences, the professional

and institutional structures and the lcgal and stalutory requirements
are important factors in any assessment of a country’s accounting system,
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1.5 Exercise

A. Short-answer type questions :

1. What are the approaches to the formation of accounting theory?

2
3.

4.
3
6.

How will you define “accounting theory'?

Define deductive and inductive approaches in the coniext of accounting
theory.

Give a brief note on structural theory for accounting.
How does legal environment influcnce the development of accounting theory?

Distinguish between accounting theory and accounting practice.

B. Long-answer type questions :

I.

Explain meaning of accounting theory. Discuss the factors that have led to
the development of accounting theory?:

Discuss the foundation of accounting theory. What kind of accounting theory
have we pot uptil now having based on (hat foundation?

Give a classification of accounting theory. How do those different kinds of
accounting theories help in achieving the objectives of accounting?
“Accounting environmenl has a vital role to play in the development of
accounting theory.” Discuss.

Explain the nature ol accounting theory currently in use. What are the
limitations of this kind ol accounting theory?

“The multitude of approaches to accounting theory represents confusion
about the scope and limitations of accounting.” Do you agree with the
statement? Explain.

1.6 References
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Unit 2 1 Capital and Income

Structure

2.0
2.1
2.2
2.3

2.4
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Maintenance of Capital .
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2.6.1 Historical Cost Convention
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2.7
2.8
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2.6.7 Valuation of Liabilities
Balance Sheet Approach Vs. Matching Approach
Exercise

References

2.0 Concept of Capital

That capital is the most important factor in production is accepted equally by
accountants and economists. But as to the interpretation or meaning of the term
‘capital’, they apparently differ. This ditference is not only between accountants and
cconomists, but among accountants also there is divergence of opinion as regards the
concept of capital. So, let us first see the accountants’ opinion or accounting concept
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of capital. Then, we may try to identify the areas of differences between the accounting
capital and economic capital.

2.1 Accounting Concept of Capital

Ordinarily, accounting capital refers to what 1s invested in the business by the
proprietors or owners. Supply of finance by other contributors to the businesses is
named as loan or anything else. Only the proprictors’ contribution gets the status of
capital under this concept. As per the provisions of Companies Act also, capital is
represented by the number of shares of certain denominations, which is nothing but the
contribution of owners alone. The proprictors being at the [veal point, this concept is
known as the *proprielary approach o capital. According to this approach, capital is
denoted practically by the claim of the owners to the firm’s wealth, not by their
contribution. However, at the beginning of a business- the contribution by owners® and
‘claim of them’ refer to the same amount. But alter a few years, retained carnings,
which are in true sense the earnings of owners, are added to the contributions, and
claims of owners are increased in this way to some extent. Actually, this proprietary
capital has the sense where the proprietary concept of accounting is adopted. Today
we arc more concerned with the entity concept of accounting. Capital assumes a
different meaning under this concept.

There are many accountants who distinguish capital from sources of capital,
- According to them, a business firm may find it necessary to finance its capital needs
from different sources but this will not alter the role that capital plays in the process
of generation of income. Thus, capital represents here all the assels or wealth that have
been devoted to the lask of generating income. The assets may be financed fully by
owners or partly by borrowing and partly by owners’ contribution. So, this approach
to capital is known as “total asset approach’ or ‘total equity approach’,

There is one more interpretation lo the term ‘capital’. And, this is actually the most
popular concept of capital. This is also one kind ol *assets approach’ to capital. But
instead of taking all the assets, it deducts therefrom the amount of ‘current
liabilities’. Current liabilities are payable on demand. As ,such, equivalent wealth or
asset is required to be kept idle instead of using it for production purposes. In that
sense, current liabilities cannot involve themselves in gencrating income, which is
practically the basic eriterion for considering something as capital, So, the ‘capital’
here means only the owners’ capital plus long-term debt In other words, total assets
less current liabilities represent the ‘capital® here, WNet assels means assets less
liabilities. ;
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These different concepts of capital have their own merits and demerits. In fact,
each of them is appropriate for an specific objective or purpose. What is proper for a
particular purpose may not be so in a different context. For example, to measure
~ management efficiency, total asset approach to capital is appropriate, whereas from the
viewpoint of measuring the stability of the lirm, the net asset approach or proprictary
approach to capital is the best.

2.2 Economic vs. Accounting Concept of Capital

In cconomics, capital is defined as “the produced means of production™. In other
words, it is the stock of man-made equipment that is used for further production.
Thus, the machinery, furniture, material which are the output of any past production
process and is now used as input in the present production process arc the constitucnts
of economic capital. The phrase ‘for production” is cqually available in economists™
and accountants’ definitions of capital. But the accountants donot strictly adhere Lo
the phrase ‘produced means’. Hence, land is excluded from cconomic capital, though
in accounting it is included in assets that comprise capital. Another point of difference
between cconomists and accountanis-is as to the inclusion of financial assets as
capital. Financial assets like debtors, receivables, bank etc. arc considered as capital
under the total assets approach of accountants, But economists take into account only
the real goods in detcrmining the amount of capital.

Not only in concept but also in valuation or measurcment principles the
accounting capital and economic capital do differ. While valuing assets, the accountants
depend on the historical entry prices of the assets. The cconomists, on the other hand,
value the assets having based on anticipated net inflows from the assets, However, at
present there has been an attempt to bring a reconciliation between these two concepls
of capital. Accountants® are now using value-based measuremcnts in many
arcas and this is bringing them closer to the economists, The cconomists have also
to understand that their measufement principles are too subjective to be reliable or
useful. Land when becomes ready to be used in any firm can be treated as produced
means. Beconomists themselves therefore feel the question of inclusion or exclusion.
of land to / from capital is somewhat atbitrary. Financial asscts when considered from
the social point of view are automatically vanished, as lor cxample, debtors of one firm
are the creditors of others and they both are eliminated on consolidation. So, we may
conclude that actually there is no difference between accounting and ceonomic
capital. The difference appears only because the accountants worlk in individual {irms.
and the cconomists’ workplace is the society as a whole.
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2.3 Maintenance of Capital

Capital that is used in business is consumed in the process of production. A part
of capital, known as working capital, is usually fully consumed whereas the lixed
capital that is invested in durable assets like machinery is consumed in piecemeal
way. Whatever it may be, the Ld}‘.llid]. that is invested initially does not remain intaci
during or aller one production cycle. It is converted ultimately into the rev enue, and
the revenue if taken away fully by owners for their personal use, the firm will not
have sufficient capital te maintain the same level of operation. So, a partt of the™
resource that amounts to consumed capital should be set aside and only the balance
if any may be used for personal consumption, The [irst part of revenue is kilown as
relurn of capital or recovery of capital and the second one as return on capital or
income. This setting aside of return of capital is known technically as maintenance
of capital which is actually a must i’ one firm is to repeat its production process or
to maintain the going concern status.

Thus, we understand what the term *capital maintenance’ refers to. If an enterprise
has at the end of a period the same amount of capital that it had at the period’s
beginning &, its capital is maintained. If after a production process the entity is at break
even point or at vero income level, the capital is believed to be maintained, Capital is
eroded if there is loss or if there is distortion in the measurement of profit. The second
situation is more dangerous because a part of capital may be distributed as surplus
without any knowledge of it. So, the concept of capital maintenance provides practically
the starting point in determining income. The concept being so vital a number of
approaches have been developed for it. At present, there are three dominant approaches
to capital maintenance,

2.3.1 Maintenance of Nominal / Financial Capital

Of the three approaches to capital maintenance, maintenance of nominal capital
is the oldest one. This is the most dominant view as well. In fact, most people arc
inclined to view capital in financial-nominal term, i.e., they want to measure profit
only after the money value of investment is recovered. If the net assets of the
enterprise are worth as many monetary units at the end of the period as the firm’s
nel asscts were worth at the period’s beginning, capital is said to be maintained under
this approach. The capital at the end of the period may be computed having based
on different valuation approaches, but in real practice the nominal capital concept is
said to be followed when historical cost constitutes the primary method of valuation.
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According to Mitchell and Revsine, the nominal financial capital is a neutral
information set or an internally consistent and valid measure. But it has its drawbacks
as well. During inflation in particular it may give rise to a distorted picture and a part
of real capital may be distributed as income. As a result the ability of the enterprise to
maintain its current level of operations may be impaired.

2.3.2 Maintenance of Physical Capital

The physical capital maintenance concept focuses on the maintenance of the
productive capacity of the enterprise. An enterprise is said to have maintained its
physical capital if it has the same level of physical assets at the end ol a period as
at the period’s beginning. There are again three approaches to the maintenance of
physical capital itself~(i) maintenance of identical physical assets, (ii) maintenance
of the capacity to produce identical volume of goods, and (iii) maintenance of the
capacity to produce the same value of soods and services. The exponents of sccond
approach are of view that completely identical assets may not be available year alter
year, According to them, it is sufficient if’ same volume of product can be produced
with the existing assets. The third approach again secks to achieve something more:
than what is called for in the second approach. Here value of the product is the focal
point. When technology is changing very rapidly, old-fashioned goods of the same
quantity may not yield same value. So, if we stick Lo ‘identical physical assels’ rule,
ohsolescence may lead to capital erosion. To survive in stiff competition may not
also be easy. '

The concept of physical capital maintenance is not a well-defincd concept in
_accounting, According to Chambers and Sterling, this concept may have its
applicability if only a number of conditions arc satisfied. In real practice thosc
conditions are hardly met. if financial assets arc dominant or if asset-mix is continuously
changing, the physical capital concept is difficult to apply. '

2.3.3 Real Capital Maintenance

Physical capital concept being impractical in most siluations, the concept of real
capital maintenance has come into being, Ttis concerned with maintaining the purchasing
power of the initial ,capital. TI the capital at the end of a period can
purchase the goods of same quantity and quality as it could at the beginning, the
capital is said to be maintained in real sense. During inflation, purchasing power of
money comes down. So, more financial capital is required to purchase the same kind
of poods. This figure 1s found out unde‘r this system by some adjuétmcnfs having based
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on a price index. If inflation factor is zero, .no adjustment is neccssary. Nominal capital
and real capital does not show any difference in that situation.

The approaches or concepts of capital maintenance as such are not equally
feasible in all situations. Where physical capital maintenance is impractical, real capital
maintenance may be used. Bul if inflation factor is insignificant,
capital maintenance may not be unjustificd.

nominal

2.4 Concept of Income

The central theme of the accounting system is to determine income, which is
considered Lo be the most important single objective of the firm, As a data generating
system, the conventional accounting model is designed in such a way ‘so as lo
highlight profit or income of business firm. So, concept of income is actually the
. focal point of accounting theory.

The term ‘income’ itsell is a controversial one. The said controversy does not
remain conifined to accountants and economists alone. It is observed in other areas
as well. Various terms like ‘carnings’, ‘income’, ‘profit” or ‘business income’ are
used interchangeably to denote more or less the something. The lerm ‘income’ however
bears a broader view because any kind of factor remuneration like wages, rent,
interest or profit can easily go by the name of ‘income’. In accounting also the term
‘income’ may be preferable, because profit here consists of both return to organisation
and remuneration of capital. Tlowever, we shall use both the terms to convey the
idea. The way in which this concept is described in economics and accounting is
outlined below,

2.4.1 Economic Concept of Income

Lconomists themselves are hot unanimous as to any single concept of income.
According o Adam Smith “income’™ means net revenue that remains free after
maintaining first fixed and secondly circulating capital. Haig stated that “Income is
a flow of satisfaction, of intangible psychological experiences....””. Fisher, on the
other hand, believed that capital is a potential service and services actually yielded
by capital and what is consumed is income. Later on, Hicks also stressed on
consumption while defining the term ‘income’, because his conclusion was, “we
ought to define a man’s income as the maximum value which he can consume
during a weak and still expect to be as well off at the bepinning”. Perhaps for this
reason (. I, Roy remarked, “economists have a tendency to consider income of an
individual more as a consumer than a producer”. Keynesian definition is, however,
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to some extent different as, according to him, ¥ = C + 1, where Y stands for -
income, C for consumption and [ for investment. '

This *eonsumption’ or ‘consumption plus investment’ theory of income is maore
or less similar to the dividend and rctained profit as viewed by accountants. There
i also agreement belween accountants and econotmists that income would be available
only alfter maintaining the capital” intact, Bul there is considerable disagreement as
regards the valuation of capilal thal will necessarily result in different sets of income.
Economists value the capital of the firm at two points in time, compare two values,
and the excess, il any, is treated as income by them. The capital is valued on the
bhasis ol discounted future nel receipts. That is, long before the sale or production
income is recognised by economists. Estimated receipts may differ from actual receipt.
Discount rate may fluctuate. Hicksian well-offness at two separate points of time is
also very difficult to measure, as Hicks himself pointed oul that one cannot compare
alternatives which arc not available together at the same time. Hence, under condition
of certainty only the economic concept of income can be said to be ideal. In the
presence of uncertainty, which is the general rule, the concept loses reliability becausc

- of its essentially subjective nature.

_2.4.2 Accounting Concept of Income

According to accountanis, business income or profit is an excess of revenuc
earned over its cost. The term ‘revenue’ has, however, many meanings. But what is
most common of them consists of debtors, cash or receivables acquired in exchange
of sale of goods and services produced. Closing stock in that sense is not a part of
revenue. Tt is rather a negative ‘cost, In addition to this conventional definition of
business income, accountants do also define profit as an increase of net assets or
wealth at the end of an accounting period over what it was at the beginning with
necessary adjustments for additions and withdrawals of capital. These two approaches

‘to accounting income are known respectively as Matching Approach or Revenue-

cxpense Approach and Asset-Liability Approach or Balance Sheet Approach.
Mathematically, the first approach may be shown as-

Wy = E; - Et,
and the second approach may be depicted as-

T{E = N[ﬂ't i le = + Df i Tt’

where m, stands for profit, t for time, R for revenue, L for expenses, No for net worth,

D for Dividend and I for fiesh investment. Net worth again means asscts less
liabilities, i.e., capital.
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Regardless of the approach adopted to measure the accounting income, it has
always a time dimension. Accounting icome or profit invariably means periodic
income or profit. A few terminable venture-like enterprises are no doubt in existence.
But in general, it is incumbent to consider the class ol enterprises that have perpetual
existence. In such cases, there is no alternative to the measurement of income at the
interval of some arbitrary and, prelerably, equal periods. At the end of such periods,
the net resources of the business arc not converied inlo cash ensuring a cash-ending
basis of accounting like that of terminable venture, A parl of resources is to he
recognised as revenue, and the” balance to be carricd forward. The question of
deferring the expenses that are not related to current period’s recognised revenue,
does also arise simultaneously. Valuation ol the carried forward stock of 1'-::311urce.§
is also not an casy task. That is, the convention of accounting period gives birth to
a lot of accounting problems, and we cannot avoid them while measuring accounting
income. In case of Revenue-Expense Approach to income, the recognition of revenue
and maiching of expenses appear quite naiurally to he the core problems, And, in
case ol Assel-Liability Approach, valuation of assets and liabilities at two points of
time becomes necessarily the basic problem. So, at this point it will not be out of
place to have a brief discussion on them.

2.5 The Principles of Realisation / Revenue Recognition

On the date when we measure the periodic income there are likely to be many
incomplete cycles and events. Finished goods and work-in process-both may be
there. A part of finished goods may be sold, A portion of sale may not be realised
in cash. Hence, the question arises, which 1s actually a erucial or eritical question in
accounting theory, as to when we should recognise that income has come into being.
Economists usually recognise income at the event of creation of product. But the
difficulty as to the valuation of that product debars accountants to take this point as
the event of revenue recognition. The value at which the product can be sold in
future may differ from the estimated value on the date of production. This uncertainty
about both time and the amount of expecied receipts and absence of evidence for
verification of measurement, make accountants defer recognition of measurement of
revenue till the arrival of sale point. Moreover, if the appreciation in value is
considered distributable profit, manage merit will have nothing to pay to owners as
dividend other than the nuts or bolts of machinery or equipment. For all this, we
interpret revenue, in accordance with the prineiples of realisation, as the outflows of
product and inflow of cash or near-cash items in exchange of them at the sale point.
The ‘advantage of this interpretation is that the appearance of revenue, the act of its
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recognition and the event of testifying its measurement, which is now ex-post,
synchronise'at-the same moment.

But the principle of realisation is not frec from its limitations. By focusing on
only realised revenucs, it may lead in some cases to absurd results. Suppose, two
investors each has Rs. 1000 to invest. ‘Each invesls the amount in a company. The
shares of the company double in value by the end or a period. On the last day of the
period the first investor sells his share for Rs. 2000 and re-invest it in another
company. The second. investor holds his shares in former company valued at Rs.
2000. Both are equally well-ofT, but under the principle of realisation it will be seen
that the first investor has earned an income of Rs. 1000, and the second one has not
garncd anything.

2.6 Principles of Matching! Allocation of Cost

The matching principle constitutes the central plank of the revenue-expense
approach to profit, Under this approach, costs of resources consumed in the gencration
of revenues should be matched against the revenues. The principle requires costs to be
expensed and reported in the same accounting period as the revenues they helped
penerate. Although the matching notions has its applicability in many areas of accounting
operations, it is usually discussed in the context of matching revenues with expenses.
The idea undetlying the principle of matching is very simple, Expense and revenue has
a cause-and-effect rclationship. Expense is, as if, an effort and revenue is the
accomplishment. Accordingly, if these two arc not associated neither the analysis of
cause-and-cffect nor the efficiency of effort can logically be judged. Hence in accounting:
profit is defined as the excess of revenue after matching the relevant cost. Cost in this
context may be divided into two gmups-cxpir'ad cost and unexpired cost. Cost that is
matched against revenue is actually the expired cost because no further benefit can be
generated from it. Unexpired cost is not charged against current revenue on the
assumption that benefit therefrom will generate later. Thus, matching principle in a
sense is the principle for allocation of cost among dilferent accounting periods.

This allocation principle or matching principle involves estimates, judgements. It
is to be assumed that costs being deferred will contribute to future revenues. The
operation of the matching principles also requires forecasting of future revenues. But
this goes agmml the principles of objectivity in accounting. This may be the reason for
which the matching principle is no longer regarded as the fundamental principle of
accounting. Because matching is an arbitrary process, many are in favour d1scardmg
it. According to these people. if a meaningful concept of profit is to be developed,
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attention should be shifted to assets and liabilities. That is, they are favouring the
balance sheet approach to accounting, which was actually the only methiod of profit
measurement in ancient tme. During the first half of the twentieth century, the inportance
of the balance sheet was pradually TLdllLl]'l.f:_ and the profit and loss account was being
trealed as the most significant financial statement, Now again we are trying to shifl
towards the balance sheet, and hence the revenue-expense approach Lo profit is being
1L-FI|":LEd by the asset-liability approach. But this approach is not beyond criticism as
the effcets of cost convention create a lol of problem here. The convention as such may
be summarised below.

2.6.1 Historical Cost Convention

The asset-liability approach to profit measurement requires the valuation of assets
and liabilities or net wealth at two points of time. Central to this valuation p. ocess is
still the historical” cost which conflicts clearly with the going-concern convention of
valuation when the value of money itself is changing, This method of valuation seriousiy
distorts the measurement of income, particularly during inflation. The distortion results
from the difference between the historical cost and the current cost which 1z a function
ol the lime gap between the acquisition and utilisation of assets. Under conditions of’
rising prices, the historical cost may bear no resemblance to the current cost of assets.
As a result of that income is overstated. The principles of conservatism is also contrasted
thereby, as even if there is clear indication of cost enhancement we do not make
provision thereol. '

This historical cost convention creates a particular problem during inflation when
money units of different purchasing power are brought together in the aceounting
process, as il they were money units of same value. Such arithmetic is quite incorrcet,
for it involves adding together amounts expressed in different measurement scales, Put
another way, historical cost ‘mixes apples and oranges’. Owing to this additive problem
the values that we obtain having based on historical” cost do give us a distorted fipure

of net wealth, Profit measured on the basis of that net wealth is bound to be distorted
therefor.

The main advantage which is claimed for historical cost valualion is that it is
verifiable, and hence it satisfies the criterion of objectivity, Tt may be argued, however,
that if it is only the objectivity which the accounting is seeking, it should restrict itself
~ to counling cash, since this assct is only one in respect of which complete objectivity
is possible. As soon as accountants move away from it, he is dealing with subjective
factor. Consequently, true objectivity is not possible under historical cost valuation
also. Having based on this arpument possibly, a number of allernative valuation processes -
have been developed. The important ones of them are : ]
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(a) Current Purchasing Power Method (CPP)
(b) Current Replacement Cost Method (RC)
(c) Net Realisable Value Method (NRV)

(d) Discounted Cash Flow Method (DCI), and
(e) Deprival Value Method.

It will not be out of place to discuss all these methods in the context of income
determination under the balance sheet approach. Becausc net wealth is the focal point
of this approach, and each of the aforesaid methods of assct—valuatmn atlempla to give
us a fair and relevant measure of net wealth,

2.6.2 Current Purchasmg Power Method

If the value of money is changing, it is clear that money standard of measurement
ceases Lo be efficient. Financial reports should be adjusted, thercfore, for the effects of
changes in the value of money. If this is done it will help—

(i) to provide a more accurate basis for assessing the value of a shareholder’s
investment in a company;

(i) to enable more meanmgiui comparison to be made hetween the reported
results of successive years; and

(iif) to enable more meaningful inter-company comparisons to be effected.

The CPP method attempts to perfect historical cost accounting by conversions
money amounts to & common purchasing power unit ol measurcment, In CPP
measurement, the figure generated by the historical cost accounting model arc adjusted
using appropriate price index numbers. The underlying rationale for index number
adjustment is that two items should be measured with the same scalc of monetary unit
so that the additive problem of historical cost basis is avoided und the resultant ligures
pet a meaningful total. It will however, be mistaken to believe that this method can
rectify valuation errors, This rather measures only the balance sheet amounts with a

‘common measuring unit so that they are amenable to mathematical computation. The

current purchasing .power adjustment is done based on the following formula :

. IMistorical Cost = Current Price Index Number
CPP Value = S

Hmimmai Price Index Numher

The steps to be taken for the purpose are as follows :

(i) Determination of historical values based on actual transactmnf past transaction
prices.

