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LESSON

1

AN INTRODUCTION TO MANAGEMENT ACCOUNTING
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1.0 AIMS AND OBJECTIVES

After studying this lesson, you should be able to:

® Explain the concept of management accounting, its scope and importance
e Understand the nature and characteristics of management conirel system
e Discuss the role of management accountant

e [xplain various objectives of Management Accounting
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e Describe the real time applications in taking decisions over the intricacies of the
various accounting vic financial accounting and cost accounting

1.1 INTRODUCTION

Management accounting as a new branch of accounting is of recent origin. Financial
accounting recorded business transactions on double-entry basis and helped
ascertainment of profit or loss for the given pertod and valuation of stock of assets and
liabilities on a given date. Financial accounting enabled the concemn with the liabilitics
and sateguard the assets eptrusted and therefore was also known as custodial ar
stewardship accounting. Basically meant for consumption of owners, creditors,
statutory authorities, the reporting was for a concern as a whole. Management
aecounting is the acepunting system for making decisions of the business enterprise.
Management aceounting furnishes the necessary mformation to assisi the business
enterprise o make rational decisions through the development of policies and
procedures in order to meet the day fo day commitments of the enterprise.

1.2 DEFINITION OF MANAGEMENT ACCOUNTING

The terrm "Management Accouniing’ refers to accounting lor the management.
Management accounting provides necessary information to assist the management in
the creation of policy and in the day-to-day operatians. it enables the management (o
discharge all i1s functions ie.. planning, organisation, staffing. direction and control
effictently with the help ol accounting information.

The foljowing are some definitions of imanagement accounting:

"Management accounting is concerned with accounting informurion that is useful to

manageient.”
~R.N, Antony

“Management accounting is the presentation of accounting information in such a way
as fo assist management in the creation of pelicy and in the day 1o day operations of
an undertaking. "

—Anglo American Counci! of Productivity

i

“Any form of accounting which enables a buyiness to be conducied more efficiently.
—Instituie of Chartered Accountants, England

"Management aecounting s the [dentification, measuremend, accurnuletion, analysis.
preparation, imierpretation and communication of informution thar assists the
executive in fulfilling organisational objectives.

—C.T. Homgren

"The application of accounting and statistical lechniques ro the specific purpose of
producing and interpreting information designed to assist management in its function
Q:f promating muximum efficiency and in envisaging. formulating and co-ordinating
future plans and subscquently in measuring thedr execution.”

—Association of Ceified Accounants

" B N 4 . N - _ .
Management accounting is concerned with accouniing information which is usetil to
management.”
—-Robert Anthony
» L ,
Managemen: accounting is the presentation of accounting information in such a wav

to assist management in creation of policy and in the day-to-day operation of the
undertaking. ” '

—Anglo American Productivity Report



"More intimaic merger of the two older professions of munagement and accowiting
means for their sarisfuction, ™
—Smith

"These ary informaiion generaled by accountunis fir managers.”
—Anonymous

In sum, we can say by going through these definitions, that management accounting
by the use of various techniques provides information useful for plapning and
controlhng the progress of an organisation towards its goals efficientty. The
accountants generate the information for the vse of management.

1.3 OBJECTIVES OF MANAGEMENT ACCOUNTING

The objectives of management accounting are given as following:

® To assist the management in promoting efliciency. Efficiency inchides best
possible services ta the customers, investors and emplovees.

e Ta prepare budgets covering all functions of a business, r.v, production, sales,
research and finance.

e To analyze monetary and non-monetary transactions,

& To compare the actual performance with plan for identifying deviations and their
causes.

e To inerpret financial stalemenis to enable the management 1o {ornulate future
policies,

e To submit to the management at frequent intervals, operaling statements and
short-term financial statements.

® To arrange for the systematic allocation of responsibilities.
& To provide a suitable organisation for discharging the responsibilities.

In short, the objective of management accounting is to help the management in
decisions-making and implementing them efticiently.

The above information can be stated more clcarly by the following diagrammatic
representation.

Prowiding, Inlormation Paruicipating, in lhe Management Process

L _J

Responsiblines

Planning { Evaluaion ] Controlfing, Assunng accouniability [ Fxlernal reporting,

N ——

Principal Admities

Repo- | Inierpretation § Resource | Information syslems | Technokogical Verifi- Admini-
rting management development implementation cation stratton
-
Processes

Pigparation and | Commurication
inlerpretrion

Identilication Measurement Accumulation

Figure 1.1: Objectives of Management Accuunting
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1.4 NATURE AND SCOPE OF MANAGEMENT

ACCOUNTING

The scope of manaspement accounting is very wide. 1t includes within ats fold all
aspects of business operations. The following areas indicate the scope of management
accounting:

Financial Accounting: Financial accovnting provides bistorical information. li
forms the basis for future pJaruiing and financial forecasting. A properly designed
financial accounting system is a musi for securing full controi and co-ordination
of business operations.

Cost Aecounting: Cost accounting provides various techniques ol costing like
marginal costing, standard costing, operation costing. efc. These techriques play
ant important role in assisting the management in the formutation of poticy and the
operations of the undertaking.

Budgetary Control: This includes {raming of budgels, comparison of actual
performance with budgeted performances, computation of vartance, finding out
their causes and suggesting remedia) measores.

Invensory Conirol: It is concerned with control over inventory from the time it is
received till its disposal.

Reporring: Reporting includes the preparation of manthly. quarterly, haif-yearly
income statements, and other related rcports such as cash flow and funds flow
statements. These reports are submitted 10 the management for evaluation of
performance and deciston-making.

Statistical Methods: Statistical 1o0ls Jike graphs, charts, index numbers etc., are
used for presentation of information to various dcpartments.

Taxation: 1t includes preparation of income statement, assessing the effect of tax
on capital expenditure proposals and pricing.

Methady anid Procedures: They deal with organisational methods for cost
reduction, procedures for improving the efficiency of accounting and office
operations.

Invernal Audit: This refers to the establishmem of a suitable intermaf audit system
{or internal control.

Office Services: They cover a wide range of activities like data processing, filing,
copying, printing, communication, etc.

Apart from the above, further scopc of the management accounting is as under:

The scope and ambit of management accounting is wide. 11 encompasses financial
accounting, cost accounting, operations research, economics, statistics, behavioural
science, management techniques and computer science,

Financial accounting has provided methods of recording transactians and working
out the total profit for the concern.

Cost accounting bas enabled cost finding, cost eontrol, special studies, fixing
standards. vartance analysis and operasional leverage.

Operation research iechniques like linear programming, economic quantities to
order have found a place for decision-making.

Price fixing, dumpiny and weatment of sunk costs are econotnics.

Regression analysis is from statistics.



® Wages, bonus, rewards and punishment, learning curve belong to behavioural
science,

e Reporting to suit various levels and reporing by exception are management
methods.

® Computer software has enabled preparation, processing and analysis of data and
compilation of reports and decision-making easier.

Planning, controlling and decision-making have considerably improved by Lhe use of
above techniques, Mapagement accounting is future-oriented and any science, which
can help future processing of events to make rationale decisions. will certainly find a
place in management accounting.

Qf recent development, it is the inclusion of finance under the umbrefla of
management accoumting for resource mobilization and money management.
Techniques of cash flow discouniing, financial leverage are some of the more
important aids.

1.5 CHARACTERISTICS OF MANAGEMENT
CONTROL SYSTEM

Financial accounting has a history of five centuries, and has developed its principles
long back and is 1otally standardised now. But management accounting has a history
of only four to five decades and is evolving its principles gradually. The author has
outlined the conventions which are essential from the standpoint of study of the
rnanagement accounting,

® Collection of Accounting Informatipn: Financial accounting provides basic data
about the past and prescnt performance of the organisation in the form of profit
statements, balance shect, schedules and repotts. To solve a business problem or
to take a decision, the data may be interpreted with an appropriate tool or
technique or the management accountant may deviate from the factual data,
modify them suiting to the needs of the siteation to solve a problem. However,
these operations should not be expensive, and hence, scientific methods are used
1o collect and interpret the financial data.

® Revalwation Accounting: This concept has been explained as a technique. But
this is also a convention ar principle adopted in management accounting, This
implies the presentation of capital in ‘real’ form or at its present worth. This is
finked to the fluctuation in value of money. Although this principle is still under
controversy, accountants are adopting this on a greater scale.

o Control-at-source Accounting: Anolher convention practiced in management
accounting is that adopting a system to control the cost at Lthe points at which they
are incurted. To adopt this control technique, the systerns are devised 1o be
adopted at the points of material handling, labour menagement, etc. Cost
consciousness among the employees is also inculcated, with this, cost of
production is minimised and results in effective cost control. This is another
principle of management accounting. Distinction should also be made between
conlrollable and uncontrotlable costs and they should be bifurcated to fix
responsibility.

® Appropriation of Overheads: This involves the allocation of overheads to
different products on the basis of benefit received from each product. This
allocation of overheads to different cost centres is made with the object of
justifying the distribution in an equitable manner.

1
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® Management by Excepfion: This is a principle of management according to
which the information given 10 top management is minimised by transmitting only
such information which needs decision by the management. The information
relating to the ‘variance’ (differeoce between set standards and actual
performance) is also transmitied to the top management for their perusal. This
type of giving only processed information to the top management helps them in
taking sound managerial decisions.

o  Business Efficiency: To assess the business ¢ffictency, 2 practice is foliowed.
Rate of return on capital employed will be taken as ibe indicator to measure the
business standard. Capital employed for this purpose will be viewed from the
“present replacement valwe’. This §s another convention or principle followed in
management accounting.

o Systems Efficiency: The sysiems adopted and various policies, procedure and
forms used in management accounting should suit 1o the needs of the organisation.
As long as they arc useful, they have to be adopted and are to be discarded as they
are found to be vseless or less effective.

o Jnformation Blznding: Another convention followed or 10 be followed is that as
far as possible information oblained from functional areas are 10 be integrated ot
blended 10 make available the comprehensive and inter-rejated information 10 the
fop management, in order 1o 1ake sound managerial decisions.

e Application of Information of Selective Basis: Although large quantity of
accounting and other information was collected, while adopting the data for
interpretation, it showld be made on a selective basis. For this, dala should be
processed and only relevant information should be supplied to the management.
Hence, data processing is another practice or principle of management accounting.

e Forecasting Ability: Another principle or convention to be followed by the
managenient accounting is that i should be capable of foreseeing the problems
and avoid them as far as possiblc. This needs creativity and vision on the part of
management accountani. Tools like budgetary contrel and standard costing are
given importance (n this context, They are used as cost effective tools and with
their help, the management can develop {forward looking approach.

Management accounting is still in its infant stage and has grown out of traditional
accounting, some more conventions and principles may emerge in future. or some of
the existing conventions may be given up.

o Data Feeding: It is the objeciive of management accouming to feed the
accounting data, reguired for dccision-making purposes. The information to be
supplicd to the top management should be processed by the mabagemest
accountant. Only relevant data arc to be supplied.

e Effficiency: Another objective of managemenl accounting is 10 increase the
operattonal  efficiency of the enterprisc. The management accountant by
processing the daia makes it more meaningful and supplies the same to the top,
which opens up new vistas to toke sound managerial decisions. This increases the
overall efficiency of the organisation,

® Conrrol: One vital funclion of inapagement is to control the activities in the

organisation, to see that performance of each functional area js achieved up to the
set stanglard. The objective or task of the management accounting is to direct al}
accounting efforts wowards the control of the destiny of the enterprise. This means
every operation of the business enterprise will be controlled threugh certair;
techniques like budgets or by adopting “internal check™ system (automatic



checking of operation without the knowledge of one another) to run the
organisation smeothly.

o Aveid Guesswork: Efficient and sound working of an organisation cannot proceed
on guesswork. Precise and exact accounting information should be made avaifable
1o the top management to fomulate policies. Hence, the objective of management
accountant is 10 climinate the element of intuition and guesswork from business
decisions and provide exact accouming information to the management. Valid
information is provided with the increased use of tools of management
accounting. It provides techniques for useful interpretation of accounting data and
avoids guesswork and develops realistic information in respect of future
transactinns,

e  Motivation: The management accountant in the process of obtaining relevant
accounting and other data deals with the concerned personnel. These personnel
engaged in ditferemt operations of the organisation should be made 1o work
effectively, The objective of management accounting in this context is 1o provide
methods (0 generate and sustain appropriale molivation amongst the workers,
Leadership gualities too have 10 be devejoped at different levels of management.
Manayers should develop diagnostic techniques to improve the economic
performance of the organisation. All this has to be assisted by managemcni
accountant.

®  Maxinum Utilisation of Resources: Every enterprise always aims at protfi
maximisation. To achieve this objective, the scarce resourves of the organisalion
are Lo be profilably employed. The allocation and use of resources require skill.
The employmeni of funds jn different functional areas of the organisation afso
rcquires the identification and assesament of exact (und requirement of each
department. The affocation of resources is a complicated task. The managemen
accourtant obtains the information, assesses the fund reyuirement of each
department and helps the top management in scientific allocation of scarce
resource and follows the 1rack for maximum utilisation of these scarce resources.
Thus, another cbjective of management's accounting is to ulilise the scarce
resources in an optimal way.

From the above, it 1s crystal clear that the objectives of managemem accounting with
tremendous growth of industrtal activity, increasing severity of comgpetition and
complexily of technical process, management accounting has gaincd momentum and
is helping in solving the complicated production and business probiems. It
encompasses all operations of an enterprise night from planning, organising. directing,
communicating, 1w controlling. aims at processing and interpicting financial daty,
provides true processed data 1o the top management to take sound managerial
decisions. |15 main object is to broaden Lhe services of accounting to management. and
eliminate guesswork. [t also has the objective of apening new lines of thought on work
measurement. it provides meaningful accounting data to all levels of management and
equips them to analyse accounting data. The limitations of financial accounting have
been overcome by management accounting, However, the subject is still in i1s infancy
and has cenain limitations,

1.6 IMPORTANCE OF MANAGEMENT ACCOUNTING

The importance nf management accounting is summarized below:

o felps in Decision-making: Management accounling helps in decision-making
such as prictng, make or buy, acceptance ol additional orders, setection of suitable
product mix etc. These important decisions are taken with the help of marginal
costing iechnique,

9
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o Helps in Planning: Planming includes profit planning, preparation of budgets,
programmes of capital investment and financing. Management accounting assists
in planning through budgetary control, capital budgeting and cost-volume-profit
analysis.

o Helps in Orgenizing: Management accounting uses vatious too)s and techniques
like budgeting, responsibitity accounting and standard costing. A sound
organisational structure is devejoped 1o facilitate the use of these techniques.

8 Ffacilitates Comununication: Management is  provided with up-to-date
information through periodical reports. These reports assist the management in the
cvaluation of performance and centrol.

o Hrelpxy in Co-ordinating: The functiona) budgets (purchase budget, sales budget.
overhead budger etc.) are integrated into one krown as master budgetl. This
facilitates ctear definibon of departmental goals and co-ordination of their
activities,

o  fvaluation and Centrel of Performance; Management accounting 15 a
convenient teo] for evaluation of performance. With the help of ratios and
variance analysis, the efficiency of departments can be measwred. Management
accounting assists the management in the location of weak spots and in laking
COTTOCHVE ackions.

e JInterpretation of Finenciul information: Management accounting presents
information in a simple and purposeful manner. This facilitates quick decision-
meaking.

&  Econemic Appraisal: Management accounting includes appratsal of social and
econamic forces and government policies. This appraisal helps the management in
assessing their impact in the business.

1.7 ROLE OF MANAGEMENT ACCOUNTANT

A managefment accountant is a very important key person in the ovganisabion. His
main job in the organisalton is planning and control.

Planning is of two types. One is a short-term plan known as a budget. A budget js a
quantitative expression of management’s short-term intentions. Budget serves also as
a too! for coordinating the various activities and to the extent the actuals compared to
budget works as a teol of control.

The ather type of planning is called Jong-lenn plan or corporate pian or sirategic plan.
This type of plan is usually prepared for three te five years. Long-term plans indicate
the managemeni’s inteni where the orgamsation should reach ja that time span. By a
series of budgets, fong-term plans are reached.

[tis the responsibility of the management accountant to prepare both the type of plans
and waleh their actuat performance. For this purpose, he has 1o re-classify the
accounting data and assemble them to suit the user department’s need. He also has to
scan the environment for external information. He has o be particuiarly careful of the

performance of his competitors and try and obtain information about their long-term
strategy.

The management accountant should arrange for varjous reviews of the budget and
corporaie plan i order to take action on deviations. If the deviation or variances are

seasonal he may not take steps to correct the plans; otherwise he should modify the
plan in consultation with the top management.
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The management accountant will undertake a number of special siudies for capital
cxpenditure; make or buy decisions. lease or buy decisions.

Tt will be the responsibility of the management accountant ta establish a good system
for the use of manngement. devise all paper work and prescribe the periodicny of
repors and mapner of submisston,

We have already seen the management accountant's role as a purely staff function, in
relation to other departments. In vicw of the preat use of management accounting, the
controller now attends all important poficy meciings and participates. As one (oreign
publication has stated, “the management accoumtant participates as the part of
management in assuring that the organisation operalgs as a unifted whole in its long-
run, ntermediate and shor-run best interests.™

We may sum up saying. ‘the management accountant’s role iz thal of purvevar.
processor and presenter of information and alse a planner for (he uchievement of
corporate goais both short and long-run.

1.7.1 Future of Management Accounting

Management accounting is still in its infancy and is playing a secondary role. Many
concerns in India are content with financial accaunting due to the ignarance of the
benelits of management accouniing. They spend lot of time and maney in gathering
information each time classifving and re-classifying the past data. By the time they
could decide, many chanpes take place making the data gathered obsolete.

The world over. information technology has undergone an explosive growth. The
advent of computers, concords and containerization, globalization ol demand has
taken place. The cross-barrier tenders have to he competitive in pricing and speedy in
perfaormance with an assurance on quality. Internet becomes an ongoing means for
demand generation. Response has to be prompt and pricing competitive and terms
acceptable. Only management accounting can meet these requiremcats.

Quantnative tools are frequently used in nanagement decision making rnow.
Management accounting, which has already adopted many technigques, can further
permit grafting. Concerns that have made use ol management accounting have
benefited in large measure in the US like Du Pont, General Motors, and United Steel.

The quality of service to be provided by management accounting to a large extent
depends on the capability of the controller and his stafl. These persons will have to
continuously update their knowledge with the subject and happenings the world over.

Realizing the importance of management accounting to the business, many accounting
bodies have included the subject of management accounting in their course
cwrriculum. Special seminars and conferences are held for continuous education. With
the coming of Forgign Institutional Investors (F1i's) and Overseas Commercial Bodies
{OCBs) to India, their knowledge in this area will be available to us. The future of
management accounting seems to be promising and rewarding.

1.8 FUNCTIONS OF MANAGEMENT ACCOUNTING

Functions of management accounting include all acuvities connected with collecting,
processing, infcrpreting and presenting information to the management. The mam
functions of management accounting are given as follows:

¢ Forecasting: Making short-term and long-term f(orecasts and planning the future
operations of the business.

o  Organising: Organising the human and physical resources of the business. This is
done by assigning specific responsibilities to different people.

|
An fatradection o
Mawngement Accounting



2
Managemen Accounting

¢  Co-grdinating: Providing different tools of co-ordination. Examples of such toots
are budgeting, tinancial reporting, financial analysis, interpretation, etc,

o Controlling! Controlling performance by using standard costing, variance analysis
and budgetary control.

& Analysis and Interpretation; Analyzing and interpreting financiat data in a simple
and purposeful manner.

o Conmmunicating: Communicating the results of business activitics through prompt
and accuraie reporting systerm.

e Econmmic Appraisal: Appraising of social and cconomic forces and government
policies and interpreting their effect on business.

1.9 ADVANTAGES OF MANAGEMENT ACCOUNTING

Advaniages of management accounting are given below:

» [t facilitates the planning of functions of the business enterprise.
e 1t helps in orpanizing.

e [t facilitates reponting,

e 1t guides through proper co-ordination.

e it extends the tool of an analysis of comparison in between the actual and standard
performance.

1.10 LIMITATIONS OF MANAGEMENT ACCOUNTING

Limitations of management accotnting are given below:

e 11 faciitates the planning of fimctions nf the business enterprise.
e i helps in organizing.

® It facilitates reporting.

& It guides through proper co-ordination.

e 1t extends the too of an analysis of comparison in befween the actual and standard
performance.

1.11 MANAGEMENT ACCOUNTING, FINANCIAL
ACCOUNTING AND COST ACCOUNTING

Managers need financial information in order to plan for the activities of the business.
Accounting is sometimes called the language of husincss as it communicates timely
nformation about an enterprise for decision-making to various users. Users of
accounting information can be broadly divided into two types, namcly, external users
and internal users. [nternal users of accounting information are those persons who
directly manape the business. [nternal users include managemeni at the top, middle
and lower levels. Information required at different levels of management is different
sice each group has a different set of informational needs keeping in view the
differcnt types of decisions they are takang. For example, the top level may be more
concemfzd with strategic planning. Intemal users are concerned with manageinent
accounting. External users of accounting information include lenders. sharcholders

investors, external auditors, creditors, government. The main source of information Fo;-
extem.a[ users are annual, half yearly and quarterly financial staternents ol the
organisation. Only the annual financial statements are audited reports. These reports




are prepared to show the performance and position of the business at the end of the
accounting period. External users are interested in linancial accounting.

1.11.1 Mapagement Accounting

Management accounting is primarily concerned with the use of accounting
information to assisl managers in decision-making and prosides information meant for
inlernat use. Unlike ftnancial accounting, management accouwnting information is
usually confidential and is used within an organisation, Mapagers gather the data and
analyse. process, interpret and communicate the resulls so that this information can be
used for making sound intemal decisions, e.g financial decisions, marketing
decisions, production decisions, and resource allocation decisions. Management
accounting draws information from financial accounting. 7'he external users have o
rely on financial statements (balance sheet, profit and loss account) as their principal
source of information about an organisation. [n addition, it develops information 10
enable management to take decisians which is [uturistic in nature and helps to get a
clear picture of the whole organisation.

Management accounting helps the different systems in an arganisation tv work in a
success(u) coordinated manner by acling as a2 communication link between various
syslems. Accounting integrates the information [ram other sysiems such as marketing,
production, research and development in a manner that it is expressed in [inancial
terms sv as 1o enahle corporate decision making. Management accounting reports are
usually designed for making a specific decision and pravide information lor relatively
short periods of time. They are not governed by any set of principles and are nog
required by law. Since managemem accounting is not required by law, the reports
prepared by jmapagement accouniants are subject to a cost henetit analysis, ie the
perceived benefits of the report should exceed the costs. Also, as no external standards
are imposed on information provided to internal users. management accounting
reports run the risk of being subjective. Management accounting inforination may be
mopetary or non-manetary.

1.11.2 Financial Accounating

Financial accounting information is designed primarily lor use by persons outstde the
firm, such as creditors, stockholders, owners, governmental agencies, and the general
public. Most companies publish flnancial accounting data through a set of general
purpose statements known as the company’s annual report, These statements pravide
mosi of the information needed by external users. Specialised needs of specific users
are satisfied through supplementary reports which are published at various intervals.
Financial accounting provides information that covers relatively long periods of times
like one year. In addition, financial accounting information is hisworical n naturc and
the financial accounting reports concentrate more on the results of past decisions.
Financial accounting is govemned by the GAAP that are a common set of accounting
principles, standards and procedures that companies use to prepare their financial
statements. The GAAP arc followed by companies so that when the invesiors are
analysing the financial statements for investment purposes. they have a minimum
level of consistency, for example in revenue rocognition, Balance Sheet item
classification and so on. However, a kev aspect of the GAAP is that it also
accommodates variation in applied accounting methods. Accountants can use either
the Last in First-out (LIFO} or First-in First-out (FIFQ) mcthod of invemory valuation
that cauld lead to ditTerent net profit fipures for the company. Fipancial accounting
reports are developed from the basic accounting systein, which is designed to
highlight the data about completed transactions. Financial accounting cnncentrates on
the organisaiion as a whole. To summarize both management and financial accounting
deal with economic events, Both are concerned with revenues and expenses, assels,
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liabilities and cash flows. Also, both require quanitfymg the results of economic
activity. In actual practice, it is difficult to classify information as being either
exclusively financial or managerial. The twe accounting svstems are part of the total
business system and hence they normally overlap. For example, much of the future
planning data associated with management accounting is based on the bistorical
information which is retained for financial accounting purposes.

1.11.3 Cost Accounting

According to the Chartered fnstitute of Management Accoumtants, London, Cost
Accounling is the process of accounting for costs from the peint at which its
expenditure is incurred or commitied to the estrblishment of the ultimate relationship
with cost units. It embraces the preparation of staristical data, the zpplication of cost
control methods and the ascertainment of the profitability of the activities carried out
or planned.

1.11.4 Distinction between Management Accounting and Financial
Accounting

The following are the main differences berween financial accounting and management
accounting:

® Objectives: The main cbjective of financiat accounting is to supply information in
the form of profit and loss account and batance sheet to ownside parities like
shareholders, creditors, governiment etc, But the objective of management
accounting s to provide information for the intemal use of management.

o  Performance Analysis: Financial accounting is concerned with the overall
performance of the business. On the other hand, management accounting is
concemed with the departments or divisions. It reporis about the performance and
profitability of each of them.

e PDara Used: Financial accounting is mainly concerned with the recording of past
events whereas management accounting is concemed with {uture plans and
policies.

¢ Nature: Financial accounting is based on measurement while management
accounting i5 based on judgment. Becausc of this. firancial accounting is more
objective and management accounting is more subjective.

® Accurgcy: Accuracy is an imporant factor in (inancial accounting. But
approximations are widely used in management accouniing, This is because most
of the informanon is related to the future and iniended for internal use.

o Legal Compulsion: Financial accounting is compulsory for all joint companies
but management accounting is only eptional.

® Monetary Transactions: Financial accounting records only those transactions
which can be expressed in terms of money. On the other hand, management
accounung records not only moneiary transactions but also NON-MONEary events,
namely fechnical changes, govemment policies, etc.

° f?ontro!: Financial accounting will not reveal whether plans are properly
implemenied. Managemen accounting will reveal the deviations of aciual
performance from plans. It will also indicate the causes for such deviations.

1.11.5 Distinction between Cost Accounting and Management Accounting

®  Objective: The objective of cost accounting ts the ascortainment and control of
eosts of products or services. But the objective of management accounting is to



help the management in decision-making, planning conrrol, etc. This objective is
achieved by furnishing relevani accounting information to the managementt,

& Scope: Cost accounting deals primarily with cost data. But management
accounting deals with both cost and revenue. It includes financial accounting. cost
accounting. budgeting, reporting to management and interpreiation of financial
data. Thus. the scope of management accounting is wider than that of cost
accounting.

e Data Used: [n cost accounting, only those transactions that can be expressed in
figures are included. Only quantitative aspect is recorded in cost accounting. But
management accounting uscs both quantitative and qualitative information.

®  Nature: Cost accounting uses both past and presemt figures. But management
accounting is concerned with the projection of figures for the future. The policies
and plans are prepared for providing future guidelines.

However, cosl accounting and management accounting are complementary in nature.
Cost accounting {urnishes detailed cost information, Managemeni accounting analyses
and presenis the data in a mtore meaningful and inforinative manner. It helps the
management to use the cost data cffectively.

1.12 TOOLS AND TECHNIQUES USED IN MANAGEMENT
ACCOQUNTING

Management accounting is mainly a discipline concerned with the analysis and
interpretation of financial and non-financial data 10 take decistons relating to business
problems. Certain tools are used to analvze the accounting data. Some of the
management tools are used for decisions-making by the management experts are:
Ratio analysis, Comparative financial and income statement, Common size income
and balance sheet, Trend analysis. Funds flow statemcnt. Cash flow statement, Break
even analysis. Budgelary control. Standard costing and Marginal costing, Activity-
based costing, Objecuve custing, FEconomic value added. These tools and techniques
are discussed in the following paragraphs:

\. Financial Analysis: This is one major iechnique adopled by every management
accountant 10 know the financial position, financial status of the business concem
or organisation. This technigue involves the following two operations:

& Financial Planning: Tinancial planning ts deciding in advance, Lhe course or
line of action for the fulure in respect of the financial management of a
concern. Tt inchudes estimating the amount of [inance of capital 1o be raised,
determining the forms and the proportionate amount of the securities to be
issued for raising the capiial and laying down the policies as to the
administration of the financial plan, laying down the policies as to the
administration of the financial plan.

@ Chther Steps.

Projection of financial statements
Determinations of funds needed

Forecast the availability of funds

Establish and maintain systems of controls

Develop procedures

> @& &> & > >

Establish performance-bascd management compensation sysiem
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Budgetary Controf: A budget is basically a cost plan relating to a period of time,
Time is a fundamental factor in any budget. It is also important to appreciate the
implication of the word “eost”. A cost is the value of economic resources used.
Actually, a cost plan {s a resource plan in terms of value. It is to be appreciated
that a plan alon¢ is usually quite inadequate and there must be a means of
moniteting and keceping it on the required course. We have altluded to this being
achieved by budgetary controf, which specifically is concerned with:

<+ The companson of actual results against budget.
% The identification, recording and communication of controllable differences.

<+ The taking of corrective action either to maintain budget levels or to re-plan to
meet vecenl developments. The compansen of actual against budget
performance requires that the budget is divided into twelve monthly periods or
four weekly periods against which data coflected about actual results far each
period may be compared. Thus, the budgetary control directs business
operation in desired direction.

Funds Flow Statement: The funds {lJow statement is a report on the movement of
funds or working capital. It explains how working capital is raised and used
during an accounting period. This toal gives the insight in to statement of sources
and application of tunds. This technical device designed to analyze the chaoges in
the financial condition of a business enterprise between two dates. Comparative
analysis of the financial data can be made easily with the help of funds flow
stalement,

Cost Acepunting: This helps management to conduct performance appraisal and
alsa facilitates in formulating price policies. Standard cost is compared with actual
and historical cost. On the basis of this, management can take a decision to plug
the loopholes in spending and sound expenditure norms can be formulated.
Especially. in the realm of cost accounting, standard costing and marginal costing
techniques are adopted in management accounting.

2 Standard cost Standard cost means the predetermined costs based on
scientific analysis of varmous expenses. The actual expenditure incurred in
producing a product or in any job or process or contract should atain the Jevel
of standard cost. Standard costs are only estiinates and they tell as to what
should be the cost under ideal conditions. Actual cost js compared with the
standard cost and the 'variance' {difference between actual cost and standard
cost which is positive or negative} will tell the management to control the cost
on sound lines.

“»  Marginal cosi; Additionat expenditure incurred to produce additional unit of
goods is called marginal cast. This is comparatively a new area in the field of
accounting. This 15 adopted in 'cost-volume-profit’ analysis and also in break-
even analysis. This is basically connected with variable cast {expenditure
incurred on variable item, like raw material) and the management can control
the variable cast wili the help of this and sound decisions regarding
preduction and disiribution,

Inflation  Accounsing: This is also called revaluation accounting. Many
tanagement accountants are using this technique to maintain the capitat in real
terms. Manggemenr accountants, in order [o meet the needs of the changing
bu;mess environment and economy, revalue the assets of the enierprise al current
prices and show the increase or decrease in the value of capital. So inflation
accounuing has become another technique of management accounling.



6. Staristical Tools: Statistical and graphical techniques are employed in decision-
making process. Today, management accountants continuously use these
technigues to selve management and business problems. Sales chart, invesiment
chart, master charts, current asscts chart are the some of the graphical techniques.
and break-even point, linear programming, regression equations are some of the
stalistical techniques are used for finding out solutions (or business problems.

7. Repores: The manapement accountant collects information from different sources
and compiles them and transmits ihem to the top management through an effective
communicativn sysiem called ‘Reports’. He cannot all the time speak orally to the
top management on various deciston-making acivities. The information is to be
recorded and made available to all levels of management to facilitare them to
carry out their work effectively. This job will be made in the form of preparing
reporis relating (o actual facts and submit them to appropriate authorities. Thus.
reports help in proper planning, controlling and in decision-making. They translate
the activities involving people issues and even abstract relationship into monetary
terms.

1.13 THE DECISION-MAKING PROCESS

Since information produced by management accountants must be judged in the ligi
of s ultimate effect on the ovutcome of decisions, it is necessary to understand the

decision making process,
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Figurc 1,2: The Decision-making Process

Figure 1.2 presents a diagram of & decision-making model. The first five stages
represent the decision-making or the planning process. Planning involves tdentify the
objecrives, search for ahernative courses of action, gather data about alternatives,
select alternative courses of action and implement the decision. The final two stayes
represeni the contral process which is the process of measuring and correcting actual
performance to ensure thal the aiternatives that are chosen and the plans for
implementing them are carried out.

1. [Ideniifying Objects: The first stage of decision-making process is (o specify the
voals or objectives of the organisation. The objeciives of the firm are to maximise
profits for owners of the firm or more precisely the maximization of shareholders
wealth. Some experts suggest that the firms seek to maximize the vajue of future
net cash iollows (that is. future cash receipts [ess cash payments) or to be more
precise the present value of future net cash inflows. The reasons for choosing
these objectives are as follows:
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11 is unlikely that any other objective is as widely apphcable in measuring ihe
ability of the organisation to survive in the future.

< It is uplikely that maximizing the present vatue of future cash flows can be
realized n practice buf by establishing the principles necessary to achieve this
objective one can leamn how 10 increase the present value of future cash flows.

+ {t enabies shareholders as a group to know how much the pursuit of other
goals js costing them by indicating the amount of cash distributed among the
members of different groups,

The Search for Alternative Courves of Action: The second siage {s a search for a
range of possible courses of action {or sirategies) that might enable the objectives
to be achieved. In particular, the company should consider one or more of the
following courses of action:

<+ Developing new products Tor sale in existing markets
<« Devetoping new products for new markets
<+ Developing new markets {or existing products

Coliect Duter ahont Aliernafives: When polential areas of activity are identified.
managemcnt should assess the potential growlh rale of the activities, the ability of
the company to establish market share and the cash flows for each alternative
activity Tor various staies of nature (ie., uncontrollable factors like economic
boom, high inflation, recession, the strength of the competition and so on,

The course of action selected by the firm will comunit is resources for a lengthy
period of time and how the overall place of ihe firm will be affecied within its
environment — that is, the products it makes, the markets it operates in and 15
activity 10 meet future changes. These decisions are referred as lang run or
strategic decisions. Some decisions do not commit the firms' resources for a
jengthy period of time. Such decisions are short-term or operating decisions and
arc normally the concern of operating level managers. Examples of short-tenn
decistons include the following:

+  What selling price should he s¢1 for the firm’s products?

.
e

How much unifs 10 be produced of each produci?
< What media should be usex for advertising the firm’s products?

< What Jevel of service shall we offer customers in terms ol the number of days
required 10 deliver an order and the after-sales service?

Select Appropriate Alfernative Courses of Action: In praciice, decision-niakers
choose between competing altemnative courses of action and selecting the
alternatives that satisfies the objectives of an organisation. If our objective is to
maximise fufure net cash inflows, we can tank the altematives in terms of net cash
benefits and those showing the greatest benefits subject to any qualitative factors.

Implementation of the Decisions: This stage refers to the implementation as part
of }he budgeting process. The budget is a financial plan for implementing the
various decisions that management has made, The budgets are expressed in terms
of cash outflows and cash inflows and sales revenues and EXpenses,

Compa{rfng Actual and Planned Outcome and Responding to Variations from
Plan; The management process of contro) consisis of the measurement, reporting

and subsequc.m correction of performance (o ensure that the frm'’s objectives and
plans are achieved,


http:subsequc.nI

To monitor performance, the accountant produces performance reparts and presents
them to the appropriate managers who are responsible {or implementing the various
decisions. Performance reports provide ieedback information by companng planned
and actual cutcomes. Such reports mghlight those activitics that do nuot conform to
plans. so that managers can fucus on those items. [his process is konown as
“Management by Exception™.

The process of taking corrective action so that actual gutcomes conform to planning
outcomes or the modification of the plans if the comparisons indicate ihat aciual
outcomes do not conform to plan cutflows is indicated by the arrowed lines in Fig 1.2
linking stages 7 & 5 and 7 & 2. These arrowed lines represent “feedback Joops™.

Cheek Your Progress
Iill in the blanks of the following:

1. is concerned with control over inventory from the time, it is
reccived till its disposal.

L2

has enabled preparation. progessing and analysis of data and
compilation of reports and decision-making easier,

3. is a principle of management according to which the
informarion given to top management is minimised by transmitting only
such information which needs decision by the management.

4. A i a quantitative expression of management’s short-temm
intentions.

5. Accounting is sometimes called the _as it cominunicats
timely information about an enterprise for decision-making (0 various
users.

6. A is the value of economic resources vsed.
- |

1.14 LET US SUM UP

e Management accounting today is a branch of accounting. Financial accouniing
was Tound efficient for management decision-making becausc it reporied the state
of affairs of the company as a whole posthumously. This was all right for the
owners and other outsiders.

e Management accounting is the accounting system for muking decisions of the
business enterprise. Management accounting tuynishes the necessary infonnation
to assist the business enterprise to make rational decisions through the
development of policies and procedures in order to meet the day 1o day
commitments of the enterprise.

e The term ‘Management Accounting’ refers to accounting for the mapagement.
Management accounting provides necessary infonmation to assist the managentent
in the ereation of policy and in the day-ta-day operations.

e The scope of management accounting is broader which draws concept and
applications from various disciplines.

® TFunctions of management accounting include all activities connected with
collecting. processing, interpreting and presenting informatian 10 the management.
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e  Managers need financial information in order to ptan for the activities of the
business. Accounting is somectimes called the tanguage of busuiess as it
communicates timely information aboul an enterprise for decision-making to
various users.

& Users of accounting information can be broadly divided into two types, namely,
external users and infemal users. Unlike fOnancial accounting, management
accounting information is usually confidentral and is used within an organisation.

& Managers pather the data and analyse, process, interpret and communicaie the
results so that this information can be used for making sound internal decisions,
e.g tinancial decisions, marketing decisions, production decisions, and resource
allocatton decisions.

® Financial accounting information is designed primarily for use by persons outside
the Hrm, such as creditors, stockholders, owners, govenunental agencies, and the
gencral public. Most companies publish financial accounting data through a set of
general purpose statements known as the company 's annual report.

1.15 LESSON END ACTIVITY

“The main objective of management accounling is to appropriate policy and to
formulate plans in order 1o achieve desired objectives ol the cempany.” Do you agree
with the statement? lllustrate your answey.

1.16 KEYWORDS

Management Accounting: Management accounting is the presentation of accounting
information in such a way as to assist management in the creation of policy and in the
day to day operations of an undertaking.

Cost Accounting: Cost Accounting is the process of accounting for costs from the
point at which i1s expenditure is incurred or commitied to the establishment of the
uitimate relationship with cost units.

Funds Flow Stetement: The funds flow statement is a report on the movement of
funds or working capital.

Inflation Accounting: [n inflation accounting. on¢ records price changes that affec
the purchasing power of current assets and the value of the company's fung-term assets
and liabilities.

1.17 QUESTIONS FOR DISCUSSION

I, Write briefiy of the evaluation of management accounting.

Explain the scope of management accounting.

State the functions of management accaunting.

L LI b

“Management accounting serves as a tool 1o management.” Analyze this
statement.

Write on the objectives of management accotnting.
Explain the importance of management accounting.
Write briefly the scope of management accounting.

Briefly explain the characteristics of management accounting.

© % oo

Write briefly on the rofe of the management accountant.



10. Distinguish between the management accounting and cost accounting, 21
An Introduction to

11. List out the contradictory areas of interest in belween management accounting and Memagcment Accoumting
financial accounting,

12. Write about the advantages and limiations of management accounting.

Check Your Progress: Model Answer
. TInventory Control

2. Computer soflware

3. Management by Exception
4, Budget
5

6

Language of business

Cost
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2.0 AIMS AND OBJECTIVES

After studying this lesson, vou should be able 1o

Explain the meaning of analysis and interpretation of financial statements

Understand the procedure for analysis and interpretation of financial statements
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® Discuss the types of analysis of financial statemems

e [xplain various methods of financial statement analysis and interpretation

2,1 INTRODUCTION

The financial satements arve affording many facts though they are absolute and
concrete in terms; but not in a position to interpret and analyse the stature of the
enterprise. To analyse and interpret, the financial statement analysis is being applied
across the financial statements. Under the financial statement analysis, the information
availabte are grouped together in order to pull out the meaningful relationship which is
afready availabie among them; for interpretation and enalysis. We know that the
financial statements include - Trading and Profit & Loss Account, Profit and Loss
Appropriation Account and the Balance Sheet. These statements give only the
information to the managemcni regarding the financial conditions, and profits which
help the management o conwol the business. Therefore, for the betier understanding
of the financial siaternents, the self-appraisal of the business and for the better
judgement of outsiders regarding the performance of the company, the analysis of the
financial statements is done.

2.2 MEANING OF ANALYSIS OF FINANCIAL
STATEMENTS

—r—

Analysis ol financial statement is the process of criticalty examining of the daia of the
financial accounts. The main funcuon of this analysis is to {ind the strengths and
weakness ol the business by using different tools. Finaneial analysis severs the
intarests of the shareholders, debentures, long-term and shot-term investors, bankers.
creditors, politicians, journalists, legislators, economists and researchers by
classifying, re-arranging and re-grouping the financial statements. Thus it helps the
interested parties ta reach on significant conclusion.

In the words of John M. Myer — “Financial statement analysis is largely a study of
relutionship among the various financial factors in a business as disclosed by u single
set of statements and a studyv of the trends of these fucturs as shown in a series of
slatements ™.

As per Kennedy and McMuller, "Financial statement analysis altempts 1o wwveil the
meaning and significance of the items compuosed in profit and loss accommt and
balance sheet so as to assist the munagement in the formation of sound operating
poticies ",

Thus. the financial statement analysis refers to the classification. diagnosis and
comparison of the data of financial statements so that the profilability, financial
positiont managerial efficiency and weakness of the business may be disclosed.
Financial statement analysis is the process of examining relationships emong financial
stajement elemenls and making comparisons with relevant tnforrnation. [t is a valuable
ool used by investors and creditors, financial analysts, and others in their decision-
making processes rejated to stocks, bonds, and other financial instruments. The goal in
analyzing financial statements is to assess past performance and current financial
position and to inake predictions about the future performance of a company.
Investors who buy stock are primarily interested in a company's profitability and their
prospects for earning a return on their investment by receiving dividends and/or
nercasing the market value of their stock holdings. Creditors and investors who buy
debl securities, such as bonds, are more interested in liquidity and solvency: the
comipany's short-and long-run ability 10 pay its debts. Financial analysts, who
[requenily specialize in following certain industries, routinely assess the profitability,



liquidity. and solvency of companies in order to make recommendations about the
purchase or sale of securitics, such as stocks and bonds.

Analysts can obtain useful information by comparing a campany's mosi receni
financial statements with its results in previous vears and with the resuits of other
compames in the same wmdustry, Three primary types of huancial statement analysis
are commonly known as horizontal anafysis, vertical analysis, and ratio analysis which
are explained in below given sections.

2.3 MEANING OF FINANCIAL STATEMENT
INTERPRETATION

Interpretation is relating to the drawing of conclusion, inference and criticism af the
analysed [fnancial data. Interpretation comes nexi to ihe analysis of financial
statements, Interpretation of financial statement ts not possible without analysis of
financial data.

In the words of Spiecer and Peglar, “Tnterprefation of ucconnts may be defined as the
art and science of transiating the figures. in such a way, us tn reveul the financial
strength and weakness of the business ond the causes which huve comributed
therein ",

Yrom this definition it is clear that the interpretation of financial data includes the
reporting on the analysed financial figures regarding the weakness and strengih of the
business. {l also gives the reesons and responsible faclors of such weakness and the
strength of these figures.

Analysis and interprewation of financial statements are two dilterent tenms but are
closely associated because without ipterpretation analysis is usefess amnd without
analysis interpretation is impossible. Analysis not only classifies the financial Jaia
ino sitmple form but also helps in creating a relationship of one accounting figure with
another so that the meaningful conclusion of the financial dala may be drawn by the
imerpreter. For this purpese the interpreter must be well experienced and yuite
mntelhgent to read and understand the analysed data.

As per Kennedy and McMullar, “The analysis and inierpretation of financial
Statenionts gre an atfempt (o determine the significance and meaning of financial
statements duta so that g forecast may be made of the prospects for future eurnings.,
ability (0 puav interest and debt maturities (both current and jong-term) und
probahility of a sound dividend policy”.

2.3.1 Procedure for Analysis and Interpretation

Generally the following procedure is adopted for the analysis and interpretation of
financial statements:

1. Before the analysis, the objective and extent of analysis and interpretation should
be deternuned. Extent of analysis is based on the objectives of analysis. Suppose
the objective of the analysis and interpretation is to check the prefitability. profit
and loss account will be analysed.

£

All the required linancial data should be collected and studied from financial
stateinents. If required. the {inancial statements should be rearranged or
tearganized 10 find the same nature items.

3. To reduce the complexity of the financial statements, the figures ol the financial
statements shouid be approximised to the thousand or hupdred.

27
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4. To create a relationship among the income statement and financial position
statement. differcnt analysis rechniques as ratio analysis, trend and common size
should be used,

5. 1f there are given some additional information relating to interpretation except
financtal statement those must alsa be collected.

6. If it is required {or the camparison, the financial data should be rearranged in the
tables in a lopgical way.

7. To interpret the financial daia and to draw a conclusion, the proper 100l
(technique) as average comparative stalement should be used,

8. The analysed trend of the data should be interpreted keeping in mind the
economic fact of the business.

9. The interpreted data and conclusion drawn should be presented io the
management m a brief and clear report.

2.4 CHARACTERISTICS OF FENANCIAL STATEMENTS

Financial statements have certain characteristics so that they can serve the purpose and
objectives for which they are made. Following are thie characteristics of the financial
statements:

® Relevance: The financial statements must be relevant for the purpose they are
supposed to serve. Financial statements contain accurate and relevant information
according o their uses.

® Accuracy and Freedom from Bias: Well prepared financial statemenis convey a
full and correct idea about the progress, position and prospects of an ¢nterprise.
Inaccuracy besides invoking tegal consequences may also defeat the objectives for
which the statements are meant.

& Comparability: Comparability creases the utifity of financial statements.
Financial statements contain information so thai they can be comparable for
assessing the progress end position of the business enterprise. Comparisons with
other similar concerns or the industry reveal the strength of the enterprise vis-a-vis
other firms and industry.

® (Consistency: The financia) statemenis for a firm should be consisient over a tine
span. Here, consislency means rules and procedural choice exercised by the
accountants.

® Auathenticity of the Financiel Statements: Generally the financial statements of
the companies are reviewed and authenticated by an independent auditor.
Statements duly audited and certified by recognised and established 2uditors are
accepted al their face value and are deemed to be more reliable.

e  Compliance with Law: Financial statements meet the requirements of faw, if any,
1 the matier of form, contents and disclosures, procedures and methods. [ India.
companies are required to present their [inancial siaiements according 10 the
provisions of Section 211 of the Companies Act. 1956.

¢ Analytical Presentativa: The financial statements are prepared in a classified
form so that a better and meaningful analysis can be made. Proper classification
helps in 1racing and understanding tn causes of the results as shown in these
statements.

®  Generaflly Accepted Principles: Since the financial stalements are meant for the
use of a wider clientele, they have general acceptability and understandability.



This acceptability and understandability come as these statements are prepared in
accordance with the "generally accepted accounting principles”. This increases the
reliability of these statements and also adds to the confidence of the users.

2.5 OBJECTIVE AND IMPORTANCE OF FINANCIAL

STATEMENTS

Objectives of financial statement analysis are as follaws:

(1)

(i1)

(1ii})

{iv)

{v)

tvi)

Knowing Profitubility of Business: inancial statements are required 1o ascertain
whether the enterprise is earning adequate profit and te know whether the profits
have increased or decreased as compared to the previous yeans), so that
corrective steps can be taken weli in advance,

Knowing the Solvency of the Business: Financial statements help to analyse the
positton of the business as regards to the capacity of the entity to repay its short
as well as long term liabilities.

Judging the Growth of the Business: Through comparison of data of two or
more years of business entity, we can draw a meaningful conclusion as regard 1o
growth of the business. For example, increase in sales with simultancous increase
in the profits of the business, indicates a healthy sign for the growih of the
business.

Judging Financial Strength of Business: Financial statements help the entity m
determining solvency of the business and help 1o answer various aspects viz,,
whether it is capable to purchase asseis froin its own resources andror whether the
cnlty can tepay its ourside liabilities as and when they become due.

Making Comparisen and Selection of Appropriate Policy: To make a
comparative study of the profitability of the entity with other entities engaged in
the same trade, financial statements help the management to adept sound
business policy by making tnira firm comparison.

Forecasting and Preparing Budgets: Financial siatement provides information
regarding the weak-spots of the business so that the management can take
comrective measures to remaove these shortcomings. Financial statemnents help the
management 1o make forecast and prepare budgets.

(vii) Communicating with Different Parties: Financial statements are prepared by

the entities to communicate with differcm parucs about theiy financial
position. Hence, it can be concfuded that understanding the basic financial
statements is a necessary siep towards the successtul mapagement of a
commercial enterprise.

2.6 NATURE OF FINANCIAL STATEMENTS

According to the Americant Institute of Certified Public Accountants, financial
statements reflect “a combination of recorded facts, accounting conventions are
personal judgements and the judgements and conventions apphed affect them
materiallv™, This implies that data exhibited in the financial statements are affecled by
recorded facts, accounting conventions and personal judgements.

Recorded Facts: The term recorded facts which have been recorded in the
accountiog books. Facts which have not been recorded in the tinancial books are
not depicted in the financial statements, however material they might be. For
example, lixed assets are shown at cost irrespective of their market or replacement
price sinee such price is not recorded in the books.
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e Accoumting Conventions. Accounting conventions imply cerfain fundamentai
accounting principtes which have been sanctified by long usage. For example, on
accourt of the convenijon of *Conservation’, provision is made for expected
losses but expected profits are ignored. This means that the real financial position
of the business may be much betier than what has becn shown by the financial
statements.

e Personal Judgement: Personal judgements have also an important bearing on the
{inancial statement. For example, the choice of sefecting a method of depreciation
lies on the accountant, Similarly, the mode of amortisation of fictitious assets
depends on the personal judgment of the accountant.

2.7 LIMITATIONS OF FINANCIAL STATEMENTS

Financial staterments are prepared with the object of presenting a periodical review or
report on the progress by the managoment and deal with the (1) status of the
investmenis in the business, and {31} results achieved during the period under review.
However, these objectives are subject 1o certain limitations as given below:

® Fipancial Statements are Essentiolly Interim Reports: The profit shown by
Profit and Loss Account and the {inancial pesition as depicted by the Balance
Sheet is not cxact. The exact position can be known only when the business is
closed down. Again, the cxistence of contingemt lLiabilities, deferred revenue
expenditure makes them more imprecise,

®  Accounting Concepts and Convenirions: Financial statements ave prepared on the
basis of certain accounting conrcepts and conventions. On accourt of this reason
the financiat position as discitosed by these statements may not be realistic. For
example, fixed assets in the balance sheet are shown on the "going concern
concept’. This means that value placed on fixed assets may nor be same which
may be vealised on their sale. On account of canvention of conservation the
income statement may not disclose frue income of the business since probable
losses are considered whiie probable incomes are ignored,

¢ nfluence of Persoral Judgenent: Many items are left to the personal judgment of
the accountant. For example, the methoed of depreciation, mode of amortisation of
fixed assets, treatment of deferred revenue expenditure-all depends on the
personal judgment of the accountant. The soundness of such judgment will
necessarily depend upon his competence and integrity. However, the convention
of consistency acts as a controlling factor on making indiscreet personal
Judgments.

o Disclose only Monetary Facts: Financial statements do not depict those facts
which cannot be expressed in tenns of money. [or example, development of team
of loyal and efficient workers, enlightened management, the reputation and
prestige of management with the public, are matters which are of eonsiderable
importance for the business, but they are nowhere depicted by financial statements.

In the next few pages. we are discussing about the various technigues of analyzing and
interpreting the firaneial statements. However, while analyzing and interpreting one
must keep in view the above }imitations of financial statements.

2.8 METHODS OF FINANCIAL STATEMENT ANALYSIS

‘The entire financial statement analysis can be classified into various calcgories:
e Comparative financial statements

¢ Common size financial statements



¢ Trend percentages

Fund flow statemenls

Cash flow statenments

¢ Ratio analysis
e Break-even Analysis

2.8.1 Comparative Financial Staternent Analysis

‘These statements are very important for the analysis and interpretation, Inter-firm
financial statements can be prepared for the comparison of the results and
[inancial position of two (irms. Similarly, ihe inter-period financial statements can be
prepared. Inter-period comparison is done very casily by inter-period financial
statements. For the preparation of inter-period comparison the accounting data of the
different periods are shown m the different columns along with the absolute and
relative changes. Rclative changes are calculated in the percentage based on the
previous vear. Among the comparative fioancial statements the following statements
are included;

& Comparative Balance Sheel(
e Comparative Protif and Loss Account
o Comparaiive Statement of Changes in Working Capital

e  Comparative Statcment of Cost of Production

Coemparative Balonce Sheet

As per Prof. Fulke, "Comparative Balance Sheet is the study of the tread of the same
business enterprise on the different dates” In the comparative balance sheet the
changes in the amount of various items of the balance sheets of the same business as
liabilities, assets and owner’s equity in the two periods are presented in such a way so
that the users of the financial statements may observe the changes easily. In the single
balance sheet only the ¢losing balances of differcnt accounis are shown while in the
comparative balancc sheet (e closing balances of the different items are showed
along with their absotute changes and relative changes.

Comparaijve balance sheet is very usefu! to study the wends in the changes of items.
The eomparative balance sheet is more concerned with the changes in assets, liabilities
and owper’s equity and their irends while in the single balance sheet is cancemed
with the book values of the items and the financial position of the business. However,
the comparative balance sheel does not show the relationship of one item with the
other items.

To prepare the camparative balance sheet, the four colunms are drawn. In the first two
columns of amount the absoluie data of the two balance sheets are showed and in the
third column increase or decrease in the assets and liabilities as wel! as owner’s equity
are showed and in the fourth and last column the percentage of increase or decrease is
showed. After preparing the comparative balance sheet the analyst gives his
interpretation reparding the financial position {short term and long term) and
profitability of the business. Comparative balance sheet may be understood easily in
the following example.

3
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Example; The Balance Sheets of Kavita [Ltd. for the year ending 3)™ Dec. 2006 and

2007 are as foliows:

r
I 31 n" k)i r
Liabilities Dec. 2006 | Dec, 2007 | 335K Dec. 2006 | Dec. 2007
z ? 3 £

Equity Shure Capital 8.000 10,000 | Land & Building 4,000 6,000
Capital Reserve G 1860 | Plant & Machinery 2,000 3,000
108 Debentures L.200 1.600 | Investment 1,29‘0 1 600
Creditors 300 &00 | Debtors 800 1,000
Suick 1,600 1,800

Cagh 400 600

Totat 1 10,600 14.000 Total 16,080 14,060

Draw a comparative Batance Sheet showing increase and decrease both in absolute
figures and in perceniage and then interpret the changes.

Sofution:
Comparative Balance Sheet of Kavita Ltd.
{us on 31st Dec. 2007 and 2007)
n" n !ncrca:i l \nerease or
Dec. 2006 | Dec. 2007 D Decrease in %
ecrease
Z 00 T .0007} ¥ {00
Assets
Fixed Assets: 2000 _
Land and Puilding 4.0 6.000 +2,000 000 » 100 =50
[ 1000
Ptant & Machipery 2,000 3000 +1,000 000 » 109 = 50
. . 3000
Touat Fixed Asscls 6,000 Y,000 3000 | ———x 100 = 50
6000
200 .
Investment 1.200 1,600 400 | —— » L0 =13333
Current Assets: 500
Debtors 800 1,000 200 20 x 100 =25
800
: . 200
Stock 1600 1,800 200 | ~—— x 0= 12.5
1600
Cash ’ (M) 600 200 3?2 x 100 = 50
| 40t
. 600
Total of Currcni Assets 2. 800 3.400 600 { ~——— x 100 =21.43
’ 2800
Total Assets J 10,000 14,000 it -
Liabilities | ’ ’ 4000 Tpage X 100740
I:quity Share Capital [ 8,000 10.000 2000 2000 X 10 ~ 25
8000
L
. 1500 .
Reserve and Surplus jon 1,800 1,500 L——-—- X }00 =300
300
10% Debentures - 400 _
(Sacured Loan) 1.200 1,600 400 1200 » 106=33.33

Contd .



3500 .
Total of Fixred L 9.500 13,400 L 3.900 3500 < 100 =41.05
Liabilities -
(00 -
Creditors 500 00 100 ’5_06 » 100 = 20
anoe
LTotal Liabilities 10.600 14,000 4,000 oo 100= 40
Interpreiation:

l. During the current year the company has increased its fixed assets by 50% by
issuing shares and debenture e, 58.33%.

1

. There is an increase of 33.33% in investment, 21.43% in current assets, and 20% n
current liabilities and 500% in reserve and surplus.

3. The financial position of the company 1s well.
Comparative Prafit and Loss Account or Comparative Income Statement

The profit and loss account gives the suminary of the results of the business activities,
but it does not convey the changes in the eaming of the business. The comparative
income statement serves this purposc. It shows the operating results far a number of
accounling periods along with fthe absolute and relative changes.

To prepare the comparative income statement, the same coiumns are drawn as in the
case of comparative balance sheet, First two columns are kept for the original {igures
and next 1wo for the changes and percentage changes. Comparative incame statements
are given in the following example.

Example: The income statement of Rohit Ltd. is given for the year ending on 317
Dec. 2006 and 2007. Rearrange the figures in comparative form and study the
profitability position of the concern:

Year j
2006 2007
T {O0t) {000y
Net Sales 1.700 2,200
Cost ot (roods Sold §,000 1,20
Operating Expenses;
General and Administrative Expenses 200 20
Selling Expenses 180 200
Non-operating Lapensey:
Interest paid 60, 80
Lncome tax L 160 Izm
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Comperative [azeome Statemend
(for the year ended 31" Dec, 2006 apd 2007)
31" Dee, | 3V Dee, | Jncreuse i+ ]' Increase (+) 1
2006 2007 | Decrease {—} Decrease {(~}
{2 000) & 000) Percentage (%)
500
Net Sale 1,700 1200 +500 700 ~ 100=29%41
260
~— x O = 20,00
Lexs- Cos of Goods Sold 1000 1,200 200 o0
- . 300
Lross Profic(a) 700 1.600 +300 = x 100 =42.88
700
%
Operoting Expenses: . n _
General and Adminishrative 200 220 20 200 X 10010
Lapenses
Selling Eapenses 180 200 w20 ]2 v io0=110t
Ly EB B
40 ~10
Tolzl Cperating Cxp. (D) 380 420 o 100 = 10.53
. - . 260
Operating Profit {a-b} 320 S8n +260 0 x 100 = 81.25
Less: finturest paid 60 80 +20 %:_; X 100=33.33
260 500 240 00 = 923
Net Pradit hefore 1ax +240 -ia)- x 100 = ¥2.3)
20
Liess. Income tax 160 180 #20 | s X100 125
. 220
Net Profit after Tax 100 320 +220 o0 100 = 220

Interpretafion:

There is an increase in the sales of 29.41% while the cost of goods sold has increased
only 20%. As a result there is an increase of 42.88% in gross proft.

In spite of mcreasing the toial operating expenses by 10.53%, the operating profil has
increased by §1,25%.

In spite of increasing the non-operating cxpenses by 33.31% and tax hability by
12.5%, PAT has increased by 220%.

In overall the profitability of the company is satisfactory.

Comparative Statement of Cost of Production

Comparative statement of cost af production is prepared to analyse and interpret the
cost and its components. 1t is the pari of comparative income statement. This
statement is prepared to show the absolute change in the different elements of cost and
the relationship of the different elements of cost with total cost of production. On the
basis of this statement, the cost of production is controlied.



The first two columns of this statement are kept for the actual figures of cost of two
periods and the neat two columns show the percentage of each element of cost with
tots! cost of production. Last {wa columns show the increase and decrcase with their
perceniages. This is explained in the following examples:

Example: Following is the statement of cost of goods manufactured v Raj Ca. Lid.
present the data in suitable form for analysis:

Solution:

Raj Company Limited
Comparative Statement of Cost of Goods Marufactured

Particulars Alnount % of cost of Increasc (+})
Goods Decrrase {-)
Manufaclured
007 006 | 2007 2004 Absolute ® | Relative in

¥in Tin iny 000 %

000 000
Raw Materinls Lised 468 426 3391 36.38% +4} +49.36
Direet Lahour 632 506 4580 $317 +126 +24.90
Manafacturing Expenses 284 242 20.58 A 65 142 +17.36
Total 1384 .74 | 10325 ) 100.17 +210 +17.89
Lese Ingrease in
Wark-in-Mrogress 4 2 0.29 {17 -2
Casit of Gonds l
Munufaciured t380 ) 1,072 ] 100.00 | 100.00 +208 +17.75 |

Compuarative Statement of Working Capital

When two pericds’ statement of working capital 15 compared, comparative slatement
of working capital is prepared. This stetement depicts the absolute changes in the each
element of working capital and the changes in total working capital also. This
statement is described elaborately in the chapter of fund tlow statement. The cxample
of the comparative statement of working capital is given below:

2007 2008
(T @
Raw materials,
Opening Stock J6.01).00 42001000
Purchases 3,74.000.00 £ 30.000,00
. 2.20.000.00) 4,72 000,00
Closing Stock ' o
et 52.000.00 46.000.00
Maitgrinf Consumed 4,68.000.00 4,16,000.00
Drrect Labour A ALHIL00 £ 06ARKLDD
Manufacturing Expenges 28400000 2:42.000.04
13,84,000.00 11.74,000.00
Valuation of Goods in Process of Stock:
Opening of vear 28,004,630 26,000 00
Closing of year 32000 0 28,0000.00
[nercase 4000, {1} 2000 00
Cost of Goods Manufactured 13.80.000.00 §1,73,000.00
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working capitat:

_ { 31" March
Particulars 006 2007
Assels T Z
Cash in Hand 10,000 14.000
{ashal Bank 14,060 18.000
Birok [ebis 24,004 22.000
Inventory &.G00 6.000
Bills Receivable 4.000 3,000
Prepaid Expenses 400 660
Short-term Investment 10,000 16,000
Accrued Inlerest 2,100 1.200
Building 10.00G 44,000
Plent and Machinery 15,000 12,000
1,309,400 1,36,800
Lighilities 16,000 12,000
Accounis Payable 6,400 4.000
Nowes Payable 8.000 6,000
Bank Overdraft 600 400
Outslanding Expenses 1,000 1.400
Pravision for Bad Debts 40.000 40.000
Share Capital 40.000 60,000
Debenivces 18,804 13,0630
Mortgage Loan 130,400 1,536,800
Solution:
Schedule of Changes in Working Capital
31" March LY Charges in Working
2006 March Capital
FParticulars 7007
Incrense Decrease
{Debiny (Credit)
Current Assels _ 3 T Z z
Cash in Hand 10,000 14,000 4 000 -
Bock Debts 24,000 22 001 - 2,000
Cush at Bank 14.000 18040 4 (i) -
Inventory 8000 G0 - 200K
B/R 4,000 3,000 - r.0ae
Prepaid Lxpenses 40§ 600 200 -
Shor-term [nvestments L0000 16,000 6,000 -
Accured tnlerest 2,000 {200 S0l
Total Current Assets 2,40 RO.800
Current Liahilities
Accouni Payable 16.060 12,000 4.000 -
Nutes Payable 6,000 000 2,006 -
Bank Overdrafi £.000 6.000 2.000 -
Outsianding Expenses 600 o 200 -
Provision far Bad Debts 1,000 1400 - 400
Total of Current Liabiiities 3600 23,800
Working Capital
{Current Assets — Current Liubifities) 40,800 57,040 - 16,200
Net [nerease in Warking Capital )
16,200 - - -
{ 57,000 | 57,000 22,400 22,400
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2.8.2 Common size Statements Analysis

The comparative financtal staternents are only concerned with the changes but they do
not show the relationship of the different items of balance sheet with total assets or
total liabilities. In the common size statements the relation of individual ttems of the
balance sheet to the total assets is shown in the form of percentage. In the case of
common size balance sheet, 1n assets side the total of assets is reated as 2 common
base. On the basis of it the percentage of other assets are calculated. The total of all
percentage of individual assets becomes hundred which represent the total of assets. In
the liability side of the balance sheet the total of liabilities is taken a common base
(100). Then the percenlage for other liabilities is computed on the basis of this
common base. The total of all percentages ol individual liabilities becomes 100. [n the
case of cammon size profit and joss account tolal sales are assumed to be equal to 100,
and then percentages of all other items of P&L A/c. are calculaied on the common
base of sales. This type ol analysis is called verlical analysis. The common size
statements are two: () common size balance sheet and (b) common size profit and
loss account. The illustrations of these two statements are given below:

Example: The accompanying balance sheet and profit and loss account relate to
Rajeev Lid., converl them into common-size statements.

