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1 
AN INTRODUCTION TO MANAGEMENT ACCOUNTING 

CONTENTS 

1.0 Aims and Objectives 

I . I Introduction 

1.2 Definition of Management Accounting 

1.3 ObjecLives of Management Accounting 

J .4 Nature and Scope of Management Accounting 

1.5 Characteristics of Management Control System 

1.6 fmportance of Management Accounting 

I. 7 Role of Management Accountant 

I . 7 .1 future of Management Accounting 

1.8 funclions of Management Accounting 

I .9 Advantages of Management Accounting 

I. LO Limitations of Management Accounting 

1. l l Managemenl Accounting, Financial Accounting and Cost Accounting 

1. 1 I .1 Management Accounting 

1.11.2 f inancial Accounting 

I. l 1.3 Cost Accounting 

1. 11.4 Distinction between Management Accounting and Financial Accounting 

1.115 Distinction between Cost Accounting and Management Accounting 

J .12 Tools and Techniques used in Management·Acco11nting 

1 .13 The Decision-making Process 

1.14 Let Us Sum Up 

1.15 Lesson End Activity 

1.16 Keywords 

1.17 Questions for Discussion 

1 .18 Suggested Readings 

LO AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Explain the concept of management accounting, its scope and importance 

• Understand the nature and characteristics of management contro·l system 

• Discuss the role of management accountant 

• Explain various objectives of Management Accounting 
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• Describe the real time applications in taking decisions over the intricacie:; of the 
various accounting viz fioancial 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 
a<;certainment of profit or loss for tbe given period and valuation of stock of assets and 
liabilities on a given date. Financial accounting enabled the concern with the liabilities 
and safoguard the assets entrusted and therefore was also known as custodial or 
stewardship accounting. BasicaHy meant for consumption of owners, crcdjtors, 
statutory authorities, the reporting was for a concern as a whole. Management 
accounting is the accounting system for making decisions of the business enterprise. 
Management accounting furnishes 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 to day commitments of the enterprise. 

1.2 DEFINITION OF MANAGEMENT ACCOUNTING 

The term 'Management Accounting' refers to accounting for the management. 
Management accounting provides necessary infonnation to assist the managemem in 
rhe creation of policy and in the day-to-day operations. lt enables the management to 
discharge all its functions i.e._ planning, organisation, staffing, direction and control 
efficiently with rhe help of accounting jnformation. 

The following are some definitions of management accounting: 

"Management accounting is concerned with accounting information that is useful to 
management." 

-R.N. Antony 

''lvfanagement accounring is the presentation of accounting infor11iarion in such a way 
as to assist management in the creation of policy and in the day to day operations of 
an undertaking. '' 

-Anglo American Council of Productivity 

"Any form of accounting which enables a business to be conducted more efficiently." 

-Institute of Chartered Accountants, England 

"Management accounting is the ident{fication, measurement, accumulation, analysis. 
preparation, interpretation and communication of information that assists rhe 
executive in fulfilling organisational objectives. " 

-C.T. Homgren 

"The application of accounting and statistical techniques co the specific purpose of 
producing and interpreting information designed lo assist management in its function 
of promoting maximum efficiency and in envisaging, formulating and co-ordinating 
future plans and subsequently in measuring their execution. " 

-Association of Certified Accountants 

''Managemem accounring is concerned with accounting information which is useful to 
management. " 

- -Robert Anthony 

"Ma~~gement accounti~g is thepresentation of accounting information in such a way 
to assist management m creation of policy and in the day-to-day operation of the 
undertaking. ·· 

-Anglo American Productivity Report 



"More intima1e merger of I.he two older professions of management and accouming 
means / or rheir satisfaction." 

-Smith 

"These are information generated by accountant.~ for managers. ·· 
- Anonymous 

In sum, we can say by going through these defmirions, that management accounting 
by the use of various techniques provides information useful for planning and 
conlrolling the progress of an organisation towards its goals efficiently. The 
accountants generate the information for the use of management. 

1.3 OBJECTIVES OF MANAGEMENT ACCOUNTING 

The objectives of management accounting are given as following: 

• To assist the management in promoting elTiciency. Efficiency includes best 
possible services to the customers, investors and employees. 

• To prepare budgets covering all functions of a business, i.e. , production, sales, 
research and finance. 

• To analyze monetary and non-monetary transaclions. 

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

• To int.erpret financial statements to enabJe the management to formulate future 
policies. 

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

• To arrange for Uie systematic allocation of responsibilities. 

• To provide a suitable organisation for discharging rhe responsibilities. 

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

The above information can be stated more clearly by the following diagrammatic 
represeotation. 

Provldins I 11formation Participating fn the Manage111c:nl Process 

I I 
Responsibilities 

Planning Evalua11on Controlling Assunn,i; accoun1ablhry F..xtemal reporting 

Principal Activitks 

Repo- Interpretation Resource rnrormatlon systems l echnologlcal Vc:rill- Adminl-
rling managcmeT\I development fmpltmc:ntallon cation tlratloo 

Processe~ 

ldcnllficaUon Measurement Accumulation Analysis Prc:pa,aifon c1nd Communlcat10n 
ln1erpmatlon 

Figure J .1: Objectives of Management Accouuting 
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Mn1Jag,cmcnt Accounhng 1.4 NATURE AND SCOPE OF MANAGEMENT 

ACCOUNTING 

The scope of management accounting is ve1y wide. lt includes within its fold all 
aspects of business operations. The following areas indicate the scope of management 
accounting: 

• Financial Accou11tiflg: financial accounting provides histo1ical information. It 
forms the basis for future planning and financial forecasting. A properly designed 
financial accounting system is a must for securing full control and co-ordination 
of business operations. 

• Cost Accoullting: Cost accounting provides various techniques of costing like 
marginal costing, standard costing, operation costing. etc. These techniques play 
an important role in assisting the management in the formulation of policy and the 
operations of the undertaking. 

