Unit 3
(a) Business income (10 Marks)
	i. Measurement of business income-Net income, Application of accounting period, continuity doctrine and matching concept in the measurement of net income. Objectives of measurement. 



Define business income.
Ans-Another important definition is expounded by Eric L. Kohler. He defined income as “money or money equivalent earned or accrued during an accounting period, increasing the total of previously existing net assets, and arising from sales and rentals, of any types of goods or services, commissions, interest, gifts, recoveries from damage and windfalls from any outside source.”

 “matching principle”
Ans-This approach to measurement of net income of the business is “matching of incomes and expenses.” This concept of matching principle is defined by Finney and Miller: “The concept of business income is a matter of matching revenue with related cost or expense, that is, if revenue is deferred because it is regarded as not yet earned, all elements of expenses related to such deferred revenue must be deferred also in order to achieve a matching of revenue which is essential to a proper determination of income.” Expenses that are directly associated with a particular type of revenue are recognised expenses in the period in which the revenues are recognised. Expenses that are not directly associated with revenues are treated as expenses of the period in which they are recognised.

 “realisation concept”
Ans- This concept speaks about recording of only those transactions which are actually realized. For example Sale or Profit on sales will be taken into account only when money is realized i.e. either cash is received or legal ownership is transferred.
Cost Concept 

Explain the term “accounting period.”
Ans-Determination of accounting period. First, the accounting period has to be determined for computing the business income. A pre-determined and specified period of time is the basic need for the measurement of business income. Generally, the accounting period is of 12 months, i.e. one year. The financial statement should be prepared on a periodic basis. The notion of realisation, matching and accounting are interrelated and better results cannot be obtained in the absence of any of the three. Once the date is determined, expenses can be matched with revenues, relating to the specified period. A calendar year is the accounting period which begins on Jan 1 and ends on Dec 31, whereas a financial year begins from Apr 1 and ends on Mar 31.

Economic concept of income?
Ans-Economic income results from consumption in a specified period plus changes in the value of capital. This means that the economic income arises from the changes in the “value of assets” and “capital.” According to eminent economists, the income refers to the periodic benefits derived from the use of capital. Unlike business income, which is based on the principle of matching of revenues and expenses, economic income is measured in real terms by taking into account both the changes in the value of assets and the capital (i.e., value of consumption is taken into account).




Explain the procedure for measurement of business income.
Ans-The procedure for measurement of business income to be followed is explained step by step as follows: 
Step 1: Determination of accounting period. First, the accounting period has to be determined for computing the business income. A pre-determined and specified period of time is the basic need for the measurement of business income. Generally, the accounting period is of 12 months, i.e. one year. The financial statement should be prepared on a periodic basis. The notion of realisation, matching and accounting are interrelated and better results cannot be obtained in the absence of any of the three. Once the date is determined, expenses can be matched with revenues, relating to the specified period. A calendar year is the accounting period which begins on Jan 1 and ends on Dec 31, whereas a financial year begins from Apr 1 and ends on Mar 31.
Step 2: Identification of revenues. The next step in the process to ascertain business income is the proper identification of revenues relating to the accounting period, as determined in Step 1. Revenue recognition may easily be carried on by applying realisation concept. In a trading concern, revenue is generated mainly from sale of goods and/or services. Value of stock in hand is not treated as an item of revenue under this concept. Such unrealised gains/incomes are not recognised. But in certain circumstances, this realisation concept is relegated to background and unrealised income is recognised for the determination of business income. Long-term business contract is a typical example for unrealised income.
Step 3: Identification of costs. Costs incurred to earn revenue in that specified accounting period have to be identified. Only these costs/expenses which have been associated with that part of revenue earned will have to be taken into account. For example, depreciation (expired cost of an asset) and at times unexpired costs are also treated as assets. Prepaid expense is an example for such unexpired costs (treated as assets).
Step 4: After ascertaining all revenues (as in Step 2) and expenses (as in Step 3) incurred to earn revenues, business income is calculated by preparing Income Statement (Profit and Loss Account) for the accounting period.