Balance Sheet as at 31% March, 2008

T 2007 2008
®) ﬂL @)
Liabilities:
Equily Share Capital (of T 10 cach) 450 480
General Reserves 192 364
Long-ierm Loans 364 339
Creditors 134 104
Oulstanding Expenses 12 -
Other Current Liatilities I8 13
1,200 1,300
Asseld;
Plant 204 TR0
Cash {iX] 156
Debiors 120 130
Inveniories 163 234 J
1,200 1,300
Income statement for the year ended March 31, 2008
@ in Iakh)
Farticulars ' Previous year Current yesr
{2007 (2008)
Gross Sales 740 960
Less: Retums 40 60
Net Sales 700 060
Less: Cost of Goods Sold 380 430
Gross Profit 20 470
Less: Selling Genera! and Administrative Cosl 100 144
Operating Profit 220 326
Less. Inierest Expenses 40 34
Earpings Before Taxes 180 292
Less: Taxes 63 L 103
Eerning After Taxes 117 \ 18%
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Sofution:
Income stetement (Common size) for the year ended March 31, 2008,
(Percentage)

Particulars Previgus year Current year
(2007) {2008)

Net Sale 100.0 100.40

fess Cost of Goads Soid 543 47.8

~

Gross Profit 457 §2.2

Selling, General and Administrative Expenses 14.3 16.0

Operating Profit 4 36.2

Inlerest 57 38

Esrning Before Taves 157 324

Taxes 4.0 114

Earning Alter Taxes (EAT) 14.7 2.0

Balance Sheet {Common size as at Murch 31, 2008)

{Percentage}
Particrlars Previous year Current year
(2007) {2008)
(rwner's Equity L0 36.9
Equity Share Capital 16.0 28.0
Guneraf Reserves 56.0 64.9
Long-term Borrowings:
Loan 3u.3 26.1
Current Liabilities:
Creditors i1.2 8.0
Outstanding Lxpenses 1.0 -
Other Liabijuies 1.5 1.0
—
l 11.7 9.0
L
Total Liabilities 106.0 100.0
Fixed Assefs:
[Martt Asscts Net of Aceumptlaled Depreciation 67.0 60.0
Current Assets:
Cash Yo 12.0
Debiors 10.0 10.0
[nventories ia.0 18,0
33.0 40.0
]
Total Assets 100.0 L 100.0

2.8.3 Trend Analysis

Trend analysis is an important technique for the analysis and interpretation of
financial statements. Generally the trend means tendency. To know the tendency of
the data of the financial statement, the data of four to five years are required. Data
may be taken fram the balance sheet and profit and loss account. It depends on the
objective of analysis. To compute the tendency one year’s figures are taken as base
year, Qn the basis of this base year the other vear’s relatjve tigures are computed. Qn
the basis of these relative figures the tendency of a particular item is determined. The

trend apalysis of the business activities and financial position may be done in the

following ways:
® Trend Percentage/Raiio

® Graphic or Disgrammatic Presentation




Trend Percentage/Rutio

The next imporiant tools of analysis are trend percemage which plays significant role
in analyzing the [inancial stature of the enterprise through base years' performance
ratio computation. This not only reveals the trend movement of the financial
performance of the enterprise but also highlights the strengths and weaknesses of the
enterprise.

To calculate the trend percentage the following procedure is adopted:
e First of all the original figures of the financial statement are set in a statement.
¢ One year’s ligure (the earliest year} is assumed as base year’s figure i.e. 100,

e [n order 10 compute the trend percentage the cach and every item of the other
years is divided by the corresponding item of the base year and multiplied by 100.

The following ratio is being used 10 compute the trend percentage:

Y
ZCurren[ ear . 100

BascYer
This trend ratio is being computed for ¢very component for many numbers of years

which not only facilitates comparison but also guides the firm to understand the trend
path of the firm,

Example: From the following items of the asset side of the balance sheet of Alka Lid.
for the period 31.3.2004 to 31.3.2007, calculate trend percentage laking 2004 as the
base vear:

l (T} in 000°
1
{_ 200 2005 26 2007
4] 0 U] _E)_J
Cash g0 120 160 140
Dchiors 40 80 I] 30
Stock 100 150 120 140
Other Curmeni Assels 10 20 50 a0
Land amd Building 800 1,000 1.200 1,200
Furiture 160 2400 120 200
Plant 200 2530 260 300
| Tatal Assets b420 l 1.820—) 1970 | 2,070
Solution:

Comparative Balance Sheet from 31% March 2004 to 31¥ March 2007
{(Showing Trend Percentage)

(@ in *000")

’_Assels 31" March Trend Percentage Base 2004

2004 2005 2006 2007 2004 l 2005 ] 00b 2007
Current Assets !

Cash 80 | 12 ] 60 1o | 0o |1se | 200 | 175
Debtors 44 80 &0 30 100 200 150 75
Stock 100 | 150 | 120 Mo | 100 [150 |20 | 140
Other Currenl Assets 40 20 50 61 100 50 125 150

Total Current Assets 160 70 3%0 370 100 JHI IISO 142

Conrd ..,
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Fixed Assets

Cand and Building
Furniture

Plant

Tatal Fixed Assets

Total

goo | tooo | t2o0 {1200 1iwo 1izs s | so
60 | 200 | 120 | 200 {0 125 | 75 | 125
260 | 250 | 260 | 300 | w0 |125 130 | 150
160 | 1450 | 1500 | 1700 {100 | 125 [ 136 | 14
1,420 |1,szo 1970 {2070 | 100 |28 | 138 | 145

Graphic or Diagrammatic Presentation

The trend percentage/ratio discussed in the previous method may be represented by
graphs and diagrams. Two or three variables can be represented on graphs very easily.
If different variables of the finaneial statemenis are represented by graphs and
diagrams, those quickly draw the human atiraction. Now-a-days there is a trend to
show the imponant variable on the graphs. These diagrams ase also being published
with the financial statements. For example, the sales of XY Co, Ltd. for the last five
years are as follows:

Years 2000 200t 2002 2003 2004
Sales (D0O)T 500 650 T00 800 1.000

This figure may be cepresented graphically as follows:

. 1o0g 7
900
= 800 //
g ?00 /_.f"’"‘
2 600
saol”

2002 2003 2004 2005
Years

2000 2401

The sales of the company are represented on the diagram as follows;

Sales

=

=

;: 1000

s 500

g 200 {'ﬂ

S o.M '}

i 2 3 4 5
Y ears

2.8.4 Fund Flow Analysis

Fund flow analysis has become very popular technique 1o analyse the financial
statements. Fund flow statement does not reveal the financial position of the business
like the {inancial statement bul i reveals the changes in the working capital in two
periods. Working capital is the life blood of the business, This statement also gives the
information regarding the sources and application of fund {working capital). Sources



of fund are profi{ from opcration. issue of capital loans, sale of fixed assets, etc., while
the applications of fund are the purchase of fixed assets, redemption of capital,
paymen of dividend purchase of investment etc. (Technigue and procedure Lo prepare
the fund flow statement is discussed in the separate chapter "Fund Flow Statement’ of
this book.)

2.8.5 Cash Flow Analysis

Cash flow analysis is also similar to fund flow analysis. Now it is being prepared by
the companies along with the balance sheet and profit and loss account. It is prepared
as per Accounting Standard-3 of the Institute of Chartered Accountant of India. The
fund flow statement reveals the changes in the fund/working capital while the cash
flow stalement reveals the changes in the cash during two periads. It also gives the
information regarding the sources of cash and uses of cash during a period. ([ts entire
technigue and procedure is given in the separate chapter *Cash Flow Statement” of this
book.)

2.8.6 Rativ Analysis

This (echnique is based on the ratios. The ratios are the relationship among the
dilferem accounting figures. Ratio analysis helps the management and different users
of financial statements in determining the profitability of business and the financial
pasition of the business. Profitability, solvency, liquidity and efficiency of the
business ¢an be easily determined by this analysis.

2.8.7 Break-¢ven Analysis

This 15 an important technique of the management lo tahe some decision. Under this
analssis the costs of production are divided inio fixed and vanable cost. From sales
the fiavd cost is subtracied to find the comnbution. On the basis of coninbution, the
break-even point (BEP} is determined. It is that point of sales or production at which
the company gains no-profti, and suffers no loss. Several managerial decisions as
mahke or buy, shut down point, price determination, etc, are 1aken with the help of
break-cven analysis.

2.9 ANALYSIS AND INTERPRETATION OF FINANCIAL
STATEMENTS

Financial statement 15 an indicator of the two significant factors:

1. Prohtability, and
2. Financial soundness.

Analysis and Imterpretatton of financial siatements, therefore, refers to such a
treatment of the information cantained in the Income Satement and the Balance Sheet
so as 1o afford full diagnosis of the profitability and francial soundness of the
business.

A distinction here can be made between the two terms -- “Analysis’ and
‘Interpretation’. The tenn, analysis, mcans methodical classification of the data given
in the Nnancial statements. The figures given in the financial statcments wifl not help
cne unless thev are put in a simplified form. For examnple, all items relating w
*Current Assets’ are put at one place while all items relating to “Current Liabilities™
are put at another place. The term ‘Interpretation’ means ‘explaining the meaning and
significance of the data su simplified.

However both ‘Anaivsis’ and ‘Interpretation’ are complemeniary to each other.
Interpretation requires Analysis, while Analysis is useless without Interpretation. Most
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of the suthors have used 1le term *Analysis’ only to cover the meanings of both
apalysis and interpretation, since anatysis involves interpretanon. According to Myres,
‘Financial staiement analysis is targely a study of the relationship among the vartous
(inancial factors in a business as disclosed by a single set of staicments and a study of
the trend of these factors as shown in a series of stalements’. For the sake of
convenicnee, we have also used the term ‘Financial Statement Anafysis' throughout
the chapter to cover both analysis and interpretation.

2.10 TYPES OF FINANCIAL ANALYSIS

Financial Analysis can be classified into different categories depending upon (i) the
material used. and (if) the modus operandi of analysis.

2.10.1 Ob the Basis of Material Used
According 1o this basis financial analysis can be of two types:

® External Analysis: This analysis is done by those who are ouwisiders for the
business. The term, ouiders, includes investors, credit agencies, government
agencics and other creditors who have no access to the internal records of the
company. These persons mainly depend upon the published financial statements.
Their analysis serves only a limrled purpose. The position of these analysis has
improved in recent umes on accouni of increased govemment control over
companies and govemment vegulations requiring more detailed disclosure of
information by the companies in their financial statements.

® [futernal Analysis: This analysis is done by persons who have aceess (o the books
of accoumt and other information refated to the business. Such an analysis can,
therefore, be done by executive and employces of the organisation or by officers
appoinicd for this purpose by the Government or the Courl under powers vested in
them. The analysis 15 done depending upon the objective to be achicved through
this analvsis.

2.10.2 On the Basis of Modus Operandi
According 1o this. financial analysis can also be of two types:

e Horizontal Analysis: In case of this typc of analysis, financial statements for a
number ol years are reviewed and analysed. The current year’s figures are
compared with the standard or base year. The analysis statement usually contains
figures for two or more years and the changes are shown regarding each itemn form
the basc year usuaily in the form of percentage. Such an analysis gives the
management considerable insight into levels and areas of strength and weakness.
Since this type of analysis is based on the data from year to year rather on one
date, it is also termed as *Dynamic Analysis".

® Vertical Analysis: |n case of this type of analysis a swdy is made of the
quantitaive refationsitip of the various items in the financial statements on a
particular date. For example, the ratios of different items of costs for a particular
Period may be calculated with the sales for the period. Such an analysis is useful
in _ct?mparing the performance of several companies in the same group, or
divisions or departments in the same company. Since this analysis depends on the
data for one period, this is not very conductive to a proper analysis of the
company’s {inancial position. Jt is also called ‘Static Analysis’ as it is frequently
used for referring to ratios developed on one date or for ane accounting period,

I(. Is to be noted that both analysis-verical and horizontal—can be done
simultaneously also. For example, the Income Statement ol a company for several



years may be given. Horizontally it may show the change in different elements of cost
and sales over a number of years. On ihe other hand, vertically it may show the
percentage of cach element of cost 10 sales.

Check Your Progress
Fill in the blanks of the following:

L ts relating 1o the drawing of counclusion, inference and
criticism of the analysed financial dara.

L _besides invoking legal consequences may also defeat the
objectives for which the statements are meant.

3. is very useful to study the trends in the changes of iten.

4, is an impaortant technique for the analysis and interpretation
of financial statements.

5. is the life blood of the business.

6. analysis is done by persons who have access to the baoks of

account and other information related to the business.

2.11 LET US SUM UP

Analysis of financial statements 1s the process of critically examining 1he daia of
financial accounts. The main work of this process is to find the sirengths and
weakness of the business.

Financial statement analysis can be explained as a mcthad used by interested
parties such as investors. creditors, and managemcnt 10 evaluate the past. current,
and projected conditions and performance of the firm.

Interpretation is relating to the drawing of conclusion, interence and crticism of
the analysed {inancial data.

Analysis and interpretation of the financial statements are closely associaled.
Without interpretalion the analysis is useless and withowl analysis. interpretation
is impossible.

Analysis of financial statcments is of two types - analysis according ta materials
used and analvsis according to modus operandi.

Analysis according to materials used is of two types, fe. intemal analysis and
external analysis.

Similarly. the analysis according to modus operandi 1s alse divided into two —
horizontal analysis and vertica) analvsis.

For the interpretation and analysis of the financial siatement the following
technologies are used:

< Comparative Financial Statement Anaiysis
< Common Size Statement Analysis

<+ Trend Analvsis

< Fund Flow Analysis

+ Cash Flow Analysis
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<+ Ratio Analysis
%+ Break-Even Analysis

e To reveal qualitative information about the firm in terms of salvency, liquidity,
profitability, etc., are exiracted from the analysis of linancial statcrments.

¢ Comparative (Income) financial staternent analysis is being carried out in between
the income statements of the various accounting durations of the firm, with olher
fimms in the industry and with the industrial average.

e After having been procured the financial data pertaining to various time periods
are ready for comparisost; 10 determine or identify the level of increase or decrease
taken place in the operating financial performance of the firms.

® ‘Trend analysis involves calculating each year's financial statemeot batances as
percentages of the first year, also known as the base year. When expressed as
percentages, the base year figures are always 100 percent, and pereentage changes
from the base yecar can be determined,

2.12 LESSON END ACTIVITY

1s the trend of tota! fiabilities of significance in analyzing thte financial condition of a
business? IT so, what other trends should be used in connection therewith?

2.13 KEYWORDS

Financial Statements: Profit and Loss Accouni, Profit and Loss Appropriation
Account and Balance Sheet are included in the term {financial staterents.

Analysis of Financial Statement: Classifying, re-arranging and re-grouping of
financial statermnents 10 find the weakness and strength of the business are unalysis of
financial statements.

Ratio: 1t is the relationship of two or more financial itemns.
Fund: Fund means the working capital.
Assety: Assets are economic resources owned by business or company.

Balance Sheet: A balance sheet or statement of financial position is a summary of a
person's or organisation's balances.

Financial Statement: A written report which quantitatively describes the financial
heatth of 2 company.

Firm: A business organisation or the members of a business organisation that owns or
operates one or more establishments,

2.14 QUESTIONS FOR DISCUSSION

. What do you mean by financial analysis? Explain its procedure.

2. Distinguish clearly between the internal and external financjal analysis.

3. EjfTer‘;emiate between horizontal and vertical analysis and explain which one is
crcr

4, What ‘dolyuu_unfjerstand by the analysis and interpretation of financia) statements?
Explain in brief its various techniques. .
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5. Write short notes on the following: [inanciai Staternem Analygis
(1) Break-even Analysts
(i1) Trend Ratio
(i) Common-Size Statements
(iv) Analysis of Financial Statements
(v} Procedure of analysis and interpretation of l1nancial statements
6. What are the limjtations of Financial Statements and explain how would you
overcome them?
7. From the foilowing information, prepare a comparative income stalement:
Particulars | wi@ | 2002 (@)
Sales | 10.00,000 8,00.000
Cost ol goods suld 6.00.0¢0 4.00.000
Administration Expenses 2,000,000 140,000
Other Income 40.000 20,000
[ncome tax 1.20.,000 1,40.000
8. From the following table, prepare the common size statement analysis:
2000 (0 2001 ¢0)
Sales 200,000 24000000
Misce llaneous Income 20,000 16000
20.20,000 24.16.000
Matcrials consumed 11.00000 | 1296000
Wages 3.00.000 4,08.000
Factory expenses 2.00.000 216,000
Office expenses 0,000 100,060
Interest 1,uir 000 1.20,000
Depreciation 1.40.000 1,50.004
Profi 98,000 1.26.000
10,20,000 24,16,000
9. What are the different catepories of items appearing in a Balance Sheet?
10. What are the three basic financial statements? Explain their importance to ihe
various users,
[ i
Check Your Progress: Madel Answer
1. Tnterpretaiion
2. Ipaccuracy
3. Comparative balance sheet
4, Trend analysis
5. Working capital

6. Intemal
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.0 AIMS AND OBJECTIVES

After studying this lesson. you should be able to;

¢ Understand the meaning of ratio analysis

e Describe the advantages and limitations of ratio analysis

e Make the classification of ratios

# Calculate the different ratios on the basis of profitability, Du Pont Chart, liquidity,
leverage, solvency and aclivity

3.1 INTRODUCTION

There are various methods or techniques used in analyzing financial statements such
as comparative statemems irend analvsis funds flow, cash flow, commeoen size
statements and ratio analysis, Ratio analysis is one of the most powerful tocls of
ftnancial analysis. The ratio analysis is one of the important tools of financial
statement anafysis to study the [inancial staiure of the business fleeces, corporate
houses and so on. The ratio illustrates the relationship in between the two related
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variables. The accounting ratios are computed on the basis available accounting
information extracted fyom the financial statements which are not in a position to
reveal the status of the enterprise. The accounting ratios are applied to study the
relationship in between the gquantitative information avaslable and to 12ke decision on
the financial performance of the firm.

3.2 MEANING OF RATIO

Ratio is a mathematical relationship between two items and group of items of the
financial statcments. Under rilio analysis several ratios are calculated and then studied
o draw inference, Ratio ts defined by experts as foilows:

According to R. N. Anthony "4 ratio is simply one number cxpressed in terms of
another”

According (o the Accountants' Hand Book by Wixon, Kell and Bedford, "4 ratio is an
expression of the quantitative relarionship between twa numbers”.

According 1o ). Betty. “The terin accounting is used to describe relationships
significanily which exists in between figures shown in a balance sheet | Profit & Loss
Asc, Trading A'c, Budgetorv control system or in amy part of the accounting
organizatton "

According 10 Myers “lr is the studyv of relationship among the various financiel

Jfactors of the enterprise

To understand the methodology of expressing the ratios, various expressions of ratios
are highlighted in the following figure;

Expression
Quotient Percentape Time Fraction
Current Ratio Net Proli Stock Tumaver Fixed Assets to
/Leverage Ratio Ratio Ratio Capital Employed

Figure 3.1: Various Expressions of Ratios

I'rom thesc definitions it is clear that ratio is a mannerical relationship between two
numbers, in which one number being the numerator and the latter the denominator.
This numerical relationship (ratio) may be expressed in the following forms, such as;

L. Pure Ratio (Proporrion): When the amount of two figures is armived by the simple
division of one amount by another. it is said pure ratio or proportion. For example,
if current assers of a company are ¥ 20,000 and current Gabilities ¥ 10,000, ratio
between current assets and current Jiabilities will be 2:].

2. Percentage Ratio: In this (orm, the relationship of one itcm with other itern may
be expressed in percentage. To get percentage relarionship the one item is divided
by other (tem and the quotient is multiplied by 100. For example, the relationship
of profit and sales may b¢ expressed as 25%.
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Rute Ratip or Times or Turnover: In this method. rate is determined by dividing
the one item hy other item. The obtained quotient is expressed in unit. For
example, if sales is T 1,00,000 and stock is T 20.000, 5 times will be the ratio
between sales and stack.

3.3 IMPORTANCE OF RATIO ANALYSIS

Ratio analysis is one of the most important tools for the analysis and interpretation of
financial statement not only for the management but also {or other persons like
investors, shareholders, creditors, etc. 11 is a technique to check the strength and
weakness of the business in the hands of analyst. The impenance of ratio analysis is

dise

(i

()

(i3d)

(1w}

(v)

(vi)

ussed in the following points:

Helpful to anderstand the financial statemenrs: Ranos make the financial
stalements easy, simple and undersiandable to the users. With the help of various
rativs. the users can undersland the solvency, profitability, activity and Hinancial
position of the business without having the knowledge of accounting.

Supporrive in inter-firm and infra-firm comparison of the business: Through
ratio analysis, the performance of a firm can be compared wiih that of other firm,
Similarly, i1 also helps the management in determining the efficiency and
deficiency of the different units of the same company by comparing their
performances.

Helpful in inter-period comparisen: Ratio analysis makes comparison possible
of a period’s perfurmance with that of the other period.

Coaperative in different management tasks: 1 the different ratios are
syvstematically presentcd before management, these help the management 1o
undersiand the activities and efficiency of the business, Then the managemenl
can perfonn its functions — as forecasting, planning, organizing, controlling,
decision making, communicating and coordinating. etc. morc efficient!y.

Helpful in calculating the efficiency and profitability of the business: Ratio
analysis highiights the operational efficiency and the profiability of the
business. Tt also helps in determining the liguidity, long-term and short-term
solvency position of the business.

Supportive in deciding the managerial efficiency: Ratio may he called the
surveyor of the efficiency of the business. It decides the managerial efficiency
that how efficiently the management is utilizing the sources and assets of the
business.

(viiy Helpful in determining the short-terim and long-term solvency: The users can

predict the bankruptey and failure of business by evalualing shon-term and long-
terin solvency. The liquidity ratio determines the shor-term salvency while, the
leverage ratio determines the long term solvency of the business.

3.4 UTILITY OF THE RATIO ANALYSIS

Ratio analysis has a lot of utility which may be understood by the following
discussion:

Easy to understand the financiul position of the firm: The ralio analysis
facilitates the parties to read the changes taken place in the financial performance
ol the firm from one time period o another.

Measure of expressing the financial performance and position: ]t acts as a
measure of financial position through Liquidity ratios and Leverage ratios and
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also a measure of financial performance through Profitability ratios and Turoover
Ratios.

Intra-firm anralysis on the financicl information over number of vears: The
financial performance and position of the firm can be analysed and interpreled
within the firm in between the available financial information of number of years;
which portrays either increase or decrease in the financial performance.

Inter-firmy analysis on the financial information within the industry: The
financial performance of the firm is studied and interpreted along with the similar
tirms n the industry 1o identify the presence and status of the respective firm
ameng others.

Possibitity for Financial planning and control: 1t not unly guides the firm to eam
in accordance with the financial forecasting but also facilitates the firm to identify
the major source of expense which drastically has greater influcnce on the
eamings.

3.5 LIMITATIONS OF RATIO ANALYSIS

In spite of being so much utitities of the ratio analysis, it is not free from snags. Jt
suffers a number of limitations which occur due to financial statements. Therefore. the
analyst must be aware of its lirnitations. These limirations are eclisted below:

Quualitative aspect is ignored. Ratios are expressed numerically, During the
process of calculation of ratios, the quahiative aspect has been ignored while that
also Itas importanee in the success of business,

Difference in acceunting policies and procedures: A comparison between two
firms proves its worth if accounting policies and procedures of the firins are
identical such as valuation of inventory, valuation of goodwill, etc.

Price level chunges agnd ratios: The price level changes also affect the
comparability of the ratios of two periods, for snstance, assets mcnover (which is
computed on the basis of sales and assets) of 1998 and 2008 cannot be correctly
compared due to the changes of price level.

Problemt in ascertuining the standard ratio: There cannot be a single standard
ratio which can be used io measure the performance of the business in all
siluations. A single siandard ratio cannot be used for afl firms as there are
different situations as strike, lockout, eic. in the differem firms.

Single ratio is insufficient: Generally, a single ratio is found of limited use. 1t
does nol canvey the complete picture of the business. It may mislead. Therefore, it
15 necessary that other related ratios should also be studied before coming on a
conclusion. For instance, for the test of liquidity, all the liquidity ratios should be
tested,

Window dressing of accounts: Sometimes, the financial staternents are window
dressed to show a better picture of the financial position of the cornpany. In the
window dressing the assets are overvalued and better profitability is showed,
Therefore, the ratios computed on the basis of these siatements are affected which
give the wrong interpretation of the ratios.

Basgd on past performance: Ratio analysis does not help in forecasting and
predicting the items to prepare the budgets as ratios are caleulated on the basis of°
past performance of the business.

Trend ratios are more useful than nctual ratios: The single ratios calcuvlated on
the basis of financial statements of a pariicular year are of limited use. Ifratios are



computed for a number of vears and trend is found out. it will be more useful and
meaningful. But in practical life it happens rarely.

o Effect of personal ahility and bias of analyst: As (he ratio analysis is a tool in the
hands of the analyst. ratios may be affected by the ability and biasness of the
analyst.

® Ruaios are only means not ends: Ratios are only the guidelines and not the
deciding evidence for the analysts. Thorough investigation and inlerpretation
should be dune by the analysts befare deriving a conclusion.

3.6 CLASSIFICATION OF RATIO ANALYSIS

There is no standard classification of the accounting ratios. Some authors classity the
ratios as per the (inancial statements, some authors as per the importance of vatio and
specitic purpose of ratios and some on the basis of users. There is ane more
classification of ratio that is functional classification. Thus we find that there is no
uniformity among the authors regarding the classilication of ratios.

3.6.1 Profitability Ratios

The main objective of the business is (0 earn the prohi. Profuabitity of a business
means the profit earning capacity of the business while profit means the actual amount
of profit. [n the words of Lord Keynes, "Profit is the engine that drives the husiness
enterprise”. The profitability of a business depends upon the guantity of sales.
production and {inancial resources. Profitability checks rhe managerial efficiency in
utilization of the resources of the business. Profitability ratios are computed on the
basis of the following [actors:

. Profitability Ratios based on Sales: Here all the profitability ratios are calculated
on the basis af total sales. These ratios are as follows:

12y Gross ProfitRatio is the relationship of gross profit and net sales. This ratio is
also called gross profit margin. It is calcuiated in percentage. I is computed
with the help of following formuta:
Gross Profit §
Net Sales

Gross Profit Ratio = 100

Where,
Gross Profit = Salcs ~ Cost of Goods Sold

Cost of Goods Sold = Opening Stock + Purchases + Direct Expenses -
Closing Stack

Net Sales = Total of Sales — Sales Return

Imerpretation of Gross Profit Rario; Normally the higher gross profit ratio
reveals the higher profitability of the business. But truc profitability of the
business cannot be measured by the amount of gross prolit. For tLhe
comparison of the profitability of the two firms or two periods, this ratio is
calculated. The high gross profit ratio alway s favours the business and implies
the better profitability. The following faciors may he responsible for the
higher gross profit i a particular period:

(i) Sefling price may increase without change in cost price.

{ii} Cost price may decrease without change in selling price.
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(b)

(iti) Closing stock may be overvafued and opemng stock may be
under-valued.

(iv} There may be change in selling price and cost price but the combined
effect of these two changes may increase the gross profit ratio,

If the gross profit ratio is declining, that may put the management of the
business m difficulty. For such decline of gross profit ratio, the following
factors may be responsible:

(i} The purchase price of the materials may increase without increase in
selling price.

(1) There may be thefi, pilferage and spoilage of the material.
(iii} Selling price may reduce without changing in the cost price.

(iv) There may be under-valuation of closing stock and over-valuation of
opening stock.

(v} There may be excessive investment in fixed assers which increases the
cost of sales,

Net Profic Ratio is the relationship between net profit and the net sales and is
expressed in perceniage. Net profit is determined by adjusting the aperating
and non-operating incomes and expenses and loss in the gross profit. If net
profit ratie is being computed to find out the operational efficiency of the
busipess, net profit before tax should be used fo compute this ratio. If the
purpose of calculating of this ratio is to declare the rate of dividend, net profit
after tax must be considered. It is useful to do inter-firm comparison of
proftability. This ratic is calculated with the help of following lformula:

Net Profit ratio = et 2 L 10

Net Sales
Where,
Wet Profit is computed as follows:
Gross Profiy r Gaxh
Less. Sclling Overheads ¥
Distribartion Overheads R
Financial Overbeads A
Other Openating Expeases bl Tk
Add Non-operating Incomes *an
Other Operating Incormes raw FREE
Less: Non-Operating ).oses Fake
Net Profit - ke

Interpretation of Netr Profit Ratio: The net profit ratio reveals the operational
efficiency and inefficiency of the management of the business. The higher net
profit ratio is considered better and shows efliciency of the management while
the tower net profit ratio is not considered good and shows inefficiency of the
management of the business. [ this ratio of 2 business is conjinuously falling
during some years, investigations should be made to find its causes then
necessary actions should be taken to remove these causes.



(c)

(d)

Net Operating Profit Ratio reveals the relationship between net vperating
profit and net sales. Nct operating profit is different from the net profit. Net
profil is determined afier adjusting the non-operating profits and losses while
net operating profits are determined without adjusting the non-vperating profit
or loss. [n other words the net operating profits are calculated as below:

Net Operating Profits = Gross Profit + Operating Income - Qperating
Expenses

Or

Net Operating Profits = Net Profit + Non-operating Expenses/Losses —
Non-operating Jncomes

Herewith, the non-operating incomes are those incomes which do not occur
during the normal course of business as inlerest and dividends earncd from the
investment outside the business, profit from the sale of fixed assets, etc. The
non-eperating expenscs or losses which are extraordinary in nature as loss due
to thefl or fire. donation to potitical party, charities to a charitable trust, etc,

Afler computing the net operating profits, the following formula will be used
1o find out the net operating profit ratio:

Net Operating Profit «
Nert Sales

Interpretation This raiio is better to test the operational efTiciency of a
business than the net proiit ratio. Its reason is clear that in the nel operating
profits the non-operating incomes/expenses are not considered while in the net
profit, the non-operating incomes and losses/expenses are also adjusted. Thus
this ratio is a better indicator of operational efficiency of the management af
the business. Higher net operating profit ratio indicates the better profitability
of the business.

100

Net Operating Prol Ratio =

Expenses Ratio is the relattonship of each component of cost Lo sales which is
expressed in percentage. In order to analyse the operational efficiency of the
management of the business. every expense to sales ratio is calculated.
Various expenses ratios are calculated as follows:

(i) (Cost of Matena! Consumed to Sales Ratio

_ Cost of Materials Consuned 2100

Sales
Where:
Cost of Materials Consumed

= (Opening Stock of Materials + Purchase of Materials + Purchasing
Expenses) - Ulosing Stock of Materials

. . Direct Wages
(iiy  Direct Wages to Sales Ratio = I F3EEY L 100

Sales

Factory Expenses <100

(i) Factory Expenses to Sales Ratic =
Sales

{iv}) Office and Administrative Expenses to Sales Ratio

_. Office and Administrative Expenses
Sales

100
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(¥} Selling & Distribution Expenses to Sales Ratio

_. Selling & Distribution Expas. .

106

(v1) Financial Expenses 10 Sales Ratio =

Sales

Sales

Financial Expenses N

Interpretation: If the expenses ratios are increasing, the ner profit ratio wili
decline and that witl indicate the inetficiency of the business. On the other
hand if these ratios are declining, the net profit ratio will increase, that will
show the efficiency of the business and the better profitability of the business,

{e) Operating Ratio cstablishes ihe relationship berween 1he total operating cost
and pet sales. Herewith, the total operating cost means the cost of goods sold
+ operating expenses. Operating expenses include office and administration
expenses, selling and distnbution expenses, financial expenses. This ratio is

computed as follows:

Operating Expenses Ratio

Operating Expenses Ratto =

. Operaring Cost 100
Sales

Qr
Cosi 0f Goods Sald + Operating Expenses

x 160

Or

Salkes

Operating Expenses Ratio = 100 - Net Profit Ratio

Interpreiation: The higher ratio reveals the lower efliciency of the inanagement,
means a great portion of sales is heing absorbed in operating cost. if this ratic (s
tower, it shows the cificicncy of the management and net profit ratio will be

higher.

Example: The following is the Trading and Profit and Loss Aceount of Raj Brothers
Ltd. for the year ended 31 Dec. 2007:

Particulars i T Particulars L4
To Opening Stock 22875 | By Sales 150,000
To Purchases 94,375 | By Closing Stock 20350
Te Carriage 600
To Wages 1.5040
Ta Gross Profit ¢/d 60,000
1,79,550 1,79,550
To A dministration Lxpenses 30.300 | By Gross Profit bid 60.000
To Selling Expenses 1,800 | By Non-operaling tncomes:
To Distribution Expenses 1.800 | InL on Securily 430
To Finznce Cxpenscs 2.100 ! Dividend on Shares 1,125
To Non-operating Fxpenses: Profit on Sale of
Loss on sale of building Machincry 225 1300
Provision for Jegal suit
Fumijure Wrilten-off 600
To Net Profies 235,200
' 61,800




You are required 1o caleulate (i) Expenses Ratios, (i) Gross Profil Ratio, (iii) Net
Profit Ratio, (iv) Net Operating Profit Ratio and (v) Operating Ralio.

Solution

(i) Expenses Ratios:

(1) Cost of Sales Ratio

_ Cost of Sales , 100

Sales

Cost of Sales = Sales — Gross Profit

Cost of Sales Ratio =

{b) Administration Cxpenses Ratio

{c) Selling Expenses Ratio

{d) Distribution Cxpenses Ratio

{e) Finance Expenses Ratio

() Non-operating bxpenses Ratio

{11) Gross Profit Ratio
(S11))] Neit Profit Ratio
(iv) Net Operating Profit Ratio

= 1,50,000 — 60,000 = ¥ 90,000

20.000 4 100 = 60%
1,50,000
. Administration Expenses 100
Sales
= —3?’ 000 2 100 = 20%
1,350,000
Ik ) ;
_ Selting Expenses ~ 100
Sales
= ﬂ-—me:].Z%
1.50.000
_ Distribution Expenses 100
Sales
1
- 1800 »100=1.2%
1.50,000
_. Finance Expenses 100
Sales
= 2100 0= 1.4%
1.50,000
_ Non-operating Expenses - 100
Sales
= ﬂ" 100 =0.4%
1,50,000
_ Gross Profit « 100
Sales
_ 60.000 » 100 = 40%
1,50,000
_ Net Profit 100
Sales

Net Operating Profit .
Sales

100
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Net Operating Profit = Net Profit + Noon-operating Exps. — Non-operating
Incomes

=T 25200 + T 600 —T 1,800 = T 24,0000

T 24,000

Net Operating Profit Ratio = ——————x
T 1,50.000

- Gperating Cost
Sales

Operating Ratio x 100

Cost of Sales + Administration Expenses + Selling
Expenses + Distribution Expenses+ Finance Expenses

790,000 + 3 30300+ 1,800 +T 1,800 +T 2,100

N I.26,UOUX 100 = 84%
1.50.000

i

QOperatinpg Cost

1

Cash Profit Rarig- 1t 1s the relationship of cash profit and sales. Cash profit
means cash from operation, which is calculated as

Cash Profit = Net Profit + Non-cash Expenses

Where, Non-cash Expenses mean those expenses which are not paid in cash as
depreciation, goodwill, preliminary writter off, etc.

Then this ratio is computed as below:

Cash Profit Ratio = M = 100
. Sales

Profitability Ratio Based on Capital: To check tic overall profitability and
efficiency of the business, profitability ratios based on capital or asscts are more
vseful than the ratios based on sales. The theory behind this thought is that the
amount of profit is camed on the total assets/capital. Therefore, the profitability
ratios must be calculated on the basis of capital, assets or investments. Under this
group the fotlowing ratios are calculated:

(2} Rettrn on Total Assets Ratio: The ratio 15 used by the analyst t0 measure the

efficiency of the wmaragement of the business. 1 is computed with the heip of
net profil after tax and interest and total assets. The formula of this ratio is as:
Net Profit after Tax and Interest .

Returmn on Fotal Assets = - 100
Total Assets

This ratio is based on total assets. Tota) assets mean 1hose assels which are
productively being used in the busioess and those assets which are not being
used n the business are not inciuded in the total assets as investmemt outside
the business. i intangible assets, like goodwill, patents, trademarks and
fictitious assets, like preliminary expenses, discount on issue of shares and
debentures have no market values, those are ignored at the time of @king the
total assets. Therc is a general rule which is adopied at the time of aggregating
the value of iotal assets that all the fixed assets (having the nature of
performance) and current asscts are faken at their respective book values.

For the calculation of this ratio (e net profit should be after tax and interest
on mvestment in order to match the total assets {discussed above).

At the time of interpretation of the ratio, we have to keep in our mind that this
ratio expresses the efficiency of the management in using the total assets in
generating the income. The higher side of the ratio shows the better cfficiency



(b}

{c}

(d)

of the management. Some analysts compute the return on tangjble assets or
return on {ixed assets in the place of return on foial assets.

Returst un Proprictors' Find Ratio: This ratio expresses the relationsbip
berween proprietors' fund and the net profit afler fax. The proprietors' fund
means total of equity share capital, preference share capital and reserve and
surplus. This ratio reflects the profitability on the sharcholders’ or owners'
equity. Il is computed as faflows:

Net Profit alier Tax

2100
Shareholders’ Fund

Return on Shareholders' Fund =

This ratio is computed for the sharehalders to check the return on their funds
in relation 1o others, For the comparative study of two or more companies this
ratio is very imporiant. If this ratio is adequate it would be easy for the
vompany to raise the addition funds from the market in future.

Return on Equity Cupital. This ratio is the relationsbip between the net profits
available for the equity sharehofders and the equity share capital. The net
profit available for equity shareholders means that amount of het profit which
comes after deducting interest, tax and the dividend tw prefercace
shareholders. Equity share capital means the paid up value of ordinary share
capital and reserve and surplus. This ratio is also computed into percentage.
The formula of this ratio is as given below:

Returit on Equity Capital (ROEC)

. Net Profit afler Dividend on Preference Shares y
Equity Share Capital

100

This ratio is used by the analyst to lest the profitability tor the equin
sharcholders. The higher ratio is better fo provide a satisfactory return to the
equity shareholders. This ratio is very useful for the potential investars o lake
the decision regarding the investment in a particular company. It also helps in
the determination of prefit earning capacity on the equity capital.

Return on Capital Employed: 1t 18 also known as Return on Investment {ROT).
This ratio is computed to judge the overall efficiency of the husiness. This
ratio reveals the relationship between the income and the capital emploved. In
other words, it reveals whether the amount of capital emploved has been
properly used or not in the bustiness to generate the incomes. Higher ratio
shows the more efficient use of the capital employed in the buxiness. The
following are the formulae to coropute the returmn on capital emploved or
investments.
Profit after Tax

(i) Return an Capital Employed (ROCE) = - x 100
Capital Employed

(ii) Return on Capital Employed (ROCE)

_ Profitafter Tax and Interest and Divided

Capital ELnployed « 100
(i) ROCE = Tumover x Net Margin
Where,
Turnover = Sales 5 Net Profit <100

Capital Employed Sales

57
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Net Margin = M % 100
Capital Employed

Or
ROCE = . Sales xNeI PmﬁtxlOO
Capital Employed Sales
ROCE = Nei Profit « 100

Capital Employed

Here the term capital employed is used in the sense of net capital employed which
means the total of all the fixed assets and current assets minus current liabilities. ft can
also e determined by addition of tota) fixed assets and working capital which is the
ditTcrence of current assets and current Habilities. Thus, the net capital employed may
be compuied by the following formula:

Calcuiation of Capital Employed from Assets side of B/S

1 z z i
Fixed Assets at replacement cose:
I'fam and machinery XX
Land and building NN
Furniture NXRK
(thers XXM XX
Add nvesiments (inside ) T XX
Add: Curvent Assets —
Inventory XXX
Debtors XXX
Cash & Bank balance XXK XXX
Gross Capital Employed ..______ XX
Less. Current Liabjlilies
' Sundry crediturs Xxx
Bank overtraft XXX
‘ Qutstanding expenses X%
Others AXX AXXX
LNet Capital Employed XXX ]

At the time of computation of capital employed, the following points must be kept in
mind:

(a) All the productive fixed assets should be taken at replaccment cost.

{b) If the (ntangible assets like goodwill. patents, trademarks, etc. do not have the
market value. they should mot be considered for the computation of capital
enployed,

{c) If the investments are made outside the business, they must be 1gnored.

(d} All the fictitious assets such as preliminary expenses, discount on issue of shares
or debentures must be excluded.

(e} Al types of stock as — raw materiats, work-in-progress, finished goods shouid he
included in capital emploved.

(f) Obsolete assets should not be included in capilal einployed.
() Reserve for bad and doubtful debts should be subtracted from the sundry debtors.



For the purpose of computation of retum on capital employed, the income should be
matched with e capital employed. 1f any asset is not considered in capital emploved,
mcome from such asset should not be included in the net profit for the purpose of
return on capital employed. Similarly, if the fixed assels are taken at the replacement
cost, depreciation on the addition of the assets due to replacement cost should be
adjusted in the income tor this purpose. As per accounting convention, atl the possible
losses should be adjusted in the profits and all possible incomes should be ignored and
abnormal losses or gains should be excluded from the profit.

The capital employed may be determined from the liability side of the balance sheet
alse. Thus,

Calculation of Capital Employed from Liabilitics Side of RS

Prelerence Share Cupital
Equity Share Capital AT AN
Add: Reserve & Surpluses XXX
Debentuces XXXK
Long-term Loans NXXA
ARXN
Lese Fictilions Assels XAXN
Accumulated 1 .osses NXNX
Intangible Asscts AR EAN XA
Net Capital Employed XXX

3.6.2 Du Poat Control Chart

As discussed earlier RO or ROCE is the product of Iwo ratios ie. Net Profit Ratio
and Sales to Capital Employed Ratio (Tumover). Remirn on capital employed is
affected by a number of factors. [f net profit ratio changes, ROCE (RO will also
change as it is based on it. 1f cost of sales increases without other changes. net profit
will decrease as a result ROCE (ROI) would also decrease. Tn the same way, if the
working capital decreases, total capital employed will also decrease and in the absence
of any decrease the ROT will increase. There are so many [actors which may affect the
ROT. These factors are inter-related with each other, These factors can be represented
in a chart which is known as Du Pont Chart. This ¢hart was first used by the Du Pont
Company of U.S.A. in their annual repert. Therefore, it is called Du Pont Chart,

Retirs on { apital Fmployed (RCKCE)
or
Return on tnvestment (RO1)
& +
Turmaver s e e Multipleed by .- l Net Profit Ratw J
¥ L ¥ v
Sales | [Dpvided by l Cupital Employed J [Dhvided by Sales
— ) ¥ ¥
Fixed Assats - Plus - | Wark.ng Capiat Sates  b- - Manas_
000000 ' | N
‘ ¥ ¥ ¥
Current Cost of Oilice Selling and
Current Assets ‘ MIAUS .| | ahitibies Sales |77 Phas Dsmbution
Overheads

Figure 3.2: Du Pont Chart of Profitability
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Example (Return on Investinent)

Compute Retum on Capital Employed on the basis of (i) Net Capital Employed, (ii)
Gross Capital Employed, (iii) Average Capital Tmployed, with the help of the
followiny figures,

! Liabifities T Assets 4
Prefercnce Shars Capital 900,000 | Fixcd Assets Less Depreciation 24.00,000
Equity Share Capital 15,00.000 | Current Asscts 12.00.000
996 Debentures 12.00.000 | lovesbnents: ‘

Reserves and Surplus 6.00.000 | Quoled 4,50,000
Current Liabilities 600,000 | Unguuted 3,80,000)
Preliminary Fxpenses 225,060
—— Pateris & Trade-marks 2.23.060

48,00,000 | “aso0000 |

I. Reserve and Surplus include curren! year’s profit of T 1.20,000 after interest on
debentures for one year and after 1ax provision @25%.

2. Income from quoted inveshnent @10% is included in cumrent ycar's profit, such
investment being non-trade investments.

3. Net capital employed in the beginning o the year was T 33,75,000.

Solution
Calculaiion of Capitat Employed

I : ]
Fixed Assets less Depreciation 24,00,0040
Current Asscls 12,00.000
Unquoted [nvesiment 3.00.000
Quuled invesiment will not be considered as these are non-trade -
Patenis and 7 rademarks 2.25,000
Gross Capital Employed m
Less: Current Ligbilitiox 6,000,000
Net Capital Employed m

Average Capital Employed
Beginning Capital Employed + Capilal Employed at the end

3
33,75,000 + 35,25,000
= . =3 34.50,000
2
Calculation of Net Profit
Profit afler Tax T1.20,000
gl v 25
Add Ta 1220000~ 23 2 40,000
75 —_—
Profit before Tax T 1,60,000
Adid: Tnterests on Debentures
F 1,408,000
$% on T 12.00.000
Profit before Interest and Tax 7 2.68,000
Less Income jrom quoic investment 7 45,000
{107 of T 4.50.0001 _—
COperating Income before !nterest and Tax T 3,13.000 /
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(1 Retum on Nel Capital Employed

_ Operating Income belore Interest & Tax

" ek ¥ 100
Nel Capital Lmployed
= 3RO a0 = 0.90%
3225000

Operating Income before Interest and Tax 100

{it) Return on Gross Capital = :
Gross Capital Employed
313,000

= ———~ [00=7.58T%
41.25,000

Operating Income before Interest and Tax y
Average Capital Employed

(i) Retum on Average Capital = 100

= 343000 ah - 6079

34.50.000

Profitability Ratios from the Point of View uaf Prospective [nvestors: The
analysts compute some other profitability rarios also for the prospective investors
of the company. |hese ratios are as follows:

{a) Earning Per Share (EPS): Eaming per share represents the eaming of the
cornpany derived fraom each equity share of the company. If there are both
equitsy and prefercnce shares, first the dividend on preference shares is
subtracted from the net profit. The remnaining net profit is for equity
shareholders. To find out the eaming per share the net profit is divided by the
total nuraber of equity shares as below:

Earning per Share (LPS)

_Net Prafit Afier Tax, Interest and Preference Dividend
No. of Equity Shares

The more of EPS represents the better performance and prospect of the
company. [f the EPS of a company increases, rale of dividend and bonus may
mcrease. EPS directly affects the market value of the equity share. Generally,
10 to 20 tunes of the EPS is considered a justified market value of the share.

If the company is converting its preference shares into equity shares, at the
time of calculating the EPS such a conversion should also be kept in mind. I
EPS is being calculated on the basis of existing shares only. such EPS is
called primary EPS. And il EPS is computed on the basis of existing and new
converted shares, such EPS is called diluted EPS.

(b} Price Earning Ratio (PER}: This ratio reveals the relationship between the
market price of the equity share and the eamninyg per share. I is calculated by
the lollowing tormula:

Market Price Per Equity Share

Earning Per Equity Share

Price Earning Ratio (PER) =

Price earning ratio is the best measurement for the value of share. A high PER
crenles confidence among the investor. It helps the prospective investor in
taking the decision regarding the buying of shares of a company at a particular
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(c)

(d}

(e)

)

(g}

markel price. On the basis of his ratio the price of an equity share of a
company may be forecasted. On the basis of this price the value of the
company may afso be camputed.

Pay-out Ratio: This ratio reveals as 10 what portion of the EPS has been paid
as dividend and what has been retained for ploughing back. [t is calculated as
follows:

EP.S ‘100
P.S.

Pay-out Ratio =

From investor's point of view this is a very important ratio. An investor, who
is interested in the capital apprecianan, lkes the low pay-out ratio and who
prefers the regular cash retum on the investment prefers the high pay-out
ratio. Retained earning ratioc may also be computed with the help of retained
earning and EPS as under:

Retained Eaming Per Share
LPS

The total of retained earning ratio and pay-out ratio will be always 100.

Retained Earning Ratio = * 100

Dividend Per Shure tDPS) Generally, the equjty shareholders do not take the
interest in the EPS, but they take more interest in the dividend per share which
has been declared by the company. Jt is computed as follows:

Dividend for Equity Shares

Dividend Per Share (DPS) = —
No. of Equity Shares

The higher DPS is liked by the equity sharcholders. Alternately, it can be
calculated as
Dividends Declared

Rate of Dividend = — - — % 100
Paid up Equity Capital

Dividend Yield Ratio (DYR): This ratio shows the reat worth of the company
before the shareholders. This ratjo calculates the relationship between the
dividend paid per share and the market price per share in percentage which
may be as:

Dividend Per Share

Dividend Yield Ratio (DYR) = - x 100
Marker Price Per Share

This ratio 1s calculated for those investors who are interested in the dividend
ncore,

fnterest Coverage Rafio. This ratio is computed to check the company's
ability to pay the interesi on the long-term loans. This ratio is very imporiant
from the point of view of the dcbenture holders and money lenders. It is
computed as follows:

Profit before Interest and Tax

Interest Coverage Ratio = ————x 100
Interest on Long-teym Liabilities

Dividend Coverage Rutio: It is the reciprocal of the pay-out ratio. |1 indicates
the company’s ability to maintain the dividends rate in future, 1t is calculated
as folHows:

Profit before Interest and Tax
Dividend

Dividend Coverage Ratio =



Or

Dividend Coverage Ratio =

03
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E.PS.

{(hy Book Value Por Share Ratio: Book value or intrinsic value of a share is
determined by dividiog the net assets of the company by the rotal number of
shares. It is determined as follows:

Book Vaiue ot One Equity Share =

Or

Net Assets
No. of Equity Shares

Net Azsets

No. of Equity Shares + No. ol Pref. Shares

(i} Revenwe Rescrve to Paid up Capital Ratio: This ratio is the relationship
between the revenue reserve and paid up capital. It is determined in

percentage as follows:

Revenue Reserve (o Paid up Capital Ratio =

Example (Profitubitity Rutin)

R -
Revenue Resource . 100

Paid up Capital

The Balance Sheet of Shila Manufacturing Company Limited as on 1* January, 2008

was as follows:

Bitance Sheet of Shita Manufacturing Company Ltd.

{As on 1* January, 2008)

Liabilities Amount Assets Amount
K4 LY]
Share Capital 1T 10 per share) A0.00.000 | Fixed Assels 25.00.000)
Current Assets L0000
Reserves 5,00.000
Debentures 14% 5.00,000
Current Liabilitics RRLIELLE
34.00,000 34,00,000

Tax rate for the Cumnpany is 30%. The Eaming Before Interest & Tax (E.B.1.T.) of the
company are T 7.50000. The dividend Pay-out Ratio of the company is 40%. The
marhet price of company's shares is T 16 per share,

On the basis of the infarmation, compute the following rartios for the company:

{i) Rate of Return on Gruss Capital;

(i} Rate of Rerurn on Net Capital;

(iii) Rate of Return on Net Worth or Owned Capital;

(iv) Rate of Return on Paid-up Equity Capital;

(v) [LCaming per Share;
(vi) Dividend
(vii) Earnings yield;


http:Rese,.ve

64
Management Accounting

(viil) Dividend Yield; and

{ix)

Dividend Cover.

Solution

(i)

(i)

(i)

(iv)

{(v)

(vi} Dividend Per Share =

Eaming before Interest & Tax

- x 100
(ross Capital Employed

Rate of Return on Gross Capital =

Gross Capital = Fixed Assets + Current Assets
=T 25,00.000 + T 9,00,000 = ¥ 34.,00.000

7,50,000

————— % [00=22.058%
34,00,000

Rate of Return on Gross Capital =

Earnipg before Interest and Tax g
Net Capital employed

100

Rate of Retuen oo Nel Capital =

Net Capital Employed = Gross Capital Employed ~ Current Liabilities
=T 34.00,000-F 4,00,00=7 30,00,000

7,50,000
30,00,000

Rate of Return on Net Capital Employed = x 100 =25%

Earning After Interest and Tax
Net Worth

Rate al Return on Net Worth = x 100

Eaming after Interest and Tax = EBIT — Interest on Debentures — Tax
= 7,50.000 - 14% on T 5,00,000 -~ Tax
=¥ 7,50,0006 — ¥ 70,000 — Tax
=7 6,80,000 - 30% of 6,80,000
=¥ 4,76,000

Net Worth = Share Capital + Reserve

=7 20,00,000 + T 500,000 =T 25,00,000

Rate of Return on Nel Worth = M »* 100 = 19.04%
25,00,000

Eaming after Interest and Tax y

Rate of Return on Paid-up Equity Capital =
¢ o Fard-up Bquity Cap Paid-up Equity Capital
Z 4,76,000

= —————x100=23.8%
T 20,00,000

Earning after Interest and Tax
No. of Equity Shares

Earping Per Share =

24.76,000 __
22,00,000

T'otal Dividends
No. of Shares

Total Dividend = 40% of Laming after interest and tax
= 40% of T 4,76.000 =T 1,90,400

100



Dividend per Share= 1.90408 T 0952
2.00,000

Earming per Share

|

{vii} Earning Yield ¥ 100

Market Price per Share
T 2.38
T16.00

Dividend per Share
Market Price per Share

- 100=14.87%

{vii} Dividend Yield

>~ 100

95
- 10952 x 100 = 5.95%
T 16.00

{in) Dividend Coverage Ratio = ming per Share

Dividend per Share

238

m = 2.5 umes

3.6.3 Liquidity Ratias

Liquidity ratios are also known by the name of short-term solvency ratios. These
raligs are relating with the short-term financial position of the company. Liquidity
rattos are used to lind out the ability of the company to pay its short-term obligations
from its short-term resources. Shori-term obligations include - creditors, banks,
money lenders, suppliers, employees, etc. Following ratios are calculated to clicck the
liquidity of the company:

I.  Current Ratio: This ratio is also known by the name of Banker's Ratio or
Working Capital Ratio. This ratio reveals the relationship between current assets
and current liabilities. Current ratio is used to measure the shoni-term liquidiry
position of a company means shori-term solvengy, This ratie is calculated by
matching the current liability with current assets as below:

Current Assets

Current Ratio= ——mm————
Cureent Liabilities

Where,

Current Assels are those assets which are expected 1o be converted nto cash
within a year or consumed in the production of goods or rendering of services.
These assets are  Cash-in-Hand, Cash-in-Bank, Bills Receivables. Debtors,
Stock, Loans and Advances, Short-term Marketable tnvestmonts as Government
Securities. Prepaid Expenses, Accrued Interest, Money at Call and Short Notice,
e1c.

Current Liabilities are those which are expecied to be paid within one year.
These liabilties are — Sundry Creditors, Bills Payable. Outstanding Expenses,
Short-term Loans, Provision of Taxation, Long-term Loans Payable in Curren
Year. Income Received in Advance, Dividends Payable, Bank Overdraft (if i1 is
not mentioned as long-term arrangementy}, ete.

Interpretation af Current Ratio: Current ratio is the test of short-term solvency
of a company. In other words it is the indicator of the shomn-term sohvency of the
company. The ideal current ratio is 2:1. If a company has this ideal current ratio.
it is assumed that its current assets are sufficient to meet its current liabilities ar

ik
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its working capital is adequate. If the currcnr ratio of a company is higher than
the ideal ratio, it shows that company has higher capaeity to pay off its short-
term liabilities, Uf the current ratio of a company 1s less than the ideal ratio, it is
assumed that its working capital is not sufficient.

This ratio 15 also used to check the adequacy of the working capital of the
business. Working capital is that amount of current assets which is teft afier the
payment of current liabilities. Working capital of a business represents the
margin of safety for short-term obligations. At the time of using the current ratio,
the anatyst should adopt the following precautions;

(ty Curent ratio is affected by the window dressing of the halance sheet.

{it) The analyst must look that adequate provision for bad and doubtful debts
has been made or not.

(1) Adequate provision for the contingent liabilities should be made as per the
nature of labilities.

{tv) Inventory should be properly valued.

Liguid Ratio: This ratio is also called by the name of Quick Ratio or Acid Test
Ratio. Current ratio is used to measure the short-term solvency. 1F the amount of
stock 15 heavy in the current assets, current ratio may mislead. Therefore, liquid
ratio fs also calculated along with the current ratio. Liquid ratio is the
relationship of Hquid assets and current habilities. This ratio is computed as
under;

Liquid Assets
Current Liabilities

Or

Liquid Ratic =

Current Assets ~ (Stock + Prepaid Expenses)

Liguid Ratio = ——
Current Liabilitics

Liguid assets comprise all those assets which are included in current assets
except stock and prepaid cxpenses. It is assumed that stock takes time 1o be
convericd into cash and prepaid expenses cannot be 1aken back easily.

There Is one more concept that liquid ratio should be computed on the basis of
liquid assets anpd liguid liabilities. Liquid [iabilities may be obtained by
subtracting the bank overdraft from the current liabilities. As per the concept the
tiquid ratic wiil be as below:

Liquid Assets
Liquid Liabilities

Liquid Ratio =

Interpretation: The higher of the ratio shows the betler ability of the company ta
discharge its short-term liabilitics as and when required. Liquid ratio provides
more stringent test of short-term solvency because liquid assets are more liquid
than the current liabilities. The ideal liguid ratio is assumed 1:}. But it is not
accepted in all types of business. Results on the basis of it may be illusory. [f'the
liquid ratio of a company is less than the ideal ratio of ]:1, short-tenm fipancial
position of the company is considered unsound. The company does not have the
sufficient cash to meet its short-term liabilities, Continuous declining of the ratio
indicates the overtrading which may lead the company into financial difficulry in
future.
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Super Quick Ratip; This ratio is also known as absolule liquid ratio. it reveals
the relationship between super quick assets and current liabilities. Super quick
assets include cash, bank balance and marketable securities. Super quick assets
may be computed by subtracting the debtors and bills receisable from the liquid
assets. This is computed as foltows:

Super Quick Assets

Super Guick Ratio =
P Current Liabilines

It is the most consenative test to check the liquidity of a company. The
acceptable norm for this ratio 15 0.5 1 or 1:2.

3.6.4 Solvency Ratios

Solvency mitios indicate company’s ability to mee( its long-term liabilities. Therefore,
these ratios are also calied long-term solvency ratios. The long-term liability of a
company comprises of debeptures. long-term loans. unpaid installment on hire-
purchase, and long-term creditors. The long-term creditors take interest in those ratios
which highlight the Jang-term financial position of the company so that they may
ensure regarding the repayment of their principal amount on maturity as well as
regular interest on their dues. For this purpose the following solvency ratios are
calculated:

19

Debi-equity Ratio: This ratio revcals the relationship between external equities
and jnternal equities. Therefore, 11 is also called the eaternal-internal equity ratio.
[t is computed on the basis of following forinula;

External Equities or Debts
Intemal Equities ar Equities

Or

Debt-equity Ratio =

Outsiders Liabilities

Debt-equity Ratio = - —
Shareholders' Fund

External equities or debts include debentures, long-term loans, mortgage loans.
short-term loans and current Liabilities. On the other hand the internal equities
(shareholders’ fund) include the equity sharc capital, capial reserve, revenue
veserve, relained eamings, sinking funds and prefcrence share capital but
fictitious assets and accwmulated (osses should be subtracted from the
sharcholders fund.

Interpreration; Debt-equity ralio is taken as an indicator of the depree aof
protection ¢njoyed by the outsider creditors. Generally, a ratio of [:} is
considered satisfactory. The lower debt equity ratio expresses that there is
greater claim of the sharcholders over the assets of the company which is
considered good from the point of view of the management. [t provides a pood
margin of safety at the time of liquidation of the campany. Analvsis and
interpretation of this ratio depends upon the purpose of analyst.

Proprietary Ratio: This ralio is alse known by the name of net worth to rolal
assets of cquity ratio. Proprietary ratio indicates a relationship between net worth
and total asscts. This ratio expresses the extent to which the shareholders own
business. Proprictary ratio is computed as follows:
Shareholders’ Fund or Net Worth

Tolal Asscls

Proprietary Ratio =

67
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Sharcholders' fund inciudes the equity capital, preference share capital, otal
accumulated reserve and sarplus. But accumulated losses are subtracted to find the
shareholder’s fund.

For the purpose the tofal assets include the fixed asseis and current assets. [f the
intangible assets have some marketable value. those are also included. But the
fictitious assets are never inchluded in the fotal assets.

Interpretation: The proprietary ratio is caleulated to determine the long-term
selvency of the company. The higher propriefary ratio reveals the stability of the
business in the long run. The lesser ratio indicates the failure of the business in
long run. The ideal proprietary ratio of 1.2 is considered satisfactory.

This ratio can also be calculated on the basis of current assets and fixed assets
sepamtely. its formulae are given below:
Fixed Asscts

{a) Ratio of Fixed Assets to Proprietary Fund = -
Proprietors’ Fund

Current Assels

(b} Ratio of Current Assets to Proprietary Fund = ————————
Proprictor's Fund

Solvency Rario: This ratio reveals the relationship between the tofal assets and
total linbilities of the business. [t expresses the company's capability and
soundness to meet its liabilities out of its assets. Among total liabilities, Jong-term
and cutrent liabilities are jncluded. fts calcolation is done with the help of
following formulae:

Total Liabilittes

Solvency Ratio =
Total Assets

Where,
Total Assets = Fixed Assgts + Current Asscts + Intangible Assets {Market Value)

Interpretation: If solvency ratio 1s less than one (1), company is assumed solvent
to pay all its liabilities. If this ratio is more than one (1). it is assumed that
financial position of the company is not sound. [t cannot pay all its liabilities,
Company is going in the state of insolvency.

Fixed Assets Ratio: This ratio reveals 1he relationship between fixed assets and
tong-term fund and capital. [t is calculated as under:
Long-term Fund + Capital

Fixed Asseis Ratio = -
Fixed Assets

Where,
Long-term Fund = Equity Share Capital + Pref. Sharc Capital + Reserve and
Surplus + Long-term Louns
Fixed Assets = Fixed Assets Less Depreciation + Long-term [nvestments +
Shares in subsidiarjes

Interpretation: This ratio reveals whether the tong-tenn funds are being used to
acquire the fixed assets or not. It other wards fixed assets should be purchased
from the long-term funds. 1.3 of the fixed asscts ratioc may be considered
satisfactory. It means thai the Jong-term funds are more thas the fixed assets,
Some funds are osed in the working capital alse, which is geod in long-run.



Cupital Gearing Rutiv: Capital gearing ratio reveals the relationship berween
equity share capital plus reserve and surpus and preference share capita) + fixed
interest bearing finance It is caleulated on the basis of following formula:

Equity Share Capital + Reserve & Surplus
Pref. Share Capital + Interest Bearing Loans

Capital Gearing Ratio =

Here. the interest bearing loans nean those loans or finance on which the
company has to pay Ibhe interesl at a fixed rare like debenture, bonds and bank
loan, ete,

Interpretation: If capital gearing ratio is less than 1, it is said to be highly geared.
In this case the amount of preference share capital fixed interest bearing loans
exceeds the amount of equity share capital and reserve and surplus. But if the
amount of ¢quiry share capital including reserve and surplus exceeds the amounl
of preference share capital including fixed interest bearing loans, company is said
to be low geared. And if the capital gearing ratio is 1:1, it is said to he neutral. But
if there is anly equity capital, no preference share capital, no loans, there will be
no capital gearing/leverage. Capital gearing is very much useful in making the
dividend policy. In the case of low geared capital, the management may not avail
the advantage of low cost of loans, preference capital.

Coverage Ratio: This ratio indicates how many times the net profit covers the
financial expenses. Coverage mtios are of two types:

(i} Imteresi Coverage Ratio. This ratio 1s also known as debt-service ratio. It
expresses the relahonship between the nterest on long-term loans and other
obligations and the net profit before interest on tax. It is computed by the
following formula:

Net Profit before Interest and Tax

Interest on Long-term Loans

Intercst Coverage Ratio =

Interpretatinon This ratio indicates the number of times interest covers the net
profil. 6-7 limes of the ratio is considered good. The high ratio shows the
more safety to the long term creditor. If it is foo much high, it indicates that
the company 15 not using the loans from outsiders.

(ii) Preference Dividend (overage Ratio: This ratio is computed to find out the
relationship between preference dividend and net profit after interest and tax.
[t expresses the company's abilily 1o pay preference dividend. it is expressed
in limes. This ratio indicates the number of times preference dividend covers
the net profit alier interest and tax. It is calculated as under:

Net Profit after Interest and fax
Preference Dividend

Preference Dividend Coverage Ratio =

3-4 times this ratio is considered satisfactory.

Example (Liquidity and Solvency Ratio)
The fotlowing is the Balance Sheet of M/s Charan & Co. Lid.. as on 31st Dec., 2007

Liabilities and Capital Amount | Assets Amount

® )

Eyurts Share Capital 300000 | Fixed Asscrs Less 6.59.430
Prefcrence Share Capial 300600 | Depreciatiun

Rescrves and Surplus 2.53.500 | Stock 1.48.380

Rills Payable 19.500 | Dchiors 15,130

Creditors 48.000 | Cash and I3ank Balances 78.060

$,21,000 9.21.000
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:;‘mgcmm Accouning Ascertain the following Ratio:
(a} Current Ratio
(b} Liguid Rarig
(c) Debt Equity Ratio
{(d) Proprietary Ratio
(e} Solvency Ratio
{f) Capital Gearing Raiio
Solution

Current Assers
Current Liabilities

1

(a) Current Ratio

Current Assets = Stock + Debturs + Cash and Bank Balance
= 1ARIBO + 25130 + 78,060
= 1261570
Curreat Liabilities = Bills Payable + Creditors
= T 19.500 + 48,000
= 267500
261,570 _

i

1870

Current Ratio -
67.300

Liguid Assets
Current Liabilities

(b} Ligquid Ratio

Current Assets — Stock
= 261,570 - 1.48.370
= T1,13,200

3.20
13200 | 67
67,500

Il

Liquid Assets

it

Liquid Ratio

External Eguiries

"

{¢) Debt-equity Ratio :
©) ity Intermal Equities

il

Bills Payable + Creditors
= T 19.500 + 48.000
= 167500

[memal Equities = Equity Share Capital + Preference Share Capital +

External Equisies

Reserve & Surplus
= 300,000 + 3.00.000 + 2.53,500
= ¥ 8.53.500
67,500

Debt-equity Ratic = ———— =076
8.33,500



Proprietors’ Fund N

(d) Proprietary Ratioc = Total Assets Ratio Analysis
Proprietors’ Fund = [ntemal Equities = ¥ §,53,500
Total Asscts = Tixed Assets + Current Assets
=  6,59,430 +2,61,570
= 921,000

Extemal Liabilities

(e} Solvency Ratio =
Total Assets

Caternal Liabtiities =  Extemnal Equities =¥ 67,500

Solvency Ratio = 67,500 _ 0.07:1
9.21,000
_Equity Share Capital + Reserve & Surplus

Preference Share Capital + Long-term Loans

3,00,000 +2,53,500 _ 5.53,500 _ ]
3,00,000 1.00,000

(f) Capital Gearing Ratio =

3.6.5 Leverage Ratios

In the financial management, the leverage is used as a tool to accelerate the return for
shareholders by using the debts financing. When rate of eaming becomes more than
the fixed cost of debts in the market, such a leverage becomes favourable otherwise
unfavourable. In other words. to do more work by a Jittle effort is called lever,
Similarly, slight increase or decrease in the selling price or financing will change the
rate of return to shareholders. 1t is said leverage work.

