


Analysis of
Financial Statements

Dr. Arjun SainiDr. Arjun SainiDr. Arjun SainiDr. Arjun SainiDr. Arjun Saini
(M.Com., Ph.D., LL.B.(G), FCA)

MUMBAI  NEW DELHI  NAGPUR  BENGALURU  HYDERABAD  CHENNAI  PUNE  LUCKNOW  AHMEDABAD
 ERNAKULAM  BHUBANESWAR  INDORE  KOLKATA  GUWAHATI

First Edition  :  2012



First Edition  :  2012

Published by : Mrs. Meena Pandey for Himalaya Publishing House Pvt. Ltd.,
“Ramdoot”, Dr. Bhalerao Marg, Girgaon, Mumbai - 400 004.
Phone: 022-23860170/23863863, Fax: 022-23877178
E-mail: himpub@vsnl.com; Website: www.himpub.com

Branch Offices :
New Delhi : “Pooja Apartments”, 4-B, Murari Lal Street, Ansari Road, Darya Ganj,

New Delhi - 110 002. Phone: 011-23270392, 23278631; Fax: 011-23256286

Nagpur : Kundanlal Chandak Industrial Estate, Ghat Road, Nagpur - 440 018.
Phone: 0712-2738731, 3296733; Telefax: 0712-2721215

Bengaluru : No. 16/1 (Old 12/1), 1st Floor, Next to Hotel Highlands, Madhava Nagar,
Race Course Road, Bengaluru - 560 001.
Phone: 080-32919385; Telefax: 080-22286611

Hyderabad : No. 3-4-184, Lingampally, Besides Raghavendra Swamy Matham, Kachiguda,
Hyderabad - 500 027. Phone: 040-27560041, 27550139; Mobile: 09390905282

Chennai : No. 8/2, Madley 2nd Street, Ground Floor, T. Nagar, Chennai - 600 017.
Phone: 044-28144004/28144005; Mobile: 09345345051

Pune : First Floor, "Laksha" Apartment, No. 527, Mehunpura, Shaniwarpeth
(Near Prabhat Theatre), Pune - 411 030. Phone: 020-24496323/24496333;
Mobile: 09370579333

Lucknow : House No 731, Shekhupura Colony, Near B.D. Convent School, Aliganj,
Lucknow - 226 022. Mobile: 09307501549

Ahmedabad : 114, “SHAIL”, 1st Floor, Opp. Madhu Sudan House, C.G. Road, Navrang Pura,
Ahmedabad - 380 009. Phone: 079-26560126; Mobile: 09377088847

Ernakulam : 39/176 (New No: 60/251) 1st Floor, Karikkamuri Road, Ernakulam,
Kochi - 682011, Phone: 0484-2378012, 2378016; Mobile: 09344199799

Bhubaneswar : 5 Station Square, Bhubaneswar - 751 001 (Odisha).
Phone: 0674-2532129, Mobile: 09338746007

Indore : Kesardeep Avenue Extension, 73, Narayan Bagh, Flat No. 302, IIIrd Floor,
Near Humpty Dumpty School, Indore - 452 007 (M.P.). Mobile: 09301386468

Kolkata : 108/4, Beliaghata Main Road, Near ID Hospital, Opp. SBI Bank,
Kolkata - 700 010, Phone: 033-32449649, Mobile: 09883055590, 07439040301

Guwahati : House No. 15, Behind Pragjyotish College, Near Sharma Printing Press,
P.O. Bharalumukh, Guwahati - 781009, (Assam).
Mobile: 09883055590, 09883055536

DTP by : HPH, Editorial Office, Bhandup (Rupali)

Printed at : M/s. Aditya Offset Process (I) Pvt. Ltd., Hyderabad. On behalf of HPH.

© Author
No part of this publication may be reproduced, stored in a retrieval system, or transmitted in any form
or by any means, electronic, mechanical, photocopying, recording and/or otherwise without the prior
written permission of the publishers.



PrefacePrefacePrefacePrefacePreface

I have put in my best efforts to cover entire gambit of the course content
prescribed for the subject "Analysis of Financial Statements – 100 Marks" for
management students like MBA, PGDBM, MFC, MBE, MFM. This book is also
useful for teachers and students of Finance, Commerce, CS students, ICWA Students,
B.Com. students and M.Com. students/professionals/research institutions/
companies/businessmen.
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Revision of Balance Sheet Fundamentals 1

WHAT IS A BALANCE SHEET?

In the first place, what is a balance sheet? There are various definitions, but the most correct
appears to be that which describes it broadly as a statement showing the financial position of a
concern, by means of debtor and creditor balances at a given date. These debtor and creditor balances
are, of course, those remaining after all the revenue items have been transferred to Trading Account
and Profit and Loss Account, this latter itself being treated as a balance. As the books of account
contain entries other than those directly pertaining to assets and liabilities, it will be obvious to the
student why items wholly dissimilar from assets and liabilities appear in most balance sheets. But to
the reader having no acquaintance with the actual book-keeping behind the published accounts, it will
not be so clear. He certainly will be puzzled by the fact that where he expected to find two columns
of clearly set out items, one representing properties and possessions and the other representing
amounts owing, he discovers, in addition, various entries on both sides which are neither things
possessed nor liabilities which have accrued.

Balance sheets are not, as a rule, simple lists of assets and liabilities which he who runs may
read; on the contrary, they are often financial statements of exceeding intricacy which baffle the
ordinary person and yield their secrets only to the trained mind. But whilst nothing save long experience
in the handling of balance sheets can evolve that faculty which enables the expert almost instinctively
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2 Analysis of Financial Statements

to detect the weak points in the statements placed before him, it is hoped that sufficient suggestions
may be imparted to the alert-minded reader to enable him fairly to judge from the balance sheet the
real position of undertakings in which he is or may be interested.

What are Fictitious Assets in Balance Sheet?