• BudgeJary Control: This includes framing of budgets. comparison of actual 
performance with budgeted perfonnances, computation of variance, finding out 
their causes and suggesting remedial measures. 

• In ventory Control: It is concerned with control over inventory from the time it is 
received till its disposal. 

• Rep orting: Reporting includes the preparation of monthly, quarterly, half-yearly 
income statements, and other related rcporcs such as cash flow and funds flow 
statements. These repons are submitted to the management for evaluation of 
performance and decision-making. 

• Statistical Methods: Statistical tools like graphs, charts, index numbers etc., are 
used for presentation of infonnation to various departments. 

• Taxatioll: lt includes preparation of income statement. assessing the effect of tax 
on capital expenditure proposals and pricing. 

• Methods and Procedures: They deal with. organisational methods for cost 
reduction, procedures for impro:1ing the efficiency of accounting and office 
operations. 

• lutem al Audit: This refers to the establishment of a suitahle internal audit system 
for internal control. 

• Office Services: They cover a wide range of activities like data processing, tiling, 
copyiog, printing, communicat.ion, etc. 

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

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

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

• Cost accounting has enabled cost finding, cost control, special studies, fixing 
standards, variance analysis and operational leverage. 

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

• Price fixing, dumping and treatment of sunk costs are economics. 

• Regression analysis is from statistics. 



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

• Reporting to suit various level s and reporting 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 the use of 
above techniques. Management 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. 

Of recent development, it is the inclusion of finance under the umbrella of 
management accounting for resource mobilization and money management. 
Techniques of cash flow discounting, financial leverage are some of the more 
important aids. 

1.5 CHARACTERlSTJCS OF MANAGEMENT 
CONTROL SYSTEM 

Financial accounting has a history of five centuries, and has developed its principles 
long back and is totally s tandardised oow. But management accounting has a history 
of only four to five decades and is evolving its pr inc iples gradually. The author has 
outlined the conventions which are essen1ial from the standpoinl of study o f the 
management accounting. 

• Col/ectio11 of Accounting Information: Financial accounting provides basic data 
about the past and present performance of the organisation in the form of profit 
statements, balance sheet, schedules and reports. 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 s ituation to solve a problem. However, 
these operations should not be expensive, and hence, scientific methods are used 
to collect and interpret the financial data. 

• Revnluation Accou11ti11g: This concept has been explai ned as a technique. But 
this is also a convention or principle adopted in management accounting. This 
implies the presentatio n of capital in ' real' form or at its present worth. This is 
linked to the fluctuation in value o f money. Although this principle is still under 
controversy, accountants are adopting this on a greater scale. 

• Control-at-source Accounting: Another convention practiced in management 
accounting is that adopting a system to control the cost at the points at which they 
are incurred. To adopt this control technique, the systems are devised to be 
adopted at the points of material handling, labour management, etc. Cosl 
consciousness among the employees is a lso inculcated, with this, cost of 
production is minimised and results in effective cost control. This is another 
principle of management accounting. D istinction should also be made between 
controllable and uncontro llable costs and they should be bifurcated to fix 
responsibility. 

• Appropriation of Overheads: This involves tbe allocation of overheads to 
different products on the basis of benefit received from each product. This 
alJocation of overheads to different cost centres is made with the object of 
jusLifying the distribution in an equitable manner. 
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• Martagement by Exception: This is a principle of management according to 
which the information given to 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 
perfonnance) is also transmitled 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. 

• Business Efficiency: To assess the business efficiency, a practice is followed. 
Rate of return on capital employed will be taken as the indicator to measure the 
busi ness standard. Capital employed for this purpose will be viewed from the 
' present replacement value'. This is another convention or principle followed in 
management accounting. 

• Systems Efficiency: The systems adopted and various policies, procedure and 
forms used in managernent accounting should suit to the needs of the organisation. 
As long as they are useful, rhey have to be adopted and are to be discarded as they 
are found to be useless or less effective. 

• Information Ble11din1:: Another convention followed or to be followed is that as 
far as possible informarion obtained from functional areas are to be integrated or 
blended to make available the comprehensive and inter-related infonnatioo to the 
top management, in order to rak.c sound managerial decisions. 

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

• Forecasti1tg Ability: Another principle or convention to be followed by the 
management accounting is that it sbould be capable of foreseeing tbe problems 
and avoid them as far as possible. This needs creativity and vision on the part of 
management accountant. Tools like budgetary control and standard costing are 
given importance in this context. They arc 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 rnay emerge in future, or some of 
the existing conventions may be given up. 

• Data Feeding: It is the objective of management accounting to feed the 
accounting data, required for decision-making purposes. The information to be 
supplied to the top management should be processed by the management 
accountant. Only relevant data arc to be supplied. 

• Efficiency: Another objective of management accounting is to increase the 
operational efficiency of the enterprise. The management accountant by 
pro:essing the data makes it more meaningful and supplies the same to the top, 
whtch opens up new vistas to take sound managerial decisions. This increases the 
overall efficieocy of the organisation. 

• Control: One vital function of management is to control the activities in the 
organisation, to see t~at perfom1ance ~f each functional area js achieved up to the 
set stan?ard. The obJect,ve or task ot the management accounting is to direct all 
accounting e1:forts towards the control of the destiny of the enterprise. This means 
evct)'. operat_,on of the business enterprise will be controlled through certai~ 
techniques like budgets or by adopting "imemal check" system (automatic 



checking of operation without the knowledge of one anotJ1er) to run the 
organjsation smoothly. 

• A void Guesswork: Efficient and sound working of an organisation cannot pro~ed 
on guesswork. Precise and exact accounting infonnation should be made available 
to the top management to fonnulate policies. Hence, the objective of management 
accouotan1 is to eliminate the element of intuition and guesswork from business 
decisions and provide exact accounting 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 
transact ions. 