Following three types of leverage are used in the business:

. Operating Leverage: Operating leverage ratio is used to measure the changes in
operating profit due to slight change in sales. In the words of J. Hampton,
"Operating leverage exists when changes in revenues produce greater changes
in the earning before interest and tax”. This leverage s computed as:

Contribution

1

Onperating Leverage
P & & Operating Profit

Or

Sales — Variable Costs
Earning before Interest and Tax

I

Qperating Leverage =

Or

Percentage Change in Operating Profit
Percentage Change in Sales

Ik

Operating Leverage

Where,

Contribution = Sales — Variable Cost

i

2. Financiul Leverage: 1 is the indicator which reveals the impact of using the
dcbt capital in capital structure on the profit before tax of the company. As per
L.J. Gitman, "Financial leverage may be defined as the ability of a firm to use
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fixed finunciaf changes to magnify the effects of changes in EBIT on the firm's
EPS”. Degree of the financial leverage can be measured by the following

formula:
Financial Leverape = EBIT
PBT
Where,
EBIT = Earning Before Interest & Tax
PBT = Profit before Tax

Or
Percentage Change in EPS

Percentage Change in EBIT

"

Fmancial Leverage

3. Combined Leverage: It is the multiplication of operational leverage and financial
leverage. It §s computed as follows:

Combined Leverage = Operating Leverage ~ Financial Leverage

Or
Combincd Leverage = —rg_ﬂ> ELEI
EB{T PRT
Or
= _(.:'_—
PBT

Where,
C = Contribution
EBIT= Eaming before Interest & Tax
PBT = Profit before Tax
Example {(Leverage Ratios)
I'rom the following information caloulate:
{a) Operaling Leverage
(b} Financial Leverage

(¢) Composite Leverage

Orjginai X in L“kh:]

| @ ARer an Inerease of 10%

ob Sales
Sakes (45300 units a1 2 1 pu) 4,500 4,950
Less: Variable Cost 2 0060 pou) 2,700 2,970
I Contribution [.800 198
Less Fixed Cosis i 1,350 1.350
Profit before Interest & Tax {(EBITY I 450 630
Less. Interest [50 150
Profit before Tax 300 480
Less: )axat 55% 165 264
Profit after Tax (PAT) 135 216




Solution
Particulars Dregree of Operations
Orioi After 10% Increase
riginal
on Sales
. Conmbution 1800 1980)
{a) Operating Leverage = ——— =4 =3 142
BT T 130 B30
. . ERIT
ib) Financial Leversge = _ FRT 450 £.50 b0 11
Profi before Tax 300 sy
{c1 Composite Levenage = Operating Leverage - 4> 1.50=6.0 J1a - 1313
Fmaneial Leverage =4 188
Fill in the bianks of the following:
1. is the engine that drives the business enterprisc.
2 Ratio is the relationship of each component of cost to sales
which is expressed in percentage.
3. Return on Capital Emploved is also known as
4, represents the eamning of the company derived trom each
equity share of the company.
3. ratios are used to find out the ability of the campany to pay
its short-term obligations from its short-term resources.
6. ratio is used 10 measure the changes in vperating protit
due (o slight change in sales.

3.7 LET US SUM UP

Ratio is a numerical relationship between two items or groups of the same nature
of the fnancial statements. It can be expressed in the proportion, percentage or
turnover.

Ratlio analysis makes the financial statement simple or rearranged so that those
may be understood easily, comparison between two firms, two periods. Tt also
helps in calculating the efficiency, profitability and solvency (Long-term as well
as short-term),

In spite of being so many advantages of ratio analysis, it i not free from
limitations. These are in ratio analysis the qualitative aspect has been ignored,
price level changes afTect the ratio. standard ratio canno! be determined casily.
financial statements are window dressed, ratio are based on past performance and
SO many.

Different authors have classified the ratio in their own ways. Some classify the
ratios on the basis of financial statements, some on the relative importance of the
ratios, some on specific purpose. and some an the basis of users. Bul in this book
lor the purpose of the study, the functional classification is taken.

As per functional classification of ratios, the accounting, rafios are ¢Jassified into:
< Profitahility Ratio
+ Liquidity Ratio
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% Solvency Ratio
<+ Leverage Ratio
<+ Activity Ratios
< Inter-firm Comparison Ratio

¢ The profitability of a firm is tested on the basis of different ratios which can be
based on the capital, sales and the value of a share,

¢ Liquidily imeans the short-term solvency of a company. To test the liquidity of a
company the current ratio, liguidity ratio and super-liguid ratio are computed and
interpreted.

e Solvency is used to determine the long-term solvency of the company. Under this
head Debt Equity Ratto, Proprietary Ratio, Solvency Ratio, Fixed Assets Ratio.
Capital Gearing Ratio and different coverage ratios are calculated and analysed.

® Tllhree leverage ratios are: Operating leverage. Financial leverage and Combined
and these leverage are also calculated.

o To test the performance and manaperial effictency in using the assets and in
earning the profit, the activity ratios are calculated.

3.8 LESSON END ACTIVITY

“Rativ Analysis plays an imporiant tole in the process of decision making in
business™. Examine this statement and discuss some important ratios for measuring
the financial soundness and profitability of an enterprise.

J9KEYWORDS

Ratio: Tt is a numerical expression of relationship between two items, which is
calcufated to obtain a teaning.

Financiel Statements: These include the profit and loss account and the balance sheet
of a concern.

Prafitability: The profit earning capacity of a busincss is calied profiability.

Liguidity: The short-term debts paying position of a company from its short-term
resources is called liguidity.

Sotvency: It is company's ability to meet its long-term liability or obligations.

Leverage: 1t 15 a tool to accelerate the tate of retun by using the fixed intercst bearing
dcbt finance.

3.10 QUESTIONS FOR DISCUSSION

1. Explain the role of ratio analysis In the inferpretation of fisancial statements.
Exasmine the limitations of ratio analysis.

2. What are financial ratios? Explain and illustrate the ratios used for testing the
short-term and long-term finaucial position of the firm,

3. Discuss the meaning and significance of current ratio and acid test ratio in
anafyzing the balance sheet.

4. What is the importance of ratio analysis to management? Explaim briefly any two
ratios each for measuring (i) profitability and {ii) liquidity.



5. How is the liquidiry of a firm tested? Explain its difTerent ratios with examples.

6. The following is the Trading and Profit & Loss Account of M/s. Balaji Lid. for the
year ended 31™ March, 2008.

Trading and Profit & Loss Account

4 ?
1> Stock LEBI1.250 By Sulcs T 2325000
To Purchuses §5.76,250 less Sales Return 25,000 25.4HLD0D
To Carcape 10.H0 B Stock 4,912,501
Ta Wapes 15000
To Gross Profu 1000, 000
29,92,500 259,92.500
To Administrative Exp. 505.000
To Finance Expenses
[nterest T antu
Discount 2 12000 By Gross Profit 10,040,000
Bad Debt 2 17000 35,004 By Nan-Opcrating Income:
To Sebhng and Dist. Exp. 60000 | 1m on Securities 7.500
To Nan-Uperating Exp.: Dividend on Shares 18.750
T osx o Salke of Assets 10.000 (Profir oo sale af Assels) 3,750
To Net Profiu 4.20.000
10,306,000 1030000

Caleulate: (a) Expenses Ratio (b} Gross Profit Ranio (vj Net Profit Ratio (d) Net
Operation Profit Ratio (e) Operating Ratio and () Siock Turnover Ratio

7. The Balance Sheet of Lalit Mohan Company as 31° March. 2008 is as follows:

Liabilities T Assets T
Lyuity Share Capital 14,000 Guodwiil 2 40,000
Preference Share Capital 200000 | Fixed Assgts 5.60.000
Capiial Reserve 3.00.0060 Stock 120,00
l.uan on Mortgage 3.20,600 Deblors 1,20.000
PBank Uverdeaft 40.000
I rade Crediiors 160,000 Invesiment J0,000
Provision for Taxation Boo0 | Cash 3,6
P& LA 12,000
14,00.000 14,060,000

The profit for the financial year 2007-08 aficr taxation and interest on fixed
deposit amounted to T 2,40,000 out of which T 80,000 transierred to reserve and
T 20,000 were paid as dividend. Sales amounted to ¥ 24,00,000, Calculate the
Ratios far: (a) Testing Liguidity; (b} Testing Solvency; () Testing Profitability.

5
Ratio Analysis



70
Management Accounting 8. From the following Balance Sheet calculate (i} Working Capital Ratio (i)

Liquidity Ratio.

Lishilities T Assets T ?
Paid up Capital ! 3.00.000 | Cush in hapd 250
Bank Overdrutl 38,000 | Stock 1.28,250
Sundry Creditors 26,000 | Trade Nebhtors 1.25.000
Provision for Dept, 35.750 | Land and Building 92.150
Provision lor Taxation 2250 | Machinery & Equipment 1,28.800
Propased Dividends 15,000 | Prepaid Fxpenses .50
{rencral Reserve 35,000 | Gondwill 30,000 f
Profit und Loss Ade 6.750
5,085,750 ! 5,05,750

9. 'The following data are being taken fom the recards of Birla Limited as on 30"

June 2002:
Cash 25,000 ) Bitls payahle 3,000
Debors {net) 12,000 | Sales 53,000
Inventory 8.000 [ Purchascs 34.000
Prepaid expenscs 2,000 | Purchase Rewms 750
Creditors 12,000

On the basis of above information, compute the following:
(i} Working Capital Ratio
(i) Acid-Tesi Ratio
(i) Inventory Turnover
I(iv) Receivables Turnover
(v) Average Payment Period
10, From the {ollowing information calculate the following rativs:
{1y Total Assets Turmover
{it) Fixed Assets Turnover
(1) Current Assets Turpover
(iv) Waorking Capital Turnover
(v) Net Worth Turmaover
Balance Sheet as on 31° December 2001

Liabilities L4 Assets T
Share Capilal 32,000 | land and Boilding 24,000
Reserves and Funds 4,000 | Plant and Machincry 15,000
Profit and Loss Afe 12,000 | Fumiare 94000
Debentures 16,000 | Long-term Investment 12.000
Long-lerm Loan 12,000 { Stock 9.000
Sundry Creditors 6.800 1 Debiors 12,600




11. Ihe tollowing is the income statement of M/s Kanti Babu Brothers for the year

ended 31% March 2002:

L4 T
Net Sales 30,000
Less: Cost ol Gonds Seld:
Opening Stack 3.00.000
Add. Purchases 20,600,000
25.00,000
Less. Closing Stock 7.00.U00 18,00.000
Gross profit 12.00.000
Less Qperaung Expenses 1,R0.000
Operating Profir 7.20,000
Less Interest Charpes 1,80.000
Profit before taration 5.40,000

Additional information as on 3{.3.2002:
Current Assets T 9,735,000
Current Liahilities ¥ 0.00.000
Fixed Assets ¥ 5,25,000

From the above information. calculate any four ratios out of the following;
(i} Operating Ratio

{0} Operating Profit Ratio

{ill} Stock Turnover Ratio

{iv) Assets Tumover Ratio

{v} Return on Capital Employed

. Calculate the following ratios from the Balance Sheet given below:

{i) Debt Equity Ratio
{ii) Liquidity Ratio

(iii) Total Assets Turnover Ratio

(iv) Fixed Assets Turnover Ratio

Liabilitics T Asscts t
5000 Equaty Shares of 2 10 30.000 | Goodwill 10,000
each Fixed Assets 70,000
Rescrves 16,000 | Slock 15,000
Profit 15.040 | Debtors 15,000
Debenures 40,008 | Advances 5,000
Creditors 28000 | Cash 15.000
Provision lor | axating XU
1,50, 1.50,000)

Sales during the year T 2,80.000

13
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Profil before tax - T 28.80 Jakhs

Tax Rate — 50%

Propused Dividend - 25%

Capital of the Company - 10%

Preference Shares of T10,00,000

Equity Shares of 2 35,00.000 (Shares of T 100 each)
Reserve at beginning of the year - 28 fakhs
Current Market Price of the Equity Share - ¥ 250
Compute for the equity sharcs:

(i) Earnings per share

(ii} Price-Eaming Ratio

(it) Dividend per share

{iv) Mvidend Payout Ratic

(v} Dividend Yield Ratio

13, Information regarding ABC Company for the year 2001 is as (ollows:

14, loliowiny are the statements of Surya Limiled (or the year ended 317" December

2001
Balanee Shezt as on 31™ December 2001
Liabilities o ' 4 Assets "!-'_1
50,000 Equity Sharcs 500000 | Land and Bwstding 3,510,000
of % 16 cach Mant and Machenery 2.50,000
Generat Reserve 3.00.000 | Stk 2.00,000
Profit and Loss Alc 2.00.006 | Sundry Debiors 3.00000
| Sundry Creduters 2.00.600 | Cash ut Bank 1.00,000
! 12.00,000 12,00,000
Tradiag and Profit & Loss Aceount
For the year ending 31" Dec. 2001
Liabilities i € Assets ?
| l'o Upeniny Stock J 1.00.600 ' By Sales (Credit) 16,040,000
t To purchases (credn) 00006 1 By ( lostng Stock 200,000
To Grnss Prafit ofd 9,00.00U ]
18,00,000 18.00,000
To Admianstration Tap 200,000 { By Grozss Profitbid 900000
Yo Selling Expenses ] L0000 1 3y Profit on sale ol 250040
To Other Expenses 23,000 Fixed Assets
To Nel Profit 6.00.000
—
| 9.25,000 9,25,000




Calculate the following Ratio: 79
(i) Current Ratio et faebn
(i) Liguid Ratio
{(ui) Operating Ratio
(iv) Stock Turncver Ratio
(v)  Return on Total Assets
(vi) Retum on Owuers Equity
(vii) Debtors Velocity or Collection Period
{vin} Creditors Velocity or Payment Period
15. Compararive stalement of income and financial position are given below:

Income Statement

2000 2001
T LS
Net Sales 1,00.000 1.30.000
Iess: Cost of sakes 70.000 L0000
Grroms profin 30,000 40,000
Luss: Gperaling Fxpenscs 20.000 25,000
Net Proiit 10,000 15,000
2000 1001
4 T
Assels

Cash in hand 5,000 3.000
Cash a1 Bank 4 000 000
Debtors 440,000 25.000
Stock # gost 15,000 10,060
Fixed Assets (Net) 36,0000 63,000
120,000 1,140,000

t.izhilities
Creditors 36,000 12.004)
1kills Pavable 2.600 1.000
Mongage Loan 10,000 20,000
Equity Share Capital 60,000 70,000
Reserves and Surplus 12.000 7,000
1,20,000 1,10,000

You are required o calculate the following ratios for both the years:
{iy Current Ratio

(i) Acid-Test Ratio

(iii) Debtors Turnover Ratio

{iv} Average Collection Period

(v) Stock Lumover Ratio



80 16. Following are the Balance Sheets of Ramsay Brothers Limited for two years
ending on 30" June of each year.

Management Accounting

Total sales for 2000 are given as T 12,00,000 and that for 2001 T 10.00,000.

T L4
Equity Shares of T 100 each B 2,00,000 2,00,000
General Reserve fgggﬁ 42,3([;3
Prafiv and Loss Alc s ’-’U,O{ﬂ] i 60.000
Loan on Morigage ey £0,
Bank Overdralt - 40.000
Creditors 60.000 1.80.000
Provision for Tay 2::833 iﬁgﬂﬂg
Proposed Divideno i L) R
6,16,000 6,860,000
Fixed Assets (Net) 4.16.000 3.96.00u
Stock-in-trade a0,000 1.20,000
1ehiors 80.000 1,640,000
Cash-in-hand 60,000 4.000
6,16,000 6,868,004

)

Lo L

s

Profit

Expenses

Retwn on Investment (RO
Carning per share

Liquidity

Operating leverage

Check Your Progress: Model Answer
b
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4.0 AIMS AND OBJECTIVES

After studying this esson, you should be able to:

¢ Understand the meaning of Fund Flow
e Discuss the meaning, objectives and imitations of Fund Flow Statemcent
® Describe various techniques of constructing fund flow statement

e Explain statement of changes of working capital changes and statement of source
and vsers of fund

® Explain low 10 calculate und from Operation

4.1 INTRODUCTION

Balance sheet and profit and loss account of a company are 1wo basic financtal
statements which are prepared at the cnd of an accouniing period. The balance sheet
portrays the overall financial position of the busincss while the income statement
{profit and foss account} discloses the revemies eamed and ot realized and the cost
incurred o generale the revenues during a particular period. But these statements do
no provide the information regarding the changes {n the capital, liabilities and assers
during the period. For the better vaderstanding of the linancing and investing activities
of the business which have taken place durtng an accounting period, one more
statement is also prepared and published which is called the “Siatement of Chanpes in
Financial Position™ (SCFP). This statement provides useful jnformation to the
creditors and owners regarding funds. 1t has now become an integral part of the
statements. Through this statemeni an analvsis can easily understand as from where
the funds are coming into busincss during a period and where it is being applied. In
other words, this statement discioses the sources of funds and the uses where procured
fupds were put during a panicular period. Sources and uses of the fund during a
particular period provide very useful information reparding the formation of a
financial policy. Accounting Principle Board of American Institute of Certified Public
Accountants (AICPA) has encouwraged in its opinion No. 3 that “When financial
statements, purporting 1o present both financial position and results of operation, are
issued, a stalernent summuarizing changes in financial positions should also be
presented as a bastc financial statement for each period tor which an income statement
is prepared.

1AS-7 has also recommended to prepare this statement in its para 20 as, “A statement
of changes in financial position should be included as an integral part of financial
statements. The statement of changes ol financial position should be presented for
each period for which the income statement is presented”.

In fndia AS-3 of JCAI states regarding the statement of changes of financial position
as. “In many countries it is quite common to provide a statement of changes in
Financial positton as a part of audited accounts. In Tndia, under the existing legal
requirements, companies are under no lepal obligation to pubtish a statement of
changes in financial position along with their financial statemems, However, there is a
growing practice ic publish such a siatement along with financial staiements
especially In the case of compantes fisted on the Stack Exchanges and other large
commercial, industrial and business enterprises in the public and privaie sectors. The
objective of this Standard is to encourage and strengthen this practice (Para 2)™.

The siatement of changes of Financial Position i1s a statement which gives the
infarmation regarding the sources of the financial activities of the business and the use



of such sources in a period. Data used to prepare SCFP are taken from the financial
slatements,

4.2 MEANING AND CONCEPT OF FUND

SCIP is prepared on the basis of sources and uses of fund. Therefore, it is necessary to
understand the meaning of fupd. The term ‘fund’ has different meanings. Thomas M.
Hill & Mayson J. Coprdon opine, “Business funds are those assets which can be
moved freely 1o acquire other assets and/or to discharge obligations... money in a
bank and marketable securities represent fund .... so one may take as corporation
fund, the sum of its cash and the marketable securities”. [n some definitions given by
the professors, fund is taken as cash or quick assets while some has taken as net
working capital. However, for the purpose of preparation of SCFP, there are two
concept of funds on the basis of which this statement is made. These are cash and
working capital. When SCFP is prepared on the basis of cash, it is called Cash Flow
Statement (discussed in the next lesson). The SCFP prepared on the basis of working
capital is called fund flow stalement. Working capital is the difference of current
assets and current liabilities.

The fund flow statement shows the different sources and uses of funds. Sources of
fund are those transactions of the business which increases the amount of working
capital and the uses of fund are those transactions of the business which decrease the
amount of working capital. [n brief, the fund flow statement is prepared with the help
of those transactions which directly affects the working capital {current assets or
current liabilities).

Working capital is delermined by subtraciing the current assets from the current
liabilities. This information can be taken from the balance sheet of the business. The
current assets are those assets which may be transformed into cash within a year as
cash balance, bank balance, sundry debtors, marketable securities, bills receivables,
short-term deposits, stock, prepaid expenses, book debts, advance tax. And the current
liabilities are those obligations which arc to be paid within a year as sundry creditors,
bill payables, cash credit, bank overdraft, provision for taxation, income tax payables,
shori-term loans, outstanding expenses, incomes received in advance; provision for
bad and doubtful debts. unclaimed dividend and proposed dividend.

There are some items investments and proposed dividend and taxation provisions
which confuse regarding the inclusion of current assets and current liabilities. 1f
investments are for short-term those are included in current assets. If no information is
given regarding the period of investment in the examination questions, these are
treated as long-term investment. Proposed dividends should not be treated as current
liability because it is payable in the next year and it is also not aceumnulative.
Provision for transaction should be treated as current liability because it is made for
current year’s profit.

4.2.1 Mecaning of Flow of Fund

Flow means the change or movement that may be inflow or outflow. ‘Fund flow’
refers the change in the amount of working eapiial in a given period of time or the
transfer of the economic value from cne asset to another asset from one equity to
another from and one asset to any liability. When the amount of working capital
increases due to the transfer of economic value, it is terimed as the source of fund or
inflow of fund. Due to any transfer of economic value, when the amount of working
capital decreases, it is said the application or use or outflow of fund. And if any
transaction does not affect the amount of working capital (neither increase nor
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decrease of fund), it is not considered im the statement of changes of fund and is said
non-fund transaction.

4.3 EFFECTS OF BUSINESS TRANSACTIONS
ON FLOW OF FUND

For the purpose of preparation of fund flow statement, the fund is taken in the broader
sense means net working capital. Net working capital is required in the business for
day to day operations. Only those business transactions are ¢onsidered in the business
which affects the net working capital or fund. The ctfect on the flow of fund means
the increase or decrease in the size of fund or working capital. There are many
business transaetions which aftect the working capital, Simtlarly, there are so many
itemns which neither increase nor decrease the size of working capital. For the
preparation of fund flow statemient. all the business transactions are divided into
following two categories:

e The transactions which do not change the size of working capital or fund

e The transactions which change the size of working capital or fund

4.3.1 The Transactions which do pot Change the Size of Working Capital
or Fund

There arc so many business transaclions which do not involve with the changes of the
fund. These may be either nop-current assets or liabilities and current assets and
liabilities. These are as follows:

{1} Transactions relating the conversion of nne current assel into another current
assef: Due 1o these transactions, the internal iterns of the current assets change but
total amount of current assets does not change. As a resulf the nel working capital
does not change such as cash received from sundry debiors and bills recetvables.

(i) Transactions which convert one current liability into another current liability:
This is similar to the above case of current assets. The items of the cumrent liability
change but the 1otal amount of current liability daes not change. As a result the net
working capital does not change by these transactions such as conversion of
overdraft into short-terrm bank foan.

(i) Transactions which take place between the non-carrent ifems only: Working
capital is not affected by these transactions. The amount of non-current ilems as
fixed assets, capital and owner's equity arc affecied by these items. These
transactions may be between fixed assets as plant js converted into furniture,
between long-term liabilities as debentures are converted in long-term loan,
between owner's equity and long-ieem Jiabilities as debentures are converted into
equity shares, between fixed assets and long-term liability as building is acquired
by the issue of shares,

(iv) The transections which take place between current assets and current liabilities:
Due to these transactions, on once side the amount of current assets increases or
decreases and on  another side, the amount of current lisbilities increases or
decreases correspondingly. As a result the working capital does not affect. For
instance, payment of sundry creditors by cash and credit purchase of materals.
Such types of transactions change only the structire of current assets or liabilities
but not affect the net working capital,



4.3.2 The Transactions Which Change the Size of Working Capital or
Fund

Any transaction which occurred beiween the current assets or current liabilities and
fixed assets or long-tcrm liabilitics, will affect the working capital or fund. Such
trapnsactions are considered al the time of preparation of fund flow statemenl. For
instance, repayment of debentures by cash; this transaction is between current assels
(casb) and long-term liabiittics (debentures), Thus this transaction will affect the
working capilal. For convenience, these transactions are classifted as follows:

(i} Any transaction which takes place between current Habilities and long-term
[iabilities or capital — such as sundry creditors or bank loan cleared by the issue of
shares or hands or debentures,

(ii) Any ransaction which takes place between current assets and long term liabilities
or capilal — such as repayment of debentures/bonds, preference shares by cash or
sale of debentures in the open market for cash,

{iii) Any transaction which takes place between current assets and fixed assets — such
as sale al fixed assets for cash, purchase of plant for cash, etc.

(iv) Any transaction between current liabilities and fixed assets — that will affect the
net working capital as purchase of plant through short-term bank loan.

All the above transactions which affect the flow of fund or net working capital and
those transactions which do not affect the flow of fund are clearly disclosed in the
following chart:

Fund or Warking Capital Flow

Current or ‘t“.“?”' Fund does not Flow Current Assets
Term Liabilities >
&
F
@ W
2 Z
= Fund Flows T8
E =
5 5
= [
L 4
Long-Term I :
Liagi]mes Fund does not Flow Fixed Assets

Figure 4.1; Effect of Transactions on Flow of Fund Chart

List of Non-Current Accounrt of Asseis and Liabilities

Non-Current Liabilities Non-Cuorrent Assels

1. Equity Sharc Capital 1. Goodwill

2. Preference Share Capital 2. Land & Building

3. Reserve & Surplus 3, Plant & Machinery

4, Debenmres 4. Furniture & Fiiling

5. Premium A/e 5. Long-term Investments

6. P &L A/ (Credit) 6. Trademarks

7. Capital Reserve 7. Patents

8. Capital Redernption Reserve Afc 8. Discount on lssue of Shares

and Debentures
Pravision far Depreciation Preliminary Expenses

s
o

87
Fund Flirw Satement
{Accounting Standard — 33



88
Management Accuuming

10. Long-TTerm Loan 10. Under Writing Commission
1), Bonds 11. P& L Alc. (Debit)

12. Proposed Dividend 12. Development Expenses

13. Provision for Taxation

14. General Reserve

15. Dividend Equalization Fund

16. lasurance Tund

17. Debentures/Preference Shares Redemption Fung

18. vestment Fluctuation Fund

Non-Current Liahilities: These are also called fixed liabilities or Jong-term Jiabilities.
These are pavable by the company afier a long pertod {which is more than one year)
or at the Jiguidation of the company.

Non-Current Assets: These are also called fixed asseis. These assets are awned by the
company and arc kept for the running of the business and these are not for sale. These
assels can be wangible, imangible, and ficutious,

4.4 FUND FLOW STATEMENT (FES)

Fund Flow Siatement means a siatement which depicts the changes of financial
position (working capital} during 1wo pertods. Thus this siatement shows the sources
from which the funds have been collected and those uses on which these are applied
during an account period. Fund Flow Statement is detined by varicus authars. Somte off
them arc as [ollows:

“Fund Flow Siqtement is a statement prepared to indicate the increase in the cash
resources and the wilization af such resources of business during the accounting
period ™

~Robert N. Anthony

“The Funds Fiow Statement is a method by which we study the net funds flow hetween
twer points in fime ™,

—James C. Van Home

“A statement of sowces and application of find is u technical device designed to
anafyse the chonges in the financial condition of business enterprise between two
dates ",

—Robert Foulke

After studying the above definitions we conclude that fund flow statement is a
statement which s designed to analyse the changes in the working capital/fund of a
business during an accounting period. The fund flow statement is also known by
diffcrent names as:

e Sources and Uses of Fund

e Where Got and Where Gone Statement

e |'und Statement

e Application and Sources of Fund Statement

e Statcment of Changes n Financial Position

¢ Siwatement of Resources Provided and Applied

¢ Inflow and Qutflow of Fupd Statement



4.4.1 Objectives of Fund Flow Statement

Following are the main objectives for which the fund flow statement of any concern is
prepared:

To provide information reparding financing and investing activities of the
business.

To disclose the changes in the working capital berween two periods.
To disclose the sources of fund which have been procured during a time.

To disclose the uses/applications of fund on which the sources ol {und have been
put.

4.4.2 Uses or Importance of Fund Flow Statement

Fund flow statement is a very important instrument in the kit of l[inancial analysts. 1t
kelps in managing the working capital. The informaiion given in the FIS is very
uselul for the shareholders, bankers, creditors, managers and invesiors, It helps the
management in taking the different managerial decisions and answer 1o various
imricate or complicated quarries of gereral interest. The importance of this statenment
is discussed in the following points:

1.

Analysis of Financial Position: FFS is used as an etfective instrument for the
analysis of financial position of a concern. 1t analyses the causes of changes of the
working capital and the effect of such changes on the liquidity ot the business.
This statement also indicates the sources from where the funds were oblained
during a period and where these (unds were applied. [hus, it replies the several
quarries as {t) Where is prolit being used? (i1} What are the sources of purchasing
the fixed assets? (iii) Where are the sales proceeds of fixed assets being used? {iv)
Why are the current assets less than the profits? (v} What are the causes of
increase or decrease of working capital? etc.

Determination of Financial Consequences of Business Activities: There are
different occasions in which the managemnent finds itself in awkward situation and
seized with a financial dilemuma. For example, the P & L A/c reveals the sufficient
surptus and the baiance shect indicates the sound financial position but sufficient
cash is not available to pay and declare the annual Jividend 1o its shareholders.
The management has 1o face the problem of liquidity because it does not know as
whal has happened of the tunds generated [rom operations. The answer of this
question is given by the FFS. The FFS converts the conseguences of the business
operalions into financial information.

Comparative Study of Financial Statements: Fund flow statements make
comparative study of Balance Sheets and Profit and Loss Accounts ol two periods
easy. Changes in the working eapital during the period of rwo balance sheets are
expressed in the [FS. This statement gives more precise and accurate picture
regarding profils. In this statement profit from operation is taken in which
non-operating profits or losses are excluded. On accoumt of presenting the
information regarding the financial position, profits and changes in working
capital in this statement and simultaneously, in the comparative study become
possiblc and easy.

Helpful in Securing Bank Loans: When a request lor a loan is submitted with a
bank. the bank want to know the credit worthiness of the company, its capacity 10
retum the foan, sources of repayment and the amount of loan. For the assessment
of these the bank asks the company to submit its baiance sheet, profit and loss
account along with its fund flow statement. A careful analysis of these statements
helps the bank in sanctioning the loan to the company.
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Helpful in Allocation of Resources: A business has a limited source of funds
therefore it always needs more money than its availability. A developing
enterprise has different programmes for the expansion. But due to scarcity of
money all the programmes cannot be staried simultaneously. Some programmies
are started while some are postponed. Thus a problem of allocation of available
resources among the different projecis/programmes arises. The financial manager
takes the decision regarding the postponement and staring the projects which is
taken through the projected fund flow statement.

FES Answer Many Intricate Questions: The apswers of many intricate questions
of the financial analyst can be obtained by (he fund flow statement such as:

< What is the credit worthiness of the business?

*,
e

What are the sources through which loan will be repaid?
< How much fund is generated from normal activities of the business?

% Whether the uses of funds in a nature are matching with the source of fund in
a nature.

Planning for Working Capital: FFS reveals the eomplete picture of working
capital regarding its uses and sources. lt fells whether the firm has adequate
working capital to meet Hs requirernent in future. IF there is inadequacy of
working capital due to deleting of any source, planning f{or the temporary
investment of idle funds may be (ramed. It mway also suggesi regarding the
mmprovement of working capital.

Helpful in Manageriul Decisions: This stalemeni provides the complete
knowledge 10 the management regarding the sources and vses of fund in the past.
On the basis of the analysis of this statement, management may decide its
dividend poticy, frame othcr policies and prepare the budgets.

4.4.3 Limitations of Fund Flow Statenient

In spite of being a very useful instrument in the hands of financial analysis for the
analysis of financial statements and helpful in resolving the managerial problems, it
has some limitations which must be kept in mind at the time of using FI'S. These are
as given below:

(a)

(b

(¢

(d)

(€)

Fund flow statement is prepared on the basis of current assets and current
liabifities. {t does not include non-current aecounts. Thus I does not show the
complete picture of financial and operation position of the company. To have this
view we have to use the balance sheet and profit and loss account.

This statement is prepared on the basis of the changes in working capital and
changes in cash are not considered while those are more important than that of
working capital. On the basis of this point, it is argued that Cash I'low Siatement
is more important than FFS.

FFS is historic in nature and is based on past transactions. It provides information
about what has happened and not about the future events. While projected Fund
Now statement can be prepared for future but it gives only an idea.

Struetura) changes in the working capital components are nol disclosed in this
statemnent. It deals only the changes in total amount of working capital such as
cash paid by debtors or inventory purchased on credit (shori-term creditors).

FFS is prepared on the basis of information contained in the financial statements
which are not original in nature. it only rearranges the data of financial statements.
{t does not include any pew information/data. Thus it cannot be the substitute of



financial statements. [t just provides enly some additional information. It is only a
supplementary statement of financial statement.

4.5 SOURCES AND USES OF FUNDS

The Fund Flow Statement depicts the changes in the fund. Change in fund means the
increase or decrease in fund. Those transactions of the business which increase the
amount of fund are called sources of fund and those business transactions which
decrease the amount of fund are called uses or applications of fund,

{B3) Fxlemal Sources
Increase in el warth

Ingrease in Long-term liabilitics

Decrcase (saley 1n ized assets

Source of

Funds {A) Internal Sources

tProfit from operation}

Increasc (Purchase} m fixed assets

Decrease in long-term liabilitics

Decrease in net worth

Loss from aperation

Figure 4.2: Sources and Uses/Application of Fund
These sources and uses of funds are discussed as below:

4.5.1 Sources of Fund

Those business transactions which increase the size of working capital are called
sources of fund. The sources of fund are divided imo two as following:

e [nternal Seurces: Fund [rom operation is the only intemal source of fund. Fund
from operaticn means the profit from operation. The nel profit shown by the P&L
A/c is adjusted to find the profit from operation. These adjusiments are done
relating o non-operating items and non-cash items. Profit [rom operation is
discussed later in this chapter.

o External Sources; These sources of fund are as follows:

< Decrease in fived assets: Decreasc in the amount of fixed assets is treated as
source of fund. Decrease in fixed assets should be due to sale of fixed assets
not by depreciation on fixed assets. If sale of fixed assets is done for ¢ash,
cash increases the fund and if fixed assets are sold on credil, debtors increase
the fund. Thus decrease n fixed assets is a source of fund.

% Increase in long-term labilitics: The incrcase in long-term liabilities is
treated as the source of fund. [ncrease in long-term liabilities means the issue
of debentures, bonds or fostering of long-term bank loan. The increase in
long-term Tiabilities should be for cash and not for fixed assets. When
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debentures or bonds are issued for cash, cash increases the amount of working
capital/fund. Therefore. it is called source of fund. \f debentures or bonds are
being issued for the purchase of fixed assets, such an increase in long-term
lability is not 1reated as source of fund because it does not affect the working
capital or fund,

< Increase in net worth: Increasc in the nel worth or equity or capital is
considered as source of fund. This increase should be due to the issue of
capital for cash or ather current assets. If capital is being issued for the
putchase of fixed asseis or for the payment of any long-term liability, such
issue of capital will not change the amount of working capital, and it will not
be a source of fund.

4.5.2 Uses of Fund

Those business transactions which reduce the working capital/funds are catled uses of
apphications of fund. These are as follows:

Increase in Fixed Assets: If the increase in fixed assets {Plant and Machinery,
Land and Buildings, Furniture and Motor car} is due ta the purchase by cash o7 on
credif {increase in some short-term Jiability), such increase in assets becomes the
use of fund. But this transaction decreases the current assets or increases cugrent
liabilities. As a result the working capttal decreases. For examples, suppose the
working capital in a business is ¥ 50,000 and a plant is purchased for ¥ 10,000, the
purchase of plant wil} be freated as a use of fund because it will reduce the curremt
assets by T 10,000, Further suppose furniture worth ¥ 5,000 is acquired on credit,
this will increase the current liabilities. As a resuft the working capital will be
decreased by T 5000 and there will be a use of fund. Thus an increase in the fixed
assets should not be due to the appreciation in assets. Otherwise thal will not be
the use of fund.

Decrease in Long-term Liabilities: Decrease in long-term liabilities means the
payment of long-term liabilities (debentures, bonds or long-ierm loan). If fong-
term liabilities are paid by cash, such a payntent will be treated as a use of fund.
And if Tong-term liabilities are paid by the increase of equilies or another long-
term liability, that will pet be the use of fund. Suppose, the debentures are
redeemed on maturity by cash, this transaciion will be the use of fund. If the
debentures are converted into preference shares on maturity, this will not be
treated as a use of fund because it does not affect the working capital.

Decrease in Net Worth: 1f preference shares are redecmed by cash on maturity,
such redemption will be the use of fund because it reduces the working capital.
And if preference shares are redcemed by the issue of equity shares of new
preference shares. it will not be the use of fund because it does rot affect the
amount of working capttal/fund. Similarly, if bonus or dividend is paid to
shareholders by cash, it will be use of fund and il'it is paid by the issue ol new
shares, it will not affect the fund. Thus it will not be the application of fund. As a
result the deerease in net worlh or equity ar shareholders’ fund will be the
application or use of fund.

Loss of Operation: Net loss from operation is the assumed use of fund. Loss from
operation decreases the working capial. It is also computed keeping in mind the
non-eash items of P & L A/c and non-operating incomes or losses.

In addition to the above mentioned items of sources and vuses of funds, there are some
non-trading teceipts as donations, gifis, dividends, etc. and non-trading payments as
penalty, donations, ete. Some accountants adjust these receipts and payments with the



profit from operation while some show these separately as sources of fund and uses of
tund, Both concepts are right.

4.6 TECHNIQUE OF PREPARING
OF FUND FLOW STATEMENT

Fund Flow Statemcnt is prepared on the basis of those information which are provided
by the balance sheets of two period or dates (generally a comparative balance sheet is
prepared), income statements and some additional information relating to the various
accounts. FFS is based on the principal ot equality of assets and liabilities including
capital. Total of sources of fund should be equal 10 the total of uses of funds during a
period. If funds are not adequate to meet Lthe obligations, loan will be taken from bank
or public or fixed assets will be sold. But total of sources of fund should be equal to
the uses of {unds. There are two techniques of the preparation of fund flow statement.
These are (i) Tradivonal Techmique and (i1) Modem ‘L echniques. Under traditional
technique. IFI'S is prepared on the basis of the concept of (otal resources. Under this
technique no distinction is made between the current accounts and non-currert
accounts, operating and nan-operating items and cash and nun-cash items when the
source and uses of the funds are determined. Due to this reason, this technique is not
accepted by all.

Under modern technique ol preparation of FFS for the analysis of fund/working
capital, following two stalements ure prepared:

e Schedule or Sulement of Changes of Working Capital

e Siatement of Sources and U'ses of Fund

4.6.1 Schedule of Changes of Working Capital

This schedule is also called by the name of Working Capital Account or “Comparative
Change in Working Capital Statement’ or ‘Net Current Assets Account’. This
statement or schedule is constructed to disclose the changes in each component of the
working capilal and their effect on the net working capital. This schedule has four
columns for amaunt 1 irst two celumns depict the absolute amount of each item of the
components of the wuorking capital of current vear and previous year. The next two
columns disclose the working capital changes — one for increase in working capital
and other tor decrease in warking capital. The total of increase column and the total
decrease column should be reconciled. IT there is any difference between these two
columns, that indicates the increase or decrease in net working capital. The following
general rules are adopted for preparing this schedule:

1. IT there is an increase in the items of current assets, working capital will also
increase.

2. If there 15 a decrease in the jtiems of current liabilities, working capital will
decrease,

L

Ii' there is an increase in the tiems of current Liabilities, working capital will
decrease,

4. If there is a dcerease in the items of current liabilities, working capital will
increase.
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The proforma of ihe schedule of waorking capital changes is given below:

Schedule of Changes in Workiag Capital

—[ Absolute Figures of Working Capital Changes
Previous Current year Increase Decrease

year ®) s 9] & :)

Items of Components

a. Curren{ Assets
Cash in Band
Cash at Bank
Inventories (Stock )
Bills Reccivahles

Notes Receivables

Sundry Debtors
Muarkeiable Sceuritics
Short-term lnvestments
Prepaid Expenscs
Accrued Income |
Total {A)
b. Current Liabijlities:

Sundry Creditors
Bills Payuables
Accounts Payables
Bank Overdraft

Short-term Laans
Incomes Hecelved in Advance

Provision for Bad Debts
Outstanding Expenscs
Unclaimed Dividend
Proposed Dividend
Provision for Taxation
Tota) (B)
Working Capial {A-B)
Increase or Decrease in Working
Capital
TOTAL

fmportant Points for Students

At the time of preparation of Schedule of Working Capital changes, the students should
clear that a particular item of liability s curent liability or not similarly a pasticular item
of assets is current assets or not otherwise the schedule witl not show the correct picture of
wurking capital changes. For students, some important points are given below:

e Bank overdraft may be more or less permanent source of fund, but it should
always be treated as current liability.

# If the Provision for Bad and Doubtful Debts js given in the assets side of the
balance sheet, net debtovs (debtors minus provision for bad and doubtful debts)
should be shown under the heading of Current Assets in the Schedule of Working
Capital Changes. And if provision for bad and doubtful debts is given in the
ltability side of the balance sheet, it should be shown under the heading of current
liabilities of the schedule.

¢ Provision for Taxation should always be treated as current liabilities.

e Proposed dividend should not be assumed a current liability. Therefore, it should
not be shown in the schedule of working capital changes.



# If invesunents are in marketable securities or for short-term, it will be current
asseis. Il no information is given regarding the investment. one point should be
kept in mind at the time of taking the decision. If during the year, some
tnvestments are being sold and some are being purchased. mvestment should be
treated as current assets otherwise fixed assets.

o At the time of preparation of Schedule of Working Capital Changes, the items of
the components of working capital {current assets and current liabilities) are taken
from the balance sheet only. Additional information relating 1o current assets and
current liabilities are ignored,

Example (Schedule of Working Capital Changes)

From the following balance sheet of Kusum Manufacturing Company Ltd. for the year
ending on 31" Dec. 2006 and 2007, you are required to prepare the Schedule of
Changes of Working Capital.

Comparative Balance Sheet

s 2006 2007 2046 7
Liahitities r r Assels 7 ¥
Share Capital 72000 1,083,000 | Land & Buildings 49 360 1.01.880
P &L Arc 17,550 18,720 | Plam 32,040 46,080
Share Premium 7.200 14,800 | Furniturc 2160 1640
General Roserve 5,400 3.100 | Stock 19,890 23.400
Dehentyres - 23.400 | Debtors 32.830 35190
Provision tor lux 8.820 9,810 | Cash Balance 4.320 3.600
Creditars 30,150 32,760
141,120 2,11,590 141,120 | 2,11,590
Solution:
Schedule of Changes in Working Capital
. 2006 2007 Working Capital Changes
Items of Components ¥ 7
Increase () Decrease (T)
(ay Current Assets:
Srock 19.89¢ 23,460 510
Debiors 12850 35.190 2.340
Cash Balance 4,320 3.600 720
" 57,060 £2,190
th) Current Liabilities:
Provison tar Tax 8,820 9310 990
Creditors 30,150 32.760 2.610
38,970 42,570
Working Capital 13.090 19,620 1,530
Increase in Wurking Capital 1,530
15,620 19,620 5850 5,850

4.6.2 Statement of Scurces and Uses of Fund

This statement is also called the Fund Flow Statement, 1t is prepared on the basis of
long-term Labilities and fixed assets and additional information of the problem. In
other words the items left in the balance sheet afier preparation of the Schedule of
Working Capital Changes are used in this statement buf we have to keep in mind that
only those items from balance sheet are taken in this statement which affect the
working capital and which do not affeci the working capita) are not considered in this
statement. Those non-current items of the balance sheet which increase the amonm of
working capital are called sources of fund and those items which decrease the amount of
working capilal are called uses of fund. Thus this statement is divided into two parts i.c.
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sources of fund and uses of fund, The difference berween the total of sources and the total
of uses is called increase or decrease of working capital. If the total of sources of fund is
greater than ihe total of uses of fund, then it is cailed increase in working capital otherwise
it is called decrease in working capital. The students must know that the increase or
decrease calculated by the statement of sources and uses of fund must be taflied with the
increase or decrease shown by the Schedule of Working Capital changes.

No standard form of fund flow statement is developed so far, Usually it is prepared
trito foliowing two forms:

e Statement Form or Report Form
e Account Form

Statemenr Form

This form of statement is most popular. To prepare the fund flow statement under this
format, first of all the sources of fund and uses of fund are apgregated then the
difference {5 calcutated which is termed as increase or decrease in working capital. {is
proforma is given betow:

Fund Flow Staternent

Sources of Fund T
1. Fund from Operation
2 Issue of Share Capital end Debentures
3, Raising of Bank Laan
4. Saic of Fixed Assets
5 Sale of Long-term Investmwent
6. Receipl of Non-lrading Incomes
7. Ixerease in Working Capital*

Total

Uses of Fund
Lays from Operation

i
[ 2. Redemption of Pref. Shares and Debemures
[ 3. Repayment of Lona-lerm Loans
4 Purchase of Fixcd Assets
3. Payment of Non-trading Items
6. Pavment of Tax
7. Increase in Working Capital® I
Tolal

* There will be only ane increase or decrease in Working Capiral. [f total of sources of fund
exceeds, there will be increase in working capital otherwise decrease in working capial.

Account Form

This i= alsp called T format or self-balancing form. The fund flow statermem is
prepared in the form of an account which has two sides. Lefl hand side is used for the
Sources of Fund while right hand side is used for the Uses of Fund. The balance ol
these two sides is called increase ar decrease in warking capital. Tts proforma is given
below:

Fund Flow Statement

Sources of Fund ¥ Uses of Fund T
Fund from Operation L.oss from Operation
Vzsue of Shares or Debentures Redemption of Preference
Raising of .ong-ierm Loans Shares und Debenlures
Sale of Fixed Assets Purchase of Fixed Assets
Sale of Long-ierm Jnvesiment Paymept of Non-trading ltems
Reccints of Non-trading Incomes Paymeitl of Tax
Decrrase in Working Capital Increase in Working Capial




4.7 PROCEDURE FOR THE PREPARATION OF FUND
FLOW STATEMENT

For the preparation of fund flow statement, we have to take the following steps in the
sequence in which they are given as follows:

1. Schedule of Working Capital Changes is prepared with items of current assets and
current liabilities which are given in Balance Sheets of the two periods to
determine the increase or decrease jn the net working capital.

2. Fund or fund loss from the operation is calculated after adjusting the non-trading
incomes or losses and non-cash items.

With the help of balance sheets and income statements and additional information
the sources of fund and uses of funds are determined.

[S¥]

4. In the last, with the help of sources of fund and uses of fund, the fund flow
statement is prepared 10 determine the increase or decrease of working capital
which should be equal to the amoum calculated by the Schedule of Working
Capital Changes.

4.8 EXPLANATION OF SOME IMPORTANT ITEMS OF
FUND FLOW STATEMENT

Some of the terms are given below:

4.8.1 Fund from Operation

It is also called profit from operation. This is a very important internal source of fund.
The net profit shown by the profit and loss account or balance sheet cannot be
assumed as the source of fund because non-cash items and non-operating incomes and
expenses of losses have already been adjusted with the net profit. Therefore, the real
amount of the profit from the operation for the fund flow statement is determined
again. There are two methods for the determination of profit from operation. These are
given as below:

Statement Form

If information regarding the net profit for the year as per Profit and Loss Account (this
profit should be after tax but before appropriations of profil as transfer o reserves,
debenture redemption fund, etc.) is clearly given in the queston. non-cash and
non-operating items will be adjusted to this amount as follows:

Calculation of Fund [rem Operation

T L4
Net profit for the year
4dd: Non-Cash Expenscs: XXX
[epreciation XX
Goodwill Written off XXXX
Patents Rights Wrilien oft XXXX
Preliminary Expenses Written off RAXXK
Discount on Issue of Shares or Debentures Written ofT XRAX
Fixcd Assets Wrillen off XXXX XXX,
ANEX
Add: Non-Operating Losses:
Loss on Sales of Fixed Assets KXHX
Loss on Sale of lnvesiment XXX XXX
Total XXXX

Contd ...
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9 . [ Zess: Non-Operating Incomes: {77 7]
Managemen( Accounting Profit on Sale of Fixed Assets NNEX
Profi on Sale of Tnvestment XKXN
Dividends Received | XXXX
Appreciation on Fixed Assets 1 XXX NAXN
Fund lrom Operation | AKX

Note;

(iy 1f the information regarding the net profit for the year is not given in the question then it
will be computed with the help of balance of P & L A/c given in the balance sheeis of the
two years as follows:

¥
Batance of P & L a/c as per Balance Sheet of current year KXXX
Less: Balance of P & L a/c as per Balance Sheel of Jast year XXX
Increase or Decrease in Profit NXXX
Add: Appropriations made
Transfer to general reserve XAXX
Interim dividend XXX
Propused dividend of current year XXXX
Transfer to cther reserves XXXX
Net Prafit for the year XXXX

(i} If fund from aperation comes in negative, that wiil be called fund loss from
operatioi.

(i1} Net profit for the year will be taken afier tax.

Acecaant Form

Under this form, Adjusted Profit and Loss Account is prepared. The opening balance
al profits {balance ot P & L a/c as per Balanee Sheei of the previous year) is put in the
credit side of this account and closing balance of profit (balance of P & L a‘e as per
the Balance Sheet of curment year) is put ai the end of the debit side of this account.
All the non-cash sxpenses, non-pperating fosses and appropriations are kept in the
debit side and non-operating incomes in the credit side of this account. The proforma
of this account is given below:

Adjusted P & L Account

T T
Ta Non-cask Expenses:
Depreciation on Fixed Asscis NEKK By Opening Balance of P. & RN
Prefiminary Expenses Writtert off XA L Ase as per I¥/5(Cr.)
Goodwill written off NXXX By Non-Operating income: XXX
Discount on Tssue of Shares/ Proftt on Sale of Fixed Assels XK
Debentures XXX Profit op Sale of [nvestments XXX
Trademork Written off XAXX Dividend Reccived KXK
Patents Written off KKXX Apprecialion on Asscls
Under Writing Comm. Written off KXXXK

To Non-Operating Losses: |
Loss on Salg of Fixed Assets
lossun Sale of Invesimens

To Appropriations XXX
Proposcd Drvidend NAAX
Interim Dividend

Provision for Tax

Transier 10 Regerve
Transfer o Contingency Reserve XA
Transter to Other Reserve AXAN

Conid..



To Fund from Operation
(Closing Balance)

To Closing Balance of P. & |, A/
as per B/S (Cr.)

AXKX
NN
AXKX
KREXN

KA

XXXX

AXXX

Example (Fund from Operation)

Calculate fund from operation from the following P & 1. account for the year ending

31 December, 2007.

Profit and Loss Account

i T
To Salary 35,000 | By Gross Profit 1,30.000
To Rent 25.000 | By Profit an Sale of Land 22,500
To Provision for Bad Debts 5.000 | By Income Tax Refund 7.500
To Depreciation 7,300
To Goodwill Wrinen oft 6.230
To Loss on Sale of Plant 3.750
To Provision for Tax 15.000
‘To Proposed Dividend 17.500
To Net Profit 45,000
1,60,000 1,60,000
Solution:
Calculation of Fund from Operation
4 T
Net Profitasper P & L Alc
Aded: Non-Cash & Non-Operating ltems: 45.000
Depreciation 7,500
Goodwill Wrtlten off 6,250
Loss on Sale of Plani 3.730
Provision for Tax 15.000
Proposed Dividend 17,500 30,000
95,000
Less: Non-Operating Recejpts
Profit on Sale of l.and 22,500
Income T'ax Refund 7.500 30,000
Fund [rom Operation 65,000

Note: Provision for bad debts will be adjusted with sundry debtors therefore, it is not

taken here.

Alternatively, Fund from Operation may be determined by preparing Lhe adjusted P &
L A/c but the students are advised to adopt the statement form to compute the fund

from operation:

Adjusted P & L Afe

T T
To Depreciation 7.508 | By Proiiton Sale of Land 22,500
To Goodwill Wrinen ofl 6.250 | By Income Tax Refund
To Loss on Sale of Flant 3,750 | By Fund from Operation 7,500
To Provision lor Tax 15,000 | (Balancing figure)
I'o Proposed Dividend 17,500 65,000
95,000 95,000
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L

T 7
Closing batance of P& L A/c
Less. Opening balance ol P & 1. Afe 1.20.000
60,000
Add:  Appropriation made - 60.080
Proposed Dividend 60,000
Interim Dividend | 40,000 |
Transfer w Sinking Fund f 20,000
Transfer (o General Reserve 16,004 ‘ L.30.000
Net Profit for the year 190,000
Add. Non-Cash iterus and Non-Operating }.0sscs: 1
Depreciation 104,000
Loss on Saic of Machinen 6.000 |
Predtminary Fxpenses Written oflf 2,000 1.08.000
Less: Non-Operating Incomes 2.98.000
Prolit on Sale of Car 3.000
Fund from Operation 2.50,000

4.8.2 Sale or Purchasc of Fixed Assets

At the time of preparation of fund {Tow statement, the decrease or sale of fixed assets
is treated as a source of fund and the purchase or increasc of fixed assets js asswmned

use
ot

of fund. But there is a condition that decreases in the value of fixed asset should
he due to depreciation or writing off the assets. Sometimes the information

regarding the sale or purchase of fixed asseis is not given in the cxamination
questions. Therefore, sale or purchase of fixed assis is compuied by adjusting the
relating transactions as sale or purchase of other assets, depreciation, writing off the
assets, etc. Sale, Purchase and Depreciation on {ixed assets are determined as follows:

(a)

{b)

{c)

Calculation of Purchase of Fixed Assets when cost of fixed assets is given:

Cost of Fixed Asscts (at the end of current year)  —eemmmmmms
Cost of Fixed Assets of Previous Year ~ —emomememe

- Cost of Fixed Assels Sold  -----~-ne-

- Writing off the Assefs —v--e-ome- caememimen e

Purchase of Fixed Assers e

Calculation of Purchase of Fixed Assets when written down value of lixed assets
is given:

Written Down Value of Fixed Assets in Current Year ~ —emremmemseeees
W.DLV. of Fixed Assets in previous year  semeomemeemen

{-) Depreciation of the year I

Purchase of Fixed Assets e

If current year's depreciation on {ixed assets is not given in the question that will
be ascertained with the help of accumulated deprectations of current year and last
vear as follows:



Calculation of Depreciation

Accumulated Depreciation at the current year — ~wmeave----
Accumulated Depreciation of last year EE——
(-) Accumulated Depreciation on Assets & Old  -—-—mmemeeen L

Depreciation of the year s
{d) Calculation of Sale of Fixed Assets
Fixed Assets at the end of previous year e

Add: Purchase of I'ixed Assets during the year ~ eeereeees

Less: Fixed Assets at theend ™ cecmmmemee
{-) Depreciation of the year ~ meememeemee e

Cost of Fixed Assetssold et
Add: Profit on Salefless: Lossop Sale ™™ ceceeeemiaee-

Sale of Fixed Assets

Note: The calculation of the sale or purchase of fixed assels can be determined by
preparing the fixed assets account and provision for depreciation account which is T
account technique. But statemenl technique mentioned above is more popular and
easy to understand. For the adoption of T technique, there should be the complete
knowledge ol accounting principle. Therefore, to compute the sources and uses from
fixed assets or liabilities, the students are advised to use the statement technigue.

4.8.3 Increase or Decrease in Long-Term Liabilities

Debenture, bonds and long-term loans are ccunted under the heading of long-term
liabilities. Jncrease of long-term liabilities is assumed that debentures are issued for
cash or other current assets (not for the purchase of fixed assets or repayment of any
other long-term liability or redemption of capital because it has no flow of fund) and is
treated as a source of fund. The decrease of the long-term liabilities 1s assumed that
these have been discharged by cash or current assets (not by shares or other long-term
loans because it has no {low of fund). Hence, it is treated as a use of fund. At the time
of calculation of increase or decrease of long-term liability, the amount of premium or
discount shouid alse be kept in mind. Premium on debentures should be added to the
amount of debentures and discount should be suhtracted from this.

4.8.4 Increase or Decrease in Share Capital

Share capital includes the equity share capital and preference share capital. Increase in
share capital means the issue of equity or preference shares to the public. Tssue of
shares is assumed the source of fund but shares must be issued for cash or current
assets. If issue of shares is for ather than cash, for the purchase of fixed assets or for
the discharge of debentures/bonds etc., it will not be the source of fund because such
an jssue does not affect the working capital. At the time of calculating the source of
fund from the issue of shares the amount of premium on issue (if any) should be added
to the nominal value of shares jssued and amount of discount on the issue of shares (if
any) should be subtracted from the nominal value of shares. The decrease in share
capital means the preference share capital is redeemed which is treated as a use of
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fund. Redemption of preference shares means the repayment of preference shares. The
amount of premium {if any) on redemption and the amount of discount (if any) on
redemption must be adjusted to calculate the frue vatue of application of fund by the
decrease of share capilal. If redemption of preference share capital is caused by any
other source not by current assets, such redemption is not considered the application
of fund because it has no flow of fund.

4.8.5 Provision for Taxation

At the time of preparation of fund flow statement, there are two approaches to treat
this item. These are:

(i) Treat it as a current Habiliny

(ii) Treat it as ap appropriation o profit

As per first approach, the provision for taxation is assumed as 2 current liabiliny.
Therefore, it must be shown in the schedule of working capital changes. All the
information relating taxation should be ignored as in the case of other current liabitities.
in this approach, the provision for taxation s neither used in the tund from aperation nor
in the uses of fund in the Fund l-low Statement as payment of tax liability.

Under second approach, the provision for taxation is treated as an appropriation of
profit. Provision for taxaiion is not shown in the Schedule of Working Capital
Changes. As other appropriations it is added back in the net profits 1o calculate the
Fund from Opcration. To find the payment of tax of the year provision for taxation
account is prepared. Payment of the tax of the year is disclosed in the Uses of Fund in
the Fund Flow Statement, Provigion for taxation a/c is prepared as below:

Pravision for Taxation

| [
To Cash {Paymem of tax} { - By balance bd
(Balancing figare) Ry P & 1. a/c {current ycar’s
To batance cid - provision}

However, it ts advised to the siudents to adopt the first approach. This approach is
more convenient for the studcnts. Provision for taxation is also disclosed under the
heading of current liabilities and provisions in the Balance Sheet of the Company as
per the Indian Companies Act. This approach s adopted in the book also.

4.8.6 Proposed Dividend and Dividend Paid

Dividend paid during the year should be treated as an application of fund; therefore, it
must be shown in the fund flow statement. Proposed dividend is not accumulated
therefore, it should not be treated as a current liability. It is assumed that the preposed
dividend of the previous year is paid during the year whether it is said or not.
Therefore, it will be a use of fund. Proposcd dividend and ioterim dividend are the
appropriations against profit. So 1o calculate the fund froms operation it must be added
back to net profits like other appropriations. 1t must be noted that the closing balance
of the P & L account of a year should be equal to the opening balence of P & L Afcin
the next year. [( there is any difference between these two figures, difference should
be treated as payment of dividend during the ycar.

4.8.7 Provision for Current Assets

There are two treatments for the provisions for current asseis as Provision for Bad and
doubtful Debis and Provision for Loss of Stock etc. As per first ireaiment such a
provision is assumed as current liability and is shown in the Schedule of Working
Capiial Changes and concerned gross assets are shown in the schedule. As per second



treatment i1 is subtracted from the concerned current assels, then balance of current
assels is shown in the Schedule of Working Capital Changes. If there is excess
provision, such a provision is ireated appropriation. lts weatment will be like other
appropriations.

Example: The Balance Sheet of Kamlesh Trading Co. Ltd. at the end of 2006 and
2007 are given as below-

Particulars 31™ March 2006 31% March 2007

© L]

Liubilities:
Preletence Share { apiial 1.40,000 1.50.0100)
Fauiny Share Capital 2,60.000 330,000
Creditors 2.00.000 140,000
Pioac 40,000 60000
6,490,000 1.00,000

Assels:

Mant & Machincry 1.00.000 1,20,
Fumiture & Fixture 40,000 1.50,000
Stock 1.60.000 100000
Debtors 1.40,000 1.70.000
Cash 2,00,000 1,860,000
6.40,000 700,000

You are required 1o prepare a statement of changes in working capital and a Fund
Flow statement {rom the above data,

Solution:
Statement of Working Capital Changes

bai 2006 2007 Working capital changes
sriiculars T 2 Increase Decrease
4 4
Curvent Assets:
- 2.00.000 1.60.000 - H1000
¢ ash 140000 | 170000 | 30,000 -
Dcbtars 1.60.000 | 1.00,000 - 60,0
Stk
Current Liabhilities: 5,00,000 4,30,000
Creditors 200,000 1.40.000 a1.000
WD{‘klhg Capnui 2,“0.0“0 1.40,000
Necrease in Working Capital 30000 290,000
— 10,000 10,6060 B
3,00.000 300,000 100,000 1,006,004
Fund Flow Statement
Sources of Fund: L4
I Issuc of Share Capnal
Equity £3.50,000 — 2.60.000) 90.000
Preference {1,50.000 - 1.40.000) 10.000
2. Fund from Cperation 2.0
3. Ieereae in Working Capital 10.060
130,000
Uses of Fund:
. . 20,0010
1. Purchase ol Plunt und Machinery (1.20,000 - 1,00,0600) : ‘I.O‘I\OO
2. Purchaze of Fumiturc & Fivtures { 150,000 — 4,000) -~
t,30.004)
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Working Note:

P& L. A (2007)
Less: P & L A/c (2006
Fund Goin Operation

Catculation of Fupd from Operation

)

L4

60,000
40.000
20,000

Example: Following is the comparative balance sheet of Shobhit Ltd., for the year
2006 and 2007 from which you have 10 prepare the fund flow statement.

] Liabilities | 2006 2007 Assets 2006 2007 |
| 1 ¥ ¥ T T
Share Capual T 1,00.000 200000 | Goodwil) 30.600 50,000
Lebentures - 30,000 | plam 36,000 1.92,004)
PIL Avc 30.000 50,008 | Sock 801000 70,000
Proposed Dividend 16.000 12.000 | Debiors 30.000 65.000
Sundr Crediors 40.000 60,000 { Cash 16,000 18,000
O4s kxpenses 10.000 7000 | preliminary Exp. 8.000 3,000
Overdrafl 10,000 21,000

l—lﬂl——H@L |_2.00000 | 400000

Addirional Information:

. During the current vear a plant was sold for T 40,600 (accumulated depreciation
being ¥ 16,000) and it was purchased for T 50,000.

2. Refund of Income Tax received T 2,000.

Solution:

Schedule of Chaoge in Working Capital

Ir' L 2006 2007 I Working Capital Changes !
Ir' Particulars i T T [ Increase Decrease 1
L * =
Currenf Assets
L'ash 16,000 18,000 2,000 - ‘
Debtors 30,000 (301K 33.000 -
Saoch 20,000 70.000 - 10.000
{ 1,26,000 1,53,0@0
Current Liabilities
Sandry Credisors 40,000 60.000 - 20,000
(¥S Capenscs 190000 7.000 3.000 -
Overdrafi 10,000 21.000 ~ 110040
60,000 88,000
Warking Capilat 66,000 65,000
Decrease in Working Capitat - 1,000 1,000 —
66,100 66,000 4],000J 41.090
I
Fund Flow Statement
Sources T [ses T
Fund from Operation 43 006 Purchase of plamt 2.06.000
Sate of Plant 40,000 Purchase of goodwill 20,000
Decrease 1a Working Capitat 1,060 f P"avment of dividend 10,000
Refund of Income Tax 2,000
Debenture tssued 50,000
1ssue of Capitat 100,000
[ 2,36,000 | 2,36.000




Working Note:

|, Culculation of Fund from Operation

Balance of P & L A/c 2007
Less: Balance of P & L A/c 2006

Protit of current year

Add: Non-Cash items & Appropriations:

Preliminary Expenses Written off

Depreciation

Proposed Dividends

Less: Non-Operating Incomes

Profit on Sale of Plant

Refund of Tax

Fund from Operation

2. Calculation of Profit on Sale of Plant

Sale of Plant
Cost of Plant
(-) Depreciation

Profit on Sale of Plant

Z
50,000
30,000
20,000
3,000
16,000
12,000 31.000
51,600
6,000
2.000 8.000
43,000
40.000
50,000
16,000
34,000
6,000

3. Calewlarion of Purchase af Plant
Plant A/e.
k4 T
To Balance b 36,000 | By Sale of Plant 40,000
To Profit un Sale of Plant 6000 | By P& L aic (Dep ) 16000
To Cash (Purchase of Plant) 2,06.000 | By Balange ¢/d 1,92.000
2,48,000 2.48,000

Example: The Balance Sheets of Jai Prakash Industries on 3]* December 2006 and

2007 as follows:

Liabilities 200: 2002 Assets 2003 '2002
Accounts Payable 58,000 62,000 | Cash 12,004 18.000
Debentures 15.000 | 20,600 | Accounts Reccivable 39200 44,100
tquity Capital 70,000 | 60.00U | Reserve for bad Debis 1,200 1.400
Retained Earnings 21,420 15120 | Inventory 78.420 65,120

Long-term [nvestments 22,000 16,000
Jumiture & Fixture 16,400 13,000
Acceumnulated Depreciation 2,400 1,700
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Dividend paid during the vear T 10,000.

Prepare (a) a schedule of working capital and (b} a fund flow statement.

