Financial Accounting (I°.A)
Unit 3

Q-1-(a) Explain the meaning of Deprecintion?

(1) Explain the importance of providing deprecintion?

(¢) What are the different causes of depreciation?

(d) Name the methods of depreciation?

(¢) What ave the factors for determining Depreciation?
Ans-1-(a) Depreciation is a permanent, continuing and gradual shrinkage in the book value of a fixed
asset. It arises through wear and tear from the use of the assets in business or by passage of time or

through obsolescence or through depletion.
Accarding to W, Pickles: Depreciation is the gradual and permanent decrease in the value of an asset

from any cause.™
Ans-(b) The following are needs for Providing Depreciation:
1. Ascertainment of True Profit: Depreciation is an expense, and like all other expenses it must be

charged against revenue in order to ascertain true net profit.

2. Valuation of Assets: When assets lose their value through wear and tear, that loss must be recorded in
the books so that the true value of assets can be ascertained by deducing the amount of depreciation from
their cost. '
3. Replacement of Assets: Every asset has a definite period of life and on the expiry of the period it
becomes useless. A business requires replacement of its old assets at the end of their useful life. So the
business requires a fund for such replacement. That fund is provided by charging depreciation.

4. 1t helps to Ascertainment of true Cost of Production:

5. Allocation of Cost: It allocates cost of the fixed assets to the products it produces.

Ans-(c) The following are the causes of depreciation:

1. Wear and Tear: An asset declines on account of its continued use, it will lead the asset to an unusable
state in the long run. Even repairs will not make it fit for use. As for example — Plant and Machinery,

Motor Car etc.
2. Exhaustion: An asset may get exhausted through workings. It happens in case of minerals. Continuous

extraction of mirierals may exhaust the asset.

3. Effluxion of time: Certain assets get decreased in value simply with the passage of time because the
value of the asset is time-bound. Patent, Lease, Copyrights, Licenses, etc. are the examples of such assets.
4. Inadequacy: It means that an asset may be put out of use though it is still in working condition because
if its inadequate capacity to meet the increased needs of the business.

Ans-(d) The following are the different methods for providing depreciation:

1. Fixed Installment Method Or Straight Line Method;
2. Reducing Installment Method or Reducing Balance Method or Written Down Value Method;

3. Annuity Method;

4, Depreciation Fund Method;

5. Insurance Policy Method;

6. Revaluation Method.

7. Machine Hour Rate Method.

Ans-(e) In order to determine the amount of depreciation of a fixed asset the following factors are to be
taken into consideration:

1. Cost of the asset,

2. Useful life of the asset, and

3. Scrap value,
1. Cost of Asset: The cost of an asset includes all expenses in carrying and installing the asset to put it in-

a workable condition. Thus, if we buy a machine at Rs. 20,000 and pay Rs. 1,000 on carriage and Rs.
2,000 on installation; the cost price of the machine will be Rs. 23,000.

2. Estimated working Life: Working life means the period during which the asset will be used in earning
revenue. Generally it is calculated in terms of years, hours, units of output or kilometres etc.

3. Scrap Value: The scrap value means an amount that can be recovered from the sale of the asset after
the expiry of the useful life of the asset. It is considered while determining the depreciable value of an
asset for the purpose of determining the annual amount of depreciation of an asset. If the value is very
small, it should be ignored. Depreciable Value = Cost — Scrap value. ’
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Q-24a) Define the meaning of straight line method,

() Define the meaning of diminishing balance methad,

{c) Deseribe the advaniages and disadvantages of straight line method,

() Deseribe the advantages nud disadvantages of diminishing balance method.

() Distinguish hetween straight line method and diminishing halance method.
Ans-2-(a) Under straight line method. also known as original cost method, cqual amount of depreciation
is written off every vear over (he useful life of an asset by taking its original cost Jess residual value.
Since, the amount of depreciation is equal every year, this method is also called as equal instalment or
{ixed instalment method.
Ans<(b) Under this method, the amount of depreciation is calculated as a fixed percentage of
zi:c reducing or diminishing value of the asset standing in the books at the beginning of the year. so as to

wing down the book value of the asset to its residual value. The amount of depreciation goes on
decreasing every year,

Auns-(¢c) Straight line method of providing depreciation has got the following advantages :

1. Simplicity. This is the simplest method of providing depreciation. This can be easily understood even
by ordinary person. Calculation of depreciation according to this method is also very simple.

