PROVISIONS
Meaning :

According to the Companies Act the term ‘Provision’ refers to any of the
following amounts :—

(a) The amount written off or retained by way of providing for depreciation,
renewals or diminution in value of assets; or

(b) The amount retained by way of providing for any known liability of which the
amount cannot be determined with substantial accuracy.

It should be clearly understood that if the amount of a known liability can be
determined with reasonable accuracy, it must be classified as an outright liability and
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not a provision. Also il any excess provision is made knowingly or intentionally, the
N )

amount in excess of the actual need will be treated as ‘reserve’.

Examples of Provisions :
Provisions are created for the fulfilment o
I Provision for Depreciation of Assets.
“Provision for Taxation.
Provision for Bad and Doubtful Debts.
Provision for Discount on Debtors. ‘
_Provision for Repairs and Renewals of assets. |

{ various objectives :

PPV

'

Characteristics or Features of Provisions :—

(1) Provision is made to meet a known liability.

(2) The liability is known but the amount of such liability cannot be determined
with reasonable accuracy. For example, it is almost certain that some debts will prove
irrecoverable but the exact amount of bad-debts cannot be predicted with certainty.

(3) Provision is a charge against profits and as such reduces the profits of the year
in which it is created. The loss when actually occurs will be written off against such
provision and thus the profit of the year in which such loss occurs will not be affected.

Purpose or Importance of Provisions :

(1) To ascertain the true net profit of the business :— In order to ascertain the
true profit of a business it is necessary that all expenses pertaining to that year, whether
paid or outstanding, must be debited to Profit and Loss account and a provision should
also be made for expenses or liabilities the amount of which cannot be estimated with
reasonable accuracy. For example, the provision should be made for doubtful debts,
because the amount of such bad-debts cannot be estimated very accurately.

(2) To ascertain the true financial position of the business :— The Balance
Sheet will depict the true and fair view of the financial position of the business only if
adequate provision is made for all the anticipated losses and expenses.

(3) To provide for known losses in the future :— Funds will be required to meet
the losses and liabilities that are likely to occur in the near future. As such, provisions
are made to provide funds for meeting those losses such as provision for taxation,
provision for repairs, provision for damages likely to arise from a pending suit and
such others.

(4) For the equitable distribution of expenses :— For example, if a machine is
estimated to run for 10 years and the total amount of repairs expected to be incurred
during its entire life span is 10,000, a ‘provision for repairs a/c’ will be created by
debiting 1,000 to each year’s Profit & Loss Account. Actual expenses of repairs
incurred each year will be debited to this account. Hence, it will put equal burden on
the Profit & Loss Account of each year in respect of expenses of repairs which will be
very light in the earlier years but definitely heavy in the later years.

RESERVES

Meaning :

Rcs:crvcs mean amounts set aside out of profits and other surpluses t
unccrtamtics. In other words, a reserve is meant for meeting any unknown li
loss in the future. According to William Pickles, **Reserves mean the am

o meet future
ability of
ounts sel

|
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which are not carmarked in an’y’ way
Xist on the date of the Balance Sheet”’.

: je out of profits and other Surpluses,
) e . 2F .
asi pqﬂicular liability, kKnown to ¢
any P¢

Examples of reserves are (1) General Reserve, (2) (‘?apltal RcschCk,m(zr:
yividend Equalisation Reserve, (4) Investment Fluctuation Fund, (5) WOYIV' :
. npensation Fund, (6) Reserve for Redemption of Debentures. It should be clear y
L]:chrs‘mod that the amouny of re

unders

ss and as
Serve does not represent any expense or loss dndth
uch it is not debited to Profy( & Loss Account. Creation of reserve does not reduce the
s

net profits but only reduces e divisible profits. It is an appropriation of profits and

hence after ascertaining the ey Profits it is debited to Profit & Loss Appropriation
..\CCOUHI-

Characteristics or featyreg
(1) Itis created out of ne

rermed as ‘Retained Eaming
S is not g |

(2) Creation of reserye egal necessity. It ig created voluntarily for
strengthening the generg] financia] Position of the business and for meeting an
unanticipated situation in the future.