Solution;
Schedule of Changes of Working Capital
r 31* December Working Capitel Changes
Particulars 2006 2047 Increass Decrease
T T L4 T
Current Assets : ,
Cash 18,000 12.000 - 4,000
Accounts Receivable 44100 39,200 - 4,900
Invenary 63.120 78420 13,300
127,220 1,29,620 !
Current Liahilities; —
Accowmlis Payable 62.000 33.000 4,001 -
Reserve for Bad Debis 1,400 1.200 200 -
63,400 59,200
Waorking Capitut 63,820 A0 -
Increase in Working Capital 6,600 _ J -
70,420 70,420 17,500
L j ;_ bisas
Fund Flow Statement
Sources T Lises T
Issue of Shares 10,000 | Redemption of Debentures 3.000
¥und from Operatron 21,000 { Purchase of Long-term Invesumenis 6,000
Purchase of Furnitre & Fixtures 3,400
Paymeni af Dividend 10,000
lncrease in Workiog Capital 6.600
31,000 31,000
1

Working Note:
(1) Fund from Operation:

Retained Eamings (2007) 21,420
(-) Retained Earnings {(2006) 11,120
10,500
Add: Depreciation {2,400 - },704) 700
Dividends 10,000
Fund from Operation 21,000
{?) Purchase of Furpiture & Fittings:
W.D.V. of Fumninure & Fittings (2006}
(13,000-1.700) 11,300
Less: Current year Depreciation
(2,460-1,700} 700
10,600
Less: W.D.V. of Funilure & Fitlings (2007)
(16,400-2.400) 14,000
Purchase of Furniture & Firtings 3,400



Example: The following are the Balance Sheets of Shankh Dhar Ltd., Dehradun, as on

31sl December 2006 and 2007.

Liabilities znog 2001 Assels zoog 20“;
Equity Sharc Capital 4.00.000 4.80.000 | Land & Buildings 4,000,000 3.80.000
(reneral Reserve 1.00,000 140,000 | Plant & Machinery 3.00,004 3.48.000
Profit and loss afc 61,000 61.200 | Invenory 2,00,000 1,48,000
Short-term Bank 1.gan 1,40.000 — | Sundry Deblors 1,60.000 1,28.400
Sundry Creditors 3,00,000 2.70.400 | Cash in Hand 1.000 3,000
Provision for Taxation 60,000 70.000 | Cash al Bank - 14,207

10,61,000 ' 10.21,600 10,61,000 | 10,21,600
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Additional Information:

(1) Depreciation Written-off on Plant and Machinery was ¥ 28,000 in 2007.

(2) Dividend of T 40,000 was paid during 2007.

(3} Provision for Income Tax made during the year 2007 was T 50,000.

{4) A part of Land and Building was sold during the year 2007 at cost.

Prepare a statement showing sources and application of funds for the year 2007,
Salution:

Schedule of Changes of Working Capital

31" December Working Capital Changes
Particutars 2006 2087 Increase Decrease
(4 4 2 L4
Current Agsels :
Cash at Bank - 14.200 14.200 -
Cash in Hand 1.000 1.0hH) 2.000 -
Sundry {Jeblors 1,60 K) 1.25.400 - 31,600
{nventory 200,004 1 48000 -~ 52.000
J.61.000 133,600
Cuarrent Liabilities :
Bank Loan 140 () - 1, A0 (H0 -
Crediors 100,000 270400 29.600 -
Provision for Taxation 60,000 .00 - 10,000
5.00,0060 340400
Working Capital —-1.39.000 —46.800
Increase in Working Capial —92.200 $2.200
- 1,3%.000 | -1,59,000 185,800 1,85,800
Fund Flow Statement
Sources T | Uses T
Fund from Cperation 1.08,200 | Purchasc of Plant 76,000
Sale of Land & Building 20,000 | Payment of Dividends 44,000
Issue of Shares 80,000 | Increase in W.C. 82,200
2,08,200 2,08,200
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Working Nate
{1} Parchase of Plant

Balance of Plant (2007}

Less: Balance of Plant
- Depreciation

(2006)

(2) Fund fram Operation
Balance of P & L. Afe (2007)
Balance of P & L A/c (2006)

Add:  Depreciation
Dividend

General Reserve

3,48,000
3,00,60C

28,000 2,72,000

76,000

61,200

61,000

28.000 200
40,000

40,000 ),08,000

1.08,200

Example: From the following Balance Sheet of Suraj Limited, make out (1} Statement
of Changes in Working Capital and (i) Fund Flow Siatements.

Com parative Balance Sheet ss on 30 June, 2008

Liabilities L 2007 l 2008 | Assels 2007 2002}
Equity Share Capital { 30,000 1.00.000 ’ Guodwill 18,008 16,000
Preference Share Capital | 40,000 anaon [ Land and Buildings 36,000 40,000
Dehentures [ 10000 — | Plunt & Maochinery 20,000 36,000
Capital Reserve - 4000 | Investments 6,000 12,080
General Reserve 2,000 6.000 | Debtirs 36.000 42.000
Pl Al 6.000 9,000 | Swek 16.000 20,000
Pruposed Dividend 12.000 12,000 | Cash i ank 8.400 13,000
Creditors 6,00t (0.000 § Prelininary Exp. 4.000 2,000
Provision for Taxation 8 000 £.000

],64,000__!_ 181,000 | 1,64,000 1,81,000
| -

The following additional information is also available — (a)} Payment of interim
dividend T 6,000; (by Payment of income 1ax ¥ 10,000; (c) a piece of land had been
sold out during the year and the profit on the sale has been credited to capital reserve;
(d} Preference shares were redeemed at 5% premium; {e) Depreciation on plant
¥ 3,000; (f) Machine whose written down value was T 7,200 was sold for ¥ 8,000.

Sofurion:
Seheduvle of Working Capital Changes
I ] 30 June Working Crpital Changes
Detaits 007 2008 Increase Decrease
T 4 4 T
Current Assels ¢
Dehiors 36,000 42,000 &,000 -
Stack 16,000 20,000 4.000 -
Cash at Bank 8,000 13,000 3,000 -
60,000 75.000
Current Lisbilities :
| Creditors 6,000 10.000 - 4.000
Provision for Taxation l 8,000 8.008 -
| i 14,000 18,000
Wuorking Capital ] 46,000 57,000 -
Increasc in Warking Capilal 11.000 - 11000
57,000 57,400 | 15,008 15,000




Fund Fiow Statement

Saurces ¥ Uses T
Salc of Machine 8.000 | Redemprion of Preference Shares 10,500
Issue of Capital 20,000 | Redemption of Debentures 10.000
Sale of Land 22,000 | Payment of Interim Dividend 6,000
Fund Irom Gperation AL700 | Payment of Dividend of Last yvear 12000
Purchase of Invesiment 6.000
Purchase of Machine 26.200
Increase in Working Capeeal 11,000
81,700 Bi,700
Working Notes:
(1) Purchase of Machincry
Plant & Machinery 2007) 20,000
Less: Depreciation 3,090
Cosl of Sale of Plant 7,200 10.200
9,800
Less: P & M {2U08) 36,000
26,200
(2) Sale of Land T
Land & Building (2007) 56,000
Less: Land & Building (2008) 40,000
Cos1 of Sale of Land 16,000
+ Profit on Sale of Land 6,000
22,000
(3} Fund from Operation
P & L A/c (2008} 9,000
Less. ' & L a/c (2007} 6,000
Add- Appropriations: 3,000
Interim Dividend 6,000
Propascd Dividend 12,000
Transfer to G.R 4,000 22,000
Net Profit fur the veay 25,000
Add: Non-Cash |tems
Goodwill Written off 2,000
Preliminary expenses Written off 2,000
Premium on Redemption of Prell Share
Waitten off 500
Depreciation 3.000 7.500
32,500
Less: Profit on Sale of Machine 800
31,700

Example: From the following dewils relating to the accounts of Akshay Ra} & Co.

Lid.. preparc a statement of sources and use of fund.
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31.12.2007 31.12.2006
I R
Liabilities:
Share Capital £.00,000 6,00.000
Reserve 2,00.000 1.60.004
Profit and Loss Account 1,00,000 60.000
Debentures 2.00.000 3.00,000
Income Tax Provision 80.000 160,000
Trade Creditors 1,40,000 1.80.000
Praposed Dhvidend 80,000 &0.000
16,08,008 14,60,000
Assely :
Goodwilt 1,80,000 2.00.000
Plants & Machinery R5R.500 5.96.000
Debenmre Discount 10,000 16,000
Prepaid Uixpenses | 11,500 2.000
Tuvestments | 1,20.000 2.00.000
Suadry Debtors 2,20,000 3.20,000
Stock 1,60.0600 1,060,000
Cash and Bank 40,0000 20,000
L 16,00,000 14,60.000 [

(1} 15% depreciation has been charged in ifte accounts on Plant and Machinery,
{2) Old machines cost T 1.00,000 (WDV T 40.000) have been sold for ¥ 70,000).
{3) A machine costing T 20,000 (WDV T 6,000) has been discarded.

{4) T 20,000 profit has been eamed by sale of investments,

{5) Debentures have been redeemcd at 5% premiurm.

(6) T 90,000 income tax has been paid and adjusted againsi Income Tax Provision

Accounl.
Solution:
Schedule of Working Capitat Changes
Ttems 11 December Warking Capital Changes
1006 2007 [ncrease Decrense
T T T (4
Current Assets ! |
Cash and Bank L 20,000 40,000 20,000 .
Stock 1,00,000 [.60.004 60,000 -
Sundry Debtors 3.20,000 220,000 - 1,00,000
Prepaid Expensey 8,000 11,504 3,500 -
4,48,000 431,500
Current Liabilities ;
Provision for Tux f 1,00.000 80,000 20.000 -
Trade Creditors i LELOOD 140,000 40,000 -
[ 2,80,000 1,20,000
} —
Working Capital I 1,68,000 2,11.560
toercase in Working Cupital ! 43,500 - - 43,500
| 211500 201,500 | 1,43,500 1,43,500
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Statement of Sources & Uses of Fund

-

Saurces ¥ Uses T

Fssue ot { apreal 200,000 | Redemption of Debentun: with Premium tas aon
Sawe of Muchme 0000 | Payment of Dividend a0,000
Sale of Invesiment 1 KOG | Purchase of Plam 4.640,000
Fund from Operatian 299,500 | [ncrease in Working Capital 41,300
6.69.500 6,069,500

Working Note:

(1) Depreciation on old Machines lor current year

WD V. of Plant {2006) 3.96,000

Less' Mant Disposed 40.000

Plant Written off 6,000 46,000
5,50,000

W.D.V, of Old Machines
550,000 x 15

15% Dep. on Old Machines < 00 = 82,500
{2) Purchase of Plant and Depreciation thereon
W.12.V. of Old Machines (calculated above) 5.50,000
Leas- Current year's Deprecialion $2,500
1,67,500

Less Closing Balance of Plant given 8.58.500)

W.D.V. of Additional Plant 3,91,000

Purchase Price of Additionaj Plant = 3—91’02—%@ - 4,60,000

Depreciation of Additional Plant = i‘% = (9,000

(3) Fund from Operation
P & T. Account (2007) 1.00.000
Less. T & L Account (2006) 60,000
T 40000

Add. Goadwil] Written off 20,000

Deh. Discount Written off 6.000
Transfer to G.R. 40,000
Proposed Dividends 80,000
Depreciation (69.000 + 82,500) 1.51.500
Lcss on Machine Discarded 6,000
Premium on Redemplion of Debentures 5,000

3.48.500

{.ess- Profit on Sale of Invesiment 20.000

Protit on Sale of Machine 30,000 50,000

Fond from Operation 2,98,500
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Fil} in the blanks of the following:

IR are payable by the company after a long period (which is
more than one year) or at the liquidation of the company.

2 means the change or movement that may be inflow or outlow.

3. Fund from operation is the only source of fund,

4. Loss from operation the working capital.

5. Schedule of Changes of Working Capital has columns for
amount.

6. Provision for Taxation should always be treated as

4.9 LET US SUM UP

& Fund flow statement is prepared to indicate the changes in the fund between two
periods.

e For the purpose of fund flow statement, fund means the working capital which is
the difference between carrent assets and current liabilities.

o Flow of fund means the movement in the working capital. 1t can be positive or
negative. Positive movement means the increase in net working capital. Negaljve
movement means decrease in working capital.

e [f any transaction increases the net working capital, it is said the source of fund.
Similarly, il any transaciion decreases the net amount of working capital. it is said
the uses of fund.

e The sources of fund are — fund from operation, decrease in lixed assets, increase
in long-term liabilities and increase in net worth.

e Uses of fund are — increase in fixed assets, decrease in fong-lerm liabilities.
Decrease in net worth and loss from opcration,

e The fund flow statement is used for (i) Analysis of financial statement (ii)
Determination of financial consequences of busmess activities, (i11) Comparaiive
study {1v) Providing information for securing loan, (v} Allocation of resources,
(vi) To answer many intricate quarres and (vii) Planning of working capital.

e Fund Flow Statement has also some limitations as (i) historical analysts, (i)
ignotance of non-fund items, (iif) structural changes in working capual are not
disclosed.

® In the modern tcchnique of preparing the fund flow statement, the following two
statements are prepared: (i) Schedule of working capitaf changes (ii) Fund flow
stateinent.

® To prepare the schedule of working capital changes the following rules are kept in
mind: (i) an increase in current assets increases the working capital (i) a decrease
in current assets decreases the working capital (iii} an increase in current Jiability
decreases the working capital (fv) a decrease in cwyrent liability increases ihe
working capital.

e Fund Flow Statement is prepared on the basis of uses of fund and sources of fund.



e Tund from Operation is computed by adjusting the Non-Cash ilems and Non-
Opcrating Items in Net Profits.

4.10 LESSON END ACTIVITY

“The analysis of flow of fund through an orgamisation can be very useful to the
management”. Clucidate this statement and explain the limitations of fund flow
staternent.

4.11 KEYWQORDS

Fund: Fund means (he net working capital.
Flow; Flow means movement or change that may be inflow or autflow,
Working Capital: [1is the dillerence between current assets and current ligbilities.

Current Assets: Those assets which can be converted into cash within a year as -
stock, debiors, B/R etc.

Current Liabilities: Those obligations of the business which are to be paid within a
vear as creditors, B/P, outstanding expenses, etc.

Seurces of Fund: Those items which increase the net working capital are called
sources of fund.

Uses of Fund: 1t includes those items which decrease the net working capital,

4.12 QUESTIONS FOR DISCUSSION

. What do vou mean by the lenn ‘Fund’ and ‘Fluw’ in relation to Fund Flow
Statement? How Fund Flow Statement 15 prepared. Explain.

2. Which transactions of the business affect the working capita) and which not?
Explain.

3. What do you understand by Fund Flow Statemeni? Explain its objectives.

4. Define Fund Flow Statement. Give its uses and importance.

5. What do you mean by the Schedule of Working Capital Changes? Fxplain how it
is prepared?

6. What do you mean by Fund Flow Statement? Give its objectives and limitations.

7. Prepare a Schedule of Working Capital Changes with imaginary {ipures.

8. What are the reasons ol Working Capital Changes? How are hese detected”
Explain.

9, Write shorl notes on the followings:
{i) Sources of Fond
(i1) Uses of Fund
tiii}Fund from Operation
(iv) Current and Nen-Current Accounts

(v} Working Capital

113
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prepare Statemnent of Changes in Financial Position in proper form:

Balance Sheet

1.

Assels:

Fixed Assets (Net)
Lung-tenm [nvestnenls
Current Assgis

Wscount on ssue of Shares and Debentures

Liabilities and Capital:
Equity Share Capilat
£% Pref. Share Capital
6% Debentures
Rescrves and Surplus

Provision for Doubtful Debits

Current Liabilities

.

10. From the following information extracted from the books of Vijay & Sons Ltd.,

31.3.2004 31.3.2008
' g T
1.02.000 1.24.000
6,000 16.000
48.000 75,000
2,000 1,000 |
1,58,000 ] 2,16,000
64,000 70000
20.000 40,000
40.000 | 20,000
22.000 54.000
2,000 3.000
14,000 29,000
1.58,000 2.16,000 |

Additional Information
(i} A machine costing T 14,000 with book valoe of ¥ 8,000 was sold for T 5,000,

(i} A dividend of 15% was paid on equity shares during the current year.
(iii) Pravision for Depreciations T 30,000 (2007} and T 38,000 (2008)

(iv) Debentures were redeeined at a premium of 3% stock which was valued al
¥ 18.000 on 2007, was written up to cost T 20,000 for preparing the P & L
Ale of 2008, Debtors are likely to realized in full.

2007 are given befow:

The comparative balance sheets of Raja & Co, 1.ad. as on 31% Dec. 2006 and

Share Capital

120,000 Shares of T 10

each)

General Reserve
6% Debentures
Bank L.oan
Credilors

Froposed Dividend
Provision for Tax
B A

2006 2007 2006 [ 2007

4 T 4 7

Plant at Cost A0,000 | 100000

Less: Depreciation 32,008 48.000

2,00.008 1 2,00,000 48,000 52.000

- 12,000 | Freehold Propeny -~ 1 4.00.000

- 2,00,000 | [nveshnenss 60.000 -

- 80,000 | Siock 1.20.000 1,776,000
72,000 RE 000 Debigrs i 80,000 ]20.000 ’
12,000 — | Cash st Bank | 60000 4000 |

24000 | 32,000 r j

60,000 | 1,840,000 J
3,68,000 | 7,52,000 | 368000 | 752,000 |

Prepare for the year 2007 a statement of sources and applications of funds and a
schedule of working capital changes after taking into account the following facts:

{i} 8% dividend was declared in the ycar 2007.

(i} During the year 2007 plant was sold for ¥ 14,000 which was purchased for
T 20,000 and accumulated depreciation on which was T 7.200.

(ii?) Total bank loan raised during the year 2007 was ¥ 1,12,000.



12. Foilowing are the Trial Balances of Lakshi Co. Litd.

as on 31% March 2007 and 15

Fund Flow Smfcmeni

2008. {Acgounting Siandsed - 3)
B tems 31" March, 2007 31¥ March, 2008
Dr. (T Cr. (0 Dr. (%) Cri%)
Fixed Assets 11,68, 480 12.30,250 -
Current Asscts 1.80,270 3,95.900 -
Debenture Discouni 15.000 12.500 -
Equitv Share Capital - 7.50,000 - 7.50,000
Preference Sharc Capital - 1,530.000 - 2,00.000
Security Premum - 15,000 - 20,000
Debentures - 3,500,000 - 2.50.000
Curtent Liabilities - 310.000 - 2,20.000
Provision for Depreciation RURVITY 97.500
Provision for Debenturc
discount _ 3000 a 2,500
Dividend lor 2007-08 _
Elf:?::)c:so}izrfl Ale from _ 75,000
Net Profit for the year 12.200 95.750
B3.530 719060
16,63,780 16,63,750 17,13,650 17,132,650
Additional Information
(1) During the year 2007-08 machinery costing ¥ 1,00,000 (Accumulated

depreciation T 30,000) was sold lor T 75,000.
(it) 50,000 Preference Sharc Capital was issued during 2007-08 at a Premium of

10%.

(i) The Net Profit for 2007-08 has becn arrived after taking credit for the profit
on sale of machinery reducing the provision for doubtlul debts and writing

off the discount on issue of debentures,

You are required to prepare a Statcment of Changes in Working Capital and a

Fund Flow Statement.

13. A staternent of retained earnings of Rashumi T.ad. is given below:;

Balanee of retained earnings on 1™ April, 2007
Add : Net Prolit after Lax

Add: Refund of' Tax
Less: Loss on sale of P &M
Less: Grodwill written o]T

Dividend paid
Balance of Retained earning, 31March, 2008

T
3.23.800
6,48,480

9,74,080
25,740 |

9.99.550
14,460

95,370
4,70,356

9,85,090

5,065,724

.

4.19.370

Additional Information

(i} Plant & Machinery having a written down value of T 54,36U was sald on 1%
Jan. 2008 Depreciation of T 68,250 has been deducted while arriving at net

profit



118 ) (i) Debentures of T 72,800 have been redeemed ducing the year
Management Ascounimg

(iit) Increase in working capital during the vear in ¥ 2,38,950

Prepare Funds Flow Statement on the above information.

Check Your Progress: Model Answer ]

[. Non-Cureent Liabilities

s-._}

Flow
Internal
Decreases

Four

= Y S

Current liabilities
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.0 AIMS AND OBJECTIVES

After studying (his Jesson. you should be able to:

Understand the meaning, significance and limitations of Cash Flow Analysis
Discuss the classifcation of business activities

Describe direct and indirect method to calculate the cash flow from operating
activities

Explain calculation of cash flows from investing and financing activities

Explain how to prepare of cash flow statements
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5.1 INTRODUCTION

In the fund flow statement, Lhe changes in the fund (working capital} are summarized.
This stalement also gives a picture of the causes of changes in working capital.
Working capital is the difference of current assets and current liabilities. In current
assets, stock and prepaid expenses are also included in addition to cash. Hence, it does
not solve the purpose of creditors who are interested in assessing the shorn- term
abitity of the company to pay their dues. Change in working capital does not mean the
changes in cash, Change in working capilal may be due to several factors including
non-current items. Financial position {working capital) of a company may be sound
but cash position may be adverse. Thus. fund flow siatement does nat reveal the
changes in cash. To solve this object the cash flow statement is prepared. Seging its
inportance, in 1995, the Securities and Exchange Board of India (SEBT) amended its
clause 32 of listing agreement. As per this amendment every listed company has to
prepare and publish its cash fluw statement alonp with its balance sheet and profit and
loss account. Tn 1997, the Insutute of Chartered Accountant of India also revised its
AS-3 relating the statement ot changes of financial position. [CAT issued AS-3: Cash
Flow Statement replacing ils existing AS: Statement of Changes of Financial Position,

5.2 MEANING OF CASH FLOW STATEMENT (CFS)

Cash flow statement is like tund flow statement. The basis of fund {low statememnt is
fund {working capital), while cash and cash equivalents are the basis of cash flow
statement. Thus, it is a statement which indicates the changes of cash during an
accounting peniod. CFS also shows the sources of inflow of cash and appiications or
uses of outflow of cash during a specified period (that may be a month or a year). To
prepare CFS the information are used from the analysis of the balance sheet and the
profit and loss account and the opening and closing balances of the cash during a
pertod are also used in it. The Institute of Cost and Works Accountants of Tndia
(ICWAD) has defined 1the CFS as, “Cash-flow Siatement is a siatement sefting ouf the
flaw of cash under different heads of sources and their utilization to determine the
requirements of cash during the given period and to prepare for its udeguate
provisions ™.

Thus, cash flow statement is a statement in which the sources of inflow of cash and
applications of outflow of cash of a business entity are indicated during an accounting
period.

In the cash Olow statement the flow of cash and cash equivalents are recorded.
Therefore, 1the meaning of cash and cash equivalent should be cleared. Here cash
includes cash in band and demand deposits with banks, Demand deposits mean that
deposits with banks which can be withdrawn by the company from bank any time. A
cash equivalent refers ta short-term highly liguid investments. These investments
should be realizable within three months ar less periods as government securiies and
treasury bills. Cash equivalents are held by the companies for the meeting of short-
term cash commftment no! for invesiment purposc. Now, the meaning of Flow of Cash
can be understood easily, Cash flow includes inflow and outflow of cash and cash
equivalents. Inflow of cash is that which increases the total of cash while cash outflow
is that which decreases the toial of cash, If total of inflow of cash exceeds the total of
outflow of cash, it is called nct cash inflow otherwise net cash outflow.



5.3 OBJECTIVES AND IMPORTANCE OF CASH

FLOW STATEMENT

The objective of the cash flow statement is to provide the information about the cash
flows af a husiness to the various users of the financial statements during an
accounting pertod. Thus, it is very important tool for the financial analysis used for the
followings purposes:

Knowiedge of Cash Position: CFS is prepared on the basis of cash which
indicates the changes io cash position of a concern during a specitied periud. It
also discloses the causes of such a change of cash.

Kunowledge of Cash Inflow and Cash Requirements: This statement is used to
throw the light on the various sources of cash from where the cash is penerated
dunng an accounting penod. The cash requirement in the coming time can also be
furecasted by the preparation of project CFS.

Knowledge of Shart-term Solvency: CFS helps in the analysis of shon-term
solvency af a company. Cash is more relevant o meel the immediate obligations
of a cormpany.

Helps in Framing the Financial Policies: CFS may also be used to get the help

in framing the linancial policies of a business regarding the souwrces and uses of

cash during a period.

Helpful in Dividend Policy: CFS helps the management of a company regarding
tabing the decision of cash paymeni of dividend such as, how much cash would be
available for the payment of dividend.

Helpful in Cash Budget: 1t provides the base to prepare the cash budget regarding
the receipts and payment of cash during a particular period.

Useful for External Investors: CFS is very useful for the axtemal investors uf a
company, They use it 1o know the ability of the company (0 repuy the ousiders’
obligations in shont period. On the basis of that they iake the decision whether
thcy should give loan to the company or not.

Studdy of Sources anid Uses of Cash from Various Activities: Under the CFS ali
the activities of the business are classified into three — operating. investing and
financial activities. The sources and uses of cash from all these acuvities are
mentioned n the CFS. Thus, we can study the trend of cash inflow and outllow
from CFS.

5.4 LIMITATIONS OF CASH FLOW STATEMENT

Despite a number of uses of CFS, there are some noteworthy limitations, these are as
follows:

I.

L¥¥]

Acerual Concept of Accounting is ignored: CFS is prepared on the basis of cash

sources and uses during a period. Only cash transactions are recorded. Thus it
ignores the accrual concept of accounting.

It iv not a Complete Substitute of Income Statement: CFS cannot be a substitute
of profit and loss account. The net cash flow depicted by CFS cannot equal to the
net profil of profit and loss account.

It is not a Substitute of Fund Flow Statement: CFS canoot be replaced fund flow
statement. 1t is prepared on the basis of cash only. Cash is a very narrow concept
which does not indicale the comrect {inancial position of a company.

119
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4. Non-Cash Transactions are ignored in CFS: CFS is constructed on the basis of
those transactions which are relaiing to cash only. Non-cash transactions are
ignored in it as purchase of fixed assets by the issue of shares or debentures.

A

CFS Presents the Misleeding Comparison: If inter-firm companson is done on
the basis of cash only, 1t may mislead in drawing the conclusion.

In spite of the above limitations of CFS, it provides very useful information o the
users of financtal statements. Therefore, it is being prepared and publishes along with
the other financial statements. As per AS-3 (revised) it is mandatory for companies.

5.5 DIFFERENCE BETWEEN CASH FLOW STATEMENT
AND FUND FLOW STATEMENT

In spite of having similarity in the cash flow statement and fund fow statement that
hoth the statements are prepared fo judge the {tnapcial position of a company, there
are a number of differences between these two staiements. These are as follows:

1. Cash flow siatement is prepared on the basis of cash inflow and cash outllow
dunng 2 period. while the fund flow statement is made on the basis of inflow of
fund and outflow of fund during a period.

2. In cash flow statement the changes of financial position on the basis of cash only
is disclosed while fund flow statement depicts the financial position of a company
for a period on the basis of fund means working capital.

In the cash flow statement a very narrow concept f.e. cash only is adopted while a
broad concept is adopied in fund flow statement ie. fund or working capital
(difference of current assets and current liabilities).

Lad

4. Cash basis accounting’ is supporied by the cash flow statement while ~Accrual
Basis Accounting is supported by the fund flow statement.

5. Cash flow statement is prepared to judge a very shornt-term planning while fund
flow staternent is prepared far long-term ptanning.

6. A Schedule of change of working capital is prepared in fund flow analysis but
such & statement is not made in the case of cash flow statement.

7. Techniques of the preparation of both the statements are different. ln the fund
Aow slatement fund from operation is computed with adjusting the current assets
and current liabilities while such an adjusbment is not made in the cash from
operation. The opening and closing batances of cash are taken to preparc the CFS.

8. As per AS-3 (revised) the cash flow statemcni is prepared by classifying the
inflows and outflows of cash among operating, investisng and financial activities.
The difference of inflows and outflows shows the net increase or decrease of cash.
But in fund flow statement the net difference of sources and uses of fund shows
the increase or decrease of working capital.

5.6 CLASSIFICATION OF CASH FLOW

As per AS-3 (revised) the cash flow statement is prepared in a manner reponing the
cash tflows into following categories:

1. Cash flow from operating activities
2. Cash flow from investing activities

3. Cash flow from linancing activities



5.6.1 Cash Flow from Qperating Activities

Cash flows from operating activities are earned from the principal revenue —
producing activilies of an enterprise. Through these activities the net profit or loss of
the business is also determined. Examples of such a low from operating activities are
given in AS-3 (revised} as follows:

(a) Cash receipts from the sale of goods and rendering of services;

{(b) Cash receipts fram royalties, fees, commissions and other revenue;
(c) Cash payments to suppliers for goods and services;

(d) Cash payments to and on behalf of employees;

(e) Cash receipts and cash payments of an insurance enterprise [or premiums and
claims, annuities and other policy benefits;

(fy Cash payments or refunds of income taxes unless they can be specifically
identified with financing and investing activities, and

(2} Cash receipts and payments relating to [uture contracis. forward contragis, optien
contracts and swap contracts when the comtracts are held fur dealing or trading
purposes.

Some transactions, such as the sale of an item of plant, may give rise 1o a gain or toss
which is included in the determination of net profit or loss. However, the cash flows
relating to such transactions are cash flows from investing activities.

Cash Flows
|
Y v
Cash Inflows Cash Qutflows
A J v v v v
Cashy Sales Receipts Recelpis Refund of Receipts
from from Tax from
Debtors Royalties Fuure
Fees, Commission Coptracis
and Others
¥ y
Cash Pavment Payment Payment Payment
Purchases of of of of Credilors
Salaries Tax Contracis

Figure 5.1: Presentation of Cash Flows from Operating Activities

5.6.2 Cash Flow from Investing Activifies

Investing activities of an entcrprise include the purchase of lixed assets {as plant and
machinery. land and buildings. furniture and {ixtures) with an intention to generate the
future incomes. On account of being an imporiant activity, a separate disclosure of the
cash flows [rom these activities is made. Examples of cash flows arising from
investing activities are in AS-3 (revised) as follows:

(a) Cash payments of acquired fixed assets {including intangibles). These payments
include those relating to capitalized research and development costs and self-
constructed fixed assets;
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{b) Cash receipis from disposal of fixed assets {including intangibles);

(c} Cash payments 1o acquired shaves, warranis or debt instruments of other
enterprises and interests in joint ventures (other than paymems for those
instruments considered to be cash equivalents and those heild for dealing or trading
purposes);

(d) Cash receipts from disposal of shares, warrants or debt instruments of other
enterprises and interests in joint ventures (other than receipts from those
instruments considered 10 be cash equivalenis and those held for dealing or trading
purposes);

{e} Cash advances and loans made to third parties (other than advances and loans
made by a financial enterprise);

() Cash receipts frem the repaymenti of advances and loans made to third panies
{other than advances and loans of a financial enterprise);

(g) Cash payments for future contracis, forward contracts, oplion contracls and swap
contracts except when the comracts are held for dealing or trading purposes, or the
payments are classified as financing activities; and

(h) Cash reccipis [rom future comracis, forward contracis, apifon contracts and swap
contracts except when the coptracts are held for dealing or imding purposes, or the
receipts are classified as financing activities.

When a contract is accounted for as a hedge of an idemifiable position, the cash {lows
of the contract are classified in the same manner as the cash flows of the position
being hedged.

Cash Fiow
¥
¥ ¥
Cash Inflow Cash Qutflow
¥ v
Disposal Disposal Receipts Reccipis
ol Fixed of Shares of Repayiment [rom Future
Assets & Warrants of Advances  Contracis
& Loans
v
v v v v
Purchase of Purchase of Advances &  Payment lo
Fixed Asseis Shares, Loans to Future
Wairants Third Pacties  Coniracts

Figure 5.2: Presentation of Cash Flows from Investing Activities

5.6.3 Cash Flow from Financing Activities

UInder financial activities those activities are included which are refating to the size
and compositian of capital (equity and preferences) and borrowing or loans. As per
AS-3 (revised), the separate disclosure of cash flows arising from financing activities
is important because it is useful in predicting claims on future cash flows by providers
of funds (both capital and borrowings) to the enterprise. Examples of cash flows
ansing from financing activities are:

{a) Cash procecds from issuing shares or othier similar instruments;



(b) Cash proceeds from issuing debenturcs, loans, notes, bonds and other short or

long-term borrowings: and

(c) Cash repayments of amounts barrowed.

Cash Flow
+
; |
Cash l:ﬂo».\. Cash Qutftow
\] ¥ v
Tssue of Shares Issue of Debentures Raising of
(equity & preference long-term loans

luan, bonds, etc.}

¥ ¥ v L 4
Redemplion of Repayment of Payment of Payment of
preference shares loans interest dividends
and bonds

Figure 5.}; Prescotation of Cash Flow from Financing Activities

5.7 TREATMENT OF OTHER ITEMS

Besides the above cash flow activities AS-3 (revised) also give the dealing of the
some other items. Thesc other items are as follows:

t

Foreign Currency Coash Flow: Unrealized gam or toss on account of change in
the foreign exchange rate is nat treated as cash flow. But the effect of change of
foreign exchange on the cash and cash equivalents held in a foreign currency is
recorded in the cash flow stalement 1o reconcile the cash and cash equivalents at
the beginning and at the end af the period. This amount is not adjusted with
operating, nvesting and financing activities but it is shown separately.

Extraprdinary Hems: Cash tlow ansing from the extraordinary item is shawn in
the cash flow statement after clussilying it into operating, investing and financing
activities. This is done so (hat ordinarv users may understand them easily. For
example, loss by fire in store 1s compensated by insurance company. h will be
trealed as cush Now from operating activities.

Interest and Dividends: |f a financial enterprise is receiving interest and dividend
then such a cash flow arising from interest and dividend will be considered into
operating activities. LI interest and dividend are recetved by other enterprise, such
a cash flow arising from interest and dividend will be considered into investing
activities and if interest and dividend is paid, such a cash flow arising from
interest and dividend is considered inio financing activities This cash flow arising
from interest and dividend paid or received is disclased separately.

Taxes on Income: If no adverse information is given relating 1o taxes paid on
incomcs, cash Nlow arising from the taxes paid as income is classified in operating
activities. IT taxes are paid on such income which is relating to finance. such a
cash Nfow will be classified inta financiaf activities.

Non-Cash Transactions: The non-cash transactions are not recorded in cash flow
statement because they do not have a direct iimpact on Lhe current cash flow while
they affect the capital and assets as purchase of fixed assets by the issue of shares
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or debentures. In AS-3 {revised) examples of non-cash transactions are mentioned
as below:

(2) the acquisition of asscis by assuming directly related [iabilities,
(b) the acquisition of an enterprise by means of issue of shares, and
(c} the conversion of debt o equity.

6. Balances of Foreign Brancites: In some situations, the balance of cash and cash
equivaleni held with forcign branches are not available due to foreign exchange
control or other legal resirictions. So the management should use that amount
which can be measured in cash and cash equivalent.

3.8 FORMAT OF CASH FLOW STATEMENT (CFKS)

AS-3 {revised) does noi give any standard format of cash few staiement. In its
paragraph (8 of AS-5 (revised) the two methods of the preparation of cash flow
statement are mentioned. These are as follows:

{i) Direct Method 10 prepare CF3
(i) [ndirect Method to prepare CFS
Format of Cash Flow Statement By Direet Method

XYZ Company Limited
Cash Flow Statement

(For the year ended ...........)
-

Paricalars | L T
{1} Cash Flaw from Operating Activities:

Cash Receipts from:

Sale o Goods and Services ——

Debturs or 3ills Reccivables ——

Roy alties ——

Fres —

Commission I

less: CashPaodfor:. | ee--

Purchases —

Creditors ———

Operauonal Services — ———

Cash Generaled from Qperating Activitics

+ Cash Flow from Extra-Ovdinary Items

Net Cash from {used in) Operating Aclivitics
Conid ..



(2) Cash Flaws from Investing Activities:
Purchase af Fiaed Assely
Purchase of [nvestiients
Nale of Fived Assces
Sale of [avestments
Interest Recvived

Dwvidend Reecived

Met Cash From (klsed Inf hvesting Activities

{37 Cash Fiows from Financing Activities:
Cash Reccipts From
Basuc of Shares (Tuity And Prelerences)
Debeniures and Baneds
Long-term Loans Or Borrowings
Repayment of Mreferenoe Shares
Repayment of Debentures
Repys ment af Loan
foterest Paid

Dividend Paul

Net Cash trom (Lsed In) inamcang Activilies
Ney Increase (Decieaser In Cash And Cash Equivalents

Add Cash and Cash Equivalent At The Bepmming Oif Period

Cash and Cash Equivalenis at the End of the Period

Nete: Fipures menuoned in the brickets indicale the outllow of cash and figures withoit brachots inflow

of cash.
Format of Cash Flow Statement by Indirect Method
XYZ Company Limited
Cash Flow Statement
(For the yearended ._...........
Particulars L4 T

(1) Cash Flow from Operating Activities:
Net Prodit Befure Tax
Add Adpusiments For Non-Cashoand Non-Operating ltems
Depreciation
1.08% on Sale ol [inved Asseis

Croodwall Written OF

Cantd
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Predininary Expenses Written OfF
Underwriting Fxpenses Wrinen Oft
Transier 1o Rescrves

Loss vm Revalualon of I ixed Asscrs

Foreign Exchange Loss

Less' Adjustments for Non-Cash and Noa-Operating [neome
Prefit on Sale of Fixed Assels
Profit on Sale of Jovesimenis
Profit on Revaleation of Fiacd Assers

Foreign Exchanpe (rains

Ciperpting YrofM Befere Working Capital Changes

Add [decrease in Curtent Asscty

tnereass i Current Liubilities

Lesy: Ineecase in Cuerenil Assers

[ecrease in Current Liablines

Cash Generated from Qperation

Less Tax Paid
Cash Flows Jctore kxtra Ordinary Trems
- Extraordinary Trems

Net Cash from Opertional Activities

p———

{2) Cash Flows from laovesting Activities:
Purchase of Fixed Assels
Purchase of lnvestments
Sale of Fixed Assets
Sale of Investments
Interest Received

Dividends Received

Net Cash From (Used Ind hnvesting Activities

Conid ...


http:Rescr.cs

(3) Cash Flows from Financing Activities:
Cush Recepts from,

Issue of Shanes (Equity or and Preference -

Drebentures and Bonds -
Long-term Loans or Borrowings .
Repay ment of Preference Shares {--—}
Repavment of Debentures {---}
Repayment of Loan (maae)
fnterest Paid [
hvidend Paid (-}

Nt Cash frain (Used In) Finanging Activities
Net Increase { Decrease) in Cash And Cash Equivalents

Add Cash and Cash lyuivalents at the Beginning of Period

Cash and Cash Equivalents at the End of Period —

Mote: As per the amendment of Clause 32 of the Listing Agreement of SEB!, 1995, all the
listed companies have 1o prepare and publish their Cash Flow Statement as per the above
formats with iheir annual financial statements in the reports, SCB! recommends the indirect
method to prepare the cash flow statement.

5.9 PROCEDURE TO PREPARE CASH FLOW
STATEMENT AS PER AS-3 (REVISED)

After 2004, every listed company has to prepare a cash flow statement as per the
recommendations given in the AS-3 (revised). As per these recommendations, the
procedurc 1o prepare the cash flow statement has changed drastically. Now to prepare
the cash flow statement as per these recommendations, first of all. all the information
relating to cash flow statememt are collected in the balance sheets and income
statements of two periods (information regarding sales of assets, payment of tas and
dividends, non-operating incomes and non-operating losses and non-cash ttems). Then
following steps are generally initiated o prepare the cash Mow statement (CFS):

1. Opening and closing balances of cash and cash equivalents are determined, These
bajances are calculated by the addition of the followings:

{a} Cash in hand
{b} Cash at bank
{v) Marketable Securities

(dY Shori-term im estment {3 and less than 3 months)

2. Net Cash provided (or used} by Operating Actvities of the business is calculated.
This can be computed by direct or mndirect method. (These methads will be
discussed later in this chapier.)

X Net Cash provided {or used) by the Investing Activities is determined.

4. Net Cash provided (or used) by the Financing Activities is calculated.

5. Nel increase or decrease in Cash and Cash Equivalents is dctermined by the

apgregation of net cash provided (or used) by the operating, investing and
financing activities which are calculated above in 3, 4" and 5" steps.
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6. In the last step, the net increase or decrease in cash and cash equivalents is
reconciled with the opening and closing balance of cash and cash equivalent. The
diflerence of opening and closing balance of cash and cash equivalents should be
equal to the net increase or decrease in cash and cash equivalents.

Alier the preparation ot CFS, a note should be given regarding the non-cash items and
extraordinary items.

5.10 PETERMINATION OF CASH FLOW FROM
OPERATING ACTIVITIES

Profit and Loss Account is prepared by the companies on the accrual basis. Accrual basis
means the recording of revenues at the time of eamning and expenses at the time of
incuming. Therefore, Net Profit {(Book Profit) shown by the Profit and Loss Account
cannot be equal 1o the Cash Profii (cash generated from the vperating activities).

Before, proceeding further, jt would be benter to understand the distinction between
the net profit and cash profit.

Distinction between Net Profit (Book Profit) and Cash Profit (Cash generated by
operational activities)

The net profits of a company cannat be equal to the cash profits due to following
reasons:

{a} Non-operating fncomes and Losses: At the time of preparation of Profit and Loss
Account all the incomes and losses incurred in the business during a pericd from the
operational and non-operational activities are recorded while in cash profit from
operational activities only incomes and losses from operational activities are
considered. Therefore, the net profit of 2 company cannot be equal 1o cash profit of it.

(b} Non-cash Items: In the computauon of net profit, all the expenses of the business,
whether cash and non-cash expenses, are considered. Non-cash expenses may be
as depreciation, amortization of goodwill and preliminary expenses writing off,
discount on issue of shares and debentures, etc. Thus net profit of a company is
found different from cash profit.

{c) Recording of Transactipns: [n the Profit end Loss Account the expenses and
revenues are recorded at the basis of accrual while cash profits are calculated on
the basis of casli transactions {actual payment of expenses and actual receipts of
inceme in cash). Thus outstanding expenses and accrued incomes are not
considered in cash profit. Therefore, cash profits are found differcnt fram net
profit.

From the above discussion it is clear thar cash profits of a company cannot be equal to

net profit as per Protit and Loss Account. The cash profit is also affected by the

transactions of the working capital components (current asseis and current liabilities),

Thus. to calculate the cash generated by (used in} operating activities, the revenues

and expenses of the business are replaced by the receipts and payments during a

period. AS-3 (revised) recommends the following two methods to calculate the cash

flow from the operational activities - Direct Method and Indirect Method.

£.10,1 Direct Method

Under this method of caleulating the cash flows from operating activities, the cash
reccipts from the operating activities {as cash sales, collection from debtors) and the
cash payments (as cash purchases, payment to creditors, payment 1o employees and
labour} during a period are calculated. Then the balance of these two jtems is
determined that is called cash provided by (used in) operating activities. Thus it Is



calculated as profit is determined in P & L A/c. The format of this method is as
follows:
FORMAT
Caleulation nf Cash Flow from Operating Activities
(By Direct Method}

Particulars ? T

Cash Sales o
Add Cash Receipts from Deblon -
Total of Cash Reccipr trom Qperating Aclivites -—
Less Cash Paymenls e
Cash Purchases | e
Cash Paid 10 Creditors J—
Pavment of Operating Fxpenses | eeeee | e

Losh Generaled From Operating Activities -----

Less Faw Pad
Cash Flow beore Extraordinary lems aren-

Add/Less Fxlraordinary Items . .

Met Cash Provided by (Used in) {pemting Adtivities -

Note: Al the time of calculating of cash flow from operating activities by direcl
method, cash receipts, cash payments and payment Lo cmployees tor wages and
salaries are determined first as follows:

i{a) Cash Receipts from Debtors: Cash receipts from debtors and bills receivables are
calculated keeping in mind the opening and closing balance of Debtors and B/R. It
is calculated as follaws:

Calculation of Cash Receipts from Debtors

?
Credit Sales during the peviod e
Add: Opening balance of Debtorsand B/ e
Less: Closing balance of Debtors and B/ cesenes

Cash Reccipts from Debtors .

(by Cash Puyment to Creditors: Cash payment to creditors and B/ T is made keeping
in mind the opening and closing balances of creditors and bills pavables.

Calculation of Cash Payment to Creditors

T
Total Purchases during the Perid e
Le¢ss. Cash Purchases ————
Credit Purchases S
Add: Opening Bazlance of Credtors & B.P~ ==eer

Less: Closing Balance of Creditos & B/ eeeee

Cash Payment io Creditos e
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rl\:" pcsommi {c) Cash Payment of Operating Activities: Tt is calculated keeping in mind the
ApIgEment Accomime outstanding and prepaid expenses. This figurc ts calculated as follows:

Casb Payment to Employees ?
Total Operaling Expenses due During the Period T
Add: Outstanding Expenses at the Beginning e

Less: Outstanding Expenses at the End S

Add: Prepaid Expenses actheEd eeeee
Less: Prepaid Expenses at the Begianing -
Total Cash Payment to Employee —
Example: (Calculation of Cash Receipts and Payments)
From the follawing information calculate:

(i) Cash Receipts from Sales and Debtors and (ii) Twtal Cash Payment to Creditors
for Purchases:
Trading Account
(For the year ending 31" December, 2007)

N Particulars T Particulars T
To Purchases: By sales:
Cash Purchases £.00,000 1 Cash Sales 3.00.000
Credit Purchuscs 2,00,000 | Credi Safes 2,50.000
l'o Wages 50,000
To Gress Profit 1,000,080
7,50,000 7.50,008
Additienal Information:
(i) Opening Debtors T 50,000
(i} Closing Debtors T 80.000
{ii)) Opening Creditors T 40,000
(iv) Closing Debtors ¥ 50,000

Solution;

(i} Calculation of Cash Receipts from Sales and Debiors

k4
Casl Sales 5.00.000
+ Credit sales 2,50,000
7,50,000
+ Opening Debrors 50,000
8.00,000
~ Closing Debtors 80,000

Cash Generated from Sales & Debtors 720,000



(ii) Calculation of Cash Payment to Creditors for Purchases

Cash Purchascs
+ Credit Purchases
Toial Purchases

+ Opening Creditors

- Closing Creditars

Cash Payvment to Creditors for Purchases

Example: (Direct Method to calculate cash from operating activities)

From the following information calculate cash from operational aclivitics by direct

method:
Income statement on 31* December, 2007
T
Total Safes 16,587,500
Less: Cost ol Sales 12,531,875
Gross Profit 4,355,625
[ess: Administration Expenses 1.55.625
Depreciation 135000
Qther Fxpenses (including
Preliminary Expenses written off
T 15000 67.500 3.58,125
Profit before Tax 97.500
Less: Income Tax 30,000
Profin afler [ax (PAT) 67,500
Other Balances
31.12.2006 31.12.2007
L4 T
Debtors 3.15.000 4,35.000
BR 87.0060 75,000
Prepaid expenses 25,500 30,000
[nventories 253,123 3.37,500
Creditors 2.02.500 2.85.000
B/ 9,000 52,500
Ouistanding Expenses 18,750 22,500

4
4,00,000
2,00.000

6.00,000

40,000

6,40.000

50,000

5.90,000
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Solution:

Calculation of Cash from Operational Activities

Cash Flows [fom Operational Activirics 2
Cash Recgipis from Sales & Dettors 13,79,500
Less: Cash Paid to Supplies 12,71.250
Payment for Cxpenyes 208,873 14,880,123
99.375
Cash Generaicd from Operation Activities
Less: Tax Paid 30,000
Cash Flows from Extraerdinary ltem 69,375
Add Lxtraordinary ltems -
Net Cash from Operating Activities 69,3745
Working Notes:
(1) Calculation of Cash Paid to Suppliers:
T
Cost of Sales 12,31,875
Add: Inventory (31.12.20G7) 3,37,500
15,69.375
Less inventory (31.12.2006) 2,53,125
13,16,250
Add: Creditors (31.12.2006} 2,02.500
B/Pon (31.12.2006) 50,000
16,08,750
Less: Creditors (31.12.2007) {2,85,000)
B/Pon (31.12.2007) (52.000)
12,71,750
(2) Cash Payment for Expenses -
Administragion Expenses 1,55,625
Other expenses (67,500 — 15,600} 32,500
2,08125
Add: Outstanding expenses (31.12.2006) 18,750
Prepaid expenses (31.12.2007) 30,000
2,56,875
Less: Outstanding Expenses on (31.42.2007 22,500
Prepaid Expenses {31.12.2006) 25,500 48,000
2,08,875
{3) Cash Receipts from Sales and Debtors
Total Sales 16,87,500
Add: Debtors (31.12.2006) 3,15,000
B/R on 3}.12.2006 87,000 4,02,000
20,89,500
Less: Debtors (31.12.2007) 4,35.000
B/R on 31.12.2007 75,000 5.10,000
15,79,500
5.10.2 Tndirect Method

Under this method the net cash tlow from operational activities is calculated by

makiag the necessary adjustmenis to the net profit or loss shown by Profit and Loss



Account. The necessary adjustments are relating to the non-operating and non-cash
ttems and the changes in the components of working capital. In the AS-3 (revised)
both, the direct and indirect, methods are discussed but there is not any such
mnstruction regarding the usage of methods, Results of both the methods are same.
Here the students are advised to vse indirect method to calculate the net cash flow
from vperational activities because 1t is easy to use and i1 also explains the causes of
differences befween the net cash flow from operating activities and net profit as per
profit and loss account. Iollowing is the format of indirect method:

FORMAT
Calculation of Net Cash Flow from Operating Activities by Indirect Method

B 7 3

Nei Profu Betore 'ax and Extraordinary [tems e

Adid: Non-L'ash & Nen-Opcraling [tems:
Lepreciation on Fixed Assels —-
Goudwill Wrinen Off -
Preliminary Lxpenses Written OfF g
Discount o [ssue of Shares or Debetures -
I rademark Writlen Criy’ -
Under Writing Commission -
Loss on Sale of Fixed Assets TP
‘Iransfer w0 General Reserve i
| ransier to Sinking Fund -
Provision for Conungency Reserve -

Losy on Sake ol Tnvesiment — i

Less: Non-Operating Incomes
Prafit on Sale of Fixed Assels -
Prafit on Salc of Investments —---
Dividend arl Iniercst Recerved -
Retund of Income Tax .-

Retransier of Excess Reserve and Peovision B

Net Profit Before Working Capital Changes | | ==eees
Add Deerease in Current Assets Except Cash: —
Increuse in Cuarrent Fiabilities Excepi Bank Overdrafl ---- -mm--

Less. Ingrease in Current Assets Except Cash: veue

Drecrease in Current Liabilities Except Bank Overdrall -— -

Cash Generted from Opcerating Activilics Before ----
Tax And Extraordinary llems | ——

Less Income Tax —

Net Cash Flow Beforc Lxtraordinary liems | ~e--
Add/Less. Extraordinary liems ven

Net Cash Flow from Qperating Activilies

—— 1

Example: (Indirect methad to calculate net cash flow from operational activities)

From the foliowing information you are required to calculate cash flow from
operational activities by indirect method.
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Particulars 4
Sales 10.30,000
Less Uperaung Cost 7.00,000
Depreciation 1,00.000 8.00.000
Nct Profit Before Tax (PBT) W
Add: Gain on Specialisation 30,000
2,50.000
Less: Provision for Tex 30% 73,110
Ner Profit ARer Tax {PAT) 1.75,000

Additivnal Information
(1) Tncluded in operating cost is loss on sale of machinery ¥ 20,000
(2) Actual taxes paid in respect of the year ¥ 70.000

(3) Following are the balances of current ilems

Current year Previous year
4 T
Trade Debtors 80.000 60,000
Invenories 65,000 70,000
Sundry Creditors 90.000 £5.000

Solution:

Caleulation of Cash Flow from Operational Activities by [ndircct Method

T
Net Profil Belore Tax And Extraordimary lems 2,00,000
Add Nou Cash & Nop-Operating llems:

Depreciation L.00,000
F.oss on Sale of Machinery 20,000 1,20,000
3,20.000

Add: Deercase in lnventory 5,000
tnerease in Creditors 3,000 10,000
Less: fnerease in Debtors 20,000
Cash ¥ low From Operating Activities 3.10,00)
Add Extraotdimary item 50,004
Net Cash Flow Belore Tax 3.60.000
1.css: Tux Paid 70,004
et Cash Flow From Operatiomal Activities 2.90,000

Cash Flow from Investing Activities

1n the second part of cash flow siatement, the net cash flow [rom investing activities 13
shown. Sales of fixed assets, sale of long-term investtnents and tncome from
investments are the items which inflow the cash, while purchase of fixed assets, and
purchasc of investment outflow the cash in business. Purchase or sale of fixed assets
may be computed by preparing the refative assets account or a statement. The



difference of cash inflow from investing activities and cash outflow from investing
activities is called net cash provided by {used in) investing aclivities.

Cash Filow from Financing Activities

This s the third part of cash flow statement. [n ihis part all those activilies are
ncluded which changes the owners” equity and the size of long-termt loans. Under this
heading the cash inllows from issue of equity and preference shares. debentures with
premium or discount and rising of long-term loans. And cash out-flow includes the
redemption of preference share capital, and debentures (premium or discount on
redemption of preferences shares and debentures is also adjusted with the amount of
redemption). Payment of loan, interest and debentures are also considered as cash
outMow:

Example: (Cash flow from Investing and Financing Activities)

A ¢company has the following balances

PParticulars 2007 2008

T T

Plany at cost 4.00.000 5,60 H0%
Accuomulated Depreceation on the above Assets 1.20.000 1.50,000
Capial 13.00,000 11.00.000
Bunk Loan 300,040 1,50.000

Plant costing T 80,000 was sold at 2 profit of T 60,000. Depreciation on plant charped
during the year amounted to T 1,00,000.

You are required to calculate the cash flow from invesiing and financing activities.

Solurion:
(1) Calculation of Cash Flow from Investing Activifies .
Cash Iaflow from Sale of Plant 1,00,000
- Cash OuiNow from Purchase of Plant
Plant (2007 4,060,000
- Sold 80,000
3,20.00¢
Plant (2008) 5,60.000 i40000
Cash Outflow from Jnvesting Activities 40,000
{2) Calculation of Cash Flow from Financing Activities:
4
Cash [nflow from Issue of capital 4.00,000
(-1 Cash Qutflow in Repayment ol Loan !ﬂ.ﬂm
Cash Inflow from Financing Activities 2,5,000

Example: (Cash Flow Siatement}

From the following summarized cash book of Dehradun Ltd. for 1he year ended 31"
March 2008, prepare cash flow statement in accordance with AS 3 {revised):
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Cash Book

z -
To Balaner B/D 73500 ¢ By Payment to Credilors . 190,600
o Recepts From Debiors 4,530,000 | By Purchase of Asscts (0,000
To Sale of Fived Assets 67,500 | By Wages & Salaries 30,000
10 Jssue of Shares 150,000 1 By Rent & Taxes 15.000
To Interest Received 2500 |} By Commissinn 2300
By Redemptian of Debentures 22,500
By Tax 7.500
By Dividend 15,000
By Balance ¢/d 1.35.006

6,77.500 - 677,500 |

Solfutivn:

Cash Flow Statement (for the year ended 31" March, 2008)

7
| {1y Cash Flow from Opérating Activities
Receipws from Debisrs
- Payment 1o Creditors 3.90.000
Wages and Salurics 30,000
Rent & Taxes 15,000
Commission 2.500
Cash (reperated From Operatiopal Activilies before Tax .
Less Iwome Tax
Net Cash Inflow lrom OQperating, Activilics
(2} Cash Flow From [nvesting Activities
Cash Payment for the Purchase of Assets
Cash Receipts from the Sale of Assets (60,000
Reweipts of Interest 67,000
Net Cash [nflow from Invesiing Activities 2,500
{31 Cash Flow [rom Financing A cuivities
| Receipt frum the [ssue of Share Capitat 1,50.000
Redegnption of Debentures {22.500}
Payment of Dividend {15,000)
Net Cash_in
Nel Increase in Cash
+ Gpening Balance of Cash
Closing Balance of Cash on 31" March. 2008

4.50.000

10.060

102,500
1.27.500

7.500
1,35,000

Nete: In this problem net cash flow from operational activities {s computed by direct
method because information regarding the net profits from Profit and Loss Account is

ROl given.

Example: {Cash flow statement by indirect method)

Given below is the balance shect of Kamal Manufacturing Ltd. as on 31.3,2008 and
31.3.2007. you are required to prepare the cash flow statement for the year 2007-08.



Balance Sheet
(T in thousand)

Particulars

March 31, 2007

Equity Share Capilal
General Reserve
P& L A/
Sharc Premiam
Shareholders’ Fund
Secured Loans
Unsccored [.puans
Loan Funds
Total Sources
Fixed Assets
Gross Block
Less: Aceumultated Depreciation
Net Bloch
Capital in Progrcss
Lnvestments
Current Assets
Inventories
Debtors
Cash & Bank Balance
Loans
Advance T'ax

Current Liabilities
Creditors
Ouistanding Expenses
Tax Provision
Proposed Dividend

Working Capital
Miscellancous Expenses

Total Applicanions

March 31, 2008
2,750
2,550
225
750

6275
900
1.1350

2,050

8,325
7.500
90N

8,011}

600

850
[.255
545
120
3350
425
3,195
325
1.050
425
1.100
3.100

43

180

8325

2.000
2.100
200

4,300
1.700
600

2,300

6,600
6 000
650

5.350

350

700
[.3030
660
170
100
350
1510
&0
770
350
800
2,520

Nil

h{}):

6,600

Othier Information

1. TFixed assets costing ¥ 60,000, accumulated depreciation T 30,000, were sold for

T 35,000.
R
3.
4,
income were ¥ 2,21.00.
5

Actual 1ax liabtlity for the year 2007-08 was T 3,50,000.

Loans represent long-term loans given to group companies.

. Investment costing ¥ 3,00,000 was sold for T 3,50,000.

Tnterest on loan funds for 2007-08 was T 2,97,250 and interest and dividend
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Solution:

Kamal Manufacturing Co. Lid.
Cash Flow Siatement
{As on 31 March, 2008)

Z in'000
1. Cash Inflow from Operating Activities 2,201.25
2. Cash Qutflow from Investing Activities (2,404)
3. Cash Inflow from Financing Activities 15275
Net 1Jecrease in Cash {50y
+ Opening Balance of Cash 170
Closing Balance of Cash 120
Working Nete:
(1) Calculation of Cash Flow from Operating Activities T 000
increase in Net Profit (225-200) 25
Add: Non-cash and Nan-operating [lems
Transter 1o General Reserve 430
Proposed Dividend 1,100
Provision for Tax 425
Depraciation 280
Misceilaneous Expenses 20
interest Paid 29728 2,572.203
256725
Less: Non-operaiing Incomes
Profil on Sale of Assets A
Profit on Sale of [nvestment 50
Interest and Dividend Reccived 221 276
Cash Flew from Qperating Activities before
Adjusting Working Capital Changes 2,321.25
Add: Decrease (n Current Assets and Increase in Current Liabilities
Inventories 45
Debiors 55
Outstanding Expenses 280
380
- Decrease in Creditors 75 305
Cash Flow from Operating Activities before Yax 2,62625
Less. Ineome Tax 425
Cash Inflow from Operating Activities 2,200.25

{2) Caleylation of Cash Flow from Investing Activities

Cash Outflow:

Purchase of Fixed Assets (1,560)

Capital W.I.P. { 250)

Purchase of [nvestment {450
Payment of Loan (750}

(3.010)
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Sale of Fixed Assels is yAccaunting Standard - 31
Sale of Invesmenis 350
Interest & Dividend 221
Net Cash Quiflow 2,404
(3) Calculation of cash flow from Financing Activities
Cash Lnflow
Issue of Shares at Premium £,500
Raising of Unsecured Loans 550
2,050
Cash Outflow
Repayment of Secured Loan 800
Payment of [nlerest 297.25
Payment of Dividend {20417 800 1.897.25
Net Cash inflow 152.78

Example: (Cash Flow Statement by Direct Method)
You are given below the balance shect and P & L A/e of Uttarakhand Chemical Ltd.

Balance Sheet
(as on 31" Yccember, 2006 apd 2007)

X 000)
2006 2007
AsseIs:
Cash on Hand Arnl 73
Short-reem Ins esunents 2,010 403
Sundey Debiors 5.100 3,600
Interest Recervahles 30 -
Inventnries 2. 700 3,850
Long-icrm Invesiments 7,500 7.500
Fixed Assets ar Cost 6541 5.7
Aceumulated Depreciaiion (4.350) {3 1R}y
20,400 19,980
Liabilities:
Sundry Creditars 43 h-¥1]
Inwerest Payahles 090 3
Income Tax Payubies 1.200 3,000
Long-term Debis 3330 3.120
Toual Liabilines 5,679 12.0%0
Share Capital 4500 3.750
Reserves 16.230 4,140
Shareholders™ Fund 14730 7.8%
Tatal [igbility Side 30,400 19.9%0
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P & L, Account for the year ending on 31" Dec. 2007

Z 000
Sales 91.950
Cosl ot Sales (78,000}
Grass Profit 13,950
Depreciation {1,350)
Administration & Selling Expenses (2,730
Inierest {Expenses) (1.200)
Interest { Lnvome) 900
Dividend lrcome 600
Foreign Exchange Loss (120)
Inet Profit before Tas and Cxiraordinary lems 10,050
Extraordinary ltems
bssuance Proceeds for Larthquake Disaster Seitlement 540
Net Profit before Tax 10,540
Income Tax (%00)
Net Profit Alter Tax (PAT)Y 9,699
- - 1

Additional Information (Figures T 060)

(a)

(b)

(©)
(d)

{e)

(£)

(2)

(h)

An amount of ¥ 750 was raised from the issue of share capial and a further T 750
was raised from long-teym borrowings.

Intercst expenses were T 1200 of which T 525 were paid during the period, ¥ 300
relating to interest expense of the prior period were also paid during the period.

Dividend was paid T 3,600.

Tax deducted at source on dividends received (included in the tax expense of
900 for the year) amounted te T 120.

During the period, the company acquired fixed assets for T 1,030. The payment
was made in cash.

Plant with original cost of ¥ 240 and accurulated depreciation of T 180 was sold
for ¥ 60.

Foreign exchange loss of T 120 represents reduction in carrying amount of a short-
term investment in foreign currency designated bonds arising out of a change in
exchange rate beiween the date of acquisition of the investments and the balance
sheel date.

Sundry debtors and sundry creditors include amount relating to credit sales and
credit purchase only.

You are required to prepare the cash flow statement by direct method of AS-3.



Solurion:

Uttarakhand Chemicals Ltd.

Cash Flow Statement
(For the year ending on 31% Dec., 2007)

T in thousand
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I Cash Flow trom Qperating Activities

Cash Receiprs from Sales & Dcbtors 90.450

Cash Paid Tor furchascs 80,070

Cash Paid for Expenses 2.730 82,800

Cash Gencrated from Operating Activities 7,630

income | ax Paid 2,580

Cash Flow before Exiraordinary Liems 5.070

l*siraordinacy [tems (Rarthguake Disaster  Scrtlcrment) 340

Nei Cash Flow from Operating Aciivities 5610
2. Cash Flow from Investing Activities

Purchase of Fined Assels (L0530}

Sale of Plant 60

Interest Reccived 600

Dividend Received 430

Net Cash Flow [rom Investing Activities ok
3 Cash How from Financing Acuvities

Issue of Caplial 750

Raising of Long-term Debts 750

Repavment uf Long-term Debis (340}

Payment of Intcres {81L0)

Payment of Dividend {3600)

Net Cash used in Financial Activitics (3,450

Net [ncrzase in Cash 2,230

Add: Opening 3alance of Cash & Equivalents 480

Closing Balance ot Cash & Tquivalents 2,730

Working Notes:

1. Caleulation of Opeping & Closing Balance of Cash & Equivalents

(¥ in thousands)

Particulars 2006 2007
Cash on Hand 600 73
Short-lerm Investments 2010 105
2.610 480
Flfect uf Changes in Cxchange Rawe 120
2,730 | 480
2. Calculation of Cash Receipts from Sales and Bebtors
Credit Sales {(given) 91,950
+ Opening Debtors 3.600
95,350
- Closing Debtors 5,100

90,450
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Cost of Sales (given} 78,000
t Closing Inventories 2,709
80,700
- Opening Inventories 5,850
Purchases during the Year 74,850
+ Opening Creditors 5,610
80,520
- Closing Creditors 450
80070
4. Cash Pavment for Income Tax
Income Tax {given) 900
+ Income Tax Payable { Qpening) 3,000
EXCT
- income Tax Pavable (Closing) 1,200
2,700
- Tax Deducted at Source 120

5. Cash Payment for Ipterest
= Opening Balance + Accrued - Closing Balance = 300 + 1,200 - 690 =130
6. Pavment of Long-term Debts
= Opening Balance + Debis Raised — Closing Balance = 3,120+ 1,000 — 3,330 = 540

Check Your Prozress]

Fill in the blanks of the following:

I. A refers to shorl-term highly liquid investments.
2. The apening and closing balances of cash are taken to prepare the

3. If no adverse information is given relating to {axes paid on incomes, cash
flow arising from the (axes paid as income is classified in activities.

4. Profit and Loss Account is prepared by the companies on the
basis.

5. Change in working capital may be due to several factors including
tlems.

6. [F total of inflow of cash exceed the total of outllow of cash, ii s

called )

5.11 LET US SUM UP

e The cash flow statement is a statement which indicates the changes in cash during
an accounting period. )t also shows the sources and the uses of cash.

@ (Cash {low statement is prepared io know she position of cash of a business. cash
iflow and cash requirements, short-term solvency, frame the financial paticies,
dividend policy and cash budget, etc.



Cash flow staterment has some limitations also as (i) accrual concept of accounting
is ignored (ii) CFS is not complete substitute of income statement (iii} non-cash
transactions are ignored in CFS (iv) CFS presents the misleading comparison.