2. Assets can be completely written off. According to this method. assets can be written off to zero.
The depreciation is calculated on the original cost of the asset at the specified rate, so the value of asset is
fully split over the useful life of asset.

3. Knowledge of total depreciation charged. The amount of total depreciation charged can be easily
known by multiplying the yearly amount of depreciation with number of years, the asset has been used.

4. Suitable for small firms. Straight line method is the most suitable method for small firms. These
firms use this method. because it is easy, simple and suitable to the size of the firms.

5. Suitable for firms having large number of old and new machines. The weaknesses of this method
are removed, if the firm has both old and new machines. More maintenance charges on old machines and
lesser on the new machines balance each other.

6. Useful for assets having lesser value. This method is the most suitable for charging depreciation on
assets of lesser value such as furniture, fixture and patents
etc.

Disadvantages or limitations of straight line method

Straight line method suffers from the following weaknesses :

1. Undue pressure on final years. The final years of the life of the asset have to bear more repairs and
maintenance charges and also the same amount of depreciation. whereas initial years have to suffer lesser
repair charges.

2. No provision for replacement. The amount charged as depreciation is retained in the business and
used in the routine affairs. The firm has to bother for making arrangement of funds for the replacement of
assets although depreciation has been charged every year. “

3. Loss of interest. The amount of depreciation charged every year is not invested outside the firm, so no
interest is received. In certain methods of depreciation the amount of depreciation is invested outside the

business in securities and interest is received.
4, Iogical method. It seems illogical to charge depreciation on the original cost of the asset every year

when the balance of the asset is declining year after year.
5. Unsuitable for assets having long life and more value. This method is not suitable for those assets

which are subject to additions and extension from time 10 time, such as land and building and plant and
machinery. It is not suitable for assets having more value also.
Ans-(d) Following are the disadvantages Of Reducing Balance Method Of Depreciation:-

1. Not Suitable For All Asscts

Diminishing balance method of provision of depreciation is not suitable or applicable for less valued
assets having short life. It is suitable only for valuable assets having long life.

2. Loss Of Interest

In this method of depreciation, deducted depreciation amount of previous is not invested outside. So, the
company does not earn any interest or revenue from it. So. interest is lost on capital investment.

3. Higher Rate

Diminishing balance method requires higher depreciation rate to recover the cost of assets.

4. Book Value
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,\.d\':\m.:\gcs of Reducing Balance Method Of Depreciation:-

':h]::gz;slli‘n“ rllwd\;'::‘::%fi lh:(; y rg;l.u’cing ba'lzmcc lncl!]()d ol’. depreciation are lis'tcd below
£ balanc s casy to understand and simple to implement. Depreciation 1 calculated

every vear on the opening balance of asset.

2 Rcdl_lci!\g balance method equalizes the yearly burden on profit and loss account in respect of both

dcprccmt.l(m and repairs. The amount of depreciation goes on decreasing while the expenses on repairs

goes on increasing. so that the total charge against revenue over different years remains more or less the

same.

3 Reducing balance method is acceptable for income tax purposes

4 Reducing balance method matches the cost and revenue of the business. The greater amount of

depreciation provided in initial years is matched against the higher amount of revenue generated by

increased production by the use of new asset.

3. Difficulty In Calculation

Under this method, there is no uniformity in depreciation amount. It is difficult to obtain the exact rat¢ of

depreciation.

Ans-(e) Following are differences of straight line method and diminishing balance method:-

Fixed Installment Method Diminishing Balance Method

Rate and Amount:
1. The rate and the amount of depreciation
remains the same each year.

1. The rate of depreciation remains the same
each year but the amount of depreciation
diminishes gradually. :

Basis of calculation:

2. Depreciation is calculated on the original
cost less scrap value, if any, each year.

2. Depreciation is calculated on the book
value of the asset each year.

End value:
3. The value of the asset is reduced to zero or
scrap value at the end of its useful life.

