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22.0 OBJECTIVES

After going through this unit, you Should be able to :

0 explain the meaning of term 'provision' and 'reserve
@ distinguish between provisionand reserve

e prepare provision for repairs and renewal s account

& describe the nature of different types of reserves.

22.1 INTRODUCTION

Businessfirms maintain their accounts as going concerns on the assumption that the
business will continue to exist indefinitely, Hence, at the end of each accounting
year, they must also take into account the future contingencies and the requirements
o funds before determining the amount of net profit available for distribution
among the owners. Provisions and reserves actually relate to the future needsfor
which a part of thecurrent earning hasto be set aside. In thisunit you will learn
about the meaning of provision and reserve, the difference between provision and
reserve, and also the various types of reserveswhich are usualy created before
distribution of profits.

22.2 WHAT IS A PROVISION?

Itis agenerally accepted accounting principle that while measuringincomefor an
accountingyear, al possible losses and expensesmust be taken into account. Hence
we usually provide for depreciation on fixed assetsand their repairs, renewal etc.
Similarly, there may be certain liabilities/losses the amounts of which cannot be
ascertained with substantial accuracy such as dispute clamsfor damages, bad debts,
and so on. We must charge their estimated amounts to Profit and Loss Account
before working out the net profit. Such chargeto the Profit and Loss Account is
caled 'Provision’, The Indian Companies Act has defined it as" any amount written
off or retained by way of providing for depreciation, renewal diminution in the value
of assets or retained by way d providing for any known liability of which the amount
cannot be determined with substantial accuracy”

Thus, provisionsare the amounts set aside out o profitsand other surplusesto
providefor (i) depreciation, renewals, or diminutionin thevalue of assets, and

(i) any known liability of which the amount gannot be determined with sugstantial
accuracy.
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It must be noted that any kfiown Lability the ameunt d which can be gleterminea
accurately does not fall within the definition of a provision and should be desctibed
as'accrual' or 'accrued liabilities'. In other words, provisionfor outstandingsalaries,

.rent, etc., inthestrict sense o the term, cannot be called provisions. They will be

termed as'accruds.

The provisionsare usudly created by debiting the Profit and Loss Account and are
either shown on theliabilitiesside of the Balance Sheet or deducted from the
concerned asset. Y ou learnt about the provision for bad and doubtful debts,
provisionfor discount on debtorsand provision for depreciationin Unit 7. Let us
now study about the provision for repairs and renewals.

Provision for Repairs and Renewals : Certain assets used for business purposesneed
repairs and renewals which may not besignificantininitial yearswhen any asset is
purchased, but it may increasewith its constant use and passage of time. To equalise
the charge on Profit and Loss Account over the year in respect of repairs and
renewals, we make a provisionfor repairs and renewal s by debiting the Profit and
L.oss Account and crediting the Provision for Repairs and Renewals Account. The
actual expenditureincurred on repairsand renewalsis charged to the Provisionfor
Repairs and Renewals Account every year. Look at Illustration 1 and see how this
account appears in books.

Tilustration 1

A businessconcern decided to provide Rs. 1000/- every year for the repairsand
renewalsof amachine used in the process of manufacture from theyear 1981. In the
first fiveyears theamount spent on repairswasRs. 3001-, Rs. 3251-, Rs. 4801,

Rs. 7001-, Rs. 1,2001-. Prepare a Provision for Repairsand Renewals Account for

five years.

Solution:
Provisionsfor Repairs-and RenewalsA/e
Dr. Cr.
Date Particular Amount Date Particulars Amount
1981 Rs. | 1981 Rs,
Dec. 31| To Repair Alc 300 | Dec.31| ByP&LAK 1,000
. 31| To Balance c/d 700
1,000 ; ' 1,000
1982 . E . 1982
Dec¢, 31| To Repair Ale 325 | Jan. 1 By Balance b/d 700
. 31| To Balancee/d 1,375 | Dec.31] ByP&L Al 1,000
1,700 S 1,700
1983 1983 .
Dec. 31| To Repair Afc 480 Jan. 1 By Balance b/d _ 1,375
n 31 To Balancecld 1,895 Dec. 31 ByP& LA/ 1,000
2,375 , ' 2,375
e
1984 1984 )
Dcc. 31| TO Repair Az 700 |Jan. 1| ByBalancebld 1,895
» 31 To Balancec/d 2,195 | Dec. 31 ByP& L Alc 1,000
2,895 2,895
1985 1985
Dec. 31 | To Repair Alc 1,200 f{Jan. 1 By Balanceb/d 2,195,
. 31 To Balancecld 1,995 | Dec. 31 ByP & L Alc - 1,000
3,195 ‘ o - 3,195
r—..—., P . ) e frern.
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22.3 WHAT IS A RESERVE?