• Motivmion: The management accountant in the process of obtaining relevant 
accounting and other data deals with the concerned personnel. These persormel 
engaged in different operations of the organisation should be made to work 
effectively. The objective of management accounting in this context is to provide 
meLhods lo generate and sustain appropriate motivation amongst the workers. 
Leadership qualities too have to be developed at different levels of management. 
Managers should develop diagnostic techniques to improve the economic 
performance of the organisation. All this has to be assisted by management 
accountant. 

• Maximum Utilisation of Resources: Every enterprise always aims at profit 
maximisation. To achieve this objective, the scarce resources of the organisation 
are lo be profitably employed. The allocation and use of resources require skill. 
The employment of funds in different functional areas of the organisa6on also 
requires the identification and assessment of exact fund requirement of each 
department. The allocation of resources is a complicated task. The management 
accountant obtains the information, assesses the fund requirement of each 
department and helps the top management in scientific allocation of scarce 
resource and Col lows the track for maxi.mum utilisation of these scarce resources. 
Thus, another objective of management's accounting is to utilise the scarce 
resources in an optimal way. 

From the above, it is crystal clear that the objectives of management accounting with 
lremendous growth of industrial activi ty, increasing severity of competition and 
complexity of technical process, management accounting has gained momentum and 
is helping in solving the complicated production and business problems. It 
encompasses all operations of im enterprise right from planning, organising, directing, 
communicating, to controlling, aims at processing and interpreting financial datc1, 
provides true processed data to the top management to take sound managerial 
decisions. I ts main object is to broaden the services of accounting to management, and 
eliminate guesswork. It also has the objective of opening new lines of thought on work 
measurement . 11 provides meaningful accounting data to all levels of management and 
equips them to analyse accounting data. The limitatioos of financial accounting have 
been overcome by management accounting. However, the subject is sti ll in its infancy 
and has certain limitations. 

1.6 IMPORTANCE OF MANAGEMENT ACCOUNTING 

The importance of management accounting is summarized below: 

• Helps in Decisio11-maki11g: Management accounting helps in decision-making 
such as pricing, make or buy, acceptance of additional orders, selection of suitable 
product mix. etc. These important decisions are taken wich the help of marginal 
coscing technique. 
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• Helps in Pla11ni11g: Planning 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. 

• Helps in Organizing: Management accounting uses various too)s and techniques 
like budgeting, responsibility accounting and standard costing. A sound 
organisational structure is deveJoped to facilitate the use of these techniques. 

• Facilitates Communicatioll: Management is provided with up-to-date 
information through periodical reports. These reports assist the management in the 
evaluation of performance and control. 

• Helps in Co-<Jrdilu1ting: The functional budgets (purchase budget, sales budget 
overhead budget etc.) are integrated into one known as master budget. _This 
facilitates clear definition of departmental goals and co-ordination of their 
activities. 

• Evaluation and Control of Performance: Management accounting is a 
conveniem tool for evaluation of performance. With the help of ratios and 
variance analysis, the efficiency of departments can be measured. Management 
accounting assists the management in the location of weak spots and in taking 
corrective actions. 

• /11terpretation of Financial Information: Management accounting presents 
information in a simple and purposeful manner. This facilitates quick decision­
making. 

• Economic Appraisal: Management accounting includes appraisal of social and 
economic forces and government policies. Tlus appraisal helps the management in 
assessing their impact in the business. 

1.7 ROLE OF MANAGEMENT ACCOUNTANT 

A management accountant is a very important key person in the organisation. His 
main job in the organisation 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-teon intentions. Budget serves also as 
a cool for coordinating the various acrivities and to tbe extent the actuals compared to 
budget works as a tool of control. 

The other type of planning is called long-tenn plan or corporate plan or strategic plan. 
This type of plan is usually prepared for three to five years. Long-term plans indicate 
the management's intent where the organisation should reach in that rime span. By a 
series of budgets, Jong-tenn plans are reached. 

lr is t}1e responsibility of the management accountant to prepare both the type of plans 
and wa!ch their actual performance. For this purpose, he has to re-classify the 
accounting data and assemble them to suit the user department's need. He also has to 
scan the environ~ent for e~ternal information. He has to be particularly careful of the 
performance of hrs competitors and try and obtain information about their long-tenn 
strategy. 

The managem~nt accountant should arrange for various reviews of the budget and 
corporate plan m order to take action on deviations. If the deviation or variances are 
seas~nal he may_ not ~ake steps to correct the plans; otherwise he should modify the 
plan m consultation with the top management. 
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The management accountant will undertake a number of special smdies for capital 
expend iture; make or buy decisions, lease or buy decisions. 

lt will be the responsibility of the management accountant to establish a good system 
for the use of management, devise aU paper work and prescribe the periodicity or 
reports and maoner of submission. 

We have already seen the management accountant's role as a purely staff function, in 
relation lo other departments. ln view of the great use of management accounting, the 
controller now attends all important policy meetings and participates. As one foreign 
publication has stated, "the management accountant participates as the pari of 
management in assuring that the organisation opera1es as a unified whole in itS long­
run, intermediaLe and short-run best interests." 

We may sum up saying, 'lbe management accountant's role is that of purveyor. 
processor and presenter of infonnation and also a planner for the achievement of 
corporate goals 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 {ndia are content with financial accounting due to Lhe ignorance of lhe 
benefits of management accounting. They spend lot of time and money in gathering 
information each time classifying and re-classifying the past data. By tht time 1hty 
could decide, many changes take place making the data ga1J1ered obsolete. 

The world over, information technology has undergone an explosive growth. The 
advent of computers, concords and cootaioerization, globalization of demand has 
taken place. The cross-barrier tenders have to be competitive in pricing and speedy in 
perfom1ance with an assurance on quality. Jmernet becomes an ongoing rneans for 
demand geoeration. Response has to be prompt and pricing competitive and terms 
acceptable. Only management accounting can meet these requiremcnlS. 

Quantitative tools are frequently used in management decision-making now. 
Management accounting, which has already adopted many techniques, can further 
pennit grafting. Concerns that have made use of managemen1 accounting have 
benefited in large measme in the US like Ou Pont, General Mo10rs, and Uniled Steel. 