Fund (low statement is prepared on the basis of fund {(working capital) while cash
Mow statement 35 prepared on the basis of cash and cash equivalent,

Cash flow 15 classified into following three:
%+ Cash Flow from Operational Activities
2+ Cash Flow from [nvesting Activities
<+ Cash Flow from Financing Activities

Cash flow from operational activities can be caleulated by Direct Methad and
Inirect Method.

The addition of cash flow from operational activities, investing activities and
financing activities is cailed net increase (decrease) in cash and cash equivalents.

Changes in the components of the working capital are also adjusied in the cash
flow slatement.

5.12 LESSON END ACTIVITY

Cash flow statement shows negative from operating activities but shows positive on cash
at the end of'the period. Is that possible? IF yes, give reasons to suppon your answer.

5.13 KEYWORDS

Cashr; 1t includes cash in hand and demand deposits with bank.

Caylr equivalenis: 1t refers short-term risk free highly liquid investiment.

Flow of cash: 1t means the change in cash. 1 also includes the inflow and oulflow of cash.

Cash flow starement: The statemem which indicates the flow (moyement) of cush
Juring a period.

5.14 QUESTIONS FOR DISCUSSION

N

What do you mean by cash flow statement? Explain its objectives and imponaunce.
What 1s fund Now statesnent? How is it prepared as per AS-17

What do you understand by cash flow statement? Explain its importance.

Write short notes an the followings:

{1) Fund Fiow from Operational activities

{ii) Fund Flow from Investing Activities

(111} Fund Flow [rom Financing Activines

Explain the direct and indirect method to compne the cash Now from operational
activities.

Write the procedure of Cash Flow Statement as per AS-3.

Give (he format of cash flow statement by indirect method.

143
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8.

10.

Write notes on the followings in 50 words ¢ach.

(i) WNon-cash 1iems

(iiy Non-operating items

(i11) Direct method of presenting cash flow statement

Kajol Ca. Ltd. earned a profit of T 16,00.000 after charging the following items:

z
1. Dep. on Fixed Assets 28,000
ji. Amorttization of Development Exp. 24,000
it. Loss on sale of Furniture 2,000
1v. Provision for D/D 4,400
v. Provision for Taxation 2,40.000
vi. Transfer of General Reserve 28,000
vii. Profit on Sale of Machinery 12,000

The [ollowing additional information has been supplied to vou:

31" March

2006 2007
B/R 40,000 34,000
B/P 32,000 24,000
Q/s Exp. 20,000 16.000
Debtors 43,000 60,000
Creditors 40,000 60,000
Prepaid Exp. 800 1.200

You are required to calculate cash flows from operational activities.

From the following information prepare Cash Flow Statement by both direct and
indirect method:

Balance Sheet

Liabilities ‘ 31.3.06 JW Assets | 31306 | 31307
E4 R | ¥ 4

Share capilal 6.00.000 720,000 Fixcd Assets 430,000 | 744,000
Profit & |.nss a/c 1,44,000 360,000 | Gowt. Scearities (S1) 24,000} 40,800
10% Debentures 1.R0.040 1,44,000 Stock 35600 | 393,600
Proviston for tax 36000 52,800 Debiors 372000 | 4.17.600
()/'s ¥xpenses 9.600 12,000 Cash in hand 20,400 14,400
Creditors 2.88,000 3.30,000 Cash at Bank 9,600 -
Bank Overdralt - 15,600 Preliminary [xp. 36.000 24,000
12,57,600 16,34,400 12,57.600 ‘ 16,34,400

kS —— S — f i




Income Statement
(for the year ended 31”" March, 2007)

Saley

Less Depreciation

Interesi Exp.

Operating Fyp

Less Cos of Gords Snld

Prcliminary Exp. wrmen off
Provision for Tax

Nel Incume

? 2
43,20.004)
33.96,000
9.24.000
ge.0nn
534000
18 0400
12.000
48000 EALLRLLT]
2.14.000

t1. From the following Balance Sheets of Srinagar Plywood Co. Ltd. and the

additional information given. make out a Cash Flow Sratement.

Liabilitics 31.3.06 313,07 | Assets 31,306 31.3.07
? ¥ 7 ?
Equily Share Capital | 6.00000 | 3,00.000 | Gouduwill 2.30.000 | 1,80.000
8% Redecmable Land and Buildings 4004000 | 3.40,000
Preference Sharcs 100000 | 2,00.000 | Plant [.640.000 | 400,000
General Reserve 80,000 1.40.000 | Debrors 3.20000 | 4.00,000
I'rofit and Loss Asc AR 96,000 | Siack 1.54000 | 2.18.000
Propused Dividend 84.000 | 1,00.000 | Bilts Recvivable 400 | 60,000
Creditors 1. 10,000 166,000 | Cash m Hand 30,000 20,000
Biils Payable 40.000 312,000 | Cash at Bank 20,000 FG.000
Provision for the Tax 80,000 1.00.0:00
13,54.000 | 16,34.000 13.54,000 | 16,34,000

Additional Information:

{i) Depreciations of ¥ 20.000 and T 40,000 have been charged on plam account and

fand and buildings account respectively in 2006-07
(i) Aninterim dividend of T 40,000 has been paid in 20006-07.

Income tax T 70.000 was paid during tha vear 2006-07,

2. CFS

3. Operating

4. Accrual

3. Non-current

1. Cash equivalem

6. Netcash inflow

Check Your Progress: Model Answer
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6.0 AIMS AND OBJECTIVES

After studying this lesson, you sheuld be able to:

¢ Understand marginal cost and marginal costing
e State the advantages and disadvantages of marginal costing
e Understand cost-volume-profit analysis

® Analyse break-even point analysis and prepare different types of break-even
charts

@ Apply marginal costing technique to various decision-making areas



8  Undersiand the concept of DiiTerential Cost and Revenues
e Explain various feafures of Differential Cost Analysis

¢ Describe the sumilarities and differences between marginal costing and ditTerential
costing

e Understand the applications of differential cost analysis i taking decisions

® Discuss applications of marginal costing and selecting the suitable product mix.

6.1 INTRODUCTION

Fixed cxpenses refnain constant in aggregate amount and do not vary with the increase
or decrease in production upio a particular fevel of output or production. Just contrary
Lo this, variable expenses increase or decrcase in proportion to inctease or decrease in
output or production and rentain constant per unit of output. Fixed expenses per unif
continue fo vary with the increase or decrease in production because these expenses
remain constant upto a certain level of production. Thus, fixed overheads lead to
difTerent costs per unjt at different Jevel of production. On account of this, a technigue
known as marginal cosiing has been developed which excludes fixed overheads
entirely {from cost of production and gives us the samie cost per unit upto particular
level of output. Thus, under marginal technique, fixed expenses are not alecated to
cost units but are charged against “fund' which arises out of excess of seiling poce
over toial variable costs. The technique of margimal costing is relaied to the concept of
marginal cost. Marginal costing s one of the special technigues of costing used for
analysis and interpreting cost data for the purpose of assessing the profitability of the
products, departments and €051 centres.

A management of any type of business organization is confronted with the problem of
making approprate decision. “Bebavicur of cost” plays a vital and crucial role in
decision-making areas, Although the historical costs serve as an effective 100l for
predicting future costs, they arc not suitable to decision-making process. Elements of
cost can broadly be pul inte two categories. Fixed Costs are those costs which do not
vary but remain constant within a given period of time and range of activity in spite of
{luctuations in production units for examples of rent, insurance charges, management
salarjes, ete, On thc other hand, Variable Costs are costs which vary in direct
proporiton fo any change tn the voiume of output. The costs of 2 direct nraterials,
direct wages, efc. can be put inio this category. The cost of a product or process can he
ascertained using the diffetent elements of cost according to any of the following two
lechniques: Absorption Costing and Marginat Costing,

6.2 MARGINAL COSTING

Marginal cost means the same thing as variable cost. The accountant’s concept of
marginal cost differs (rom economists’ concepi of margina! cost. Economists define
marginal cost as the additional cost of producing one additional unit of product. This
shall include an elemnent of fixed cost also.

According to Cerlifted [nstinie o Management Accountants, London, “Margingl cost
means the amount at any given volume of output by which aggregele costs are
changed if the voluine of ompur is increased or decreased by one unit.” Marginal cost
(s also termed as variable cost because within the capacity of the industry or
organisation, an increase of one unit in production will causc an jncrease in variable
cosis only.
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Thus, marginal cost is the amount by which total cost changes when there is a change
in output by one unit. To ascertain the marginal cost, we need the following efements
of cost:

(1) Direct materials,

(1) Direct labour or wages,
{(1t1) Direct expenses, and

{iv) Total variable overheads.

Batty defines marginal costing as “4 technique of cost accounting which pays special
attention (o the behaviour of costs with changes in the volume of owtpur.”

According to CIMA. London, “Marginal costing is a technigue where only the
variable costs are changed o cost unils. the fixed aitributable being writien off in full
againsi the contribution for that period.”

The ICWATI defines marginal costing as “A method that considers only the variable
cost as cost of production, leaving ont period costs to be absorbed from the marginal
contribution.”

In other words, marginal cost is “The cost af any unit of production is the increase in
total costs to which the firms hecome commitied by the production of that unit. But, if
one part of toial coxts is fixed, this part will remain unchanged, as output expuneds-
only the variable costs will increase.”

In marginal costing, only variable costs are charged to cost units. Variable cost is one
which tends to vary directly with the volume of output. Variable cost changes with the
increase or decrease in production. [n direct costing, vartabie cost js known as direct.

Other lerms in use for marginal costing are contributory costing and comparative
costing. In the marginal costing. profit is calculated by contribution minus fixed cost.
6.2.1 Marginal Cost Equation

The element of cost can be written in the form of an equation. This equation is known
as ‘marginal cost equation’, The equation is shown below;

Sales = Vanable cost + Fixed cost + Profit ORS=V(C+FC+ P
Sales — Variable cost = Fixed cost + Profit QRS-VC=FC+P
Sales — Variable cost = Contribution ORS-VC=C

From the abave marginal cost equation, we can understand thal in order to eam profit,
the contribution must be more than the fixed cost. To avoid any loss, the contribution
must be equal to fixed cost.

6.2.2 Features of Marginal Costing
The main features of marginal costing may be expressed in the following ways:

1. In marginal costing, a differentiation is made between the fixed costs elements
and the variable costs elements. No other calegory of costs is taken inte
congideration.

2. In marginal costing, only variable costs are taken into account for computing cost
of production.

3. The finished stocks and work-in-progress are valued at marginal cost.

4. In marginal costing, prices are determined on the basis of marginal costs plus
contribution.
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Marginal income or marginal contributton is known as the income ar the profit.
Fixed cosis remain constant irrespective of level of activity.

The ditferance between the contribution and fixed costs 1 the net profit or loss.
Sales price and variable cost per unit remain the same.

Cost-velume-profit relationship is fuly employed 10 reveal the siate of
profitability at various fevels of production activity, and

In marginal costing technigue. first profit is determined in respect of each product
or department.

Exumple: A factory produces 600 units of fan per annum. The varable cost per unit is
T 60. The fixed expenses are T 12,000 per annum. Thus. the cost sheet of 500 fans will
appear as fallows:

Variable Cost (601 < ¥ 60} ¥ 36,060
Fixed Cost ¥ 12,000
T 48,060

Solurion. 1f production is increased by one unit. ie.. it becomes 601 fans per annum,
the cost sheet will then appear as follows:

Variable cost (601 ~ T 60) ¥ 36,060
Fixed cost T 12,600
Tuotatl Cost T 38,060

T 48,060

Marginal cost per unit is, therefore, T 60.

Marginal cost is, thus, the total variable cost becavse within the capacity of the
organisation, an increase of one unit in production wifl cause an increase in vanable
cost only. The variable cost consists of direct materials, direct Jabour, varable direct
expenses and variable overheads. The wam ‘all variable overheads” includes variable
overheads plus the variable portion contained in semi-variable overheads,

6.2.3 Advantages of Marginal Costing

Following are the main advantages of marginal costing:

1.

e

Fixation of Selling Price: The differcntiation between fixed costs and variable
costs is very helpful tn determining the selling price of the praducts. Sosnetimes.
different prices are charged for the same product in different markets to meet
varying degrees of competition.

Helpful to Management: I enables the management o start a new line of
production which is advantageous. 1t is helpful in determining which is profitable
- whether 10 buy or tanofacture a product. The management can lake decision
regarding pricing and endering.

Effective Cost Coniroi: It divides cost into fixed and variable. Fixed cost is
excluded from prodoct. As such, management can control marginal cost
effectively.

Helps in Production Planning: 1t shows the amount of profit at overy fevel of
output with the heip of cost volume profit reiationship. Here the break-even chart
is made use of.
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Helpful in Budgetary Control: The classification of expenses is very helpful in
budgeting and flexible budgel for various levels of aclivities.

Helpfual in Making or Buying Decision: Sometimes a decision has to be made
whether to manufacture a component/product or to buy il readymade from the
market. The decision to purchase it would be having taken if the price paid
recovers some of the fixed expenses.

Berter Presentation: The statements and graphs prepared under marginal costing
are betler understood by management. The break-even analysis presents the
behaviour of cost, sales, contribution etc. in terms of charts and graphs.

Preparing Tenders: Many business organisalions have 1o compete with other
organisations in the market in quoting the lowest price. Total variable cost, when
separately calculated, becomes the ‘Noor price’. Any price above this floor price
may be guoted to increasc the total contribution.

6.2.4 Disadvantages of Marginal Costing

Marginal costing technique suffers [rom the following limitations:

1.

-2

Difficufty in the Fixation of Price: Under marginal costing, selling price is fixed
on the basis of contribution. In case of cost plus conteact, it is very difficult 1o fix
price.

Difficulty to analyse Overhead: Separalion of costs into fixed and variable is a
difficult problem. Tn marginal costing. semi-variable or semi-fixed costs are not
considered.

Unrealistic Assamption: Assumption of sale price will remain the same at
different levels of operation. In real life. they may change and give unrealistic
results,

Problem of Variable Overheads: Marginal costing overcomes the problem of
over and under-absorption of fixed overheads. Yet there is the problem in the case
of vaniable overheads.

Unreliable Stock Valuation: Under margina! costing, stock of work-in-progress
and finished stock is valued at variable cost only. No portian of fixed cost is added
to the value of stocks. Profit determined, under this method, is depressed.

Complete or Full Information not given: It does not explain the reason for
increase in production or sales.

Sales-oriented: Successful business has to go in a balanced way in respect of
selling production functions. But marginal costing is criticised on account of its
attaching over-importance to selling function. Thus, it is said to be sales-oriented.
Production function is given less importance.

Auatomation; Now-a-days, increasing automation is leading to increase in fixed
costs. [F such increasing fixed costs are ignored, the costing system cannot be
effective and dependable.

6.3 ABSORPTION COSTING

Absorption costing technique is total cost technique under which total cost (i e fixed
cost as well as varjable cost} is charged as Production Cost. The variable costs, such as
those of direct materials, direct labour, etc., are directly charged to the products while
the fixed costs are apportioned on a suitable basis over different products
manufactured during a period. Thus, in case of Absorption Costing, all costs are
identified with the manufactured products.



Absarption costing also known us ‘full costing’ is a conventional technigue of
ascertaining cost. It is the practice of charging all cosis both variable and fixed to
operations, processes and products. Tt is the oldest and widely used technigue of
ascertaining cost. Under this technique of costing, cost is made up of direct casis plus
averhead costs absorbed on somgc sunable basis.

Under this technigue, cost per unit remains same only when the level of outpui
remains same. Bui when the level of output changes the cost per unit also chanpes
because of the presence of fixed cost w hich remains constant.

The change in cost per unit with & change in the level of output in absorption costing
technique poses a problumn to the mapagement in laking managerial decisions.
Absorption cosuing is useful if there 1s only one product. there is no inventory and
averhead recovery rate is based on normal capacity inslead of actual level of activity.

Two distinguishing fcatures of absorption costing are that fixed factory expenses are
included in;

{i} Usnit cost
(i1 Inventory value
Ascertainment of Profit under Absorption Costing:

Under this technigue of costing the [oflowing proforma is used for the ascertainment
of profit;

Income Statement

i i

2 ?
Sales A
Less Cosf of Griods Maawfuctioned
Direct Materual NNX
Diirect |.abour XK
Faclory Overheads: b4
Varable XM
Fixed tat uctual production hasis) XRX
Add Walue ol Opensny Stnck KN
X%
Less Value of Uloxing Stock an Currem Cost NN
XN
Add- Uinderabsorption [or Less Overabsorption) of Fixed Factocy WxN VO
{verdicads NN
Cirows Proii
Less s Administranon. Selling & Disiribution Expenses :
Fi\md ha
l Variable SEECLIE IS
l Net Income {or Profin) s

Exampio: Following data relate 10 XYZ Company:
Normal capacity 40,000 units per month

Variable cost perunit ¥ 6

Actual production 4. 000 unns

Sales 40,000 units iur: T 15 per ungt

Fined manufacturing overheads T ) 00000 per month or T 2.50 per unit at normal
capacity.

Other tixed cxpenses ¥ 2.40,600 per month.

Prepare sncome Staiement under absorption costing.

P=3
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Solution:
lncome Statement
I
Sales (40,000 x ¥ 15) 1 6.00.000
Less : Cost of Goods Manufaciured T
Varigble cost (@ ¥ & per unit for 44,000 vnits. 264,000
Fixed manufacturing overheads @ ¥ 2.50 [or 44,000 units. 1.16,000

Fi

0 7 3_74.000] 3.74.000

Less Closing invemory :
44,000 J 34.000

Less. Overabsorplion of fixed manufacivring overheuds 340,000
(T 1.10,000 - T 1.00,000)
14,000
3.30.000
(iross Proiit 270,000
Less: Other Nxed expenses 240,000

Nel Incomne 30000 |

6.3.1 Absorption Costing Componcnts

The key costs assigned to products under an absorplion costing system are:

Direct materials: Those materials which are included in a finished product.
Direct labour; The factory labour costs required to construct a product,

Variable manufacturing everhead: The costs 10 operate a manufacturing facility,
which vary with production volume, Examples are supplies and electricity for
production equipment.

Fixed manufacturing overfead: The costs to operate a manufacturing facility,
which do not vary with production volume. Examples are rent and insurance.

6.3.2 Advantages of Absorption Costing

Following are the main advantages ol absorption costing;

L.

[N

It suitably recognises the imporiance of including fixed manufacturing costs in
product cast determination and framing a suitable pricing policy. In fact all costs
(fixed and variable) related to production should be charged to units
manufactured. Price based on absorption costing ensures that all costs are covered.
Prices are well regulated where full cost is the basis.

It will show correct profit calculation in case where production is done to have
sales in future (e.g., seasonal sales) as compared to variabie costing.

It helps to conferm to accrual and matching concepis which require matching cost
with revenug for a particular period.

It has been recognised by various bodies as FASB (USA), ASG (UK), ASB (India)
for the purpose of preparing external reports and for valuation of inventory.

It avoids the separation of costs into fixed and variable elements which cannot be
done easily and accurately.

It discloses inefficient or efficient utilisation of production resources by indicating
under-absorption or over-absorption of factory overheads.

It helps to make the managers more responsible for the costs and services
provided to their centres/departments due to correct allocation and apportionment
of fixed factory overheads.

It helps to calculate gross profit and net profit separately in income statement,



6.3.3 Disadvantages of Absorption Costing

Following are the matn limitations/disadvantages of absorption costing:

1

Difficulty in Comparison anid Control of Cosi: Absorption costing is dependent
on level of output; so differem unit costs are obtained for different levels of
output. An increase i the volume of output nornally results in reduced unit cost
and a reduction in output results in an increased cost per unit due to the exisience
of fixed expenses. This makes comparison and controt of cost difftcult,

Nor Helpful in Managerial Decisions: Absorption costing is not very helptul in
taking managertal decisions such as selection of suitable product mix, whether to
buy or manufacture, whether to accept the export order or not, choice of
alternatives, the mimimum price to be fixed during the depression, number of vnits
{0 be sold to earn a desired profit etc,

Cost Vitiated because of Fived Cost included in Inventory Valuation: In
absarption costing. a portion of fixed cost is carried forward 1o the next period
because ctosing steck is valued at cost of prodoction which is inclusive of {ixed
COST.

Fixed Cost Iuctusion in Cost not justified: Many accountants argue that fixed
manufactoring, administration and selling and distribution overbeads are period
costs and do not produce future benefits and, therefore, shoutd not be included in
the cost of product.

Apportionment of Fixed Overheads by Arbitrary Methods: The validiny of
product costs under this technique depends on correct appontionment of overhead
costs. But m practice many overhead cosis are apportionsd by using arbitrary
inethods which ultimatcly make the product costs inaccurale and unreliable.

It is not helpful for Preparativn of Fiexible Budget: fn ahsorption costing, no
Jistinction is made between fixed and varable costs. [t is not possible to prepare a
Mexible budget without making this distinction,

6.4 SEPARATION OF SEMI-VARIABLE COSTS

For imarginal costing for segregation of all costs between two parts fixed and variable
ts done. This means that the semi-vartable cost will have to be segregated into fixed
and variable ¢lements. This may be done by any one of the following methods:

Levels of vutput compared to levels of expense method
Range method

Degree of variability method

Scatter-graph method

Least sguares method

Fach o1 the above methods has been discussed in detail with the help of the following
details:

1.

o}

Level of Outpur Comipared of Levels of Expense Method: According to this
method, the outpot at two dJilferent levels is compared with corresponding level of
expenses. Since the fixed expense remains constant, the varrable overheads are
arrived at by the ratio of change in expense 1o change in output.

Range Method: This method is similar o the previous method except that on the
highest and lowest points of output are considered oui of various levels. The
method is also designated as "high and tow’ method.

137
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3. Degree of Variability Method: In this method, degree of variability is noted for
each item of semi-variable expense. Some semi-variable items may have 30%
variability while others may have 70 % variability. The method is easy to apply
but difficulty is faced in determining the degree of variability.

4. Scatter-graph Method. 1n this method the given data are plotted on a graph paper
and line of best fit is drawn. The method is explained below:

< The volume of production is plotted ou the horizontal axis and the costs are
plotied on the vertical axis.

Corresponding to each volume of production costs are then plotied on the
graph paper, thus, several points are shown on it.

< A siraight line of best fit is then drawn through the points plotted. This is the
total cost line. The point where this [ine intersects the vertical axis is taken to
be the amount of fixed element.

< A line parallel to the horizontal axis is drawn from the point where the line of
best fit intersects the verlical axis. This is the fixed cost {ine.

 The variable cost at any level can be known by noting diflerence between
fixed cost and total cost lines.

Line ol Bes Fit
{lolal Cont
Ling)

Varieble Cos

Jixed Cost Line

Semi-Variable Expenses
{in3)

Production {In Lnils)

Figure 6.1: Scatter-graph Method

6.4.1 Method of Least Squares

This method is based on the mathematical technique of sitting an equation with the help of
observations. The linear equation, i.¢., a straight line equation, can be gssumeq as:

Y = a+ bx and the various sub-equations shall be
Ty = na+bIx;
Txy = a¥x +bix’

: ; 2y 2
An equation af second order, i.e., a curvilinear, can be drawn as y = a + bx, x"and the
various sub-equations to solve it e, to find out the values of constant 3, b, and ¢ shall
be:

Ty = na+bXx
Txy = arx+bix'+cix’
Ty = a¥x’+bEIg +ckx’

Similarly, the equation can be fitted for any number of order or degree depending
upon the number of observations avatiable and the accuracy desired.



6.5 COST-VOLUME-PROFIT ANALYSIS

Cost-volume-profit analysis is a part of marginal costing. The cost-voluine-profit
analysis is the anatysis of three variables, viz., cost, volume and profii. Ir cost-
volume-profil analysis, an atteynpt is made o measure vanations of vartous costs and
profit with the volume. Profit as a variable is the reflection of a number of internal and
external conditions which exert influence on sales revenue and costs,

According 1o CIMA, London, "Cost-volume-profit analysis is the study of the effecis
on future profits of changes in fixed cost, varviable cost, sales price, quantity and mix.”

In the words of Heiser. “The most significant single factor in profit planning of the
average business is the relutionship between the volume of business, costs und profit.”

The cost-volume-profit analysis is the refationship among cost, volume and profit.
Profit of a business organisation depends upon a number of factors such as selling
price, sales volume, per unit of veriable cost, fixed cost and sales mix. The
cost-volume-profit analysis explains the inter-relationships of thesc variables for
decision-making. The management is always interested in knowing that which product
or product mix is most profitable; what effeet a change in the volume of cutput wilt
have on the cost of production and profit etc. Under cost-volume-profit anatvsis, when
volume of ouiput increases, unii cost of production decreases, and vice-versa; because,
the fixed cost remains unaffected when the output increases, the fixed cost per unit
decreases. Therefore, profit will be more, when sales price remains constant. The
basic purpose of cost-volume-profit analysis is to deterntine the impact of luctuations
in cost and volume on the financiat results of the business firm or organisation. All
these problems are sotved with the help of the cost-volume-profit analysis.

6.5.1 Objcctives of Cost-Volume-Profit Analysis
Following are the main objectives of cost-volume-profit analysis:

1. To achieve the minimum level of sales for avoiding losses

2. To arrive at the desirable product mix so as 10 maximize profit

3. The required level of sales that wilt fetch the planned rate of profit

4. To ascertain the most viable product and the least profits required to gain ground
in the market

5. To detenmine the resubtant tmpact on cost-volume-profit relationships on account

of the planned expansion of activities

&. To ascertain the effect of changes in the volume of cutput, ¢osts and prices on the
planned profit, and

7. To delermine the sale of a product of a plant to be discontinued er the operation of
the business firm should be tenporarily stopped.

To know the cost-volume-profit relationship, a study of the following 18 essential:
). Marginal Cost Equation,
2. Profit-Yolume Ratio,

]

Break-Even Anafysis,

4. Margin of Saefety,
5. Break-Even Chan, and
6. Angle of Incideoce,

15¢
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6.6 PROFIT-VOLUME RATIO

The profit-volume ratio, popularly known as the P/V ratio. expresses the relation of
contribution to sales. This ratio is also known as contribution to sales or the marginal
income ratio. The profit-volume ratio is oficn expressed as a percentage and is a guide
to the profitability of a business firm. Normally, this ratio is expressed in percentage.
P/V ratio is very important in decision-mahing. It ¢an be used for the calculation of
BEP and in problems regarding profit sales relationship. The formula for computing
the P/V ratio is given below:

P/V Ratio = SOMIMVION o5 or = s jg0
Sales 5
PV Ratio = Contnbuu‘on per un.ll 2100 OR Cper umt— 100
Selling pnice per unit SP peruni

In addition to above, the P/V ratia can be expressed in the following further forms:

j + °+
PIV Ratio = LxedCost Profit 50 g = PP gy
Sales S
- Vari s 5~V
P/V Ratio = Sales - Variable cost 100 OR = S-V. (00
Sales S

Change in profit (Inn_two periods)

P/V Ratio = 100

Change in sales {In two periods)

Improvement of P/V Ratio

Profit-valume ratio is the function of sales and variable costs. Therefore, an
improvement of the ratio will mean increasing the pap belween sales and vasiable
costs. This can be done by:

(1) Increasing selling price,
(1) Reducing or decreasing variable costs, and

{iii) Altering sales mixture. i.e., product having low P/V ratio will be substituted by a
product with a higher ratio.

6.6.1 Uses of Profit-Volume Ratio

The profit-volume ratio is usually used to asceniain the following:

(i) To determine the variable cost for any volume of sales,

(il) To determine the volume of sales required to earn a given profit,
(iii) To fix the selling prices.

(iv) To locate the break-even point and margin of safety.

(v} To determine the volume of sales required for maintaining the present level of
profit, if selling price is reduced, and

(vi) To compute the profit when margin of salety is given.


http:M.1'~j!~1nc.n1

Example: Calculate P/ ratio from the following information:

Sales ¥ 50,000
Marginal cost T 20,000
Solution:
Contribution = Sales ~ Marginal cost
= 30,000 - 20,000
=¥ 30,000
PAV Ratio < Contribution Y 100
Sales
=§g—j—goh-0%-‘]00 = 60%

6.7 BREAK-EVEN ANALYSIS

Break-even analysts is a technique of studying cost-voluine-profit relationship. This
analysis may be interpreted jn bread as well as in narrow sense. In is narrow sense,
the break-even analyvsis determines the break-cven potnt. It is a point to indicate no
profit and no [oss situation of the project taken up for implementation. If the same is
used in broad sense. the analysis is to indicate the probable profit or loss at anv given
level of activity. Break-evun analysis is also known as cost-volume-profit analysis.

According 1a Joseph Baggott, “Break-even unalvsis refers to a svstem of unalysing
cost into its fixed wnd variable components 16 determine the probable profits ar given
fevel of activity ™

6.7.1 Assumption of Break-Even Analysis

Break-even analysis is based on the folowing assumptions:

1. All costs can be classified into fixcd cost and variable cost,

2. Tatat fixed costs remain unchanped,

Variable casts per unit remain unchanged and rota variable costs change with the
change in the volume of cuiput in direct proportion,

a3

4, With the changes in the volume of sales, sefling price docs not change.

5. General price-level will not ehange.

6. Stocks are valued at marginal cost,

7. Incase of multi-product sates programinc, sales mix will rerpain counstant,
8. Costs and revenues are inflienced only by volume.

9. Productivity per worker remains unaffected. and

10. There fs sy nchronisation between production and sates.

6.7.2 Break-Even Point

Break-cven point is a poiot where the total sales or revenue are equal to total costs. [n
break-even point, there 15 no profit or Joss in the volume of salex. In other woeds, it is
a point at which no profit no loss situation prevails in the operating activity of a

lat
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162 _ business firm. This indicates that the break-even point is the minimum level of
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production at which total cost is recovered and no profyt or no loss is sustained.

The following fundamental formula is used to caleulare break-even point:

Break-even Point (in %) = Iixed cost > Sales OR = Fixed cost

Contribution P/V ratio
s . Fi t
Break-even Point (in units) = _ lxe_d cos — OR ¢
Contribution per unit C per unit

Example: From the [ollowing paniculars, calculate the break-even paint:

Selling price T 20 per unit

Variable cost T 14 per unit

Fixed cost T 60,000
Seolution:

_ Fixedcost <SP perunit
Contribution perunit

Break-even Point (in )

- 60,000 ~ 20 - 12.00,000
6 6
=T 2.00,000
Fixed cost
Contribution perunit

]

Break-even Point (in units)

60,000
6

10,000 Units

FVarking nate:

Calculation of contribution per unit:

Contribution = Selling price per unit — Variable cost per unit
Contribution = 20 — 14 = 6 per unit

Example: You are required to calculate the break-cven point from the following

information:
Selling price < 30 per unit
Variable cost ¥ 20 per unit
Fixed cost T1,20,000

Estimated sales ¥ 3,00,000
Solution:
Contribution = Selling price per unit — Variable cost per unit
Contribution =30 - 20
10

I

Con.trlbutfon per un‘lt 100
Selling price per unit

il

P/v Ratio



- 10 %100 =133.33%
30

Fixedcost x SP per unit
Contribution per unit

il

Break-even Point (in 3}

[,20.000 30 _ 36,00,000
10 10

T 3,60,000

it

Fixed cost
Contribution perunit

Iy

Break-even Point (in units)

1.20,000
o

12,000 Units

6.7.3 Canirihution

This refers to the excess of selling price over the variable cost. It is also known as
*gross margin’. The amount of profit (loss) can be ascertained by deducting the fixed
cost (fom contributian.

The important clement of the marginal cost equation is the *contribution’ factor which
is resulted from the sales vafue after deduction of variable costs. 1t has been stated
above that ‘contribution’ is the composition of fixed costs plus profit. Contribution is
also known as gross margin. In the other words, contribution is the difference between
sales and marginal cost. Contribution enables to meef fixed costs and add to the profit.
Contribution minus tixed cost is profig, but where {ixed cost is more than contribution,
the difference 1s toss.

In other words, fixed cost plus profit is equivatent 1o contribution. It can be expressed
by the following formula:

Contribution = Sates - Marginal cost ORC=S8S-MC
Contribution = Sales — Variable cost ORC=5-VC
Contribution = Fixed cost + Profit ORC=FC+P
Profit = Contribution - Fixed cost ORP=C-FC

Sales - Variable cost = Fixed cost + Profit ORS-V=F+P
Example: Variable Cost = 90,000
T 40,000
T 1,30,000
Selting Price — Variable Cost
= T 1,30,000 - ¥ 80,000
= T50,000
Profit = Contribution — Fixed Cost
= T 50,000 -7 40,000
= 330,000

i

Fixed Cost

"

Selting Price

il

Contribution
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Hence, contribution exceeds fixed cost and, therefore, the profit is of the magnitude of
T 10,000.

Example: From the following information. find out the (a) Contribution, and
(b) Amount of profit earned during the year:

Fixed cost T 5.00.000

Variable cosi T i) per unil

Selling price T 13 per unit

Outpul T 1,50,000 unit
Solution:

{a} Calculation of contribution:

Contribution = Sales - Marginal cost
Contribution = (],50,000 x 15) - (1,50,000 x 10}
Contribution = 22.50,000 — 15,00.000
Contribution = 3 7,50,000

(b) Calculation of amount of profit;
Prafit = Costiribttion — Fixed cost
Profit = 7,530,000 - 3,00,000
Profu =T 2.50.000

6.8 MARGIN OF SAFETY

Margin of safety is an important concept in marginal costing approach. Margin of
safety is the difference between the actual sales and the sales at break-even point. This
is represented by excess sales over and above the break-even point. The margin of
safety refers to the amount by which sales revenue can fall before a loss is incurred,
That is, it is the difference between the actual sales and sales at the break-even point.
Margin of safety indicates the soundness of the business firm. High margin of safery
indicates the soundness of a business ficm because even with substantial fall in sale or
fall in production, some profit shall be made. Small margin of safety on the other hand
ts an indicator of the weak position of the business firm and even a small reduction in
sale or production will advcrsciy affect the profit position of the business finn To
inprove the margin of safety. the following measures may be adopted:

(i} Increase the level of production,

(1) Increase the selling price,

(111} Reducing the fixed and variable costs,

(iv) Substitute the existing products by more profitable products, and

(v) Changing to a product mix that improves P/V ratio.
Margin of safety can be calculated with the help of the following formula:
Margin of Safety = Total sales — Sales at B.E.P.

Profit

OR Margin ol Salely = ——
argin o Y~ PV ratio
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OR Margin of Safety = e T
' 4 Contribution Costing
Margin of Safety (as a percentage) = Masgin of safety . |
Total sales

Example: From the following details find out:
(1 P/V Ratio, (it) Break-even Point, and (1ii) Margin of safety
Sales ¥ 1,00,000
Total cost ¥ 75.000
Fixed cost 320,000
Net profit 25,000
Seintion:
_ Contribution
Sales

_ 45,000
1,00,000

Fixed cost
P/V ratio

(y P/V Ratio X100

100 = 45%

{it} Break-even Point (inT) =

20,000
= e X
43

=¥ 44,444

Profix
P/V ratio

100

{11) Margin of Safety

23,000
45

T 55,556 {Approx.)

OR Margin of Safety = Actual sales — Dreak-even point sales
= 1,00,000 — 44,444
=3 55,556

x100

Il

b

6.9 BREAK-EVEN CBART

A break-even chart is a graphical representation of marginal costing or cost-volurne-
profit analysis. 1t is an inportant aid to profit planning. 1t has been defined as "A chart
whichi shows the profitability or ovtherwise of an undertaking ar various levels of
activity and as ¢ result ndicates the point at which neither profit nor loss is made. "

According to Dr, Vanpce, "Il is g graph showing the amounts of fixed variable costs
and the sales revenue of different volumes of operation. It shows ar what volume the
Sirm first covers all costs with reverue of break-even ™

A break-even chart presents the following information:
{i) The profit or loss at various levels of attivity,

(i) The margin of safety and the angle of incidence,
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(i1i) The inter-relationship hetween different costs of production,

(v} The sales value and break-even paint, and

(v) The amount of cantribution.

At different activity levels, the interaction of volume, selling price, variable costs and
lixed costs, the relevant variable and their impact upon profit are considered
simultancously. The mast important use of the break-even chart is the ascertainment
ol a break-even point from the chart. which is a valuable guide to the management.

6.9.1 Assamption of Break-even Chart

Following are the assumptions of break-even chart:

7.

Costs can be classified into fixed and variable costs,

I'ixed costs will rematn constant and will not change with the change in level of
ouiput,

Variable costs will tluctuate in the same proportion, in which the volume of outpur
varigs,

The number of units produced and sold will be the same so that Lhere is no
vpening or closing stock,

Selling price will remmain constant irrespective of change in volume of production,

There is only one product or in the case of many products, product mix will
remnain unchanged, and

There will be no change in operating efTiciency,

6.9.2 Form of Break-even Chart

A break-cven chart can be presented in different forms as given below:

Simple break-even chart: This can be prepared by any of the fo]]owiﬁg two
methods:

First Method: On the X-axis of the graph is piotted the volume of production or
the quantities of sales and on the Y-axis (Vertical line) cosis and sales revenues
are represented. The fixed cost line is drawn paralle] to the X-axis because with
any volume of preduction the fixed costs shall remain the same. The variable cost
tine is depicted above the fixed cost line, which shows that the cosl is increasing
with the increase in the volume of output. This line can also be reparded as the
io1a) cost lines because il starts from the point where variable cost is zero and
certain fixed cost has been incurred. Thereafter, figures of sales are plotted from
the origin and a line ts drawn up which goes ip the upward direction with the
increase of production sales. The two [ines -- total cost line and sales line -- shall
interest each other at one poinl, and a perpendicular can be drawn from this point
to find out the level of output where the business shall be at “no-profit no-loss’
position, since the total costs are equal to total sales revenue here. If the business
produces less than this tevel of output, it shall be running at a loss. The lower sales
tine and upper 1otal cost line show the portion of loss. If the business produces
more units than the break—even level, profit shall result and it shall be higher and
higher as the production / sales increase. This is indicated by upper sales line and
lower total cost line.



Example: From the following dala cajculate the break—even point with the hwip
of a break—even chart:

Selling Price perunit ¥ 4.00

Vartable Cost per unit ¥ 3.00

Toal Cost per unit T 20,000
Selution:

As explained earlier. break—cven point is 2 point of wo profit no less™, The point
will. theretore, be there where total costs are equal to total sales. In other words, if
the two data are plotied on the graph paper, at the break-cven point, the 1wa lines,
i.c.. the total cost Hine and the total sakes line waill interested each other. However,
for ploiting the data on the graph paper, we need at least two points — one for
plotting the total cost line and the other for platting the 10tal sales line. 1t is shown
below:

Output Variable Costs Fixed Costs Tota! Cost Sajes

(Uaits) L 4 4 L 4 T

10,000 30.000 20,000 60,000 43,000
20.000 60.000 20,000 80,000 80.000
30.000 90,000 20,000 1,00,000  1.20,004
40,000 1,20,000 20,000 140,000 1,60,000
50.000 1,50,000 20,000 170,000 2.00,000
60,000 1,80.,000 20,000 2.00,000 240000

The data can now be plotied on the graph paper as {ollows:

Second Method Another of drawing a break-even chant ts showing the variable cost bine
first and therefore drawing the fixed cost lne above the vanable ¢nst linc. The laner,
however, will be the total cost bine as in the first case. The difference under this method
from the first method is that the {ixed cost line shown above the variable cost line is
paraliel to the latter, whereas under fitst method the fixed cost line is paraliel 1o the
X-axis, The safes [ine is drawn as usuat apd therefore the added advantage of this method
is that ‘cootibuiions’ a1 varying levels of ourput are awtomatically depicted in the chan
{‘contribition” c¢omnotes the differcnce of sales revenue and the vanahle cost), The
break even point is indicated by the intersection of the total cost line and the sales line.

1a?
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b

The break-even chart on the basis of data given in illustration will appeat as
shown on the next page according to this method,

Profu
Fixed

Cost

Total cost line

o
Sazles Line

Variable

Coneribution break-even chart: The chart in ascertaining the amount of
contribution at different Jevels of activity besides the break-even point. in case of
this chart, first the fixed cost is plotied parallel to the X-axis. The conribution line
is then drawn from the betiom, or the origin, which goes up with the increase of
output/sales. The sales line is plotted as vwsual from the ‘0" point but since there is
no total cost ling, the question of intersection of sales line with it to show the
break—even point does not arise. [n such a case, the contribulion line vrosses the
fixed cost line and the point of intersection is treated as break-even peint. At this
level, the fixed cost shall be equal to contribuiion which means that there shall be
no profit and no loss. As the contribution increases (o more than the fixed cost,
profit shall arise to the business at different levels of output/sales and as the
contribution steps down from the level of fixed cost, business shall be operated at
a loss at varying levels of production/sales. On the basis of dala piven in example,
the break-cven chart will appear as given below:

Y

[ 2%

Cost and Revenue (¥ 1nt lakhs)

Chutpud gin Lnits}

Figure 6.2: Contribution break-even chart



Profit Chart: The break-even point can aiso be found cut graphically by means of

a Profit Chart.
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Example: On the basis of {igures given in illustration compute the Break-even Point

Figure 6.3: Profit Chart

by meanrs of a Profit Chart.

Solution:
Qutput Total Cosis Safes Profit’Loss
(Uniis} g I 4
10,600 40.600 25,004 -15,600
20,000 60,000 50,004 -1G.000
30,000 86,000 75,000 - 3,000
40.000 1.00.000 1,00,000 -
50.000 1,20,000 1,235,000 13,000
60,000 1,460,000 1,50,000 +10,000
] BEP Profit
—
j Sales (Jakhs of
_ Rupees)
— Production (in thousand units) —~——w

oy
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Example: Draw a break-even chart from the following figures:

Sales Profit (% lakhs)
Year 1 160 4
Year 2 175 10

From the above chart predict (he variable cost, contribution, fixed cost and profit
associated with a sales volume of T 250 lakhs, and set out your prediction in the form
of a profit statement.

Solution:
Statement Showing Costs & Profit at Sales of T 250 Lakhs
Sales ? T 254) lakhs
Less: Variable Cost 150 lakhs
Fixed Cost 60 lakhs T 210 lakhs
Profil & * T 40 takhs

* The fixed cost 1s T 60 lakhs since loss at ‘nil’, sales 1s T 60 lakhs.

** The perpendicular at sales of T 250 lakhs meet on profit of T 40 lakhs as depicted
on the graph.

— Break-even chart /

Profit —m»

1 L} WA I ! I

{Lakhs of
Rupees)

Sales {lakhs of
— Rupeesi

*+—  Losges

6.9.3 Advantages of Break-cven Chart
Following are the main advantages of break-even chart:
1. The chart is very useful for furecasting costs and profits at various levels of sales,

2. A break-even chart is useful for studying the relationship of cost, volume and
profit. The chart is very use{ul for taking managerial decisions,

3. A break-even chart is a tool lor cost contrel because it shows the relative
importance ol the fixed cost and the variable cost,

4. Profitability of various products can be compared with the help of break-even
chart,

5. Itis helpful in knowing the effect of increase or reduction in selling price,



Profitability of various products ¢an be studied with the help of break-even char
and a most prnfitable product mix can be adopted. Profits at different levels of
activ ity can also he asceriained,

Infurmation provided by the break-even chart can be understood by the
manageinent more easily than contained in the profit and loss account and the cosi
statemients because a break-even chart is the simple presentation of cost, volume
and profit of the company, and

The profit patcnsalities can be best judged from a study of the position of the
break-even point and the angle of incidence in the break-even chart.

6.9.4 Limitations of Break-cven Chart

The main limitations of break-even chart arise from the number of assumptions which
are mnade in drawing break-¢ven charts. These limitations are given as under:

I

)

5.
6.

The eflegt of various praduct mixes on profits cannot be studied {rom a single
break-even chart,

A break-even chart is based on a number of assumptions which may not hold
upright. [n the break-even charl, we have seen that the total cost line and the sales
fing took straight lines. This is possible only with a number of assumptions. But,
in practice, the total cost Jine and the sales line are not straight lines because the
assumptions do not huld good.

A breah-even chart does sot take into consideration capital employed which i a
very important [actor it taking managerial decisions. Thercfore. managerial
decisions on the basis of break-even chart may not be reliable.

A Hmited amount of information can be shown, in a break-even chart. A number
of chars will luve to be drawn up to study the effects of changes in fixed costs,
variable costs and seiling prices,

Nu importance i given 10 opening and closing stocks, and

Cuoustans selhing prece is noft frue.

6.9.5 Construction of Break-Even Chart

The conan method, followed in the construction of simple break-cven chart, is
stated here as under:

-

A break-even chart is drawn on a graph paper.

There are two sides on a graph which are known as “axes’. The horizoatal side at
the bottom of the graph is “x-axis” and the vertical side is the *y-axis’.

Om the graph, the x-axis shows the volume of production and the y-axis shows the
cost and salkes price,

Draw both axes on the suitable graph paper on the basis of appropriate scale

Fixed cost line is drawn on the graph. Fixed cost line 15 drawn paraliel to the
x-axis because fixed cost remains the same.

Total vost line is drawn above the fixed cost line. For this purpose. the variable
cust 38 added 1o the fixed cost 10 arrive at the total cost and drawn at cach and
every scale of produckion,

Sales revenue line is drawn comniencing at zero and finishing at the Jast point.

Then the sales line cuts the total cost line, f.e. sales equals the total cost. This s
known as a break-even point. When a line is drawn from BEP (v x-axis, i

t71
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indicates break-even point in units and when a tine is drawn from BEP 10 y-axis, it
indicates break-even point in rupces.

9. The diflerence between the sales line and total cost line to the right of BEP
indicates the profil. The position to the left of the BEP an the graph indicates the
loss, and

1¢. Then the graph indicates the break-even point, profit or loss at various levels of
output, contribution, relationship between the marginal cost. fixed cost, total cost
and margin of safety.

Example: From the foliowing information, prepare the break-even chart.
Fixed cost T 2.000

Variable cost T 0.50 per unit
Salcs or selling price T 1 perunit
Units produced and sold 2,000; 4,000; 6,000; 8,000 and 10,000.
Solution:
i
000
N |
CD%Q‘I’ Fhﬁt
8,000+ |ﬂﬂ
&
? '\ées@
§. \60\\‘\(’ 2
_:’3 o0y ! N‘g 05\'\‘\
= \&rizhie
w 4 - wost
S / agin of safety
1 Foosct
200 o
1 1 | I_}.x
a 200 400 600 0O 1000
Cltoud (nurits)

Figore 6.4: Break-Even Chart

Angle of Incidence

This is the angle between sales and total cost line. This angle is an indicator of profit
garning capacity over the break-even point. Therefore. the aim of the management will
be to have a large other hand, a small angle will mean that even if profits are being
made, they are being made at a low rate. This in turn suggests that variable costs form
a major parl of cost of sales.

Angle of Incidence is formed at the inter-section of total cost line and total sales line.
As a matter of fact there are two angles of incidence:

e The angle formed at the right side of the break-even point,
e The angle formed at the left side of the break-even point.

The angle formed at the right side of the break-even point indicates the profit arca
while that forined at the lefl side indicatcs the lass area. The size of the angle of



incidence is indication of the quantum of profit or loss made by the firm at different
output/sales levels. For example, if the angle of incidence is narrow to the right side of
the BEP, it indicates that the quantum of profits made by the firm is also low.
Similarly, if it is narrow to the icR side of the BEP, it indicates that the guantum of
Joss made by the fimm s also Jow. In other words, a narrow angle of incidence shows a
siow rate of profit caming capacity while a wider angle of incidence shows a swift rate
of profit eaming capacity of the firm. A parmow angle also indicates that the variable
cos! as a proporion to sales is quite high and therefore very little has been lefi by way
contribution.

it should be remesmbered that a Jarge angle indicates high margin ot profit after
covermg lixed cost. Stmilarly, a small angle indicates low margin of profil whach
reveals that variable cost is more in total cost. If margin of safety is considered along
with angle of incidence it may be suggested that a large angle of incidence with high
margin of safety indicates extremely favourable condition.

The foltowing graph will show the *‘Angle of incidence’ of a firm:

2
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g
¥

Cost ang Aevenue (in t 000}

8
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n>
o
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Ll 1 | I I 1 L | I—
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Figure 6.5: Showing Angte of Incidence

liowever, if margin of safety and angle of incidence is considered together, they wili
be more informative. For example, a high margin of safety with a large angle of
incidence will indicate the most favourable conditions of a business finn or even the
existence of monopoly position.

6.10 DECISION-MAKING

Marginal cost helps management to make decision involving consideration of cost and
revepue. Basically, inarginal costing furnishes informabon regarding additional eosts
to be incurred if an additional activity is to be taken up or the saving i casts which
may bc expected if an activity is given up. This can be compared with the benefis
expected from the proposed course of action and thus the management will be able o
take the appropriate decision.

Deciston-making deseribes the process by which a course of activn is selected as the
way 10 deal with a specific problem. A decision involves the act of choice and the
alternative chosen out of the availoble alternatives,

L)
Marginal wnd Ihferentiel
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According to Heinz Weihrich and Harold Koontz, “Decision-making is defined uy
the selection of a course of action from among alternatives ™

George R. Terry says, “Decision-making is the selection based on some criteriu from
fwa or more possible alternatives.”

According to Haynes and Masie, “Decision-making is a cowrse of action which is
consciously chosen for achieving the desired resuits.”

Following are the important areas of decision-making or applications of marginal
costing:

I.

I

Fixation of Price: Product pricing is a most important [unction of management.
One of the purposes of cost accounting is the ascertainment of cost for fixation of
selling price of product. Marginal cost of a product represents the minimum price
of the product. During normal circumstances, price of product is based on full
cost. The theory is that only those products should be produced or sold which
make Lhe largest contribution towards the recovery of fixed costs. The selling
price fixation is also done under different circumstances.

Example: P/V ratio is 50% and the marginal cost of the product is T 60. What will
be the seliing price?

Solution:
. . Variable cost 60
Selling Price = — = —
(100 P/Vratio} (100 - 50%)
60100
=——— =2120
S0
Contributi S-V
Verification: P/V Ratio =w=‘]00 OR = =100
Sales
_ 120 - 60 ¥100
120

60
—— %100 = 50%
= 50%

Decision to Make or Buyp: A business [rm may make some products, parts or
tools or sometimes, it may buy the same thing from outside. The management
must decide which is more profitable o the business finm. L[ the marginal cost of
the product is lower than the price of buying from outside, then the business firm
can make the product.

Example: A Pen Manufacturing Company finds that while it costs T 6.25 10 make
each component X 2730, the same is available in the market at ¥ 4.85 each, with
an assurance of continued supply. The breakdown of cost is:

Raw material T 2.75 each pen
Direct wages T 1.75 each pen
Other variable cost T 0.50 each pen
Fixed cost T 1.25 each pen

¥ 6.25 each pen
Should you make or buy?



Solution: Variable cost of manufacturing is ¥ 5 (T 6.25 — 1.25), but the market R l’?-‘l
price is ¥ 4.85. Jf the Tixed cost of T 1.235 is also added. it is not profitable to make Margind ?L::Efg
the component. Because there is a profit of ¥ 0.15 even in variable cost, it is

profitable to procure from outside.

3. Selection of a Profitable Product Mix: In a multi-product manufacturing
organisation, a prohlem is faced by the manapement as to which product mix or
sales tmix will give the maximum profit. The product pix which gives the
maximum profli must be selected. Produet mix is the ratio in which various
proditcis are produced and sold.

The margina) costing lechnique helps the manapement in taking decisions
regarding changing the ratio of product mmix which pgives maximum contribution or
in dropping unprofitable product line. The product which has comparatively less
contribution may be reduced or discontinued.

Example: Present the following mformation to show (o the managemeni: (§) the
marginat cost of product and the contribution per unit. (ii} the tota) cantribution
and profits resulting from each of the following sales mixtures:

Type of Products  Per unit (I

Materials X 0
Y 9

Wages X 3
Y 2

Fixed cost T 2,000
Varinble cost is allocated to produets as 100% of wages,
Selling price X 20
Y Ti6
Sales mixtures:
(a3 1,000 units of product X and 2,000 units of product Y,
(b) 1,500 units of product X and 1.500 units of product Y.
(¢) 2,000 units nf product X and },000 units of product Y.
Solution:
(i) Statement of Marginal Cost;
Type of Products

X Y (0
Materials 10 9
Wages 3 2
Variable cost (100% of wage) 3 2
Marpinal Cost 16 13
Selling price 20 6
Less: Marginal cost 16 i3
(omtribution 1 3
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(i) Product Mix Choice;

Particulars ()T nT (9K4
Total sales 52,0000 54,000 56,0001
Less: Marginal cost 42,000% 43,500% 45,000
Contriburion 10,000 10,500 11,000
Less: Fixed cost 2,000 2,000 2,000
Profit 8,000 8,500 9,000

Therefore, sales mixture (¢} will give the highest profit and as such, mixture
(c) can be adopted.

Working notes:

Lo (1,000 x 20 + 2,000 = ) 6) = 52,000, {1,500 < 20 + 1,500 x 16} = 54,000, and
(2.000 x 20 + 1,000 x 16) = 56,000

2. {1000 x 16 + 2,000 < 13) = 42,000, ¢1,500 > 16 + 1.500 » 13) = 43.500, and
(2.000 » 16+ 1,000 x 13) = 45,000

Decision to Accept a Bulk Order: [arpe scale purchasers may demand products at
less than the market price. A decision has to be taken now whether 10 accept the
order or to reject it. By reducing the normal sales price, the volume of output and
the sales can be increased. If the sales price is below the total cost, rejection of the
order is aimed at.

In marginal costing, the offer may be accepted, if the yuoted sales price is above
marginal cost, because of the reason that existing business contribution can
recover the fixed cost and the margin of profits. In such cases. the contribution
made by bulk orders will be an addition 10 the profit. But the sales price should
not be less than the marginal cost. However, it should not affect the narmal market
price.

Example: ABC to industrial depression, a plant is ronning at present, at 30% of its
capacity. The following details are available:

Cost of Production per unit
Materials T8
Labour 715
Variable cost T30
Fixed cost 1.5
Total Cost 7385

Production per month in units 20,000
Total cost of production (20,000 x 8.5)= ¥ 1,70,000

Sales price T1,50.,000
Loss T 20,000

An exporter offers to buy 6,000 units per month at the rate of 2 7.50 per unit and
the company js reluctant to accept the offer for fear of increasing its already
operating losses.

Advise whether the company should accept or decline this offer.



Sofution:
. Existing (20,000 | Offer (6, onn Tota} (@)
Particulars wiits) @) 1 units)
13) Sales 150,000 | 45‘000 1,95.000
{b} Marginat cost [
S —
| Materiats @ T 2.5 per unit 50.000 | 15.008 63,000
Labour 42 T 1.5 per unit 30,000 5,000 39,000
N B
Variable cost @ ¥ 3 per unit 60.000 18,000 78,000
Total Marginat Cost 140,000 | 12,000 1.82,000
Contribation {a-- b} 16000 l 3.000 13,000
Less ; Fixed cost 30,000 - 30,000
ProfivLoss =} 20,000 3000 | (~17.000

The firm must accept the offer, because the amount of loss stands reduced from
2 20.000 to T 17,000.

Closure of a Department or Discontinuing a Product: Marginal costing
technique shows the contribution of each produet to fixed cost and profit. if a
department or a product coniributes the least amount, then the depariment can be
closed or its production can be discontineed. i means the product which gives a
higher amount of contribution may be chosen and the rest should be discontinued,

Example; The records of Rajesh Limited which has three departments, give the
following figures:

Pacticulars Department X | Department ¥ | Department Z Total
£4] D @1 Amount (%)

Sates 13,000 19.000 | 23.000 57,000
Marginai cost td, 000 i 7,000 V7,004 38,000

[ Fixed cost | 3,000 | 4,000 11,000 18,000
Tota) cont 17000 | (1.000 28,000 56,000

| ProfitiLoss | () 2000 i (+1 8,000 {~} 5,000 {43 1.000

‘The management wants to discontinue product Z immediately as it gives the
maximum Joss. How would vou advise the management?

Solation:
Statement of Marging Cost
Particalars X @ Y@ | (0 Total @) |
[ Sajes 15.000 19,000 23,000 57,000
I.ess 1 Marginal cost i4,000 7,000 17.000 38,000
Coninbution 1000 12,000 6,000 15.000
Fixed oot 18,000
Profit LOg0

Depariment Z gives a contribution of T 6,000. If deparument Z is closed, then it
may lead to further loss. Therefore, Z will be continued.

Maintaining a Deséired Level of Profit: A manufacturing osganisation has to cut
or reduce prices of its products from time to time due io competition, government
policies and other reasons. The contribution per unit on account of such cutting is
reduced whilc the organisation js interested in maintaining 2 minimum fevel of its
profits. Marginal costing technique can ascertain how many units have to be sold
w maintain the same fzvel of profits. According to Charles, “When desired
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profits are agreed upon their attainability may be quickly appraised by computing
the number of wnits that must be sold to secure the wanted profits. The
compulation is easily made by dividing the fixed costs plus desired profits by the
contribution margin per unit. ”

Sales are required to earn a desired profit:

. Fixed + Desi
Sales (in ) = ixed cosl De‘?lred profit OR = F+P
P/V ratio PV
Sales (in units) = ixed cu?t +peSIred prloﬂt OR = F+P
Contribution per unit C
Exumple:
Sales 20.000 units {@ T 20 per unit
Variable cost 210 per unit
Fixed cost ¥1,50.000

Find out the sales for earning a prelit of ¥ 1,00,000.
Solution:
Sales to earn a profit of T 1,00,000:

Fixed cost + Desired profit

Contribution

1,50,000 +1, 00,000
= 099 . 4.00,000
2,00.000

2,50,000
= 222 % 4,00,000
2,00,000

=< 5,00,000

7. Evaluation of Performance: Marginal costing helps the management in
measuring the performance efficiencies of a department or a product line or sales
division. The department or the product or sales division which gives the highest
P/V ratio will be the most prefitable or that is having the highest performance
efficiency.

6.11 SPECTAL ORDERS

All business decisions should not be evaluated in the samme way. Sometimes special
orders or one time orders often have different characteristics from recurring order.
Therefore, each order should be evalvatcd based on costs relevant to the situation and
the goals of the business firm. The question of special orders arises when a company
has excess or idle preduction ¢apacity and management considers the possibitity of
selling additional preducts at less than normal selling prices, provided that such a
special order will not affect the regular sales of the same product.

The basic problem is to determine an acceptable price for the special order units. Cost
apalysis usjng the contribution approach is a uvsefuf technique to determine the
short-run profit effects of special order transactions. In deciding the pricing of special
orders where normal operations are not disturbed and where unused production
capacity exists, it is not advisable to attach fixed costs to products. Price determination
should take into account the recovery of incremental (variable) costs caused by



accepting the special order. 1f the normal fixed costs are included in the price of the LA
. . . . ) : Marpimai ued Dificrental

special order. the price may be too high and the business firm could fose the entice Costmg

order and the cantribution margio to be earned on the special order. Only e relevamt

(variable} costs should be used tn the decision analysis to amive at an appropriate

price. Fixed cost js refevant only if incurred to facilitate the special order.

The following cxample illustrates the special order decisions:

A manufaciuring coinpany produces 20,000 units by operating at 60% of the capaciry
and swells at a price of Y3000 per unit. The budgeted figures for the year 2002 are as
folfows:

Production (20,000 units) ¥

Raw materials @ 425 85,00 L0
DHrcct labow wr 575 1, 45,800,000
Variahte factory uverhead w775 T 55.00.000
Fixed lactur v overhead 1,25,00.000

1)

waiable sclhog costs 2.73% of selling price

Fined wlling and admipistralive ensts 72 50,000

—

The company receives a special order for 10,000 units from a firm. The company
desires to earn a profit af T 100 per unit and no seliing expenses are to be mcurred for
the special urder. The minimum price on the special order and income statements are
as fulows;

Pricing of Special Order

B 00,000 units) T
Yaoubhle costy to be incurcd: h
Raw materals 425
Diecce fubour 575
Variable oy erhead 775
Variahle cost per umt {no selling expenses) 1778
esired praiit mne
dinimm price 1875
Inerease 10 sales = 30000 anis < T 1875 =T 1.87,50,000

—

]
tncome Statement
o Without special Special order With special
arder (T ) ) order ¥} |
Sakes 6,00,00,000 1,87.50,000 7.87.50,000
Less, Variuble vosts, B3,00.000 42,50,000 127,506,000
Direct labour 1.13.00,000 57.50,000 1,22, 50,000
Variable Rciory averhead §,55.00,000 T7.50.000 2.32.50,000
Variabl selling costs 16.50.000 —.-- 16, 50060
(1. 75% of selling price)
Futal variable vosis 3.71.50.000 1.77.50.000 5 49 00 Kk
Less Tixed cysts: ; | 24,0
Fixed faciony, overhead 25,00,000 - 1..7.1. I.f)-l:l
Fined sclling & admn (osts 72,50.000 2.50.000
5 |
Tutal Hxed costs [‘9_7-3("-000 1.97, 5000
T . 5.69.00,000 1.77.50.000 7.46.50.000
nta} vasis
Net ingome Ilc_i'on.' faxes ] 31,00.000 I 10,00.00v 4 l‘{n'mL
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From the above analysis it is clear that the acceptance of the special arder will
increase the profit by ¥ 10,00,000. Also the bid price (¥ 1875) is significantly less than
the normal price of T 3000. However, before arriving at a proper decision,
manageotent should consider factars other than just the nomediate impact on income.
An important point is the effect on regular customers. If regular customers are paying
more for the products, they may demand price reduction or quit buying from the firm
and seek another source of supply. Another consideration is the possibility of special
order customers being the reguiar customers.

6.12 REPLACEMENT DECISION

Tt is very imporniant decision. The differential costs which are important 10 retain or
replace decisions are change in fixed overheads costs, loss on sale of old equipment.
capital invesunent and related costs such as rate of return and interest. Management
should also consider differcntial benefits likely to be derived such as higher
production and increascd sales, realizable value of old machine, saving in operating
costs, tax advantages, if any.

Example: Tf a company has purchased a plant for ¥ 2,00,000 five years ago which has
a lile of 10 years with no salvage value. The present book value is ¥ 1,50.000.
Management is considering the replacement of this plant with a new plant costing ?
1.80.000 having a life of five years with no scrap value at the end of its life. The costs
of operating prescnt plant and the proposed plant are as follows:

Present Plaot

Proposed Plant

T T
Variable costs:
Labaur. supplics. power ¢te. 90.000 53.004
Fixed costs:
Insurance. taxes cic. 20,000 22.000
20.000 16.000
IJeprecigion 1,30,000 96,000

It appears that the proposed plant would result into cost saviags of T 34,000. However.
the book value of the present equipment is a sunk cost and not relevant in the decision.
The following analysis helps in making a better use of the data:

T T
Variable costs:
Labnur, supplies. power elc. 50.000 58.000
Fixed costs: 20,000 22,000
Incurance, taxes ete. 0 16,000
Depreciation 1,10,000 26,000

6.13 SHUTDOWN OR CONTINUE DECISIONS

Sometimes a business is faced with the possibility of a temporary shutdown, This
analysis has to be made whether the firm is better off operating than not operating. As
Jong as the products sold recover their valuable costs and make a contribution towards
the recovery of fixed costs, it may be preferable to operate and not to shutdown. There
are some others costs too. Even if sales do not recover the variable cost and the
portion of fixed cost that is avoidable the firm may still be better off operating than
shutting down the facility. Clasing and subsequently reopening it is a costly process.
The shutdown may necessitate the incurrence of maintenance procedures in order to
preserve machinery and buildings during periods of inactivity. The shutdown may
require the incurrence of legal expenditure and employee maintenance pay. There may
be sorae other costs too which have o be analyzed.



Example: An organisation is experiencing problems and thus the direclors are
constdering whether or not the following should be closed down temporartly.

A flexible budget s compiled giving the following detatls:

Fixved costs Production capacity
{Fixed costs and Yariabie cosis)

Duﬂ"‘«‘; \D"’::: 0% | 60% 80% 100%
Faviory overheads SO0 700U 10,004) 114000 12.00)) 1310
Admn, Overheads 4040 S(K10 £.500 TN Fa0 S0
Sethng & Disiribution 5000 THW 7,000 L0 3] Lk 100
overheads
Misce Hancous 1001 1000 1500 300 I500 3400
Direet labaur -- — 13,000 15000 20,000 25,000
Irect malenad - - 12.00G ) 18000 24,400 12.000

Following information is given:

l.

2.

machinery T 800 per annum are spent.

1400 for training of personnel.

months” time.

Advise to ciose down and temporarily or continue operations indefinitely,

Present sales at 50% capacity are estimated at ¥ 30,000 per anaum.

Cost of closing down is estimated to be T 4500, For maintenrance ol plant and
Cost of reopening is ¥ 2000 for overhauling of machines and getting ready and T

it is estimated that sales should (ake an upward swing at around 70% capacilv at
prices which would produce revenue of ¥ 1.00.000 in approxmmately twelve

Salation:
Statement of Profit (toss)
Particwars Percentage Capacity Level
Sales 4] b2 70
Costs Nil 30.00u L0000
Variable costs wNil 33,000 47.000
Fixed costs 15,000 21,000 21000
{a} 150 units of X and 250 units of Y
For Product X: 1530 units X 3 450
For Product Y: 250 units X 6 1500
1950
Less Fixed overheads 950
Profit 1000
(b) 400 urits of Y only
Contribution 400 X 6 2400
l.ess Fixed overbeads 950
1450
{c) 400 units of X and 100 units of Y
Product X: 400 X 3 1200
Product Y: 100 X 6 600
1800
Less Fixed overheads 950

{8
Margmal and Differential
Coasting
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Thus out of above (b) is the best alternative because it gives the maximum profit
of 1450,

6.14 DIFFERENTIAL COSTS AND REVENUES

Differential revenues and costs (also called relevant revenues and costs or incremental
revenues and costs) represent the difference in revenues and costs among alternative
courses of action, Analyzing this difference is called differential analysis, Differential
analysis is useful in making managerial decisions related to making or buving
products, keeping or dropping product lines, keeping or dropping customers, and
accepting or rejecting special customer orders.