Theterm reserve refersto the amount. set aside out o profits and other surplus
which are not designed to meet any liability or diminution in value of assets known
toexist at the date d the Balance Sheet. The Indian Companies Act has not given
any clear definition of the term 'Reserve’. It states, however, that “the expression
'reserve’ shall not........ include any amount written off or- retained by way of
providing for depreciation, renewal or diminution in value of an asset, or retained by
way of providing for any known liability. In other words, any amount set aside out of
profitsto meet unexpected future losses and liabilitiesis called reserve. Not only
that if any amount retained by way of providingfor any known liability in excess of
the amount actually needed for the purpose, shall also be treated as reserve and not
aprovision.

The basic purpose of creating a reserve isto provide for unexpected 10sses in future
and also retain profits within business (not distribute them to the owners or
shareholders) to provide funds for expansion of the business. Most well managed
companiesmakeit a point not to distribute the whole of their profitsto the
shareholders. They retain good portion o their profitin the form, of general reserve
(dso cdled contingency reserve). Thisalso enables them to pay dividend even
during the year when the profits are low or there are losses.

Reserves are created by debiting their amountsto the Profit and Loss Appropriation
Account. But reserveis not a compulsory charge on profits. It is purely voluntary
andisregarded asan appropriation of profits. It means that reserve representsan
undistributed portion of net profit and not a lossor expense which ought to have
been charged before calculating the net profit, as isdone in case of the provisions.

Reserve Fund : The term 'reserve fund' isused for the amount of reserve which has
been invested in outside securities. The instructions given in the Companies Act for
the preparation of Balance Sheet, the word 'fund' in relation to any reserve can be
used only when such reserveisspecifically represented by earmarked investments.
Examplesof Reserve fund are employees welfare fund, pension fund, gratuity fund,
debenture redemption fund, etc. If, however, the amount o reserve isbeing utilized
by the businessitself and not invested in some outside securities, it cannot be called

reservefund.

22.4 DISTINCTION BETWEEN PROVISION AND
RESERVE,

You have learnt the meaning and purpose of creating a provision and also a reserve.
Variouspointsof distinction between thetwo can be summarised asfollows:

Provision

Reserve

1 Provision ismade to meet a known
liability for depreciation/renewal of
,assets,

2 Theamount set aside isused only to meet
the specific purpose for which provision
was made.

3 Provision isto be made even if thereare no
profits.

4 Itisachargeon profits and must be
debited before arriving at the figure of
net profit.

5 It cannot be used for the payment of
dividends.

6 It cannot beinvested outside the
business.

Reserve iscreated to meet unexpected
contingencieslikely to arisein future.

Amount can be used for any liability or
loss.

It iscreated only when there are sufficient
profits,

it isan appropriation of profits and
represents undistributed profits.

Except i n some cases, it can be used for
payment of dividends.

It can be invested outside the business,
when created For a specific purpose.
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.................................................................................................................
..............................................................................................................
............................................................................................................

............................................................................................................

| 2 Which of the followingstatementsare-true and which arefalse.
A i) Provisionfor discount on debtorsisacharge on Profit and Loss
i Account.

F ii) Creation of reserve may lead to reductionof net profit. ...

E iii) Provision made can be distributed amongshareholders.if the
‘ directorssodecide. L

iv) Reserves are alwaysinvested outsidethebusiness. ...

v) Amount set aside out o profitsis known asreserveif it iscreated
for meeting unexpected future contingencies. ...

vi) Reserve jsachargeonnet profit. ..
3 How is'Reserve Fund' different from '‘Reserve'?

............................................................................................................

............................................................................................................
# b

............................................................................................................

25 TYPESOF RESERVES

To have aclear understanding of the nature and purpose of reserves we may classify .
them into different categories as follows:

Reserve
r e
Open Reserve Secret Reserve
N
Capital Revénue v
Reserve Reserve
Genergl Reserve Specific Reserve

22.5.1 Open Reserves

There are two ways of creating reserves: (1)by debiting the amount to Profit and
Loss Account and clearly showingit in the Balance Sheet in one form or the other,
and (2) by undervaluation o assetsor overprovidingfor losses. The first category'of
reservescan be easily identified from thefinancid statementsand are termed as
open reserves. Thesecond category of reservescannot be identified by the reader of
financia statements. They are knownonly to the management. Shch reservesare
called 'secret reserves. These will be discussed later in this unit.