Example 1:
   Balance Sheet of Tata Limited

Only Assets side portion of Current Assets Millions (INR)

Current Assets Notes 31 March 2012 31 March 2011
Preliminary Expenses (to the extent not w/o) 7 50000 30000
Debit Balance of Profit and Loss A/c 8 20000 11000

For instance, on the "Assets" side there may appear "Preliminary Expenses" (see Example No.
1 above) representing the cost of forming, registering, and floating a new company, or an amount
showing the cost of issuing debentures to the public—and sometimes a sum equal to the discount
which has been allowed to the purchasers of the said debentures—items which by no stretch, of
imagination can be regarded as "assets." Similarly, debit balance of profit and loss account appearing
in asset side of the balance sheet is not an asset.

As per Accounting Standard 26 on "Intangible Assets", these all are fictitious assets and these
assets do not give future economic benefits to the company therefore these are not even an intangible
assets. For example intangible assets like patent, copyright, goodwill etc., give future economic
benefits therefore these are regarded as intangible assets. But preliminary expenses and debit balance
of profit and loss account which are shown under the head current assets in the example No. 1 cited
above are not intangible assets because they do not give future economic benefits.

What are Share Capital, Reserves and Surplus in Balance Sheet?

   Example 2:

   Balance Sheet of Tata Limited

 Only portion of Equity and Liabilities Millions (INR)

 Shareholders` Fund Notes 31 March 2012 31 March 2011
Share capital 1 80000 70000
Reserves and surplus 2 50000 40000

On the "Liabilities" side will be found the share capital of a limited company, which is certainly
not a trading debt, and, if fully paid, does not concern the creditors at all; and there may be seen
sundry "reserves" which in no circumstances could ever be liabilities in the ordinary sense. As a
matter of fact, there are good reasons for these apparent anomalies, but it is not proposed to enter
upon a detailed explanation of them here.
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Shareholders are treated as owners of the company. They have only residual interest in the
company. Residual interest means when a company closes its business then first of all, the creditors,
loans, and preferential creditors will be paid and after paying all the liabilities if the company has any
surplus assets then that remaining assets will be distributed among the shareholders.  After paying all
the liabilities of the company if the company has any surplus funds the same can be distributed
among the shareholders, if the company does not have surplus funds (after paying all liabilities) the
shareholders would not get any amount against the subscribed paid-up capital paid by them at the
time of formation of the company.

What are Legal Requirements in Relation to Balance Sheet?

Now, in India, all companies prepare balance sheet as per the guidance given by Revised
Schedule VI which was issued by the Ministry of Corporate Affairs (MCA). The Ministry of Corporate
Affairs (MCA) has issued a revised form of Schedule VI on February 28, 2011. The Revised Schedule
VI applies to all companies for the Financial Statements to be prepared for the financial year
commencing on or after April 1, 2011. Example No. 1 cited above in this chapter is a complete form
of Balance Sheet.

The law, however, is now more strict in that respect and each Public Limited Company formed
under the Companies Act must file annually a copy of its balance sheet  to the Registrar of Companies.
A Listed public company (Listed with "SEBI" in India) is supposed to publish quarterly results also.

The point of interest at the moment is that this balance sheet required by the authorities must
contain, not only a summary of the company's assets and liabilities, but also such particulars as will
disclose the general nature of those liabilities and assets, and how the value of the fixed assets has
been arrived at.

Statutory Compliance

The Revised Schedule VI of the Companies Act allows line items, sub-line items and sub-totals
to be presented as an addition or substitution on the face of the financial statements when such
presentation is relevant to an understanding of the company's financial position or performance or to
cater to industry/sector-specific disclosure requirements. Accordingly, the company has elected to
present non-current trade receivables and non-current trade payables separately on the face of the
balance sheet.

The Revised Schedule VI requires "Share application money pending allotment" to be disclosed
as a separate line item on the face of the balance sheet between the heads "Shareholders' funds"
and "Non-current liabilities." Non-refundable portion of share application money is disclosed under
this line item. Refundable portion of the share application money, i.e., the amount in excess of
subscription or if minimum subscription requirement is not met, is disclosed under the head "Other
current liabilities." A company, which has received share application money pending allotment, whether
refundable or otherwise, needs to disclose, among other matters, its terms and conditions, the number
of shares proposed to be issued, the amount of premium, if any, and the period before which shares
will be allotted.
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If a company has net deferred tax liability, i.e., after offsetting deferred tax assets in accordance
with AS-22, then it will disclose the same as "non-current asset," after the line item "long-term
borrowings."

What are Functions of a Balance Sheet?

If there were any reasonable doubt as to the function the balance sheet is intended to fulfil, it
would be more easy to understand the lack of clarity and of information which so frequently characterise
these statements. But no doubt whatsoever exists. Without question, the intention is to afford the
shareholder who has placed his capital in a concern, and the creditor who does business with it, an
opportunity of estimating from, time to time its financial stability. Those who risk their money have
the right to know that it is being judiciously employed, and if such knowledge be withheld there should
be cogent reasons for the silence. Many directors appear to object, possibly from sheer conservatism,
to the publication of more than the barest facts concerning the companies they control, and corporations
which have done a flourishing business for years, and have paid handsome dividends to the proprietors,
often used to lump together their entire assets in a few huge totals, which completely defeated any
attempt to estimate their financial condition.

What do you mean by Secretive Balance Sheet?

Example 3:
   Balance Sheet of Tata Limited

 Only Assets side Millions (INR)

Non-current Assets Notes 31 March 2012 31 March 2011
Goodwill 8 150000 130000
Leasehold Land & Building 9 45000 25000

Here, on the "Assets" side, two items, distinct in their nature, are valued at an enormous total,
but the figures are quite worthless to the financial critic. He cannot even obtain an approximate idea
of the value of the assets. For instance, how much of the sum of ` 150000 million does Goodwill
absorb? What are the respective values of Leasehold land? Investigation is baffled at the outset.
Again, the amount of ̀  45000 million may practically all be represented by stock, which a bad season
might render unsaleable; or it may consist, in an abnormal degree, of outstanding debts difficult of
collection. The loans may be secured, or unsecured, and for a large or a small amount; investments
may be a big or an insignificant item, and they may be marketable or otherwise.