(3) Normally, it i

of 'Reserves':

L profits or divisib]e profits. As such the reserves are also
s’ or “Undistributeq Profits’,

(5) When the amount of reserve is invested in outside securities it is known as
‘reserve fund’.

Purpose or Importance of Reserves :
(1) Helpful in meetj

(3) Equalisation of dividends over the.)’.earsd r GO:S:";‘(:I (c)a;r
depends UPon maintaining a uniform rate of d1v1dep rom ty \hie\?le
ncrease the dividend steadily. Reserves help thehdlrecmrsm(laan: be wi
CCause ip the periods of inadequacy of prqﬁts, the ?Tz:tion reserve’
eServes. Som, etimes a reserve known as ‘d1v1der‘1d.eg(:ltl ld ‘
for the Specific purpose of equalising the rate ('):_ dll\'” ht:ty i— Sometimes a rese
(4)1 \de funds for meeting a specific liability :— | und for the payie
Cr@ate()i four gr;;)‘;lcdi?‘lzu;udr;):sc such as ‘l)cbcnturc‘ Rcdcm‘pl'lnnnlc::\tl‘ . :l«zlhill\; l:: :: l;‘l\;‘t:-‘:
Ofdebentures For example, if we need %5 crore for lll»c “P,lyl fixed amount from (he
Years, , flind is crealed,for this purpose by lrzu,slcll“‘}l f' l“‘ invested outside (he
divisible,proﬂts each year. The funds so accumulated may also b ‘

a Company
and also to
this objective
thdrawn from
is also created

tVe s
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busumss in such a way that after 10 years I5 crore will become available for the

payment of debentures. I
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¢ will facilitate the payment of such a big sum in one go.

wa&mw
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Meaning

Necessity
(Charge or
Appropri-
ation)

Object

Mode of
Creation

Investment
outside the
business.
Presentation
in Balance
Sheet.

Utilisation for
dividends.

Utilisation for
other

purposes.

| It is either shown on the assets

gt o i

It is created to meet a known |
liability.

Creation of provision is a
legal necessity. Provisions
have to be provided for even
if there are no profits. Thus,
provision is a charge against
profits.

The object is to provide for
depreciation, doubtful debts
and other specific liabilities.
It is created by debiting to P
& L Alc. Hence, net profit
cannot be calculated unless
all provisions have been
debited to P & L A/c.
Provisions are never invested
outside the business.

side by way of deduction
from the asset for which it is
created or as a distinct item on
the liabilities side.

It cannot be utilised for
distribution ~ as d1v1dends .
among shareholders.

It is created to provide for a
specific loss and hence can
only be used for meeting that
loss.

'It is created to meet an

unknown liability.

Creation of reserves is
discretionary. It can be
created only if adequate
profits have been eamed.
Thus, reserve IS an
Appropriation of Profit.
The obiject of reserves is to
strengthen  the  financial
position of the business.

It is created not by debiting to
P & L A/c but through P & L
appropriation A/c. As such, it
is created after the calculation
of net profit.

Reserves may be invested
outside the business.

It is shown on the liabilities
side under the head ‘Reserves
and Surplus’.

It can be utilised for
distribution as  dividends
| among shareholders.

It is not created to provide for
a specific loss and hence can
be used for any purpose.

————————

Reserves

¥

Revenue Reserves

General Reserves

"

Specific Reserves

Capital Reserves
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- pevenue Reserves :— These reserve

§ come into existence out of profits which
peen earned in the course of day-to-day business operations. Therefore, the
pave e reserves represent undistriby

ny ted profits and as such are available for the
re.v;ibution of dividends.
dis

Kohler has defined revenue reserves g

as, “*that portion, or any detail thereof, of the
¢ worth or total equity of an enterprise
ne

I‘Cprcscming retained carnings available for
retors.”’
. wal by proprietors.

Revenue reserves may be of the following two types :—
| (A) General Reserve :— Usually, the businessmen do not withdraw the entire
profits from the business but retain g part

uncertainties. Profits so retained in the business for ‘a rainy day’ are known as
General Reserve’. Similarly, Compani

: es also do not distribute the entire profits as
dividends but keep aside a part of it in th

¢ form of General Reserve. Such reserves are
also termed as “‘Contingency Reserves’

$* or ‘Free Reserves’ because these are not

Objectives :— General Reserves may be created or utilised for any of the
following purposes :
1. For meeting unforeseen losses.