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

Realizing 1he importance of management accounting to the business, many accounting 
bodies have included the subject of management accounting in their course 
curriculum. SpeciaJ seminars and conferences are held for continuous education. With 
the coming of Foreign Institutional Investors (Fll 's) and Overseas Commercial Bodies 
(OCBs) to India, their knowledge in this area will be available to us. The future of 
management accounting seems lo be promising and rewarding. 

1.8 FUNCTIONS OF MANAGEMENT ACCOUNTING 

Functions of management accounting include all activities connected with collecting, 
processing, interpreting and presenting infonnation to the management. The main 
functions of management accounting are given as follows: 

• Forecm,-1i11g: Making shorL-tenn and Jong-term forecasts and planning the future 
operations of Lhe business. 

• Orga11isit1g: Organising the human and physical resources of the business. This is 
done by assigning specific responsibilities to ditJerent people. 
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• Co-ordbta1i11g: Providing different tools of co-ordination. £xainples of such tools 
are budgeting, financial reporting, financial anaJysis, interpretation, etc. 

• Controlling: Controlling perfonnance by using standard costing, variance analysis 
and budgetary control. 

• Analysis and luterpretation: Analyzing and interpreting financial data in a simple 
and purposeful manner. 

• Communicating: Communicating the results of business activities through prompt 
and accurate reporting system. 

• Economic Appraisal: Appraising of social and economic forces and government 
policies and interpreting their effect on business. 

1.9 ADVANTAGES OF MANAGEMENT ACCOUNTING 

Advantages of management accou11ting are given below: 

• It facilitates the planning of functions of the bllsiness enterprise. 

• lt helps in organizing. 

• Jr facilitates reporting. 

• lt guides through proper co-ordination. 

• It extends the tool of an analysis of comparison in between the ac1ual and standard 
performance. 

1.10 LIMITATIONS OF MANAGEMENT ACCOUNTING 

Limitations of management accounting are given below: 

• Tr facilitates the planning of functions of the business enterprise. 

• lt helps in organizing. 

• It facilitates reporting. 

• lt guides through proper co-ordination. 

• Tt extends the rool of an analysis of comparison in between 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 business as ii communicates timely 
information about an enterprise for decision-making to various users. Users of 
accounting information can be broadly divided into two types, namely, external users 
and internal users. fnternal users of accounting information are those persons who 
directly manage the business. 1nternal users include management at the top, middle 
a~d lower levels. Jnfonnation required at different levels of management is different 
s,_~ce each group ha~ a different set of infonnational needs keeping in view the 
different types of decisions they are taking. For example, the top level may be more 
concern~d with strategic planning. Internal users are concerned with management 
accounting. External users of accounting information include lenders shareholders 
investors, external auditors, creditors, government. The main source of {nformation fo; 
exte~al _users are annual, half yearly and quarterly financial statements of the 
organ ,sat1on. Only tbe 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 interesled in financial accounting. 

1.J 1.1 Management Accounting 

Management accounting is primarily concerned with the use of accounting 
information to assist managers in decision-making and provides information meant for 
internal use. Unlike fmancial accounting, management accowiting information is 
usually confidential and is used within an organisation. Managers gather the data and 
analyse. process, interpret and communicate the results so lhat this information can be 
used for making sound internal decisions, e.g. financial decisions. marketing 
decisions, production decisions, and resource allocation decisions. Management 
accounting draws infonnation from financial accounting. The external users have to 
rely on financial statements (balance sheet, profit and loss account) as their principal 
source of information about an organisation. In addition. it develops information to 
enable management to lake decisions which is futu rbtic in nature and helps to get a 
clear picture of the whole organisation. 

Management accounting helps the different systems in an organisation to work in a 
successfuJ coordina1ed manner by acling as a communication link between various 
systems. Accounting integrates the information from other systems such as marketing, 
production, research and development in a manner that it is expressed in financial 
tenns so as 10 enable corporate decision making. Management accounting reporLS are 
usually designed for making a specific decision and provide information for relatively 
short periods of time. They are not governed by any set of principles and are not 
required by law. Since management accounting is not required by law. the reports 
prepared by management accountants are subject 10 a cost benefit analysis, i.e. the 
perceived benefi.ts oft.he report should exceed the costs. Also, as no external standards 
are imposed on information provided to internal users, management accounting 
reports nm the risk of being subjeclive. Management accounting infonnation may be 
monetary or non-monetary. 

1.11 .2 Financial Accounting 

Financial accounting information is designed primarily for use by persons outside the 
firm, such as creditors, stockholders, owners, governmental agencies, and the general 
public. Most companie!i publish financial accounting data through a set of general 
purpose statements known as the company's annual report. These statements provide 
most 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 accotmting information is historical in nature and 
the financial accounting reports concentrate more on the results of past decisions. 
Financial accounting is governed by the GAAP that are a common set of accounting 
principles, standards and procedures that companies use to prepare their financial 
statements. TIJe GAAP arc foUowed by companies so tJ1at when the inveslors are 
analysing the financial statements for investment purposes, they have a minimum 
level of consistency. for example in revenue recognition, Balance Sheet item 
classification and so on. However, a key 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 fjrst-out (FIFO) method of inventory valuation 
that could lead to different net profit figures for the company. Financial accounting 
reports are developed from the basic accounting system, which is designed to 
highlight the data about completed transactions. Financial accounting concentrates on 
the organisarion as a whole. To summarize both managcme11t and financial accounting 
deal with economi<.: events. Botl1 are concerned with revenues and expenses, assets, 
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liabilities and cash flows. Also, both require quantifying the results of economic 
activity. In actual practice, it is difficult to classify information as being either 
exclusively financial or managerial. The two accounting systems 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 historical 
infonnation which is retained for financial accounting purposes. 