(ii) Determination of appropriate pI'lCE.‘- index number,
(iii) Determination of CPP value based on formulae stated above,
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For the purpose of CPP accounting, however, It IS necessary to distinguish
hetween two classes of items-monetary and non-monetary items, Monetary items are
those which are fixed by contract in monetary terms, Cash, debtors, loans or claims
to specified sums of money are the examples of monetary 1lems, whereas fixed assets
and stocks, shareholders’ eguities are non-monetary items. Monetary items do not
require CPP adjustment as aulomatically their purchasing power comes down or goes
up along with deflationary or inflationary trends. As in case of non-monetary items
this does not spontaneously happen, they should be adjusted based on some general
price index.

The CPP accounting attempts to remove the major objection to historical cost
valuations that the latter does not recognise the fact that unit of measurement changes .
when price levels change., Objectivity, as required in financial accounting is also
maintained here as primarily this is based on hislorical cost and the price level
adjustments are also verifiable by reference to the index used to measure changes in
the purchasing power of money. _

~ But CCP accounting is not also free from ils hmitations, As stated carlier,
companies still should continue to publish accounts on a historical cost basis, and
CPP accounting can be presented only on supplementary basis. These two types of
information in same statement will, according to Sandilands Report, confuse the
users of financial reports. There is not general agreement as to what is the best
inflation index to use in CPP adjustiment process. Moreover, the general price indices
that we use here assume that price of all goods will move toward same direction at
an identical rate. Bul only by coincidence this can happen. Indeed, there is no reason
why the prices of different goods may not move in opposite direction. Again, il is
criticised on the ground that CPP-adjusted figures do not necessarily maintain the
service potential of capital. For all these reasons, accountants have tried with some
other valuation methods. They are discussed below one by one.

2.6.3 Current Replacement Cost Method

An asset’s current replacement cost is what a firm would require to replace the
asset on a given date. Henee, under current replacement cost method assets are stated
in the balance sheet at their current replacement value, i.e., which would have to be
paid for bringing the similar assets into the business. This repiacemen’r cost basis of
measurement has attracted a lot of support in recent years as it atlempts to maintain
the service potential of capital as we need in a going concern. ‘This is also considered
lo pass both the additivity and usefulness test. Moreover, tlm is olten }ustiﬁed as a
reasonable surrogate for net present value. :
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Tn view of all the above, the replacement cost basis is no doubt an improvement
over the historical cost basis of measurement, but there are some serious problems
associated with it. The underlying assumption behind this method is that the firm is
continuously replacing its assets. But this is not always a valid assumption. It is also
criticised for the reason that it violates the realisation test. Thirdly, this method is
completely inapplicable as active second-hand markets are almost non-existent for used
equipment or partially produced products. Then, how shall we assess the replacement
cost ol asscts thal arc in use in the firm? For this reason, most are
avoiding this method and of opinion that this method may be theoretically sound, but
in practice it cannot gain ground.

2.6.4 Net Realisable Value Method

. Net Realisable Value Method is also known as Current Exit Price Method whaose
objective is to report assets on the balance sheet at their current relisable value. An
asset’s current relisable value means the cash amount that the asset could feich if sold
currently in the ordinary course of business. R. J. Chambers is the staunch supporter
of this method of asset valuation, R. R. Sterling is another accounting writer who holds
strongly that this method is an objective and dependable measure of value. According
to them, net realisable value serves a very useful purpose in providing a basis for
assessing the adaptive ability of a firm in a changing business environment. When
environment changes, a firm is to change its asset-mix for survival and growth. Whether
the firm is able to do this or not is determined greatly by the amount ol cash that its
assets can command, Thus, in dynamic situation, which is at present a rule of the day,
the present method 1s best-suited. By contrast, replacement cost accounting is suitable
only in a relatively static situation that is at present totally non-existent. A further
argument in favour of realisable value lies in its relevance to the needs of creditors,
Creditors while extending credit facilities, be it with security of assets or not, take into
account the current cash equivalent of assets held by the company, It 1s also argued
that, as this concept leads to realisable instead of realised profit, the profil as such is
an acceptable surrogate for cconomic income. Net realisable value doesnot require
arbitrary cost allocalion practices,

Thus, net realisable value has a number of advantages no doubt, but it cannot be
denied that it does not adhere to the going concern concept. This is effectively a break-
up basis of accounting which is usually adopted at the time of liguidation or
winding up of the business. Moreover, assets that arc now used in different firms, are
mostly specific in nature to the respective firms. Other ones may not get so mich
benefit having purchased the same. As a result,” the assets are likely 1o have low
realisable value, and in some cases no value though the assets continue to provide
benelit to the respective enterprises.

31




2.6.5 Discounted Cash Flow Method

Under this method, the value of an asset is obtained by calculating the discounted
net cash inflows expected to be derived from the assct. The value as such is known
a8 cconomic value or net present value, This is called economic value of asset
because economists do value the assels or capital based on this method. The
determination of this kind of value requires the projection of [uture cash {lows’
rc!au;d to the assct and discounting those cash fows to (he present value using an
appropriate discounting rate. The steps to be taken, therefore, to reach this value nmay
be shown as below :

(a) Lstimation of future net cash inflows

(b} Determination of timing of those inflows

(c) Determination of discount rate

(d) Computation of discounted values

(¢) Determination of asset value which is the sum total of all the discounted
dIOLLs,
If it is to be shown algebraically, it will appear as follows: P = — where
i (i)
P = present value of assel, F = futurc cash inflows, i = discount rate and n = number
of years.

Although the logic of the discounted cash flow is impeccable, it has some serious
practical problems of its own. Estimating future cash flows and also the discount rate
is highly subjective, particularly in this age of uncertainty. In fact, the formidable
problem that lies with this method relates to the estimation of cash flows of a single
asset. Cash flows are virtually impossible to estimate except when they are contractually
fixed. In most businesses cash flows result from a number of assets warking together,
Contribution of human asset is tremendous in this respeet. As a resull, it is rather
absurd to identify or isolate the cash flows produced by a single asset, On this point
al least accountants cannot accept economic values of assels, This may be an ideal
basis for measuring the value of an entity as a whole. But there
also remains the subjectivity as to the estimation of [uture cash flows and that of
discount rate.

Thus, we see that both the accountant and economist are continuously in search
of a relevant and reliable basis for the valuation of assets. But the discussion so far
made exhibits that none of the methods fulfils simultaneously the reliability and
relevance criteria. Rather, it appears that these two criteria are, as if, mutually
exclusive so far as at least the usefulness of several valuation methods is concerned,
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As we move from historical cost basis to net present value method, relevance will
move with us in the same direction, whereas the reliability will move towards
opposite direction. That is, when we try to get one .in any of the method of asset-
valuation we cannol but sacrifice the other almost proportionately. So, none ol the
methods is sell-sufficient or unmixed blessing in the context ol supplying useful
information as to profit or capital. In view of this, we have get a mixed measurement
approach that has been coined as Deprival Value Concept,

2.6.6 Deprival Value Concept

Deprival value concept is actually a mixed measurement system that is developed
within the broad framework of current value accounting, As we have scen carher,
the current value of an assct can be delermined based on replacement cost, net
realisable value or net present value. Though for some assels thesc alternative measures
give the same value, in many cases the differences may be significant. In the latter
cases; onc should select the method which will produce more reicvant value of
assets. It is said that current valie of an asset is at ils most relevant point when it
reflects the loss that the entity would suffer if it were deprived of the assct involved,
J.C. Bonbright is said to be the father of this concept, though he developed it for
some other purpose. The amplified version of the concept initiated by Bonbright has
come to be known as deprival value. According to the accounting writers, this
deprival value of an asset can never be more than the amount needed to replace it.
This is because if the owner were deprived of an asset he could restore his original
Position by buying a new asset. Thus, the replacement cost is vital here. But before
that we must determine whether the asset is worth replacing or not. An asset’s, if not
replaced, is either used or sold in the market, In that case, if’ the owner is deprived
of the asset then the loss of the owner will be equal to the recoverable amount from
the asset cither by use (NPV) or by sale (NRV). So, while computing the deprival
value of an asset we are to determine first the recoverable amount from the asset.
This will obviously be higher of NPV and NRV. Then it will be necessary to know
how much it would cost to replace the asset. If the replacement cost is lower, we
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will replace the asset and the deprival value will then be the replacement cost.
Otherwise the higher of NPV and NRV will come out to be the deprival value.

- As historical cost has no role to play in finding out deprived value, it does not
suffer from additive problems or the like. In most cases, replacement cost becomes {he
deprival value and hence the latter is relevant as well as uselul for decision-making,
Where replacement is not viable, the basis of measurement is shifted fo recaverable
amount. In pure replacement cost system this Mexibility is not available.
In that sense deprival value is belter than replacement cost. Still, its eritics are not
small in number. It is alleged that the deprival value is an unrealistic concept, as
actually the firm is not deprived of the assel. This may give birth to what i known
in economics as ‘psychic income’, Morecover, as different assets under this concept
may be valued under different methods, the aggregate of balance sheet sill sufler to
some extent [rom the addilivity problem.

2.6.7 Valuation of Liabilities

Balance sheet approach to accounting income requires not only the valuation of
assets, bul also that of liabilities, But the fact is that the amounts payable in respect of
most liabilities are determined by contract or apreement. Hence, though it is argued in
some corners that liabilitics should also be valued having based on same reasoning as -
in case of assels, in practice liabilities are valued based on their
contractual amounts. Assets and liabilities being valued in this way may give us the
net wealth of an enterprise on a particular date. By comparing such net wealth at two
points ol time we may get the surplus or deficit in net wealth over a period of time.
This is income under balance sheet approach.

2.7 Balance Sheet Approach vs. Matching Approach

We have put forward two .approaches to income measurement: Asset] Adability
Approach and Revenue-Expenses Approach. Under the transaction or malching
approach, accounting income is determined by matching revenues and expenses. But
revenues are denoted by resource (or asset) inflows and expenses by resource outflows,
Fxpired costs refer to expenses. But the measures of cost expiralions are derived
mainly on the basis ol recorded values of assets. So, different measures of revenues
and expenses are likely to arise from adoption of different methods of valuation of
assets. As for example, if expired costs are measured on the basis of historical costs
of assets we will get one measure expense (on depreciation cte.) and this expense
will differ significantly if, instead of using historical costs, some other current costs
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are used, So, due to additive or allocation problem if transaction approach is suhjecl.ive
or arbitrary, the balance sheet approach is equally so or vice versa. All the problems
lie in the concept of accounting period. As we want period income instead of
lifetime income, we cannot avoid subjectivity. No forecasting, no estimation, no
allocation, no valuation problem arise in case of lifetime profit. So, whatever concepl
we lead of capital valuation adopt, the result will be the same, That is, finally all
roads to Rome, but that life time profit is available only after the quuiﬂaﬂen of
business or only in case of venture-like businesses. But as we are concerned more
with going concern we must bear with the subjective periodic profit. However, the
users of accounting information must be well aware of this limitation of periodic
profit. They will be able then to make some adjustments that is necessary to suit their
individual problems to different siluations. Some accountants prefer therefore the

cash profit, instead of the profit measured on accrual basis, This point will be
discussed in the next chapter.

2.8 Exercise

A. Short answer type questions :
1. Name the approach that takes the aggrepate of all assels as capital.
Ilow are ‘net assets computed? |
What arc the constituents of residual equity?
Name three approaches to capital maintenance?
What are the alternatives to historical cost approach lo asset valuation?
What do you mean by proprictary approach to capital?
Distinguish between proprictary capital and entity capital.
Can money be treated as capital?

N ok W N

9. Real capital is also one kind of financial capital-Do you agree? Give reasons.
10. What do you mean by transaction approach to income? '

. 11. Define balance sheet approach lo income measurement.
12. *Give a brief description of net present value method.

13. Discuss in briefl the features of the current purchasing power method (CPP)
of asset valuation.

B. Long-answer type questions :

I. Lxplain the accounting concept of capital. How does it differ {rom the economic
concept of capital? Ilow would you reconcile the two concepts?
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2. (a) ‘“The concept of capital maintenance is at the centre of accounting theory,’
Do you agree? Explain.
(b) Discuss different approaches to capital maintenance.
3. Critically examine the different approaches to capital maintenance. Flow does
- capital maintenance affect profit?
4. ‘Historical cost convention poses a number of problems lo income
measurement,” Discuss.

5. Alternative approaches to historical cost measurement may be relevant but not
reliable-Discuss.

6. Distinguish between accounting concept and economic concept of income,
How do accountants themselves differ in measuring accounting income?

[Hints : Economists are interested in the overall income of the society but
accountants measure the income of individual enterprise. Different
interested groups have legal claims on reported income, So unlike
economists, they rely more on reliability than on relevance,
Economists claim that their income is more relevant, bul as Canning
himself’ observes cconomists income is subjective, and subjeciive
figure cannot be relevant or useful.

Economists speak of *psychic income or real income consisting
of goods and services. Bul accountants always speak money income,
be it the real income expressed in money value or the nominal
income in terms ol money units.

Accounting income refers mainly to net income to stockholders
or to equily. But in economics all the factor costs like wages, rent
ete. are also treated as income, though in hands of other people.

Economists generally treat capital gains as windfall income but
accountants never include’ it in income slatement. ]

7. Discuss the relationship between capital and income. Illustrate in this context
two terms-return of capital and return on capital.

[Mints : Return of capital means recovery of capital and return on capital
neans income.

Capital is stock of benefit, income is flow of benefits.

Capital is, as if, a tree, income is ils fruits. :
Capital is embodiment of potential services, income 18 enjoyment
of services.
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Capital is like a reservoir of water, profit is the flow of excess water
out of iL. :

Capital and income are so closely related that if one is distorted due
to wrong measurement or faulty approach, the other will also be
distorted. Tf return of capital is measured wrongly, return on capital
will also show a distorled figure, as they are two slices of one thing-
revenue, Balance sheet and profit and loss account exhibit this fact
‘very clearly. IT net profit in profit statement is inflated for any
reason, capital will also be inflated or vice versal.

2.3 References
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Vernon Kam—Accounting Theory

37




Unit 3 0 Cash Flow Accounting

Structure :

3.0 Cash Flow Accounting—Its Rationale

3.1 CFA-Meaning & Features :

3.2 Historical Cost Accounting Vs. Cash Flow Accounting
3.3 Status of CFA

3.4 Exercise

3.5 References

3.0 Cash Flow Accounting—Its Rationale

As Lawson has emphatically remarked, “Cash flow accounting (CFA) constitutes
the analytical framework for linking past, present and prospeclive [inancial
performance. It is therefore a vehicle which may be used to disclose the past
development of the finances ol business. Alternatively, it may be used as a system
for disclosing the determinants of the true return shareholders are likely to receive
in the future. Cash flow accounting may therefore also be regarded as an aid to
investor decision-making,”

From this it is crystal clear that CFA at present has a vital role to play. The
question that needs fo be examined is whether the present accrual-allocation based
historical cost accounting is playing a useful role in assisting decision-making, Many
studies have been conducted on this aspect and the general opinion of the studies
is thal historical cost accounting is not really helpful in investment, credit and similar
other decisions. [lere lies the importance of CFA which is the most objectively
prepared allocation-free accounting. It is not alfected by how reference flows are
partitioned between periods. CFA, is an objective basis that takes care of both
liquidity and profitability of a firm. Tt is also claimed by Hicks that CFA goes
beyond accruals accounting to recognise all other future real cash flows, including
the current value accounting concepts of future exit values for an asset and future
replacement value to replace the asset. The CFA has been advocated particularly
by Lec and Lawson of UK. In recent years this is being strongly supported by the
accountants and economists due to the following reasons |
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I. CFA, by providing the total estimated cash available to the company In future
from all sources, encourages the origination of capital expenditure proposals in the
company to make optimal use of the available cash,

2. Financial reports prepared on cash flow basis would provide capital
expenditure decision-maker with numbers that can be used for projecting cash flows.

1 The future dividend stream can be easily forecasied from the cash flow
statements (CFS). The shareholders thus will be. in a position 1o take decision
whether to sell off, or hold or further acquire the shares of firm.

4. The amount of internal cash available for financing the projects or working

capital gap can be easily assessed and hence the share to be linanced from outside
can be cstimated. : '

5. The creditors are also inlerested in cash flows while advancing loans to the
company to know the credit status or viability of the company to repay them in
time. Conventional accounting system has been found to be inadequate in supplying
the information to them.

6. Managerial accountability would be greatly improved as the managers will
not be able to ‘window dress’ the accounts under CFA. Under conventional
accounting they can easily manipulate profits with the help of subjective accrual-
based accounting. :

7 CFA can serve a very uselul purpose in evaluating the financial adaptability
of the enterprise, That means with the help of CFA, a firm gets the ability o raisc
new capital at necessity, repay debt at short notice, obtain cash by selling assels
without disturbing continuing operations, and achicve a rapid improvement in the
net cash inflows generated from operations. :

8. CEA also takes care of price level variations. This thus solves the controversy
regarding the superior method of incorporating the effect of inflation.

9 A hetter set of share prices would emerge if more specific information of
expected future cash flows is given on a regular basis. CFA performs this vital role.

10. Finally, it avoids the possibility of variability and manipulations which can
result in case of the allocation-based accounting.

This being the importance of CFA in modern time, il is necessary 1o acquire
some knowledge over its concept, nature and acceptability. The next sections touch
upon these themes.
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3.1 CFA-Meaning and Features

Cash flow accounting should not be confused with cash basis of accounting, It
rather takes both cash basis and acerual bhasis into its system but completely rejects
allocation as the basis. Besides cash and accrual as bases, it also takes into account
the current value accounting coneept for balance sheet purposes. Ilicks explains CFA
in the following words :

The CI'A which means recording not only the cash receipts and disbursements

of the period. but also the future cash flows owned to or by the firm as a result

of selling or transferring title to certain goods. Both of these are real cash flows.

To reject them would be ridiculous, particularly since the *name of the game? in

decision-making is future cash flows, and accruals are one type of future cash

Aows. CFA thus takes info account both cash basis and accroal basis of accounting

and also goes beyond them to recognise all other future real cash flows, including

the current value accounting concept of future exit values for an asset {cash inflow)

and the future replacement value (o replace an asset (cash outflow). Indeed, il

one looks at capital budgeting and cash budget one may find cash flow concepts

coming into play. '

What appears from the above is that CFA considers cash flow on accrual hasis
and recommends a cash flow theory of accounting approach to the stalement of
financial position and the statement of changes in financial position, and the deletion
of the income statement. Rayman, however, argued that financial reporting should be
based upon traditional valuation methods as well as cash llow accounting so that the
objectivily of the cash flow accounting can be segreoated from the subjectivity of the
traditional accounting,

[I"a complete cash flow accounting system is maintained, the transactions would

~ be entered in the account books of a company when cash is received or paid out,

and the income would be basically the difference between all cash received and all
cash paid irrespective of the purpose, Fm‘thcr; the cash spent on acquisition of fixed
assets would be charged in full to the year of acquisition and depreciation would be
automatically abandoned for the purpose ol published accounts, Then, the cash spent
on acquisitions of materials, fucl, inventories and all other factors would be charged
in full at the point of outgoing. But uptil now such a complete CIFA has not gained
any ground. Cutrently, we are preparing a cash flow statement (CFS) and submitting
it before appropriate authority along with conventional financial statements.
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The cash flow statement, though described as a basic linancial stalement, is as a
matier of fact, a derived statement. The data presented in this statement are all derived
from the profit and loss account and the balance sheet. 1t has been developed mainly
in order o overcome some of the limitations of the accrual-based data presented in
the balance sheet and profit and loss acecount, A few authors have, however, supgested
maodels whereby CFS can be prepared directly by deducting trading payments from
trading receipts and adjusting thereto the non-trading receipts and payments. But they
also are content with only the preparation of a cash flow statement for an arbitrary
period, instead of claiming for a complete recording of {ransactions on day-lo-day basis
under CFA system. Thus, to mean CFA we still refer to just the CFS. The CI'S
exhibils the real net cash flows (RNCF) in a year. This RNCF may be obtained by
using the following medel that has been designed based on the formula given by a
number of accounting writers on this issue.

BNOCF=8 -RB +1-T-DxK+L + A+ M, where

S = Actual and most readily rcalizable cash inflows from sale

= Actual and most readily payable cash outflows for operating expenses
= Real cash flows as interest

= (Cash ouiflow for taxation
= Cash outflow as dividend

- Real cash flows for issue repayment of securities

Real cash flows lor long term loan

= Real cash flows for assets sold / purchased

Al e
I

= Real cash MNows for miscellaneous items.

The most important component of the CES is crpcr_aﬁng cash flows and this is
obtained by the first two items, iec., 8 and R, of the model. There are, however,
two allernative approaches to presenting cash flow from operating activities—the direct
approach and the indirect approach. The approach followed in the model is actually
the direct approach, According to the second approach, the net profit figure is the
starting point in the compulation of cash from operations. Kevenue and expense items
not affecting cash are added or subtracted fo arrive at the net cash provided by
operating activities. The indirect approach is easier to apply than the direct one. But
the formats as set by the (CA) in AS-3 or by the SEBI in its guidelines all are
designed bascd on the direct approach. As the Indian companies are guided by the
professional pronouncements of the TCAI and the direction of the SEBI, it is quite
natural that companies of our country will be inclined to adopt the direct approach
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to CFS presentation. For this, we give below the format as preseribed by the TCAL
‘The SEBI-format in this respect is more or less the same.