Differential costs are often confused with marginal costs. The main reason behind
such confusion is due to the fact that both (marginal costing as well as diffcrential cost
analysis) the techniques are based on the same concept of costs—variable and fixed.
But “differential cost analysis’ is a broader concept and it is more fundamental concept
than the marginal cost. Differential costs deal with all the costs—variable and fixed. It
is the change in the total costs associated with each alternative.

Differential cost is a broader and more fundamental concept than marginal cost.
Ditferential costs are all the costs and only the costs that change as the result of a
specific decision. In other words, it is the change in total cost associated with each
alternative. In the language of the AAA Committee on cost concepts and standards “it
is the increase or decrease in total costs, or the changes in specific elements of cost
that result from any variation in operations. As far as nature and variability are
concerned, it includes variable and fixed costs if thc project involves some
expenditure of fixed nature. For example, a part is presently being purchased from a
supplier for ¥ 14,000. The company is thinking of manufacturing the part and the
increase or decrease in costs as a result of this decision is:

Direct material—T 12,950), Conversion cost—= 10.250 and Specific fixed cost—
< 2.500.

Neofe: Decrease in costs shown within brackets.

These increases or decreases in cost are known as differential cost.

6.15 DIFFERENTIAL COST ANALYSIS

The increase or decrease in the total costs at a particular level of activity with respect
to another is referred to as differential costs. The technique employed to analyse
differential cost is known as “differential cost analysis” or “differential costing”. The
terminology of CIMA defines differential costing as “a technique used in the
preparation of ad hoc information in which only cost and income differences between
alternative courses of action are taken into consideration”.

Differential cost analysis is the comparison of the expected changes in costs and
revenues pertaining to each course of action for which a decision is going to be made.
It is a technique used for making a choice between competing alternatives each having
its combination of costs and revenues. Thus, for instance, when two different volumes
of production are under consideration, the differential cost is derived (i.e., calculated)
by subtracting the cost at one level of production from the cost arising at another evel.

The technique ‘differential costing’ deals with the impact on costs and revenues of a
proposed course of action. Differential costs arise only when an organisation is
thinking of making a change in its existing business. Consequently, it can be said that
this concept does not apply to a business which is expected to be set up. This is



because differential costs are future costs that arise when one alternative s selected
{nstead of another and include variable as well as fixed costs.

6.15.1 Salient Features of Differential Cost Apalysis

Some of the salient feateres of differential eost analysis are given below:

e In differential cost analysis, costs are usuvalhy presenied on the basis of {otal
costing technigue (absorption costing).

» \anable costs are the differential costs when the additional outpul does not
involve the additional fixed costs.

e It is used for planning and decision-making only and not incorporated in the
accounting records. {Books of accounts)

e [tis intended for the comparison of the expeeted changes in costs and revenues.

o liis applied only 1o the existing business and not suitable for new business set-up.
s Differennal costs are future costs.

e Ditfergntial cost analysis is eamed on using oaly relovant costs.

e [tignores the effect of residual costs.

¢ Its purpose is to make a choice among aleernatives. That is the cause for
subtracting the costs at one fevel from that of another.

6.16 MARGINAL COSTING VS. DIFFERENTIAL
COSTING ANALYSIS

Baoth marginal costing as well as differential costing techniques analyse the basic
behaviour of costy. that is. the fixed and variable costs. Due to s fact, both
lechniques are similar in some aspects and vary in some other factors. We foecus on the
similarities and dissimilarities between these two fechiigues 2s follows:

6.16.1 Similaritics between Marginal Costing and Differential Costing

Simitarities between marginal costing and differential costing are:

Cost Anaiysis: Doth arc techniques of cost antaysis—that 15 behaviour of costs,
espeecially fixed costs and variable costs.

e  Decision-making: Doth techniques undenake cost anlaysis fo formwulate policies
and for taking decisions.

e Uniform resufts: Marginal costing as well as differential costing would provide
the same results whereas the fixed costs remain unchanged for alternative course
of actions.

® Resemblance in Concept: An economist’s concept of marginal cost bears
resemblance (g differential cost concept.

& information to Management: Desides decision-making process. boib the
teclurques provide other related information on cost analysis 1o the snanagemeni.

6.16.2 Differences between Marginal Costing aud Differcatial Costing

Differenccs between marginal costinp and differential costing are given as following:

®  Scope: Differential costing has a wider scope. It can be successfully used for a
larpe number of alternative proposals. On the contrary, the application of marginat
costing is limited.
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Ascertainment: tn practice, it is difficult to ascertain differential costs in a precise
manner. However, marginal costs can be ascertained with case by adding prime
cost 1o variable overheads.

Period Covered: Differential costing ¢an be used in short, medium and tong-term
decision making while marginal costing is used for short-term and medium-term
decision making,

Part of Accounting System: Marginal costing can be incorporated into the
accounting system while in the case of differential costing, accounting
information is used.

Tools Used: Differential costing makes use ot incremental costs, meremental
revenues and incremental profit as tools for decision making. However, marginal
costing uses break-even analysis, PV ratio, CVP analysis as tools.

Compatible with Other Cost Systems: Differential costing can be used both under
marginal cost system and absorption costing system. while it is not the case with
marginal costing.

6.17 APPLICATIONS OF DIFFERENTIAL COST ANALYSIS

Generally, a management may seek the assistance ol differential-cost-analysis
techniiques for taking any valuable policy decision and planning for profit, which are
as follows:

Acceptance of Order: At times, a management is confronted with the problem—
whether or not to accept special orders at a price below the existing price of the
product. Differential cost analysis assists in deciding such actions like whether to
aceept or raject the order.

Make-ar-buy Decisions: The other problem that frequently daunis the
management is whether il is mare profitable to make or buy the component parts.
This can be solved by applying difTerential cost analvsis,

Further Process Decision: Some of the products {serni-finished products) may
attain a consumable stage. At this stage, the wanagement may not be able to
decide on the issue whether the product can be sold in that semi-finished stape
itself or to process them further, differential cost analysis will provide a suitable
solution for this.

Pricing Decisions: Proper pricing of products is necessary. Interplay of factors—
cost and revernue—can be analyzed best by this technique.

Operation vs. Shut-dewn Decisions: At times ol economic recession, many
managers may be in a dilemma whether to run the production continuously or shut
down temporarily till the economic scenario improves. Proper differential cost
analysis will provide an apt decision whether to operate or shut the plant.

Sales Policies: Diflerential cost analysis assists m arriving at a decision with
respeci to the following:

» Introduction of a new product.

e

% Expansion of selling activities geographically.
Sales promotion activities, etc.

Volume of Production: Differential cost analysis is helpful in deciding the
volume of production upon which a maximuin profit can be earned.

*,
L
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6.18 TYPES OF CHOICE DECISIONS

Most management decisions may be referred 10 as alicrnative choice decisions.
Alternative choiee decisions vover situations with two or more altemative courses of
action ffom which the manager (dccision maker) must select the best alternative. A
decision involving mare than two altemmatives is called 2 multiple alternative choice
decision. Some examples of aliemative choiwce decisions are: make or buy, own ar
lease, retain or replace, repair or renovate, now or later, chanpe versus status guo,
slower or faster, export versus Jocal sales, shutdown or continue, ¢xpand or eontract.
change the produce-mix, tahe or refuse orders, place special orders, select sales
territories, replace present equipment with new machinery, seid at split-up point or
process further, ete.

Some of the above altemative chowces decisions and the information refevant to the
decisions are discussed below:

6.18.1 Lease or Sell

Managememnt may have a choice between Jeasing or selling a piece of equipment fthat
1s no longer needed in the business. The relevant factors to he considered are the
differential revenues and differential costs associated with the lease or sell decision.

Example: A corpuration can sell an asset for 200,000 less a 6% selling commission.
An alternative would be to lease the asset Yor five years at T40.000 per year less
735,000 in costs over the five vears. Which decision would you make?

Dhfferenual Revemde fromy aliematives

Revenue from setling T 200,000
Revenmue from leasing T 200.000
Duiterentiat Reveme o0

DitTerenttal cosr of ahemans gy

Cost of selhng. Cammissaons 6% o1 sales prwe 7 12.000
R

Custof leasing operatnig cusiy Z 35,010
A N
Imflercntial cost -2 23,000

Nel differentia) loss {rom leasinp -2 23,000
P

Thercfore we should sefl the asset and save T 23,000 w additional costs.

6.18.2 Discontinue & Segment or Product

When a product or a department, branch, territory. or other segment of a business is
generating losses, the manapement may consider eliminating the product or segment.
It is often assumed. sometimes in error, that the total income from operations of a
business would be increased if the operating loss could be eliminated. Discontinuing
the product or sepment usually eliininates all of the product or segment'’s vartable
costs. However, it the product or seament is a relatively small part of the business,
discontinuing it may not decrease the fixed costs.

1f comribution margin =~ ¢ then continue production.
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Example:
Shampoao Conditioner Lotion Total
sales T 500,000 T 400,000 T 100,000 T 1.000.000
Cost of goods sold
Varable T 220,000 ¥ 200,000 T 60,000 T 480,000
Fixed T 120.000 T 80,000 T 20,000 T 220,000
Total CGS T 340,000 T 280.000 ? 80,000 T 700,000
Gross profit T 140,000 T 120,000 T 20,000 T 300.000
Operaling expenses
Variable 2 95,000 2 60,000 T 25,000 2 180,000
Fixed T 25,000 7 20,000 T 6,000 7 51,000
Total T 120.000 7 80,000 ¥ 31,000 T 231.000
Income T 40.000 T 40,000 T (11,000) 7 69.000
Should we discontinue the production of Lotion?
Sales T 00,000
Variabic cost ol goods sold ? 60,000
Manufaciuring margin T 40,000
Variable operaling cxpenses T 25,000
Contrbution Margim T 15,000

Since contribution margin is pesitive, we continue production of the product.

6.18.3 Make or Buy

The assembly of many parts is eften a major element in manufacturing some products,
such as autos. The product’s manufacturer may make these parts or they may be
purchased. Management uses differential costs 1o decide whether to make or buy a
part. Only variable costs are considered. Must have unused capacity in the factory.

The firms which are routinely in need of spares, accessories are bought from the
outsiders instead of any production or manufacturing. though the requirement is at
regular intervals, Most of the automobile manufacturers are usually buying the
components from outside instead of producing them on their own. The Maruthi Udyog
Ltd. had given a contract to the Nettur Technical Training Foundation, Bengaluru to
design the tool for the panel and 10 manufacture regularly to the tune of the orders.

The leading four wheelers manufacturer in lndia is buying the panel from the NTTF
on contract basis instead of manufacturing.

Example: A factory has unused capacity and is considering the production of a part
for its product. The cost of making a part is direct materials ¥ 80, direct labour ¥ 75,
variable factory overhead 52 and fixed factory overhead T 68. The cost of purchasing
the product is T 240 a unit. Should we make or buy?

Solution: Does it have unused capacity? Yes

Total variable costs of production:

Direct materials 7 §0.00
Direct labour T75.00
Variable factory overhead T 52.00
Total variable costs T 202.00
Total cost of purchasing 7 240.00

Since it is cheaper to produce than buy, we will produce and save ¥ 18 per unit.



6.18.4 Replace Eguipment

The usefulness of fixed assets may be reduced long before they are considered to be
worn out. Equiprnent may no longer be efficient for the purposes for which it is used.
On the other hand, the equipment may not have reached the point of complete
inadequacy. Decisions to replace usable fixed assets should be based on relevant costs,
The refevant costs are the future costs of continuing to use the equipment versus
replacement. The book valoes of the fixed asscts being replaced are sunk costs and are
irrelevant.

Example: The business is considering the disposal of a machine with book value of
100,000 and an estimated remaining life of five years. The old machine can be sold
{or T25.000. The pew machine has a cost of T 250,000. The new machine would have
a tife of five years and no residual value. Analysis indicates that the estimated annual
reduction tn variable manufacturing costs from ¥225,000 with the old machine 10
150000 per year with the new machine. Should we buy the new machine?

Solution:

’ Sales prce of old T 25000 I
Uost savings: 4
ONd machine 2 225,000
Wew machinc g 150,000
Savings per year 2 75.069
X bive years X § years T 375,000
Fonat savings T 300.000

} Cosi nf new machine Z 250,000

E Differentiat income ¥ 150000

We should sell the old machine since the savings from the new machine does
outweigh the costs,

6.18.5 Process or Seli

When g product 15 manufactured. it progresses through vanous stages ol production.
Ofien a product can be sold at an intermediate stage of production, or it can be
processed further and then sold. Only pracess further if the revenuc is greater than the
tolaf costs of production.

Example: Assume that a business produces kerosepe in batehes of 4,000 galleons.
Standard quantities of 4,000 galions of direct materials are procgssed which cost
T 0.60 per gallon. Kerosene can be sold without further processing for ¥ 0.80 per
pallon. 1i can be processed further to yield gasoline, which can be sold for ¥ J.25 per
gatton. Gasaoline requires additional processing costs of T 650 per batch and 20% of
the gallons of kerosene will evaporate during production. Should we sell or process
further?

Solution:
3 Kerosene [
Sales: 4.000g x X 0.80 7 3,600 |
Casts of production: T 2400
4000 x T Q.40
Revenue from sales of kerosenc T 800
{asoline
Seles; 3,200p* x T 1.25 T 4000
Contd ..
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Cost of production:

Kerpsene T 2400

Gasoling TOA0

Total ensts of production ? 3,050
Revenue from sales of gasoline T 950

Since the revenue from sales of kerosene is less than revenue from sale of gasoline,
then gasoline will be produced.

6.18.6 Accept Businesses at a Special Price

Differential analysis is also useful in deciding whether to accept additional business at
a special price. The differential revenue that would be provided from the additional
business is compared to the differential costs of producing and delivering the product
to the customer. [f the company is operating at full capacity, any additional production
will increase both fixed costs and variable. However, the normal production ol the
company is below full capacity. additional business may be undertaken without
increasing fixed production costs. Only view variable costs.

Example: Assume that the monthly capacity is 12,500 units. Current sales and
production are 10,000 units. The current manufacturing costs are T 20 per unit with
fixed cosis of T 7.50. The normal selling price of the product is T 30 The
manufacturer receives from an exporter an offer for 5,000 units at T 18 per unit. The
production can be spread over three months. Should we accept the special offer?

Do we have unused capacity?

Solufion: Yes, capacity i1s 12,500 units and we are producing 10,000 units. So we can
produce an additional 2,500 units per month. The order is 5,000 units over 3 months
and that is feasible,

Costs of production T 20.00
l.ess lixed cosls T 7.50
VYariable costs of production T 12.50
Special offer T 18.00
Revenue from special offer T 5.50

Since revenue from special offer is positive, we should take the offer.

6.18.7 Setting Normal Product Selling Prices

Differential analysis may be useful in deciding to lower selling prices for special short
run decistons, such as whether to accept business at a price lower than the normal
price. Ihe normal selling pricc must be set high enough to cover all costs and
expenses and provide a reasonable profit. The normal selling price can be viewed as
the targeted selling price to be achieved in the long tun, The basic approaches to
setling this price are as follows:

Market Methods Cost plus Methods

Demand based Total cost concept

Compettion based Product cost concept
Variable cosi concept

Manapers using the market methods refer to the external market to determine the
price.

Demand based methods sel the price according to the demand for the product.



It there is high demand for the product, then the price may be set high, while the lower
demand may require the price to be set Jow.

Managers use the cost plus methods price of the product in order to achieve a target
profit.

Managers add to the cost a0 amount calied MARKUP.

6.18.8 Worth of Production
Cost of the production < Price of the product available in the market

The firm is befier advised to take the course of production rather than purchase of the
product.

6.18.9 Worth of Purchase
Cost of the production > Price of the product available in the market

The product available in the market is dame cheaper thap the manufacturing of a
product. The {irm is betier advised to buy the product rather than the manufacturing of
the product it the product price comes down to the price of T 16, facilitates the firm to
save Re ] from the cost of manufacturing.

Example: A refrigerator manufacturer purchases a certain component @@ T 50 per unit.
§i{ he manufactures the same product he has to incur a fixed cost of T 20,00C and
variahle cost per unit is ¥ 40, when can the manufacturer make on his own or when he
can buy from outsidc?

When the requirements are ¥ 5,000 units, will you advise to make or buy?
Solution: The very first point to be found is that Break-even point i units.

The break-even point is determined in units at which the cost of buying is equivatent
to the cost of manufacturing.

The cost of purchase per unit is I 50,
[T the same product is manufactured, what would be the total cost of manutacture?
Total cost of manufacture = Total fixed cost + Variable cost

The cost of buying is felt that an exorbitant one than the cost of manufacturing.
Having observed, as a manufactarer vadergoes for the manufacturer ol a component.
If he manufactures a component, be could save T 10 X 50 — T 40), wiich in other
words known as contribution per unit.

Before finding out the Break-even point in units, the contribution of the product
should be found out.

Contribution margin per upit = Selling price in the market - Cost of manufacture
Contribution margin per unit is nothing but the amount of savings to the manufacture.
Amount of savings out of the manufacture = Purchase price — Variable cost

Though the firm enjoys savings, it is required to additionally incur fixed cost of
operations ¥ 20,000

. . Fixed cost
Break-even point in units =

Purchase price - Variable cost

At 2,000 units, the firm considers both alternatives are incurring equivalent volume of
Cosr in manufacturing.
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Cost of buying for 2,000 units
= 2,000 units » ¥ 50 per unit =% 1,00,000

Cost of Buying Break even in Rupecs
=T 20,000 + 2,000 units > T 40 =T 1,600,000

From the above, it is obviously understood that baoth are bearing equivalent amount of
costs. It means none is profitable or non-profitable.

Which one is better for the firm?

“-No. of Units , Manufarturing coss Buying cost Decision

ic@ 2,001 units T 20,000 + T 80,0040 2001 = 3 50 Manulacruring cost < Buving cost
|:? 1.00,040 =7 00,050 Adviable o manufacture

‘@ 1.999 units 720,000+ T 79,960 1999 ~ ¥ 30 Manulactusing cost > Buying cost

!' J =T 94,960 T 99,950 Advisable 1o Buy

The next step 18 to identify the worth of either manufacturing the units or buying the
umtis at 5,000,

If the manufacturer buys from the outsiders = 5,000 x 2 50 =¥ 2,50,000
i the same manufacturer produces the component instead of buying
=T 20,000 +¥ 2,00,000 = T 2,20,000

From the above, the company is finally advised to manufacture the component due to
low cost of manufacture.

6.19 DETERMINATION OF SALES VOLUME IN RUPEES
AT DESIRED LEVEL OF PROFIT

To determine the sales volume {Rupees) at desired level of profit, the existing formula
for finding out the break even sales has to be redesigned.
Fixed Cost

Break Even Sales {Rupees) = ;
PV ratio

The above formula is in accordance with the method of coverage i.c. covering the
fixed cost and profit.

Contribution = Fixed Cost + Profit

To eam desired level of profit, which the {irm intends to earn should have to be
combined with the fixed cost, are the two different components to be covered only in
order to find out the contribution level to the wne of unchanged selling price and
variable cost per unit.
Fixed Cost + Desired Level Profit

PV ratio
Example: From the following information relating to Quick Standards Lid.. you are
required to find out (i) PV ratio (ii) break-even point (i) margin of safety. Caiculate
the volume of sales to earn profit of T 6,000.

Total Fixed Costs T 4,500
Total Variable Cost T 7,500
Total Sales T 15,000

New volume of Sales (Rupees) =



Selution: First step to find out the Contribution volume

Sales % 15,000
Variable Cost ¥7.500
Contribution ¥ 7,500
Fixed Cost T4,500
Profit T 3.000

(i} Second step to determmine the PV ratio

Ccmtribut1.'m'.>< 0= 7,500
Sales 13,000

* 100 = 50%

PV ratio =

Third step to find out the Break even sales

(iti}Margin of safety can be found out in two ways
{a} Margin of Safety = Actual sales — Break cven sales
=T 15000 -T9.000=7% 6,000
Profit _ 23,000
PVratio 50%

(b) Margin of Safety = =T 6,000

(iv) Sales required to eatn profit =T 6,000
To determine the sales volume o earn destred level of profit

_ Fixcd cost + Desired Profit

PV ratio
Q
N 74,500 + T 6,000 -2 21,000
50%
Example:
Break even sales T L.60,000

Sales for the year 1987 T 2,060,000

Profit for the year 1987 T 12,000

Caleulate:

(a} Profit or loss on a sale value of T 3.00,000

(b) During 1988, it is expected that selling price will be redueed by 10%. What
should be the sale if the company desires to earn the same amount of profit as
in 19877

Solution: The major aim is to compute {ixed expenses.
In this problem, the profit volume is given which ammounted ¥ 12,000
Profit = contribution - Fixed expenses
From the above equation, the volume of contribution only is to be found out.
To find out the volume of contribution, the PV ratio has to be found out.
Befare finding out the PV ratio, the margin of safety shoujd be found out.
Margin of safety = Actual sales — Break even sales

=T 2,060,000 - T 1.60.000 = T 40,000
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(a)

(b

—

Another formula for to find out the Margin of safety is as follows:

Profit
PV ratio

Profit _ %12,000
Margin of safety T 40,000

Margin of safety =

PV ratio = =30%

What s PV ratio?

Contribution )

PV ratio= 100
Sales
30% = Contribution

T 2,00,000
Contribution = ¥ 2,00,000 30% =¥ 60,000

Now with the help of the available information, the fixed expenses are to be found
out from the illustrated formula

Fixed expenses = Contribution — Profit =T 60,000 - T 12,000 = T 48,000

The next one is to Nind out the corresponding variable cost. The variable cost
could be found out with the help of the following formula:

Sales — Variable cost = Contribution
¥ 2,00,000 — T 60,000 = Variable cost =T 1,40,000
Profit or loss on the sale value of T 3,00,000
For a sale value of T 3.00,000 whar is the contribution ?
Contrmbution for T 3,00,000 sale =¥ 3,00,000 x 30% =T 90,000
Prohit or Loss = Contribution — Fixed expenses
=T 90,000 - T 48.000 =T 42,000 (Protit)
Sales to be found out to eamn same level of profit
Sale vaiue reduced 10% from the actual

¥ 2,00,000 - 20,000 =7 1,80,000

Variable cost =T 1.40.000
Contribution =T 40,000

For the new level of sale volume in rupees, the new PV ratio has Lo be found out

buti T 40,00
Confribution . 100 = ,000

= x* 100 =2/9 times
Sales T 1,80,000

PV ratio =

The next important step is to determine the volume of the sales to eam the desired
level of profit

_ Fixed expenses + Desired level profit
PV ratio

7 48,000 + T 12,000
29

=T 2,70.000




Example: SV Lid., a multi-product company, fumishes you the following data
relating to the year 1979:

Particulars First half of the year Second haif of the yeer
Sales T 45,000 T 30,000

] Fotal cost [ T 40.000 T 43.000

Assuming that there is no change in prices and variable costs that the fixed
expenses are incurred equally in the two hajf year periods, calculated for the year
{979. Calculaie the folowing:

{a} PV ratio

{b) Fixed expenses

{c) Break even sales

(d} Margin of safety

Solution: {a) The first siep is to find out the PV ratio

Change in Profit

Formula for PV ratio = 100

Change in Sales

To identify the change in profit, the profits of the two different perieds should
be known

Profit = Sales — Total cost

Profit of the first half of the year =T 45,000 - T 40,000 = ¥ 5,000
Profil of the sccond half of the year =¥ 50,000 — ¥ 43,000 =T 7,000
Change in profit =% 7,000 - T 5,000 =¥ 2,000

Change in safes =¥ 50,000 — ¥ 45,000 =T 5,000

2,000

PV ratio = ? * 100 = 40%

() Fixed expenscs, to find out the contribution should be initially found out
Contribution = Sales x PV ratio
=¥ 50,000 = 40% = ¥ 20,000
The fixed expenses o be Tound oul through the following equation:
Contribution — Fixed expenses = Profit
20,000 -T 7000 =7 13,000 = Fixed expenses
The fixed expenses found only for six months; for the entire year
=3 13,000 « 2 =T 26,000

(c) BL Sales
Y ‘o - :?_
_ Fixed expf:ns;s _ e 6,000:? 65,000
PV ratio 40%

(d} Margin of safety = Total sales — BF sales
The next component 1o be found out is total sales

Total sales = Sale of the first balf of the vear
+ Sale of the second half of the year

=¥ 45,000 + ¥ 50,000 =¥ 95,000
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T 20,000

Margin of safety in percenta fsales= ————— x 100 = 31.578%
g y in p ge of sales % 95.000 %

6.20 ACCEPTING THE EXPORT OFFER

Example:
The cost stalement of a product is furnished below:
Direct matenal 10,00
Drirect wages T 6.00
Factory overhead
Fixed T 1.00
Variable Z1.00 T 2.00
Administralive expenscs T 1.50
Selling or distribution overheads
Fixexd 2 0.50
Variable T1.00

T1.50
Selling price per unit T 24.00 T21.00

The above figures are for an output of 50,000 units. The capacity for the firm is
65.000 units. A foreign customer is desirous of buying 15,000 units a price of T 20 per
unit,

Advise the manuflacturer whether the order should be accepted, what will be your
advice il the order were from the loeal merchant?

Soiution: The acceptance of the order is mainly based on the two important coyenants
viz. Additional cost and Additional revenue.

If the additional demand of the foreign buyer is able to generate the additional revenue
more than the additional cost of the operations, the firm should have to accept the
foreign order.

Deciyion criteria

Marginal/Additional cast for the additional order of 15,000 units

Per unit () 15,000 units
Selling price 20 3,00,000
Less: Marginal cost 2
Dircct material 10.00
Direct wages 6.00
Variable overhead
Factory 1.00
Selling & Disirtbution 1.00 18 2,70.000
30.000

The acceplance of the order will generate marginal profit of ¥ 30,000 which should be
accepted. The fixed portion of the factory and selling overheads were already met out
which should not be meluded again in the computation of the marginal or additional
cost of the foreign order placed by the husiness enterprise.



Instead. if the {Irm accepts the local order at the rate of ¥ 20; which automatically will
spoit the relationship with the loyal customers who regularly purchase at the rate of 2
34, 'his will lead 1o cannibalization of the existing pricing strategy.

6.21 KEY FACTOR

Key factor is nothing but 2 limiting factor or deterring factor on sales voluwne,
produciion, labour, materials and so on.

The limiting factor normally differs from one to anather.
Valume of sales: the liniting factor is that produciion of required number of articles.

Votwme of production: the limising factors are as follows in adequaie supply of raw
materials, tabour. wabiliy 10 sell the produced articles and so on.

The limiting factors are studied in the lights of the contribution. The limiting factor is
bearing (he jnverse relationship with the volume of contribution. To study the worth of
the business proposals among the limiting factors, the contrilrution is considered as a
parameter (o rank them one afler another.

Fxample: From the following data, which product would you recorninend to be
manulactured in a factory. tirme being the key lactor?

e
Particulars | Per unit of Per unit of R
Product AR Product B2
b
Direct Matenal 24 td
|
Dircet Laboue (4 ¥t perhr 1 3 r
Vanahle overhieisl 2 2 per he 4 4
Selling price L] ]I 110 o
I_Sl:md.ud e to paduce 2 Howrs ] Y itours

Solution: The produci is being chasen by the manufacturer based on the ability of
generating higher contribution. The higher conlribution leads to a berter the posttion
for the finm. The worth of the product is being selected on the basis of folinwing:

ﬁnirular&n ] Per unit of Product A T h_l_’_er unit of Product B 2
Selling price 160 ti ]
sy Direed Maierial 24 14
Direct |.abour iz T T per br 2 3
Varjahle overhead T2 por be 4 3 6 23
I Cnntribul“iﬂn;l-_n_ T 87 T
! Siandard time 10 produce 2 Haurs 3 Hours
Coatribution per hour per product | T 70/2 Hrs =T 33 RT3 s 229

From the above calculation, it is obviously understood that the firm 15 having higher
contribution margin per hous tn the case of product & over the other ane, portrays the
product A is betrer than B.

Example: The following particulars are obiained from costing records of a factary:

Pacticulars Pey unit of Product A ¥ rl’cr unit of Product B 2
Dircer Material 2 20 pos Kg 80 ! KR

Pivect Labaur 4 ¥ Y per br 100 200
Vanabte overhead 40 bl
Selling price 300 LiXI0

Tolal fned oveitieads g 30,000 T
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Comment on the profitability of each product during the following conditions:

{a) Inadequate supply of raw material

{b) Production capacity is hmited

(c} Sales quantity is limited

(dy Sales value is lunited

Solution: The birst step is to determine the contribution per product.

Accordmg to the constraints given in the problem, contribition of two products should

be compared.

—~

_|

Particulars Per unit of Product A ¥ Per unit of Praduct BY
Lieliing prce

Direct Materia) 2 20 per Kg | 80 320

Direct Labor @ ¥ 10 per hr 100 wo |

Yariablc overhoad 40 220 80 | 6w

Conubution margin per unit 180 400

Now the contribution per unit has found out with the help of above given information
the next step is to study the contribution margin per unit to the wne of given

constraints of the firm.

i.  The first constraint is inadeguate supply of the raw material. The raw materials are
considered to be precious due to insufficient supply to the requirement of the firm.
Having considered the scarcity of the raw material, the constraint in availing the
raw material is denominated in terms of ability of contribution generation.

Particulars Per unii of Per unit of
Product A ¥ N Product B
Contribulion margin per unit 180 400
Consumpiton of raw materra) per
unit
Cost of raw material per unjt T30 =4 Kgs 2320=16Kgs
Cost of marerial per Kg 320 T 20
Contribution per Kg T 180=2 45 T400=2 25
4 ¥gs 16 Kgs

It obviously understood that the firm enjoys greater contribution margia per k.g. in
the case of Product A during the scarcity of raw material than the product B.

Then the production capacity of the firm is subject to the availability of the labour

and the hours notmally consumed by them for the production of a singie product.
Due 1o shortage of the labour, the firm should identify the product which requires
lesser labour hours as well as able to generate more contribution margin per

labour hour.

In the next step, Contribution margin per hour should be calculated.

Particulars

Contribution margie per unin

Per unit of Product AT

Per unit of Product BT

18

Copsumption of Labour Hrs

Cost ol Labour per unit
Cast of Labour per Hour

400

Contribution per Hr ef the
L prodjuct

100 = 10 Hry 7 200 = 20 Hrs
Z10 10

Z IR0 =3 18 7A00=2 20

\0 Hrs 20 Hrs




The contribution per hour is greater in the case of the product B, considered to be
as a berter product among the piven. It means that the firm has betier opportunity
to carm greater contribulion in the case of product B than A

3. The next une is that sale of the quantities is the major limiting tactor. It means that
the vendor finds somewhat difficulties in selling the articles. While considering
the difficultics in selling the quantities. the finm should identiy the product which
is able to penerate greater contribution.

From the earlier calcutation. it s clearly understood that, the product B 1s bearing
greater value of contribution margin per unif than the product,

4 1 the sales value is considered to be a lmiting factor, to choose one among the
given products PV ratio is being applied as a measure. 1t means that the sales
value of the products is ignored for comparison in benwveen them. (u identify the
better product, irrespective of the poce, PV ratio should be applicd. The PV ratio
of the Product A & B is calculated as follows:

Contribution
Sales

Profit volurhe ratio = * 100

For A = 45%

For B = 40%
The PV ratio is greater in the case of product A than 8. The product A has to be
chosen.

6.22 SELECTING THE SUITABLE PRODUCT MIX

in the market, dealarship is oftered by the varous companies 10 the individual
intermediaries in promoting the sale of products. Before reaching an agreement with
the company 1o act as a dealer. normally every individual considers the profitability of
the product mix offered by the firm. For example, there are two different companies
brought forih their advertisements i offering the dealership to the individual trading
firins viz. HCL and 1BM.

The protfitability under the dealership banner should be appropriately considered prjor
to 1ake decision. To lake rational decision, she {irm should compare the profitabi)ity of
both different dealerships of two different giant industriat beands. The preater share of
the profitability in volume will be selected and vice versa.

Example: Following information has been extracted of £XCEL Rubber Products Lid.

{hreet nutenals A Zib
Direct materials B o £12
'_Dirm wiges A 244 Hrs at 50 paise per hour
Direct wages B 16 Hrs al 31 parse per hour T
Variabic averhcads 150%0 of wages !
Fixed overheads 21500 ]
Selling price A 750
Seliing prive B a4 ]

The directors want to be acquainted with the desirability of adopting any onc of the
following alternative sales mixes in the budget for the next period.

(a) 250 units of A and 250 units of B
{by 200 units of B only

{c) 400 units of A and 100 units of B
{d} 150 units of A and 350 units of B
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State which of the nlternative sales mixes you would recommend to the

management?

Selution: The first step is to determing the cantribution margin per unit of A and 13.

The determination of the coniribution of product A and B are through the preparation

of Marginal costing statement.

Particulars Product A ¥ Product BT ‘
Selling price 50 A0

Less: Direct Materials 16 12

Direct wages 12 8

Variable overheads 18 12 T
Variable cost 46 12
i'C(ml'riburion 4 8 4{

The next step 1s to determine the profit level of every mix.

(a) 230 units of A and 250 units of B

The first step is to determine the tota) contribution of the mix. Why the {otal

contribution has to be found out?

The main reason is to determine the profit level of the mix through the deduction

of the [ixed overheads

Product of A 25Qunits T 4 = T 1,000
Product of B 250 units ¥ 8 = 72,000
Comribution T 3,000
Fixed overheads £ 1,500
Profit 1,500
(b) 400 units of B only
Product B Contribution 400 units T 8 = 3,200
Fixed overheads T 1,500
Profit T 1,700
(c) 400 units of A and 100 units of B
Product of A 400 units T 4 T 1.600
Product of B 100 units T 8 ¥ 800
Contribution T 2,400
Fixed overheads ¥ 1.500
Profit T 900
td) 150 units of A and 350 units of B
Product A 150 units T 4 T 600
Praduct B 350unitis T 8 T 2.800
Contribution T 3,4(4
Fixed overheads 1,500
Profit T1.900
Mix | A 'B C [D
Contribution {%) | 1,500 | 1.700 900 | 1.900

The profit leve! among the given various mixes. the mix (D} is able to generate

highest volume of prafit over the others.



6.23 DETERMINING OPTIMUM LEVEL OF OPERATIONS

Under this method. the fevel has to be found out which is laving lesser selling price,
cost of operations and greater profits kitown as optimum leve! of operations.

Example: A factory engaged in manufacturing plastic buckets is working at 40%
capacity and produces 10,000 buckeis per annum.

The present cost break up for bucket 15 as under:

Material TI0
{.abour T3
Overheads T 5 {60% fixed)

The selling price 15 T 20 per bucket,

ITit ts decided to work the factory at 50% capacity , the selling price falls by 3%. At S0
% capacity 1he setling price falls by 5% accompanied by a similar fall in the prices of
material. You are required 1w calcutate the profit ac 50% and 90% capactties and also
calculate break-gven point for the sasme capacity productioas,

The very first step is 10 compute number of units at every level of capacity i¢ 50%
and 90%.

But in this problem, 40% capacity utilization (s given which amountad 10.000 units,

o 3 .
For 50% = - upits - 30 = 12 500 units

For 90 % =

} 0,000 units .
—E BT g = 22,500 wits

40

The important information is that 1the changes laken place in the selling price of the
product.

Selling price =3 20@ 40% { ¢ . 10.000 units
Selling price /@ 50% ie¢ 12500 unjts =¥ 20~ 3% on T 20 =T {9.40
Selling, price (@90% ie 22,500 units =T 20— %% onT 20=T 19

While preparing the marginal costinp, statement, the fixed cost portion sbould not be
inctuded for the computation of the contribution.

The next step is to prepare the marginal costing statement.

Particolars 50 % capacity 0% capacity
(12,500 Units) £ (22,500 units
Perunin? Totat ¥ Per uni{ ¥ Total ¥
Selling price 19 40 2,42.500 19.00 4,27.500
Less: Direct Marerials 1] 125000 PR 2.13.750
Direct wages 3 37.500 3 67.500
——
Vanable overhends 2 25,060 3 45 000
Wartable cosl B 14,50
Conribution 4.41 55400 4.0 113,250
| Fixed costs 30.000 10,000
b et
Profu 25,0410 71.250

Jvg
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The last step is to determine that the break-even point

Particulars 50 % capacity 12,500 inies 90% capacity 22,500 units
Dreak-even point im units T 30,004 £ 30.000
_ Fixed cost ¥ 4.40 ta.50
Contribution margin per vait | = 6,818 units = 6,667 units
Break-sven point in valae 6.818 units x ¥ 19,40 6,667 units =~ 2 }9
‘ OLP in units  Selling price =2 1322692 =T 1,26.673

6.24 ALTERNATIVE METHOD OF PRODUCTION

It is a method to identify the best meihod of production to penerate greater
contribution as well as profit. The method which is able to earn greater profit anly will
be considered, known as limiting factor method.

Example: Product X can be produced either by machine A or machine B. Machine A
can produce 100 unils of X per hour and machinc B 150 units per hour. Total machine
hours available during the year are 2,500. Taking into account the following dara
determine the method of profitable manufaciure.

Per anit of Product X |
Machine A | Machine B
L T
Marginal Cost 5 &
Selling Price 9 9
_Fixcd Cost B 2 2
Salution:
Profitability Statement
- ] Machine A Machim
Sclling Price per unit (T} g @
Less - Marginal Cost (T) 5 G
Contribulions per unit (I) 4 3
Output per hour 1) unit 150 units
Conlributsons per haue () 400 450
Machine Hours per year 2.500 2,500
Annual Coniribution {T) 10,00.000 11.25,004
tlence, production by machine B is more profrable, _\

6.25 MARGINAL COSTING VS. ABSORPTION COSTING

Marginal costing is also termed as variable costing, a techomique of costing which
includes only variable manufacturing costs, in the form of direct materials, direct
labour, and variable manufacturing overheads while determining the cost per unit of a
product. Whereas Absorption costing is a costing technique that inclndes all
manufacturing costs, in the form of direct materials, direct labour. and both variable
and fixed manufacturing overheads, while determining the cost per unit of a product.
1t is also referred to as the fuli-cost technique.

In the costing of product/service, a marginal costing techmigue considers the
behavioural characteristics of costs (segrepations of costs into fixed and variable
elements), becavse per unit variable cost is fixed and total costs are variable in nature,
whereas total fixed costs are fixed and per unit fixed cost is variable in nature and
furthermore variable costs are controllable in nature, while total fixed costs are



un-controllable in nature. Marginal costing is usefuf for shorti-term planning, control
and decision-making, particularly tn a business where multi-products are produced. In
marginal costing technigue. the contribution is calculated afier deducting variable
costs from sales value with reference to each product or service, in order 1o calculate
the total countribition from all products/services which are made towards the fotal
fixed costs incurred by the business, As ihe fixed costs are treated as period costs, are
deducted (rom total consribution to arrive at ner profit.

in the comext of costing of a praduct/service. an absorption costing considers a share
of all costs incurred by a business to each of its products/services. In absorption
costing techoque, costs are classified according 1o their functions. The gross profit is
calculated afier deducting production costs from sales and from pross profit. costs
incurred in relation 10 other business functions are deducted to amrive at the net profit.

Absorption costing gives better information for pricing products s it inctudes both
vartable and fixed costs,

Marginal costing may ivad 10 lower prices being offered if the firm is operating below
capacity. Custogners nmiay still expect these lower prices as demand/capacity increases.
6.25,1 Profit Statements under Marginal and Absorption Costing

The net prolit shown by margenal costing and absorption costing technigues may not
be the same due to the different treatment of fixed manufacturing overheads. Marginal
costing scelunque treats [ixed manufacturing overheads as period costs, where as ip
absorption costing techpique these are absorbed inta the cost of goods produced and
only charged against profit in the pertod in which those goods are sold. In absorpsion
costing income stalement. adjusument peraining o under or over-ahsorption of
overheads 1 also made to arrive at the profit.

Terms are explained as below:
Product and Period Costs:
). Product cosrs: The costs of manufaciuring the products;

2. Perfod costs: These are the costs other than product costs that are charged to.
debited to, or written off to the income siatenient each period.

A Cage Lxample on Marginat and Absorption Costing:

Diata for a Quarter for a manuofacturing company:

Level af Artivity 60% %o ]
Sales and Production Linils) 36,000 ____bhow

T {000y T (MI00)
Sules 432 FH
Preduction cosis
{Variable and fiwed) 366 St ¥
Sales, distribujon and adminstration costs
(Variuble and Hed) 126 t50 |

The normat leve! of activity Jor the current year is 60,000 units, and fixed costs are
incurred evenly throughout the year.

There were wo stocks of the product at the start of the quarter. in which 16,500
units were made and 1350 unils were sold. Acrual fixed costs were the same as
budgeted.

|
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Then, various calculations regarding Absorption vs. Marginal costing can be worked

out as under:
Production Sales cte,
Costs (T} costs (T )
Yotal costs of 60.000 waits (fixed plus vanable) 5,010,008 1,50,000
Tatal costs of 36,000 units { fixed plus variable 3,66,000 1,236,000
Diffcrence = variable costs of 24.000 unils 1,44,000 24,000
| Variable casls per unit T6 71
Production Sales ete.
Costs (T) Costs (T)
Total costs of 60,000 units 5,106,000 1,50,000
Variable costs of 60,060 unjis 1 3.60,000 60,000
] 1,50,000 20,000

Fixed costs

The rate of absorption of fixed production overheads will therefore be:
¥ 1.50.000 +~ 60,000 =T 2.50 per unit.

(iy The fixed production overhead absorbed by the products would be 16,500 units

produced = T 2,50 = T 41,250

(i) Budgeted annual fixed production overhead =¥ 1,50,000

production overhead {1.50.000 =4}

Agtoat guarterly fixed production overhead = budgeted quarierly fixed

Production overhead absorbed inte production [see (i) above)

| 41,250 |

Over-absorplion of fixed pmduction overhead

(iii} (&) Profit siatement for the quarter using Absorption Costing

| 3750

(b) Profitl statement for the quarter using Marginal Costing

T ? g |
Sales (13,500 = T 1) 1.62,000
Coasts of production (ne opening stocks)
Value of stocks produced {16,300 = T 8,50} l 140,250
Less value of closing stoch i
(3.000 vnits » full production cost af ¥ §,50) {25,500
[ 114750
Sales ele. Costy
Variable (13,500 T 1) |_l3_,500
Fixcd {14 of T 90.000) 22,500
36,000
Total cost of sales 1,50.750
Less over-absorbed production overhead 3,730
' i 1.47.000
Profil 15,000

Sales (13,300 = T 1)

I

1.62.000

Vartable costs of production (16,500 « T 8)

99,000

Less value of closing stocks (3,000 < ¥ 6)

]

13.0060

| Variable production cosi ot sales

Variable sales ete. costs (13.300 <3 1)

81,000
13.500

Total variable cost of sales {13,500 = T 7) | 94500
Contribution {13,500 = T 3) 67,500 _
~ Fixed Costs: Production | 37.500
Sules etc. 22,500
| 60,000
| Profit 7500 |




Conclusion: Hence, Profits as shown by Marginal and Absorption Costing technigues
are not the same, due 10 the reasons explained above.

—

Cleck Your Progress

£l in the blanks of the tollowing:

1. Marginal cost is the amount by which total cost changes when there is a
change in output by

2. Absorption costing also known as

3. The _expresses the relation of contribuiion to sales.

4. is a technique of studying cost-volusme-profit selationship.

5. Contnibution refers to the excess of selling price over the variable cost is

also knownas

6. The angle fornned at the right side of the break-sven point indicates the
area.

6.26 LET US SUM UP

Margmal costing i» one of the spectal techniques of costing used for analysis and
interpreting cost data for the purpose of assessing the profitahility of the products,
depanuments and cost centres. Economists deftne marginal cost as the additional

cost of producing one additional unit of product. This shall include an element of

fixed cost also.

Marginal cost is the amoum by which total cost changes when there is a change in
output by one umt. In marginal costing. only variable costs are charped 1o cost
unity Variable cost is one which tends te vary directly with the volume of output,
in marginal costing, a differentiation is made between the fixed costs ¢lentents
and the variable cosis elements. No other category of costs is taken int
consideration. Sometimes a decision has to be made whether to manufacture a
component or a product or to buy it readymade from the market. The decision to
purchase it would be having taken if the peice paid recovers some of the fixed
eXpenses.

Under marginal costing, selling price is fixed on the basis of conmibution. In case
of cost plus contract, at is very difftcult to fix price. Cost-volume-profit analysis is
a part of marginal costing, The cost-volurme-profir analvsis is the analysis of three
variables, wiz., cost, volume ard profit. In cost-volume-profit analysis, an atlempt
is made to measure vartations of various costs and profit with the volume, The
clement of cost can be wrilten in the form of an equation. This equation is known
as “marginal cost eguation”. The importaat element of the marginal cost equation
is the "contribution’ factor which is resulted from the sales value after deduction
of variable costs.

The profit-volume ratio, popularly known as the P/V ratio, expresses the relation
of contribulion to sales. The marginal costing technique heips the management in
tahing decisions tegarding changing the ratio of product mix which gives
maxinwam conlribution or in dropping unprofitable product line. Marginal costing
technique shows the contribution of c¢ach product to fixed cost and profil.
Marpinat costing technigue can ascertain bow many units have 1o be sold o
inaintain the same leve! of profits. Marginal costing helps the management in
measuring the perfartnance efficiencies of a depariment or a product line or sales
division.
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® A management of any type of business organisation i confronted with the
problem of making appropriate decision. *Behaviour of cost “plays a vital and
crucial role in decision-making areas.

e Diflerential revenues and costs (also called relevant revenues and costs or
mcremental revenues and costs) represent the difference in revenues and costs
among alternative courses of action. Differential cost is a broader and more
fundamental concept Lhan marginal cost. Differential Costs are all the costs and
only the costs that change as the vesult of a specific decision. The increase or
decrease in the total costs at a particular level of activity with respect to another (s
referred 10 as differential costs. The tecbnique employed o analyse differential
cost is known as “differential cost analysis” or “differential costing”.

® DBoth marginal costing as well as differential costing techniques anatyse the basic
behaviour of costs, that is, the fixed and variable costs. Due to this fact. both
tfechniques are similar in some aspects and vary in some other factors, Most
management decisions may be referred to as altermative choice decisions.
Altemative choice decisions cover situations with two or more alternatlive cousses
of action from which the manager (decision maker} must select the best
alternative. A decision involving more than rwo alternatives is called a multiple
alternative choice decision.
The limiting factor nonnally differs from one to another.
Volume of sales -- the limiting factor is that production of required number of
articles.
Tn the market, dealership is offered by the various companics to the individual
intepnediaries in premoting the sale of products. Before reaching an agreement
with the company to acl as a dealer, normally every individual cansiders the
profitability of the product mix offered by the firm.

6.27 LESSON END ACTIVITY

“Marginal costing is essentially a technique of cost analysis and cost presentation.”
Discuss the statement with reference to advantages and limitations of marginal
costing,

6.28 KEYWORDS

Marginal Cost: The amount of any given volume of output, by which apgregate
variable costs are changed if the volume of output is increased by one unit.

Marginal Costing: Marginal costing is not a specjal method of costing but is an
application of the existing methods in such a way that cosls are presented in a
particular form by segregaling fixed and variable costs.

Contriburion; Contribution margin of a product is the difference between the selling
price and its variable cost. 1 is obtained by subtracting marginal cost from sales
revenue of a given activity. The difference between sales revenue and variable cost is
called contribution since it contributes towards fixed expenses and profit of the entire
business.

P/V Ratia: The profit-volume ratio is the contribution expressed as a percentage of
sales.

Break-even Point: It is the level of activity at which total costs of the urits equal to
total revenue, leaving no profit of loss.



Break-even Chart: The breakeven chart is a graphical representation of cost volume 205
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profit relationship. §t depicts the profitability/loss, breakeven of the undertaking at Costing
different levels of oufput.

Differential Revenue: U is the amount of increase or decrease in revenue cxpected
from a course of action as compared with an alternative.

Differential Cosr: 1 15 the amount of increase or decrease in cost that is expected from
a course of actian as compared with an altemnative.

Differential Income ar Logs: It ig the difference between ihe differential revenue and
the differential costs.

Differentiai Analysis: U focuses on the effeet of alternative courses of action on the
relevant revenues,

6.29 QUESTIONS FOR DISCUSSION

.

MR 9

14
. List out the featores of differential cost analysis.
12.

13.
14,

What do you mean by marginal ecsting? Explain the main features of marginal
costing.

Discuss the meaning, advantages and disadvantages ot marginal costing.
Distinguish between marginal casting and ahsorption costing.
What do you mcan by break-even analysis? What are its assumptions?

Briefty explain the term “Break-even point” and give is uses. How can the
break-even point be computed?

Cxplam Lhe following terms:

{a) Coniribution, (b} P/V Ratio, (c} Break-even point, {(d) Margin of safety,
(e) Angle of incidence.

From the following figures, vou are required to calculate:
{a) P/V ratio, (b) Break-even sales volume, (¢) Margin of safety. and (d) Profit.
Sales ¥ 4,000: Variable cost ¥ 2,000; Fixed cost T 1,600

Given:

Fixed cost ¥ 8,000
Break-even units 4,000

Sales {units) 6,000
Sefling price T 10 per unit

You are requirad to work out: (a) variable cosf per unit, and (b) profit.
From the following data, you are required io caiculate:

(a) Profit, (b) P/V Ratio, (¢} Break-even units, and (d) Break-even sales volume.
Production/Sates 200 units (@ T 20 per unit,

Variable cost @ T 10 per unit, and

Fixed cost T 800

Define differennial cost and revenues,

Elucidate the various similarities between marginal cosiing and differential
costing.

Write brief notes on applications of differential cost analysis.

Distinguish between the margina! costing and differential costing,



206
Management Accousating

i5. List out the types of choice decisions taken with the help of differential analysis.
16. Write about the make or buy decision under differential analysis.
17. Write brietly on adding or dropping a product.

18. Elucidate the key factor analysis,

Check Your Progress: Model Amswer
{. One unit

Full costing

Profit-volume ratio

Break-even analysis

Gross margin

Profit

A
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7.0 AIMS AND OBJECTIVES

After studving this lesson, you sheuld be able to:

® Understand the meaning of Budger. Budpeting and Budget Manwal

@&  Discuss the nature or characteristics of budget

e Describe the objectives. advamtages and limitations of Budgetary control
® Discuss essentials of effeciive budgeting

e Explain various kinds of Budget

"Every business. no matter how small, needs a budget. Without a budget, it is like o
ship withaut a course. cruising atong blissfully unaware of how far off the best route
is or which rocks it hils next: only sheer luck can save it from misfortune and

T

misadventure ™
M.A. [icher — Management Accounting for the Lending Banker

The abave guotation stresses the need for a "budget” in a business enterprise. Every
business activity for one specific period has to be planned, and controlled. There are
several control techniques adapted to cantrol the business operations, Budget is one
such vontrol lechnique, which is gainfully employed in many business enterprises.

7.2 MEANING OF BUDGET

The term *budget’ appears to have been derived from the French word “bougetie”
which means a leather bag or a receptacte of documents and accounts in which funds
are appropriatcd for nieeting anticipated expenses. But in business, a budget is an
expression of a firm's plan, policies and programmes in the form of a numerical
staternent for a definite period of time in future, 1t is a plan laying down the targets 1o
be achicved within a specified period. [t anticipates income for a given period as weli
as estimates cost and expenses of oblaining the income with the object of earming a
desired profit or as an aid in controlling losses. 1t puts in black and white quantitative
plans to co-ordinate and contrals the use of resources for a specified period. Welsch
who uses “Budgeting” and “Profit Planning and Control” in the same sense, says,
“The budger or profit plan is a formal queniitative statement of management plans
and policies for a given period and is used as a guide or blueprint in that period.”
Truly speaking, u budget is a standard with which to measure the actual achievements
of departments, departmental beads and the business as a whole. As the budget is



prepared for a business unit, hence, it is called “business budget”. A jew imponant
definitions of budget are given below:

"A budget is o pre-determined siatement of munagement policy during o given period
which provides a standard for comparison with the vesults actually uchicved

—Brown and linward

"4 budpet is an estimare of future needs arrunged according te un orderly busis
covering some or all activities of an enterprise for a definite period of time

—(ieorge R. Terry

A hudget is a comiprehensive and coordinated plun, expressed in financial terms, for
the uperations and resources of an enterprise for some peviod in the fulure.”

—Fremgen James

According 10 ICMA, England, a budget is, "a financiat umlior guantitative statenrent.
prepared and approved prior 1o a defined perind of lime, of the policy v be pursued
during the period for the purpose of atiaining a given objective”,

In his book “A Dictionary for Accountunts”™, Kohler defines budge) as;

® Any financial plan serving as an estimate of and a control over tuture
operations.

& Hence, any estimate of luture costs.
o Any systematie plan for the utilisation of manpawer, material or vther respurces.

The Chartered Institute of Management Accountants, London. (terminology)
defincs a budget as “o plan expressed in money. i is prepared and approved prior
tiv the hudget period and may show income, expenditure and ihe cupital o be
emploved. It may he drawn up showing incremental cffects on former budeeted or
uctiul figures, o be compiled by sero-based budgeting. " A budget thus is a precise
statement of the financial and quantitative implications of the course ol action that
management has decided to follow in the immediate next period of time (usually a
yearl,

It is also defined as, "a blueprint of a projected plan of action of u husiness for a
deflnite period of time "

7.3 NATURE OR CHARACTERISTICS OF BUDGET

On analysis (e aforesaid definilion of budget, the following characieristics are
identified:

). Comprehensive and Integrated Plan: A budgel is the plan of a firm’s
expectations in the future. I is a comprehensive plan in the sense that all activities
such as purchase, sales. production, finance etc. are considered when it is
prepared. 1t is the budgets of the enterprise as a whole, known as masler budget.
Though budgets are prepared for various depariments of the enterprise. but they
are components of the total budget i.e. masier budpet. The comprehensive or the
master budget is prepared after coordinating budgets for various departments of
the enterprise.

[ 393

Expressed in Monetary/Financial Terms: A budget is alwavs expressed in
[inancial terms. Initially the budgets may be prepared in terms of guantities, but
finally they must be expressed in the money units, For example, purchase and
production budgets will involve units of raw material and finished goods
respectively; the labour budget will involve men and labour hours or the sales
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budget may involve termitories and customers to be served. Bul coordinated and
comprehensive budget can be prepared only when all these budpeted are
expressed in some common denominator. This common denominator is money,

3. Ptan ef Firm’s Activities and Resouwrces: A budgel is a technigue 1o plap for ali
operations and resources of an enterprise. The budget must plan both the aspects
le. revenues and cxpenses relating to 2 specific operation. Along with this,
planning for the rcsources necessary to carty oul these operations should also be
madc. The planning of resources will include asserts and sources of funds.

4. Future Plan for Specified Period: A budget is meaningful only when it is related
o a specified period. Therefore, budget estimates are prepared for a specified
period. For example, a production target of 50,000 units or a profit target of
31,00,000 has no meaning unless it 15 stated when these targets have 10 be
achieved. This budget period may be a week, monih or year. With this view,
budgets may be shon-term as well as long-term.

5. Budget as a Standard: A budget incorporates targets related to different actjvities
of the enterprise. fhese targets are fixed on the basis of accomplishments and
future changes. Thus, targets incorporated in a budget are the standards, which are
tried o complete with the actual results. If there is any variation between these
targets (standards} and actual results, the causes are analysed and corrective action
is taken or budget estimaies are revised in future.

7.4 MEANING OF BUDGETING

The progress of preparing and using budgets to achieve managemeni objectives is
called budgeling. The most important functions of management at the highest level in
busipess are planning, co-ordination and conirol. Budgeting is helpful in performing
these three functions properly. Thus, budgeting is a managerial progress that involves
preparation of budget, budget conirol, budget co-ordination and acknowledgement of
the problems and ditTiculties relating to future budeet period and iaking timely
decisions for further retrieval. Really speaking, budgeting implies all the methods and
technigques of budget and budgetary control. That is why, J. Betty has said, “the entire
process of preparing the budget is known as budgeting.” A few important defininons
of budpeting are given below:

" Budgeiing may be said lo be the act of building budget.”
—Rowland and Harr

“Budyeting Is the preparation of comprehensive operating and financial plans for
specific infervals of time. "

—Shillongow

7.4.1 Objectives of Budgeting

The managemem process of an organisation contains planning, directing,
vommunication, co-ordination, and control syslems. The budget takes care of these
operational aspects and is prepared accordingly. Following are the objectives of
budgets:

(i) To implement the desired plans: Budget provides a definite course of action. The
clement of planning is infused in it. This means, every operation is weil-defined
and policies and procedures are sel to follow automatically by the workforee to
achieve the desired results. Budget facilitates planning of business operations.
Purchase, sales, production, research, finance etc., areas are covered in planning
process and in the absence of budgets, there may be over-estimation of profits,



mis-management of working capital, or wrong allocation of resources. Thus, one of
the importam objectives of budgeting is to plan and forecast the fulure course of
business action in an enferprise and provide necessary methods and procedure to
achieve the desired result i e. maximising profit.

(i) Tr provides control tools: Although budget itsell'is a control wol. control methods

are incorporated in the budget. The objective here is to control through
"Management by Excepiion”. This means fixing responsibility to each level of
management in the organisation and provides them wiath plan of action to be
carried out by them with cerain amount aof powers. These middle managers are
only to monitor the courses of action in their depanments and send periodical reports
to the top brass about the perforrnance and variance, if any, from the set action plan.
This will assist the top management in redesigning its operations or adopting other
alternative techniques to achieve the desired result. Thus, 'management by
exception’ as a control technique will be successul. Control techniques are inbuilt in
budgets and it is one of the objectives of budgeting. [1 provides control with
delegated authority.

tii1) To proviile sound communication system: Whatever plan prepared by the top brass

will be successfully communicated through budgets, Every activity is pre-
determined and is well-defined in the budget. The middle managers necd not seek
any clanfication now and then. They have to implicitly follow the procedure laid
down in the budget. Thus. it will act as an effecuve wnlicn communication
systemn which facilitates ihe smoath functiomng of business aperations.

(iv) To co-ordinate the various functions: Every business operalion in an enterprise is

interlinked and cannot be isolated. Ziz-zag or back-tracking operations consume
much time and money and eat away the profits. There should be harmonious
relationship between the depariments of the enterprises and every related activin
should be suitably co-ordinated. Budget does this job effectively. It fixes the
course of aclion for each operation and gives a direction to work. Each level in an
organisational hierarchy is taken care of and responsibility is fived 10 each level.
Profit centres are identified and performance levels are fixed to cach centre. fhus,
the budget determines the work for each functional area and co-ordinales each
related work to see that waork flows smoothly and economically

7.4.2 Dillerence between Budget and Budgeting

On the hasis of aforesaid description, the difference between the lerms budyget and
budgeting may be stated as follows:

Budgert is a financial plan for a specified future period: whereas budgeting is a
managerial progress of preparing future plan.

Budget is a means to aflain business tarpets: whereas budgcting s a methed of
budget preparaiton which determines budget targets.

Budget contains estimates of income and expenditure tor future specified period
whereas budgeting contains the whole process of budget preparation. performance
and cvaleation.

Budget assists the management in attaining the objectives, whereas budgeting
provides the yardsticks to the management.

Budget provides pre-determined standards. whereas budgeting formulates the
budget in the formn of standards.

Budpet is a forecast, whereas in budgeting forecasting helps in budgel preparation.

Budgel is a work plan, whereas budgeting is a techmque of planning,
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7.5 PRINCIPLES OF BUDGETING

Budgets are based on certain principles for which there is gencral acceptance among
ditferent expects. Robert N. Anthony has described the following principles of
budgeting in his bock, ‘Principles of Munagement Accounting .

R

t

Sponsored by Management: Budget is a management iool, hence it should be
sponsored and supported by top management. All the employees of the firm must
know the fact that management is interested in budueting.

Determination of Responsibitity Centres: For hudgeting each and every official
in the orpanisation must know. what are his rights and for what sort of duties he
may be held responsible. This requires creation of responsibility centres for each
part of the budget. The controliable costs of each responsibility centres should
also be specified.

Co-operation of Responsibility Supervisors: The management must seek co-
operation of all the responsible supervisors in preparation and execution of
budgets, and in estimating resources required [or its execuiton. They should be
acquainted with all matters relating to budgeting. [f it is not so, they begin to
oppose budget targets and do not take interested in achieving them.

Education of Budget Process: Responsible supervisors must have full knowledge
of budget procedure, For this, they should be imparned proper training {rom time
to time. Budget manual and other material can be used for this purpose. Besides it
exira meeting and conferences can be arranged where knowledge about 1echniques
of formulating and plans, comparing and analysing acival and budgeted results
can be imparted.

Budpet Period: Budget period should be decided by taking into consideraiion the
pature of business and features of cach responsibilitv centre. This period should be
sufficient 1o view the working results of executives. Generally, a budpet is prepared
for one year, but if the results of some functions are to be evaluated sn a short
period, then shon-term budgets covering three to six months can also prepared.

Uniformity in Budget and Accounting Terminology: The words used in budget
and accowting should be synonym, otherwise comparison between actual and
budgeted figures will be difficuit and conclusions drawn will be misieading. For
example, if direct Jabour cost includes wages for actwal working days, holidays,
idle time and all fringe benefits, then direct Jabour cost in accounting system
should also be commensurate to it.

Reasonably Attainable Targets: The targets or proposed programmes in the
budget should be such that can be achieved with minimum efforls. If targets are
set 100 low that may cause slackness among the workers,

Significant Exceptions: When actual resulis are compared with budget targets,
some variations are bound Lo arise. While considering these vartations, the
‘principles of exceptions' should be followed i.e. only important variations should
be considered.

Matching Budpeting Costs and Benefits: One should be very careful to expenses
incurred on budgetary system. In no case, the expenses incurred on this sysiem
should exceed the benefits derived from it otherwise the system will prove a futile
exXErcise.

. Distinction between Line and Staff Functions: The duty of the budget officials is

10 assist in the basic functions of the firm; preparation of budget is noi their main
function. The responsibility of formulating plans for accomplishing the basic



objectives of the firm rests with the top management. Hence, there should be
clear-cut demarcaiion between line and statT functions.

. Review of Budget Estimuates: Top management should serutinize and review the

budget estimates a1 frequent intervals, otherwise it may convey the message
among the employees that management has no faith in budgeting.

. Final Approved: A delinite procedure should be followed to finally approve the

budget. This requires immediate communication of budget approval to all the
officials. Tacil consent creates confusion among the employees of the concern.

7.6 LIMITATIONS OF BUDGETING

The advantages of budgeting are unguestionable, (mpressive in nature and for
reaching in their impacts. But. at the same time, it sutfers from serious limitations.
The management should keep them in view while using the tool of budgeting.
Following arc the main limitations of budgeting:

1.

12

th

Based on Estimates: Budgets are based on estimales or forecasts and the success
or failure of budgeting depends to a large exient upon the accuracy of these
estimates or forecusts. Estimales or forecasts are based op approximation and
manaperial judgement, Managerial judgement may suffer from subjectjvity and
personal biases. Therelore. quality of budgets is associated with the inlelligence,
skill and experience of management. This aspect of budgeting should always be
kept in view whife interpreting ihe resulls there of.

Danger of Rigidity: When budgeis are prepared with targets in quaniity and
money value, there is a lendency 1o consider the budget ligures as something tinal.
[n such a case. the budget plan is bound 10 become rigid. But budget estimates
relate 10 business conditions, which may be constantly changing, and it becomes
necessary 1o change the budgei estimates ip the light ol changed business
conditions. Thus, it is dangecrous to treat budget estimates as rigid.

Budger Execution is not automatic: Budgeiing implies the preparation of budgets

. and their execulion also. As such, a2 merc preparation of budget does not mean that

their execution is automatic. The execution or implemeniation of budgets depends
upon the co-operation and participation of executives at all levels of management.
Every nember of the organisation must exert continuous and aggressive effors to
achieve the objectives of the budpet.

Internal Struggle: The budgeting system encourages intermal conflict competition
and vwndue pressures in the organisation. Every depariment tries to achieve Llargets
set for it without taking into consideration the targeis set {or other departments
and overall objectives of the budget, All these result in the conflict. which
ultimately affect the efficiency of the budgening system.

Encouragement to Dictatorial Tendency: Budgets have bcen used as a pressure
device in many instances. Experience has shown that responsible officers adopt
diciatarial tendency 1o drag costs downward with a view (o keep the expenditure
within budget limits. They put more burdens on the employees. Thus, they act as a
steam roller and seeh 10 attain their objectives by cxploiting people under the
pretence of compliance of enterprise goals. This aspect of budgeting creates
discontentment in the organisation,

No Substitute of Management: 11 should always be remembered that budgets
cannot replace manapement nor make decisions, Le it is not a substitule of
management. A budger is not designed to reduce the manugerial functions 1o a

Jormula It is u managerial tool. " Therefore, the budget sheuld be regarded not as

a masier but as a servant.

215
Dudget and Budgedan
Contral


http:Estimate.tO

il6
Management Accounting

7.7 BUDGETARY CONTROL

Budgetary control is intimately connected with budgets, The Chartered Institute of
Management Accountants, London defines budgetary control as "the establishment of
budgets, relating the responsibilities of executive to the requirements of a policy and
the continuous comparison of actual with budgeted resulls either to secure by
individual action the objectives of that policy or to provide a firrn basis for its
revision". A budgetary control system secures control over peeformance and costs in the
different parts of a business:

{1) by establishing budgets
(ii) by comparing actual aftainments against the budgeis; and

(iii} by takipg comrective action and remedial measures or revision of the budgets, if
necessary.