3. The value of an asset is never reduced to
zero at the end of its useful life.

Complexity of calculation:
4. Computation of depreciation  is
comparatively easy and simple.

4. Tt is comparatively difficult to calculate
depreciation in this case.

Fixation of Rate:
5. The rate of depreciation can be fixed easily
after considering the useful period of the life

5. The fixation of the rate of depreciation is
difficult even if the useful life of the asset is

given.

of an asset.

T 2_r_titnm ~fonlo tradino hnsiness.




Q-2 a) What do you mean by capital expenditure?
b) What do you mean by revenue expendifure?

¢) M’cntmn the points of distinetion hetween capital expenditure and revenue expenditure.
d) What do you mean by capital receipts?
¢) What do you mean by revenue receipts?

Ans-5-(a) Capital expenditure, or CapEx .
maintain physical assets such as property, industrial buildings, or equipment. CapEx is often u

undertake new projects or investiments by the firm.

Ans=(b) A revenue expenditure is an amount that is expensed immediately
with revenues of the current accounting period. Routine repairs are revenue €xp

are funds used by a company to acquire. upgrade, and

sed to

—thereby being matched
enditures because

they are charged directly to an account such as Repairs and Maintenance Expense.

Ans-(¢)

]
{
4

Points of distinction

Capital expenditure

Revenue expenditure

| (i)Nature of spending

Capital expenditure is the amount spent on
acquiring a permanent asset.

Revenue expenditure is incurred for carrying
on business and maintaining the fixed assets

efficiently.

!

(ii) eaming capacity

Capital expenditure increases the revenue
earning capacity of the business.

Revenue expenditure does not increase the
revenue earning of capacity of the business.

(iii) value addition

Capital expenditure may add to the value
of an existing asset.

Revenue expenditure will not add any value
to net assets.

(iv) disclosure

Capital expenditure is shown in the

Revenue expenditure is transferred to trading
or profit and loss account.

balance sheet.

(V) Purpose

hAns-(d) Capital receipts consists of non
liability side of the balance sheet or as a reducti

Capital expenditure is incurred for the
purpose of increasing the earning capacity
of the business.

business on account of:
a. Capital contributed by the owners.
b. Money borrowed for the business.

c. Sale of fixed assets.

Ans-(e) Revenue receipts consists 0
activities in the accounting period. Re
credit side of trading and profit and loss accoun

a. Sale proceeds of goods and services.
b. Commission or discount received.
¢. Interest or dividend received.

Fdefedest

—recurring receipts into
on in the value of assets. These receipts may

f recurring receipts into the busine
venue receipts do not create any liability. These are shown on the
t. These receipts may arise in the business on account of:

Revenue expenditure is incurred for

maintenance of earning capacity.

: o
the business which are shown on the
arise in the

ss as an outcome of the firms
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(iij.” Dividond Declslon: Animportant objective of business income measurement
i to decide how much pmﬁlwnbedxsm’butedasrﬁwdendandhowmuchshould
be retained. The profit influences the expectations of the investors and prospective —3
investors about the future prospect of the company. The prospective investor looks 4
1o the income of the business enterprise as a guide to his investments decisions
of the-future.

{

i
_B&

B ﬂ)/ Basis for taxatlon: Tax Is a statutory payment. Business firms are required
~t

to pay tax on profits. Therefore, periodic measurement of income is required in
omortodetemﬂnethetaxﬂabiktyofmebwness Accounting helps in measuring
the income of a business enlerprise for lax purposes.

[y;/lndlcaror of managerial efficlency: The trend of income eamning Indicates
tha success of the management. The efficiency of management as decision makers
and as trustees of the resources is judged by the profit earned and the profitability
of the company. The measurement of business income therefore provides a suitable
uﬁeﬁonfwjudghgmeemdmofmmwgememhacwpeﬁ&veww.

(vi) Measurement of overall efficlency and creditworthiness: Financlal state-
‘ments are used and analysed by the stakeholders to decide upon the efficlency and
creditworthiness of the company. Income is @ useful measure of overall efficiency
and creditworthiness for creditors, banks and other credit institutions. They "depend
upon current profit jevel that acts as an indicator about a firm's ability to repay
loan out of future income.