Cash Flow statement

(as per AS-3)
Rs Rs.
. Cash flows from operating activitics
(a) Cash inflows (sale) e
(b) Cash outflows (wage etc.) i
. #W
2. Cash NNows from investing activities
(a) Cash inflows (sale of asset, investment
or inlerest received) ¥ &
(b) Cash outflows (Purchase of asset or investment) 58
L
3, Cash flows from financing activities
(a) Cash inflows from issue of share etc. A
-(b) Cash outflows for redemption, J
payment of dividend ete, ] ek
: # #
4. Net increase or decrease in cash (1 + 2 + 3) . s Rl
Add cash at the beginning ' il
Cash at the end % %

3.2 Historical Cost Accounting vs. Cash Flow Accounting

That historical cost accounting fails to provide relevant information, particularly in
times of soaring prices, is known to one and all. During inflation the historical cost
charged againsi revenue cannot recover the exhausted capital fully, Thus, the return on
capital is inflated leading thereby to payment of dividend out of capital, This will result
in capital erosion which may be termed as the beginning for the end of the firm. Still
we resort to historical cost accounting on the plea that this is verifiable and objective.
Bul while arguing m this way in favour of historical cost accounting we do perhaps.
forget that it is quite possible to illustrate the existence of subjective element in the
accounts prepared having based on historical cost.
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Histotical cost accounting is an accrual-based allocation accounting. At the time
of allocation of historical cost over a number of accounting periods, the accountants
have to take, into account a numbers of accounting concepts like materiality,
televance, conservatism cte. All will agree that these concepts are nothing but the
matters of opinion of different degrees. When we defer cost to match it against future
revenues, we cannot but make forecast as to the time and amount of future revenues.
Valuation of stock at cost or market price whichever is lower has also a subjective
phenomenon. Usually, we follow the realisation principle. But in case of long-term
contracts, we recognise revenue arbitrarily before completion of work. A. K. Basu
has thercfore rightly stated that the measures of wealth and prolit provided by the
balance sheet and the profit and loss account are just matters of opinion, whereas
the only fact in business is cash. So, on the question of objectivity cash flow
accounting is no doubt superior to historical cost accounting. Reporting results
prepared on historical cost allocation basis can be influenced to a major degree, cven
in the bounds of professionally accepted practices for the sclection of alternative
accounting methods, by the self-interest of those controlling the organisation, But
this problem of dubious allocation is avoided to a large extent in cash flow basis
of accounting, Moreover, the cash flow accounting, by its inherent nature, recognizes
time value of money and automatically takes account of inflation. Thus, during
inflation also there is no chance of distortion of reporting resulls in CFA, though
this is quite natural under historical cost-based accounting. \

Historical cost accounting places too much emphasis on income that distorts the
real cash flows in financial statements with the result that the uscrs face a lot of
difficulty in applying the information given for decision making. The investors
particularly need cash flow measures because they mvest cash in anticipation of
receiving back cash flows sufficient to justify their investment. In that sense cash
flow accounting can be said to be more useful to users in comparison to the
conventional historical cost accounting. Tt is said that earnings or income should be
viewed as only a surrogate to cash flow information. So, if earnings do not tell
how well a project or division ot corporation is doing in terms of cash flows, then
the concept and measurcment of earnings will be useless. '

I'iistnricai cosl-based accounts emphasize only on past figures preventing directors
and managers concerned with shaping various policies and diverse decisions, from
taking accurate predictions about the future. They have thereforc voiced their
dissatisfaction with the conventionally prepared accounting statements. CI'A, on the
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other hand, is helpful to them as it reports the h:smm current and forecasted cash
flow data together with assumptions for forecasts and explanations for material
deviations,

One of the major limitations of historical cost accounting is that it is not easily
undetstandable by less skilled or unsophisticated users. It is said that accountants
prepare accounts only for accountants: But CFA simplifies the financial statements
to a large extent by reducing the use of accounting terminology and methodology:
Besides, since the financial statements prepared on historical cost basis allow a lot
of flexibility in the reported income and financial position, the general users become
rather conlused. CFA, in thal case, tells everything in a straight way enhancing the
undvral,andahifity and comparability of aceounting information to users,

In view of so many problems associated with eamnings statements prepared under
historical cost accounting and a number of advantages of cash flow accounting,
people like Hicks have outlined a number of reasons for rejecting the former in
favour of the latler. But such a hasty decision is perhaps not desirable. A study of
different proposals on cash accounting reveals that it will take time before it is
acceptable lo conservative accounting profession. Moreover, it needs to be siressed
that cash flow for a single pm'i(}d has little relevance. A comparison of cash flows
over several periods is necessary to begin to observe the behaviour and frequency
ol non-recurring flows. Accrual based historical cost accounts of. a single period,
on the other hand. is sulficient to provide necessary information as to recurring and
non-recurring expense and revenue. Besides, the historical cost gecounting smooths
out the income or cash Mows of different years with the help of judicions allocation
lechnique, whereas. the cash [low accounting may exhibit a highly uneven picture
from year to year. So, it is suggested that CF A information should be reported as
supplementary (o the historical cost-based profit and loss account and balance sheet.

3.2 Status of CFA

In view of importance of CI'S in measuring liquidity and solvency pmition of
a firm, it has been made mandatory as part of an cssential component of annual
accounts in many countries, viz., Australia, Canada, Japan, Newzealand, the UK,
the USA ete. But in India a CFS does not form part of financial statermnent to be
prepared under the Companies Act, 1956,

But many companies-particularly the listed ones have starled incorporating CFS
in their annual accounts, One reason for such a trend in corporate accounting
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practices in India is that, as per SEBI guidelines, a listed company is required to
prepare, among others, a cash flow statement and get it audited, The [ICAl has also
revised its accounting standard relating to CFS on the basis of 1AS-7 issued by
IASC. Vollowing the international trend, a standard on CFS has replaced AS-3
which deals with Funds Flow Statement. The revised AS-3 is recommedatory.

In the USA, Statement No. 95 issued by FASB in 1987 required companies to
prepare CFS from the year 1988. The IASC issued in 1992 a standard on Statement
of Changes in Financial Position which deals with cash flow statement. Since
international accounting requirements are quite similar with respect CI'S according to
Statcment No. 95 of FASB and AS-3 of ICAL a brief discussion on any of them may
be worthwhile. '

According to the aforesaid requirements a CFS 15 required to be classified into
threc heads, namely :

(a) Cash flows from operating activities,

{b) Cash flows from investing activities, and

(c) Cash flows from financing activities,

According to Statement No. 95 of FASB, some cash [lows relating (o financing
or investing activities are grouped as operating activities. Examples are : payment of
interest on term loan, interest and dividend received. These items are classified as
operating cash flows because they normally appear in the income statement, Tn India,
separatc treatments have been suggested in the SEBI guidelines and in AS-3, for
financial and non-financial companies. For example, ‘according to AS-3, lor a financial
company, cash flows arising from interest paid, and’ interest and «dividend received
should be classified as cash flows from operating activities. In case of other companies,
interest paid should be shown under financing activities while interest and dividend
received should be shown under investing aclivities. There is however, no difference

in the treatment of dividend paid which should be shown under financing activities in
all cases. '

Compared to AS-3, SEBI guidelines in this respect are quite flexible. According
to SEBL, cash flows from interest and dividend received and paid should cach be
disclosed separately. Fach should be classified in a consistent manner from period to
period as either. operaling, investing or financing activitics. Interest paid and interest
and dividend received are usually classified as operating cash flows for financial
institutions. However, there is no consensus on the classification of these cash flows
for other companies. Interest paid and interest received may be classified
as operating cash flows because they enter in to the determination of net profit or
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loss. Alternatively, interest paid and interest and dividend received may be classified
in financing cash flows and investing flows respectively because they are costs of
obtaining financial resources or returns on investments. Dividends paid may be
classified as a financing cash flow because they arc cost of obtaining financial
resources. Alternatively, dividends paid may be classified as a component of cash
flows from operating activities in order to assist users to determine the ability of a
company to pay dividends out of operating cash flows.

The IASC has adopted a flexible approach regarding classification of the above
items. It allows companies to choose the procedure they like but a consistency in
practice is required to be maintained. The ICAI or SEBI is also not so rigid as to
the methods of presentation of CFS by reporting companies. This is evidenced by
the fact that most ol the listed companies in India use indirect method for preparation
of CFS, though ICAl and SEBI prefer the direct method. In the USA also, inspite
of the preference ol FASB lo direct method most companies there are found to use
the indirect method of CI'S presentation. Companies favour indirect method for two
reasons ¢ (i) it 1s simple and easy to prepare and (ii) it focuses on the difference
between nel income and net cash flows from operating activities.

3}.4 Exercise

A. Short answer Lype questions :

I. Distinguish between cash flow accounting and cash basis of accounting,
2. [low does CFA take care of inflationary effect?

3. Name the accounting standard issued by ICAI that deals with CFS.

4, Has the lﬂSC any accounting standard on CFS? If so, mention it.

5. Whal is SEBI?

6. What do you mean by listing companies?

[Hints : Companies listed in any stock. market]
7. What are the alternative methods for presenting cash .from operations?

8. Deline “indirect method’ for presenting cash from operations.
Define cash flow accounting. How does it differ from acerual accounting?

10. How do SEBI guidelines differ from IASC requirements as to the presentation
of interest and dividend in CFS? :

11. Offeranoutline olthe cash flow modclfhat iz based on the direct method of CES.
12. State the objectives of CFA.
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B. Long answer-type questions :

1.
2

Define CFA. What is the justification for CFA?

Offer your arguments for and against the replacement of hmmmal cost
accounting by cash flow accounting.

Discuss the basic features of cash low accounting. Suggest a format of CFA
on basis of its features.

What are the advantages of CFA over accrual basis of accounting? Do you
agree that the accrual basis ol accounting should be dispensed with right
now?

What is CFS? What is the present status- of CFE‘ in ln{ha and abroad? .

3.5 References
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Unit 4 7 Conceptual Framework for Accounting and
Reporting

Structure
4.0 Introduction
4.1 Meaning and Characteristics
4.2 Purpose and Benefit of Conceptual Framework
4.3 Nature and Scope |
4.3.1 Objective of Financial Statementis
4.3.2 Nature of Financial Statement
4.3.3 Qualitative Characteristics of Accounting Information
4.3.4 Constraints on Qualitative Information
4.4 Exercise

4.5 References

4.0 Introduction

Until. very recently there did not exist any unified theoty on accounting and
reporting acceptable to all. A number of stray attempts have been made in the past to
develop such theory. It has been felt for long that the whole work needs to be done
under a broad overall structure named as the ‘Conceptual Framework for Financial
Accounting and Reporting, This term was coined by the American Tnstituie of Certified
Public Accountants (AICPA). Actually, the first attempt towards the formation of
this structure was taken up by the AICPA ilself. Several accounting writers have also
conducted their study in the pursuit of developing 'a framework.
Concerted efforts were made only after the formation of the Financial Accounting
Standards Board (FASB) if the USA in the mid-seventics. The FASB issued a number
of conceptual documents to establish a conceptual framework for accounting.
These are known as Stalements of Financial Accounting Concepts (SFACs). They
together have been known as the Conceptual Framework for Accounting and
Reporting in the USA. Later, the International Accounting Standards Board (1ASB),
which was earlier known as the TASC, undertook the task of developing a conceptual
Iramework. In 1989 the TASC published such a framework which was adopted by
the IASB in 2001. In Australia, threc Statements of Accounting Concepts were
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published in 1990 and these were treated as the Conceptual Framework of that country.
The Accounting Standards Board of the UK published ils Statement of Principles for
Financial Reporting in 1999. The Institute of Chartered Accountants of India has
also published in the mean-time a Framework for the Preparation and Presentation of
Financial Statements. Thus, there has been now a world-wide wave towards the
development of a conceptual framework for accounting and reporting.

4.1 Meaning and Characteristics of Conceptual Framework

A conceptual framework has been defined by Miller, Redding and Bahnson as
“a collection of broad rules, guidelines, accepted truths and other broad ideas” about
the field. In respect of accounting, it may be defined as a constitution, a coherent
system of inter-rclated objectives and fundamentals that can lead to consistent standards
and that preseribes the nature, function, and limits of financial accounting and financial
statements. The objectives identify the goals and the purposes of accounting. The
fundamentals are the underlying concepts of accounting that guide the selection of
transactions, events and circumstances to be accounted for, their recognition and
measurement, and the means of summarising and communicating them to intercsted
parties. Thesc basic accounting fundamentals will be the basis for the development of
financial accounting and reporting standards. These arc the ground work, the basis,
the foundation upon which the superstructure of standards can be created, The
conceptual work, it is therefore said, is intended 1o act as a constitution for the standard-
setting process. The concepts will establish the objectives and fundamentals. The
objectives and fundamentals will be used in developing standards of accounting and
reporting. In turn the standards will help in developing principles and procedures.
The complete process as such can be termed as conceptual framework which has at
least four levels of detail as follows. '

() Tt sets out the objectives of financial reporting and leaves it to the rule-makers
Lo construct rules that are in conformity with these objectives.

(b) Tt sets out the basic general principles that shcﬁ:[d govern financial reporting,

- the detailed rules are developed by the rule-makers within the limit set by these

principles.

(e) It lays down all the necessary rules based on axioms and the application of
deductive logic. Y e

(d) It serves as a form of technical diutic-nar}f that define’s the concepts used by
accountants,
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There are two fundamental ways in which the aforesaid broad rules are developed:
deduction and induction.

(a) Deduction: When this approach is used, the aim is to set out a logically
complete system consisting of a set of axioms, whereby the detailed rules of [inancial
reporting may be derived from the axioms by the application of deductive logic, in
the same way thal the theorems of geometry are derived from its axioms.

(b) Induction : In this approach, the conceptual framework is based on the
existing practice of accountants. However, the inductive approach involves much more
than a simple description of what accountants do; it involves an analysis of the great
diversity and variety of practice with the aim of discerning the underlying principles
which are then presented in the form of a comprehensive and coherent framework.

An alternative way of classifying a coneceptual framework is according to whether
its objective is normative or positive. A normative framework seeks to prcséribe ithe
rules that should be followed. A positive framework hmits itsell to describing existing
practices without judging whether it is good or bad. Thus, a normative framework is
a prescription for futurc practice; a positive framework 1s a description of present
practice. In principle, framework based on deduction cannol be positive, as deduction
is based on logical reasoning and not on obscrvation of the real world. Frameworks
that use the inductive approach are generally posilive, but it 15 not impossible for
such a framework to include normative clements as it sceks to recommend the best
features of present practice.

4.2 Purpose and Benefit of Conceptual Framework

From the definition of conceptual framework it is elear that framework as such is
a must if the accounting standards are to be based on solid foundation. Other benefits
that may be expected from having a conceptual framework are listed below.

(a) Economizing of effort : Once the framework is put in place, the subsequent
development of standards would be casier, Many financial reporting problems have
common ¢lements and they need not have to be thought through afresh each time
they are encountered. =

(b) Gain in Consistency : Standards developed on the basis of an agreed
framework may be expecled to be more consistent with one another than would
standards that arc developed based on adhoc arrangements.

(c) Improved Communication : Improved communication, both within the
standard-setting body, and between the standard-setting body and the outsiders, should
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be the result of selling down agreed definitions of concepts such as *assets’. Earlier
these agreed definitions were lacking. For example, as Solomons remarks, the term
‘malteriality’ was widely used by accountants but not always to mean the same
thing.
(d) Defence against Politicization : Given the fact that the accounting standards
have an impact on the wealth and welfare of many people, it is expected that those
affected by standards will seek to influence the standard-setting body in ils decisions.
It is generally agreed that the standard-setting body should take into account (he
concerns of such persons who will help develop a standard more relevant and practical,
That is one of the reasons for the elaborate process of consultation that all standard-
setting bodies practisc. However, there is a danger that outsiders may be able to exert
such powerlul pressure on the standard-setling body that they are able to secure the
_ inclusion in a proposed standard of particular points on which they place importance.
The problem is aggravated by the fact that only those directly affected by the proposed
standard are likely to make a serious effort to influence the standard-sctting body: the
great majority of persons arc only slightly affected and do not bother. Such political
interference is highly undesirable for a number of reasons.

(i) Tt leads to inconsistency between standards. This is almost inevitable if each
standard is drafled to meet the interests of a different lobby. Inconsistency is not only
intellectually unpleasing, but it can lead to practical problems as well, At the very
least, inconsistency has a ncgative impact on the comparability of financial reporting,
which is one of the prime objective of standards.

(i1) At the extreme, it results in standards being based on no prlncspia other than
to sctve the interest of the most influential and powerful parties,

(iii) The role of the standard-sctting body is to apply the principles of financial
reporting in an even-handed neuttal fashion in the interests of society as a whole. On
occasions, it should stand up to particular interests and proclaim that what they are
- arguing is wrong, as being contrary fo the fundamental principles of financial reporting.

The aforesaid analysis suggests that a conceptual framework is a weapon to be
used by the experts in financial reporting to defend their territory against unwelcome
intruders. However, the specific purposes that a conceptual framework may serve are
given below.

* To assist the standard-setting body in the development ol new standards and in

its review of existing standards and in reducing the number of permitted treatments
in standards.
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To assist standard-setters in dealing with tﬁpics that have yet to form the subject
of a standard, '

* To assist auditors in forming an opinion as to fairness of financial reporting,
*  To assist users in interpreting the information contained in financial statements,
&

To provide those mlerested in the work of standard-setlers w1Ll1 information about
ils approach to the formulation of standards.

The framework, as the TASB states, will be thus helpful for the whole range of
persons interested in financial reporting, standard-setlers, preparers, auditors, users
and even the general public. '

4.3 Nature and Scope of the Conceptual Framework of
- Accounting

The leading accounting standard-setting bodies of the world formulated the
conceptual frameworks for accounting and reporling. However, the frameworks so
far formulated are more or less same so far as at least the clements and scope of the
framework is concerned. The frameworks usually deal with ;
® The objective of financial statements.

@ ‘The qualitative characteristics” that determine the uselulness ol information in
financial stalements. ;

® The definition, recognition and measurement of the clements from which financial
statements arc formulated.

@ The basic assumplions of accounting.

@ . ‘l'he application of the basic principles of accounting,

® The impact of constraints that have on accounting information.

The frameworks are usually concerned with gcneral purpose financial statements
which are prepared and presented annually and are direcled towards the common
intercst needs of a wide range ol users. *Special purpose financial reports, .for example,
prospectuses and computations prepared for taxation purposes are oulside the scope
of this framework. Nevertheless, the framework may be applied in the preparation of
such special purpose reports where their requirements permit,

Financial statements form part of the process of [inancial repotting. A complete
set of financial statements normally includes a balance sheet, an income statement or
profit and loss account, a statement of changes in financial position and those notes
and other statements and explanatory material that are an integral part of the financial
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statements. They may also’ include supplementary schedules and information based
on or derived from such statements.

The frameworlks apply to the financial statements of all commercial, industrial
and business enterprises, whether in the public or the private sectors. The enterprise
for which there are users who rely on the financial statements as their major Source
of financial information, falls within the purview of conceptual framework. Users in
this context include present and potential investors, employees, lenders, suppliers and
other trade creditors, customers, governments and the public. '

4.3.1 Objective of Financial Statements

It has been stressed on several occasions that objectives are the basis on which
the superstructure of accounting theory can be created. It is because of the awareness
of the importance of objectives that all of the conceptual frameworks formulated so
far have outlined at the very outset the objectives of financial statements. Objectives
as set in different frameworks are more or less the same, The American framework
was developed before that of the IASB and undoubtedly had a strong influence on
the contents of the latter. Indian framework again has been developed taking IASB’s
framework as the basis. So, it is sufficient to mention the objectives of [inancial
statements of anyone of the frameworks. However, we shall point out here the
objectives as given in IASB’s framework, as this has a world-wide application.
Objectives as given in SFAC No.l of USA may also be mentioned in this context as
it is treated as the pioneer in the field.

According to IASB’s Framework, the objectives of financial slatements arc as
follows. - 1 '
1. The objective of financial statements is to provide information about the financial

position, performance and changes in financial position ol an enterprise that is useful
to a wide range of uscrs in making economic decisions.

- 2. Financial statements prepared lor this purpose meet the common needs of most
users. However, financial statements do not provide all the information that users
may need o make economic decisions since they largely portray the financial effects
of past events and do not necessarily provide non-financial information.

3. Financial statements also show the results of the stewardship of manapement,
or the accountability of management for the resources entrusted to it. Those users
who wish to assess the stewardship or accountability of management do so in order
that they make cconomic decisions. These decisions may include, for example, whether
to hold or sell their investment in the enterprise or whether to reappoint or replace
the management,
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The conceptual framework of the FASB is set out in seven Statements of Financial
Accounting Concepts (SFACs). Of the seven Statements two are related to the
objectives of financial reporting. From this we may infer the importance of the
objectives of financial reporting in the conceptual framework for accounting and
reporting in the USA. After the consideration of the Trueblood Committee Report
and the responscs to the discussion memorandum (DM) on the report, the FASB
issued Tentative Conclusions on objectives of Financial Statements of Business
Enterprises in 1976. Two years later, the FASB issued SFAC No.1 that laid down
the following objectives of finaneial reporting:

I. Financial reporting should provide information that is useful to present and
potential investors and creditors and other users in making rational investment, credit
and similar decisions.

2. Financial reporting should provide information to help present and potential
investors and creditors and other users in assessing (he amounts, timing and unu:ﬂ-iain‘ty
of prospective cash receipls from dividends or inlerests and proceeds from sale,
redemption, maturity of securities or loans.

3. Financial reporting should provide information about the economic resources
of an enterprise. the claims to those resources and the effects of transactions and
circumstances that chanpe resources and claims to those resources.

4. Financial reporting should provide information about the financial performance
of an enterprise during a period, Investors and creditors ofien use information about
the past to help in assessing the prospects of an enlerprise.