Explain the salient features of business income.
Ans-Some of the special features of business income are detailed as follows:
1. Accounting period convention: The very first step in the computation of business income is the determination of accounting period. So, business income is based on the accounting period convention. It reflects the financial position of the business entities for a specified accounting period.
2. Revenue principles: Business income is also based on the revenue principles, as the computation of business income requires the definition, measurement and recognition of revenue.
3. Realisation concept: This concept plays a vital role in revenue recognition. Realisation concept is another important feature of business income.
4. Objective evidence: All transactions relating to measurement of business income are based on objective evidence. They are verifiable; thereby depicting a true and accurate figure on net income arrived at. Only the actual transactions which occurred in the specified accounting period are taken into account.
5. Historical cost: Business income measures expenses in terms of historical costs.
6. Matching principle: Matching revenue with related cost or expense, i.e. matching principle is applied for the business income measurement.
7. Ex-post income: Ex-post income represents the excess of the capital of the accounting year over that of the previous year. Future expected returns are based on current period income. Business income is an ex-post income viewed from this angle.
8. Unrealised profits and losses: Business income ignores unrealised profits and losses. It is based on the realisation concept. Realisation concept gives importance to realised gains only. Unrealised profit/loss arises on the holding of fixed assets. This is ignored in the determination of business income.

Explain the methods of compute business income.
Ans-To compute business income, following are the two methods −
Balance Sheet Approach
Comparison of the closing values (Assets minus outsider’s liabilities) of a firm with the values at the beginning of that accounting period is called as Balance Sheet approach. In above value, an addition to capital will be subtracted and addition of drawings will be added while computing the business income of a firm. Since, income is calculated with the help of Balance Sheet hence called as Balance Sheet approach.
Transaction Approach
Transactions are mostly related to production or the purchase of goods and the sale of goods and all these transactions directly or indirectly related to the revenue or to the cost. Therefore, surplus collection of the revenue by selling goods, spent over for production or purchasing the goods is the measure of income. This system is widely followed by the enterprises where double entry system adopted.


	ii. Capital and revenue expenditures and receipts


There are 2 types of Transaction
1. Capital
2. Revenue
The concepts of capital and revenue are of fundamental importance to the correct determination of accounting profit for a period and recognition of business assets at the end of that period.
• Capital Transactions: Transactions having long-term effect are known as capital transactions.
• Revenue Transactions: Transactions having short-term effect are known as revenue transactions.
 Capital Expenditure
Capital expenditure can be defined as expenditure incurred on the purchase, alteration or improvement of fixed assets. For example, the purchase of a car to be use to deliver goods is capital expenditure. Included in capital expenditure are such costs as:
• Delivery of fixed assets;
• Installation of fixed assets;
• Improvement (but not repair) of fixed assets;
• Legal costs of buying property;
• Demolition costs;
• Architects fees;

Revenue Expenditures
Revenue expenditure is expenditure incurred in the running / management of the business. For example, the cost of petrol or diesel for cars is revenue expenditure. Other revenue expenditure:
• Maintenance of Fixed Assets;
• Administration of the business;
• Selling and distribution expenses.
Capitalized Expenditure
Expenditure connected with the purchase of fixed asset are called capitalized expenditure e.g. wages
paid for the installation of machinery.
The Treatments of Capital and Revenue Expenditures
Capital expenditures are shown in the Balance Sheet Assets Side while Revenue Expenditures are
shown in the Trading and Profit And Loss Account debit side.
Revenue Receipts: Amount received against revenue income are called revenue receipt.
Capital Receipts: Amount received against capital income are called capital receipts.
Capital Profits: Capital profit which is earned on the sale of the fixed assets.
Revenue Profit: The profit which is earned during the ordinary course of business is called revenue profit.
Capital Loss: The loss suffered by a company on the sale of fixed assets.
Revenue Loss: The loss suffered by the business in the ordinary course of business is called revenue loss.
Rules for Determining Capital Expenditure
An expenditure can be recognised as capital if it is incurred for the following purposes :
1.  An expenditure incurred for the purpose of acquiring long term assets (useful life is at least more than one accounting period) for use in business to earn profits and not meant for resale, will be treated as a capital expenditure. For example, if a second hand motor car dealer buys a piece of furniture with a view to use it in business; it will be a capital expenditure. But if he buys second hand motor cars, for re-sale, then it will be a revenue expenditure because he deals in second hand motor cars.
1.  When an expenditure is incurred to improve the present condition of a machine or putting an old asset into working condition, it is recognised as a capital expenditure. The expenditure is capitalised and added to the cost of the asset. Likewise, any expenditure incurred to put an asset into working condition is also a capital expenditure. 
1.  For example, if one buys a machine for ` 5,00,000 and pays ` 20,000 as transportation charges and ` 40,000 as installation charges, the total cost of the machine comes upto ` 5,60,000. Similarly, if a building is purchased for ` 1,00,000 and ` 5,000 is spent on registration and stamp duty, the capital expenditure on the building stands at ` 1,05,000.
1.  If an expenditure is incurred, to increase earning capacity of a business will be considered as of capital nature. For example, expenditure incurred for shifting ‘the ‘factory for easy supply of raw materials. Here, the cost of such shifting will be a capital expenditure.
1.  Preliminary expenses incurred before the commencement of business is considered capital expenditure. For example, legal charges paid for drafting the memorandum and articles of association of a company or brokerage paid to brokers, or commission paid to underwriters for raising capital.
1.  Thus, one useful way of recognising an expenditure as capital is to see that the business will own something which qualifies as an asset at the end of the accounting period.