2. For the strengthening of financia] position of business.

3. For expansion of business through internal resources or ploughing back of
profits.

4. For equalisation of dividends over years, in case of Companies.

Itis not compulsory and binding upon the business enterprises to maintain general
reserves. Such reserves may be created in the year in which the profits are sufficient
and the management thinks it advi

sable to do so. General Reserves are shown on the
liabilities side of the Balance Sheet under the head ‘Owner’s Equity’.

(B) Specific Reserve :— Such a reserve is creat

ed for a specific purpose and can
be ut

ilised only for that purpose. Examples of specific reserves are :—

() Dividend Equalisation Reserve :— Such a reserve is created to maintain
Sleady rate of dividend. In the years in which the profits are sufficient, a part of the
profit is transferred to such reserve and it is utilised to keep the dividend up in the year
N which the profits are insufficient.

(IT) Reserve for Replacement of Asset :— Such a resex:ve is cre.a}ted to provide
‘nances for the replacement of an asset at the end of its serv1ce.at31e life. Tl.le. amount
Of annya] depreciation charged on assets is only capal?le of providing th‘e original cost
({f»the asset but the replacement of the asset will require a large sum f)t mopgy due to
the inﬂationary trend of prices. As such, a ‘reserve for replacemept of asset’ is crea;ed
9 Provide for the extra amount required for the purchase ot the new asset. For
ample, jf an asset was purchased 10 years ago at a cost of 10 ljac and if the

“Preciation has been provided @ 10% on the original cpst, it will provide _oply a sum
of 71, Lac. Byt suppose. the current price of the asset is 40 Luc,‘ an additional sum
of %3 o W”] ‘bfr;cqu,ired for purchasing a new asset. Therefore, the reserve iy
OT providing this additional sum.

eateq
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- R::?crvc Sfor Replacement of Asset’ is created by annually transferring a certain
amount from Surplus of Statement of Profit & Loss. Followi i {
h LOSS. ng entry 1s i
o - g entry 1s passed for this
Surplus of Statement of Profit & Loss
I'o Asset Replacement Reserve A/c
(Amount transferred out of divisible profits)

The amount of replacement reserve is either kept and utilised in the business itself
terest at a pre-determined rate. When this

Dr.

or is invested in outside securities bearing in
reserve is invested in outside securities it is known as ‘reserve fund’.

Such a reserve is created out of divisible profits. In other words, instead of
declaring higher dividends the amount is transferred to replacement reserve. If such a
reserve had not been created, the profit would have been distributed as dividend and
the amount would have gone outside the business. The amount thus saved is
accumulated from year to year and is utilised for the specific purpose of replacement
of the asset. ‘Reserve for Replacement of Asset A/c’ is closed by transferring it to

‘General Reserve A/c’ at the end.

(I11) Investment Fluctuation F und
value of investments due to market fluctuations.

(IV) Workmen Compensation Fund :— It is created to meet compensation
payable to workers in case of unexpected or unknown event of an accident.

(V) Debenture Redemption Reserve :— It is created to provide funds for the

redemption i.e., repayment of debentures.

Capital Reserves :— In addition to the norma
earned in the business from many SOUrces. The reserves cre
profits are known as Capital Reserves. Such reserves generally,
distribution as cash dividend among the shareholders of a Company.
from the following sources are termed as capital profits :—

1. Profits on the sale of fixed assets.
2. Profits on the revaluation of fixed assets and liabilities.

miums received on issue of Shares or Debentures.

. Tt is created to provide for decline in the

| profits, capital profits are also
ated out of such capital
are not available for
Profits received

3. Pre
4. Profit on the purchase of a running business.

5. Profit prior to the incorporation of a Company.
6. Profit from the reissue of forfeited shares.

7. Profit on redemption of debentures.
All the Capital profits mentioned above should be treated as Capital Reserves.
write off Capital losses and for the issue of fully paid

tal reserves are not available for distribution as cash

Capital reserves are used to
er be utilised to distribute dividends

bonus shares. Usually, the capi
dividends. Some capital reserves can howev
subject to fulfilment of the following conditions :-
| Articles of the Company must not prohibit such dividend.
2. Capital profits must have been realised in cash.