1.11 .3 Cost Accounting 

According to the Chartered Institute of Management Accountants, London, Cost 
Accounting is the process of accounting for costs from the point at which its 
expenditure is incurred or committed to the establishment of the ultimate relationship 
with cost units. Lt embraces the preparation of statistical data, the application of cost 
control methods and tl,e 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 between financial accounting and management 
accounting: 

• Objectives: The main objective of financial accounting is to supply information in 
the fonn of profit and loss account and balance sheet to outside parities like 
shareholders, creditors, government etc. But rhe objective of management 
accounting is to provide information for the internal use of managemeol 

• Performance Analysis: Financial accounting is concerned with the overall 
perfonnance of t11e business. On the other hand, management accounting is 
concerned with the departments or divisions. It reports about the perfonnance and 
profitability of each of them. 

• Data Used: financial accounting is mainly concerned with the recording of past 
events whereas management accounting is conce.med with future plans and 
policies. 

• Nature: Financial accounting is based on measurement while management 
accounting is based on judgment. Because of this, .financial accounting is more 
objective and management accounting is more subjective. 

• Accuracy: Accuracy is an important factor in financial accounting. But 
approximations are widely used in management accounting. This is because most 
of the information is related to the future and intended for internal use. 

• Legal Compulsion: Financial accounting is compulsory for all joint companies 
but management accounting is only optional. 

• Monetary Transactions: Financial accounting records only those transactions 
which ':<1" be expressed in terms of money. On the other hand, management 
accounting r~cords not only monetary transactions but aJso non-monetary events, 
namely technical cl1anges, government policjes, etc. 

• ~ontrol: Financial accounting will not reveal whether plans are properly 
implemented. Management accounting will reveal the deviations of actual 
performance from plans. It will also indicate the causes for such deviations. 

1.11.5 Distinction between Cost Accounting and Management Accounting 

• Objecti~e: The objective_ of cost accounting b the asccruiinment and control of 
costs of products or services. But the objective of management accounting is to 



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

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

• Data Used: In cost accounting, only those transactions that can be expressed in 
figures are included. Only qua1ttitative aspect is recorded in cost accounting. But 
management accoun1ing uses both quantitative and qualitative infor.mation. 

• NaJure: Cost accounting uses both past and present figures. But management 
accounting is concerned with the projection of figures for the future. The policies 
and plans are prepared for providing fuLure guidelines. 

However, cosl accounting and management accounting are complementary in nature, 
Cost accounting furnishes detailed cost information. Management accounting analyses 
and presents the data in a more meaningful and informative manner. 1t helps the 
management to use the cost data effectively. 

1.12 TOOLS AND TECHNJQUES USED IN MANAGEMENT 
ACCOUNTING 

Managemenl accounting is ma.inly a discipline concerned with the analysis and 
interpretation of financial and non-financial data to take decisions relating to business 
problems. Certain tools are used to analyze the accounting data. Some of the 
management tools are used for decisions-making by the management experts are: 
Ratio analysis, Comparative finMcial and income statement, Common size income 
and balance sheet, Trend analysis, Funds flow statement, Cash flow statement, Break 
even analysis, Budgetary control, Standard costing and Marginal costing, Activity­
based costing, Objective costing, F.conomic value added. These tools and techniques 
are discussed in the following paragraphs: 

1. Fina11cial Analysi~·: This is one major technique adopted by every management 
accounlant to know Lhc financial position, financial status of the business concern 
or organisation. This technique involves the following two operatjons: 

❖ Financial Planning: financial planning is deciding in advance, the course or 
line of action for the future in respect of lhe financial management of a 
concem. Tt includes estimating the amount of fi11ance of capital to be raised, 
determining the forms and the proportionate amount of the securities to be 
issued for raising the capital and laying down the policies as co the 
administration of the financial plan, laying dow1l the policies as to the 
administration of the financial plan. 

❖ Other Sreps: 

♦ Projection of financial statements 

♦ Determinations of funds needed 

♦ Foreca~t the availability of funds 

♦ Establish and maintain systems of controls 

♦ Develop procedures 

♦ Establish perfon;nance-based management compensation system 
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2. Budgetary Control: A budget is basically a cost plan relating to a period of time. 
Time is a fundamental factor in any budget. (t is also important to appreciate the 
implication of the word 'cost'. A cost is the value of economic resources used. 
ActuaJly, a cost plan is a resource plan in teims of value. It is to be appreciated 
that a plan alone is usually quite inadequate and there must be a means of 
monitoring and keeping it on the required course. We have alluded to this being 
achieved by budgetary control, which specifically is concerned with: 

❖ The comparison of actual results against budget. 

❖ The identification, recording and communication of controllable differences. 

❖ The takjng of corrccti ve action either to maintain budget levels or to re-plan to 
meet recent developments. The compruison of actual against budget 
perfonnance requires tha1 the budget is divided into twelve monthly periods or 
four weekly periods against which data collected aboul actual results for each 
period may be compared. Thus, the budgetary control directs business 
operation in desired direction. 

3. Fu11ds Flow Statement: The funds tlow 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 tool gives the insight in to statement of sources 
and application of funds. This tcchni<.:al device designed to analyze the changes in 
che 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 
statement. 

4. Cost Accounting: This helps management to conduct perfonnance appraisal and 
also 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. 

❖ Standard c:ost · Standard cost means the predetermined costs based on 
scientifi c analysis of various expenses. The actual expenditure incurred in 
producing a product or in any job or process or contract should anain tbe level 
of standard cost Standard costs are only estimates and they tell as to what 
should be the cost under ideal conditions. Actual cost is compared with tbe 
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 cos,: Additional expenditure incurred to produce addiLional unit of 
goods is called marginal cost. This is comparativeJy a new area in the field of 
accounting. This is adopted in 'cost-volume~proftt' analysis and also in break­
even analysis. This is basically connected with variable cost ( expenditure 
incurred on variable item, like raw material) and the management can control 
the variable cost with the help of this and sound decisions regarding 
production and distribution. 