Some examples of capital expenditure:
(i) Purchase of land, building, machinery or furniture; (ii) Cost of leasehold land and building; (iii) Cost of purchased goodwill; (iv) Preliminary expenditures; (v) Cost of additions or extensions to existing assets; (vi) Cost of overhauling second-hand machines; (vii) Expenditure on putting an asset into working condition; and (viii) Cost incurred for increasing the earning capacity of a business.
Rules for Determining Revenue Expenditure
Any expenditure which cannot be recognised as capital expenditure can be termed as revenue expenditure. A revenue expenditure temporarily influences only the profit earning capacity of the business. An expenditure is recognised as revenue when it is incurred for the following purposes :
Expenditure for day-to-day conduct of the business, the benefits of which last less than one year. Examples
are wages of workmen, interest on borrowed capital, rent, selling expenses, and so on. Expenditure on consumable items, on goods and services for resale either in their original or improved form. Examples are purchases of raw materials, office stationery, and the like. At the end of the year, there may be some revenue items (stock, stationery, etc.) still in hand. These are generally passed over to the next year though they were acquired in the previous year. Expenditures incurred for maintaining fixed assets in working order. For example, repairs, renewals and
depreciation.
Some examples of revenue expenditure
(i) Salaries and wages paid to the employees;
(ii) Rent and rates for the factory or office premises;
(iii) Depreciation on plant and machinery;
(iv) Consumable stores;
(v) Inventory of raw materials, work-in-progress and finished goods;
(vi) Insurance premium;
(vii) Taxes and legal expenses; and
(viii) Miscellaneous expenses.
Deferred Revenue Expenditures
Deferred revenue expenditures represent certain types of assets whose usefulness does not expire in the year of their occurrence but generally expires in the near future. These types of expenditures are carried forward and are written off in future accounting periods. Sometimes, we make some revenue expenditure but it eventually becomes a capital asset (generally of an intangible nature). If one undertakes substantial repairs to the existing building, the deterioration of the premises may be avoided. We may engage our own employees to do that work and pay them at prevailing wage-rate, which is of a revenue nature. If this expenditure is treated as a revenue expenditure and the current year’s-profit is charged with these expenses, we are making the current year to absorb the entire expenses, though the benefit of which will be enjoyed for a number of accounting years. To overcome this difficulty, the entire expenditure is capitalised and is added to the asset account. Another example is an insurance policy. A business can pay insurance premium in advance, say, for a 3 year period. The right does not expire in the accounting period in which it is paid but will expire within a fairly short period of time (3 years). 


	iii.Revenue recognition: Recognition of income and expenses as per AS 9.



1.What is Revenues ?
Ans− Sale of goods and rendering of services are the way to generate revenue. Therefore, it can be defined as consideration, recovered by the business for rendering services and goods to its customers.

2.What is Expenses ?
Ans− An expense is an expired cost. We can say the cost that have been consumed in a process of producing revenue are the expired cost. Expenses tell us - how assets are decreased as a result of the services performed by a business.
3.How Measurement of Revenue?