3. Such profit remains after a fair revaluation of assets and liabilities.

;__—
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All the same, 1t would be a prudent policy on the part of the management not to

jigtribute such profits. They should be kept in the business to strengthen its financial
ar

P“Si(ion.

¥ Sy
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These reserves are created out | These reserves are created out
Creation of revenue profits which arise | of capital profits, which do
from the normal operating | not arise from the normal
activities of the business and | operating activities of the
are otherwise available for | business and are not available
disribution of dividends. for distribution of dividends.

2. | Usage A specific reserve can be | Normally, these reserves
utilised only for the | cannot be utilised for
earmarked purpose while a | distribution of dividends to
general reserve can be utilised | shareholders. However, some
for any purpose including | capital reserves can be
distribution of dividends to | utilised to distribute
shareholders without any | dividends subject to
pre-conditions. fulfilment of certain

conditions laid down by
Companies Act.

3. | Purpose These reserves are created for | These reserves are created to
meeting unforeseen losses | meet Capital losses or may be
and for strengthening the | used for purposes laid down
financial position of business. | by Companies Act.

Secret Reserves :

A secret reserve is one which isnot disclosed by the Balance Sheet. These reserves
are created by showing profit at figure much lower than actual and by showing the
assets at a lower figure and liabilities at a higher figure. When secret reserves exist, the
éctual position of the firm is much better than what is disclosed by the Balance Sheet.
Sccret reserves may be created in the following ways :

(i) Writing off excessive depreciation;

(i) Charging Capital expenditure (such as addition to assets) to Profit & Loss

Account;
(iiiy T reating a revenue receipt as a capital receipt (such as rent received credited

0 Building Account);

(v) Undervaluation of assets (such as undervaluation of closing stock);

) Showing an actual asset as a contingent asset;

((‘f’.) Showing a contingent liability as an actual liability;
(v‘:iii Séuppr.cssing the sales; T .
reating excessive or unnecessary provision for doubtful debts and other
Contingencies.




e |

18.8 £
e e e e e e e e Sn W e S

—_
—_—

Advantages of Secret Reserves :

(/) Financial Stability : Creation of secret reserves strengthens the financig)
position of the enterprise without disclosing this fact to the shareholders or the
public.

(i) Helpful in Absorbing Unforeseen Losses : The presence of secret reserves
enable such concerns to absorb any unexpected losses without any public
discomfiture.

(7i) Regularity of Dividends : Such reserves help the enterprise in maintaining
the rate of dividend during adverse trading conditions without disclosing this
fact to shareholders or the public.

(iv) Avoidance of Competition : Because of concealment of actual profitability
of the enterprise, the entry of the competing firms in the particular line of
business is avoided.

Disadvantages of Secret Reserves :

(/) Unfair Presentation of Financial Statements : Statement of Profit & Loss
fails to disclose true profit and the Balance Sheet fails to disclose a true and
fair view of the financial position of the enterprise.

(i) Loss to Shareholders : Shareholders who wish to sell their shares may not get
actual price of their shares because of understatement of profits and financial
position of the enterprise.

(i) Misuse by Management : Fraudulent managements may take undue
advantage by creating secret reserves. Profits may be suppressed to enable
them to buy the shares of the Company at a lower price and then the profits
may be enhanced by eliminating the secret reserves to enable them to sell the
shares at a higher price.

(iv) Cover for Misdeeds of Management : Secret reserves may be utilised by
management to cover their mistakes or misdeeds.

The creation of secret reserves is not allowed under the Companies Act, 2013 asit
requires a full disclosure of all material facts and significant accounting policies
followed in preparing financial statements.

SHORT ANSWER QUESTIONS

1. Define provision. What is the importance of creating a provision? (any three
points of importance).
2. Distinguish between Provisions and Reserves. (KVS 20° /)

3. Distinguish between Provision and Reserve on the following basis

(/) Basic Nature (7f) Purpose |
(iii) Effect on Taxable Profits  (iv) Presentation in Balance Sheet |
(v) Element of Compulsion (vi) Use for payment of dividend.

(KIS 2018

4. Differentiate between Provision and Reserve on the basis of
(/) Appropriation or Charge (ii) Financial Position

r (iii) Distribution
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