5. Finaneial reporting should provide information about how an enterprise obtains
and spends cash, about its borrowings, repayment of borrowings, about its® capital
transactions, cash dividends and other distributions that may aflect an enterprise’s
liquidity or solvency.

6. Financial reporting should provide information about how management of an
enlerprise has discharged its stewardship responsibility to owners [or the use of
enterprisc resources entrusted to it.

7. Financial reporting should provide information that is useful to managers and
directors in making decisions in the interest of owners.

Owver and above these two premier bodies. The Corporate Report of UK, The
Stamp Report of Canada, The Framework for the preparation and Presentation of
Financial Statements of India and many other researchers in the field have provided
for the objectives of financial reporting. As all are more ot less the same, we need
not repeal them. Some have, however, suggested the need for some additional
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information like a Statement of Value Added, an Employee Report, a Slatement of
money exchanges with government, a Statement of transactions in foreign currency,
a Statement of future prospects.

4.3.2 Nature of Financial Statements

In order to achicve the objectives as set out in different conceptual frameworks,
the financial stalements must portray the financial effects of all the transactions for
relevant period by grouping them into broad classes according to their economic
characteristics. The broad classes in the balance sheet, as per [ASB Framework, are
 assels, liabilities and equities, and the elements in the income statement arc income and
expenses. The presentation of these elements in the balance sheet and the income
statement involves a process of subclassi fication. For example, assels and lhabilities
may be classified by their nature or function in the business of the enlerprisc in order
to display information in the manner most useful to users for purposes of making
decisions. : i

The conceptual frameworks provide us with the concepts of assets, liabilities,
equities, income and expenses along with the principles of their recognition and
measurement, Concepts are essential for proper recognition or measurement of financial
items. So, the conceptual frameworks have discussed the concepts in detail. But when
the framework’s authors come to deal with the topics that have a direct influence on
the practical task of preparing financial statements, they hack away from committing
themselves. If the Irameworks had expressed a definite opinion cither for or against a
particular measurement base, this would have had immediate practical implications for
all accountants. Instead, they have pointed out a number of different measurement bases
like historical cost, eurrent cost, realisable value and present value. Concepls of capital
and capital maintenance have an important bearing on the measurement of income and
assels. Having recognised this, the [ASB Framework has dealt with it in detail. But there
also it has pninted_uﬁt and defined a number of concepts like linancial capital concept,
real capital concept and physical capital concept without giving a clear choice for anyone
of them. Probably the IASB was unable to reach a consensus on any topic thal had
a direct impact on practice. A rather similar criticism has been levelled against the authors
of the FASB’s conceptual framework. In this case, the criticism is that FASB's Statement
No. 5 on recognition and measurement of information simply reproduccs conventional
accounting practice and is not logically derived from the more radical concepls developed
in the earlier statements. The TASB cannot be eriticised on this score. It did not opt for
conventional practice. It has mentioned a number of measurement bases like current cost
cte. which are far away from the convention
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All the frameworks have identified the users of financial statements along with
their information needs. From this, onc may easily assess what kind of quantitative
characleristics financial information must have. Investors want to assess the ability of
enterprisc to pay dividends. The employees intend to know basically the capacity of
the enterprise to provide remuneration, retirement benefits and employment
opportunities, Lenders are interested in information that cnables them to determine
Whether the loans and interest will be paid when due, Supplicrs want to determine
whether amonnts owing (o them will be paid in time. Customers, government and
public have also interest in the financial information about an enterprise, What is
discernible from this information need of different users is that the financial statements
need provide the following quantitative information.

I. Information concerning profitability

2. Information in relation lo liquidity

3. Information as to stability

4. Information (o measure managerial efficiency

3. Information as to the quality and supply of product

6, Information concerning social responsibility.

4.3.3 Qualitative Characteristics of Accdunting Information

Qualitative characteristics of information are those that help distinguish better
information from inferior information. '

These are the attributes that make the information proﬁcled in financial statements
useful to the users, The primary characteristics of useful information are relevance
and reliability. The information will be relevant when it contains some other important
qualities like predictive value, feedback value, timeliness and materiality. And, to
cnsure that information is reliable, it must comprise qualities like verifiability, neutrality
and representational faithfulness. All these desirable qualities help in decision-making.
However, sometimes a trade-off has to be made, e.g, the information may not be
completely reliable but it may be very much relevant, which can also make it uscful
for decision-making. While making this trade-off we must understand the relative
advantages of one quality over others. So that we can make this comparison, all the
conceptual frameworks formulated so far have given an elaborate discussion on cach
of the qualities. A brief deseription of the qualities is provided below.

Relevance : To be useful, information must be relevant to decision-making. If
the information is not connceted to a decision, it cannot be useful, regardless of its
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other qualities. Tnformation will have quality of relevance when it influences the
economic decision of users by helping them evaluate past, present or future events,
~or confirming or correcting their past evaluations.

Reliability : Information is reliable il it is free from bias and if it faithfully
represents what it purports to represent, Accounting information is reliable to the
extent that users can depend upon the infermation to represent “the cconomic
conditions that it aims to represent.

Understandability : An cssential quality of the information provided in financial
statements is that it is readily understandable by uscrs, For this purpose, the users are
assumed, however, to have a reasonable knowledge of business and cconomic activities,
and a willingness to sﬁlci},r the information with reasonable diligence.

Materiality : The relevance of information is affected by its nature and materiality.
An information is material if its omission or misstatement could inlluence the economic
decizion of users taken on the basis of the financial statement.

Faithful representation @ To be reliable, information must represent faithfully
the transactions and other events it cither purporls fo represent or could reasonably be
expecled 1o represent. Thus, for example, a balance sheet should represent faithfully
the transactions and other events that result in assets, liabilities and equity, and the
mcome statement must represent faithfully the transactions that result in income and
EXPENSes.

Neutrality : To be reliable, information contained in financial stalement must be
neufral, that is, free from bias. Financial statements are not neutral if by the selection
or presentation of information’, they influence the making of a decision or judgement
in order to achicve a predetermined result or outcome.

Prudence : The preparers ol linancial statements have to contend with the
uncertainties that inevitably surround many events and circumstances, such as the
collectivity ol’ doubtful receivables the probable useful life of plant and equipment
etc. Such uncertainties are rccognised by the disclosure of their nature and by the
exercise of prudence in the preparation of financial statements. Prudence is the inclusion
of a depree of caution in making estimates required under conditions of uncertainty,
such thal assels or mcome are not overstated and liabilitics or cxpenses are not
understated. This is also known as conservatism. However, the exercise of prudence
does not allow the creation of hidden reserves or excessive provisions, the deliberate
understatement of asscts or income or the deliberate overstatement of liabilities or
eXpenses.
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Completeness : To be reliable, the inlormation in financial statements must be
complete with the bounds of materiality and cost. An omission may cause information
to be false and misleading and thus unreliable and deficient in terms of its relevance,

Comparability : Users must be able to compeltrc the financial statements of an
enterprise through time in order to identify its trend in its financial position and performance.
Users must also be able to compare the financial stalements of different
enterprises in order to evaluate the relative financial position, performance and changes
1n linancial position. Hence, the measurement and display of financial effect of transactions
must be carricd out in a consistent way throughout an enterprise and for different.
enterprises.

So, we get a number of qualitative characteristics that the accounting information
should possess. But there are certain features in the real world which limit the applicability
of the qualitative characleristics mentioned so far.

4.3.4 Constraints on Qualitative Information

There are mainly three factors that stand on the way of presenting qualitative

information to users. They are timeliness, cost and tangle among qualitative characteristics
themselves.

- Timeliness : In general, the sooner that users arc informed about transactions, the
more uscful is the information. Again, there is a clear relationship between the speed
with which the information is supplied and its rehiability. The hasty work can lead to
mistake as sometimes happen when enterprises cut corners in order to present their
annual accounts as soon as possible after the year end. In order to provide timely and
relevant information, it may often be necessary to report before all aspeets of transactions
are known. Thus, the information will not satisty the qualitative characteristics like
reliability and completeness, The information not being reliable and complete, cannot
also claim to be relevant or useful. L :

Cost : Financial reporting is an economic activity and, in principle, in deciding how
much effort to expend on it, the costs should be compared with the benefits. 1t is self-
evident that financial statements can be made more reliable and more timely il more
resources are allocated to their preparation. But an enlerprise would allocate additional
resources il it feels thatextra benefil received by it is higher than the cost, The problem
here is that cost is incurred by the enterprise but the benelit is received by users, not
by the enterprise. The enterprise may be indirectly benefitted but that benefit is very
difficult to measure. Hence, the management does not like to incur extra cost for financial
statements and, as a result, the qualitative characteristics remain unachievable.
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Balance between Qualitative Characteristics : We have mentioned the necd for
a balance between cost and benefit, However, this need to balance one characteristic
against another is much more pervasive. In fact, .therc appears to be a general rule that
if excessive weight is given to one characteristic, this will have a negative impact on
others. Given “below are few examples in this regard.

{a) Relevance vs. Consistency : In order to produce more relevant financial
statements, it may be necessary to change an enterprisc’s accounting policies, This
would mean that the accounts are no longer comparable with those of previous years.

(b) Relevance vs. Prudence : One aspect of conflict between relevance and
reliability is well-known to all in relation to the timeliness of imformation. Another
aspect is conflict between relevance and prudence, a conslituent quality of reliability.
Many experts claim that the needs of users are best served by providing them with
unbiased information, and not with information that has been preprocessed in the name
of prudence so as fo report assets at less than their most likely value.

(¢) Prudence vs. Cuiisistentjf : In many situations il is impossible 0 be both
consistent and prudent, An example is an enterprisc which in order to be prudent
places a relatively low estimate on the expected life of a fixed asset. In the early years
of the asset’s life, profits tend to be stated prudently because of high depreciation
charge. However, in the later years: there will be no depreciation in the income
statement as the asset has been fully written off. Hence, the profits will then be
ovorstated. '

These contlicts among various qualitative characleristics greatly complicate the
task of the standard-selters as well as that of the preparers of accounts. The fundamental
conflict is between relevance and reliability. Accountants would like financial statements
to be both highly relevant and [ully reliable, However, the harsh reality of lifc is, more
of one will generally mean the less of the other.

4.4 Exercise

A. Short-answer Type Questions

1. Give the full name of SFACs.

2. - Mention the year in which the FASB started to publish conceptual lramework.
3. In which year was the TASB’s Framework published?
4

Name two [undamental ways in which the broad rule of accounting are
developed.
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9.
10.
5

12,

What is the name of the TASC at present?
Name two fundamental qualitative characteristics of accounting information,
Deline conceptual [ramework.

What do you mean by deduction and induction in the context of conceptual
framework formulation?

How are the normative and positive frameworks developed?
How does political interference affect the standard-setling process?
What kinds of quantitative information financial statement must disclose?

Comment on the reliability-relevance tangle of accounting information.

B. Long-answer Type Questions :

1.
2.

What arc the characteristics of conceptual framework?

For what purpose are the conceptual frameworks formulated? What are the
benefits that are derived from it?

What is the scope of conceptual framework ol accounting? What are the main
elements of financial statcments?

Discuss the objectives of financial statements as laid down in the coneeptual
frameworks. ;

Give an account of the qualitative characteristics of accounting information.
Why is it impossible to achieve the qualitative characteristics fully?
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5.0 Introduction

The concept of disclosure is of great significance in the accomplishment of
financial statements objectives and in contributing to the efficient allocation of
resources through sound economic decisions. It is well-known that accounting has
two broad functions-firstly, measuring and arraying the economic data and secondly,
communicating the results of this process {o inferested parties. Initially, the first phase
encompassing record-keeping and preparation of accounts was the basic objective
of accounting. But now the purpose of accounting has been redefined as business

- enterprises have multiplied, in number and size, the supply of the capital and the

related risk. Particularly since the introduction of corporate form of business, a
considerable public interest has been created about business activities. From financial
statements, the investors today want to know whether to relinquish, retain or further

acquire the investment; employees and workers about continuity of employment and

ol



[uture prospects; managers to judge their efficiency and performance; creditors and
debenture-holders to judge credit-status; suppliers about utilisation of their material
and product; consumers about regular supplics at reasonable prices; government as
a tax recciver simultaneously to exercise control and to see how lar social objectives
are being attained. Thus, the communication part of accounting has become now of
greater importance and there has been thus an obvious need- for reliable information
which different parlies can use to acquirc cssential knowledge of the way in which
business enterprises are behaving in relation to their intcrests. This question of
disclosure has been so imporlant that a number of regulatory bodies have to veer
round it so that different interested partics can get full, fair or at least adequate
information from financial statements to make their cconomic decisions sound and
proper. 1f we go through the company legislation of our country we shall see “that
the lepal provisions are not so much relating to preparation of accounts as they are
as 1o the presentation or disclosure of accounting information. The pronouncements
of accounting profession are also mostly related to disclosures in financial statements.
The conceptual framework that -has been formulated by the Institute of Chartered
Accountants of India does also relate mainly to the presentation of [inancial
statements. In view of all these, it may be said that there has been now a growing
need for communication of information. But the major: questions are (1) for whom
i the information to be disclosed, (2) how much information to be diselosed, and
(3) what arc the problems associated with these questions? In next ‘sections, we shall
try to give answers to these questions,

5.1 Meaning of Disclosure

Disclosure can be defined as a process through which a business enterprise
communicates with the external parties. The American Accounting Association defines
disclosure as “the movement of information from the private domain into the public
domain”, Such a conversion of private information into public information can take place
in financial statements or through non-accounting channels there are three concepts of
disclosure generally proposed, viz., adequate, fair and full disclosure. Of these three,
the most commonly used concept is the concept of adequale disclosurc. Fair and full
disclosures are more positive no doubt, But fair disclosure implies an cthical scnse which
is for obvious reason rather implicable, and full disclosure that implies presentation of
all information is also not feasible in practice. E. 8. Hendricksen defines disclosure as
“the presentationi of information necessary for the optimum operation ol efficient capital
market”, This also implies that adequate information should be disclosed to permit the
prediction of future trends and the variability and covariability of future return with the
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market. But this adequency of disclosure cannot be tested accurately and precisely since
.no definite, test 1o measure it exists in financial reporting. Generally we call one disclosure
as adequate if it is helpful to users in making economic decisions. But if the users arc
not homogeneous problems will crop up. However, it is felt that effective reporting must
possess some characteristics if it is to satisfy user needs. These characteristics may be
listed as follows. '

1. Relevance

2. Materiahty

Understandability

Comparability

Reliability

3
4
5. Consistency
6
7. Freedom from bias.

The above mentioned characteristics make reportable information useful no doubt.
But there are some constraints on the achievement ol these qualitative characteristics.
The pursuit of one characteristic may work, against the other characteristics, For
example, if one sticks largely on relevance of accounting information, the reliability
criterion may not be satisfied then. So, desirable trade ofl among them should be
determined and they should be arranged in terms of their relative importance. This
actually is needed for adequate disclosure, otherwise it could have been called as
full or fair disclosure, However, it is coniended that there is no difference among
full, fair or adequate disclosure, because what is adequate for an investor may be
termed in other words as fair or full disclosurc for him.

5.2 Importance of Disclosure

It is the fact that different sections of people like sharcholders, lenders, creditors,
employees, customers, government and even the general public are now interested
in the financial reports of business enterprises. According to I, A. Lee, there is an
obvious need for reliable information which the aforesaid users can use to acquire
an essential knowledge of the way in which the business enterprise is behaving in
relation to their-interest. By petceiving enterprise behaviour through communicated
information, interested parties can use this knowledge to amend or adopt their own
behaviour vis-a vis the enterprise concerned. Since the investors, existing or potential,
are the dominant users, the primary function oftinformation disclosure is to [acilitate
investment decisions. But in addition to aiding investment decision-making, the
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disclosure is directed today to assist in evaluations for the extension of credit or to
Jjudpe the guality of management’s performance in the past. The disclosure at present
is useful to so many users because of the following diversified Tunctions of disclosure
in reporting. ; :

1. Tt provides information useful to investors and creditors for predicting,
comparing and cvaluating potential cash flows to them in terms of amount, timing
and related uncertainty.

2. It provides information to users for predicting, comparing and evaluating
gnterprise carning power.

3. It supplies information wseful in judging management’s ability to utilisc
enierprise resources effectively in achieving the primary enterprise goal.

4. It provides information useful for the productive process.

5. It reports on those activities of the enterprise affecting society which can be
determined and described or measured and which are important o the role of
cnterprise in ils social environment,

In view of the above, a theoretical approach to external reporting has emerged
in recent years which is termed as ‘expanded disclosure’. The proponents of this
- approach argue that expanded disclosure is frequently a reasonable means of resolving
accounting controversies and reporting problems. The arguments in support of this
adequate or expanded disclosure arc the following.

First, investors and creditors use and therefore need a broad information set to
assess the level and likelihood of future cash Mows,

Second, accountant’s limifed knowledge of users’ preference and behaviour makes
it difficult to defend a single reporting option against available competing alternatives.
As a consequence, il is argued that these difficult choice can be avoided by
presenting more detailed disclosure.

Third, the markel efficiency doctrine supports the data expansion approach. The
investment market is sensitive to many' forms of information, some of which are
not incorporated in the accounting system or financial reports. As long as there are
sufficient disclosures the users will be able to measure the limitations and inlerpret
the information accordingly. :

Fourth, increased disclosure would be helpful in resolving traditional measurement
controversics. Reporting historical and current-cost data, for example, eliminates the
controversy over inflation accounting.
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Fifth, adequate disclosure in annual reports is expected, in the long run, to enhance
market price of company’s share in the investment market. Higher prices of company.
shares resulting from the full disclosure will have a favourable impact on company’s
cost of capital. It has often been observed thal there is a connéction between
transparency in corporate reporting and cost of capital.

Sixth, adequate disclosure will tend to minimise the fluctuations in cotmpany’s
share prices. Fluctuations in share prices occur becausc of the ignorance prevailing in
the investment market. 11 the securities market is in possession of full information, the
ignorance and uncertainty will be reduced and share prices will tend to maintain
equilibrium,

Seventh, with the help of detailed disclosure, the present and prospective
employees may be able to assess risk and growth potential, job security and future
promotional possibilities. Labour unions and individual employces may use reported
information as a basis for making contractual wage and employment benefit demands,

Eighth, customers, like employees, may use financial statement data to prediet.
the likelihood and/or timing of a firm going bankrupt or being unable to meet its
commitment. This information may be important in predicting the availability of
supporting services or continuing supplies of goods over an extended period of time.

In view of this importance of reported information it is said that disclosure is an
essential part of the working of a free and fair cconomic system. Obviously, there are
limits imposed, for example, by the need to preserve commercial confidentiality in a
competitive situation. Bul the bias must always be towards disclosure, with the burden’
of proof thrown on those who defend secrecy. The more people can see what is
happening, the less likely they are to harbour general suspicious - and the less
opportunity there 1s for concealing improper or even criminal activities. Openness or
transparency in company affairs is the first principle in sccuring responsible behaviour,

5.3 Problems of Disclosure

We have seen from the preceding section that adequate disclosure is a necessity,
not & luxury. Bul it would not be out of place to mention here that there are a Iar_gé'
number of problems or constraints that stand on the way of adequate disclosure. The
major problems are discussed in brict as follows.

Multiplicity in accounting and reporting practices : Alternative forms of
reporting may affect the quality of users’” decisions and information presented in
misleading, unsuitable form will nol achieve the purpose of disclosure. But dug to
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lack of uniformity in accounting as well as reporting practices the comparability and
understandability of disclosure in reporting is being largely affected. Accounting
standard setting bodies and other hinancial reporting regulatory agencies have attempted
to reduce this diversity in preparation and presentation of accounting information,
But problems persist.

Information overload : The appeal of data expansion is being resisted largely on
physiological considerations. Beyond some point, additional data could add confusion
to the users’ mind and make it physically impossible for them to consider and impound
imcremental messages. For this, the preparers of financial reports do pick and choose
the information that they think more useful to users and, instead of resorting to full
disclosure, they are imposing their choice on the users. This in no way is justified. But
information overload is compelling them to do so.

Cost of disclosure : 11 is a recognised fact that even modest inerease in disclosure
is not without cost. Hence, the desirability of expanded disclosure is unclear when
the question is examined [fom the traditional perspective of the economic consequences
of information. Conversely, it is stressed to identily and disclose only those types of
information that can provide significant benefits to business report users. In short, the
benefit-cost analysis (BCA) for disclosure focuses on informative disclosure, instead
of full disclosure. On this argument perhaps the company lepislation of India has
provided for ‘abridged report’ with the provision for supplying detail information
only on demand,

Dependance on multipurpose report : Financial accounting information 13 used
by a variety of groups and lor diverse purposes. Only special purpose reports can
satisfy specialised or particular needs ol individual users. But issuing separate reports
for different users is not [easible. either economically or otherwise. So, we prepare
multipurpose report on the assumption that the interest of a large number of users
coincides. However, the wide varicty of users of general purpose report make it
difficult to envision a single set of published statements so structured as to
simultaneously provide all necessary information to all possible users. The legal and
accountancy profession have therefore consistently recongnised investors, present and
potential, as the primary users of financial reports, and as a result, many other interested
persons like employees, customers, suppliers etc. are till now being largely neglected.

Investors of different sophistication levels : Selection of investors as dominant
user-group raises further questions about the naturc of primary audience. Within the
investor-group, there exist a wide range of sophistication levels. Some investors have
little knowledge in business and accounting. On the contrary, there are some
sophisticated investors such as institutional investors, securily analysts or the individual
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sophisticated investors. Hence, what should actually be the degree of sophistication in
annual reports, is still an unsettled question in accounting, Some feel that annual report
should be prepared for sophisticated readers while others opine that we should
develop a technique for presenting information to the lay man. Being fallen in tangle,
the preparers sometimes give unnecessary details as to some simple information. and
sometimes fail to give required information to clarify a critical event,

Changes in Price-level : Changes in the value of money has added to the
difficulty of presenting a comparable and relevant set of accounting inlormation, ‘The
traditional accounting system is based on historical cost convention and hence the
valuc of income and assets as shown in financial statements loses much of its
relevance. Regulators have suggested thercfore to present supplementary statements
showing current cost figures of expenses and assets. But the presentation of two
statements simultaneously—one based on historical cost and other on current cost may
contuse the users. Moreover, the current cost staterments will not have the verifiability
or objectivity. Thus, comparing of financial statements of different companics will
pose anolher problem, and wary investors will be in a fix while finding out the
more profitable firms.