5. Inflation Accmmting: This is also called revaluation accounting. Many 
management accountants are using this technique to maintain the capital in real 
terr:is. Man~gement accountants, in order 10 meet the needs of the changing 
b~s.mess environment ~nd economy, revalue the assets of the enterprise at current 
pnces ~nd show the mcrease or decrease in the value of capital. So jnflation 
accounting has become anotJJer technique of management accounting. 



6. Storisticu/ Tnols: Statistical and graphical techniques are employed in decision­
making process. Today, management accountants continuously use these 
techniques to solve management and business problems. Sales chart, investment 
chart, master charts, current assets chart are tl1e some of the graphical techniques, 
and break-even point, linear programming, regression equations are some of the 
statistical techniques are used for finding out solutions for business problems. 

7. Reports: The management accountant collects information from different sources 
and compiles them and transmits them to the top management through an effective 
commuokation sys1em called 'Reports·. He cannor all the time speak orally lo the 
top management on various decision-making activities. The in formation is to be 
recorded and made available to all levels of management to facilitate them co 
carry out their work effectively. This job will be made in the form of preparing 
reports relaring lo 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-MA.KING PROCESS 

Since information produced by management accountants must be judged in the light 
of its ultimate effect on lhe outcome of decisions, it is necessary t.o understand the 
decision-making process. 
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Figure l .2: The Decision-making Process 

Figure 1.2 presents a diagram of a decision-making mode!. The first five stages 
represent the decision-making or the planning process. Planning involves identify the 
objectives, search for alternative courses of action, gather data aboul alternatives, 
select alternative courses of action and implement the decision. The .final two stages 
represent the conlrol process which is the process of measuring and correcting actuaJ 
performance to ensure that the alternatives that are chosen and the plans for 
implementing them are carried out. 

1. /de11tifying Objects: The first stage of decision-making process is co specify the 
goals or objectives of the organisation. The objectives of the finn 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 
nec cash inflows (that is, future cash receipts less cash payments) or to be more 
precise the present value of future net cash inflows. The reasons for choosing 
these objectives are as follows: 

17 
An Introduction 10 

1,fanagemcnc Accounting 

http:actiC.Tl


18 
Managemen1 Accountmg 

❖ It is unlikely that any other objective is as widely applicable in measuring the 
ability of the organisation to survive in the future. 

•·· lt is unlikely that maximizing the present value of future cash flows can be 
realized in practice but by establishing the principles necessary to achieve this 
objective one can learn how to increase the present value of fucure casb flows. 

❖ It enables shareholders as a group to know how much the pursuit of other 
goals is costing them by indicating the amount of cash distributed among the 
members of different groups. 

2. The Search for Alternatfre Courses of Action: The second stage is a search for a 
range of possible cow·ses of action (or strategies) 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 for sale in existing markets 

❖ Developing new products for new markets 

·•· Developing new markets for existing products 

3. Collect Data ahom Alternatii:es: When potential areas of activity are identified. 
management should assess the potential growth rate of the activities, the ability of 
the company to establish market share and the cash flows for each alternative 
activity for various states of nature (i.e., unco.ntrollable factors like economic 
boom, high inflation, recession, the strength of the competition and so on. 

The course of action selected by the firm will commjt its resources for a lengthy 
period of time aod bow the overall place of the finn will be affected within its 
environment - that is, the products it makes, the markets it operates in and its 
activity to meet future changes. These decisions arc referred as long run or 
strategic decisions. Some decisions do not commit the firms' resources for a 
lengthy period of time. Such decisions are short-tenn or operating decisions and 
arc normally the concern of operating level managers. Examples of short-tenn 
decisions include the following: 

❖ What selling price should be set for the firm's products? 

❖ How much units to be produced of each product? 

❖ What media should be used for advertising the film's products? 

❖ What level of service shall we offer customers in tenns of the number of days 
required to deliver an order and the after-sates service? 

4. Select Appropriate A lternative Courses of Action: ln practice, decision-makers 
choose between competing altemative courses of action and selecting the 
alrema1ives that satisfies the objectives of an organisation. lf our o~jective is to 
maximise future net cash inflows, we can rank the alternatives in terms of net cash 
benefits and those showing the greatest benefits subject to any qualitative factors. 

5. hnplementati~,i of tile Decisions: This stage refers to the implementation as part 
of ~he bud~e_tmg process. The budget is a financial plan for implementing the 
~~-nous dec1s1ons that management has made. The budgets are expressed in terms 
01 casb outflows and cash inflows and sales revenues and expenses. 

6. Compa~ing Actual and Planned Outcome a11d Responding to Variations from 
Plan: 1 he management process of control consists of the measurement reporting 
and subsequ~ni correction of performance to ensure that the firm's ob';ctives and 
plans are achieved. ~ 

http:subsequc.nI


To monitor performance, the accountiwt produces performance reports and presents 
them to the appropriate managers who are responsible for implementing the various 
decisions. Performance reports provide feedback information by comparing planned 
and actual outcomes. Such reports highlight those activities that do not confonn to 
plans. so that managers can focus on those items. This process is known as 
"Management by Exceplion". 

The process of taJdng corrective action so that actual outcomes confonn to planning 
outcomes or the modification of the plans if the comparisons indicate that actual 
outcomes do not conform to plan outflows is indicated by the arrowed lines in Fig 1.2 
linking stages 7 & 5 and 7 & 2. These arrowed lines represent "feedback loops''. 

Check Your Proorcss 

fill in the blanks of the following: 

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

2. ____ has enabled preparation, processing and analysis of data and 
compilation of reportS and decision-making easier. 

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

4. A _ _ ___ is a quantitative expression of management' s short-te1m 
intentions. 

5. Accounting is sometimes called the _ ____ as it communicates 
timely information about an enterprise for decision-making Lo various 
users. 

6. A is the value of economic resources used. ----

1.14 LET US SUM UP 

• Management accounting today is a branch of accounting. Financial accounting 
was found efficient fo r management decision-making because it reported rhe state 
of affairs of the company as a whole posthumously. This was all right for the 
owners and other outsiders. 