The budget is a blue-print of the projected plan of aclion expressed in guantitative terms
and for a specified period of time. The budgets pul the pian in a concrete form and
follow up with action to see thatl plan is adhering to complete the sysiem of conisol. In
other words, while budgeting is the art of planning. budgetary control is the act of
adhering to the plan. In Fact, budgetary control involves continuous comparison of actual
results with the budgets and taking appropriate remedial action promptly.

It is well-recognised that a contro} system involves fixing of targets (in the form of
specific tasks), collection of information regarding actuals and continuous comparison
of actuals with the targels wilh a view to reporting for action. A budgetary control
system, in this sense is also a contro! sysiem. It is an excellent system for
decentralisation of authority without {osing control over the operations of the fitm.

"Exactly so it is with the industrial ship; the past records represent the log and the
auditor is responsible for verifying so far as he can that those records are correct and
reveal a true and fair view of the financial position of the concern. But what
modem management requires Tor day-l0-day operating purposes and forecasts
showing jn detail anticipated course of business for (say) the coming year. During
the course of the years' operations the management requires immediate reports of any
material variance from the pre-determined course together with explanation of the
reasons for variations™.

7.7.1 Definitions of Budgetary Control

Budgetary control is the planning in advance of the vartous functions of business so
that the busincss as a wiole can be controlled.

"An exact and rigorous analysis of the part and the probable and desired future
experience with a view to substituting considered intention for opportunism in
management”

—International Management Conference (1930)

"Budgetary control is a system of comtrolling costs which includes the preparation of

budgets, co-ordinating the departments und establishing responsibilities, comparing

actual performance with the budgeted and acting upon results 10 achieve maximum
profitabilite”

—Brown & Howard

According to Author “budgetary control means laying down in momentary and
guantitative term what ¢xactly has to be done and how exactly it has to be done over
the coming period and then to ensure that actual resulis do not diverge from the
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planned course more than necessarv”. The word "necessary” is not lo be loosely
interpreted. Divergence due o inefficiency is not necessary.

7.7.2 Objectives of Budgetary Contro)

Obijectives of Budgetary Control are given as following:

To use different levels of management in a co-operative endeavour for
achievement of the objectives of the firm.

To facilitate centralised control with defegated authority and responsibility.

To achieve maximum profitability by planning income and expenditure through
optimum use of the avatlable resources.

l'c ensurc adequate working capital in other resoarces for efficient operation
of business,

To reduce Iosses and wastes 10 the minimum.
To bring out clearly where eftort is needed to remedy the situation.

To sce that the firm s not deflected from marching towards its long-term
objectives without being overwhelmed by emergencies.

Various activilies like production, sales, purchase of matenals elc. are
co-ordinated with the help of budgetary control.

To define the goal of the enterprise.

1o provide long and short period plans for attaining these goals.
To co-ordinate the activities of difTerent deparunents.

To estimate capital expenditure requirernents of the future.

To centralise the control system.

To curtect deviations trom established standards.

To fix the responsibility of various individuals in the organisation.

To ensure that adequate working capital is available for the efficient operation of

the business.

‘To indicate to (he management as to where action is needed to solve prohlems
withoul delay.

To operalc various cost centres and departments with efficiency and economy.

To eliminate waste and increase the profmability.

7.7.3 Advantages of Budgetary Control

Budgetary control makes aft the difference between drifling in an unchanered sea and
following a well-plotied course towards a predetermined distinction. It serves as a
valuahle aid 10 management through planning. co-ordination and contral,

The principal advantages of a budgetary control system are enumerated below:

Budgetary control aims at maximisation of profits through effective planning and
control of income and expenditure—directing capital and resources 1o the best and
maosl profitable channel.

There is a planned approach to expenditure and financing ot the business so that
economy is affected in the utilisation of funds to the optimum benefit of the
concern.
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11 provides a clear definition of the objective and policies of the concern and a tool
for objecting these policies to periodic examination.

The task of managerijal co-orgdination is facilitated through budgetary control.

Since each level of management is aware of the msk and is fully conscious as to
the best way by which it is to be performed, maximum effective utilizaiion of men,
materials and resources can be attained.

Reports are furnished under the principles of management or control by
exception. Only devialions from budgeis that poinl out the weak spots and
inefficiencies are properly tooked into.

{t cultivates in the managemeni the habit of thinking ahead—making careful study
of the problems in advance before making decisions.

A budgetary coatrol system assists defegation of authority and is a powerful oo}
of responsibitity accounting.

Budgets are the forerunners of standard cosis in the sense that they create
necessary condilions to suit setfing up of standard costs.

The method of evalualing performance against budgets provides a suitable basis
for establishing incentive system of remuneration by results as also spotting
people with exceptional qualities of leadership and management.

Since it involves foreseeing difficulties of various types, it will lead to their
removal in time,

7.7.4 Limitations of Budgetary Control

The hmitations stated below are merely point o the need of maintaining the budgetary
conirul systemn on 4 realistic and dynamic basts, rather than as a routine.

The preparation of a budget under inflationary conditions and changing
government policies is really difficult, Thus, the accorate position of the business
cannot be estimated.

Accuracy in budgeting comes through experience, Hence it should not be relied
on too much in the initial stages.

Budget is only a management iool. Tt is noi a substitute for management in
decision-miaking.

Budgetary conirol begins with the formulation of budgets, which are mere
estimates. Therefore, the adequacy or otherwise of budgetary control system, 1o a
very large extent, depends upon the adequacy or accuracy with which estimates
are made.

Budgers are meant to deal with business conditions which are constantly
changing. Therefore. budgets estimates losc much of their usefulness under
changing conditions because of their rigidity. 1t is necessary that budgetary
control system should be kept adequately flexible.

The system ot budgetary control is based on quantitative data and represents only
an impersonal appraisal to the conduct of business activity, unless it is
supported by proper management of personal administration.

Tt has often been found ihat in practice, the organisation of budgetary control
system become too heavy and, therefore, costly especially from the point of
view of small concern.

Budgets and budgetary contro) have given rise to a very unhealthy tendency to be
regarded as the sotvent of all business problems. This has resulted in a very



lukewarm human effort to deal with such problems and ultimately results in
failure of budgetary control sysiem.

& 115 a pant of human nature that all controls are resented. Budgetary control, which
places restrictions on the authority of the executive, is also resented by the
employees.

e Budgeting involves heavy expenditure, which small concerns cannot aflord.

® There will be active and passive resistance to budgetary control as it points out the
efficiency or inefficiency of individuals.

® The success of budgetary control depends upon willing co-operation and
tzamwork. This is often lacking.

7.7.5 Requirements of a good budgetary control system

The tullowing are the requirements of a good budgetary control system:

e Budgetary control system should have the whole-hearted support of the top
management.

® A budpet committee should be estahlished consisting of the budget director and
the executives of various departments of the organtsation.

e There shuuld be proper fixation of authorisy and responsibility. The delegation of
authority should be done in a proper way.

o The budpet figures should be realistic and easily atlainable.

® Variation between actual [ligures and budgeted figures should be reported
prampily and clearly to the appropriate Jevels of management.

® A pood accounting system is essential to make budgeting successful,

& The budget should not cost more to operate than is worth.

7.8 BUDGET MANUAL

Budgel preparation and its operation is a collective process in which many exccutives
and departments are associated. Jt is, therefare, necessary to ensure that each of them
uiderstands his functions under the budgeting system. Hence, budget manual is used
for this purpose. A budget manual is a document, which contains the essential
information required for the construction, administration and execution of the budget.
It further indicates the reporting and communicating system within the organisation.
According to the [nstitute of Cost and Management Accountants, Englend budget
manual is, "a document which set out the responsibilities of the persons engaged in
the routine of and the forms and records required for hudgetary control.” Horngren
has detined the hudpget manual as a written set of insiructions and pertinent
information that serves as a rulebook and a reference for the implementation of a
budget programme. Tt tefls what to do. how fo do it. when to do it and which form 10
do tton”. Thus, the main content of a budget manual are:

e A bref explanation of the principles and objectives of the budgetarv contro!
svstem.

® A stalement defining the lines of authority and responsibilitics of the various
eaccuti ves.

¢ Functions and responsibilities of the budget committe: and the budget otficer,

e Time schedules for budget preparation,
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® The detailed procedure (o be followed in the preparation of budgets, and their
scope and areas to be covered.

8 Reports and statements along with their format required for each budget period.

e Deadline dates for the submission of departmental budgess and for making
available the control reports.

¢ Budget approval and revision process.

7.8.1 Advaptages of Budget Manual

A detaited budget manual serves as a ready reckoner for the executives connected with
budgeling system as it provides with them proper puidehines in the preparation and
implementation of budgets. The following are the main advantage of budget manual-

\.  Education Value: Budget manual serves as a good education o all executives
associated with the budgetary control system as it contains all designed
information in black and white in precise terms.

]

Avoidance of Ambiguity:  Budget manual also avoids ambiguity as it contains
well-defined instructions, This also results in reducing the training period required
for staff.

Ne Overlapping of Autherity: The budget manual deftnes the authority and
responsibility of each person in exact terms and therefore. overlapping of
authority is avoided.

[N

Commending on the importance of budget manual, a corporate controller of a reputed
American firm is of the opinion that, “budget manvals serve ta define and clarify
manty terms. Numerous uncertainfies may be discovered and through clarifications. a
betler understanding of the parts and the whole may evolve, Period of training may be
reduced when oral instructions are supplemented by written procedures. Less
embarrassment may occur if eliminated when a procedure is reduced to writing.
Furthermore, unless procedures have been reviewed and written down, employees’
wmover and the passapge of time may help to change proeedures without the
knowlcdge and content of supervisors.

7.8.2 Principles or Key Budget Factor

Coordination is the major function of budgettng. Hence, it is essential that all the
budgets are 10 be coardinated before they are approved. But when a factor is of such
an importance that it affects a particular budget and influences afl other budgets so
that the coordination must be centred round it, it is known as. ‘principal budgel factos’
or ‘governing factor’. According to LC.M.A. Terminology “key factor is the factor,
the exient of whose influence must first be assessed in order (o insure that functional
budgets are reasonably capable of fulfiliment”.

7.9 ESSENTIALS OF EFFECTIVE BUDGETING

At present, the significance of business budgeting is increasing Banks and ather
financial institutions, while granting toans, ask for information abaut future aciivities
of the finm. It bad made budgeling process a necessity, but budgeting is not such an
easy task. A successful and sound budgeting is based on certain prerequisites. known
as ‘essentials of an effective budgeting system’. The [oflowing are some of the
important essentials ar fundamentals of a successful budgeting:

1. Clearly Defined Objectives and Policies: Budgeting is a means to achieve goals
and objectives, Hence, for the success of budgeting, the objectives and policies
should be clearly defined as well as they should be free from ambiguity. This will
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enable the head of gach department. If the goals to be achieved are noi be
systematic, emplovees will lack a proper direction and ultimartely the efforts of the
management will go in vain. The enterprise’s objectives and budyet poals should
not be unly realistic but also reasonably capable of attainment. Goals set ai a very
high level are impossible to anain and resull in a depressing cffect on the morale
of employees. On the other hand, goals set at a very low level are easily attainable.
There would be no incentive to special efforts as they do not present a real
challenge,

Support of Top Management: Budgeting is nol merely an accounting device, but
it is an imponant management tool. Hence, 10p management must understand the
nature and characteristics of budgeting and be willing to implement it. A firm will
be able to implement the budget if lop management gives active support and
directions. The whole-hearted support of tup management is bound 10 ensure the
active support of Lthe line managers also. Top management’s confidence in the
budgeting system makes the subordinate employee more confident and consensus.
Hence, budgeting should have the Full support and cooperalion of every inember
of the management team.

Established Lines of Auwthority and Responsibiliry: A sound organistional
structure is essential for the success of budgeting system. Budget preparation is a
cooperative effort of the entire department that is possible only through proper co-
ordination amtong different departments. [1 is. thercfore, necessary (hat authorities
and 1esponsibilities of each manager should be clearly identified and established.
The performance of each manager should be evaluated in terms of these assigned
authoritics and responsibilities. In the absence of clear cur authorities and
responsibilities either manager cannot held responsible or they will be held
responsible for those activities tor which they have no responsibility.

Fulf Participarion: In developing the budpeting systein, full participation of all
the managers and their subordinates at all levels should be soughi. If employees..

“havg effectively par‘tlcsgated m developing the budget targets, they will mdke -
~special effons 1o segthat these targets are. achieved.. A meaningfil participation L
. creates posmve meivatioh buf a non-serous p.anrctpanon pmdaoes ncguuweq. g
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and these are prepared and expressed in quanﬁtame terms. [t is, therefore,
necessary that reliable. accurate and adequate relevant cosi data should be made
available to cach department. Such daia may not be available from accounting
systemn alone and therefore. they may be processed through statistical techniques.
For example, sales forecasts, production targets, price data erc, may not flow from
normal accounting svstem. These should be collected and processed using
sophisticated statistical techniques.

Adequarte Planned Accounting System: Budge(s are prepared on the basis of data
generated from  accounting system. Control ol performance requires the
comparison of actual performance with the budgeted performance. Therefore, it 15
essential 1o adopt a suilably planned accounting system so that the budget
abjcctives should be attained. The accounting system adopted for the external
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7.10 FIXED BUDGET

users (shareholders, creditors efc.) may not suit {or budgeting. In fact, a sound
budgeting system needs the creation of responsibility accounting where accounts
are classified and maintained based on respenstbility centres.

A budget is a budget, which is used unchanged during the budget period. it is prepared
for a particular activity level, and it does not change with actual activity level being
higher or lower than budpeted activity level. Thus, fixed budget is a budget, which s
designed to remain unchanged imespective of the level of activity actuatly attained,
For example, a budget may be prepared for. say. 50,000 units. Actual activity level
may be say, 70.000 units. J§ it is a fixed budget, then absolute differences of budgeted
figures and actual figures will be found out without any type of adjustments for
change in the level of activity, 1. however, does not mean that the fixed budget is a
rigid one and is not to be changed at all. Of course, the budget is not adjusted to the
aclual volume artained, but it is liable 10 be revised if acival operations differ widely
from those planned in the fixed budget due to business conditions undergoing a basic
change.

A [xed budget will serve the purpose in indostries. where the conditions of demand
are stable and sales could be forecasted with a substantial degree of accuracy for a
short pertod of six months to one year. In praciical situation, it s likely for actual
activity and budgeted activity to be the same. Therefore, a fixed budget may roughly
meet the meeds of profit planning and co-ordination, bui it is almost completely
inadequate as a cost contro] technigue as it suffers from the following drawbacks:

o Misleading: It is misleading because a poor performance may remain undetected
and a good performance may go unrealised.

e fnadequate for Controf: It is not useful {for contro)] purpose, because while
comparing the actual cost with a fixed budget, the difference cannot be promptly
explained. Hence, it is not possible 1o say whether the entire variance was due fo
change in the level of activity or olher factors were responsible for it.

® Not Logical: Based on logic, comparison should be made between 1wo things
with a simifar base. But, in fixed budgei, budgeted costs at budgeted activity are
compared with actual cost at acwal aciivity ie. 1wo things with twao different
bases are compared. Therefore, fixed budget is not logical.

7.11 CONCEPT OF FLEXIBLE BUDGET

—_—

Budgets are generally prepared by keeping a certain level of activity as the target. All
the functiona) budgets are based on that planned level of activity say 75% level] of
production capacity or 50,000 upits. But due to changing economic and business
conditions, the actual level of produciion or sales may differ from the budgeted level.
In such a situation, the performance cannot be evaluated with the belp of lixed budget.
Thevefore, the budget has o be revised according (o actual level of activity. For
example, if' a firm has a target of 15,000 units of production during a cerfain period
and the actual output comes to 12,000 units, then the costs and sales based on [5,000
units cannot form the standard certain for measuring the performance. This requires
the revision of the origina) budget a1 12,000 units.

Revision of original budget in accordance with the actual level of activity is not a
simple task. Certain costs can easily be adjusted according to the level of activity and
eerlain others cannot be. The reason behind it is that there are certain elements of
costs, which do not change proportionately to the change in the level of activity. If we
can identify those elements and determine their variability, then we should be able to



revise the costs for any actual level of activity. Thus, sorfing out of the costs and =2
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etermining their variability for different levels of activity is the crux of the problem Comrol
in flexiblc budgeting,

7.11.1 Nature and Bebaviour of Costs

The revision of the budgel costs for the actual levet of activity is t0 be done by
classifying the cost into fixed. variable and semi-variable or semi-fixed. These terms
have been uscd in the following senses:

® Fived Costs: This is also known as non-variable cost or period cost or capacity
cost. It is the cosl that does not vary in relation to the level of outpwt during a
given period af time ¢ e. cosl which tends to be unaffected by variations in the
volume of output or level of activity up to the installed capacity. The total amount
ol such costs remains constant for all Jevels of output but per unit cost varies in
reverse direction to the volume of output. Examples of such costs are rent, rates
and insurance, manager’s salary etc. These costs are said 10 be controllable, It is to
be noted that no cost is fully fixed in the long-term. It increases with the increase
in installed capacity.

e Variable Cost; This 1s the cost which tends to vary in direct proposition to the
volume of output or level of activity. On a change in volume of outpul, per unit
vanable cost remains the same but the total amount of varahle cosl varies in
proportion 10 be volume of output. The examples of such costs are direct material,
dire¢t labour, selling commission, elc. Variable costs are said to be controllable
because they are incurred anly when production 1akes place.

o  Semi-variable Cost: This cost s panly fixed and partly varable e a mixwre of
fixed and variable cosis. Such costs change in the same direciion in which output
changes but this change is less than proportionate in output. Examples of such
costs are repair and mainteoance, depreciation, telephone charge ete,

The major problem in preparing a flexible budget is to segregate the fixed cost portion
and vanable cast portion of these semi-variable Costs. The variable cost portion js -
-treatés as part of variable costs. There are three important methade: of segregating
.semmrarmhle casts intg fixed costs and variable costs. They o

‘@ High and low point'method
: - -Ssatierdi-agram mell;od and B ' Coet _ o
Method nfl.east squﬁre ' . ' - T e | I
1. High and Law Point Method Under this method lhc total cost orftwo volumes of T
olftput. one higher and the other fower is laken. The difference in the two total” -
cost figures divided by the ditference in the volume of output between the two
levels gives the variable cost per unit. Once the variable cost per unit is calculated,
the total variable cost for any volume of output can easily be calculated. Theh the ~

tofal cost of the volume of output less the total variable cost gives the fixed cost
which is supposed to remain fixed for all levels of output. The formala used is:

Dnfference between total costs

Yariable Cosl per Unit = —

- Difference between volumes of output
Example: The following are the maintenance costs incurred in a machine shop for
six months with cofresponding machine hours:

Months Jan.  Feb. Mar. April May June Total

Maintenance Costs 300 320 270 340 280 200 1.800
Machine Hours 2,000 2200 1,700 2400 1300 1,900 12,000
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Analyse the maintenance cost which is semi-variable into fixed and variable

elements.
Solwlion:
Machine Maintenance Cost Hours
High Point {(Apnt) 2,400 340
Low Point (March) 1.700 270
700 _70

Variable Cost per machine hour = % =010

Total Variable Cost for 2.400 machine hours @ ¥ 0.10 =T 240
Fixed Cost: T 340--F 240 =T 100

rH_Mcmths Machine Maintenance Variable Costs Fixed Costs
Hours |  Cost | @ 0.10p.h (3-4)

} 2 i 3 4 5
January 2.000 300 I 200 100
February 2.200 320 220 100
March 1,700 270 170 100
April 2,400 340 240 100
May L8N 280 180 100

| June 1,900 200 _ 150 100

2. Scatter Diagram Method: This s a statistical technique based on correlation. In
this method. the total cost for ditfferent volumes of output is plotied on a graph jn
which total cost is measured along the y-axis and the volume of output along the
x-axis. Then a straight line is drawn by inspection in such a manner that the line is
nearer fo all the plotted points in the graph. From that point at which it merges
with the y-axis, draw a paralle} line to the x-axis. This line krown as the line of
the best fit will demonstrate the fixed costs for all the levels of output.

3. Method of Least Square: This method is based op the ‘line of the best fit” but,
bifurcation of fixed and variable element is done by mathematical computation
instead of drawing a graph. In this method. two simultaneous equations are
formed assuming volume of oulput X and cost Y. By solving these equations, the
amount of the fixed cost (a) and variable cost per unit (b) is ascertamed.

Y =a-+bX
TY =Na+brX L)
TXY =a¥X +byX? A

7.12 MEANING OF FLEXIBLE BUDGET

Flexible budget alsc known as variable or sliding scale budget is a budget which is
prepared to fumish budgeted cosis for any level of activity actually attained. In this
way, a flexible budget is a series of fixed budgets i.e. one budget for each leve| of
activity. According to the Institute of Cost and Management Accountanis, 2 flexible
budget is a budget whiclh, by recognizing the difference between fixed, semi-fixed
and variable costs, is designed to changes in relation to the level of activity attained.”
R. M. S. Wilson delines a flexible budget thus, “a flexible budget is a set of
alternative budget plans appertaining to different expected levels of activity.” This
budget is not prepared for any specific level of activity bat it presents budget estimates
for different levels of activity such as estimates of costs and revenves for 70%, 80%,
90%, and 95% of normal production capacity. In this way, a flexible budget becomes
a ready-made budget available in advance in relation to the actual volume of
production and sale under varying conditions. For preparing a flexible budget, the



costs are classified as per their nature of variability /e, fixed, variable and semi- 225

variable. Ihe following features of flexible budgeting are identified: Budget and B"gf‘::’;

e These budgets are prepared far different levels of activity instead of a single level.

# They present a dynamic basic for comparison as they are automatically geared to
the changes in volume of output.

o They provide a tailor-made budget for any volume of output or level of activicy.

¢ These budgets are based on adequate knowledge of cost behaviour pattemn 1e. the
nature of fiaed, variable and semi-vartable costs are recognised.

7.13METHODS OF PREPARING FLEXIBLE BUDGET

Flexible budget can be prepared according to any of the following three methods:

& Mulii-activity or Tabular Methad
®» Farmula or Ratio Method
e (raphic Method

7.13.1 Multi-activity er Tabular Method

tmder this method a budget is prepared for each budget centre for different levels of
activity, The levels of activity may be expressed in terms of percentage of total
capacily. say 50%. 60%. or 75% or in terms of physical units or for monetary valoe.
All costs are linked to various levels of activity by classifving them into fived,
variable and semi-variable. Semi-variable costs are further bifurcated into lixed and
variahle by any of the method stated earlier. Then. a unit of measurement is
determined for various levels of activity,

Afler classifying the costs inte various groups and determning the unit ol
measurement, a {lexible budget is prepared showing different activity or capacity
levels in vertical columns. The costs are usuvally recorded under three groups 1is..
vaniable, scmi-varfable and fixed. A specimen of a flexibte budget is given below:

Table 7.1: Specimen of a Flexible Budget

Flexible Budget
(Normal Lavel of activity: 30%)
Period endingo. ..o -

Pariiculars Capacity L
50% | 80% | 100% _

1. Prime Cost;
Direct Malterial T T
Direet Labower | .o | a1 e
Direct Expense (ifeny) | ...

2. Variable Overheads:
Maintenance and Repairs ST
Indirect Labour
Indirect Marerial
Marginal Cost (1+2y | ...
Sales T
Contribution (4 - 3) UV S
Fixed Cost:
Production
Adminjstration
Selling & Dismbution O T
7. Profit/Loss (5 - 6} L

LIPS
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'ﬁﬁ A Notes: The aforesaid method of presemtation is based on marginal cost concept,
HIRgEMEnt Accouning Alternatively it can be prepared based on total or absorption cost concept but unless it
s stated, the former method should be adopted as compared 1o the later method.

Example (Total Cost Busic): With the, following data for 60 percent aclivity, prepare
a budget for production at 80 percent and 100 pescent activity:

Production at 60% activity 600 units
Material < 100 per unit
Labour ¢ 40 per unit
Expenses T 10 per unit
Factory Expense < 40,000 (40% fixed)
Administration Expenses T 30,000 (60% [ixed)
Solution;
Flexible Budget
(Normal Level of Activity: 60%)
Capacity |
Particulars 60% 20% 100% _|
Production {units) 600 800 1000
Direct Costs: 2 2 e
Material (T (00 per unit) 60,000 80,000 1,00,000
Labour (T 40 per unit) 24,000 32,000 40.000
Expenses (T 10 per unit) 6,000 8,000 10,000
Total Direct Costs 90,000 i,20,000 1.50.000
Factory Expenses
Vanabic (T 40 per unit) 24,000 32,000 40,000
Fixed {(40% of T 40,000) 16,000 16,000 16,000
Administration Expenses
Variable (¥ 20 per unit) : . 12,600 16,000 20,000
1 Fixed (60% of T 30 000} . 18,000 18,00 18,000
o TnTENL L  a CTolal Cost . -7 0 | 46800077 il 202000 [ [244000 0 |
_ o k Workurg Notes: - - :
e f = ooaw o .' B A ' i

(1) Vaetable, Facmry E.xpensev' 60% of€_40 I}DE} ? 94_000 ﬁar 600 umt‘; Hencc, . o
pm:umz {il'npu.n LSj? da (24 000 600) R o e

(

: *_ ! Coa L
'1__3 %mu‘l-a or Rammuhqd

L w e 'c"'

a '-'It b d},sb known a5 ‘hudget cmfallowancevmathoé Tj'ndct' thls mcthod f'rsl.“ﬁfﬁ'lf ,\,g
expected normad level of activity. is determined and a budget is prepareﬂ for the same. ki
After ascertaining the fixed and variable part in different expenses, the refationship of -
each expense or group of expenses is established with the unit level of activity by
computing ratios of expenses per unit of activity. For example, a levet of activity
which is 90% of production capacity, the overhead budget is for ¥ 4.600 of which ¥
2,700 are variable and ¥ 1.900 fixed. In this case, the variable overhcads at 1% level
of activity would be T 30 (2700 + 90). Now, (f the actual level of acrivity is 95%. the
variable overhead would be T 2.850 (95 x € 30) and rotal overhead ¥ 4,750 (1900 =
2.850). The total costs for any level of activity can be computed on the basis of the
following formula:

Total Costor TC =8 =bx
Or



Budget Cost Allowance = Fixed Cost = (Variable Cost per unit of activity x
Actual Units of Activily)

=¥ 1.900 =¢T 30 x 95)
=T 1.900 + 2 850 =T 4,750

Example can be solved by formula method as under:

Formula: TC=a + bx

A B
Eiements of C
em of Cost (fixed cost) (variable cost p.u.)
Direct Material {per unit} T T
Direct Labour {per unit) - +
Direct Expenses {per unit) - +
Factory Expenses - F 100
Administration Expenses 16,000 + 40
] 3,000 * 10
40
i

Total Cost =34.000 +210x

Level of Activity %
(Units)

&0% (600)

80% (B0OU)

100% (1,000)

7.13.3 Graphic Methad

This method is the geometrical funn of the second methed. Actually total cost can be
estunated at any level of activity by platling the different values on a praph paper.

Fiexible Budget
a-+bx

34,000 + 210 ~ 600
34,000 +210 ~ 800
34,600+ 210 ~ 1,000

This requires the following steps to be taken:

» Anestimate of cost is made for different levels of activity by classifying the ¢osts
intg variable, fixed and semi-varigble. The semi-variable costs ate bifurcated into

fixed and variable.

o The estitated costs are ploteed on a graph paper on Y-axis and level of activity i§

plotted on X-axis.

e Fixed cost line, variable cost line and total cost tine are drgwn. The budgeted cost
line 1s drawn. The budgeted costs corresponding to the level of activity attained
can be read out from the graph and the performance of the depariment can be

=TC or Total Cost

T

= 1.,60,000
= 2,02,000
=2,4,000

assessed.
Example:
Cost of Variows Levels of Activity
’ Activity Level Fixed Costs L Variable Costs Total Costs
_ T ? | T 7
20% (200 Units) 34,000 200200 = 42.000 76,000
404 (400 Units) 34,000 210 =400 = B4,000 1.18.000
604 (600 Units) 34.000 210~ 600 = 1,26.000 1.60.000
80% (800 Units) 34,000 210~ 800 = 168,000 2.02,000
1000% (1,000 Units) | 34,000 210 < 1,000 - 2,10,000 244,000
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Flexible Budget G raphs
A1 80% Capacity: Fixed Cost T 34,000 (X1)
Variable Cost T 1,68,000 (X2)
Total Costs ¥ 2,02,000 (X3)

Similarly, calculations can be made for other levels of activity.

7.14 SALES BUDGET

. on sdles budg‘et

Sales budget is a forecast of the fotal sales expressed in quantity and/or maney
during the budget period. It is the most important budget of the firm and [orms the
basis on which all other budgets are boilt up. For instance, after estimating the
quantities to be sold, a production budget can be prepared om which again all cost
.-budgets depend. Likewise, estimates of cash recclpts dunng, budgﬂl penod are basad

The preparatlon ‘of sales budget is the rcspons‘lb;]lry of the sales manager who is
assisted by the budget officer, the accountant, and the stafl of h!s awn depanment _
Whﬂ'e {otecasting sa_}es Ihc sales managcr 5'1'1.0de comader. the" fe\low:r‘lg pomts . '

‘o Anu!ys:s ofPa.r! Sales: The tend n safes cﬁn be C'%Lllpdted hy. whalysing’ tihe past- ©

sales data. The record of past y&ar’s satés js the maost.reliable basis for the
obtained from statu.nca'f repom pmduced by Lrade journals: and gow;mment
publications. - i RN .

o  Market Analysis: Ma.rket analysm ot markct research is essennal o know
the market potential. The purpose growth, purchasmg power of consumers.
praduct design required by the customers, changes in tastes, fashions etc. T his
work can be done by the firm’s own staff or by using the sources of a firm of
market analysis.

® Reports of Salesmen: Sales estimates can be made accurately by those persons
who are in direct contact with customers. Therefore. salesmen, travelling agents’
potential and expected sales are considered during the budget period. However,
the estimates submitted by them should be scrutinjsed thoroughly by the sales
manager.

Example: Mr. Devraj) manfactures two types of toys ‘Raja’ and "Rani’ and sells them
in Agra and Mumbai market. The following information is made avaifable for the
currenl year:



Market Budgeted Actual Sales 229
Agra;  Raja 400 at T 9 each 500 @ T 9 each Pyt and B“ﬂ?,f,‘fr[,’,’
Rani 3002 T 21 each 200 at T 21 each
Mumbai: Raja 600 at T 9 each 700 at T 9 each
Rani 500 a1 T 21 each 400 a1 T 21 each

Market studies reveal that toy ‘Raja’ is popular as it is underpriced. It is observed that
il its price is reduced by T 1 it will find a ready market. On the other hand. *‘Rani’ is
overpriced and market could absorb more sales if iis selling price is reduced to T 20.
The management has agreed to give effect to the ahove price changes.

On the above basis, the following estimates have been prepared by the sales manager:

Percent (%) increase in sales over current budpet

Product Agra Mumbai
Raja + 0% + 5%
Rani +20% + 10%

With the help of an intensive advertisement campaign, the following additional sales
above the estimated sales of Sales Manager are possible:

Product Agra Mumbai
Raja 60 units 70 units
Rani 40 units 30 units

You are required to prepare a budget [or sales incorparating the above estimates.

Solution:
Sales Budget
Period ..oooinine
Area Items | Budget for the currend Actual Sales Budget for the
year future period
Linits Price | Value |LUinits |Price | Value [linis [ Irice Valuwe
Agra lkaja 400 9 ERSLY 00 9 4500 00 10 5,000
Rani XM) 21 6300 | 200 | I 4.200 400 20 8,000
Total HH) - 29504 T80 .- 8,700 SO0 - 13.004)
Mumbsai [Raja 600 g 5400 | 700 | 9 | 6300 | M0 | (¢ | 7.0001
Rani 563 24 10,506 4090 21 8400 il PiH 12,000
Total | 1,100 - 150 13007 ~ (1470 ] 1300 |~ | 19.060
Toual Raju 1000 9 goee | 1200 [ o [Toses [ 1200 1 10 [ 12.000
Rani 300 2] 14804 gt 21 12,600 | 1.0OD 4 20,000

Working Note: Quantity of sales for future period is calculated as under:

Raja Rani
Agra Mumbai Agra Mumbai
Budgeted 400 600 300 M0
Increase _A0(10%) 30 (5%) 60 (20%) 50 (10%)
440 630 360 550
Adv. Effect &0 _70 40 _50
300 700 100 000

|

7.15 PRODUCTION BUDGET

Production budget is the second imporiant budget of the firm next to sajes budget. It is
based on sales budget and [orms the basis of other cost budget such as material
budget. labour budget, plant utilisation budges etc. The production budget. which is
prepared by the production manager, is a forecast of anticipated production of each
product to be produced by the firm during the budget period. Thus. a production
budget is an estimate of the total production product-wise with the scheduling of
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operations by days, weeks and months. The budpet also includes the inventory of
finished goods. The production budget is generatly prepared on the basis of:

e The sales budpet

¢ lhe production capecity of the factory
e The estimated changes in stock position
e The inherent loss in production, and

¢ The policy regarding manufaciure or purchase of components.

7.15.1 Ohjectives of Production Budget

The objective of production budget is to produce ai minisnurn cost as per demand and
to establish co-ordination between sales, production and inveptory policies. This will
ensure adequate supply of goods for all. Therefore, the production budget should be
prepared carefully. Generally, the production budget is prepared with the following
objectives:

® To know the quantities to be produced during the budget period by — (i) product-
wise, (ii) departient-wise or process-wise, and (iit) perind-wise.

¢ To maintain the desired inventory levels so that the Grm may nat lase customers
for want of goods.

& To put down and organise the production programme in such a way that sales
targets fixed by the sales budgel may be achieved thereby .

e To serve as a basis for prepamtion of cost budgets such as material, labour,
overhead and plant utilisation budget.

® To establish proper co-ordination between sales depariment and production
department. This will help in preventing the sitation of unutilised capacity.

-——

7.16 MASTER BUDGET

Afier preparing the separste budpets for all the'departments or functions, their
surmarised stalements are transferred to a separale budget, known ‘as master-budget.

" Thus, master budget is a summary budget incorporating its component functional

budgets. R. M. 5. Wilson has defined a mastes budget as a consolidated ssmmary of
all the detailed budgets. According to Rowland and Williams, it is a2 summary of

© budget schedules in a capsule form for the purpose of presenting in.one report, and the

highlights of the budget forecast. The master budget is a complete financial

. presentation of the operating plans of the entire concern for the budget period, and is

thus a profit plan. Thai is why it takes the form of a projected profit and loss account
and the balance sheet. Therefore, somc accountants accept “Budgeted Profit and Loss
Account and Balance Sheet' as the master budger. In this respect it is like the financial
statements with the difference that it considers {uuire data while financial statements
are summarised historical data.

This budget is prepared by the hudget officer, which after approval by budget
committee is sent to the Board of Directors for final approval. 1f the Board finds the
profit as projected by profit and loss account to be satisfactory, it is accepted as master
budget indicating the formal plans of action {or the forthcoming budget period.

Master budget is mainly useful to top management. [t is a key 1o successful financial
planning and control. It sets out the basis for computing the costs, profits and financial
conditions resuliing from any sales volume or product mix, it segregates income, ¢osts



and profits, information ahout assert and important financial ratios. ln bref, the
Tollowing are the advantages of a masier budget:

ra

T

Profir forecasting: Master budget is an approved document which shows
projected profit position of the fum. Profit ascertainment is casy because of
availability of information about all business activities,

Knowledge of Canses of Changes in Financial Position: Budgeted balance sheet
shows the projecied financial position of the firm. The analysis of this financial
pusition by use of difierent ratios will reveal the causes of dilferens changes.

Co-ordination: Preparation of master budget enforces co-ordination among
functional budgets.

he master budget may be prepared in the form ol a statement also, and giving details

of product wise, sales, cost of sales, gross profit, net profit, assets ratios, appropriation
frem protits cte. The following is a specimen of master budget prepared in this orm.

Master Budget

Period Normal Capacity Budgeted Capacity
Product A Produci B Totial
4 T 4
Sates

Less:  Cost of Sales

Direct Malterals

Direct labour

Factory Overhead
Add . Opening Siock
Less - Closing Stock

Gross Profit

Adminisuative Cost
Selling & Distribution Cost

Net Profit
Assels -
Ficed
Current (Ne()
Teal Capital Employed
Rafwos -

Sales / Capital Employed

Profit/ Tumovar

Cumrent Ratio

Liquidity Ratio
Appropriations from Profit

Dividends

Reserves

Taxes

Balance of Profit ar Loss

Exumple: A glass manufacturing company requires you to prepare the Master Budget
for the vear from the following information:

Sales

Toughened Glass T 3,00,000
Rent Toughened Glass T 500,000
Direct Material Cost 60% of sales

Direct Wages 20 worker @ ¥ 150 per month
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Factory Overhead
Indirect Labour

Works manager T 500 per month
[Forman T 100 per month
Store and spares 2172 % on sales
Deprectation on inachinery ¥ 12,600

Light and power T5.000

Repairs and mamtenance T 3,000

Other sundries 10% on direct wages

Administration, selling and
Distribuiton expenses T 14,000 per year
Solution
Master Budget

Period.......

[ 7 z

Sales {as per Sales Budget)

Toughned ghass ... .units i« 3. 3,00,000
Bent toughened glass.. . units @ T. ., 5.00,0600
B8,00.000

less.  Cost of Produciion tas per cost of
Productiop Budgct):

Diract Matenal 4,800,000
Direct Wages (20 ~ 150 - 12) 36,000
Prime Cosi %,16,000

Factory Overheads:

Vanable: . 4
Store and Spares 22 94 on sates) 20,000
Light and Power 5,000
Repairs 8,000 330080
Fixed:
Works Manager's Salary 6,000
| Foremen’s Salary 4,800
Depreciation 12,600
Sundries (10% on direct wages) 3.600 27.000
Wark Cosi 5.76.000
Gross Profit 2.24,000
Less: Admin. Sclling and Distribution Osverheads _ 14,000
. Net Profit 2.10.000
i

For recapitulation of the vanous facets of different budgets are given in the table on
next page.



Table Showing Various Facets of Different Budgets

Name of What it shows | Prepared by Based upon Classification
Budget
Sales Budget Estimated Sales | Sales Historical Product-wise,
of Producrs Manager analysis of Territory-wise,
sales business Type of
condiions / cusipmer
Report by Salesman-wise”
salesman Month-wise
Market
Analysis
Special
conditions
Production Quantity ol Production Sales Budget, Produgt-wise,
Budgel product to be Manager production department-
manufactured Capacily, Stock | wise Month-
requircmenis wise Element
of Cost
Production Cost of Production Production Praduct-wise,
Cost production Manager Budget depariment-
wise Mont
wise
{ay Material Quantity and Production Production ltem-~wise
budget value of Material | Manager and | Budget stocks | (major)
needed lor Costing on hand
Production Deptt.
Budget
(b) Labour Labour Hours Preduction Production Category /
budget (No.}and Cost Manager and | Budget skill-wise
and needed for Costing
1 Productien Deptt.
Budgst
{c) Production | Estimaled Production Production Bxpense ltem-
Overheads | Overhead Manager and | Budget and wite
Budgets expense for the Costing Pixed Expenses | Department-
Produciion Deptt. wise
Budget
Plamt Requirement of | Production Production Departrhent-
Utilisation plant to meet the | Manager requirements wise Machine-
Budget production Plant capacity wise

budget showing
machine load in
each
manufacuring
Depit. & reveals
over-loading and
under-loading

Comnd .,
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I Adminisiration

Estimated selling { Finance Past records ttem-wise
Overheads and distribution Manager expecled future
Budget costs for coming changes,
period, increments of
staff, funds and
other assets and
facilities
L
| Sellimg angd | Estimated selling | Sales Market lteni-wise.
Bistribution and distribution Manager information Media-wise,
Budget costs for coming Past produci-wise,
period. performance Territory -wise
Cash Budget Budgeling cash Budget Al functional
receipts and Officer Budgets
paymens.
-
Capital Estimated Budget Plant utilisation | ltem-wise
Expenditure expenditure on Officer on budget
Budyget Fixed Assets showing over-
during the budget loading.
period. Requisition for
new assets or
alteration to
exisiing assets
received from
various
‘_ department
Master Budget | Summary of all Budget All  functional |
Budgets. Ofbcer Budgets
Projected Profit
and Loss

Account and
Balance Sheet for
the hudget
period.

|

!

Example: (Production Budget): Ace Lid. manufactures three products X,Y,Z. The
cost accountant is preparing the annual budget for ihe next year and he has asked you

Budgeted Stock:

17 Jan ~ Next Year

31" Dec — Next Year

All stocks are valued at

Standard cost price per unit

Standard Profit % ol selling price

Budyeted sales (T)

Normal loss in production

4

72,000
60,000

24
20%

4,20,000

10%

" to produetion budget for product X, Y, and Z using the data given below:
Product X

Product ¥ Producl 4
3 T

34.000 1,80.000
57.000 1.00,000
15 20

25% 16%
3,80.000 10,08,000
20% 5%,



Solution
Production Budget
Product X | Produet Y | Product Z
ltems (units) (units) (units)

Sales Budgeted (i) 14,000 19,000 42,000
Add: Closing stock {ii) 2,500 3,800 5,000
Total Requirements 16,500 22800 47,000
Less: Opening Stock (ii) 3,000 3,600 9,000
(a) Preduction Requirements 13,500 19,200 38,000
Add: Loss in Production 1,500 4,800 2,000

(balancing ligure)
(b} Number of vnits to be produced (ii) 15,000 24,000 40,000

Warking Notes:
(1) Sales in units
Product X Product Y Product 2

4 4 4
Budgeted Sales 4,206,000 3.80,000 10.08,000
Less: Profit @ 20%, 25% and
16 % respectively 84,000 95,000 1.68.000
Cost of sales (a) 3.36,000 2.85.0600 £.40.000
Standard cost per unit (b} 24 15 _
No. of units sold {a + b) 14.000 19,000 42,000

{i)) Number of uvnits of closing stocks and opening stock has been calculated by
dividing the value by cost per unit of each product:

(i) Number of ynits to be produced
Product X = 13,500 x 100/ 80 = 15,000
Product Y = 19,200 x 100 / 80 = 24,000
Product Z =38,000 » 100 95 = 40,000

7.17 CASH BUDGET

A cash budget represents a detailed estimate of cash inflows from all sources, cash
disbursements for all purposes and the cash balance during the budget period.

7.17.1 Preparation of Cash Budget

The responsibility of preparing cash budget in any concern lies with the financial
manager. This budget is based on budgets prepared by various departments.
Therefore, it is essential that all the departmental heads should be consulted before
preparing cash budget:

l. Fixation of Budget Period: Before preparing the cash budget, first of all, it is
decided what should be the budget period. Generally. budget period
commensurate with other deparimental budgets and il is usvally one vear. But, in
determining this period, the budget is prepared for each season. In manufacturing
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concern, it may be made for fong-term. After determining the budget period, it is
sub-divided in small pertods such as quarter, month. weck or days.

2. Forecasting Cash Flows: After determining the budget period, an estimate is
madc of cash inflows and cash outflows during the budget period. Cash inflows in
a business concern, usually, arise from cash sales, collection from debtors® income
from investments etc. while cash outflows result from various expenses incurred
by the firm. These may be purchase of goods, wages. interest, dividend etc,

3. Ferecasting Cash Requirements: Alter estimating cash inflows and cash
outflows, the excess or shoriage of cash in various months in ascertained.
Arrangements will be made to make good the shortages from different sources and
surplus will be invested elsewhere in profitable avenues.

7.18 METHODS OF PREPARING CASH BUDGET

There are three recognised methods of preparing the cash budget. These are as
follows:

® Receipis and Payments Methods
e Adjusted Profit and Loss Method
¢ Balance Sheet Method

7.18.1 Receipts and Payments Method

Under this mcthod of presenting cash budget, consideration has fo be given to alt cash
reccipts and payments expected during the budget period. Hence, the budget is divided
into two parts. The first part contains amount of cash received and is fiming and the
other part, amount of cash paid and its timings. The method is more suitahle (or short-
term cash forecasts, Under this method, the nceessary information for preparing cash
budget is obtained from the following budgets:

® Sales budget thot reveals eash sales but only after adjusting sales figures with the
lag in paymeat by debtors to arrive at collection from debtors.

e Purchase budget that reyeals cost of purchases but after taking into aceount the
payment to creditors according to the terms of credd given,

e Labour budget that reveals labour cost but after considering the lag in payment of
wages and salarics to employzes.

® Expeunditure budget that reveals cash overhead with due consideration for the
time-lag in the payment of these costs.

e Plant and equipmemn budget shows cash required for purchasc of new equipment
or for replacement.

e Financial budget reveals cash requirements for dividend, taxes, loans, denations
etc.

The computation of cash receipts and cash payments is made as follows:
Estimating Cash Receipts or Cash Inflows

The cash inflows or cash receipts during the budget period may arise from operations.
from non-operating sources and from capital transactions.

I. Cash Receipts from Operations: The most important source of cash receipts {rom
operations is sales which can be aseertained from the sales hudgel. Sales can be
for cash or on credit basis. In cash ol cash sales, cash 5 received at the time of
sales. On the other hand, in case of credit sales, cash is realised after some time



depending upon the finn's credit policy retlected in the average collection period.
While estimating cash from sales and collection from debiors. account should be
taken of sales discount. returns. allowances and bad debts as they reduce the
amount of cash collected from debtors. This has been explained with the
following example:

Example: A large retail store makes 23% of its sales for cash and the balance on
10 days™ terms, Due to faulry collection practice, there have been losses from bad
debts to the extent of 1% of credit sales on an average in the past, The experience
of lhe past reveals that normally 60% of credit sales are collected in the month
following the sales. 25% in the second following month and 14% in the third
following month. Sales in the preceding three months for January, February and
March, 2002 were T 80.000. T 1,00,000 and T 1,40,000 respectively. Sales for the
next three manths {rom April to JTune are estimated to € 1,50,000, T 1,10.000 and
T 1,000,000 respectively.

Prepare a schedule of the expected cash collection during the months of April,
May and June, 2002 for the presentation to the finance department,

FPayment:
Cash Purchases | ... T

Payment ta Crediters | .0 | L | L
Wages and Salarnes | ... | | L
Expense paid S (O .
Dividend and taxpad | .. ... | ... | ..
Repayment of Loans O

Purchase of Fixed Assets | ... | ... | ...
Tatal Pavment (B) VTRV I
Balagcecd (A-By | ... V04 .

Example: Summarised income and expenditure forecasts for the month of March 1o
August, 2002 are given below:

Maoaths Sales Purchases Wages Dverheads
I ? 4 ?

March 60,000 36,000 9,000 10,000 |
April 62.000 38,000 8,000 9,.5(H)
My A 64.000 33.000 16,000 11,500
Jung 38.000 35,000 8,500 9,000
July 56000 32000 9,500 9.500
Aupnst 60,000 34,000 8.000 8,500

You are required to prepare a cash budget for 3 months starting on 1% May, 2002
keeping in view the following information:

(i) Cash balance as on " May, 2002 T 8,000.
(ii) Sales and purchases all are on credit;

(ii1) Plant costing ¥ 16,000 are due for delivery in July pavable 10% on delivery and
the balance after 3 months:

(iv) Advance tax installiments of ¥ 8,000 each are pavable in March and June;

(¥} The period of credit allowed by suppliers is 2 months and that allowed to
customers s 1 month: and

(vi) Lag in pavment of all expenses is one month.
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Solution
Cash Budget
Period of three months ending July, 2002
Particular ! bMay June July
—_
[ 7 2 T
[
Balance bid §.000 16.500 13,000
Receipts |
Cash coflecied from Dehtars 62000 | 44000 58,000
Cush Available (A) 70.000 £0.500 71000
Payments
decounts Payable 36,000 38,000 33,000
Wages 8.0060 14,000 8,500
Oherhreads 4500 11,500 9,000
Plan f [0%) - - 1,600
Advance Tax - 8,000 --
! Total Payments  13) $3.50 67,500 | 52,300
L Batanee wd (A -B) [ 16.500 13,000 18,904}

Working Notes:

(iy Customers are allowed one month™s credit, hence credit sales of April, May and
June will be realised in the month of May. June, July respectively.

(i) Paymenl for credil purchases is snade after two months of puschase hence
purchases for March, April and May will be paid in the month of May, June, July

respectively.

Example: Trom the following particulars make out a cash budget of Chanakya
Limited from October to Decembcer.

Months Sales Purchases 4{_W_slges & Expeases |
T < T
i Juty {Actnal) 3,00,000 [.G0,000 60,000
August (Actual) r__3’50‘0004 1.30,000 70,060 [
September (Actual) 4.00.000 2.00,000 64,000
October (Budgeted) 6,00,000 3,00,000 80,000
i November (Budgeted) 4.30,000 250,000 ¢, 72,0600
| December (Budgered) | 5,00000 | 2,00,000 60,000 |

Orther Information:

(1) Credit allowed to customers for 2 months and form creditors 1 menth;

(i
(iii)
(iv)
‘Wages and Expenses’;
(v)
(vi)
(vii)
the month of collection;

Lag in payment of Wapes and Expenses Y4 month;
Advance tax is to be paid in November ? 25,000;

10% sales and purchases are made tor cash;

(viii) The Bauk Balance on 1¥ October is T 1,00,000.

Machinery purchased in December amounted to T 1,50,000;

Insurance @ T 5,000 payable in every month which is not included in the above

Selling commission is payable @ 5% on sales payable in the momth following



Solution
Cash Budget
Period: Three months ending 31% December, 2002
[ 3 3 X
Balance d 1,00,000 | 1,69,000 | 1,57,500
Receipts
Cash Sales 60,000 43,000 50,000
Cash collected from Debtors 3,15.000 3.60,000 | 5,490,000
Cash Available(A) 4,758,000 874,000 | 7.47.500
Payments: 30,000 25,000 20,000
Cash Purchases [,80,000 2.70.000 2,25,000
Payment to Creditors 76,000 74,000 63,000
Wages and Expenses 25,000
Advance Tax 5,000 5,000 5,000
Insurance - - 1,50,000
Machinery purchased 15,600 17,500 20,060
Selling Commission 306,000 | 436,500 | 4,83,000
Tatal Payments (b} 1,69,000 | 1,57,500 | 264,500
Balance c/d (A -B)

Working Notes:
(1) Collection from debtors is equal to 90% of sales of prior to two months.
(11) Payment to creditors is equal to 90% of previous month’s sales.

(i} Amount of wages and expenses is calculated by adding % of previous month and
¥ of current month’s wages and expenses. For example, the amount for October
is:

Of September Vi of T 64,000 = T16,000
Of October Y of T 80,000 = T 60,000
T 76,000

The amount for next months wilj be calcuated in the similar way,

(v} Time lag in payment of sales commission will of 3months (2months collection
from debtors and one month later) i.¢. the commission on July sales will be paid in
Octaber, August sales in November and September sales in December.

7.18.2 Adjustcd Profit and Loss Method

Under this method. profit and loss account is .adjusted to know the cash estimates.
Cash increase on account of income from operation (after adjusting non-cash items
like depreciation, outstanding expenses. write off of intangible assets etc), reduction in
current assets (except cash), sales of fixed assets; increase in liabilities and sale of
shares and debentures. Decrease in cash occurs due to increase in current assels
(except cash); decrease in liabilities purchase of fixed assets, paymenis of dividend:;
tax etc. This method of preparing cash budget is also called “Adjusted Net Income
Method™ or “Adjusted Profit and Loss Method™ It is because; the forecasts of the
budget period are converted into cash by adjusting the Hems which do noi affect cash
inflows and outflows. [t is based on the principle that profits of a business are equal to
cash. If there ar¢ no credit transactions, capital transaction, accruals, provisions,
appropriations etc., the balance of profit as shown by profir and loss account stiould be
equal to the balance in the cash book. A specimen of such budget is given below:
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Cash Budget for the period ended.....

Opening Cash Balance
Budgeied Net Profi

Add: (i} Non-cash tansaction:
Depreciation
Amaortisation
Provision and Reserves
(i) Decreuse in currenl Asscts
(/e Stock, Debiors, B/R)
{it} Increase in Currem Liabilities
{iv) Issue of Share Capital, Debentures
{v} Sales of Fixed Assets

Less: (i} Purchasc of Fixed Assets
(ii) Paymeunt of Dividends

(i} Redemption of Debentures &
Preference Share

(i1} Increase in Current Assets
{Debrors, B/R, Stock)

(1) Drecrease in Current Liabilities
(Creditors, B/P. Taxes)

Cash Balance at the end of the year

and loss method:

Example: From the following information prepare a Cash Budget by adjusted profif

? IN ¥ 1
Creditors 1.34,600 Cash 36,800
Debentures 1,47,000 Debtors 68,000
Accumulated Depreciation 1,00,000 Stock 1,23,800
Equity Share Capital 2,50,000 Inveshments 2,00,000
Profit and L.oss Afc. 2.67.000 Plant at cost 4,490,060
L 8,98 600 8,983,600 i

Forecast Profit and Loss Acecount

For the year ended 31" December, 2002

i 4

Z

=

| To Accwnulated Dep. Afc 44 000 | By Gross profit 4,00,000
To Adm. & Selling Exp. 20,000 | By profit on sale of Invest. 4,000
To Income Tax 10,000 | By Interest 20,000
To intcrest charges 6,040
To Loss on sate of Plant 16,000
To nei profif c/d 3,28,000

4,24,000 4,04 000
Ta Dividend 20,000 | By Net Profitb/d 328000 |
To Balance ¢/ d 3,08,000

3,28,000 3,28,000

ddditional Information.

(i} New plant costing T 1.60,000 was purchased during the year;

(ii} An old plant costing ¥ 1.20.000 and accumulated depreciatron of ¥ 84,000 was

sold for ¥ 20.000;
(iit) Investments costing ¥ 20,000 were sold for T 24,000.



On 3™ December, 2002 Debtors were T 1,66,400; Stock T 1,85,000; Creditors ¥ 24)

2.00.000; Debentures ¥ 1.00,000; Equity shares issued during the year T 1,0¢0,000. Budget and m’gﬁi‘:’“m'

Sotution

Cash Budgel
For the budget period ended 31st December, 200]

Opening Bolance of Cash 36.800
Budgeted Prufit for the Year 3.28,000
Add- Depreciation written off 44 000
Increase n Creditors 63400
Loss on sale of Plant 16,000
Sals of lnvestments 24.000
Sate of Plant 20,000
[ssue of Share Capital 1,00,000 5,97 404
G.34,200
Lexs:  Redemption of Debentures 47.000
Purchase of Plant 1.60,000
Payment of Dividend 20,000
Prafit on sale of lavestments 4000
Increase in Stock 61.200
Increase in Debtors 68,400 3,004,000
Closing Balauce of Cash 273,600 |

7.18.3 Balance Sheet Method

This method of preparing cash budget is another form of adjusted profit and loss
account method. Under this method, a budgeted baltance sheet is prepared showing al)
items of assets and liabilities except cash balance. The balancing Fgure is considered
to represent cash balance. If there is excess of liabilities over assets. the balance is
ordinary cash balance. if there is excess of assets over liahbilities, the balance is
assumed to be banpk overdrafi.

Of these threce methods, the first method (receipt asd payment method) is mostly
preferred because it is shart-term forecast and is mich more detailed then the other
twa methods, whick are normally used as long-term forecasts.

Example: Using the data of above mentioned concept, prepare cash forecast showing
cash at bank under Balance Sheet Method.

Seolation
Forecast Balance Sheet
As on 31" December, 2002

T T
Equity Share Capital 3,50,000 | Plant 4,80,000
Proln & Loss A/c 5.75.000 | Investments 1.80.000
Debentuires 1.00,000 | Stock .85.000
Accumulated Depreciation 60,000 | Debtors 1,66,400
Creditors 200,000 | Cash at Bank 2.73.600
_ | (Balaneing figure) o

L 12,385,000 12,85,000 |

Example: On 1* January, 2001 Yunus Limited had T 7,50,000 Shares Capital and ¥
90,000 reserve againsi T 6,00,000 invested in Fixed Assets. Stock and Debtors were T
80.000 and T 195,000 respectively and Trade and other Creditors were T 30,000. To
sustain the increase in activity, stock level was proposed to be incrcased by 50% by
the end of the year. Machinery worth ¥ 30,000 were proposed to be purchased during
the year as per capnal budget. Estimated profit for the year was T 1.05,000 after
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charging T 60,000 depreciation and 50% of profit for taxation. Advance Income tax
pavment was estimated 10 T 90,000, Trade and other Creditors were likely 10 be
doubled. 3% dividend was to be paid and provision for 10% dividend for next vear
was to be made, Debtors were estimated to be outstanding for 3 months. Sales budget
shown ¥ 13,004,000 sales.

Make an estimate of cash position at the end of the budget period by preparing
Budgeted Balanee Sheet.

Soligion
Budgeted Balance Sheet
As at 31" December 2001
4 L4 Z 3
] |
Share Capiral 7,350,000 | Fixed Assets :
Reserve & Surpius Balance 6,00,000
Balance 90.000 Additions 30.000
Less : Dividend 37.500 6.30,000
52,500 Less : Dep. 60,045 570,000
| Add: profit after tax 1,05,000 Current Assels :
| Less : Proposed 1,57,500 Stock 1,20,000 |
| Dividend 75,000 82,500 | Debtors 3,75.000
Current Liabilities Advance [ncome Tax 0,000 f
Trade & Cther Creditors 60,000 r
Propased Djvidead I 75000 f
Provision for Lncome Tax 1,05,000 |
Cverdraft 82,500
| tbalancing figure) 11,55,000
17,55,000

Working Notes
(1) Stock = 80,000 » 1.5=7 1,20,000
(it} Debtors are equal to three month’s sales = 15,00,000 x 3/12 =T 3,75,000
B C << ¥ ur Progressl i
Fill in the blanks of the following:

1. The progress of preparing and using budgets to achieve manageinent
objectives is called

2. The budget is a of the projected plan of action expressed in
quantitative terms and for a specified period of time.

3. The defines the authority and responsibility of each persen
in exact terms and therefore, overlapping of autharity is avoided.

4. is the cost which tends to vary in direct proposition to the
volume of outpui or level of activity.

5. A is an estimate of the total production product-wise with
the scheduling of operations by days, weeks and months,

6. The most important source of cash receipts trom operations is
which can be ascertained from the sales budget.




7.19 LET US SUM UP

A budget 15 a precise stalement of the financial and quanntative implications of
the course of action thar manapgement has decided to follow in the immediate next
period of time (usually a year).

A budget is always eapressed in financial terms. Initially the budgets may be
prepared m terms of quantities, but fimally they must he expressed in the money
units.

Budgeting is 2 managerial progress that involves preparation of budget, budget
control, budget co-ordination and acknowledgement of thc problems and
difficulties relating to foture budget peried and taking timety decisions [or further
retrieval.

Budgetlary control is the ptanning in advance of the various tunctions of business
so that the business as a whole ¢an be controlled, Budgetary control makes all the
difference between drifting in an uncharlered sea and following a well-plotted
course towards a predetermined distinction.

A budget manual is a document, which confains the essential inferimatron required
for Lhe construction, administration and execution of the budpet.

A detailed budget manual serves as a ready reckoner for the executives ¢onnected
with budgeting system as it provides with them proper guidelines in the
preparation and implementation of budpgets.

Budgets are prepared on the basis of daia generated from accounting system.
Control of performance requires the comparison ol actual performance with the
budgeted performance.

A fixed budget is a budget thai does not change or flex when sales or some other
activity increases or decreases. A fixed budget performance report compates data
from actual operations with the single level of activity reflecied in the budget.

Flexible budget also known as variable or sliding scale butlget is & budget which is
prepared to furnish budgeted costs for any jevel of activity actually attained,

Sales budget is a [orecast of the total sales expressed in quantity and /or money
during the budget period. It is the most important budget of the firm and forms the
basis on which al! other budgets are built up.

The production budget, which is prepared by the production manager. is a forecast
of anticipated production of each product to be produced by the firm during the
budget period.

A master budper is a set of interconnectcd budgets of sales, production costs,
purchases, incomes, etc. and it also includes proforma financial statements.

A cash budget represents a detailed estimate of cash inflows from all sources, cash
disbursements for all purposes and the cash balance during the budget period.

7.20 LESSON END ACTIVITY

¥You are appointed as a finance officer of a big business concern. What steps will you
like to introduce in budgeting system there?
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7.21 KEYWORDS

Budger: A budpet is an estimation of revenue and expenses over a specified future
period of time; it is compiled and re-evaluated on a periodic basis.

Budgetary Controf: Budgetary control refers to how well managers utilize budgets to
monitor and control costs and operations in a given accounting period.

Budger Manual: A budget manual is a document, which contains the essential
information required for the construction. administration and execution of the budget.

Fixed Budget: A {ixed budget, also called a static budgct, is financial plan based on
the assumption of selling specific amounts of goods during a period.

Fiexible Budget: A flexible budget is a budger that adjusts or flexes for changes in the
volume of activiiy.

Sales Budger; Sales budget is a [orecast of the total sales expressed in quantity and /for
money during she budget period.

Production Budget: Production budget is a scheduie showing planned production in
units which must be made by a rmanufacturer during a specific period to meet the
expected demand for sales and the planned finished goods inventory.

Master Budger: The mastcr budget is the aggregation of all lower-leve] budgets
produced by a company's various functioral areas, and also includes budgeted
financial staterments, cash forecasts, and a financing plan.

Cash Budget: A cash budget is an estimation of the cash inflows and outflows lor a
business over a specific period of time, and this budget i1s vsed to assess whether the
entity has suflicient cash fo operate.

7.22 QUESTIONS FOR DISCUSSION

1. What do you mean by Business Budgeting? State the procedure for preparation of
a budget by a business undertaking,

2, What is the purpose ol Budgcting? Discuss the essentials of am effective
budgeting.

On what factors the success of a budgetling system depends in a business
organisation?

lad

4. *“Budget is an essential tool for managers”. Explain this staternent and discuss the
qualities of an effective budget,

5. What do you understand by Budget Committee? What are its functions?

6. What is Budget Manual? What types of information it contains? Discuss its
advantages.

7. “The principal budget factor (er limiting facror) ts of vital significance to
management”. Comment on this statement giving a list of principal budget factors,

What important changes have taken place in the realm of budgeting in India?
9. Wnte short note on the following,:

(iy Budget Manual

(i) Budget Officer



[7.

18.

19.
20.

21.

. 243
{iii} Budget Period Budget and Pudgetary
Contral

(iv) Key Budget Factor

. Explain the objectives of cash budget.

. How does cash budges help in formatting effective dividend / investment policy?
. How does Cash Budget help in availing cash discount? Explain,

. How 15 Cash Budget useful in planning the purchase of fixed assets?

. How are long-term cash lorecasts made?

. Explain the difference between cash budgel and finance budget.

. Ravindra Ltd. expects monthly sales in January ¥ 70,000 in February T 45.000, in

March T 75,000 and n April T 50,000, 75% of the sales are credit sales. The
company receives 30% of credit sales in the month following the sales, 40% after
2 months and the remaining in three months, Find out the cash collected in April.

What is Cash Budget? What is (he difference belween Cash Budget and Finance
Budget? Discuss its main functions,

Discuss the importance of Cash Budgel and explain as to how cash budgei helps
in cash planning.

Briefly discuss the various itemns of ‘Cash Receipts’ and “Cash Payments”.

From the following prepare a monthiy cash budget for the four months ending 31
December
Months Expected Sales Expected Parchases
T T
September 50,000 32,000
October 60,000 60,000
November 45,600 70,000
December BORY) 45,000

Other relevanl information is as undet:
{a) Wages to be paid to workers T 6,000 per month,

(b} Dividends from investments amounting to T 1,000 are expected on 31"
December.

(¢) Income-tax to be paid (in advance) in December, T 2,000.
{d) Preference share dividend of ¥ 5,000 is to be paid on 30" November.
(¢) Balance at Bank on 1" September is ¢expected to be T §,000.

ABC Co. wishes to arrange overdraft facililies with its bankers during the period
April to June of a particular year, when it will be manufacturing mostly for stock.
Preparc a Cash Budpget for the above period from the following data, indicating
the extent of the bank facilities the company will require at the end of each month:
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(a)
Sales Purchases Wages

Month

T 4 L4
February 1.80,000 l 1,24 000 12,000
March l ,92,0{)0—' 1,44,000 14,091}_J
April 1,08,000 2,43,000 11,000
May | 1.74.000 2,46,000 10,000
June L 1,26,000 2.68,000 | £5,000

(b) 50% of the credi sales are realised in the momh following sales and
temaining 50% sales in the second month following. Creditors are paid in the
foltowing manth of purchase.

{(¢) Cash at Bank on I*' Aprii (estimated) ¥ 25,000.

lo June, 2002. The Tollowing information is provided fo you.

22, A company is expecting to have T 25,000 cash in hand on 1™ April, 2002 and you
are required to prepare an estimate of cash position during the three months, April

‘ Sules Purchases Wages
Month ] - z 7
February | 70,000 | 40,000 6,000
March §0.000 50,000 7,000
April 92.0n0 52,000 7.000
May 1,00,600 60,000 8,000
Jupne 120,000 55000 9,000

Other Information:
(ay Perind of credit allowed by suppliers two months;

(b} 25% of sale is for cash and the period of ¢redit allowed to customers for credit
sale one month;

(¢) Delay in payment of wages and expenses on month;

Tneome tax T 25.000 are to be paid in June, 2001.

23. A company expects to have ® 37,500 cash in hand on 1% April and requires you to
prepare an estimate of cash position during the three months -- Aprl, May and
Jure. The following information is supplied fo you:

Sales | Purchases | Wages | Factory Office Selling

Month Expenses | Expenses | Expenses
4 T T T T T

February | 75,000 45,000 ) 9,000 6.040 6,000 4,500
March 84,000 48,000 ) 9,750 8250 6,000 4.500
April 90,000 52,500 9,000 9,000 6.000 5,250
May 1,20,000 60,000 | 11250 11,250 6,000 6,570

] Jupe 1,35,000 60.000 { 14.000 14,000 7,000 7,000




Otber Information: 247
. Budgct and Budpetary
{a) Peried of credit allowed by suppliers 2 months. Control

(b} 20% of sales are for cash and period of credit allowed to custamers for credit
15 one monih.