Example 4:
   Balance Sheet of Tata Limited

 Only Liability side Millions (INR)

Shareholders’ Fund Notes 31 March 2012 31 March 2011
Share Capital 10 120000 100000
Profit and Loss Account 11  110000 150000
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In fact, in balance sheets of this type, there is usually only one item which gives any clue to the
state of affairs, and that is the Profit and Loss Account, but even this may be set out in a totally
misleading fashion. Thus, in the balance sheet shown above it is impossible to say whether the sum
of ` 110000 at the foot of the left-hand column represents the profit of the current year, whether it is
a sum brought forward from last year, or a balance after paying dividends. As a rule, while a company
pays good dividends, shareholders are content, and creditors have no fears; it is only when dividends
are reduced, or suddenly cease altogether, that a spirit of inquiry is manifested, and the balance sheet
becomes the object of anxious scrutiny.

What do you mean by Suppression of Details in Balance Sheet?

It is commonly urged that details are suppressed in order to conceal facts of vital business
importance from trade rivals, and in special instances the force of this is not denied. In the majority
of cases, however, the figures which are of value to commercial opponents are not balance sheet
items at all, but those which relate to revenue, and have to do with trade turnover, margin of profit,
cost of manufacture, and sources of income and expenditure information which ordinary prudence
demands should be kept private. But, in general, no company which is soundly managed has anything
to fear from publication in its balance sheet of the true position of its assets and liabilities, and there
can be no doubt that the policy of frankness is infinitely more acceptable to those who are financially
interested in the welfare of the enterprise.

Under the Companies Act,  and Accounting standards prescribed by the Institute of Chartered
Accountants of India however, this degree of secretiveness is no longer permitted. It is now incumbent
upon the company to show its fixed assets, viz., land, buildings, etc., separately in its balance sheet,
and particulars must be given as to how their value is arrived at.

Form of Balance Sheet

The importance of readily understanding the summarised statement of the affairs of a public
company, or of a private firm, will be denied by none. The man of business, who desires to estimate
for himself the stability of his customers; the capitalist who proposes to enter into a commercial
partnership with an existing firm; the investor who has acquired, or thinks of acquiring, shares or
debentures in a trading corporation; and the accountant whose duty it is to understand all that pertains
to the accounts he controls, should be able to extract from a balance sheet the essential information
he requires, or, failing that, to frame such a series of searching questions as will result in laying bare
the facts behind the figures. The full form of Balance Sheet prevailing in India, as per Revised
Schedule VI is given below:
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Example 5:
Form of Balance Sheet: As per Revised Schedule VI

Balance Sheet of X limited Company
Million (INR)

Equity and Liabilities Notes March 31, 2012 March 31, 2011

Shareholders’ Funds
Share Capital 1 5000 4000
Reserve and Surplus 2 3000 2000

8000 6000
Non-current Liabilities
Long-term Borrowings 3 3500 3000
Trade Payables 4 500 300
Other Long-term Liabilities 5 1000 200
Long-term Provisions 6 500 500

5500 4000
Current Liabilities
Short-term Borrowings 7 1000 1200
Trade Payables 8 2000 300
Other Current Liabilities 9 500 500
Short-term Provisions 10 1500 500

5000 2500
Total 18500 12500
Assets
Non-current Assets
Tangible Assets (Fixed Assets) 11 7000 6000
Intangible Assets (Goodwill) 12 1000 1000
Capital Work-in-progress 13 500 500
Intangible Assets under Development 14 300 300
Fixed Assets pertaining to Discontinuing
Operations & held for Sale 15 200 200
Non-current Investments 16 500 300
Deferred Tax Assets (Net) 17 300 200
Long-term Loans & Advances 18 200 500
Trade Receivables 19 500 500
Other Non-current Assets 20 1000 1000

11500 10500
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Current Assets
Current Investments 21 1000 100
Inventories 22 1500 200
Trade Receivables 23 1000 500
Cash and Bank Balances 24 1500 200
Short-term Loans and Advances 25 1000 500
Other Current Assets 26 1000 500

7000 2000
Total 18500 12500

Summary of Significant Accounting Policies

The accompanying notes are an integral part of the financial statements

As per our report of even date

For Rajesh & Associates
Firm Reg. No. 23456 For and on behalf of the Board of Directors
Chartered Accountants

Rajesh Saini M. Saini A. Saini
D. Saini

Partner (Managing Director) (Director)       (Company Sect)

Membership No. 067890
Place: Mumbai
Date: 29th April, 2012

We must now consider the Balance Sheet in detail. So far as form is concerned, it is usual to
place the Assets and the Liabilities in vertical format. This point, however, is immaterial. In discussing
the various items, it is proposed to consider, first, the Capital Account, for that is the foundation of
the business; then to discuss the Assets — the possessions which capital enables the company or
trader to acquire; and, lastly, to consider the Liabilities — the debts incurred in the course of trading.