Conflict of Objectives : Last but not the least important constraint on effective
reporting is the conflict of objectives in reporting. The pursuit of one characteristic of
reporting may work against the other characteristics, 1t is difficult to design financial
statements which may be relevant to uscr needs on the one hand and free from bias
towards any particular user group. Relevance and reliability are probably the most
fundamental qualitative characteristics of disclosure. But unfortunately, an emphasis on
reliability may go against relevance and vice versa. So, the qualitative characteristics
should be arranged in terms of their relative importance in cach case. Desirable trade
off’ among them should be determined. But this is not also an easy task.

Thus, the problems of disclosure or the constraints on cifective reporting are
manifold. Several professional bodies, accounting and conmmerce associations accounting
legislations-all are trying continuously to improve the position. Partly for this all-round
effort and partly due to environmental influcnce, the reporting today has expanded a
lot, both in quantity and quality. However, it cannot be denied that much has 1o be
done as yet to reach the optimum level,

5.4 Form and Arrangement of Financial Statements

The subject of presentation of financial statements has always been reparded as
a central aspect of financial reporting. Financial statements are accounting reports
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prepared in order to communicate information ‘about the financial performance,
financial position and cash flows of a firm to external parties. There was a time
when financial statements used to account for the totality of financial reporting. But
the situation has changed significantly in recent years, Large velume of information
is now provided outside basic financial statements, This has, however, not diminished
in dny way the importance of financial statements. Financial statements are stil]
viewed as the core ol financial reporting. Orderly and systematic form and
arrangement of financial statements is required if financial reporting is to be uscful
and effective. Bad presentation results in misinformation, impinging on the ability
of the financial statements users to take informed and intelligent cconomic decisions.

There are differences among countrics as to the mode of presentation of financial
statements. There are many countries that have prescribed financial statements
allowing flexibility within the [ormats. Some countries are also there where financial
statements are presented in highly standardised forms. There are still some other
countries that allow preparers to determine the formats of their own choice. The
preparers have, however, (o follow. some prescribed principles as to the classification
of financial statement items and to make some specific disclosures with respect to
assets, liabilities, equity, revenues and expenses. In India, the major part of financial
statements consists of a balance sheel, a profit and loss account, a cash llow statement
and a statement of accounting policies and explanatory notes. In the case of balance
sheet and cash flow statement, the formats have been provided by ]egislatmn though
the flexibility as to them is allowed. But for the profit and loss account and the
statement of accounting policies, the Indian companies arc at liberty to design their
formats, although they are to follow some principles as to the contents of them. A
brief description of the form and contents of these financial statements is given
below:.

5.4.1 The Balance Sheet

The balance sheet is a primary financial statement. Tt is aimed at providing
information about the financial status of the entity at the end of the accounting period.
There are two forms of presenting the balance sheet; the horizontal form and veitical
form, Part [I of Schedule VI to the Indian Companies Act, 1956 has provided for
these forms of balance sheet. It is the vertical form which has become more popular.
At the international level, the IASC has no mandatory format for cia%lfymg and
ordering the balancc sheet items. ButLvS | provides a list of line items that the
fuce: of balance sheet should include. In the appendix to the standard, the IASC,
however, has provided an illustrative format which is in the line of the vertical form
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as provided in Schedule VI of the Indian Companics Act. However, the Indian firms
can adopt any of the two forms, though it is felt by a large group of professional
and academic accountants: that the vertical form has a number of advantages over
the 1T- form. This does not mean that the vertical form as annexed to the Companies
Act is free from its limitations. The classification of fixed assets as tangible and
intangible, leasebold and freehold, mortgaged or otherwise is lacking in the existing
format. This poses difficulty in assessing the real asset position of a concem.
Investment in social asset which is not owned’” by the company should also be
‘separately mentioned. Reserves are also to be shown classifying categorically as
capital and revenue, realised and unrcalised cte. Hence, the present vertical form
should be modified to an extent having regard to the currcnt nceds of users.

5.4.2 The Profit and Loss Account

The profit and loss account is also a key financial statement. lts purpose is to
provide information relating to the financial performance and progress of the entity.
Part | of Schedule VI annexed in the Companies Acl, 1956 has provided for a list
of items that will form the body of the profit and loss account. However, it has not
given any outline as to what should be the format of the profit and loss account.
In practice, there are many alternative formats for presenting the profit and loss
account information. One formatl presents the items ol the profit and loss account
based on horizontal arrangements. But this traditional format has now lost much of
its appeal. The current tendency is to present items based on vertical format. The
IASC allows both of these approaches. Tt however maintains that the choice between
_ the approaches should be based on that which most fairly presents the elements of
the firm’s performance. Since there is no specific format of the profit and loss account
either in Indian Companies Act or in the guideline of TASC, there is hardly any
uniformity in the lndian corporate sector in the preparation and presentation of the
profit and loss account. We should therefore suggest that a format of the profit and
loss account should be outlined very soon by amendments to the Companies Act.
The format need not require details of every item to be disclosed, but must require
distinct disclosure of operating income, operating expenses, profit before and after
tax, provisions, proposed dividend and appropriations. Distinct disclosure ol *expenses
on employee welfare’ and ‘social overheads” are also highly essential from the point
of view of changed socio-economic environment. But while suggesting a format by
any of the legal provisions, there should be scope for initiativeness in the profit and
loss account. Creativity may be encouraged by allowing preparation of account in
such a format which may be as near to the suggested format as circumstances permit._
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5.4.3 The Cash Flow Statement

The cash flow statement is a relatively new addition to the list of components of
published company accounts. It has been developed mainly in order to overcome
some ol the limitations of the accrual-based data presented in the balance sheet and
the profit and loss account. The measures ol wealth and profit provided by the balance
sheet and profit and loss account arc just matlers of opinion, But cash is a fact. So.
the cash Mow statement has come to be regarded as a very useful device for presenting
a clearcr view of the reporting entity’s current state ol financial health. The statement
has also demonstrated its usefulness in offering a better indication about the future
cash-generaling capacity of the entity.

[Details about it is given in Chapter 3]+

Over and above these threc major components of financial statement, a large
variety of other information is now disclosed through annual reports. Some of these
disclosures are legally required, some are voluntarily reported. There are apain some
disclosures which are mandatory for listed companies but voluntary for others. A List
of these three kinds of, information is given below. |

S

Mandatory items Voluntary items Items mandatory for listed
companies but voluntary for
others :

Notice of meeting 1. Maps, charts 1. Cerporate governance

Directors” report 2. Summary of results 2. Fund/Cash flow statement

Ehel'g}r_ conservation 3. Financial calendar

Profit & loss account 4. Five/Ten year data

Balance sheet 5. Employment report

Accounting policies 6. Export-import details

& notes

7. Auditors’ report 7. Awards for excellence

8, Value added statement
g, VA

10. Future projection

From the above, it is clear that accounting regulatory agencies have prescribed
for only a minimum disclosure through annual reports. The reason is possibly the
existence of different types of industries and business interests for which one set of
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standards may not be suitable. Much has therefore been lefl for individual companies.
Regulators, however, encourage companies to try with newer and improved modes
of presentation of financial reports. There also exist arrangements [or awarding prizes
o companies showing excellence in the presentation ol [inancial reports. Companies
{hemselves have also understood that a better presentation of financial imformation
is of utmost necessily today to attract capital or to earn goodwill in a competitive -
market. So, during last ten years there has been aclually a noticeable development
in the form and arrangement of financial statements in India and abroad,

5.5 Economic Value Added_{EVA}

~ Of the several voluntary items disclosed through financial statement. EVA has
come to be recognised as a very useful and a challenging component. Analysis of
performance of any business entity is traditionally based on its ability to earn on
the investment made by the stakeholders in the business. T'wo relative measures,
viz., (i) Return on Capital Employed (ROCE) or Return on Investment (ROI), and
(1) Return on Net Worth (RONW) have originated based on these principles. Wiile
these concepts are time tried and tested, but they arc incffective parameters in
explaining whether return covers cost of capital or not. These measures fail to reflect
the efficiency in usage of capital and adequacy of profit vis-a-vis cost ol funds that
have been deployed to eamn the profit. Maximisation of sharcholders wealth is linked
to basic proposition that return on capital employed should be more than that of
cost of capital, both debt and equity, This maximisation ol shareholders” wealth is
indeed the commaonly focussed in finance literature until recently. OF late, a new
concept has been evolved that judges the value the firm as created for its stakeholders
over a period of time. This new concept is referred to as Economic Value Added
(EVA), which is a registered irade mark of Stern, Stewart & Co. of USA.

5.5.1 Concept of EVA

EVA is a way to determine the value created for the shareholders of a company.
It simply is the residual income (RI) after charging the company for cost of capital
in full. It considers the carnings in excess of expected return of the sharcholders,
EVA is just the amount by which a company’s pre-interest bul afler tax net operating
profit (NOPAT) exceeds the charge of total capital, both the equily and borrowed,
‘Technically defined, EVA is the nel operating profit after tax but before interest
reduced by weighted average cost of capital (W ACc) multiplied by the respective
capital employed.
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EVA = NOPAT - Capital Charge or Cost of Capital Employed -

= NOPAT — (WACC x Tnvested Capital)

Thus, it measures corporate performance in terms of changes “in value. Tt js a
value-based performance measure and an owner-oriented management tool. Tt essentially
seeks to measure the actual rate of return, a risk adjusted actual rale as against the
required rate. Tt is not something altogether new but the peculiarity is that the old
concept ol RT is modilied and extended to a complete framework. Tn its new
incarnation, it is fully refined and developed as a theoretically sound value-based tool
for the measurement of performance, firm valuation, wealth maximisation, future
valuation and several wider applications. In essence, EVA is a way both to legitimize
and institutionalize the running of business, Return on investment (ROT) is another
significant yardstick for the measurement of profitability or performance of a firm, But
ROT is based on profil and due to lack ol uniform concept of profit, the determination
of ROI is also debatable. Moreover, RO if scen as performance indicator may influence
the investment decisions in two adverse ways. A project yielding a low ROl than the
overall ROT will not be implemented even in case of idle funds. On the other hand,
in case of unit with extremely low ROL, any project yiclding more than the current
ROI will be accepted. EVA, on the other hand, exhibits the real eamings avoiding the
limitations of ROT. There are subtle differences between EVA and other performance
indicators as well. For example, earnings per share (EPS) tells nothing about the cost
of generating those profits.

If the cost of capital is, say 15%, then a 14% earning is actual a reduction. not a
gain, in cconomic value. Profits used in Return on Assets (ROA) also increase taxes, -
thereby reducing cash flow, so that enginecring profits through accounting tricks can
drain economic value. ROA is a more realistic measure of economic performance, but
it ignores the cost of capital, Leading firms can obtain capital at low costs, via favourable

 interest rates and high stock prices, which they can then invest in their operations at

decent rate of return on assets. That tempts them to expand without payinp attention
to® real return, EVA. Discounted cash low (DCL), however, is very close to EV A,
with the discount rate being the cost of capital.

5.5.2 Computational Methodology of EVA

EVA is the difference between return on capital employed (RaCE) and weighted
average cost of capital (i.e. spread) multiplied by average capital employed. So, the
process Lo be followed for computation of EVA may be as follows.

Step 1 : Caleulate NOPAT after making necessary adjustments to accounting

profit.
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Step 2 ¢ Compute WACC

Step 3 : Calculate ROCE

Step 4 : Calculate Spread, i.e. differcnce between ROCE and WACC

Step 5 : Compute average capital employed

Step 6 : Compute EVA, ie. multiply spread by average capital. _

The originators of EVA, Stern-Stewart, & Co., have found out 164 adjustments
to accounting profit lor the computation of NOPA'T. In simple words, the finance
charge of debt should be added back, as the cost of capital used for calculating EVA
includes both cost of equily and cost of debt. Therefore, to calculate EVA, from return
on capital employed net operating profit including finance charges of debt (ie.
interest) should be considered. -

WACC = K, (Equity Capital 1 Resv.e_.r.ﬁ.re} + K, (Long Term [}ebt}_ <166

Capital Employed

K, or cost of debt *is taken at the effective rate of interest, nel of taxes while K,
is the return c:{pemed by the investors lo compensate them for the variability in returns
caused by fluctuating earnings and share prices. The estimation of the return expected
by the investors is, however, a difficult task. To cope with (he difficulties n::fdetermiﬁing
cost of equity, there are many theories. Of the various methods used for the purpose,
the capital assets pricing model (CAPM) is considered to be the best. CAPM is the
most widely used method of calculation of cost of equity. Under this approach, expected
return to the shareholders 1s taken as the cost of equity to the company. Shareholders
will obviously claim something more than the risk-frec rate (RF), that may be termed

as risk-premium (RP). This RP again is measured with reference to excess ‘return in

the market’ (RM) over risk free rate multiplied by beta. Thus, the expected return (ER)
or cost of equity (Ke} may be shown as below.
ER =EF + RP
= RF + B(RM - RF)

Beta (f3) here is a relative measure of volalility that is determined by comparing the
return on a share to the return on the stock markel. In simple terms, the greater the
volatility, the higher the beta and more risky the share. If the change in sharc price
exactly correspond to the change in the stock market index, a stock is considered as
at par with the market as regards risk. In this case, the company will have a beta of
one. It is thus the slope of regression line or regression co-ellicient. Beta value depends.
upon the movement of share price in response to change in index. Reta represents
the most widely accepted measure of the extent to which the return on a financial
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asset fluctuates with the retwrn on the market portfolio. Thus, if RE is taken to be
12.5%, RM as 21.5% and beta as 0.8, then the cost of equity will be as follows.

K= 12.5% + 08 21.5 — 12.3)% = 19.7%.

Then we are to caleulate the ROCE and the average capital employed. These
tasks arc not so difficult. Finally, we are to compute EVA using the lormula given in
section 5.5.1. :

5.5.3 Importance of EVA Information

The last few years have seen the growing popularity of EVA as a measure ol
shareholder’s value creation. This is because EVA information is considered as more
useful to users for their portfolio management. However, to understand why
implementation of EVA is neccessary, we may outline following uses of EVA
information. '

Savings are allocated primarily on the basis of expected return and risk, and the
economic value added represents extra value added over the expecetation of investors
in the market place. Hence, when a firm maximizes the EVA, il ensurcs that its
decision is consistent with the risk-return preferences of the investors. This suggest that
EVA information will allocate resources optimally.

Second, EVA acts as a management discipline. When a company uses EVA to
set compensation, it seems to be; a powerful tool that gets managers to deploy capital
for maximum gain. To align managerial initiative with sharcholders’ expectations,
Stern & Stewart linked EVA to managerial incentive, which ultimately may help in
maximizing shareholders’ wealth.

Third, the ROl or other traditional measures of profitability encourage the
management to take decision that will boost the bottom line. ‘The first cut for the
purpose is likely 1o be the cost related to R & D and market development which do
not result in an immediate increase in profit. This approach will inhibit prowth and
eventually will destroy shareholders’ value. In contrast, the EVA process requires
that the expenses lilke R & D or market development be capitalised. this approach,
thus, ensures that growth is not sacrificed for the sake of shorl-term result.

Fourth, EVA was created in the wake of reckless spree of diversification. The
basis of this diversification should be the belief that it can invest funds more efficiently
than the market, NOPAT or PAT can not act as a basis ol such belief, because they
do not take into account the mﬁsi_ of capital as a whole. Whereas, the very architecture
of EVA profnutes the creation of shareholders® value, not the growth that comes at
the expense of sharcholders’ fund.
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Fifth, EVA is a superior measure of corporate performance; other measures depict
only the returns the products or projects manage to generale. Whether the return is
lower or higher than the company’s cost of capital is not indicated by those measures,
A company’s EVA, however, will increase only il its products and projects generate
a rate of return higher than its cost of capital.

All these advantages make EVA an ideal tool for equity analysis. Investors like
EVA because it is a running score showing how well managers are performing their
primary task and creating wealth, Since EVA standardises financial information it
provides .a common platform for equity analysts/investors to compare various companies
across the globe, Hence, it is observed that EVA has moved from buzzword to financial
phenomenon. As a performance measure, as an analytic tool, and as a management
discipline, EVA is cropping up all over.

5.5.4 Limitations of EVA

EVA by laying high emphasis upon improvement in earnings while minimizing
the cost of funds creates an atmosphere for maximizing the return on capital employed
and also maximization of shareholders’ equity. However, while chasing this lofty
objective it creates certain unique problems. Some ol these problems are discussed
here.

1. EVA is dependent upon market valuation of equity. The valuc the market
assigns on equity of a company reflects its perception about the prospects of profitability
and growth and not its performance in the past.

2. BVA is biased in favour of large enterprises. It represents incremental carning
above a base level set by cost of capital employed. Thus, large enterprises carning at

a rate slightly above the cost of capital -have higher EVA than small enterprises
earning at a rate much higher than cost of capital. \

3. In case of an enterprise with rate of return near the cost of capital a xhhhi
improvement in carning may result in proportionately higher rise in BVA. This makes
EVA a poor measurc for comparing business performance of different enterprises
operating at different stages of growth. '

4, Stern-Stewart & Co, recommends 164 adjustments to the accounting figures for
a realistic estimate of EVA. These *adjustments truly complicate the calculation of
LV A. These 164 adjustments require indepth data. This involves additional costs. The -
increase in the number of adjustments also increase the subjectivity involved in measuring
EVA. Thus, it may not be said that EVA provides objective or rcliable
information to users.
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5. Tt is very difficult to quantify all the value enhancement activities of a firm
without involving a lot of subjective estimates. It 1s also difficult to measure exactly the
risk-free rate ol return, beta and risk premium.

6. EVA is calculated having based on NOPAT or PAT, Thus, il does not remove
the limitations of the accounting profit.

7. EVA ignores inflation. So, as in case ol historical cost-based profit; the EVA
information also appears to be irrclevant, particularly in the age of inflation.

8. As EVA is expressed in absolute terms it is alfecled by investments in new
assets and may turn to be low or negative for new lirms although they may possess

good prospects or their current ROT may be better than others. For interfirm comparison
also the EVA cannot be used as it 1s expressed in absolute terms.

‘The above limitations reduce the informative value of EVA. Companies find it
very useful but the challenge 1s how to measure and apply the tool, Some have
suggested that to make EVA relatively comparable it should be expressed in terms of
EVA per unit of capital employed. This new variable is termed as Economic Value
Added Per Rupee ol Investment (EVAPRI). There are also-others who suggest for
Cash Value Added (CV.A) or Tolal Business Return (TBR) for judping the relative
growth prospects of companies. It is thus clear that researches and endeavours are in
progress to rationalise further the concept of EVA. It, however, goes without saying

that the concept of EV A has enhanced the usefulness of accounting information to a
large cxtent,

5.6 Exercise

A. Short-answer Type Questions :

1. -~ What do you mean by disclosurc in the context of corporate financial reporting?
What are the primary components of financial statements?
What accounting standard deals with cash flow statement?

What is transparency in financial reporting?

ol B

Name two components ol [inancial reporting that are mandatory for listed
companics,

What is spread in the cuﬁtc:{t of EVAY
What is NOPAT?

Define risk premium in the context of cost of equity.
What is EVAPRI?

o o oo
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B. Long-answer Type Questions :

1.

“What do yeu mean by the term *full disclosure’?

. What is the main function of the balance sheet?

What are the contents of profit and loss account?

Distinguish between mandatory and voluntary of disclosure’s.
Who are sophisticated readers of financial statements?

How does EVA differ from ROI?

Enumerate the steps for the computation of EVA.

What do you mean by WACC?

Deline Beta in the context of cost of equity.

What do you mean by adequate disclosure? What is its importance?
Discuss the constraints that stand on way of adequate disclosure.

Enumerate the importance ol financial statements. What are the usual forms
and arranpements of financial statements?

Explain the recent trends in corporate financial disclosures in India.

Give a brief note on the concept of EVA. Explain its compulational

‘methodology.

*LIVA is an ideal tool for equity analysis:’ Critically examine this statement.
What are the advantages and limitations of EVAY
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6.9 Exercise
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6.0 Government Accounting-A Historical Perspective

The present day system of accouwiting —be il government or commercial,
accounting, has evolved over a long period of time. If we make an in-depth study
ol treatise like the four vedas, Ramayana, Sukra-niti, Mahabharata, Kautilya
Arthasastra cte., we shall see that from time immemorial we have in India a system
of povernment accounting. According to Sukra-niti, two types of accounts, namely
income-expenditure accounts and descriptive or documentary accounts were
maintained. According to Kautilya Arthasastra, the king himself and the ministers,
heads of the departments, officers, employees and such other government servants

78




had to maintain systematic accounts of their departments. There used to be a central
accounts department for the whole country, which was known as ‘Aksapaitala’. The
superintendent of accounts of the country was known as ‘Aksapatalamadhyaksa’.
The superintendent used to maintain account books .for national incone, expenditure
and balances, to ensure disclosure in accounts, fo prepare integrated accounts and
tor prepare final accounts. The accounts were maintained daily, for group of five
days, fortnightly, monthly, four monthly and annually, and reconciliation was done
for the respective periods so as to know the net result of income, expenditure and
balance. In addition to account books of income, cxpenditure and balances, the
superintendent used to maintain the account books of various departments, of income
and expenditure of various produects, and of receipts and payments in connection
with peace and war with allies and enemies. The superinlendent used to present
the accounts before the king, which included the duties of all the department heads,
funds receivable from villages, funds deposited with the treasury, collectible funds
etc. The promotion and salary increments of employees were based on such accounts,
354 days and nights constituted one working year and the year ended on the full
moon day of the month. All the officers related with accounting were expected to
reach central accounts department on that day with sealed accounl books and
balances in sealed containers. Afier hearing the totals of incomes, expenditures and
balances, the superintendent would cause the balances taken away to the treasury,
Consequent upon the checking of accounts as to their appropriateness, the public

would hear and get convinced with all the state practices rc]atcd with income,
expenditure and balances.

