PREPARATION OF FINANACIAL STATEMENTS

2. DIVIDEND DECLEARED AND PAID BY COMPANY

1) Source of Dividend (Which Profit can be used for distribution of Dividend):
15" Priority e Out of Current Year Profits.
e  Without any limits (any amount of dividend can be distributed)

e No conditions are required to be fulfilled.

2" Priority e Out of undistributed profits of previous year, if current year profit is not
adequate

e Also, some conditions are required to be fulfilled to distribute the dividend
out of the previous year's profits.

Note: Undistributed profits are also known as Accumulated Profits or Free Reserves.

Other e Both Current year and Previous Year profits can be utilized if current year
Important profits are insufficient.
Points

e Dividends can also be distributed out of money provided by the government
when guaranteed.
e Profits for the purpose of Dividend shall not include Notional Gain and
[——

Revaluation Reserves etc. Uxwveeelited
CR &h! mahi Levexo prefit-

2) Conditions required to fulfilled to distribute Dividends out of PY Profits

Condition 1: Dividend Rate shall not exceed the average Dividend Rates of Previous 3 Years.
Example:
Suppose previous 3 years dividend rates are 15%, 10% and 12% then CY Dividend
Rate shall not exceed 12.33% Qo= oot

Condition 2: Maximum withdrawal of profits out of Accumulated profits for dividend shall not

exceed 10% of Total Paid up share capital (ESC + PSC) Plus Free Reserves as per
Last Audited BS. X ifF dthexe 18 a Lok 10 Y then £ Shau ke
taxen afrex L=ty o€ Cy Lok,

Maximum withdrawal out of PY Profits = (Total ESC + PSC + FR) x 10%
Condition 3: The minimum Balance remaining in Accumulated Profits/Free Reserves till PY shall
be at least 15% of Total Paid up share capital (ESC + PSC).

Her@  Mintronrn  Boed eeduivement- thott be Chetied aftex
Minimum Balance means after withdrawal of Profits. Sett "4 OfF < Lo

Other Points e All three conditions must be satisfied to distribute dividends out of PY
profits.
e Free Reserves includes general reserves and balance of Profit and Loss
Alc

e Free Reserves doesn't include CRR, DRR, Security Premium A/c,
Revaluation Reserves and Capital Reserves.

EXAMPLE 8:
Due to the inadequacy of profits during the year ended 31°" March, 20X2, XYZ Ltd. proposes to declare
10% dividend out of general reserves. From the following particulars, ascertain the amount that can be
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PREPARATION OF FINANACIAL STATEMENTS

Final Conclusion: Dividend Rates proposed by entity are correct and PY profits can be utilized.

3. POINTS TO BE KEPT IN MIND WHILE PREPARING FINAL ACCOUNTS

1) Adjusted Purchases means COGS
Whenever adjusted purchases is given in Trail Balance it means this amount is including the effect
of Opening and Closing Stock
So Under P4&L, if we show Adjusted Purchase then changes in Inventory not to be shown.

2) However, if this statement is also given: -
Closing stock is more than Opening by X amount
That means there is a hint in Question to show purchases separately & Changes in Inventory
Separately

3) How to Account for Bad-debts and Provision for doubtful debts?
e Bad-debts means amount from debtors not recovered and finally lost.

e Hence, Bad-debts is a loss. Therefore transfer to Statement of Profit or Loss.

Case 1 - If Bad-debts are shown in Trial Balance:

Trial Balance (Extract)

Particulars Debit Credit
Bad-debts 5,000 -
Trade Receivables 150,000 |-

It means Bad- debts entry of Rs. 5,000 is already passed as under:-
Bad-debts a/c Dr 5,000
To Trade Receivables 5,000

It means Trade Receivables appearing in trial balance is already after deduction of 5,000. Now,
no need to deduct Rs. 5,000 again.

Case 2 - If trial balance shows this -
Trial Balance (Extract)
Particulars Debit Credit
Debtors . 2,00,000 ¢ |-
(Trade Receivables)

Additional information :- Bad-debts of 10,000
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PREPARATION OF FINANACIAL STATEMENTS

Now since Bad-debts is not shown inside the Trial Balance it means no entry is yet passed.
Debtors shown in Trial Balance are before deducting Bad-debts.

Balance Sheet (Extracts)
Particulars Amount
Trade Receivables 1,90,000
(2,00,000 - 10,000)

Statement of Profit and Loss (Extract)

Particulars Amount
Other Expense: 10,000
Bad-debts

Case 3 - If Trial Balance shows like this: -

Trial Balance (Extract)

Particulars Debit Credit
Debtors 2,00,000 |
Bad-debts 10,000 -
Provision for Doubtful Debts - 25,000

Additional information:-

Provision on doubtful debts should be 15 %

It means that provision @ 15 % on debtor is = 2,00,000 x 15% is 30,000.
In Trial Balance, Provision of Rs. 25,000 is already shown.

Hence, Rs. 5,000 provision entry is yet to be passed.

Profit & Loss a/c Dr 5,000
To Provision for DD 5,000

Final impact on Balance sheet and Statement of Profit or Loss:
Balance Sheet (Extracts)

Particulars Amount

Trade Receivables 2,00,000

(-) Provision for DD (30,000)
1,70,000

Statement of Profit and Loss (Extract)

Particulars Amount

Other Expense: i
a) Bad-debts 10,000—"
b) Provision for DD 5,000_—"1

3) Loose Tools & Stores
Expected life is more than 12 Months it should be treated as PPE
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PREPARATION OF FINANACIAL STATEMENTS

Expected life is less than 12 Months it should be treated as Inventory
If in Question Depreciation on Loose Tools is not given then we can assume it as Inventory.