The capital account (known as shareholder’s fund, shown in example No. 6 above ` 5000
million) of X Limited company will always be found on the liabilities side of the balance sheet. The
reason is, of course, that as the capital is supplied by the owners, the latter — as between the
business and themselves — are regarded as creditors of the company. The shareholders of a limited
company certainly are  not creditors, because shareholders of a company have residual interest, they
have no claim upon their invested capital, or any portion of it, until the company has gone into
liquidation, and when a company has gone into liquidation  then first of all every debt/creditor is paid
and after paying all the liabilities of the company; if there is any surplus assets the same may be
distributed among the shareholders.
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CAPITAL AND ASSETS

Example 6:
Balance Sheet: As per Revised Schedule VI

Balance Sheet of Y Limited Company

Million (INR)
Equity and Liabilities Notes `̀̀̀̀

Shareholders’  Funds
Share Capital 1 150000
Total 150000
Assets
Non-current Assets
Tangible Assets (Fixed Assets: Plant and Machines) 2 100000
Current Assets
Cash at Bank and Other Current Assets 50000
Total 150000

It is obvious, however, that the capital of the business must appear on the first part of the
balance sheet  under the head equity and liabilities and second part of the balance sheet —"Assets"
contain current assets and non-current assets. The accompanying balance sheet (Example 6)
represents the position of a supposititious company about to commence business, after having employed
its capital in the purchase of non-current assets and current assets.

From this simple illustration it will be seen that, of the capital raised, ̀  150000/- million was used
to purchase various fixed assets ` 100000/- million and ` 50000/- million was retained in cash for
working capital, the whole of the ` 150000/- million being thus accounted for. Precisely the same
form might be used for the balance sheet of a private individual business, except that the name of the
proprietor would appear in place of the word capital, and the division of the capital into shares would
not be shown.

Capital Accounts in a Company — Residual Interest of Shareholders

There are, however, some noteworthy differences between the capital account of a public
company and that of a private trader. In the first place, assuming that the company has been duly
registered as a limited liability company under the Companies Act, the liability of the shareholder is
limited to the nominal value of the shares held by him. If these be fully paid, however deeply the
company may become involved in debt, the shareholder cannot be called upon to make good the
liabilities. The creditors may seize the property, or the company may be put into liquidation, with the
result that the shareholder may, in the end, lose all he has invested in the unfortunate concern, but his
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loss rests there. The private trader, on the contrary, not only stands to lose the capital he originally
invested, but he must meet his creditors' demands, if needs be, with his whole fortune. Hence, the
capital account of the public company needs careful study both by the intending investor and by the
creditor, although they approach its consideration from very different points of view. The creditor,
naturally, will concern himself almost exclusively with the amount of the liabilities which can be
enforced against the company.

LIABILITY ON UNCALLED CAPITAL

Example 7:
Balance Sheet: As per Revised Schedule VI

Balance Sheet of Z Limited Company

Million (INR)
Equity and Liabilities Notes
Shareholders’ Funds
Share Capital 1 75000
(1500 shares of ` 100 each, ` 50 paid up)
Total 75000
Assets
Non-current Assets
Tangible Assets (Fixed Assets: Plant and Machines) 2 50000
Current Assets
Cash at Bank and Other Current Assets  25000
Total 75000

In the supposititious balance sheet given in Example 7 above, only ̀  50 per share has been paid
up on the 1500 ordinary shares which have been issued, so that a liability of a further ` 50 per share
remains. The company may call this up whenever they require it, either for purposes of development
or for the payment of creditors. Whoever purchases any of these shares takes over the liability
attached thereto, and this fact should never be forgotten, even when the concern has had, to all
appearances, a prosperous career. Many cases are on record in which companies have been forced
into liquidation and the liquidator has been compelled to call up the balance outstanding on partly-paid
share capital, to the utter dismay of the holders.

In this connection, it is worth noting that in a liquidation any person, who has been a shareholder
within 12 months of the winding up, may be called upon to pay the unpaid amount if the person to
whom he sold the shares defaults, although only such an amount may be demanded of him as is
proportionate to the debts of the company at the date of his ceasing to be a member.
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Classification of Shares

Besides Ordinary shares, the capital of a limited company may consist of Preference and
Equity shares. Preference shares possess preferential rights in respect of dividends or capital, or
both. If in respect of dividend, they are entitled to receive a fixed dividend out of the profits (for
instance, 8 per cent preference shares) before anything is set aside for the ordinary shares. This
dividend may be cumulative, or non-cumulative. If the former (say, 8 per cent cumulative preference
shares), the holders are entitled to have any deficiency in the dividend for any year made up out of
the profits of succeeding years before any distribution is made to the ordinary shareholders. But if
the latter (8 per cent non-cumulative preference shares), the holders, while receiving their full dividends
in times of prosperity, may find these cut down in times of adversity. Sometimes the Preference
shareholders, after receiving their fixed dividend, have the right to divide the surplus profits with the
Ordinary shareholders, after the latter have also received a specified rate, and the shares are then
described as, say, 8 per cent cumulative and participating Preference shares. If the preferential
rights relate to Capital, the holders, in the event of liquidation, will have prior claims over the holders
of Ordinary shares to receive back their capital out of any assets remaining after the company's
creditors have been satisfied in full.

Under the Companies Act, a company may issue redeemable Preference shares provided that
it is empowered to do so under its Articles of Association, but such shares cannot be redeemed
unless they are fully paid. The redemption may be effected either out of profits otherwise available
for dividend or out of the proceeds of a new issue of shares. If the shares are redeemed out of
profits, a sum equal to the amount required for the redemption must be transferred to a reserve
fund called "The Capital Redemption Reserve Fund," which will appear on the liabilities side of the
balance sheet.

Deferred or Founders' Shares

A matter of particular importance is the appearance of the item of Founders' shares in the
capital account. This should never be overlooked. These shares, which are also known as Deferred,
Deferred Ordinary, or Management shares, are generally allotted to the founders or promoters of a
business in whole or part satisfaction of the purchase price. As a rule, their number, or their nominal
value, is much smaller than that of the Ordinary or Preference shares, but they usually possess
privileges of a valuable nature.