In earlier times, accounts were kept, however, in a chronological order of
transactions. It was not easy to find out if there was any omission in recording a
transaction. If noticed, it was difficult to locate errors the system of accﬂuntihg
prevalent was a system somewhat akin to recording proceedings of a meeting.
Gradually, the accounting pages were divided vertically in two parts-the lell hand
side and right hand side: This enabled an aulomatic check on the accuracy of records—
accuracy in the sense that omissions and errors came to light casily, when the tolals
of left hand side did not agree with the totals of the right hand side. 1t did not mean
that each transaction was recorded on the same page twice. Having identified the
entities affccted by the transaction, onc entry was posted at the left hand side of one
entity and the same was posted at the right hand side of other entity. This actually
culminated in modern double entry system of book-kecping that traces its roots to the
book published in the year 1494 by Tuca Pacioli, Along with the introduction of this

double entry svstem, accounting, be it government or commercial, has acquired its

present day importance, In the mean time, the socio-economic environment of our
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country had undergone a vadical change. Investment in commercial as well as in
government activilies has increased enormously over time. In order 0 keep pace with
these socio-economic changes accounting has also changed noticeably in its boundary

and scope. The double entry system of accounting. however, has always been at the
core of accounting development in India and abroad.

6.1 Is Government Accounting a Single Entry System?

There is a generally held view (hal government accounts are kepl on single entry
system. Government of India publications do also state at different places that government
accounts are kept on single entry basis. This has caused unnecessary confusion because
it gives an impression as if government accounts are less than complete, particularly
when il is realised that nowhere else single entry system of accounts is accepted as
desirable or complete system for any large organisation. But such a wrong belief loses
its grounds when we go deep into government accounting,

Paragraph 17 of the Introduction of Indian Government Accounts and Audit states ;

The mass ol the government accounts is kept on single entry. There is, however,
a portion of the accounts which is kept on the Double Entry System, the main
purpose of which is to bring oul by a more scientific method the balance of
accounts in regard to which government acis as a banker, remitter, borrower or
lender, Such balances are of course worked out in the subsidiary accounts of
single entry compilations as well but their accuracy can be guaranteed only by a
periodical verification with the balances brought out in the double entry system.

Rule 19 of the Government Accounting Rules 1990 states :

‘The accounts of government are based, in the main, on the single entry system |
and the double entry system will be applied only in regard to the maintenance
of a set of technical accounts called the Journal, Ledger and Trial Balance Sheet,
The main purpose of the Journal and Ledger is to bring out by a scientific
method, the balances of accounts in regard to which government acts as a banker,
remitter, borrower or lender,... '

According to the Memorandum dated 27th April, 1982 of the Ministry of Works
and Housing, Government of India, the cost of stores not paid for in the same month
in which they are received shall be accounted through a new suspense minor head in
the Public Account of India under the major head *Suspense Accounts’: This suspense
minor head will be cleared when supplies received the actually paid for. It
means that two entries will be passed; debit the major head Public Works Suspense
for goods received and credit the liability head called Material Purchase Settlement
Suspense Account, |
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Account Code for Accountants General states thai the transactions of each month
should be journalised by the lollowing entries.

(1) ‘C;undry Accounts (personal accounts) Dr. to Revenue Receipts and Sundry
Accounts for the revenue and receipts of the month.

(2) Service Expenditure and Sundry Accounts Dr. to Sundry Accounts for the
disbursements of the month,

From the code, itself it is clear that in cases where necessary the double entry
system is applied in government accounts, So, it is perhaps wrong (0 deduce that
government accounting is a single entry system of accounting. Single entry, we know,
has usually two connotations-Pure Single Entry and Single Entry in the Popular Sense.
We may now examine whether government accounts can be grouped under any kind
of Single Entry System or not. According to William Pickles, under Pure Single Entry
system, the two fold aspeet ol each transaction as considered in the double entry system
is ignored. The essential characteristic of this system i3 keeping of personal accounts
only, that is no real accounts or nominal acecounts find a place in the hooks of accounts.
But government accounts keep details of nominal accounts and real accounts of the year.
Therefore government accounts do not fit into this definition of pure single entry. So
far as the Single Entry in the Popular Sense is concerned, only a cash book is kept there.,
No Day Books are maintained under this system even though the business is not on
entirely cash basis. Government accounts are but entirely on cash basis except for minor
credit ransactions. For goods purchased on credit, regular double entries are passed in
government accounts. Single Entry in popular sense either docs not maintain any
personal accounts or maintains full personal accounts but nd nominal accounts. In
government accounts, however, both the personal accounts bul no nominal accounts.
- In government accounts, however, both the personal and nominal accounts foreach year
arc kept. In short, whenever the system employed in such that a trial balance cannot
ensue from the books it cannot be accurately described as double entry system. In case
ol government accounting, a trial balance casily ensues from the books in Accountant
General’s office. From all these, it is reasonable to infer that government accounts ga
much beyond the scope of the definition of single entry system.

One wonders therefore whether the reason for -calling government system of
accounts as single entry system is, based on the simple promise. Commercial accounts
and double entry system is one and same thing, and that if commercial accounts are
double entry, then government accounts are no double entry, as these are not
commercial accounts. Government accounts rather have all the characteristics which
are basic and essential to double entry system and therelore, to call them single entry
system either in part or in whol& is neither reasonable nor helpful in undersianding
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the system. ITowever, by and large government accounts are kept on cash basis.
ﬂnl.}f those balances in accounts are carried forward from year to year in which
government acts as a banker, remitter, borrower or lender. The other accounts are
closed to an omnibus account called *Government Account’ at the close of each
financial year, It can never be argued that cash basis of accounting is not double
entry system. So, finally it may be said that government accounts are kept on the
modern system of double entry,

1L is indeed true that government accounts and commercial accounts are not one
and the same thing, A lot of difference lies in between the two. We shall touch upon
this difference in the next section.

6.2 Commercial Accounting vs. Governmen{ Accounting

Commercial system ol accounts is generally taken in popular sense to mean
double entry system ol accounts. Commercial enlerprises are set up lo earn profit.
Thus, a belief may be there that double entry system of accounting is suitable for
profit-making enterprises. But the concept of profit or loss has nol, been built in
the system of double eniry. The system only helps in working out the profit or loss.
In organisations nol-for-profit, accounls are also kept on double entry system 1o
indicate the financial position. So, in government accounts the double entry system
15 equally applicable, and as a matler of fact government accounting applics double
entry system wherever it is necessary. In the commercial world of double entry
system, however, transactions are entered in the books of accounts even when there
is no movement ol cash, To work out *true’ profit or loss, such enlry is necessary.
But in government there is no place for profit or loss in non-commercial activities.
Therefore, as a matter ol policy, government has found it helpful to work on cash
basis. Tt is aclually no use on the parl of the government to know and record the
amount ol revenues thal may be recovered on a distant day in the future, What 15
important is how much cash is n hand and available for spending on useful
activities. For this, government accounts are mostly kept on cash basis, though
commercial accounts are ﬁsually maintained on accrual basis. However. cntire
government accounts arc'not kept on cash basis; ‘and there arc few exceptions to
this rule. Commercial accounts are also not maintained completely on accrual basis

and the principles of realisation there sometimes debars the accountants Irom
recording the aceruals. ] '

The concept ol assets is important for a business entity for its credit-worthiness,

Owners, investors and creditors want o know the value ol assets for analysis for
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different purposes. So, every business entity prepares a balance sheet generally at
the end of a year. But the concept of showing physical asscts in a balance sheet
year after year in the accounts of government has been considered unnecessary. Many
of the physical assets are of such importance to the nation that it is neither “possible
io sell them nor for anyone to buy them. For example, the national highways and
bridges. It serves no useful purpose to display the cost of these assets in the annual
accounts of the government. Therelore, unlike in commercial accounts, governments
do not show the cost of physical assets at the end of each year. This is one major
difference between commercial accounts and government accounts. However,
statements are published showing the total expenditure on assets over the yecars
without indicating their depreciated value over the years, _

‘The commercial accounts are reduced at the end of a financial year to two main
statements-the profit and loss account and balance sheet. Governument accounts are
similarly reduced to two accounts or statements. One of them 1s called Government
Account. Tt is the net result of all income and expenditure including expenditure on:
capital accounts. The other accounts represent cases where government has either to.
receive or pay in cash for the amounts already borrowed or loans granted. Whatever
account is not closed to Government Account that is carried forward and is called
Closing to Balance. One may broadly say that Government Account has laken the
place of Profit and Loss Account, with the major difference that capilal expenditure,
- other than loans granted is also debiled 1o Government Account. So, this is more akin
to Income and Expenditure Account prepared by societies, trusts ctc. Its net balance
is carried forward from year lo year, :

The major difference between commercial accounts and povernment accounts may
be summed up as follows :

1. Commercial accounts record transactions both where cash is reccived and
paid and where there is no movement of cash bul transactions arc on credit.
In government accounts, barring a few exceptions, only cash transactions are
recorded,

2. Commercial accounts show in balance sheet the cost or value of physical
assets held by business enterprises. In government accounts ‘the cost ol
physical assets is not carricd forward from year to year.

3. Commercial accounts are designed to measure the profit or loss. In gnwc:mmenl
accounts there is no concept of prﬂfit or loss,

4. An equation of asscts and liabilities of a commercial concern after the accounts
for the year are closed will be the following.
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Physical assets + iﬁlungible assets + financial assets = Payables + Owners’
cquity.
In government accounts, the equation will be :

Government Account + Receivables = Payables.

6.3 Purpose of Government Accounting

Commercial accounts and government accounts are actually two corner stones
that help the analysis of the entire cconomy of a country. The scope and boundary -
of commercial accounts has been cnhanced to a large extent along with the
imtroduction of larpe scale production and sale. The government accounts cannot but
follow suit, as along with the increase in commercial operations, the quantum and
varieties of government revenucs and expenditure have also been increased a lot.
In India, the government has the largest volume of monetary transactions requiring
maintenance of detailed accounts. Of the Gross Domestic Product (GDP) round about
20% moved into the Central and State Government coffers from taxation, duties ete.
In addition, there is revenue from non-taxation measurcs like lees, fines ete, Above
all, government is the largest borrower in the country. Hence, il goes without saying
that accuracy is required in keeping a large volume of accounts, otherwise, it may
nol be a practical proposition to find out details of different kinds of revenues and
expenses. This being the mission of government accounting, the purposes for which
the accounting information is required in govemment may be outlined as helow,

The ‘first purpose is to know the revenues, tax revenucs or non-tax revenues
during a year. This information must be in sufficient details so that it may be casy
to estimate revenues in future years, and also to decide whal increase or decrease
in revenue is practicable or desirable. This information on revenies can be available
only when the taxes and the other revenues are segregafed in detail: il these were

lumped together, it would not be possible to know the details of each of the
IeVenues.

The second purposc is to know the expenditure on different items. The Parliament
and the Legislatures having authorised the governments to spend different amounts
on different activities, they have a right to know what is the actual expenditure on
each of the aciivitie_s, The government dccounting serves this objective.

The third essential purpose is to ascertain how much loans and deposits the
government has to repay its credilors and how much of these the government has
to receive from debiors, Government borrows huge amounts and it must know how
much is outstanding at a given time. Similar is the case for its lending. Without a
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systematic and scientific government accounting, this information cannot he easily
available.

In day-to~-day management, the most important factor is to know how much cash
is available and what are the likely receipts and expenditures in the near future, This
is essential for the preparation of annual budget or Five-yearly Plan Budget of our
country.

6.4 Fund Accounting—the Basis of Govt. Accounting

Accounting for government units is given the .general description of fund
accounting to distinguish it from accounting for commercial entities, Different funds
are established for the specific functions that a government must provide. Most funds
obtain resources from taxes on properly, income or commercial sales. They may also
obtain resources as grants from. other government agencies, from fines or lincenses,
and from charges for services. Each fund must make its expenditures in accordance
with its specified purposes. The term ‘expenditures’ refer to the outflow of resources
in funds providing government services. Each fund has its own asset and liability,
and its own revenue and expenditures. So, separate financial statcments are prepared

for each fiscal period for each fund, In this manner, the interested parties may asscss

the financial performance ol each fund in the fulfillment of the specific purpose for
which it is established.

Governimental entitics use three kinds of fund-Governmental Fund, Fiduciary Fund
and Proprictary Fund. Accounts for Proprietary Fund are maintained on the basis of
commercial accounting. So, the fund accounting refers mainly to other two kinds of
fund. Governmental Funds may again be classified into General Fund.
Special Revenue Fund, Capital Projects Fund and Debt Service Fund. General Fund
includes transactions for general government services provided by the executive,
legislative and judicial operations .ol the government. The proceeds of specific revenue
sources that are legally restricted for specified purposes are accounted for in the Special
Revenue Fund. Financial resources to be used for the acquisition or construction of
capital projects are accounted for in the Capital Projects Fund. The accumulation of
resources for, and the payment of, general long term debt principal and interest is
accounted for in the Debt Service Fund.

Each of the governmental fund should prepare a statement of revenue, expenditurcs
and changes in fund position. This statement replaces the combined income statement

. and statement ol changes in retained earnings of a commercial enterprise. The general

form of this statement is as follows.
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Statement of Revenue, Expenditures and Changes in Fund

Revenue %k
Expenditures W
Excess of revenue over expenditure *oE
Other financing sources or uses % % %
Excess of revenue & others over expenditures & others Rk
Fund balance at beginning of fiscal period £ ¥
Fund balance at the end of fiscal period : e

"The balance sheet for em.,h of the povernmental funds includes the following
classifications. :

Balance Sheet for a Governmental Fund

Current Tiabilities ¥ oE Current Assets L
Fund Balance :

Reserved il

Unreserved % ot el
Total Liabilities &

iund Balance e Total hsscts r e

Long-term productive assets or long-term liabilities are not reparted within the -
individual funds. Separate, non-fund accounting reports are used lor the government
unit’s long term productive assets and long term debt. Short-term debt, such as vouchers
payable, tax anticipation notes payable are included in the governmental funds. Fund
balance reports the difference betiveen the assets and liabilities of the fund. 1t is divided
between unteserved, which is the amount that may still be expended, and reserved,
which is the amount that is restricted [rom being expended.

6.4.1 Budgetary Aspect of Government Operatidns

Budgets are used in governmental accounting to assist in management control
and to provide the legal authority to levy taxes, collect revenue and make expenditures
in accordance with the budget. A government unit may have several types of budget.
Operating budgets specify expected revenue from the various sources provided by
law. The operating budgets also include expected expenditures for various line items
such as payrolls of employees, supplies and goods and services to be obtained from
outside the government unit. Operating budgets are used 1n the gencml special
revenue and debt service [unds. Capital budgets are used for cap1ta1 projects funds,

86



Budgels are such an important control vehicle for governmental funds that they
are often entered into the formal accounting records. For example, assume that on first
day of the new fiscal period, the government approves the operaling budget for the
general {und, providing for Rs. 9.00,000 in revenue and Rs. 8,50,000 in expenditures.
Approval of the budget provides the legal authority to levy taxes and to appropriate
resources for the expenditures. The term appropriation is the legal dash‘iptiﬂn of the
expenditure authority. The entry made in the general fund’s accounting records on that
day is— ;

Rs Rs
Estimated Revenue 9.00.000
Appropriations : 8.50,000
Unreserved Fund Balance : 50,000

The excess ol cstimated revenue over anticipated expenditures is the budget

_surplus, and it is recorded to Unreserved Fund Balance. Most budgets passed today

have budget deficits in which expected expendilures exceed anticipated revenue. These
budgets are recorded with a debit to Unreserved Fund Balance. Recording the
budget in this way makes the budget a formal accounting control mechanism.

6.4.2 Recognition of Revenue and Expenditure

In commercial operations the acerual method of accounting is used. In government
accounting also the same basis of accounting is followed. Bul sometimes the adaptation
ol this method, called modilied acerual method is used.

Under modilied accrual method, revenue 1s recorded wheén it becomes both
measurable and available to finance expenditures of the current period. For example,
taxes are recorded when they are levied, provided they are collectible within the
current fiscal period. that is, they arc available in current period to finance expenditure.
If they are not so, they are recorded in a deferred revenue account, Revenue from
another government unit is recorded when it becomes billable. Miscellancous revenue,
on the other hand, is recorded when the cash is received because it cannot be predicted
properly. Thus. revenue may be recognised before, at or alter the point of cash receipl,
Tn diflerent situations, recording is done in different ways as follows.

Case A : When revenue recognised before cash received

Rs Rs
(1) Receivable 1,00,000
Revenue ; 100,000
(2) Cash 1.00,000
Feceivable 1,000,000
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Case B : When revenue recognised and cash received at same time

Rs. Rs,

(3) Cash 1,00,000

Revenue ; 1,00.000

Case C : When revenue recognised after cash reccived

(4) Cash 1,00,000

Deferred Revenue I.,{]U,ﬂﬁ{}
(5) Deferred Revenue : 100,000

Revenue 1,00,000

Expenditures are recorded in the period in which the related liability arises. Specific
examples are

1. Cost for personal services, such as wages, salaries, arc generally recorded in the
period of payment because they are normal, recurring expenditure.

2. Goods and services obtained from outside arc recorded as expenditure in the
period in which goods or services are received.

3. Capital outlays are recorded as expenditure in the period of acquisition.

4. Interest is recorded in the period in which it is legally paﬁahle,

“ The expenditure process in governmental accounting comprises the following
scquential steps.

1. Appropriation

2. Encumbrance .

3. Expenditure

4. Disburscment.

Accounting for appropriation has been discussed in the preceding sub-section, The
second one, i.e., encumbrance is a unique element in government accounting.
When an order is placed for goods and services to be received from outside the
governmental authority, the appropriation is encumbered with the estimated cost of the
order. This is done to ensure that a period’s expenditures do not exceed appropriations.
Accounting for encumbrance is kept as follows.

Encumbrance
Reserve for Encumbrances bodliral
An expenditure and a corresponding liability are recorded when the governmental
entity receives the goods or services. The encumbrance entry is then reversed and the
expenditure is recorded for the actual cost in the following way,
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1. Reserve for Encumbrances
Encumbrances
2, Expenditures
Vouchers payable
When finally the cash is disbursed for cxpenditure, the following entry is made,
Vouchers payable
Cash
Al the end of the fiscal year, the following adjusting entry is made to recognise

the remaining inventory, if any and Lo restrict the fund balance for the non-
expendable portion applicable to inventories.

Invemtanyiof Bapphes: - . s
Reserve for lnventories

During the nex! period, the entry is just reversed to recognise the usc of the
remaining inventory. That means, the cxpenditure is recognised only in the period in
which the supplies are acquired, not in the period of use. This is known as the
Purchase Method of Accounting for Tnventories. In the Consumption Method, however,
the expenditure is recognised in period of use, not in the period of purchase.

6.4.3 Interfund Transfers and Transactions

‘Two types of interfund transfers and two types of interfund transactions are found
in governmental accounting. They are-Operating Transfers, Residual Equity
Transfers, Quasi-external Transactions and Financing Transactions. Operating transfer
means the transfer of resources from gencral fund into another fund to be used by
the receiving fund for its own operations, If general fund transfers an amount to
capital projects fund, the entries will be as follows.

In the books of general fund—

(a) Operating Transfer Out
Cash
In the books of Capital Projects Fund-
(b) Cash ...

Operating Transfer In

If, afller the completion of the project, there remains some residuc in the capital
project fund, it will transfer the balance back to general fund. This transfer is known
as Residual Equity Transfer. In the books of general fund the entry will be as
follows
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Cash
Residual Equity Transler
from Capital Project Fund
Tn the books of Capital Project Fund, the entry will be just the reverse.

Quasi-external transactions are the transactions entirely within the povernment
units. When ‘A’ fund makes some expenditure for ‘B’ fund, *A’ fund will show the
amount as *Due from B fund’. As and when cash is received from B fund, the account
‘Due [rom B fund’ is closed. In case of Financing Transactions also, le., in
case of advancing loan from one fund fo another, more or less the same entry, as we
do in case of quasi-external transactions, is passed. Finally, the financial statements
are prepared and presented in respect of cach of the government fund. Two major
financial statements are Balance Sheet and the Statement of’ Revenue. Expenditures
and Changes in Fund Balance. Proforma of these two have been given earlier. If
necessary, some additional supplementary reports are also prepared.

6.5 Classification of Government Accounting in India

For facility of control, the constitution of India provides for the following accounts :
(i) Consolidated Fund,

(i) Public Account, and

(iii) Contingeney Fund

| Cnnselidat&d Fund

Asticle 266 of the Constitution of India delines the Consolidated Fund. According
to it, followings shall form one Consolidation Fund.

(a) All revenues received by government

(b} All loans raised by government by the issue of treasury bills, loans or wages
and means advances.

(¢) All moneys received by government in repayment of loans.