Ans-Measurement of the revenue is based on an accrual concept. Accounting period, in which revenue earned, is the period of revenue accrues. Therefore, a receipt of cash and revenue earned are the two different things. We can say that revenue is earned only when it is actually realized and not necessarily, when it is received.

4.How Measurement of Expenses?
In case of delivery of goods to its customers is a direct identification with the revenue. Rent and office salaries are an indirect association with the revenue. There are four types of events (given below) that need proper consideration about as an expense of a given period and expenditure and cash payment made in connection with those items −
Expenditure, which are expenses of the current year. Some expenditure, which are made prior to this period and has become expense of the current year. Expenditure, which is made this year, becomes expense in the next accounting periods. For example, purchase of fixed assets and depreciation in next up-coming years. Expense of this year, which will be paid in next accounting years. For example, outstanding expenses.

5.Explain the process of recognise the Revenue
Most frequent criteria, which are used in recognition of the revenue are as follows −
Point of Sale − Transfer of ownership title to a buyer is point of sale, in case of sale of commodity.
Receipt of Payment − Criteria of cash basis is widely used by the attorneys, physicians, and other professionals in which revenue is considered to be earned at the time of collection of cash.
Instalment Method − Instalment method is widely used in retail trading specially in consumer durables. In this system, revenue earned is treated in the same manner as is used in any other credit sale.
Gold Mines − The accounting period in which gold is mined is the period of revenue earned.
Contracts − Degree of contract completion, especially in long term construction contracts is based on percentage of completion of a contract in a single accounting year. It is based on total estimated life of the contract.

	V. inventory valuation: Inventory record system meaning Significance 



Inventory is an important element of assets of an enterprise. In some enterprises, inventory constitute the bulk of working capital. In view of this inventory of this inventory valuation and inventory control assume a pivotal position for many concerns. However, inventory valuation is outside the purview of the present chapter.
 According to IAS-2* and AS-2*inventories are tangible property held- (a)   For sale in the ordinary course of business;
(b)   in the process of production for such sale or
(c)   to be consumed in the production of goods or services for sale, We can rename the aboive three components of inventory as- 
(a)   Finished Goods,
(b)   Work in process; or
(c)   raw materials and components. 

Objectives of Inventory Valuation 
The two objectives to be achieved by proper valuation of inventories are-
(1)   Determination of Income - We know that opening and closing stock affect the quantum of Gross Profit (and hence net profit) of any concern. Any improper valuation of closing stock (i.e. inventory) will lead to over and understatement of Gross profits of not only this year but also next year(as closing stock of this year becomes the opening stock of next year).
(2)   Determination of Financial position -Inventory appears as current asset in the balance sheet.
Any improper valuation will lead to distortion in the balance sheet also.
Besides these, inventory is use for computing various ratios which are used by proper valuation can’t be over-emphasised. 
Methods of taking Inventories 
There are two methods of taking inventories 
(1)   Periodic Inventory Method, (2)   Perpetual Inventory Method,
Periodic Inventory Method-It requires periodic (annual) stock taking by actual amounting weighting or measuring at each accounting date. This quantitative units are converted into financial units by applying appropriate pricing method (discussed shortly in this chapter). The cost of sales of the period is obtained as follows- 
Cost of sales  =  op. inventory + current purchase – closing inventory. 
*IAS = International Accounting Standards Committee’s IAS-2 
AS = Accounting Standards Boards AS-2
However, it will not be out of place to state here the effect of any abnormal loss should done away with. Perpetual Inventory Method-This method provides a running record of inventory hand Records of inventory can be compared by physical stock taking to find out are discrepancy of the two. Inventory control is possible only through continuous stock taking. 