(vi Payment of bonus to workers: Business firms usually distribute bonus to ~
the workers on the basis of profit eamed. Bonus paid to workers is based on the
income measured by the business enterprise. Therefore, proper measurement of S

business income and profit Is necessary. 3

Btomnmmmmmmmmmaam&m —————— .

decision in the future. Decisions regarding expansion and further investment in the i
buslnessare basedmmecunen!momatnma:dmxzethezrrenmmlnmmm , =
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/ f,P‘ hc_tlnn between Capltal Expenditures and Revenuo Expondit

ures:

X ”
oints of Capital E e
Al pital Expenditures. Revanue Expenditures
1. Meahing - . P
eaning :;xpl;znsas inmured in acquiring | Expenses incurred for eeting
axe assgls ot Improving fixed | the day-to-day business
a:gz:‘sdﬁ:e termed as capital pxperses are known as
3) re. ,Revenue Expenditure.
- :
2. Pumpose ”;‘Siiea :;efinc;.jurred to These are incurred for
ixed assets. meeting day-today business.
operation.
3. Ac ]
tmg?;f;t’l’r;g T:;esefare shown at the assets| These are shown on the debit
side of the Balance Sheet. slde of trading/profit and loss
account.
f 4. Capacity | It ingreases the These are incurred for
\ ear&r;?n capacity of the maintaining the present level
ess. earning capacity of the
business.
5. geeg‘ggt of | The benefit of capital The benefit of revenue
i expenditure is received over a expenditure is restricted only
number of years. to the accounting period in
which it is incurred.
(e umstances where revenue expenditure becomes capital expenditure:
es under which an expenditure which

-
N

~ Ci
’ f‘? Following are some of the circumstanc

usually of a revenue nature may

‘ (a) Repairs:
is taken as a revenue expen

(

| plant, motor car, etc.,

(b) Wages:
expense. However, the amount of wage

machinery or wages paid to workmen enga
taken as capital expenditure.

i (c) Legal charges: Legal €
revenue nature, but legal charges
assels ig taken @5 8 part of the cost 0

expenditure,
(d) carriage/Freight char

revenue nature,
as expenditure of a capital nature

o) Raw materlals and stores:
and stores are usually taken as revenue expen
utilised in construction of the fi
taken as a part of the cost of

e

e

—————"

be taken as an expendit

The amount spent on repairs of p
diture. However, when some secon

| car, etc., is purchased, the expenditure incurred
to make it fit for use will be

The amount spent as wages
s paid for erec

ged in construction 0

harges are usu
incurred in connection Wi

f the fixed asse

gos: Carriage/Freid

but such charges incurred for a new p
and are added (0 the cost of the asset.

xod assets are treated
such fixed asset.
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ure of a capital nature :

lant, furniture, building, etc.,
d-hand olant, motor

taken as a capital expenditure.

is usually taken as @ revenue
tion of a new plant of
f a fixed asset are

as expenditure of @
th purchase of fixed

t and hence treated as capital

ally taken

re generally of a

ht charges a
re taken

lant and machinery a

of Raw materials

Amount paid for purchase
diture, but raw materials and stores

as capital expenditure and
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Each and every enterpri i )
" , Nierprise receives some amount every year amount
received are divided into two categories: ry year, The am

() Capital receipts; and
(ii) Ravenue receipts.

{ Capital Rocelpts: Capital receipts are receipts by the business from the owner

tc;;v:;gz thc—; capital of the .ﬁrm and also any sum received as any loan and the
fecurrinqsi: stala of any fixed assets of a business enterprise. They are non-
9 !n nature. For example, capital introduced, loan taken, amount realised by

sale of asse?

ﬁerr‘x,':n:cis‘vri‘t: in“::xs' Revenue receipts are the receipts which are the result of a
<oriEas. o the b?i ac;ountmg period, part of its rewards for offering goods or
interest on inve ‘:” C. FOr example; amount received against sales, commission,
earto vear F stment, etc. They are recurring in nature i.e. they are received from

y year. For example, dividend received, discount received, commission received/dj

Accounting treatments: d

While preparing final accounts all revenue items and the portion of deferrec
revenue expenditure chargeable to the current year are taken to Trading/ Profit anc
Loss Account while Capital receipts and Capital payments are considered while
preparing the Balance Sheet.