The sources of inputs into the Consolidated Fund are clearly defined : (a)
revenues (b) loans and ways and means advance and (¢) recoveries ol loans granted
by government. The Constitution of India does not, however, mention whether grants
form part of revenuc, There are two kinds of grants @ one is grant to States whose .
revenues are inadequate to meet their normal expenditure ol running the government
and these grants arc as per the provisions of the Constitution. Obviously, these can
be considered revenues of the receiving state, Then, therc are grants which the
government of India gives for Centrally Sponsored Schemes. These are also considered
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revenues. Similar is the case of foreign aid in form of grants received by the
Government of India. ;

No money out of the Consolidated Fund can be appropriated or spent except in

accordance with law and for the purposes and in the manner provided in the Constitution.
6.5.2 Public Account

This Public Account is also a fund. Articlc 266(2) of the Constitution delines it
as the receptor of all other public moneys received by or on behalf of the povernment.
Any money which is not to go to the Consolidated Fund will be credited to Public
Account. For payments out of the Public Account, approval of the Parliament or State
Legislature is not required.

Rule 23 of the Government Accounting Rules, 1990 élaborates the concept of the
Public Account. It says that in the Public Account the transactions relating to Debt
(other than those included in the Consolidated Fund), Deposits, Advances, Remittances
and Suspense shall be recorded. The transactions under Debt and Deposit make the
government hable to repay the moneys received or creates a claim to recover the
amounts paid. The transactions under the head Remittances and Suspense in the Public
Account are booked only for a temporary period until these are transterred to the
correct accounts in the Consolidated Fund or the Public Accounts. Some of the kind
of wansactions booked in the Public Account are Provident Fund, Savings Deposits
and Certificates, Reserve Funds: Deposits and Advances, Provident Funds, Small
Savings Deposits and Certificates are not considercd loans to government. These
accounts record receipls into and payments from these accounts to subscribers and
depositors. Reserve Fund, on the other hand, is ,the money kept apart by some
government department, the expenditure from which will not have any necessity to
take approval from Parliament or State Legislatures. Any withdrawal from such funds
are routed through Consolidated Fund. One of the important Reserve Funds is Central
Road Fund. It is built up from excise and import duties on motor spirits, by transfer
from the Consolidated Fund. This Fund is separated in this way from Consolidated
[und to know the balances available. Normally, the balances of only the loans or
borrowings are available in Consolidated Fund, all other accounts are closed to one
single account.

6.5.3 Contingency Fund

This fund is in the nature of an imprest. From this imprest, advances can be made
for meeting unforeseen expenditure pending authorisation of such expenditure by
Parliament or State Legislatures. The Contingency Fund is at the disposal of
President/Governor, therefore only the povernment can issue authority for use of its
money. No subordinate authority can, of itself, authorise its use.
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‘The Accounts as such, mainly the Consolidated Fund, are divided into a number
of Major and Minor Heads of Accounts. In fact, the basic unit for recording
transactions in Government Accounts may be called the Major Head of Account.
There are approximately 400 Major- Heads at present. The Major Head of Accounts
have a four digit code number and descriptions in words for each account. For
example. accounts numbers [rom Code No. 0020 to 1606 are for tax TEVEnUCs, non-
tax revenues, grants and contributions received. Account numbers from Code No.
2011 to 5475 are for expenditure. Only Code No, 4000 is for capital receipts. These
Major Heads of Accounts under ffhc Consolidated Fund have been grouped upwards
in Sub-scctors, Sectors and Divisions.

The Major Heads of Accounts have been divided into two broad divisions,
namely Revenue Division and Capital “Division, Revenue Division has one section
for receipts and another section for expenditure. Revenue Division consists of all tax
revenues, non-tax revenues, contributions and pgrants received in 5o far as receipts are
involved. For payments it includes expenditure on revenue account of government;
such expenditure is onc which is rot capital expenditure. Capilal Division has one
section for receipts which has only one Major Head of capital receipts, namely for
receipts on sale of capilal assets. The Division’s another section is for expenditure.
Then there are scctions for Public Debt, Loans and Advances. The sections have,
again, the sectors and sub-sectors. From Table 1 the classilication as such will perhaps -
be more clear.

Table 1
Consolidated Fund
Division Seclion Sector . Sub-sector No. of
Major Head
Revenue (i) Receipt (A) Tax Revenue  (a) Income Tax 6
Division (b) Propeity Tax £
(B) Non Tax (a) Intercst 5
Revenuc (b) Dividend 4
(i) Lxpenditure (A) General (a) Organs of Stale £l
' Service (b) Fiscal Services 13
(B) Social Service (a) Education &
Cullure ; #
(b) Labour Welfare 9
Capital (i) Receipt Capital Receipt —- 1
Division (ii) Expenditure Capital Expenditure = — T
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Major Ieads of accounts normally correspond to a distinet service provided by
government, such as Agriculture, Defence ete. The Minor Heads rcpresent the
various programmes. Various schemes under a programme will be accounted under
Subordinate Heads, also known as Sub-heads. Sub-schemes, if any, under a scheme
arc classified further as Detailed Head. iach Detailed Head has ul timately the lowest
tier of classification called Object Head of experiditure, such as pay, dearness
allowance ete,

6.6 Legislative Control of Accounts in India

As is well-known, the corner stone of government’s financial business is the
budget. Under Article 112 of the Conslitution, the President shall in respect of every
financial year cause to be laid before both the Ilouses of Parliament a statement of
the cstimated receipts and cxpenditure of the Government of India for that year,
which is known popularly as Government Budgel. The estimates of expenditure in

the Budget show separately — :

“(a} the charged expenditure on the Consolidated Fund,

(b) the other expenditure to be met from the Consolidated Fund and must
distinguish the expenditure on revenue account from other expenditure,

Though the Parliament may discuss charged expenditure, it has no power Lo

reduce it. Such expenditure does not require its vote of approval, By its very nature,
charged expenditure concept has been evolved to ensure independence of important
Constitutional authorities, and for ensuring public faith and confidence that loans
raised by government will definitely be repaid and interest on them is also assured..

Expenditure other than charged expenditure must distinguish between expenditure
on revenue account and expenditure on other account, Any expenditure which is not
on revenue account is decmed as on .capital account. The Constitution does not
define what is on revenue account. Two views are there about distinguishing
expenditure on revenue account from other expenditure,

One view is that the expenditure met from revenues of government is the
expenditure on revenue account. 'The revenue as such is distinet from the loans raised
by government, Therefore, the expenditure met from (his revenue must be shown
separately. In the budget, the deficit or surplus on revenue account is shown separately.
Another view is that capital expenditure must be distinguished from revenue
expenditure. If we can define capital expenditure, we can then, by the process of
elimination, ascertain revenue expenditure, Rule 30 of the Government Accounting
Rules, 1990 broadly defines capital expenditure as expenditure incurred with the object
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of either increasing conerete assets ol a material and permanent character and it has
been expressly authorised to be so classified by general or special orders of
oovernment,

In respect of expenditure on a capital scheme, where separate revenue and capital
accounts are to be kept, an important principle is that replacement and renewal is
revenue expenditure on the ground that depreciation is a revenue expenditure.
However, if replacement or rencwal resulis in any improverment ol the asset; a snitable
part of the expenditure may be considered capital expenditure,

An imporlant conclusion to flow from the above analysis is thal government
accounting must be such as can show charged expenditure separately from the other
expenditure and it must also show separately revenues, revenuc expenditure and
capital expenditure.

6.6.1 Vote on Account

The Parliament as well as State Legislalures have power to sanction expenditure
for a part of the year pending consideration and approval for remaining part of the
year. This is called vote on Account. Generally, it is taken for two months. However
at the time of eleclions or soon thereafter, the vole on account is taken for three or
four months also. The main purpose of Vote on Account is to keep the government
functioning. Therefore, as a convention, il is not used to obtain approval for new
service. There is a convention of not utilising Contingency. Fund for expenditure on
new service while Lok Sabha is-in session. A uuppicmcntary grant is presented, or
a resolution be brought for approval.

6.6.2 Parliamentary A'ppruval' for Expenditure

Government presents before Parliament a dDLHI‘FIbl‘Il called Demands for Grants
showing the eslimates of expenditure. Charged expenditure is shown separately in
cach Demand for Grant. However, some estimates are cxclusively for charged
expenditurc and these are called Appropriations. Generally, large govermnént
departments have more than one Demand for Grant, whereas the smaller depariments
do have only one Demand for Grant. A Demand for Grant shows the total amount
required for expenditure on revenue account, capital account, grants to States and
Union Territories and loans and advances for the service. Generally, Demand for
Grant estimates and indicates Major Headwise, showing voted and charged expenditure
scparately, expenditure on capital account separately from revenue cxpenditure, In
addition, the estimates are further split into Plan and Non-Plan expenditure as Plan
expenditure has become an equally important part of classilication.
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6.6.3 Excess and Exceptional Grants

If any money has been spent on any service during a financial year in excess
of the amount granted for that service for the year, then an excess prant is presented
to both Houses of Parliament: As a convention this is done after the Public Accounts
Committee (PAC) has presented its report to the Lok Sabha. The PAC would have
examined the government departments about the reasons for the excess and would
have made its recommendations in this regard,

‘The Vote of Credit is granted to meet an unexpected demand upon the resources

ol India (or State) when on account of the magnitude or the indefinite character of

the service the demand cannol be stated with the details ordinarily given in the
budget. Exceptional grant is one which forms no part of the current service of a
financial year.

6.6 Control of Cash in Government of India

The Reserve Bank of India is the banker of the Union Government and State
Governments except the Government of Sikkim and Government of Jammu and
Kashmir, The Reserve Bank and the Central and the State Governments have entered

into agreements about conduct of their cash business and the terms and conditions

for doing so. The Reserve Bank is not paid anything for this service nor does it
pay any inlerest on government balances. This is similar to the case of business
enterprises keeping current accounts with banks. The Reserve Bank of India Act
enjoins upon it to perform duties of banker to the Union and the State Governmenis.
The Reserve Bank has appointed the State Bank of India (8SBI) its agent to conduet
government cash business at places where the RBI does not have its branches. Only
lately other public sector banks have also been appointed o conduct government
business. The other olfices that are associated with conduct of cash in government
are as lollows. .

Treasury : A treasury may be defined as Pay Office of government. A district
treasury receives and pays money on behalf of and on the authority of different
government offices situated in the district. Unless specifically authorised to deal
dircctly with a Bank, government offices have to work only through government
treasury. Treasury renders complete detailed account of receipts and payments to
Accountant General of a State. When there were only a few banks in the past,
government used to keep cash in its treasuries. Cash was received as well as
disbursed there. However, wilth the development of banks, the cash business has
been (ransferred to banks. A specified branch of a bank is attached fo each weasury.
A treasury has a few sub-treasuries under it. Each sub-treasury again has a scparate
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branch of a bank attached to it. ln case there is no bank nearby, then it conduets
cash business also. It is then known as gion-ljanking sub-treasury. An insignificant
number ol non-banking sub-treasuries stll exist.

Pay and Accounts Officer : This is the new name of treasuries in the Central
Government. They not only perform the major function of treasuries in making payments
through banks attached to them, they also prepare accounts in greater details then the
treasurics.

Though there are three account entilies as per the Constilution— Consolidaied
[fund, Contingency Fund and Public Accounts, there is only onc cash account. The
balances of thesc three different entities are merged into one cash balance, The RBI
has an agreement with each of the State Governments and with the Union Government
to the effect that they must keep a certain mutually agreed upon cash balance with
RBI. In case the aclual balance at any time is more than the stipulated minimum
balance, then the RBI invests the swiplus of the State Government in the Treasury
Bills. These treasury bills earn interest on daily basis and these can be casily
converted into cash at any time. When the balances of a State Government fall below
the minimum balance, then the RBI first encashes the State Government investments
in treasury bills, If there is still shortape, then the RBI grants *Ways and Means
Advanees’ to the State Government. These Ways and Means Advances carry a higher
rate of interest on daily balances. These advances arc still required by State
Governments as the flow of neither receipts nor expenditure 1s even. On some days
there may be surplus of cash, on other days it may be shortage. The RBI informs the
concerned government of the cash balance at the close of accounts of cash. Hence,
the need for Ways and Means Advances and the arrangement of investment of
surplus funds. _ i

Accountant General : Not only arc the balances of a State Government with
the RBI increase or decrease with the receipls and payments at the banks attdched
with various State treasuries, these balances are also operated upon by the Accountant
General of other Staies. Each Accountant GGeneral is empowered to ask the RBI to
reduce the cash balance of his state by corresponding increase in the balance of the
Central Government on account of payment of intercst on loans and repayment of
principal to the Central Government. Similarly, moneys received or paid on behalf
of the other State Governments are adjusted by sending suitable advices to RBI to
adjust the balances of two State Governments. Mostly these are payments on
accounts of pensions payable by one State Government but disbursed through the
courtesy of another State Government treasury. '
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6.8 Form of Government Accounts in India

For government accounts, Article 150 of the Constitution confers the power to
preseribe form of accounts jointly on the Central Government and the Comptroller
and Auditor General of India (C & AG). Though the Government of India Act 1935
as an enabling provision provided for any State having a separate Auditor General,
in the case of form of accounts; its section 168 laid down :

The accounts of the Federation shall be kept in such form as the C & AG may,

with the approval of the Governor-General prescribe and in so far as the C & A

may, with the like approval give any directions with regard to the methods or

principles in accordance with which any accounts of provinces ought to be kept,
it shall be the duty of every Provincial Government to cause accounts to be kept
accordingly.

The underlying idea has been that the gencral form of accounts be framed on a
common basis for all the provinces. In 1930, the Constitution of India conferred this
power joinily on the C & AG and the President of India, Article 150 laid down that
the accounts of Union and of the States shall be kept in such forms as the C & AG
may, with the approval of the President, prescribe. In 1976, however, the task of
keeping Government of India accounts was taken over from the C & AG and the
amended Article 150 then stated :

The accounts of the Union and of the States shall be kept in such form as the
President may, in consultation with the C & AG, prescribe.

It is not known what shortcomings in the working of Article 150 led to this
amendment. It would seem the amendment sought (o provide for a formality of
consultation without conferring on C & AG any power to veto or modify any proposal.
However, this amendment had a short life. Article 150 was again amended in the year
1978, and the words “in consultation with” was substituted by “on the
advice of”. In a way it restores the position that had been in force since 1935 with
greater emphasis on the wisdom and the advice of C & AG.

OF a number of accounts maintained by the government offices, the Suspense
Accounts and Remittances are two major heads of accounts. The concept of Suspense
Account in government seems much wider than in the commercial world. Government
Suspense Accounts are of three kinds ;

(a) Suspense Accounts which are a control mechanism and will ultimately get

transferred to the Bank of the Government which is named in povernment accounting

as Reserve Bank Deposits,
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(b) Suspense Accounts are ultimately transferred to the regular accounts in the
Consolidated Fund or the Public Account. That is, Suspense Accounts here work a
temporary parking slots.

(¢) Suspense Accounts which are in reality regular accounts and for them there
is no other accounting head available. These accounts act to some extent as
miscellaneous accounts. '

So far as Remittances are concerned, there is one Major Head as Cash
Remittances and Adjustment. Public Work Remittances is one Minor Tlead under
that Major Head. Public work Remittances head has again a number of sub-heads
one of which is “Other Remittances”. How do these accounts work may be shown
- below by way of an example.

Dircctor General, Supplies & Disposals (DGSD) of Government of India

purchases materials for public works divisions belonging lo State Governments. Soon
afler it” pays for purchases, DGSD asks the RBI to reduce the balance of the State
Government concerned. It sends the necessary documents to the AG of the State.
On receipt of the advice from RBI, the AG debits the Sub-head Other Remittances —
Items adjustable by Public Works, When material is received by public works
division, it will pass an entry debiting the Stock by credit to the Material Purchase
-Settlement Suspense Account. On receipt of the documents from the Accountant
General (AG), the public works division is required o clear the head Material
Purchase Settlement Suspense Account by crediting the head Public Wark
Remittances—Ilems adjustable by Public Works.

Payment system in Union Government is : cheques are issued by Pay and
Accounts Officer (PAQ) dravn on public sector banks, These banks submit account
of paid cheques to PAO and also ask RBI to reimburse this amount, RBI reimburses
the amount to the Public Sector Banks and informs the PAO what it has done. As
soon as PAO issues a cheque for an expense it will pass the following cntry.

Dehit Expense l—lead
Credit 8670 Cheques & Bills |8670 is the relevant Ale No.|

When Public Scctor Bank informs the PAO that the pa}fmcnt against cheque has been
made, the PAO will make following entry |

Minug Credit 8670 Cheques & Bills
Credit 86358 Suspense Account (RBI)
108 Public Sector Bank Suspense.
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8658 Suspense Account is a Major Ilead and 108 Public Sector Bank Suspense is
one minor head under that. Same accounting effect is there in two accounts
simultancously. In the commercial accounting there is no such duality. When RBI
informs the PAO of the amount paid to the Public Sector Bank, the following entry
will be passed. '

Minus Credit 8658 Suspense Account

108 Public Sector Bank Suspense
Credit Reserve Bank Deposil,

6.9 Exercise

A. Short-answer Type Questions :
1. What is fund accounting?
State the function of Debt Service Fund.
How many major heads are there in Government Accounts?
What is the function of Fiduciary Fund? '
Who is PAO?
How is C & AG appointed?
Who is the Provincial Head of Government Accounts?

Who is authorised to prescribe form of government accounts.

st e W= S R e

What 15 Vote on Account?
1. Deline Consolidated Fund.

. What is the function of Suspense Account in government accounting?

Ty
[

12. Give a brief note on Exceptional Grant.
13. What is Contingency Fund?
14. Define Treasury.
15. What is “Interfund Tranfers”?
B. Long-answer Type Questions :

1. What do you mean by government accounting? How does it differ from
commercial accounting?

2. Give a briel note on the historical perspective of government accounting in
India. .

3. What is cash basis accounting? Is government accounting a cash basis
accounting? Explain.
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4. What is the objective of government accounting? Government Accounts are
controlled largely by legislation-Discuss.

5. Lixplain the role of budgets in government accounting.
How i3 the government cash controlled through government accounting?

7. Give a briefl description of the forms and procedures of Government Accounts
in India. ;

8.  Explain the concept of ‘Fund Accounting’. How is I'und Accounting concept
used in the preparation and presentation of governmenl accounts?

9. Iow are the revenues and expenditures recognised and reported in Fund
Accounting?
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Unit 7 0 Social Accounting

Structure

7.1 _ Concept of Social Accounting :

7.2 - Social Accounting Vs. Enterprise Accounting
7.3 Objectives of Social Accounting

7.4 National Income Messurement Methods

7.5 Social Accounts

7.6 Exercise

7.7 Refx_erencus

7.1 Cuncept of Social (National) Accounting

Social (national income) accounting is a set of principles and methods used to
measure the income and production of a country. Put another way, social accounting
i3 a set of systematically classified and integrated statistical statements which reflect
the value of the total final output produced within a national boundary and present
together details of distribution of factor incomes among different groups and final
expenditure of the economy -on consumption and investment. Tt tries o describe
systematically and quantitatively the structure and activities of an economy during
certain time span and the structure and activities of assets and liabilities at a
particular time. LEconomic transactions between groups of individuals (houscholds),
business cnterprises, povernment agencies and with the outside wotld are dealt with,
quantitative data are recorded, measured, processed and consolidated into various

versions designed to display the prineipal national aggregates and their interrelations
in accounts and tables.

One of the principal developers ol the national income accounting method used
today was Simon Kuznets. His work in developing the system of national income
accounting earned him the Nobel Prize in Economics. The newest version of System
of National Accounts (SNA) has been prepared by the Inter-Secretariat Group on
National Accounts, which consisted of live international organisation— UN, IMF, World
Bank, OECD and Commission of European Communities,

Accounting is a means of representing economic events of an economic unit.
When such a unit is society, not individual enterprise, the accounting is called social
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or national income accounting. The term ‘social accounting’ is ofien used to
refer to corporate social accounting. Corporate social accounting is concerned with
the recognition, measurement and reporting of information about corporate social

performance. In recent years there have developed scveral methods of corporate -

social accounting. In this unit, we arc concerned with macroeconomic social
accounting. ' -

7.2 Social Accounting vs. Enterprise Accounting

The procedures used to prepare and present social accounts arc similar in many
repeats to the procedures followed in enterprise accounting, Like enterprise accounting,
-social accounting uses a double-entry approach. The pattern of accounts classilication,
e.2.. fevenue, expense, income, purchase, assets ete, shows similarity to thal in enterprise
accounting. However, the underlying prineiples vary, or example, in social accounting
market values are commonly adhered to but in enterprise accounting
historical cost is the dominant method of valuation. Historical cost is used in order
to ensure that the measures arc completely objective. In social accounting estimates
and imputations arc more widely used,

Enterprise accounts allow co-ordinated presentation of income and wealth through
‘profit and loss account and balance sheel, but this is not done in social accounting,
The framework of social accounting on the other hand consists of five interrelated
versions or segments, e.g., (1) the national income and product account, (ii) the mter-
industry account, (iii) the flow of funds account, (iv) the balance of payments
account and (v) the national balance (sheet) account. The national income and
product account and the national balance sheet are comparable to enterprise
accounting’s profit and loss account and balance sheet. The flow of funds account
compares to the sources and application of funds statements. Input-output tables are
also there in business accounting, bul the balance of payment account has no
comparable -account in enterprise accounting,

7.3 Objectives of Social Accounting

Enterprise accounting helps us evaluate past activities and project the future.
Similar is the case ‘with social accounting. Here the basic objective is to measure
nationa! income, i.e., the resull of the past economic activities of the economy and
to plan for its future. The analysis of the past income reveals the relationship among
the various components, i.e., consumption, savings and investment. Through
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manipulating these variables attempls are made to improve the economic condition
of a nation.

Today more and better systematized information about varied economic activities
is required for various national and international purposes. More specifically, social
accounts’ aggregates and individual data are nceded for measuring economic progress
and for designing macro economic plans and policies. They play an important role
in setting national goals, in guiding cconomic planning and budgeting and in
structuring economic models. Bul the social accounts are required not only by the
government, but they also are nceded by industry, trade associations, stock exchanges.
labour unions, banks and other institutions that need to have a clear picture of the
activities and structure of the cconomy from which to draw necessary inferences; to
design policies and strategies and to make decisions, To summarise, the following
specific objectives may be attained with social accounting :

(1) It helps us understand how various transactions are interrelated, and gives
us an idea of the working of the economy. Thus, the performance ol the economy
as a whole can be assessed with the help of it.