Methods of Valuation of Inventories 
basically there are three methods of calculation of inventory- 
1. Cost Price 
(a)   Historical Cost
 	(i)   FIFO 
(ii)   LIFO 
(iii)   HIFO
(iv)   Specific identification price
(v)   Base Stock price
(vi)   Simple average method
(vii)   Weighted Average Method
(b)   Current replacement price
(c)   Standard Cost 
2. Sale price 
[bookmark: _GoBack](i)   Discounted future cash receipts
(ii)   Net Realisable value
(iii)   Current selling price 
3. Lower of cost or sale price 
(i)   Aggregation total Inventory Method
(ii)   Group Method
(iii)   Item by item method
Historical cost means the cost of acquisition on cost of production. Cost of acquisition includes not only the price paid but also includes cost of transportation, insurance in transit, duties paid and other direct expenses. It further includes indirect cost (like depreciation, rent) aand normal wastage of material and labour. This method is very objective and personal bias is absent under this method. The man drawback of this method is that it does not demarcate a line between operational gains and holding gains. This becomes very pronounced in a rapid inflationary conditions (Holding gains are those gains which arise out of holding the inventory) e.g. an item purchased two years back at Rs. 15,000 may be purchased at Rs. 20,000 now. If this can be sold at Rs. 30,000 now, the holding profits will be Rs. 20,000 – 15,000 = Rs. 5,000 and operating profits will be Rs. 30,000 – Rs.20,000 = Rs. 10,000. 
(i)   FIFO (First in first out method): This method presumes that materials which are received first are issued first. Issues of materials are pried in order of their purchase. The ending inventory consists of most recently purchased goods. The closing stock is valued at latest purchase price. 
Theoretically , it is presumed that inventory received first, will be issued first, but in practice this may not be so. But from the pricing of issue of materials, point of view , this rule is folllwed.
The main defect of this method is that on a rising market, it reports larger earnings. This inventory gains arising out of holding inventory cannot be separated from the operating.
(ii)   LIFO (last in first out) This method is the reverse of FIFO method. This method is based on the assumption that the materials received last is issued first. Thus oldest acquisitions are from part of closing stock. This method excludes the holding profits. But comparisons between similar jobs will be difficult.
(iii)   HIFO (highest in first out)- This method is based on the assumption that highest priced materials are issued first. It results in closing inventory being kept at the lowest possible price. It leads to certaian of secret reserves in times of rising prices. 

The following are the specific requirements of Accounting Standard: 2, issued by the Institute of Chartered Accountants of India regarding valuation of inventories.
1) Inventories should be valued at lower of historical cost and net realisable value except in the following circumstances. 
a) Inventory of consumable stores and maintenance supplies should ordinarily be valued at cost. In appropriate circumstances, however, they may be valued at below cost.
b) Inventory of by-products should be valued at lower of cost and net realisable value. Where cost of the by-product cannot be separately determined, it should be valued at net realisable value.
c) Inventory of reusable waste should be valued at raw material cost less reprocessing cost where facilities for reprocessing exist.
d) Inventory of non-reusable waste or inventory of reusable waste for which facilities for reprocessing do not exist should be valued at net realisable value.
2) For the purpose of comparing historical cost with net realisable value each item in the inventory may be dealt with separately, or similar items may be dealt with as a group.
3)    The historical cost of inventories should normally be determined by using ‘FIFO’ “Average Cost” or “LIFO” methods.
4)    the ‘specific identification’ method may be used for inventories of items that are not ordinarily interchangeable, or for goods manufactured and earmarked for a specific purpose.
5)    The ‘adjusted selling price’ may be used in retail business or in businesses when the inventory comprises items the individual costs of which are not readily ascertainable.
6)    The ‘standard cost’ method of valuing inventories may be used if the results approximate consistently the result that would be obtained in accordance with paragraph (iii).
7)    The ‘base stock’ method may be used in exceptional circumstances only.
8)    The historical cost of manufactured inventories may be arrived at on the basis of either direct costing or  absorption costing. Where absorption costing has been used, the allocation of fixed costs to inventories should be based on the normal level of production.
9)    Overheads other than production overheads should be included as part of the inventory cost only to the extent that they clearly relate to putting the inventories in their present location and condition.
10)    The accounting policy adopted for valuation of inventories, including the cost formulae used should be disclosed in the financial statements. Where the base stock method is used, the difference between the value at which it is carried and the value by applying the method at which stock in excess of the base stock is valued should be disclosed.
11)    Consistency is generally accepted as a fundamental accounting assumption/Therefore, any change in the accounting policy relating to inventories (including the basis of comparison of historical cost with net realisable value and the cost formulae used) which has a material effect in the current period or which is reasonably expected to have a material effect in later periods should be disclosed. In the case of a change in accounting policy which has a material effect in the current period, the change should also be disclosed to the extent ascertainable. Where such amount is not ascertainable, wholly or in part, the fact should be indicated.
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