Openreservesarefurther classifiedascapita reservesand revenue reserves
depending on the nature o profit out of which they are created.

Capital Reserve: A reserve created out of capital profitsis called 'Capital Reserve'.
Capital profitsmay arise on account of revaluation or sale of fixed assets. In case
companies thefollowingitems are also regarded as capital profits.

i) credit balanceleft in Forefeited Shares Account after the re-issue of such

shares,

ii) premium received on issued shares on debentures, ~ %

iii) profit realised on-the purchase of company's own debentures ffom the market,
and .,

84 . iv) profitsmade prior toincorporation.




Capital profits cannot normally be used fordistribution of dividends and
therefore aretransferred to capital reserve. If at al the company, at some stage,
wants to utilizecapital reservefor the distribution of dividends, it has to satisfy
certain Specified conditions.

You should note that reserve capital isnot the samething as capital reserve. The
reserve capital refers to the uncalled amount of sharecapital which can be called
only in the event of liquidation of the company. Y ou will leayn about thisin a
separate course (ECO-04 Accountancy I1).

Revenue Reserve : Any reserveother than capital reserve can be called arevenue
reserve. Revenue reservesare usually created out of businessprofits which are
availablefor distribution of dividends. They are meant for specific purposes or
general purposes and are accordingly known as specific reserves or a'general
reserve'. The specific purposes for which they are usually created are dividend
equalisation (known asdividend equalization reserve), redemption of debenture
(known as debenture redemption fund), workmen's compensation: (known as
workman's compensation fund); etc. A general reserve, on the other hand, is meant
for meeting the unforseen contingenciesand to strengthen thefinancial position of
the business. All these reservesare debited to the Profit and Loss Appropriation
Account and shown on the liabilitiesside under the head 'Reserves and Surplus. As
amatter o fact, they reflect the undistributed profits of the business.

Distinction between Capital Reserveand Revenue Reserve

The capital reserves and revenue reservesdiffer in many respects. The main points
of distinctionare asfollows:

»

Capital Reserve I Revenue Reserve

1 Itiscreated out of capitul Profits. It is created out of business profits.

—

It can be used for distribution of 2 Itcan be used for distribution of
dividendsonly if the company satisfies dividends without any pre-condition.
certain conditions' prescribed by'the
Comgpanies Act.

3 Itiscreated for meeting capital losses 3 Itiscreated for strengthening the financial
or to be used for purposes specified by position, and meeting the unforeseen
Companies Act. contingencies or some specific purpose.

Sinking Fund : A sinking fundis aspecificreserve created with the object of
providing funds for the redemption of long term liabilitieslike redeemable
debenture. It iscreated by setting aside afixed sum out o profitsevery year for a
definite period. Such asumisinvested at a compound interest so that at theend d
the period, the annual amountswith accumulated interest will be sufficient to
dischargethe liability. I f, for example, a company hasto redeem debentures worth
Rs. 1,00,000 at the end of ten years, it may set aside certain amount of profits every
year and invest it in some securitiescarrying certain rateof interest. The interest
earned every year isalso re-invested. At theend of ten years, the total amount o
investment (including interest) will be equal to the amount needed for redemption
i.e., Rs. 1,00,000. The securitiesare then sold and the amount so redlized is used for
the redemption of the debenture. The amount of yearly instalment can be
determined by referenceto the sinking fund table. The sameis debited to Profit and
. Loss Appropriation Account and credited to the Debenture Redemption Fund.

Theterm sinkingfund isalso used for the provision made for the replacement o &

fixed asset. I n that case, it is called Depreciation Fund which, in fact, is not a reserve

in the strict sense of the term. Y ou learnt about the depreciation fundin Unit 21.

The journal entries for creation of debenture redemption fund are more or less the

same as those of depreciationfund. (Y ou will study in detail about the accounting

';;eatment of debenture redemption fund in aseparate course ECO-04 Accountancy
).

Thesinking fund to redeem aliability (debenture redemption fund) and the sinking
fund to replace anr asset (depreciation fund), however, differ in various ways. Look
at Chart 22.1 and not the main pointsof difference.