Sufficient has been said to show the significance of Founders' shares in the balance sheet, and
a word of warning is all that need be added. Businesses are, or should be, run primarily for the benefit
of the shareholders of all classes. Speaking quite generally, it is conceivable that, in certain
circumstances, short-sighted directors might be tempted to starve the business for the sake of declaring
large dividends on the Founders' shares, a policy which would be highly inimical to the interests of the
other proprietors. Therefore, the would-be investor or creditor should ascertain, not only that the
income yield on the proposed investment is adequate compared with the privileges of the Founders'
shares, but that proper and sufficient allowances are being made for maintenance and depreciation
of assets and as reserves against contingencies.
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Alteration in Capital

There is a further point which must always be borne in mind by the investigator. He should
remember that although the capital account of a public company may be increased by the payment of
outstanding calls on shares, or by the creation of new share capital, normally, it can never otherwise
be altered. Whether the company makes profits or incurs losses, the capital account remains at the
same figure in the balance sheet. This differs radically from the method adopted in the accounts of
the private trader. If the latter makes a profit during his financial year, he may regard that profit as
income and withdraw it, or he may leave it in the business, and it would be added to his capital
account. On the other hand, if he made a loss, it would be deducted from his capital account. As a
result, this account shows approximately the value of the trader's financial interest in his business,
whereas in the case of the company, it affords no clue to the progress or failure of the enterprise.
The reason is that the law governing limited liability companies prohibits the reduction of the issued
capital except in special cases, and permission to effect a reduction can be obtained only by an
expensive process in the courts. It happens, therefore, that a company may lose the bulk of its
subscribed capital, and be within measurable distance of insolvency, while its capital account stands
in its balance sheet at the same imposing total as that with which it started its career.

The reader may find on studying the accounts of private traders that the tendency at the present
time is to have two accounts: one called Capital and the other Current or Drawings. The profits or
losses made in each year are credited or debited to the Current Account and any drawings debited to
this account. As a result, we have a fixed capital account which shows simply the amount invested in
the business for the purpose of carrying on trade. This, of course, is only a matter of accounting and
would not prevent the trader drawing on his capital account at any time. But here we must point out
that the position is not the same for a limited partner in a business. This person, as the name indicates,
has only a limited liability. As such he cannot reduce his capital, and with it his liability, without first
having the agreement of his co-partners and his creditors. It is very necessary for a creditor making
inquiries as to the safety of his debt to find out how many of the partners of the firm which owes him
money are "limited" and to what extent.

Arrangement of Assets

Let us now turn to the assets side of the balance sheet. Here, we find marshaled the property
or possessions of the company, and also those items on which capital has been expended, but
which may have no monetary value. It is customary to arrange the assets so as to show either:
(i) the order in which they would be used to satisfy business liabilities, or (ii) their relative position of
permanency in the transactions of the company. The first order is adopted chiefly by concerns
whose operations are for the most part in cash, such as banks and discount houses, and by a small
minority of trading companies.
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CLASSIFICATION OF ASSETS

Current/Non-current Assets and Liabilities

The Revised Schedule VI requires all items in the Balance Sheet to be classified as either
Current or Non-current and be reflected as such. Notes 1 to 3 of the Revised Schedule VI define
Current Asset, Operating Cycle and Current Liability as below:

1. "An asset shall be classified as current when it satisfies any of the following criteria:
(a) It is expected to be realised in, or is intended for sale or consumption in, the company's

normal operating cycle;
(b) It is held primarily for the purpose of being traded;
(c) It is expected to be realised within twelve months after the reporting date; or
(d) It is cash or cash equivalent unless it is restricted from being exchanged or used to

settle a liability for at least twelve months after the reporting date.
All other assets shall be classified as non-current."

2. "An operating cycle is the time between the acquisition of assets for processing and their
realisation in cash or cash equivalents. Where the normal operating cycle cannot be identified,
it is assumed to have a duration of twelve months."

3. "A liability shall be classified as current when it satisfies any of the following criteria:
(a) it is expected to be settled in the company's normal operating cycle;
(b) it is held primarily for the purpose of being traded;
(c) it is due to be settled within twelve months after the reporting date; or
(d) the company does not have an unconditional right to defer settlement of the liability for

at least twelve months after the reporting date. Terms of a liability that could, at the
option of the counterparty, result in its settlement by the issue of equity instruments do
not affect its classification.

All other liabilities shall be classified as non-current."

The Revised Schedule VI defines "current assets" and "current liabilities", with the non-current
category being the residual.

Current assets include assets such as raw materials and stores which are intended for
consumption or sale in the course of the company's normal operating cycle. Items of inventory which
may be consumed or realised within the company's normal operating cycle should be classified as
current even if the same are not expected to be so consumed or realised within twelve months after
the reporting date. Current assets would also include assets held primarily for the purpose of being
traded such as inventory of finished goods. They would also include trade receivables which are
expected to be realised within twelve months from the reporting date and cash and cash equivalents
which are not under any restriction of use.
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Current liabilities would include items such as trade payables, employee salaries and other
operating costs that are expected to be settled in the company's normal operating cycle or due to be
settled within twelve months from the reporting date. It is pertinent to note that such operating
liabilities are normally part of the working capital of the company used in the company's normal
operating cycle and hence, should be classified as current even if they are due to be settled more
than twelve months after the end of the reporting date.

Any liability, pertaining to which the company does not have an unconditional right to defer its
settlement for at least twelve months after the Balance Sheet/reporting date, will have to be classified
as current. The application of this criterion could be critical to the Financial Statements of a company
and requires careful evaluation of the various terms and conditions of a loan liability. To illustrate, let
us understand how this requirement will apply to the following example:

Company X has taken a five year loan. The loan contains certain debt covenants, e.g., filing of
quarterly information, failing which the bank can recall the loan and demand repayment thereof. The
company has not filed such information in the last quarter; as a result of which the bank has the right
to recall the loan.

Operating Cycle

"Operating Cycle" is defined as the time between the acquisition of assets for processing and
their realisation in cash or cash equivalents. A company's normal operating cycle may be longer than
twelve months, e.g., companies manufacturing wines, etc. However, where the normal operating
cycle cannot be identified, it is assumed to have a duration of twelve months.