(2) National income is generally regard as the most useful indicator ol the
performance of an economy. Generally a larger income is equated with an increase
in the economic well-being of a country’s population.

(3) Tt supplies data on time about the movement of the various cconomic
variables without which national economic policy framing is impossible.

(4) It enables one (o grasp better the variables and relations which require o™
be measured, understood, and used for the attainment of the national goals ol
cconomic stability, growth and equitable distribution,

(5) It serves a very useful purpose by providing information about allocation ol
primary income, the secondary distribution of income and the usc of the disposable
income. ' ;

(6) Various measures ol national income are commonly used for assessing
sconomic growth of a country overtime, as well as for comparing its economic
position with those of other countries.

(7) It provides data on aggregate consumption, savings and investments, and
Income distribution among the various factors. The data are used by economic policy
praciitioners in preparing macroeconomic plans and policies.
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(8) Last but not the least, il refllects the posnmn of foreign trade, That means,
it gives us information as 1o the net balance of payment.

7.4 National Income Measurement Methods

From the concept and objectives of social accounting it appears that the main
objective of such type of accounting is to measure the national income. Theoretically,
it 15 true that national income represents the consolidated incomes of all inhabitanis
and indusiries within a territory. But national Income (NI} is not measured by
means of aggregating incomes of all of them, because very few people maintain
records of their earnings. Moreover, it is not possible to collect and. combine these

accounts, cven if' they are maintained. The purpose is fulfilled by other casier

means.

There are three approaches to national income accounting : product approach,
income approach and cxpenditure approach. They all vield identical measures of
income because any output produced (product approach) is purchased by somecone
(expenditure approach) and yields income to someone (income approach).

Under the production method, aggregate values of all final goods and services
produced within an economy in a period is considered the national income of the
country for that period. But in the process of aggregation some problems are faced.
Usually, no single lirm produces final product procuring raw materials directly
from nature firms usually procure their inputs which arc the final output of other
lirms, process them [urther and produce new product. If we add the values of
output of both the firms, something will be aggregated twice. To avoid this multiple
counting we may add only just what additional values are created by individual
firms instead of aggregating the values of their final products. This method of
computing income is called value added mecthod. The values added by cach and

. every unil in the cconomy has to be aggregated to get the t::-tal value of gross

national product or GNP,

Under the income mctlmd_. we add together first the factor incomes like wages,
rent, interest, profit including retained earnings and reserves for tax payment and
reinvestment, Eamings in kind, such as rent on rent free quarters also should be
included. Salaries of government employees and other costs incurred by the
government have to be added. Mixed income of sell-employed persons together
with the value of goods used for self consumption should be added. Lastly, the net
asset incomes from abroad has to be included.
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Under the expenditure method, computation begins from the final expenditure
of the ceonomy on consumption and investment. For this reason, this method 15 also
called consumption and investment method, GNP, according to this method, would
be total of-

i) Ekpendilure on private consumption

i) Expenditure on public consumption

iil) FExpenditure on gross private investment

iv) Expenditure on gross public investment

v) Difference between exports and imports. {

Thus, it is evident that if money tlows are measured at the point where
households receive income, it 15 income method. On the contrary, if it is measured
at the point where money flows from the producing sector to househelds, it is value
added method. Finally, if it is measured at the point where money llows into the
producing sector. it is the expenditure method. As has been stated carlier, ‘all
approaches will, yield the same result. That means—

GNI = GNP = GNE

Where GNI refers to Gross National Tncome, GNP to Gross National Product

and GNE to Gross MNational Uxpenditure, then, the guestion may arise why we
- should use the three methods when anyone of them may serve the purpose. This is
because in some cases it 1% easier lo apply the income method, while in other cases

product method may be more suitable. In some other cases the expenditure method

may be found most convenient.

7.5 Social Accounts

The design of an accounting system depends on the nceds for which such
account is drawn. In enterprise accounting, for instance, the objective is to measurc
the impact of economic activities which brings change in wealth position. Accordingly,
the accounts arc classified in such a way that the factors responsible for such changes
can be .identified easily. Similar is the case in case of social .accounting. The needs
of social accounting are broadly the following:

(a) How effective are the producing centres?

(b) How is the income appropriated by the individuals and the government?
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(¢) How much of appropriated income is saved and invested for capital
formation? and

{d) What is the position of foreign trade?

With a view to fulfilling the needs as stated above, following accounts are
usually opened in social accounting system :

(a) Business Enterprise Sector A/c

{(b) Houschold Sector Alc

(¢) Government Sector Alc

(d) Capital or Savings and Investment Alc
(e) Rest of the World Sector Alc.

The first account satisfies objective (a) and objective (b) is fulfilled jointly by
next two accounts, Last two accounts are meant for showing the positions of
- capital formation and foreign irade respectively.

In enterprises, exchange based transactions occur. Lvery.transaction results in
movement of value from one centre o another. Account representing the centre
wherelfrom the movement starts is credited and the account for the centre where it
reaches is debifed. In a national boundary also there occur innumerable transactions.
Accurate accounting requires proper recording of all. But it is not possible, Even if
possible, it is not done in social accounting. In the case of enterprise accounting,
-recording of each transaction is indispensable for determining claims of individuals.
But in national accounting the purpose is not to determine claim of anybody but Lo
determine the impact of all transactions incwrred within a country. That is why
transactions, imputed or actual, incurred within a country may be classified into
some 'majﬂr groups. They are to be grouped in a way that gives a meaningful
picture of the structure of the economy with further distinctions as to types of
transactions and classifications being made. The transactions belonging lo cach
group must have certain homogeneity, defined in terms of the reasons for which
accounts are kept. The classification of the transactions, as in case of enterprise
accounting, rests on double-entry accounting, each transaction being classified twice
and each item belonging to two accounts. Iow all these are done can be understood
- from the hypothetical fransactions presented below.
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Transactions ;

(Figures are in Rs/Cr)

L.

9.

10,
11.
12,
13.
14.
15.

Business Enterprise Sector pays salaries & waigfss—ﬁﬂu rent—60, inlerest--
40 to household sector.

Business Enterprise Sector distributes dividend to entrepreneurs who arc
householders—540.

Business Enterprise Sector provides depreciation—=80.
Corporate tax to government—350,

Business Enterprise Sector uses a part of its production as fixed asscts—

310,

Business Enterprise Secior uses a part of its production as fixed assets—
310.

Business Enterprise Sector sells consumer goods to povernment— 200.
Business Enterprise Scctor increases its holding of inventorics by—250.
A net export surplus in Business Enterprise Sector—30.

Retention for further investment by Business Enterprise Sector—70.
Surplus of indirect tax over subsidies—30.

Govt. Sector pays salary—90.

Household Sector pays direct tax—40,

Saving of Household Sector—310.

Saving of govt. Sector—130,

In firm accounting; transactions are recorded in bay Books and then they are
posted to ledgers But there is no such system in social accounting. Social accounts arc
presented in five tables in place of five accounts as stated earlier, Tables are, however,
more or less same as the accounts mentioned above. Each group of transactions is
recorded {wice-once in the left hand side of one table and other in
the right of another. Such double recordings in just opposite side: provides cross-
checking. There is neither any proyision for journal entries, nor a system of debiting
or crediting in social accounting. From the cross checking system of the tables, it
may however be inferred that the technique of double entry is unconsciously used,
though the name “double entry” is not mentioned there. On that understanding, we
may journalise the above transactions so that the objective of national accounting is
easily understood.
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Transaction Nos, ; Journal

1 &2 Business Enterprise Sector Afc i D
To Tousehold Sector Afe

3 & 10 Business Enterprise Scctor Ale e BN
To Capital or Savings & Investment Afc
4 & 1 Business Enterprise Sector Afe o IR
To Government Scctor Alc :
3 Household Sector Afc el
To Business Enterprise Sector Afe
6 & 8 Capital or Savings & Investment Ale o Dr
! To Business Enterprise Sector Alc
7 Govi. Sector Alc o Dr
To Business Enterprise Sector Ale
9 Capilal or Savin\gls & Investment Ale - Ao
- To Rest of the World Sector Afc
12 Govt, Sector Ale BT Bl

To ITousehold Sector Alc

13 Household Sector Adc. ' e 2 T
\ To Govt. Sector Afc

14 Ilousehold Sector Alc v BT

to Capital or Saviﬁgs & Investment Afc

15 O Govl, Sector Afc T

to Capital or Savings & Investment Alc .

If we prepare Business Entcrprise Sector A/c having based on the journals
passed above, we shall get the national income (gross) at market price. To get net
national income (NNI) we are to deduct the amount of depreciation thercfrom.
However, the national income at market price and that at factor cost are not equal.
When we speak of national income at market price we mean the value of social
product and services which inelude the impact of subsidies and indirect laxes. But
they do not add anything to incomes of inhabitants. 8o, to get national income at
factor cost, the impact of subsidics and indirect taxes should be eliminated. That 1s,
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national income at factor cost may be measured in two ways: (1) by adding the factor
incomes like wages, rent ete. of (i1) by deducting indirect tax net of subsidies from
the national income at market price.

7.6 Exercise

A. Short-answer Type Questions

o

B I L R e

Define Social Accounting.

What are the various segments of social accounting.

What is corporale social accounting? -

What do you mean by GNP and GNI?

Mame the accounts that may be prepared in social accounting.
What is the differcnce between GNI and NNI?

Why does income equal output?

Distinguish between national income at markel price and national income at
factor cost.

B. Long-answer Type Questions

1.

2
3
4
5

Lixplain the basic features of social accounting.

How will you relate enterprise accounting with social aceounting?
What is the nature and scope of social accounting?

Explain the alternative methods of measurement of national income,

Explain the product approach to national income accounting.

7.6 Reférences

i e

Accounting System in Third World Economies—A. I. H. Enthoven
Mational Income Accounts—Ruggles, N. & Ruggles, K.

Social Accounting fulr Developing Countries—P. L. Arya

National Accounting—(G. C. Sinha (Business Studies, 1987)
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 Unit 8 0 Value Added Reporting

Structure
8.1 The Concept of Value Added
8.2 Methods of Computing Value Added
8.3 Controversial Issues
8.4 Advantages of VAS
8.5 Limitations of Value Added Accounting
8.6 Exercise

8.7 References

8.1 The Concept of Value Added

The value added concept is a “very familiar one in economies. It is used in the
context of measurement of gross national product (GNP). Although it has long been
used in the field of economics, the accounting use of the concept is a phenomenon
of very recent origin. In fact, it is after the publication in 1975 by the Accounting
Standards Steering Committec of the UK of a discussion paper called as “The
Corporate Report” that the value added concept started attracting attention from the
business community. The Corporate Report was prepared with an object of improving
the uscfulness of corporate financial reporting. One of the important conclusions
drawn in the Report was that profits can no longer be regarded as the sole or premier
indicator of business performance. It is mentioned in the Reporl that some additional
indicators are needed to enhance the decision-making capability of financial reports.
Ong of the proposed new statements is the value added statement (VAS).

The VAS is to be prepared on the basis of assumption that the business firm is
a partnership made upof” the employees, providers of capital, government and the
firm itself. The partners render services with the help of which the utility of bought
in goods is increascd and thereby, the value is added. The employees lend their
labour power which constitutes the must significant factor in value creation. Capital
providers provide funds with the help of which productive resources are acquited.
The government is there to provide the business firm with different types of
infrastructure facilities. The business firm has to maintain a network essential in value
creation. The VAS shows the everyone’s slice in the total value created. Actually,
the term ‘value added” to the value which a company. by the joint efforts of ils
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_constituents, adds to the value of its inputs. The VAS, in that sense, is the statement
which shows the income ol the company as an entity and how that is divided
between the people who have contributed to its creation.

8.2 Methods of Computing Value Added

A measure of value added is the difference betw’een the value of goods and
services produced and the value of the bought in goods or services. “The value created
by a firm is measured under this system by the difference between the market value
of goods turned out by the firm and the cost of the goods and materials purchased from
other firm. As per another measure, the valuc created by an entity
equals the payments it has made to the factors of production in the form of wages,
rent, interest and profit. Thus, the value added may be arrived at two methods-(i)
Subtractive Method and (ii) Additive Method, The substractive method calculates
valuc added as the residue of Sales Revenue after substracting relevant input costs.
The additive Method, on the other hand, sums up the application of value added to
yield the same aggregate. In the conventional VAS, however, both the methods one
rtsed. In the first step, the value added is found out by using substractive method. In
the second step, the additive method is adopted to show the application of value
added. The format of VAS thus stands as follows.

Statement of Value Added

Sales T
Less bought in goods and services st

Value Added EEX
Application of Value-Added

Employeces

Providers of Capital

Government

The Enlerprise

X & % %
® ¥ K

o

8.3 Controversial Issues in Value Added Accounting

The accountant has to encounter a number of controversial issues in computing
the value added income of a business firm. First of all, there is the issue of depreciation.
The second one relales to unsold goods. Employees rernuncrah:m and govermment’s
share are other two arcas of accounting confusion.
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Depreciation Charge @ Some accountants want to show depreciation as an
application of value added as, according to them, the business is to get it for the
maintenance of firm’s assets. But this can easily be contested. Tangible fixed assets
in respect of which depreciation is computed are normally acquired from outside
firms, ‘The value of these assets ave included in ‘Sales’ of the vendor company, So,
the logic demands that depreciation be included in bought-in items. But still, many
are in favour of excluding depreciation from bought-in items. They argue that il
depreciation, which is very much subjective, is taken with bought-in materials, the
amount of value added so computed will suffer from subjectivity,

GVA and NVA : The problem may, however, be overcome if value added is
computed in two stages. At the first stage, the value added may be computed
excluding depreciation from bought-in materials. The amount so computed may be
termed as gross value added (GVA). Then, we may deduct depreciation from OVA
to arrive at net value added (NV A). For comparison purposes, the OVA and not
the NVA that should be used.

Treatment of Unsold Goods : Value added is computed by subsiracting the
_cost of bought-in materials from sales. When all the output produced is sold, there
is no problem. But usually there shall be some unsold stock. Unsold stocks are
normally stated at cost price. But then there will be understatement of value added.
Again, if the unsold stock is valued at market price, the principle of realisation will
be violated, The accountants are not unanimous on this point. Hence, this is a
controversial issue. :

Treatment of Tax : The treatment of taxation is a third important controversial
issue in value added accounting. The types of taxes a business firm is required to
pay are many and varied. They include income lax, stamp duty, local tax, excise
duty etc. Some accountants are of view that all sorts of taxes payable to the
government should be shown as the application of value added. Another group of
accountants state that only income tax that is levied on the basis of profit should
be shown as application of value added. Excise or custom duties are to be included
with bought- in items. The latter practice seems to be quite logical.

Employee’s Remuneration: Difference of opinion also prevails with regard to
presentation of employees’ share of valye added. Some argue that employees® share
of value added is the net pay after deducting tax al source. There arc others who
hold the view that net pay concept is confusing. According to them, net pay will
not reveal the proper ratio of employee benefit to value added as the tax paid by
employees is determined by many other factors other than the gross pay. :
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Besides the issues discussed above, there are also certain other controversial issues
in value added accounting. They include government grants and subsidics, foreign
currency losses, research and development cost, income from investment in financial
assets etc. In the absence of standards, the diversity will persist. So, proper guideline
is needed either in the Companies Act ot in the pronouncement of the Institute of
Chartered Accountants of India.

8.4 Advantages of Value Added Statement

If used intelligently, value added data can provide some useful insights into the
wealth-generation process of the business firm. The Corporate Report states that it
is the simplest and the most immediate way of putting profit into proper perspective,
The Report further adds that there is evidence thal the meaning and significance of
profits arc widely misunderstood and in time to come value added may come to be
regarded as a prelerable way of describing performance. The specific benefits of
value added statement are enumerated below,

Objectivity: One of the important qualities possessed by value added data is
objectivity. Unlike accounting profit, value added data are not influenced much by the
personal judgement. Value added income is computed by dilTerentiating between sales
and bought-in materials, both of which are objectively determined measures as they are
directly derived from transactions with third parties. Accounting profit is subjective
because it contains the arbitrary figures of depreciation. But in VAS, depreciation is
usually shown in the applicaiton part. So, the value added figure is not affeeted by the
amount of depreciation. The manipulation of value added income is also not possible
by manipulating stock valuation il sales constitute the basis of measurement of the
value of output. :

Universality : Value added data are capable of being used universally. Not only
in business entities but also in non-business entities, they are equally applicable, Asa
malter of fact, value .added can be the only reliable indicator of performance for those
entities that do not exist to generate profit from their operations. There are some
commercial enlities, particularly those in the public sector, where the profit carning
objective is of secondary importance. The performance of such entities can be measured
mare meaningfully il value added data are used instead of profit figures as the basis
of performance measurement.

Better Measure of Performance 3 Profit may somelimes be inflated or deflated,
befooling thereby the users. But the value added income cannot be manipulated in
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this way. Besides, the profit figurc cannol indicate properly whether the profit has
been earncd by enhanced productivity or by depriving the employecs, government
cte. Value added mcome in that sense is a better yardstick, because value added
income increases only when the productivity of profitability of the firm increases,

Ensures Team Spirit : The VAS depicts clearly the slice of each partner in
the pie. What percentage of total value created is given to the employees as wages
or what percentage is going to pockets of owner-all are clearly shown in VAS. Thus,
much of the misunderstanding between the owners and workers is removed, enbunng
thereby a team spivit that ultimately adds to the profitability of the firm,

Equitable Basis for Taxation : Although the debate is still continuing, the value
added tax has been recognised now almost in all corners as more equitable basis to
levy tax. The valuc added tax (VAT) is levied on the valuc added income. The
VAS is gaining more and more importance from that angle also,

Produces Several Uselul Ratios : From VAS we can compule -a number of
ratios that are useful for many of the managerial and investment decisions. From
conventional accounts those ratios ar¢ not easily available. First of all, there are ratios
that “indicate the relative shares of the partics who have taken part in the process
of wealth-generation, Such ratios are computed by dividing the amounts allocated
to systematic analysis of the behaviour of these ratios over a number of years it
may be possible to draw some valuable conclusions about how the affuirs of the
business. arc being conducted. For example, the ratio of employees benefits to value
added may give the management a clue in wage negoliations, In addition to the
ratios ieffmcd_abﬂw, there are also a number ol other valuc added-based ratios that
are very much useful to the management as well as to outside users.

8.5 Limitations of Value Added Accounting

Value added accounting suffers from several shortcomings as performance
measure in the context of external reporting, Because of these limitations, many
accounting writers are not prepared to attach much importance to value added. And,
this is perhaps the main reason why the VAS has not yel gained so much ground
though more than 25 years have clapsed since the Corporate Report has suggested
for it Criticisms that are usually levelled against VAS ate as [ollows,

Nothing New : S8ome accountants are of opinion that the data contained in VAS
are not capable of adding something significant to the information content of basic
[inancial statements, which are made up of the balance sheet, profit and loss account
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and the cash flow statement Much of the information that the VAS is desipned to
covey can be oblained by a careful analysis of the ligures contained in profit and
loss account. Some have even eriticised value added accounting by saying that il i
does add anything, it does add to confusion, :

Confusing : The VAS is prepared and presented as supplementary to profit and
loss account But for obvious reason, the two may give some contradictory result as
to the progress or economic condition of a firm. Even when the value added income
of a firm is showing an increasing trend, its profit figure may exhibit a declining
trend. This happens when cost of bought-in materials comes down but the labour
cost gocs up. In such a situation the wary investors will be confused as to whether to
hold or relinquish the investment in the firm,

Minefield of Definitional Problems : Value added income can be measured
either on the basis of cash [lows or aceruals, Unsold stock can be valued either at
cost or at market price. Depreciation ¢an be shown either as an application or as a
part of bought in materials. Employees’ remuneration ot share of the government can
also be presented in different ways. Thus, (o the ordinary people, it may be difficult
to mterpret the figures. Truly speaking, the most serious limitation of value added
data stems from this lack of uniformity in the matrﬁfnl'preparz:tiﬂn and presentation
of value added measurcs, Comparability of financial statements between firmis is greatly
impaired when VASs are prepared by firms using dissimilar principles and rules.

Ignores the Special Role of Profit ; Value added accounting docs not recognise
the special role that profil plays in the field of business. Tn the VAS, prolit is treated
at par with other items. Profit is undoubtedly a part of value added, but value added
maximisation does not necessarily le~d (v maximisation of profit. Profit is associated
with the measurement of the cfficiency of labour, capital as well as of management
Value added reporting tends to undermine the importance of profit.

Supports Inefficient Managerial Decisions - If value added income becomes

the focal point, managers might be induced to increase sich income even al the cost
of profit. lor example, a business firm can rnaxirnise value added by producing
goods that could otherwise be procured from outside sources at lower costs. Such
actions are detrimental to the profitability of the business- firm. But if nanagement
is given to understand that its performance is being judged in terms of value added,
it may adopt this actually inefficient but apparently value generating decisions, The
late of a business lirm whose value added is maximised in this way can easily be
imagined
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8.6. Exercise

A. Short-answer Type Questions :

1
il
3.

Deline value added income.

What purpose does value added concept serve in economics?

What do you mean by Additive & Subtractive Methods in the context of
VALY

Name four contributors to the generation of VAL

Define GV A and NVA,

B. Long-answer Type Questions :

1.

4,

Explain the nature of valuc added accounting, Discuss the methods of
compuling value added income. '

What was the objective of the issuance of UK Corporate Report? Explain the
content of the Report?

" Value added accounting suffers from a number of limitations-Explain these

limitations.
Discuss the merits and demerits of value added accounting?
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