Provisonsand Reserves
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Chart 22.1
Distinction Between Sinking Fund for Redemption of Liability and Sinking Fund for Replacognent of
an Asset
Sinking Fund for redemption of liability Sinking Fund for replacement of an asset
1 The purposeis the redemptionof a 1 Thepurpo/se isthe replacement of a
long term liability. fixed asset.
2 Itisdesignated as'Debenture 2 [tisdesignated as'Machinery Replacement
Redemption Fund' or 'Loan Redemption Fund' or 'Depreciation Fund'.
Fund'. .
3 Itisan appropriationof profit and so 3 Itisachargeon profit and so debited to
isdebited to the Profit & Loss Profit and L oss Account.
Appropriation Account.
4 At thetimeof redemptionthe 4 At the time of replacement the
accumulated fund istransferredto the accumulated fund istransferred to the
credit of General Reserve. credit of the concerned asset account.

Dividend Equalisation Fund : Thisfund iscreated by setting aside a portion of
distributable profits during prosperousyearsas a provision for lean period so that
company is able to declare usual dividend evenif sufficient profitsarenot there. The
amount representing thisfund need not be invested in outside securities. Even if
there is no specificdividend equalisation fund, a company can aways useits reserves,
if any, for the purposed equalising dividends.

Investment Fluctuation Fund : Thisisareserve created to provide for theloss by way
of fluctuation in the valuesof investmentsmade by the company in outside securities.
Thisisgenerally provided by banks and insurance companieswho invest hugefunds
in government securities.

Workman's CompensationFund : Under Workmen Compensation Act, the workers
are entitled to certain arnount o compensationin cased accidentsin the factory.
When an accident takes place, the amountd compensationinvolved may be heavy.
Hence, in order to avoid such loss being charged to the Profit and L oss Account of
the year iftwhich it occurs, the companiesset asidea portion o profits every year
and create & special fund for this purpose. It iscalled, "Workmen's Compensation.
Fund'. Asand when some compensationis paid, the same can be debited to this
fund.

22.5.2 Secret Reserves |

Theterm 'Secret Reserve' is agplied to a reserve, the existenceof which does not
appear on theface o the Balance Sheet. When secret reservesexist, the financia
position of the businessis better than what may appear on thefaced the balance .
sheet.

Themain purpose of creating secret reserveis to reduce the disclosed profit so that
during bad period this hidden profit, or aportion of it, may be merged into the
earningsand thus help in equalising the dividends. a

Methodsd creating Secret Reserves: Secret Reserves may becreated in one of the
followingways:

i}  Writing off excessible depreciation

i) Undérvaluation d closing stock

iii) Charging capital expenditure to Profit and Loss Account

iv) Making excessiveprovision for bad and doubtful debts

v) Showing contingent liabilitiesas actua liabilities

vi) Retaining appreciating assetsat cost price

In dl the above casesthevalued the assets are reduced without disclosing thefact
inthefinancia statements, Assuch they become 'secret' and are known only to the
management.

Merits and Demerits : Creation d secret reserves, withincertain limits, is justifiable
on theground o expediency and prudence. Secret Reservesenable the businessto



rtheet extra-ordinary losses without the same being disclosed and thus prevent the Provisiens and Reserves
public confidence being shaken. The concealment of huge profitsis also essential in
order to prevent competition from other firms.

Despite certain merits, the followingobjections are raised against the practice of
creating secret reserves.

i) Secret Reserves prevent the financial statements from showing the true and fair
position of the business. The Profit and Loss Account charged with fictitious
amount in respect of excessive depreciation, doubtful debts, or repairs etc, fails
to disclose thetrue profits. Similarly, when the value of certain asset is
understated or some liabilities are overstated, the Balance Shet cannot besaid to
represent the true state of affairs of the business. Thus, the financial statements,
become unreliable.

if) Theshareholderscannot assess the value d their holding correctly.

iii) Management can conceal itsinefficiency by making use of secret reserves.

iv) It permits misuse of secret reserves for personal gain by managers. Sometimes
the management, or those close to them, having knowledge of wiltul suppression
of net profits, inay indulge in certain nialpracticesin the stock markets.

Before the enactment of the Companies Act, 1956, there were no restrictions on
the creation of secret reserves. But, at present such reserves cannot be created
by acompany because the auditor hasto certify that the Balance Sheet of the
company givesatrue and fair view of the state of affairsof the company. In case
some secret reserves have been created, the auditor cannot give such areport
without disclosing the extent of such reserves.

i‘:‘rileck Your Progress B
1 Fill inthe blanks
i) Open reservescan beof two broad categories.............. and............o.

ii) Capital Profitsmay ariseon thesaleof.......................
iii) If the amount of reserveisinvested outside the businessitisknown as,, .........

iv) Premium received on issue of sharesistreated as............ reserve.
v) Secret reserve can be created by treating....... ... expenditure
8S..ivenenin. expenditure.