Q;, Dj/a;lnction between Capital Receipts and Revenue Recelpts

%}nts of Capital Receipts Revenue Receipts

<7} Distinction
1. Meaning | The amount received in the The amount received mainly
form of capital Introduced, by selling of goods and
loans taken and sale proceeds | services is known as Revenue |
of the fixed assets are known | Receipts. &
as Capital Receipts.

2. Nature These incomes are These receipts are recurring

non-recurring in nature. in nature.

3. Presentaton | These receipts are shown in | These receipts give rise to _f_—
in final the Liabilities side of Balance | income andhence they are
account Sheet or shown as deduction | shown on the credit of either | —

from fixed assets. Trading account or Profit

and Loss account.




Einancinl Aceounting (F,A)
Unit 4

Q-(D-(n) Whatis meant by Hive Purehase s,-wZ-.{{'}

(1) What ave the features of Hive Purchase system?

(c) What are the advantages of hire purchase system?

() Mention & vights of hive vendor and hire buyer under Hire Purchase Act 1972,
Ans-1<(a) Hire Purchase system refers to a system where the buyer agrees to pay the price of the goods
bnugm by a number of periodical instalments. 1t may be yearly, half yearly, quarterly or monthl& ;f\l'sziéh
includes both a portion of the cost of goods and interest for deferred payment to acquire the })os’ilirm
immediately. Under this system, the title passes to the buyer i.e. ownership only on the payment of fast
instalment. Usually, under the terms and condition, a provision for payment of an initial amount on the
date of delivery or agreement is made. This payment is usually known as the “down payment” or “initial
pavment”. There are two partics in hire purchase transaction, they are — i) The Hire Vendor, ii) The Hire
purchaser.
Ans-(b) Following are features of Hire purchase system:-
a. Agreement: It is an agreement {0 sell but not a contract of sale. Actual sales takes place in

future date on the payment of last instaliment.
b. Position of goods: The hire purchase system grants the right of immediate position of the goods

to the buyer from the seller on signing the agreement.
£ Ownership: The ownership of the goods sold by the hire purchase system remains with the seller
till the payment of last instalment. The buyer can become the ownef only on the payment of last
instalinent.

d. Right of re-possession: The hire purchase system ensur
{0 the seller if the buyer makes any default in the payment of any instalment.

& Right to return goods: The buyer has an option to return the goods if it is
the quality of goods before the payment of lastinstalment.

e the right of re-possession of the goods

found to be defect in

Ans-(¢)Under hire purchase system both the parties enjoy some advantages. They are:

From the point of view of Hire vendor —
a. Increase in the volume of sales: this system of sales has created a new horizon of business for

the sellers. It provides an opportunity to the sellers to increase their volume of turnover and consequently

to earn more profit.
b. Security of Payment: Under this system the seller is

buyer at any point of time if he makes default in the payment o

sense of security to the seller against bad debts.

c. Interest: The seller is entitled to receive interest on unpaid amount
gets compensation for fund blocked for long time.

From the point of view of Purchaser -

a. Immediate possession: As the hire purchaser gets the immediate possession of th
enjoy the goods before the full payment is made.

b. Option to return the goods: The hire purchase has an opportunity
quality through actual use and if the goods are found to be defective or fails t
the option to return the goods.

[\ Payment of instalment through earning: The buyer ¢
generated therein can be utilized in the payment of instalment and consequently he ¢

ownership of the goods.
Ans-(d) Right of Hire Vendor -

entitled to take away the goods from the
f any instalment. Thus, this had provided a

at an agreed rate, so the seller

e goods, he can

to use the foods and test the
o satisfy the needs, he has

an use the goods productivity and the fund
an obtain the

e right to get the full agreed amount from the hire

a, Right to get payment: A hire vendor has th

buyer by installments on due dates.

b. Right to charge inferest — A hire vendor has the right to charge interest on the outstanding
amount.

c. Right to re-possess: A hire vendor has the right to re-possess the goods if the buyer fails to pay
any installment.

d. Right to treat the installment as rent: A hire vendor has right to treat the instalment paid by the

buyer as rent for the use of goods if the buyer fails to pay an instalment.
1



e Buyer as o hailee of the
the poods,

Right oUhire buyer / purchaser -
N

foods: A hive vendor has the right to freat the hire buyer as the bailee of

Right to get possession of the goods: o hire buyer hag the right to get possession of the goods as
soon as he enters into an agreement to hire purchase,

!). Right to return the goods: A hire buyer has the right to return the goods before he pays the last
instaliment.
C.