Where a company is engaged in running multiple businesses, the operating cycle could be
different for each line of business. Such a company will have to classify all the assets and liabilities
of the respective businesses into current and non-current, depending upon the operating cycles for
the respective businesses.

Let us consider the following other examples:

1. A company has excess finished goods inventory that it does not expect to realise within the
company's operating cycle of fifteen months. Since such finished goods inventory is held
primarily for the purpose of being traded, the same should be classified as "current".

2. A company has sold 10,000 tonnes of steel to its customer. The sale contract provides for a
normal credit period of three months. The company's operating cycle is six months. However,
the company does not expect to receive the payment within twelve months from the reporting
date. Therefore, the same should be classified as "Non-current" in the Balance Sheet. In
case, the company expects to realise the amount upto 12 months from the Balance Sheet
date (though beyond operating cycle), the same should be classified as "current".

Proportion of Assets

While no definite percentage of the entire assets can be assigned to these groups, it is nevertheless
obvious that, other things being equal, the less capital there is locked up in fixed assets compared with
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that in circulating and liquid assets, the healthier will be the outlook; and it may certainly be regarded
as desirable that the intangible assets should be in evidence as little as possible. But every business
must be considered on its merits, and in relation to its class, and hasty judgments are to be depreciated.
In dissecting a balance sheet, however, it will be found advantageous to bear this principle in mind,
for investigating the position of an undertaking over a series of years, the gradual shifting of the
proportion which these groups of assets bear to the whole may sometimes give the first indication
of an unsound financial position.

Valuation of Assets

In studying the assets of a company, the sole idea is to ascertain their worth. If each item were
separately set out and independently valued, a short addition sum would furnish all the information
required. By virtue of the Companies Act , published balance sheets now contain fuller particulars of
certain assets and liabilities of companies. The properties held by manufacturing, commercial and
financial concerns are of every conceivable nature, and no one method of valuation could be applied
to all; the task before us, however, is to look for such indications of value as may be shown in the
balance sheet, and, when these are absent, to direct attention to the necessary points of criticism.

FIXED ASSETS

Let us take first the fixed assets, namely, those acquired for the purpose of carrying on the
business. A large proportion of the invested capital is usually expended in the purchase of land,
buildings, plant and machinery necessary for production, and it should be the constant care of the
management, not only to maintain these assets at their point of highest efficiency, but to provide
against the day when natural decay or obsolescence will render them useless. It is far more important
to the investor that adequate sums should be spent on needful repairs, upkeep and renewals, than that
he should receive a large or an increased dividend. For unless due allowance has been made for
depreciation, it is sheer economic folly to pay away cash to shareholders and thus to cripple the
actual means of producing any dividends at all. The temptation to gratify shareholders in this respect
is often too great for weak boards of directors, who not infrequently endeavour to stave off well-
merited criticisms by issuing accounts which lack details essential to the formation of an accurate
judgment. The correct method is, of course, to show clearly in the balance sheet the amount allowed
for depreciation, duly deducted from the value of the asset concerned. A bad and a good form of
setting out the fixed assets are shown below.

Example 8:
Bad Format to Disclose Fixed Assets and Depreciation

Particulars of fixed assets and depreciation Million (INR)

Land and Building 200000
Plant and Machines 300000
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Example 9:
Good Format to Disclose Fixed Assets and Depreciation

Particulars of Fixed Assets and Depreciation Million ( INR) Million ( INR)

Land Gross Block (Land does not depreciate, hence
no depreciation) 500000 500000
Buildings – Gross Block 300000
Add: Purchased building during the year 100000

400000
Less:  Sold building during the year 50000

350000
Less: Accumulated Depreciation     40000
Less: Current Year Depreciation 35000 75000 275000

Comparison of Examples 9 and 10

It will be noticed that Example No. 9 is "silent" as to any allowance for depreciation. In such
cases, the investigator must seek his information in the Profit and Loss Account (where given) and,
that failing him, in the directors' report accompanying the accounts. In the present case, the Profit
and Loss Account supplies the following particulars.

"Depreciation, including upkeep and repairs INR 80000" and the reader is left to guess how
much of that amount was expended to keep ` 500000 million of assets in working order, and how
much represents provision against the final extinction.

Example No. 10 has decided claims to commendation. It shows the total value of the assets at
the beginning of the financial year and the new expenditure of the year. From the total is deducted
the previous depreciation written off, also the amount allowed for the year just closed. A simple
calculation then gives the percentage which the depreciation bears to the book value. As balance
sheets go it is admirably clear.

Reserve for Depreciation

Occasionally there appears on the opposite side of the balance sheet (liabilities side) the
item "Reserve for Depreciation" of buildings, plant, machinery, and so on. It is important that the
investigator should learn to detect this item under its several aliases. Sometimes it occurs as a
"Depreciation Account," sometimes as a "Depreciation Fund." The word "Fund" suggests to the
ordinary mind the existence of a cash reserve or an equivalent, but the student of balance sheets will
find it necessary to correct this impression. All "Reserves for Depreciation," "Renewal Reserves,"
"Depreciation Accounts," "Depreciation Funds," may generally be safely deducted from the special
assets of which they probably represent only the amount of the accumulated wear and tear. Another
source of information on this subject which should not be overlooked is the Auditors' Report, which
must be actually attached to a company's balance sheet. Auditors, who value their reputation,
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frequently have occasion to comment on the fact that insufficient depreciation has, in their opinion,
been allowed. As it is probable that such statements seldom appear unless there has previously been
a battle with the board, the warning should never be neglected. Finally, it should be remembered that
directors are not necessarily expert valuers of estates and buildings, and complicated plant and gear.
The best safeguard, therefore, which shareholders have is a periodical, independent valuation of the
property by an efficient assessor.