2 Which of thefollowing stateinents are True and which arc False.
i) Dividend equalisation reserveisatypeof capital reserve ...
ii) Keservefund isonly that part of reserve which isinvested outside the

business.

lii) Revenue reserves of company can hedistributed as profits. ...

. IV) A sinking fund may or may not beinvestedoutside thebusiness. ...
'V) Secret reserves affect thecredibility o financial statements. ...,

-
W=

226 LET USSUM UP

Provision means any amount set aside from current earnings for depreciation.
repairs and renewals, ctc. or for meeting a known liability the amount of which
cannot be determined with substantial accuracy. It is acharge on profitsand must

forthe ascertaiument of true profits of the business. .

Theterm 'reserve’ refersto the amount set aside out of profitsfor meeting
Cnforeseen contingencies and provide fundsfor business expansion. Reserves can be
classfiedinto two broad categories : (1) open reservesand (ii) secret reserves.

Open reserves are reserves which are clearly shown in the books of dccount, and

may bein the nature of capital reserveor revenue reserve. Capital reserves are those

reserveswhich arecreated out of capital profits. Such reserves cannot be normally

used. for the distribution of dividends, Kevenue reserves, on the other hand, are

created out of normal business profits and areallowed to be used fur thedistribution

of dividends. They may be created for general purposes (meet any contingency in

future) or for specific purposes. Dividend Equalization Fund, Debenture

Redemption Fund (Sinking Fund), Investment Fluctuation Fund, Workmen's

CompensationFund are’ some examples of.specific reserves. g7
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Secret reserves refer to such reserves that are nat disclosed in the Balance Sheet.
They arecreated by providing excessive depreciation underval uation d clos ng stock
or by charging capital expenditure to Profit and Loss Account. Such rkservesmay be
justified on grounds of Prudence and discouraging competitorsfrom entering the
market. But, they prevent disclosureof trueand fair view of the financial position of
the business and arelikely to be misused by management:

22.7 KEY WORDS

Capital Reserve: Reserve created out of capital profits.

(ren Reserves: Reserves which areclearly shown in thefinancial statements.
Provision : Amount set aside of current earnings of a business for depreciation,
repairs or renewals or meeting a known liability the amount of which is uncertain.
Reserve: Amount set aside out of profits or surplus to meet unexpected
contingencies or provide funds for growth.

Revenue Reserve : Reserve created out of normal business profits.

Reserve Fund : That part of reserve which isinvested outside the business.
Sinking Fund : A fund created out of earningsto repay along term liability or
replace an asset.

Secret Reserves: Reserves, the existence of whichis not revealed in the finaricial
statements.
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22.9 ANSWERSTO CHECK YOUR PROGRESS ¢

A 2i) Trueii), Falseiii) Falseiv) False v) Truevi) False
B 1) Capital reserve and revenuereserveii) fixed asset iii) reservefund ,
iv) capital v) capital, revenue |
2 i) Falseii) Trueiii) Trueiv) Falsev) True.

22.10 TERMINAL QUESTIONS/EXERCISES |

1 What is a reserve? Examinecritically the policy of some concerns in building up
huge reserves and otherstotally ignoring it.

2 Distinguish between : 1
a) Reserve and Provision |
b) Capital Reserve and Revenue Reserve
¢) Specific Reserve and General Reserve >
d) Sinking fund to repay aliability and sinking fund to replace an asset

3 What is asecret reserve? Enumerate methodsamplbyed by afirmto create secret |
reserves. Criticaly evaluate the practicefrom the viewpoint of general investors
and sharehol ders. |

4 I naconcern where the current expenditure on repairsiscomparatively lessbut
whereit isknown that the expenditure at a subsequent period will be considerable:
you find that aProvision for Repairs Accountiscreated and credited every year .

with Rs. 90,000. What isthe object of creating such an account, and how is the
amount of Rs. 90,000 ascertained.

If the actual repairs amounted to Rs. 9,000 in thefirst year, Rs. 21,000 in the
second year, and Rs. 33,000in thethird year, what could be the Revenue Charges
for the respective years?

Show the Provision for Kepairs Account for the three yegrs.
#
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