{c) Delay in payment of all expenses — 1 month.
{d) Incame tax ol T 57,500 are due te be paid on June 5%,

(¢} The company s to pay dividends to shareholders and bonus tu workers of
T 13000 and T 22,500 respectively in the month of April.

(N Plant has been ordered to be received and paid in May, It will cost T 1,20,000.

Check Your Progress: Model Answer
|, Budgeting

2

Bloc-prim

3. Budget manual

4. Varnable cost
Production budget

6. Sales
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8.0 AIMS AND OBJECTIVES

After studying this lesson, you should he able to:

@ Understand the definition, scope, objectives and funciions of Management audit.
e Discuss who s an auditor and what are his/her qualities and functions.

@ Describe the working procedure of management audit.

e Understand the various types of audits.

8.1 INTRODUCTION

Management audit is audit of the management. It is similar to operational audit in
several aspects. However, management audit concenirates more on the inefliciencies




and weaknesses of the management. Management audit is an emerging concept of
audinng. It has been originated from America. Management audit is an act of
evaluation of all the activities of all the departmenis with a view to provide
appropriate suggestions to the managemem to help their worsk. In other words.
management auditing is a future oriented task which evaluates timely in all the levels
of management like production management, sales management etc.

8.2 EMERGING CONCEPT OF MANAGEMENT AUDIT

hManagement audit is a method of independent and systematic evaluation of the
management activities at all levels of management to ascertain the functions,
efficiency and aechievement of' the management (re¢ policics) as cornpared to
standards set by the company.

According to L. R. Howard, “"Managenent andit is an investigation of business from
the highest level downward in order fo ascertain whether sound muanagemeni prevails
throughout, thus facilitating the most effeciive relationship with owtside world and
smooth rsming of internal organisation.”

As per Taylar and Perry, "Management quditing is a method 1o evaluute the efficiency
of management at ol levels throughout the organisation, or more specifically, it
comprises the investigation of a business by an independent hodv from the iighest
executtve level dovwmwards, in order to ascertain whether sowid muanagement prevails
throvugh and o report as to iis efficiency or otherwise with recommendutions to ensure
iy effectiveness where such is not the case "

Management audit may be defined as the svstematic and dispassionate examination.
analysis and appraisal of management’s overall performance. !t 1akes into account
hath financial and non-financial factors inciuding economic environment, their effect
on the admimistration and poals of the business organisation.

It is essentially a procedure or a form of appraisal of the total performance of the
management by means of an objective and comprehensive examination of the
arganisation structure, its components such as a department, its plans and policies,
methods of pracess or operation and controls, and its use of physical facilities and
human resources.

Thus management audit signifies critical assessmeni of management of the enterprise
from the broadest possible point of view, The thrust of this audit is, therefore, on
evaluation, with appropriale analysis for improvement on contribution towards
indvstrial development.

In this regard, George A. Terry states, “The periodic assessment of a compuny's
managerial plonning. organising. actuating. and controfling compared to whai might
be colled the norm of successful operation is the essential meaning of management
audit. It reviews the companv’s past, presemi and future The areas the company
covers are examined with a view to determine whether ihe company is achicving
maxinuun resubis oul of its endeavours.”

Such an audit may be undertaken by the management itself, or it mayv be carmed out .

with the help of management consultants. In the same way, while a comprehensive
management audit may be recommended, companies may cven apply it independently
10 some specific sections or areas of the organisation. For example, praduction
eRiciency or investment appraisai may well be the subject-matter of managemem
audit.

Management audit may even be used 1o provide guidance on critical assessment of
capital budgeting or profit performance, forecasting and planning aetivilics on
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long-term and shor-ierm basis. Management audit is thus concerned with evajuation
and appraisal of the control system and information system in various segments of the
organisation.

8.3 FEATURES OF MANAGEMENT AUDIT

The essential features of an audit can be described as follows:

). Systematic process: Auditing is a systematic and scientific process that follows a
sequence of activities, which are logical, structured, and organized.

2. Three party relationships: The audit process mvolves three partics, that is,
shareholders, managers, and the auditors.

3. Subject matter: Auditors give assurance on a specific subject matter. However,
the subject marter may difier considerably, such as — data, systems or processes
and bebaviour.

4. Evidence: Audiling process requires collecting the evidence that is, financial and
non-financial date, and examining thereol.

5. Established criterin: The evidence must be evaluated in terms of eswahlished
criteria, which include Intemnational Accounting Standards, [nternationat Financial
Reponting  Standards, {(enerally Accepted Accounting Principles, industry
practices, etc.

6. Opinion: The auditor has to express an opinion as (o the reasonable assurance on
the {inancial statements of the entity.

8.4 SCOPE OF MANAGEMENT AUDIT

The scope of manmagement audit is much wider than firancial audit because
management audit evajuates not only financial audit but also other aspecis of the
business. 1t is the method of evafuating the 1otal efficiency of the management from
the top level 1o the lowest leve). Therefore, the main scape of management audit is:

1. Evaluate the Efficiency of the Management: Management- audit evaluates and
appraises the efficiency of the management at all levels.

2. Implementution of Principles and Policies of the Manugement: Management
audit reviews whether principles and policies formulated by the management have
been successfully implemented or not.

3. Find Variances: Tt detects the variances in effliciency with the standards set by the
management.

4. Analyze the Reasons for Varignces: Management audit analyzes the reasons [or
inefficiencies of the management for not fulfilling the targets.

5. Recommend Suggestions for Improvement: 1t gives suggestions for improvement
In the argcas e.g. production, sales, purchase, finance, human resources,
adm infsiration etc.

8.5 NEED AND OBJECTIVES OF MANAGEMENT AUDIT

Management audit is the total audit of the management i.e. revicws how the policies
of the management have been implemented and its efficiency 10 execute the policy.
Therefore, the scope is much greater than financia) audit, as it examines the all aspects
of the management. Management audit has some objectives. These are discussed
below:



1. It verifies the Efficiency: Management audit aims at to assess the efficiency at alt
levels of managermemt and implementation of policies.

2. It gives Suggestion for Increase in Efficiency: Management audit highlights the
inefficiencies in different areas of management and gives his valuable suggestions
and means to improve the efficiencies.

T

1t assesses the Effectiveness of Planning and Policies: Management audit
examines and evaluates the plans and policies and judge whether planning and
policies are properly implemented.

4. It helps 10 Increase Profitability: Management audit helps (he management to
increase profitability by giving remedies to maximize the organisation’s resources
in an efficient way,

L

It helps to Co-Ordinate Activiries: Management audit detecis the interrelationship
among the activities, evaluates the authonty and responsibility and gives valuable
suggestions for improvement of co-ordination among the aclivities and the
employees.

6. [t gives Valuable Advice: By scanning the management efficiency and detecting
the weak spots of different levels of management, the management auditor gives
valuable advice 1o the tap managemem regarding diflerent policies and future
course of action.

8.6 FUNCTIONS OF MANAGEMENT AUDIT

Management audit is a difficuit and compiex task. it performs the following functions:

I. Management audit identifies the objectives of an organisation if such objectives
are 1ol set up.

| £8]

Management audit allocates the overall objectives of an organisation in small
parts.

3. Management audit reviews the siructure of orgunisation and asset of the
organisatian and decides whether goals can be obtained or not.

4. Management audit examines all the scope of work and liability centres..

Management audit provides valuable supgestions to the management after the
evaluation of all above facts.

8.7 WHO IS AN AUDITOR?

Auditor is an independent person who vouches for the correctness of books of
accounts. He reports on the truth and fairness of the tinancial statement. He may be
appointed by the organisation itself or may be appointed hy the gevemment avshority
under a law. The auditor's job is to write a report at the conclusion of the audit which
determines the level of accuracy and clarity that the organisation has accounted for.

They can also ac1 in an advisory role to recommend possibie risk aversion measures
and cost savings that could be made. Auditors work in the accounting departments of a
huge range of firms and with independent chartered and cenified firms, examining the
money going in and out of organisations and making sure it is recorded and processed
correctly.

8.7.1 Auditor's Report

An auditor's report provides an opinion on the validity and reliability of 2 company’s
financial stacnients. An audit report is a written opinion of an auditor regarding an
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enitty's financial statements. The report is written in a standard format, as mandated by
generally acceptcd auditing standards (GAAS). GAAS requires or allows cerfain
variations in the report, depending upon the circumstances of the audit work that the
auditor engaged in. The following repaort variations may be used:

® A clean optnion, if the financial statements are a fair representation of an entity's
financial position.

® A qualified opinion, if there were any scope limitations that were imposed upon
the auditor's work.

® An adverse opinion, if Lhe financial statements were materially misstated.

® A disclaimer of opinion. which can be iriggered by scveral situations. For
example, the auditor may not be independent. or there is a going concern issue
with the auditee.

The typical audit report contains three paragraphs, which cover (ke following topics:
® The responsibilities of the auditor and the management of the entity,

s  The scope of the audit.

® The auditor’s opinion of the entity's financial statements.

An audit report is issued to @ user of an entily's financial statements. The uscr may rely
upon the report as evidence thal a knowledgeable third party has investigaied and
tendered an opinion on the financial statements. An audit report that contains a clean
opinion is requited by many lenders before iliey will ioan funds (0 a business. It is also
necessary for a publicly-held entify to atlach the retevant audil report to its financial
staternents before filing them with the Securitics and Exchange Commission.

8.8 QUALITIES OF A MANAGEMENT AUDITOR

A management auditor should have the following specific qualities:
(i} Ability to understand and gauge business problems.
{i1) General understanding of the organisation.

(i1} Expert knowledge on the principle of delcgation of authority, management by
objeclive, managemeni by exception, management planning and control and the
different budgetary sysiems, and those of intemal control devices (viz. flow chart,
flow of work, analysis of work scheduling, use of computer, etc.).

(iv}) Sufficient knowledge and experience in preparing various reports for
presentation.

(v) General understanding of different laws—ypeneral taws, company law, tax faws
FERA, MRTP, etc. that affect the functioning ol the whole of the organisation.

(vi) Background knowledge about—Enginecering, Siatistics, Costing. Management
accounting, Financial accounting, Industirial psychology, Managerial economics,
efc.

(vii) Tactfulness, perseverance, and lastly—pleasing and dynantic personality.

8.9 FUNCTIONS OF A MANAGEMENT AUDITOR

There are three broad functions of a management auditor:

1. To furnish guidance in the development of format and related insiructions
pertaining to revenue and expense budgets for each responsibility cenire.
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To review ar give guidance in the preparation of complete statements of the
perlormance slandards and vardsticks for measurement applicable 1o each major
decision or performance area. The audilor should carefully examine each set of
statements to make sure that they are consistent with policies. plans, procedures
and standards established at higher levels of responsibility and they should assure
that they are compatible with and properly support the company wide profit
budget.

To critically examine and refine the units of measurement commonly applied in
each major performance or decision area. In this regard the auditor should hefp
management in pinning down and inter-relating the performance standards and
measurements with the operating responsibilities of each person affected,

Thus, the functions (or services) of a Management Auditor may embrace the following
aspecis:

()

(if)

(11i)

(iv)

(v}

{vi)

Formulution of plan and policy: He should ensure (hat “accounting, economic
and other data nceded by the management in constructing its basic policy
[ramework™  arc supplied by the management services unil.

Decision-making process: e should wke into accoumt the outcome of the
decisions previously applied, and sec that the decisions are based on—
management by objectives, management by excepiion, management information
services.

Designing organisational awthority structure: He should assist in the flow of
information among difterent tunctional managers (responsibility-wise},

Measuring and evaluating business performance: He should concenirate on key
funclions or eperations in the profit-inaking process.

Tav-plunning and budgeting: He should appraise the appropriateness of tax
implications, and those of different information and data needed for budget
preparation.

Improving communication system: e should guide in the flow of internal
comumunication (between various depanuments) to strengihen the organisation
structure, and in the flow of external communication (e.g. market conditions,
legal requirements, social accounting, compelitors’ standing, economic trends,
ele.) with a view to strengthening the progress of the business.

8.1

0 ROLE OF MANAGEMENT AUDITOR

A management auditor should have the following general considerations to:

1.
2

3.

Indicate source, nature and basis of data.
Stick to essential information; that is. not matters of general knowledge.

Avoid gathering data acquired during a previcus study, except when a chanpe in
the data presents new evidence.

Ohtain the complcte details where cost is an important tactor.

Look for irreyularities. uncertainties, conflicts and possible disagreements about
plans. objectives, functions, systems and operations.

Aware for weaknesses in organisation systenis, methods, controls, aperations and
personnel.

Substantiate all data by verification through actual observation, examination or
test checks.
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10.
it
12.
13,
14,

15,
16.

17,

Waich out for inaccuraie, incomplete, inadequate and unnccessary reports, forms
and statements.

Determine campliance of policies and proceditres by checking performance,
Seek out methods for ymprovement.

Noie areas and functions for greater effectiveness in performance.

Be on the lookoui for inadequate protective and preveniive methods,
Determine whether or nol responsibilities are being appropriately discharged.

Look into the mafters of cosi-effective utilisation of all resources-—human,
physical financial and natronaf, including the scarce resources and ufilities of
public najure.

Take note of fluctuations in productiun, work-loads and services.

Ascertainr the ultimate use (i.e. utility aspecis) of each activity, record and report
in order to determine value or necessiy.

Look for problemns, botilenecks. wasie, unnecessary work or function, poor
co-ordination, low morale, inadequale motivation and other defects in all
functions and areas under study.

8.11 WORKING PROCEDURE OF MANAGEMENT AUDIT

Management audit is a complex task closely tinked with the process of management.
Tt usually involves the following sicps:

1.

-

First step of management auditing is to identify of the objectives of the
orgartisation. Sometimes the objectives are stated in specific terms but ip most
cases they remain undefined. It is imporiant that the objectives are clearly
perceived and identified.

The overall objectives of the arganisation are (o be broken up inio defailed targets
and plans for various segmen(s.

The organisational structure is to be reviewed to assess whether it can effectively
fulGl the overal} ohjectives and thc detailed targets. If possibie, specific
responsibility centres may be identified in the organisation,

The performance of each functional area or responsibility centre is to be
examined. In many cases the performance can be expressed in quantitative terms,
Tt should be compared with the ohjectives and targets.

On the basis of ihe above examimation, realistic course of action is to be
suggesied. A motivation system is operated whereby incentives are given to
various personnel on the basis of the resulrs of the management andit,

8.12 DIFFERENT TYPES OF AUDIT

Audits ace primarily classificd into the {ollowing:

1. Starufory Audit: Where the appoiniment of the auditors, manner of audit, contents

of audit reports etc. are specifically mentioned in the Aci, the audit eonducted
acconding to themn is called statutory audit. Statutory audit is carried each year by
an audilor, is called statutory auditor. In India. the accounts of joint stock
compantes, banking companies, insurance companies, co-operative sacielies, wrust
institutions are subject 1o compulsory audit,
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. External Audit: When the auditor is not appointed by the management. For
example, director of the company cannot appoint the statutory auditor directly b
the statutory auditor is appointed hy the shareholders. It means the swatutory auditor
is also called an external auditor.

3. Imternal Audit: When the appointment of auditor is made by the person
responsible for the performance of the entity, he is called internal auditor and the
audit done by him is called intemal audit. Internal auditor is the employce of the
company and gives his report to management only.

4. Financial dudit: 1t deals with the assessment and verification of the Nnrancial
statements of an organisation. The aim of this auditing is 10 <nsure that the
financial documents are not mishandled and are fair. They must also comply with
the accounting principles established by that particular organisation, It primarily
deals with Batance Sheet and Profit and Loss Accounts. Financial audit evaluates
the revenues and expenscs. It checks that the reporting or the financial documents
arc in accord with the concerned law, policies and procedures.

5. Operational Audit: This type of audit is performed ta verify thai the resources are
being use up in the organisation in the best possible manner lo fulfill the aim of the
organisation. These are also sometimes known as performance audits. This type of
audil takes ingredients from financial as well as compliance audit. In addition it
also aims to identity the operations which have chances for further improvement. It
is dane in order to improve vperational efficiently. 1t verifies that the activities
being performed in the company are in the way of meeting predefined management
objectives.

6. Information System Audit: This audit focuses on the organisaiion information
system and its rclated operations. This is generally dane with other tvpes of audits
like tinancial, elc. It examines the data fram IT systems and evaluates their
reliability, especially the ones effecting the financial statements of the organisation.
It is known by various names like [nformation System Audil technology audi,
compuler audil. etc. IT looks into the technical operation, data center vperation and
other application controls.

7. Compliance Awdit: This audit focuses on reviving the level of compliant with
policies framed by the organisation or external regulatary requirements, It basically
verifies the compliance of rules including legislation, regulations, comractual and
regulatory requirements. [t tries to determine that whether Lhere is any violation of
concerncd laws and regulations thart are affecting the organisation. Procedures and
rules estahlished by the company play a significant role in maintaining the smooth
funcitoning ot the system, and therefore this audit plays an important rule to find
out whether these rules are implemented properly or not.

8. Integrated Audit: Integrated auditing combines many component primarily
financial and operations, also including the aspect of information technology. It
focuses on the broader spectrum and therefore is termed as the integrated audit as it
15 joimthy planned by the audit team of financial. operational and 1T field. It also
looks inte the quality and otber compliance concems.

This type ol audit s important as it is able to provide a compiete picture of concermed
risks. 1t may also be used for determine opporiunities to increase the flow of
wiformation in [T and process groups. This holistic approach of audit is beneficial for
increasing the usage of automated controls,

It is important 1¢c mention thai main types of audits like financial statements audir,
operational audit and the compliance audit are generally conducted by the extemal
audhors.
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8.13 ADVANTAGES OF MANAGEMENT AUDIT

There are several advantages of conducting management audit of an orgapisation.
When an organisation grows in its volome and activities, there s a need for
management audit for evaluating elficiency and effectiveness of the management ai all
levels ol the organisation. The advantages and imporiance of managemeni audit are
discussed below:

1.

It evaluates Efficiency of the Manugemenz: Management audit is a method of
independent and systematic evaluation of the management activities at all levels
of management to ascertain the functions, efficiency and achievement of the
management {i.e. policies) as compared to standards set by the company.

It scrutinises of the Plans, Policies and Procedure: Management audit helps 10
determine how the management has implemented its plans, policies and procedure
to reach the orgamisations goal.

It helps for Correctivn of Plans, Policies and Procedure: Through management
audtt, it is possible to change or revise the plans, policies and procedure as per
needs ol the company.

It aids for Decision Making: Mapagement audit assesses the ability of the
managers to take important decisions and helps them to rectify the defects,

It assists 1o Ger Loan: Financial institutions who give huge [ean to the
organtsations are interested to know the efficiency of the management and the
profitability. Management audit certainly gives a guide to them.

It helps to Get Subsidy: Betore granting subsidy by the government to any entity
they are interested 1o know the efficiency and functioning of the management.
Management audit helps in this matter.

It helps to Increase Profitability: Management audit helps the management to
increase profitability by giving remedies 1o maximize the organisation’s resources
in an efficicnt way.

8.14 LIMITATIONS OF MANAGEMENT AUDIT

Management audit sulfers from the following disadvaniages:

1.

The management audit is sudit of the management, by the management, and for
the management. The management auditors are selected by the management itsetf,
Such auditors may or may not be able to handle the job assigned {o them.

The management audifors are generally familiar with the organisation and the
stafl’ and emplovees. The personal aspects cannoi be overlooked in such audits.
Some may use this audif 1o level the score with someone while other may utlize it
10 favour someone.

They are more likely 1o take the facts for pranted and may not probe into depth o
investigate the matier any further.

Time and cost constraints may 1imit the scope, operation and extent of such audits.

The managemem audit team as selected by the management may not look, act and
work as a team. Conflicting interests, attitude and inclination may jeopardize the
emtire objective of the audit



Check Your Progress
Fill in the Manks of the following:

I. The audit process involves parties.

2. The auditor’s report is written in a format.
3. The statutory auditor is also called auditor.
a1, audit focuses on reviving the level of compliant with policies

framed by the organisation or external regulatory requirements.

5. Confhicting interests, atlitude and inclination may jeopardize the entire
abjective of the

6. Audit is also known as performance audit.

8.15 LET US SUM UP

e Management audit, as the name signifies, attempts to evaluate the performance of
various management processes and functions. 11 is an audit to examine, review and
appratse the various policies and actions of the management on the basis of vertain
ubjectives standards.

® The scope of management audit 1s much wider than tinancial audit because
management audit evaluates not only {inancial audit but also uther aspecis of the
business.

e Management audit is the lofal audit of the management e reviews how the
policies of the management have been implemented and its efliciency 1o cxecute
the policy.

® Auditor is an independent person who vouches for the correciness of books of
accounts. He reports on the truth and faimess of the financial siatement. An audit
report is a written opinion of an auditor regarding an entity's hinancial statements,

® Audils are primarily classified into the following: Stnutory Audit. External Audit,
intemmal Audit, Financial Audit, Operauonal Audit, Information System Audit,
Compliance Audit and [ntegrated Audit.

e When an organisation grows in its volume and activities, there iy a need for
management audit for evaluating efficiency and effectiveness of the managemeni
ai all levels of the organisation.

8.16 LESSON END ACTIVITY

Let's say that Company XYZ wants {o conduct a management audit. It decides that
good management results in higher profits, happier employees and more customers.
What are the three measures according to you the board of Company XYZ sets?

8.17 KEYWORDS

Munagement audit: Management audit may be defined as thc sysiematic and
dispassionate  examination, analysis and appraisal of nanagement’s overall
performance.
Auwditor: An auditer is an individual who examines the accuracy of recorded business
transactions.

Auditor' Report: An audil report is a written opinion of an auditor regarding an
entity's financial slatements.
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Staturory Andit: Statutory audit is the official inspection of a company's accounts
typically by an independent body.

External Aadit: An external audit is an independent examination of the [ipancial
statements prepared by the organisation.

Internal Audit: An internal audit is the examination, monitoring and analysis of
activities related to a company's aperations, including its business structure, employee
behaviour and information systems.

8.18 QUESTIONS FOR DISCUSSION

i.  Defline management audit.

bt

What are the essential features of an audit?
Highlight the scope of management audit.

Why there is a need of management audii?
Discuss 1he functions of management audit,
Explain auditor's report variations.

What arc the qualities of a management auditor?

Discuss the advantages and disadvantages of inanagement audit.

e A

Highlight the three broad functions of a management auditor.
10. Explain the working procedure of management audit.

I'l. Compare and conirast Intemal and external audit.

12. Whal is integrated audit?

Check Your Progress: Model Answer
1. Three

2. Siandard

3. Laxternal

4, Compliance

5. Audi

6.

Operational
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9.0 AIMS AND OBJECTIVES

Afier siudying this lesson, you should be able to:
e Define responsibility centres
® Describe controllability and accounting concept

® Discuss the advaniages and disadvaniages of responsibility accounting
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9.1 INTRODUCTION

Responsibility accounting is an underlying concept ol accounting performance
measurement systems. The basic idea is that Jarge diversified organisations are
difficult. if not impossible 10 manage as a single segmeni, thus they must be
decentralized or separated into manageable parts. These parts or segments are referred
10 as responsibility centres that include: Revenue centres, Cost centres, Profit centres,
and Investment centres. Responsibility accounting s appropriate where top
management has detegated authority to make decisions. The idea behind responsibility
accounting is that each manager’s performance should be judged by how well he or
she manages those items under his or her control. This approach allows responsibility
to be assigned to the segment managers that have the greatest amount of influence
over the key elements to be managed. Thesc elements include revenue for a revenue
centre (a segment that mainy generates revenue with relatively little costs), costs fora
cost centre (a segment that generates costs, bui no revenue), a measure of profilability
for a profit center (a segment that generates both revenue and costs) and returm on
investment {ROL) for an invesunent centre (a segment such as a division al a company
where the manager controls the acquisition and ulilization of assets, as well as revenue
and costs).

9.2 RESPONSIBILITY CENTRES

The concepi of responsibility accounting has emerged to accommodate the need for
management fnformation at a more specific Jevel of detail than can be provided by
financial acecunting procedures. Responsibility accounting attempts 1o report resulis
{actual performance) in such a way that:

i. Sigmficant variances from planned performance can be identified.
2. Reasans {or variances can he determined.

3. Responsibility can be fixed.

4. Timely action can be taken to correct problems.

Under this approach, pertinent costs and vevenues are assigned (o various
organisational uniis — departments, burcaus, and programmes — designated as
responsibility centres, A decentralized environment resulis in highly dispersed
decision making. As a resuly, it is imperative 10 monitor and judge the effectiveness of
each manager. This is easier said than done. Naot all units are capable of being
evaluated on Lhe same basis. Some units do not generate any revenue; they only incur
cost in support of some necessary function. Other units that dehiver goods and services
have the potential to be assessed on the basis of profit generation.

As a generalization, the pant ol an organisation under the control of a manager is
termed a “‘responsibility centre,” To aid performance evaluation it is first necessary to
consider the specific character of each responsibility cenire. Some responsibility
centres are cost centres and others are proft centres. On a broader scale, some are
considered 16 be investment centers. The logical method of assessment will differ
based on the care nature ol the responsibility centre.

9.2.1 Cost Centre

A cost centre is Lthe smallest segment of activity or arca of respansibility for which
costs are accumulated. Obviousiy most business units incur costs, so this alone does
not define a cost centre. A cosi cenire is perhaps better defined by what is lacking; the
absence of revenue, or at Jeast the absence of control over revenue generaion.



Iuman resources, accounting, legal, and other administrative depariments are
expensive 10 support and de not directly contribule 1o revenue generation. Cost centres
are also present on the factory floor. Maintenance and engineering fall into this
category. Many businesses also consider the actual manufacturing process to be a cost
centre even though & salcable product is produced (the sales “responsibitity™ is
shouldered by other units).

It stands to reason that assessments of cost control are vital or key component in
evaluating the performance of cost centres. This unit will show how standard costs
and variance analysis can be used lo pinpoint areas where performance is above or
below expectation, Cost contral should not be confused with cost nunimization. It ts
easy to reduce costs to the point of destroying enterprise cffgctiveness. The goal is to
control costs while maintaining enterprise effectiveness.

Non-financial metrics are also useful in monitoring cost centres: docunients processed.
errar rates, customer satisfaction surveys. and other similar measures can be used,

Example:
I. The manager for purchasing department.

2. The manager tor maintenance department.

9.2.2 Revenue Centre

Revenue centre can be detined as a distinctly identiliable department, division. or unit
ol a firm that generates revenue through sale of goods and/or services.

Example: Rooms departinent and {ood and beverages departiment of a hotel.

9.2.3 Profit Centre

Some business units have control over both costs and revenues and are therefore
evaluated on their profit outcomes. For such profit centres, “cost overruns’ are
expected if they are coupled with commensurate gains in revenue and profitability.

Example: A resiaurand chain may evaijuate each store as a separate profit centre, The
store manager is responsible for the store’s revenues and expenses, A store with more
revenue would obviously gencrate more food costs; an assessment of food eost alone
would be foolhardy without giving cunsideration to the store’s revenues.

Thus. profit centre is 4 segment of a business, often called a division that is
responsible for both revenue and expenses. The reason has been Revenue minus Cost
that is the Profit. The manager is therefore overall responsibie or accountable for
making profit for the company.

Example: A company has many restaurants which are all profil centres. A manager is
assigned to each resiaurani 1o make sure it is a prolit centre,

9.2.4 Investment Centre

At higher levels within an organisation, unit managers will be held accountable not
only for cost control and profil outcomes, but also for the amuunt of investmen
capital that is deploved 10 achieve those ouscomes. In other words, the manager is
responsible for adopting strategies 1hal generate solid retumms on the capital they are
entrusted to deploy. Lvaluation models for invesument centres become more complex
and diverse. They usually revolve around various calculated rates of returns.

Thus, an investment centrg, like a prolit centre, is responsible for both revenue and
expenses, bul also for related investments of capital.

261
Responsibility Avcouming



162
Management Accounting

Example: An example of an investment centre is a coporate division responsible for
project investments. Here. the manager is responsible for the investment which
includes all the revenue, costs and investments {invested capital or assets),

Qutside of relatively large corporations, the cost centre 1s the most common building
block for responsibility accounting. [n fact, the terms cost centre and responsibility
centre are often used interchangeably.

9.3 CONTROLLABILITY CONCEPT

An underlying concept of responsibility accounting is referred to as controtlability,
Conceptually, a manager should anly be held responsible for those aspects of
performance that he or she can control. In our view, this concept is rarely, if ever,
applied successfully in practice because of the systern variation js present in all
systems. Attempts 1o apply the controllability concept produce responsibility reports
where each layer ol management is held responsible for all subordinate management
layers. The managers thus, should take care of certain essential elements to ensure
adequate responsibility accounting.

¢ Relevance: The convention of relevance emphasises the fact that only such
information should be made available by accounting as is relevant and useful for
achieving ifs objectives.

Exampfe: Business is interested in knowing as to what has been total labour cost?
It is not interested in knowing how much employees spend and what they save.

®  Objectivity: The convention of objeclivity emphasises that accounting information
should be measured and expressed by the standards which are commonty
acceptable.

Example: Stock of goods lying unsold at the end of the year should be valued as
its cost price not at a higher price even if it is likely to be sold at higher price in
future. Reason is that no one can be sure about the price which will prevail in
future.

e Feasibifity: The convention of feasibilily emphasises that the time, labour and
cost of analyzing accounting information should be compared vis-a-vis benefit
arising out of it,

Example: The cost of “oiling and greasing’ the machinery is so small that its
break-up per unit produced will be meaningless and will amouni to wastage of
labhour and time of the accounting siaff.

9.4 ACCOUNTING CONCEPTS

Responsibility accounting is based on certain concepts, They are utmost imporiant to
be [ollowed while accouniing the responsibility. A detailed discussion on each of them
is as follows:

9.4.1 Accounting Period

Though accounting practice belicves in continuing entity concept i.e life of the
business js perpetual but still it has to report the ‘resuits of the activity undertaken in
specific period (normally one year). Thus. accounting tries to present the gains eamned
or losses suffered by the business during the peciod under review, Normally, it is the
calendar year (1™ January to 31* December) but in other cases it may be financial year
(1% April to 31® March} or any other period depending upon the convenience of the
business or as per the business practices in country concerned.



Due 10 tms concept it is necessary to take into account during the accounting period,
all nems of revenue and expenses accruing on the date of the accounting vear. [he
problem confronting this concept is that proper allocation should be made beiween
capital and revenue expenditure. Otherwise the results disclosed by the financial
statements will be affected.

9.4.2 Realization

This concept emphasises that profit should be considered only when rcalized. The
question is at what stage profil should be deemed 1o have accrued. whether at the time
of receiving the order or at the time of execution of the order or at the time of
receiving the cash. For answering this question the accounting is in conformity with
the law and recognizes the principle of law, i.¢ the revenue is earned only when Lhe
goads are transferred. [t means that profit is deemed to have accrued when ‘property
in goods passcs (0 the buyer’ viz. when sales are affected.

9.4.3 Matching

Though the business is a continuous affair yet its continuity is artificially split into
several accounting years for determining its periodic results. This profit is the measure
of the econunuc performance of a concem and as such it increases proprietor's equity.
Since profit is an excess of revenue over expenditure it becomes necessary to bring
together al} revenues and expenses relating to the period under review. The realization
and accrual concepls are essentially derived from the need of matching expenses with
revenues camed during the accounting period. The earnings and expenses shown in an
income stcmenl must both refer to the same goods transferred or scrvices rendered
during the accounting period. The matching concepi requires that expenses should be
matched to the revenues of the appropriate accounting period. So we must determine
the revenue edamed during a particular accounling period and the expenses incuired Lo
earn these rexenues,

9.4.4 Entity

According 1u this concept, the task of measuring income and wealth is undcriaken by
accounting. for an identifiable Unit or Entity. The unit or entity so identified is treated
different and Jislinet from its owners or coniributors, In law the distinction between
owners and the business is drawn only in the case of joint stock companies but in
accounting this distinction is made in the case ol sole proprietor and partnership firm
as well.

Example: Goods used from the stock of the business for business purposes are treated
ds business expenditure but similar goods used by the proprietor, { e. by owner for his
persanal use are treated as his drawings.

Such distinction between the owner and the busine¢ss unit has helped accounling in
reporting profitability more objectively and fairly. It has also led to the development
of “responsibility accounting” which enables us to find out the profitability of even the
differemt sub-units of the main business.

9.4.5 Stable Monetary Unit

Accourtling presumes that the purchasing power of monetary unit; say rupee, remains
the same throughout.

For example, the intAnsic worth of one Rupee is same and equal in the year 1900 and
2000 thus ignoring the effect of rising or falling purchasing power of monetary unit
due to deflation or inflation. In spite of the fact that the assumption is unreal and the
practice of ignoring changes in the value of money is now being extensively
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questioned, sull the alternatives suggesied incorporating the changing value of money
i accounting suatements viz., Current Purchasing Power method (CPP) and Current
Cost Accounting method (CCA) are in evolutionary stage. Therefore, for the ime-
being we have to be content with the *stable monetary unit® concept.

9.4.6 Cost

This concept is closely related to the going concern concept According to this, an
asset 1s ordinarily recorded in the books ai the price at which it was acquired, fe. at its
cost price. This ‘cost’ serves the basis for the accounting of this asset during the
subsequent period. This ‘cost” should nat be confused with ‘value’.

H must be remembered that as the real worth of the assets changes from time to rime,
it does not mean that the value of such an asset is wrongly recorded in the books. The
book vatue of the asseis as recorded does not reflect thefr real value. It does not
sipnify that the values nated therein are the values for which they can be sold. Though
the assets are recorded in the books at cost, in course of time, they become reduced in
value on account of depreciation charges. In certain cases, only the assels
like ‘goodwill” when paid for will appear in the books at cost and when nothing is
paid for. it will not appear even lhough this asset exists on name and fame created by a
concem.

Therefore, the values attached 1o the assets in the balance sheet and the net income as
shown in the Profit and Loss account cannot be said to reflect the correct measurement
of the financial position of an undertaking, as they do not have any relation o the
market value of the assets or their replacement values. This idea that the transactions
should be recorded at cost rather than at a subjective or arbitrary value is known as
Cost Concept. With the passage of time, the market value of fixed assets like land and
buildings vary greatly from their cost.

I'hese changes or variations in the value are generally gnored by the accouniants and
they continue tn value them in the balance sheet at historical cost. The principle of
valuing the fixed assels at their cost and not af market value 1s the underlying principle
in cost concept. According to them, the current values alofte will fairly represent the
cost to the entity.

The cosi principle is based on the principle of objectivity. The supporiers of this
method argue so fong as the users of the financial statements have confidence in the
statements, there is no necessity to change this method.

9.4,7 Conservatism

This concept emphasises that profit should never be overstaled or anticipated.
Traditionally, accounting follows the rule “anticipate no profit and provide for all
possible losses.

Example: The closing stock is valued at cost price or market price, whichever is
lower. The effect of the above is that in case market price has come down then provide
for the ‘anticipated loss’ but if the market price has gone up then ignore the
“anticipated profits®. Critics point out that conservation 10 an excess degree will result
in the creation of secret reserve. This will be quite contrary to the docirine of
disclosure., However, conservatism to a reasonable degree may not come in for
criticism.

9.5 ADVANTAGES AND DISADVANTAGES OF
RESPONSIBILITY ACCOUNTING

Responsibility accounting has been an accepted part of traditional accounting control
systems for many years because it provides an organisation with a number of



advantages. Perhaps the most compelling argument for the responsibility accounting
approach is that it provides a way to manage an orgamsation that would otherwise be
unmanageable.

1. In addivon, assigming responsibility to lower level managers allows higher tevel
managers (o pursue other activities such as Jong-term planning and policy making.

N-d

1t also provides a way to motivate lower level managers and workers.

VP

Managers and workers in an individualistic system tend to he motivated by
measurements that emphasise their individual performances.

However, this emphasis on the performance of individuals and individual segments
creates what some critics refer to as the “stovepipe organization.” Qthers have used
the term “functional silos™ to describe the same idea.

. Information flows vertically rather than honzontally.

2. Individuals in the varipus scgments and functional areas are separated and fend to
ignore the interdependencies within the organisation.

3. Segment managers and individual workers within segments tend 1o compete 1o
optimize their own performance measurements rather than working together 10
optimize the performance of the system.

Thus, il can be said that an implicit assumption of responsibility accounting is that
separating a company into respensibility centres that are controlled in a top down
manner is the way o optimize Lhe system. However, this separation inevitably tails 1o
consider many of the interdependencies within the organisation. Ignoring the
interdependencies prevents teamwork and creales the need for buffers such as
additional inventory. workers, managers and capacity. Of course, a svstem thal
prevents teamwork and creates excess is inconsistent with the lean enterprise concepts
of just-in-time and the theory of constraints. For this reason, c¢rtics of traditional
accounting cuntrol systems advocate managing the system as a wholg o eliminate the
need [or buffers and excess. They also argue that companies need to develop pracess
oriented lcaming support systems, not financial results, {ear oriented control systems.
The information systemn needs 10 reveal the company’s problems and constrainis in 4
timely manner and al a disaggregated level so that empowered users can identify how
lo correct problems, remove constrainis and improve the process. According to these
critics, accounting control information does not qualify in any of these categories
hecause it is not limely. disapgregated, or user friendly.

This harsh criticism of accounting control information leads us to a very important
controversial question. Can a company successfully implement just-in-time and other
continuous  improvement concepts while retaining a tradilonal responsibility
accounling control system? Although the jury is still cut on this question, a number of
field research studies indicate that accounting based controls are playing a decreasing
role in companies that adopt the lean enterprise concepls. In a recent study invnlving
nine companies, cach company answered this controversial question in a ditferent way
by using a different mix of process oriented versus results oriented learming and
contral infonmation. Since each company 1s different, a generalized answer to this
question for alf firms in all sitvations cannot be provided.
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Fill in the blanks of the following:

1. A is a unit within an organisation that is responsible for
generating revenues.

2. A is part of an organisation that does not produce direct
profit and adds to the cost of running a company.

is a unit within an organisation whase manager noi only has
profit responsibility but also some influence on capital expendituras.

L]

4. A manager should only he held respoosible for those aspects of
pcrformance that he or she can

5. Conservation to an excess degree will result in the creation
of .

6. Responsibility accounting is appropriate where top management has
authority to make decisions.

9.6 LET US SUM UP

e Responsibility accounting is a concept of accounting performance \neasurement
systems.

e The basic idea under responsibility accounmting is thal large diversified
organisations are difficult. if not impossible to manage as a single segment.

e Thus, they must be decentralized or separated inio manageable parts.

® These parts or segments are referred to as responsibility centres that include: cost
centres. profit centres and investment centres.

e This approach allows responsibility to be assigned to the segment managers thai
have the greatest amount of influence over the key elements 10 be managed.

® There are many advaniages and disadvantages of responsibility accounting.

® The benefits exceed the limitations, thus rendering responsibility accounting a big
space to settle in.

9.7 LESSON END ACTIVITY

Analyse different cenires of a food chain of your choice and categorise them into
varjous types of responsibility centres.

9.8 KEYWORDS

Cost Centre: A cost centre is pant of an organisation that does nol produce direct profit
and adds to the cost of running a company.

Investment Cenire: A unit within an organisation whose manager not only has profis
responsibility but also some influence on capital expenditures.

Profit Centre: 1t 1s a segment of 2 business for which costs, revenues, and profits are
separately calculated.

Revenue Centre: Unit within an organisation that is responstble for generaring
revenues,



9.9 QUESTIONS FOR DISCUSSION

1. Canresponsibility be delegated? Why?

2. Analyse the concept of revenue centres. How are they evaluated in traditional
responsibility accounting?

3. How would you evaluate cost centres in traditional responsibility accounting?

4. How does an investment centre differ from a profit centre?

5. How are invesiment centres evaluated n traditional responsibility accouming?

6. Examine the key elements of the responsibility accounting conwroversy.

7. Put arguments to support traditional responsibility accounting.

8. Present arguments against traditional responsibility accounting.

9. Examine the controllability concept related to responsibility accaunting.

10. An issue closely related to responsibility accounting is the controversy over
budgeting and how budgets are used. For example, Jensen describes a problem
with typical executive compensation plans where bonuses are based on budget
targets. He argues that corporate budgeting is a joke because it encourages
managers to tell a lie, cheal, lowball targets and inflate results. Explain Jensen™s
argument and proposed solutian.

Check Your Progress: Model Answer
1. Revenue centre
2. Costcentre
3. Investment centre
4. Contro)
5. Secret reserve
6. Delegated
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10.0 AIMS AND OBJECTIVES

After studying this lesson, you should be able 10;

e Understand the concept of Managemem Reporting Sysiem
® Discuss the principles and modes of reporting

e Describe the requisites of & gaod report

® [Cxplain the steps for effective reporiing

® Discuss several ways of classifying Lhe reports

10.1 INTRODUCTION

Information is the life blood of the business. The efficiency of the organisation is 10 a
certain extent governed by the pertinence and regularity of the mformation provided to
those who perform the function of management. As a matter of fact the ultimate
effectiveness of the information is jiself dependent upon the form and timing of its




presentation. It Is, therefore, necessary to have an effective and efficient management
or reporting system,

10.2 MANAGEMENT REPORTING SYSTEM

A ‘management reporting system’ can be defined as an organised mcthod of providing
each manager with ail the data and only those data which he needs for his decisions,
when he needs them and in a form which aids his understanding and stimulates his
action. The organisation can design such a system only after it has established its
goals, broad policies and the basic organisation siructure.

The term informaticn means “Jata processed or evaluated for a specific purpose”. Tt is
indicative of the fact that the data is in a form which has reduced if not removed,
uncer@ainty signiticance to be of some definite use.

The reporting system nvolves all levels of management. The reparts originate from
juniar Yevels of management and go up to top level management, consisting of Board
of Directors. The settional in-charge of every section regularly reports the progress of
his section to his superior. Functional managers have deputy managers who contral
depanimental sections. The combined reports of different sections reach the
departmental manager called functional mawnagers. Different fonctional managers
submit the progress of their departments to the managing direcior, The brief
summuaries of deparunental reports are submilted o the Board of Directors for
reviewing polivies and making strategy for the future. Information means data have
been shaped ine a torm that is meaningful and useful 1o human being. Daia are strean
of raw facts reporting events occwiring in organisation or physical environment before
they have been orgunised and rearranged into a form that peopie can understand and
use.

10.2.1 Report

As indicated earlier. management reporting vefers to the formal system whereby
through reports relevant information is constantly fed io the management. Thus,
‘report’ is the essence of any management information system.

The term ‘Reporting’ may be defined as a formal communication. which moves
upward. N differs from the word ‘commurication’. The superior communicates orders
to the suhordinate. The subordinate communicates the results, The word “report’ is
generally used for factual communication by a lower level o a higher level of
authority. Thus. orders are ‘communicared’, while resolis are ‘reported’.

10.3 PRINCIPLES OF A GOOD REPORTING SYSTEM

A good reporting system is helpful to the management in planning and controiling.
Every level of management needs information relating to its activities centre so that
effective planning may be undertaken and current activities may be controlled and
necessary corrective action may also be taken in time, if nceded. Some general
principles are followed for inaking the reporting sysiem effective, These principles are
discussed below-

1. Proper Flaw of information: A good reporimg system should have a proper flow
of information. The information should {low from the praper place to the right
levels of management. The information should he sent in the right form and at
proper time so that it helps in planning and coordination. The lrequency of reports
will depend upon the nature of report, the types of data required for preparing the
information and cost involved in preparing such reports. The flow of repors
should be such that it does nol cause delay in taking decisions. The reports should
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tlow at regular inervals so that international needs of different manageria) levels
are met &t a proper lime,

Flow of information its & continuous activity and affects all Jevels of the
organisation. Infonmation may flow upward, downward or sideways within an
organisation, Orders, instructions, plans, etc. may flow from top 10 bottom.
Reports grievances, suggesiions, ete. may flow from bottom to top. Notifications,
Jetters. settlements, complaints may flow from oufside. information also flows
sideways, from one manager to another at the same level through meetings
discussions, elc.

Proper Timing: Since reports are used as a controlling device Lhey should be
presented at the earfiest or immediately after the happenings of an event. The time
required for preparation of reports should be reduced to the minimum; for routine
reports the period should be kitown and striclly adhered 1o. Tt will be a waste of
time and effort to prepare information that is too late to be of any use. The
absence of information when needed will either mean wrong decisions or fenment
ol decisions on matters that may be urgent in nature.

Top management
‘Reports fiow from bottom o tep

Gavernment l
<& >
: Middle management
< Union “information may fiow
T upward, downward or
sideways

Customer and public Lower management

{Flow of infformation and reports)

Figure 10.1: Flow of Information and Reports

Accarate Information: The information should be as accurate as possible.
However, the degree of accuracy may ditfer in different repons. Semetimes, pan
information may be supplied as a guide for future policy making, so the degree of
accuracy may be fess. The supply of exact figures may involve a problem of
understanding. Accuracy should also not involve excessive cost of preparation nor
should be achieved ai the sacrifice of prompiness of preseniation. [i will be better
10 have approximate fizures at a2 proper time than delayed information prepared
accurately,

Basis of Cemparison: The information supplied through reporis will be more
useful when it is supplied in comparison with past figures, standards set or
objectives lay down. The decision-making authority will be able o make use of
comparative figures while making a decision. Corrective measures can aiso be
initiated to improve upon past periormanice,

Reports should be clear and simple: The information should be presented in &
clear manner by avoiding extraneous data. Only relevant important information
should become the part of a report. {f supporting information cannot be avoided,
then it should be given in appendix or separate chart should be attached to it. The
method of presenting information should be such thal it atiracts the eye and
enables the reader to form an opinion about the information. The graphic
presentation of information will enable the reader to find out the trends and also to
determine deviations more quickly then in other methods, The arrangement of



presentation should be brief, clear and complete. Simplicity is a good guide for
reports preparation.

6. Cast: The benefits derived from reporting system must be commensurate with the
cost involved in it. Though il is not possible to assess the benefit of this system in
monetary tertns, there should be an endeavour to make the system as economic as
possible.

7. Evaluation of Responsibifity: The reporing system should enable the evaluation
of managerial responsibility. The targets are fixed for various functional
deparimental heads. The record of actual performance is monitored along with the
standards s0 as to enable management to assess the performance of different
individuals. So, mapagement reperting should be devised in a way that it helps in
cvaluatmg the work assigned to various persons.

10.4 MODES OF REPORTING

Repaoris may be presented in any of the following form:
1. MWriren:

{a) Formul Financial Statement: Such statement may deal with any one ot more
af the following:

{1} Aclnal against \he budgeted figures.
(ii) Comparative statcments over a period of time.

(b} Tabuluated Staristics. The repod may deal with statistical analysis of a
particular type of expenditure over a period of time or sales of a produci over
pertod in different tervitories, etc.

(c) decounting Ratios: These may be a part of the formal financial statement
prepared or may be given in the form of a separate stalement. The various
types of accounting ratios have already been explained in an earlier chapter.

F-..I

Gruphic

(a} Chars

{by Diagrams and pictures.

Graphic Reports have the advantage of facilitating quick grasp of signitficant
trends by these who receive the information.

J. Oral

(a) Group meeting

(b} Conferences with individuats.

1t wilt always be appropnate to make written reports as the basis for important
managerial decisions.

10.5 REQUISITES OF A GOOD REPORT

A repont s vehicle camrying information. The fruitfulness of the work done by the
different executives not only depends on the quantity of work itself but also the way in
which the information or resulis are conveyed to their superiors. Thus, good reporting
is necessary for cffective eommunication. A good report should therefore, have the
following requisites;
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l.

Good Form and Conrent: Following points are important in this respect:

{2} Report should have a suggestive title, headings, sub-headings and paragraph
divisions.
{b) In case statistical figures are to be quoted in the report, only the significant

totals may be given in the body of the report. The other statistical details
should be given in the appendix.

(c) The report should comain facts rather than opinions. In case certain opinions
are expressed, they should be Jogical sequence of facts presented in the report.

(d) In case report is in response to a request or letter, cross reference of such
request or letter should be given.

(¢} The report should bear the date on which it is put. The names of the persons to
whom the report {or its copies) is / are to be sent shou)d also be mentioned on
the top.

{f) The objectives of the report should be perfectly served by the contents of the
report.

(g) The contents should folfow a logical sequence:
(1) The summary of present position,
(i) The course that might be taken and the expected resuits.
(i) The recommendations and reasons for their submission.

Prompiness: The report should be submitted as soon as possible because delayed
information may loss its prompiness and utility. Reports are meant for action. The
sooner the report is made, the quicker action can be taken. in some cases,
prompiness in presentation is more important than any other general principles of
reporting. Accuracy may have to be saerificed to achieve the objective of
promptness.

In order to increase utility of collecting the requisite information (ollowing sieps
may be aken:

(a) A proper record-kecping systein, tatlored infermation according to the
reguirements of subinission of different reposts, should be established in the
organisation.

{b} Tn order to avoid clerical errors and increase productivily, mechanical
accounting devices may be used.

(¢) Requisite work should be allotted according 1o departments i order 1o prevent
bottlenccks in reporiing.

(d) Employees may be asked to repon immediately aboui any abnormal or
extraordinary situation.

Camparability: Reports are also meanpt for comparison. This is possible only when
information contained in the report is placed in some perspective, i.e., time norms
or standards. Figures shoutd be given for sonie previous period such as “last
menth” or “some month for the Jast year,” etc. Actual figures may also be placed
side by side with corresponding budgets, standards or estimates. The objective is
to hightight significant deviations from previous periods or siandatds oy estimates.
The principls of ‘management by exception’ should be applied while drafting
reporis. Trivial variations need no1 be reported.

Consistency: Consistency is closely linked with comparability since comparison
is possible only when the reports are prepared and information embodied in the
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report emanates from a comman source. Moreover, uniform procedure should be
foltowed over a period of time for collection, classification and presentation of the
accounting informaltian.

Simplicity: The report should be in a simple, unambiguous and concise form.
Protessional or technical jargon should be avoided since those who receive the
report may be quite unfamiliar with expression the accountant takes for granted. [1
should also be readable. Bath conciseness and rounding off figures 1o a significant
paint add to the readability of the report which is arother dimension to simplicity,

Appropriateness: The report should be appropriate for the person [or whom it is
meant, The points of significance in this context are mentionad below;

(i} Report should be related to the responsibilities of the recipients. For example,
the Production Manager should be supplied with onlv such repurts which
relate to his division or area of control,

(ii) Report shauld be designed to suit the level of management lor whom it is
meant, The general principle is higher the level of managemeunl the mare
cancise should be the report. The top management pets reports from all arcas
but the number of reports and the details of the information have w be
carefully pruned. However, reponts to the middle management have (o be
more detailed, covering section-wise perfarmance and  deviations. For
example. top management has to be given reporis covering profit and loss
statement, the estimated funds flow, the capital expenditure follow-up, the
sales, praduction and other appropriate statistics. But a Sales Manager may be
given reports only regarding such matters which directly atfect him. He may
be supplied with reparts having detailed analysis ot actual sales with the
budgeted with reference to preducts, customers, lerriteries and individual
salesmen.

Controllability: In order to have an appropriate response of the repori, it is
necessary that every reporl should be addressed to a responsibility centre and
should contain a message about the various areas which are controllable at the
point. There is no objection ta the mention of all variances which to the area
covered in order to make the report complete, But variances which are beyond the
cantrol af the executive receiving the report should be mentioned separately in Lhe
report,

Accuracy: The report should be reasonably accurate. The degree of (he accuracy
will depend upon the purpose for which the information is required. Such
ingccuracies which will not alter the significance or the ioformation may be
ignored.

Conxideration of Coxt: The reporting system should not become an unnecessary
drag on the resources of the business. The cost of maintaining the system should
he commensurate with the benefits derived therefrom.

Effective Communication: Reports that commumicate eilectively to all levels of
management stimulate action and influence decisions. Persons responsible for
designing and preparing management reports must know and understand the
problems and methods of management.

10.6 STEPS FOR EFFECTIVE REPORTING

In order to have effective and efficient reporting the following steps should be taken:

(i)

Reparting should be the logical outcome of accounting routine. This requires
detailed planning of flow of paper work and its analysis.

23
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(11} Efforts should be made to avoid duplication of work, Jeurnals, ledgers, ete.,
shouid be designed in 3 way that “conirol data” is available without additional
analysis.

(iii)Codification and mechanisation should be extensively used. They greatly help in
speeding up of reports,

(iv) Accounts for a period should be closed a few days before the close of the period.
For example, accounts tejating to moath of June 30" mav be closed on the 15
Tune, The period from 15" June 10 30" June may be used for processing the data
and the reports may be sent ont 1™ July.

(v) n case actual data are not rcadily avaijable, the interim estimates may be used in
their place. The quality of reports in such a case would depend upon the quality of
estimates. The actual may later on be compared with the estimates and the
deviations or the variations will help the persons responsible for reporting better
estimates for the turure.

10.7 KINDS OF REPORTS

There are several ways of classifying the reports. Some of the imporiant bases on
which reports are classified are as follows:

&  According to purpose
< External reports
% Intemnal reports

¢ According to period
+ Routine Reports
<+ Special Reports

e According to function
< Operating Reports
< Financial Reports

10.7.1 According to Purpose

Following are the types of report according to purpose:

Exrernal Report

The reports meant for persons outside the busincss thaf is fo say the shareholders,
bankers. financial institutions, ete., are termed as External Reports. The example of
such reports is the published annual reports {i.e., the income statement, balance sheet,
etc.,} of companies. Copies of such reports are 1o be filed with the Registrar of
Companies, Stock Exchanges, etc., besides sending them to the shareholders of the
company. ln the interest of general understanding these reports are expected (o
conform to cenain minimum standards of disclosure and disclose certain basic details.
fn [ndia, Scheduie V1 to the Companies Act provides [or such disclosure. Thus, in our
country, it is the government which has taken the imitiative to protect the interests of
the investing public from mischievous management.

Internal Reports

Interna} Reports are the reports meant for different levels of management. These are
nof public documents, They generally do nat have to conform 1o any statutory
standards. The shape, size and nature of reports depend on the recipient of the



reports—his accomplishment, his time for scanning the reports, the purpose to be

served by the reports, etc. From the managerial viewpoint, we can classify these
reports in these categories:

L. Reperting Meant for Top Management: The lop management is concemed with
the following;

< Formulating the basis goal of enterprise.
> BEvolving proper plans keeping the basic objective in view.

<+ Proper delegation of responsibility to subordinate executives with the
objective of getting efficient and effective utilisation of the resources.

+ Promoting appropriate development schemcs.

Thus the top management is primarily concerned with planning and organising
and not with the execution of plans. The information submitied to them should
not, therefore, be in minute details giving day-to-day veport of operating activity.
They shouid rather be supplied with summary reports giving an overal! view of
the operating activities togethier with a comparison of actual with the planned
performance.

The following reports should be sent at the iniervals mentioned therein 10 the top
management:

Table 10.1: Top Management with their Repor(s

]

Board of I. Quarterly balance sheet and profit and loss account,

Direct
wrectors 2. Quarterly funds flow statement.

3. Quarterly production cost statement.

4

Quanerly machine and labour utifisation statement,

Production 1. Manthly production cost staiement.
Director Monthly machine utilization—department-wise.
Monthly labour utilisation statement—department-wise.
Monthly scrap material slatcment—department-wise.

Overheads cost statement—Jdeparmment-wise,

;o om woN

Monthly production statement showing quantity
budgeted, quantity produced and orders outstanding.

Sales Director 1. Monthly report of orders received, orders executed, order
kept pending—~division-wise.

2. Monthly repon of finished goods stock position.

3. Monthly reports of selling and distribution tosi—division-
wise.

4. Monthly report of credit collection. arrears and bad
debts—division-wise.

Finance 1. Monthly funds flow statement.
Director 2

Monthly abswract or receipts and payments.

2. Reports Meant for Middie Management: The middle management is concerned
with the execution of plans formulated by the top management. They function as
coordinating executives to administer policies, direct operating supervisors and
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276 . appraise their performance. Thus, the reports submitted to them should be such
Managoment Accounting which would assist them in performing these functions.

Following is the list of such reports:

Table 10.2: Middle Management with their Reporis

Work Manager

T2

1.

& W

Weekly report of idle time and idle capacity—department-
wise,

. Weekly repon of scrap -department-wise.

Weekly report of production costs.

. Weekly production statement showing quantity budgeled,

quantity produced. orders outstanding.

Sales Divisional
Manager

4.

. Fortmightly report of budgeted and actual sale-area-wise

and product-wise.

. Fortnightly report of credit collections, outstanding and

bad debts.

Fartnightly repon ol orders bocked, ovders executed and
orders outstanding.

Fortnightly report of stock position.

3. Report Meant for Junior Level Management: This level of management consists
of foremen, superintendents, elc., who are interested in reports which will keep
them abreast of pregress of jobs under their charge.

The following is a list of reponts which will suirt their purposes:

Table 10.3: Lower/Junior Management with their Reports

Foremen

Shop 1. Daily repoert of idle tine and machine utilisation.
2. Daily scrap report.

3. Daily report of production—budgeted and actual.

Supervisors

Sajes Area | L. Weckly report of sales—salesman-wise.
2. Weekly repaort of orders booked, executed und outsianding.

3. Weekly report of credit collections. outstanding and bad debts.

J

The following is a list of some other ceports that would be helpful to the
supervisory level management in the successful operation of budgetary conirol

system:

Table 10.4: List of Reporis at Supervisory Level

Sales

[+ R P S

. Sales force progress of work

. Sales promotion work

. Exports

. Publicity and adveriisement

. Cost of sales

. Efforts to be made to cover lower actuals

In2

Production 1.

Inventory

. Work-in-process

Conid.




P

. Capttal expenditure
4. Progress of capital works.

Personnel 1 Direct workers employment estiinates-approved as well as
proposed.

2. Other workers employment—approved and proposed.

3. Approximate cost of present and proposed staff,

Overheads | }. Estimates based on past wends

X New items

Finance |. Accounis receivable position and estimates.

2. Account payable position and estimates.

10.7.2 According to Period

On the basis of peried of reporting, the reports can be classified into two categories:

Routine Reporty

These reports are submitted to diflerent levels of managemeit as per fixed time
schedule. The schedule should indicate the following:

e Title of the repont

® The recipiemts af the report and its copies

® The periodicity of repornting

® The respective dates on which the manuscript and the report are 10 be sent.

® Sources of data and the date by which the daa should be ready at the respective
SUUrces.

Routine reports are usually printed or cyclostyled, leaving blank spaces to be filled in.
Most of the internal reports are of the nature of Routine Reports. A §ist of these reports
has already been given while eaplaining Internal Reports.

Special Reporty

Special reports are required for special purposes. The purpose of obtaining such
report, and the time limit within which such report has to submitted, have to be
specifically and clearly laid down. Somctimes special siaff may have to be employed
for this purpose. A special report may require coordination of various functions such
as industnal enginecring, marketing, etc. Examples of some of the specific reports are
given below:

e Reports for information about competitive products
e Report by purchase department an problems involved in purchasing of materials.

e Report by the cost accountant on the implication of price movements on the cost
of the products.

e Repon regarding market research about a specific product or products.

e Report regarding choice of products or selection of a method of production when
alternative choices are available, etc.
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10,7.3 According fo Function

Foltowing ate the types of reports according to function:

Operating Reports

These reports provide information aboui the operations of the company at different
functional levels. They can be classified into the {ollowing three categories:

1. Control Reports: This report helps in conirolling different activities of the
organisation. They provide facts praperly collected and analvsed to suit the
different levels of managenient. They become a routine affair in the organisation
and, therefore, they are a sori of routine reports. The various types of Control
Reports needed by the different levels of management have been explained under
Internal Repors.

The periodicity of the control reports varies according ta the urgency of the matter
reported. They may be preparcd weekly., monthly, fortnightly or yearly. The
effectiveness of control increascs with decrease in the time interval and decreases
with increase in the iime interval. Thus, as far as practicable these reports shoutd
be for a shorter duration.

2. Information Reports: These reports provide useful information for planning and
policy formulation for the future. Such reports can take the form of Trend Reports
and Analytical Reports. Trend Reports provide information in a comparative form
over a period of ume. Graphic representalion can be effectively used in Trend
Reports. On the other hand, Analytical Reports provide information in a classified
manner so that one can identfy the significant factors. For example, the
composition of different elements of cost of a proeduct can be depicted in the form
of a histogram so as 1o help in identifving the share of each element of cost in total
cost of the produce.

3. Venture Measurement Reports: These reports communicate in a surpmarised
form the resulis of operation of a specific venture or of the organisation as a whole
far specific period.

Financial Reporis

Financial reports provide information about the financial position of the company.
They can be classified into two categorics.

I. Sratic Reports: Static Reports disclose the financial position on a particular date.
The Balance Sheet of a business s an example of a Static Report.

2. Dynwmic Reports: These reports disclose the movement of finance during a
specified period. Funds flow siatement cash flow statement ete., are the examples
of financial reports.

10.8 REVIEW OF REPORTS

Constant review regarding the utility of differeni reports should be done so 1bat no
executive is starved of information and no executive ts fed with unwanted data. In
other words., a report should neither be a burden to the sender nor a nuisance to the
receiver. It will be appropriate for each cxecutive to ask himself the [ollowing
questions regarding each of the reports submitted ie him;

(a) “Do | want it?"

in case the answer is “No°, he need not ask any further questions,



(b) “Is i reievant to my position?™ e
‘ . Manugemen! Reponing
{n other words. such a report is hetpful for him in making better decisions or not.
(¢} “Does it come intime?”
[n nther words. whether it comes too late or oo early than what is required.
(d) “Dwes it come at the right frequency?”

In other wards, the report should not come more or less often than what is
required.

(e} "1s it accurate enough?”
[n other words. it 1s 100 accurate or unnecessarily accurate than reguired.
{N “Ts its presentation in the best form for me?”

In case correct answer is found to these questions and remedial measures are taken
when necessary. the reports — the carriers of information - will effectively serve the
objectives for which they are meant for.

Check Your Provress
Jillin 1he blanks of the following:
1. Orders are communicated while results are

-

2. Corrective measures can also be initiated 1o improve upon past

(=)

. reports have the advantage of facilitating quickh grasp of
signiticant trends by those who receive the information.

4. Reports are not public documents.

W

The management functions as coordinaling executives to
administer policies, direct operating supervisors and appraise their
performance.

6. reports communicate in a summarised form the results of
operation of a specific venture or of the organisation as a whole for
specific period.

10.9 LET US SUM UP

® The repurting system involves all levels of ntanagement.

e The repons originate from junior levels of management and go up tu lop level
mandagement, consisting of Board of Directors.

® A good rcponiing system is helpful to the management in planning and
controlling.

e Every level of management needs information relating to its activilies centre so
that effective planning may be undertaken and current activitics may be controlled
and necessary corrective action may also be taken in tune. if needed.

& Repons may be presented in any of the following form: Written, Oral and
Grraphics.

e The fruitfulness ot the work done by the dillcrent executives not only depends on
the quantity of work itself but also the way in which the mformation or results are
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conveyed to their superiors. Thus, good reporting is necessary for effective
communicaion,

e There are several ways of classifying the reports. Some of the important bases on
which reports are classified are as follows:

% According lo purpose: External reports and Internal reports
+ According to period: Routine Reports and Special Reports
%+ According to function: Operating Reports and Financial Reports

10.10 LESSON END ACTIVITY

Critically cxamine different types of Management Reporls and their relevance to the
banker.

10.11 KEYWORDS

Munagement Reporting: The process of providing information to the management is
known as management reporting. The reports are regularly sent to various levels of
management as to enable in judging the effectiveness of their responsibility centres.
These repaorts alsa become a base for taking corrective measures, if necessary.

Report: Report is a form of statement that presents and examines facts relating to an
event. problem, progress of action, state of business alYairs etc. and for the purposc ol
conveying information, reporting findings, putting forward ideas and making
recammendations as the basis of action.

Information: The communication or reception of knowledge or intelligence—
information in a sentence.

Tabulated Stavistics: The process of placing classified datz into tabutar form is known
as tabulation. A table is a symmefric arangement of statisiical daia in rows and
columns, Rows are horizontal arrangements whereas columns are vertical
arrangements.,

Accounting Ratips: An accounting ratio compares 1wo aspects of a financial
statement, such as the refationship (or ratio) ol current assets to cusrent [iabilities.

Charts: A graph of the price movements of a given security over a given time period,
sametimes along with volume data,

External Reports: An External Report is a kind of organisational report which is
intended for use of outside people or for outside circulation.

Internal Reports: Internal reporting involves the compilation of financial and
operational informatjon on a frequeni basis, which is distrsibuted to those within an
organisatton whe can use it to improve performance,

Routine Reports: A routine report is prepared and presented as a routinc work and at a
regular period of time.

Operating Reports: Operational reporting js intended to suppert the day-lo-day
activities of the organisation.

Financial Reperts: Financial reporting is the process of producing statements that
disclose an organisation's financial status to management, mvestors and the
government.



10.

12 QUESTIONS FOR DISCUSSION

l.

r

6.

What do you understand by the expression *Reporting 10 Management'? Discuss
brietly the matters that you would deal with while reporting 1o the Board of
Directors.

What is Special Report? Why is it prepared?

What are the guiding principles relating 10 the preparation of management
reports?

What are objeclives of financial reporting of business enterprises?

Describe in brief the needs ot different levels of management and point out clearly
as to how the system of reporting can satisfy.

Explain the importance of the Management Reporting Sysiem fur a banker.
Enumerate five such reports.

Suggest some principles for preparing a pood reporting system.

Only an effective information system can provide managers with both intemmal and
external information that is timely and aceurate. Discuss.

Check Your Progress: Model Answer
1. Repornted

2. Performance

3. Graphic

1. Intemal

5. Middle leve)

6. Venture Measuremeni

E——
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