Circulating Assets

The circulating assets we have defined generally as those produced or purchased in the course
of business and held temporarily, the object being to convert them into cash; for instance, stock, bills
receivable, trade debts, etc. It is, perhaps, scarcely necessary to point out that each item must be
judged strictly in relation to the balance sheet in which it appears. Thus, the stock of an engineering
company might consist, in part, of machinery manufactured for sale (circulating asset), but in the
balance sheet of a purchaser who used it for production the same machinery would appear as part of
the plant (fixed asset).

In examining the item of "stock", the following points are useful. It should always be obvious
from the balance sheet that there has been an actual stock-taking, and that the amount does not
represent merely the balance of the stock book.

For instance:

Stock on hand ...... ` 10,000
divulges but little, but-
Stocks on hand, as per inventories, at cost ` 10,000

makes it clear there has been a checking of the goods, and also what the basis of valuation is.
On no account should enhanced value, due to a higher current market price, be taken into the balance
sheet, nor need a temporary fall in value be considered, but any depreciation arising from loss,
damage, age, or change of fashion should invariably be written off.

Another point which the reader should ascertain, if possible, is —

1. What is the relation of the Stock figure to the total Sales figure for the year? With the
exception of some manufacturing concerns, it is safe to say that there should be normally a
steady ratio between the two figures.

2. In "Sundry Debtors," the balance sheet should distinguish between trade debts and other
amounts owing to the firm. Sometimes directors and officials borrow money from the
company, and these advances should be set out separately and not included with debts due
from customers. If money has been advanced, it should be made clear whether adequate
security has been obtained.

3. A careful estimate of the outstanding accounts should, of course, be made, and the amount
estimated to be doubtful of collection should be provided for by a reserve, and the same
shown in the balance sheet as deducted from the total book debts.
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4. As a rule, the item of "Bills Receivable" has no supplementary information in the balance
sheet, but should the amount be unusually large, or should there be other factors in the
general position which cause disquiet, the standing of the drawers of the bills, and the dates
on which the bills fall due, should certainly be inquired into.

Liquid Assets

The third group consists of "liquid assets," those readily available for discharging liabilities or
meeting contingencies, such as cash, bank deposits, and investments of an easily realisable nature.
The first two items are self-explanatory, but the third is often deceptive to a high degree.

Investments

In the large majority of balance sheets, no details whatever are vouchsafed as to the investments.
Broadly speaking, there are three reasons, any of which may induce a company to purchase securities.
It may desire to invest surplus capital pending the use of the money in the business; it may take an
investment interest in a company of an allied trade (as when an iron or steel company buys up shares
in a coal company to ensure its supply of coal); or it may invest the reserved profit ("Reserve Fund")
which has been set aside for meeting emergencies. The facts should be clearly stated, and not left to
the intuition of the investigator, for in but few cases can secrecy be justified. Further, a list of the
actual investments should be given, together with their market price on the date of the balance sheet.
Long-term investments are valued at cost less provision for permanent diminutions. That is, if there
is a decline in value of investment and if such decline is not temporary, then carrying amount of
investment is reduced by the amount of such decline. Short-term investments are valued at cost or
realisable value, whichever is lower.  An example of balance sheet is given below where long-term
and short-term investment is given below.

Example 10:
Balance Sheet: As per Revised Schedule VI

 Balance Sheet of Z Limited Company

Million (INR)
Equity and Liabilities Notes

Shareholders’ Funds
Share Capital
(1500 shares of ` 100 each, ` 50 paid up) 1 75000
Non-current Liabilities
1000 Debentures of ` 100 each fully paid up 100000
Total 175000
Assets
Non-current Assets
Tangible Assets (Fixed Assets: Plant and Machines) 2 40000
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Intangible Assets (Goodwill & Others) 3 10000
Long-term Investments 4 60000
Current Assets
Short-term Investments 5 40000
Cash at Bank and Other Current Assets 6 25000
Total 175000

Many of the great investment corporations, with invested funds running into millions sterling,
publish full lists of their holdings and of the nominal amounts held, and there is seldom any reason
why trading and industrial companies should be less generous of detail. Sometimes a company will
take advantage of the possession of surplus cash to buy some of its own debentures in the market,
and these often appear among the investments. By doing so, the company saves the interest payable
on the bonds, but it is preferable to regard the expenditure as a reduction of the company's outstanding
obligations rather than as an investment, and the sum thus employed should be subtracted from the
total amount of the debentures issued, which appears on  the liabilities side of the balance sheet (see
example above).

Intangible Assets

We should examine in Example No. 11 (given below) whether "Preliminary Expenses" in
connection with issue of debentures are intangible assets.

Example 11:
Balance Sheet: As per Revised Schedule VI

Balance Sheet of Z Limited Company
Million (INR)

Equity and Liabilities Notes

Shareholders’ Funds
Share Capital 1 75000
(1500 Shares of ` 100 each, ` 50 paid up)
Non-current Liabilities
1000 Debentures of ` 100 each fully paid up 100000
Total 175000
Assets

Non-current Assets
Tangible Assets (Fixed Assets: Plant and Machines) 2 40000
Intangible Assets (Goodwill & Others) 3 10000
Long-term Investments 4 60000
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Current Assets
Short-term Investments 5 40000
Cash at Bank and Other Current Assets 6 15000
Preliminary Expenses (debenture issue exp.) not written off 7 10000
Total 175000

One group of items on the assets side is that of the "Intangible Assets." The investigator should
learn readily to distinguish these, for he will need to eliminate most of them when he is computing the
actual value of the company's position as a business concern. The legal view is curiously at variance
with the commercial view in this matter. For instance, a private businessman, who had mortgaged
certain of his properties to obtain additional working capital, would not place the expenses incidental
to that transaction in his balance sheet as an asset; but that is precisely what a company in similar
circumstances does. Let us say it requires money, and raises it on debentures. To tempt investors, it
will perhaps issue these at a discount (say go 10 per cent) and as they must be paid back at 100 per
cent, there is, to begin with, a direct loss of 10 per cent on the new loan capital. Then the cost of
printing and advertising the prospectus, the underwriting, legal costs and stamp duties, form together
another considerable item, amounting to, say, 5 per cent; and in the end the total loss and cost are
included in the balance sheet among the "Assets" (see Example 12), where, legally, they may remain
as long as the company lasts. Or again, the initial expenses of forming, registering and floating the
company are often shown as assets under the heading of "Preliminary Expenses." As a matter of
fact, these items so far from being "Assets," represent irrecoverable outlay, and a healthy company
would set aside a portion of its profits each year until it had cleared them out of the balance sheet.