4) GP% means Gross Profit Earned on Sales.

e GP % is always applied on Sales Figures
e But if it is given that GP margin is on cost then some Adjustments are required to apply on it.
e.g.: - GP is 20% on Cost
=1/5 on Cost
=1/6 on Sales
5) Preliminary Expenses are always transfer to Other Expenses (P&L), if nothing is specified in
Question.

6) Consumables are always treated as Other Expense (P&L)

7) Shares option outstanding means ESOPs Outstanding, they are part of Reserves & Surplus until
actually issued as Share Capital
When issued as Capital, then they will be reduced from Reserves & Surplus and added to Share
Capital

8) Dividend % if given in Question then it will be Calculated on Paid-up Share Capital always.

9) Payment of Dividend is not an expense. Therefore, it should be shown under Reserves & Surplus as
deduction from Net Profit.

10)Whenever Question ask to Declare Equity Dividend then before declaring Equity Dividend.
Preference Dividend should be Declared if Preference Share Capital is given in Question.

11)Preference Dividend shall always be paid in priority over equity Dividend out of Current Year Profits
& Past Profits.

12)If in Question Preference Share Capital is Given then it is understood that we need to pay
Preference Dividend in Priority

13)"Dividend” means Equity Dividend always Unless otherwise mentioned

14)Equity Dividend = Rate (%) x Paid-Up Equity Share Capital
Preference Dividend = Rate (%) x Paid-Up Preference Share Capital

15)Journal Entry for Dividend Declaration: -
Dividend is Declared out of Profits Always:
Profit & Loss A/c Dr. (1%" Priority)
General Reserve A/c Dr. (2" Priority)
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PREPARATION OF FINANACIAL STATEMENTS

To Dividend Payable A/c

16)Equity Dividend Declaration (Annual Dividend or Final Dividend)

Situation 1 \/ Y {K & 3‘\3,26 Nex+Jeo

Dividend is declared after Balance Sheet Date { } é e
Ve

No Entry is required as on Balance Sheet Date Fina Declech

Show only Contingent Liabilities in Notes to A/c re (ry2sa¢)

Situation 2

Dividend is declared on Balance Sheet Date
Dividend is Shown on Balance sheet Date by passing Journal Entry.
Profit & Loss A/c Dr.
To Dividend Payable A/c
* Always apply Situation 1 only if nothing is specified in the Question about When it was Declared

17) Interim Dividend: - Dividend for less than 12 months period Declared & Paid in Same Current year.
Situation 1
Interim dividend is shown under Trail Balance on Debit side i.e. It is already Paid and entry also
passed already, then deduct in Reserves & Surplus from Profit & Loss A/c or General Reserve.
Situation 2
Interim Dividend is not shown Under Trail balance but it is asked in Question to pay Interim
Dividend in adjustments

P&L A/c Dr.
To Interim Dividend Payable

18) Treatment of Preference Dividend
PREFERNCE SHARE CAPITAL

Cumulative PSC Non-Cumulative PSC
Pref. Dividend Shall be recorded if % is known If Questions says it is declared, then treat it
irrespective of whether it is declared or not. same as Cumulative.
(i.e. to be recorded)
R&S: If question doesn't mention anything, Ignore
P&L Balance - XXX Any Treatment
(-) Pref. Dividend - XXX

Other Current Liability:
Pref. Dividend Payable
Note:
e TInabsence of any information given in question, always treat PSC as Cumulative.
(ICAI Follows the Same).
e Evenif company is loss making, then also cumulative preference dividend shall be recorded and to

be paid in next year if there is sufficient profit in next year.
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19)When Question ask to Revalue any Asset (PPE)
(a) Upward Revaluation:
Asset A/c Dr.
To Revaluation Reserve A/c
(b)  Downward Revaluation:
othext €op < Profit & Loss A/c Dr.
To Asset A/c
20) Fixed Deposit having original maturity of up to 3 months shall become part of Cash and Cash
Equivalents. Fixed Deposits for more than 3 months but up to 12 months shall be shown as Current
Investments and shall not become part of Cash and Cash Equivalents.

Note: Students may note that the questions based on preparation of Statement of Profit and Loss and
Balance Sheet and explanatory notes as per Schedule IIT have been given in this Unit. However, questions
requiring preparation of cash flow statements have been separately given in the next unit of this chapter.

IMPORTANT CONCEPT BUILDER EXAMPLES:

Example 10: 20N
Trial Balance (ExTr'ac'r)\// \! M‘B

Particulars Dr/ Cr. (Y:
Machines (6ross) 7,560,000 | -

Provision For Depreciation - 2,20°000

Suspense - (lé,OO(D 0( e

Note: GYQ‘O“W

reciation Rate is 15% on WDV

epresents cash received on Sale of one machine costing Rs.45,000 on which
ated Depreciation till date of sale wag 32,060) Date of sale is Beginning of CY
Calculate:  a) Depreciation for CY

b) Show B/s P&L Presentation after rectification

Solution:
Rectified Journal Entry
Suspense a/c Dr. 15,000
Prove For Dep a/c Dr. 32,000
To Machine a/c 45,000
To Profit on sale a/c (P&L) 2,000

Depreciation for Current Year

| ‘ Gross Provision | Net
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