• Management accounting is the accounting system for making decisions of the 
business enterprise. Management accounting furnishes the necessary infonnation 
to assist the business enterprise to make rational decisions through the 
development of policies and procedures in order to meet 1be day to day 
commitments of the enterprise. 

• The term 'Management Accounting' refers to accounting for the management. 
Management accounting provides necessary infonnation to assist the i:nanagement 
in the creation of policy and in the day-to-day operations. 

• The scope of management accoW1ting is broader which draws concept and 
applications from various disciplines. 

• Functions of management accounting include all activi1ies connected with 
collecting, processing, interpreting and presenting infonnation to the management 
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• Managers need finru1cial ioformation in order to plan for the activities of lhe 

business. Accounting is sometimes called the language of business as it 
communicates timely information about an enterprise for decision-making to 
various users. 

• Users of accounting infonnation can be broadly divided into two types, namely, 
external users and internal users. Unlike financial accounting, management 
accountiog lnformation is usually confidential and is used within an organisation. 

• Managers gather the data and analyse, process, interpret and communicate the 
results so that this infonnation can be used for making sound internal decisions, 
e.g. financial decisions, marketing decisions, production decisions. and resource 
allocation decisions. 

• Financial accounting information is designed primarily for use by persons outside 
the firm, such as creditors, stockholders, owners, governmental agencies, and the 
general 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 

"11)e main objective of management accounting is to appropriate policy and lo 
formulate plans in order to achieve desired objectives of the company." Do you agree 
vv·ith the statement? lllustrate your answer. 

1.16 KEYWORDS 

1\fmzagement Accounti11g: Management accounting is the presentation of accounting 
information in such a way as to assist management in the creation of policy and in tbe 
day to day operations of an undertaking. 

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

Fu.nds Flow Statement: The funds flow statement is a report on the movement or 
funds or working capital. 

bijlatio11 Accounting: In inflation accounting, one records price change~ that affect 
the purchasing power of current assets and the value of the company's long-term assets 
and liabilities. 

1.17 QUESTIONS FOR DISCUSSION 

I. Write briefly of the evaluation of management accounting. 

2. Explain the scope of management accounting. 

3. State the functions of management accounting. 

4. "Management accounting serves as a tool to management." Analyze this 
statement. 

5. Write on the objectives of management accounting. 

6. Explain tbe importance of management accounting. 

7. Write briefly the scope of management accounting. 

8. Briefly explain the characteristics of management accounting. 

9. Write briefly on the role of the management accountant. 



J 0. Distinguish between the management accounting and cost accounting. 

11. List out the contradictory areas of interest in between management accounting and 
financial accounting. 

l 2. Write about the advantages and limitations of management accounting. 

Check Your Progress: Model Answer 

I. lnventory Control 

2. Computer soft.ware 

3. Management by Exception 

4. Budget 

5. Language of business 

6. Cost 
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2.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• 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 statements 

• Explain various methods of financial statement analysis and interpretation 

2.1 INTRODUCTION 

The financial statements are affording many facts though they are absolute and 
concrete in terms; but no! 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 
available are grouped together in order to pull out the meaningful relationship which is 
already available among them; for interpretation and analysis. 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 management regarding the financial conditions, and profits which 
help the management to control the business. Therefore, for the better understanding 
of the fin,mcial statements, the self-appraisal of the business and for the better 
judgement of outsiders regarding the perfonnance of the company, the analysis of the 
financial statements is done. 

2.2 MEANING OF ANALYSIS OF FINANCIAL 
STATEMENTS 

Analysis of financial statement is the process of critically examining of the data of the 
financial accounts. The main function of this analysis js to find the strengths and 
weakness of the business by using different tools. Financjal analysis severs the 
interests of the shareholders, debentures, long-term and sho1t-term iovestors, bankers, 
creditors, politicians, journalists, legislators, economists and researchers by 
classifying, re-arranging and re-grouping the financial statements. Thus it helps the 
interested parties to reach on sibrnificant conclusion. 

In the words of John M. Myer - "Financial statement analysis is largely a study of 
relotionship among the variou.s financial factors in a business as disclosed by a single 
set of statements and a study of the trends of these factors as shown in a series qf 
statements ··. 

As per Kennedy and McMullcr, ·'Financial statement analysis attempts 10 unveil the 
meaning and significance of the items composed in profit and loss account and 
balance .thee! so as to assisr rhe management in the formation of sound operating 
policies.,_ 

·1nus. the financial statement analysis refers to the classification, diagnosis and 
comparison of the data of financial statements so that the profitability. financial 
position managerial efficiency and weakness of the business may be disclosed. 
Financial statement analysis is the process of examiniog relationships among financial 
statement elements and making comparisons with relevant information. Jt is a valuable 
tool used by investors and creditors, financial analysts, and others in their decision­
making processes related to stocks, boods, and other financfal instruments. The goal in 
analyzing financial statements is to assess past performance and current financial 
position and to make predictions about the future performance of a company. 
lnvestors who buy stock are primarily interested in a company's profitability and their 
prospects for earning a return on 1heir investment by receiving dividends and/or 
increasing the market value of their stock holdings. Creditors and investors who buy 
d1::bt securities, such as bonds, are more interested in liquidity and solvency: the 
company's short-and long-run ability to pay its debts. Financial analysts, who 
frequently 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 securities, such as stocks and bonds. 

Analysts can obtain useful information by comparing a company's most recem 
tinaocial statements with its results in previous years and with the results of other 
companies in the same industry. Three primary Lypes of financial siatemenl analysis 
are commonly known as horizontal analysis, vertical analysis, and ratio analysis which 
are explained in below given sections. 

2.3 MEANING OF FINANCIAL STATEMENT 
INTERPRETATION 

lnterpretation is relating to the drawing of conclusion, inference and criticism of the 
analysed financial data. Interpretation comes next to the analysis of financial 
statements. lnterpreta1ion of financial statement is not possible wi1hout analysis of 
financial data. 