In India after issuance of Accounting Standard 26 (AS-26) on "Intangible Assets", the fashion
to show preliminary expenses in the asset side of the balance sheet has gone. The reason being these
preliminary expenses do not produce any economic benefits for the company in future therefore can
not be regarded as an intangible asset. However, this is subject to certain exceptions given in AS-26.

GOODWILL

The most common feature of the company is "Goodwill."  As per AS-26 – "Intangible assets",
the purchased goodwill will be shown in the company`s balance sheet as intangible assets. Internally
generated goodwill, though it is an intangible asset, would not be shown in the company's balance
sheet. If it is a purchased goodwill, assuming this to be the "benefit arising from connection and
reputation," it would certainly have a saleable value if the business were being sold as a going
concern.

But the critic should never pass carelessly over this item. He should consider its size in relation
to the profits, bearing two main rules of judgment in mind, namely, that the smaller the capital required
to produce a given income, the larger in proportion may be the goodwill; and the more skilled the
supervision which the business requires, the smaller in proportion should be the goodwill. In the
commercial world, a trading firm doing a steady business with old-established connections would
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perhaps command the largest goodwill.  As a rough guide, it may be said that the goodwill of a private
trading business ranges from 1 to 5 years' purchase (based on the average annual profits); of a
manufacturing concern from 1 to 4 years; of a professional connection 1 to 3 years; but that of
newspapers and other semi-monopolies will range up to 10 years' purchase.

When a company buys a business, it generally pays more for the goodwill than would a private
trader in the same circumstances, because the latter risks more should the business fail than do the
shareholders. But after making ample allowance for this fact, it will frequently be found that the
amount of goodwill shown in the balance sheet is excessive.

Goodwill should not be shown in the balance sheet at a figure more than its cost price; in other
words, it should not be written up because the business proves successful. The fact that a company
is in a position to reduce or write off its goodwill is in itself a good proof that the goodwill is alive and
of value. The writing off of such an asset is one method of retaining profits in the business and thus
a cheap way of conserving its working capital.

In buying a going concern, a company pays for the assets, including goodwill, with its capital,
and the more the goodwill costs, the larger is the number of shares it must issue.

OVERCAPITALIZATION

When the price paid for a business is so high that the company cannot earn dividends on its
shares equivalent, say, to 2 or 3 per cent over bank rate, the company may be said to be
"overcapitalised", and sooner or later there will be grave trouble. For with the first spell of declining
trade, the value of goodwill as a disposable asset tends rapidly to diminish, and hence many well-
managed companies gradually write off this item year by year until it is either extinguished or reduced
to a fair minimum, although there is not the slightest legal compulsion upon them to do so.

CLASSIFICATION OF LIABILITIES

Just as there are "Assets" which are valueless, so there are "Liabilities" which have not to be
paid. As a rule, there is little difficulty in discovering from the balance sheet the amount of an
undertaking's debts; it is the items remaining after these have been ascertained that sometimes
occasion bewilderment. The liabilities can conveniently be grouped under two heads: (i) those which
are debts owing to the public, such as debentures and overdue interest thereon; amounts lent to or
deposited with the company; trade creditors; bills payable, etc.; and (ii) those which the business is
deemed to owe to the shareholders, among which are the share capital, reserve funds, and a credit
balance of the profit and loss account. Example No. 12 given below explains classification of
liabilities.
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Example 12:
Classification of Liabilities into Current and Non-current

Balance Sheet of X Limited Company
Million (INR)

Equity and Liabilities Notes March 31, 2012 March 31, 2011

Shareholders’ Funds
Share Capital 1 5000 4000
(Equity shares of ` 100 each fully paid)
Reserve and Surplus 2 3000 2000

8000 6000
Non-current Liabilities
8% Debentures 3 3500 3000
Trade Payables 4 500 300
Other Long-term Loan 5 1000 200
Long-term Provisions 6 500 500

5500 4000
Current Liabilities
Short-term Borrowings 7 1000 1200
Trade Payables 8 2000 300
Other Current Liabilities 9 500 500
Short-term Provisions 10 1500 500

5000 2500
Total 18500 12500
Assets
Non-current Assets
Tangible Assets (Fixed Assets) 11 7000 6000
Intangible Assets (Goodwill) 12 1000 1000
Capital Work-in-progress 13 500 500
Intangible Assets under Development 14 300 300
Fixed Assets Pertaining to Discontinuing
Operations & Held for Sale 15 200 200
Non-current Investments 16 500 300
Deferred Tax Assets (Net) 17 300 200
Long-term Loans &  Advances 18 200 500
Trade Receivables 19 500 500
Other Non-current Assets 20 1000 1000

11500 10500
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Current Assets
Current Investments 21 1000 100
Inventories 22 1500 200
Trade Receivables 23 1000 500
Cash and Bank Balances 24 1500 200
Short-term Loans and Advances 25 1000 500
Other Current  Assets 26 1000 500

7000 2000
Total 18500 12500
Summary of Significant Accounting Policies 27

                                                                                                                            ... ... ...
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