Right to get notice of termination: A hire buyer has the right to get notice form the hire vendor,
awritten notice of termination of the hire purchase agreement when he does not pay an instaliment.
d. Right to receive statement of amount: A hire buyer has the right to receive from the hire vendor
a statenient showing the amount paid by or to be paid together with interest and the dates of payment etc.
ot Court’s sanction: In certain cases, the hire buyer can seek the court’s sanction from the vendor.
Q-2-(a) Distinetion between Hire Purchase and Credit Sale.

(b) Distinguish between Hire Purchase and instalment Purchase system.

(¢) What is instalment purchase system? )

(d) State the features of instalment purchase system.
Ans-2-(a) Following are the points of distinctions between Hire Purchase and Credit Sale.

Points
distinction
Governing Law

of | Hire Purchase Credit Sale

It is governed by Hire Purchase Act, 1972 It is governed by Sale of Goods

Act, 1930.
Nature of | Hire Purchase is in the nature of agreement to | Credit sales is a contract of sale of ‘
contract sale. goods. |
Ownership  of | The buyer immediately does not become the | The buyer becomes the owners of |
goods owner of the goods until he pays the last | goods as soon as the transaction

instalments.

for sale in compelled.
The Hire vendor has the right to re-possess

The seller has no right to re-

Re-possession of

goods the goods if the hire buyer makes default in | possess the goods but can sue the
the payment of any instalment, buyer to recover the outstanding

balance.

Returns of goods | The buyer has the option to retain or return | Generaliy the goods sold cannot
the goods at any time before the last | be returned by the buyer unless the
instalment is paid. seller agree to accept.

Disposal of | The buyer has no right to dispose off until he | The buyer has the right to dispose

goods pays the last instalment. off the goods bought in after the

contract of sale is completed.

Discount No discount is allowed by the hire vendor on | Discount is allowed on bulk

timely payment of the instalment. purchase and on timely payment

of price. |
Ans-(b) Following are the points of distinctions betweenHire Purchase and instalment Purchase
system.

Points of distinction
Nature of Contract

Hire Purchase Instalment Purchase system

It is in the nature of agreement to sale.

1t is a contract for sale of goods

Governing Law

It is governed by the Hire Purchase Act, 1972

It is not governed by any such Act.

Ownership of goods

The ownership of goods passes to the buyer
only on the payment of last instalment.

The ownership of the goods passes to
the buyer as soon as the contract for
sale is computed.

Repossession  of

goods

The seller has the right to repossess the goods
from the buyer, if he makes default in the
payment of any instalment.

The seller can not repossess the goods
from the buyer if he makes default in
payment but can sue the buyer to
recover the outstanding amount.

Disposal of goods

The buyer has no right to dispose off until he
pays the last instalment,

He can dispose off the goods before
the last instalment is paid because he
is the owner,

Position of the

buyer

The position of the buyer in that of bailee.

The position of the buyer is that of
owner,




Ans-(¢) The installment purchase system indicates a system of sale under which the payment for the
goods together with interest on the price is made by periodical instalments. But the buyer acquires the
tile of the goods and the possession thereof as soon as the transaction is completed. Therefore. like a
contract of sale, the ownership passes to the buyer under instalment purchase system as soon as the
transaction is completed.

Ans-(d) The features of instalment purchase system are as follows —

a. Nature of sale — installment purchase system is a type of credit sale where the price of the goods
is paid in periodical installment.

b. Ownership — The ownership of the goods purchased passes from the seller to the buyer when the
transaction is completed.

e Payment of interest — Every installment is paid along with interest on unpaid balance for
different period. '

d. Non returning of goods — The buyer has no option to return the goods unless and otherwise the

seller agrees. . : o
e Right te deal with goods — The buyer has the right to deal with the goods as he like viz—sale,

mortgage, renting, etc.
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