In the words of Spiecer and Peglar, "lnterpretation of accounts ma)) be defined as the 
art and science of translating the figure.~. in such a way, 0 .1 to reveal the financial 
s trengrh and weakness of the business and the causes which have contributed 
rherein ". 

1:-rom this definition it is clear that the interpretation of financial data includes the 
reporting on the analysed financial figures regarding the weakness and strength of the 
business. Jt also gives the reasons and responsible factors of such weakness and the 
s trength o f these figures. 

Analysis and interpretation of financial statements are hvo different tenr1s bul are 
closely assocjated because without interpretation analysis is useless and without 
analysis interpretation is impossible. Analysis not only classifies the financial data 
into simple form but also helps in creating a relationship of one accounting figure with 
another so that the meaningful conclusion of the financial tiara may be drawn by the 
interpreter. For this purpose the interpreter must be well experienct:d and quite 
intelligent to read and understand the analysed data. 

As per .Kennedy and McMullar, "The analysis and in1erpretation of .financial 
sl(,1ements are an attempt lo determine the significance and meaning of financial 
statements data so that a forecast may be made of the prospects .fnr fwure earnings, 
ahility to pay interest and debt maturities (both current and tong-term) and 
probability ofa sound dividend policy". 

2.3.1 Procedure for Analysis and Interpretation 

Generally the following procedure is adopted for the analysis and interpreLation of 
financial statemems: 

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

2. All the required financial data should be collected and studied from financial 
statements. If required, the financial statements should be rearranged or 
reorganized to ffod the same nature items. 

3. To reduce the complexjty of the financial statements, the figures of the financial 
statements should be approximised to the thousand or hundred. 
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4. To create a relationship among the income statement and financial pos1t1on 
statement, different analysis techniques as ratio analysis, trend and common size 
should be used. 

5 . lf there are given some additional infonnation relating to interpretation except 
financial statement those must also be collected. 

6. 1f it is n:quired for the comparison, the financial data should be rearranged in the 
tables in a logical way. 

7. To interpret the financial data and to draw a conclusion, the proper tool 
(technique) as average comparative statement should be used. 

8. The analysed treod 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 to the 
management in a brief and clear report. 

2.4 CHARACTERISTICS OF FINANCJAL STATEMENTS 

financial statements have certain characteristics so that they can serve the purpose and 
objectives for which they are made. Following are the 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 to thejr uses. 

• Accumcy and Freedom from Bias: Well prepared financial statements convey a 
full and correct idea about the progress, position and prospects of an enterprise. 
Inaccuracy besides invoking legal consequences may also defeat the objectives for 
which the srateruents are meant. 

• Comparability: Comparability increases the utility of financial statements. 
Financial statements contain information so that they can be comparable for 
assessing the progress and position of the business enterprise. Comparisons with 
other similar concerns or tJ1e industry reveal the strength of the enterprise vis-a-vis 
other firms and industry. 

• Consistency: The financial statements for a finn should be consistent over a time 
span. Here, consistency means rules and procedural choice exercised by the 
accountants. 

• Alltltenticity of tlte Financial Statements: Generally the financial statements of 
the companies are teviewed and authenticated by an independent auditor. 
Statements duly audited and certified by recognised and established auditors are 
accepted al their face value and are deemed to be more reliable. 

• Compliance with Law: Financial statements meet the requirements of law, if any, 
in the matter of fonn, contents and disclosures, procedures and methods. fn India, 
companies are required to present their financiaJ statements according to tl1e 
provisions of Section 211 of the Companies Act, 1956. 

• Analytical Presentation: TI1e financial statements are prepared in a classified 
form so that a better and meaniogful analysis can be made. Proper classification 
helps in tracing and understanding in causes of the results as shown in these 
statements. 

• Generally Accepted Principles: Since the financial statements are meant for the 
use of a wider cHentele, 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 fol lows: 

(i) Knowing Profituhility of BusineS!f: financial statements are required 10 ascertain 
whelher the enterprise is earning adequate profit and to know whether the profits 
have increast!d or decreased as compared to 1he previous year(s), so that 
corrective steps can be taken well in advance. 

(ii) Knowing the Solvency of the Business: Financial statements help 10 analyse the 
position of the business as regards to the capacity of the entity to repay its short 
as well as long term liabilities. 

(iii) Judgi11g U,e Growth of the Business: Through comparison of data of two or 
more years of business entity, we can draw a meaningful conclusion as regard to 
growtb of the business. For example, increac;e in sales with simultaneous increase 
in the profits of the business, indicates a healthy sign for the growth of the 
business. 

(iv) Judging Fi11a11cial Strengtl, of Business: financial statements help the entity in 
determining solvency of the business and help to answer various aspects viz., 
whether it is capable to purchase a..c;:;ets from its own resources and/or whether the 
entity can repay its outside ljabilities as and when they become due. 

(v) Maki11g Comparison am/ Sele,tion of Appropriate Policy: To make a 
comparative study of the proftlability of rhe entity with other en1i1ies engaged in 
the same trade, financial statements help the management to adopt sound 
business policy by making intra firm comparison. 

(vi) F orecastilig and Preparilig Budgets: Financial stalemem provides infonnation 
regarding the weak-spots of the business so lhat the management can take 
corrective measures to remove these shortcomings. financial statements help the 
management to make forecasl and prepare budgets. 

(vii) Commu11icati11g with Different Parties : Financial statements are prepared by 
the entities to communicate with differc111 panies about their financial 
position. Hence, it can be concluded lhat understanding the basic financial 
statements is a oecessary step towards the successful management of a 
commercial enterprise. 

2.6 NATURE OF FINANCIAL STATEMENTS 

According to the American Institute of Certified Public Accountants, financial 
statements reflect "a combination of recorded facts, accounting conventions are 
personal judgements and the judgements and conventions applied affect them 
materially". This implies that data exhibited in tbe financial statements are affected by 
recorded facts, accounting cooventions and personal judgements. 

• Recorded Facts: The tenn recorded facts which have been recorded in the 
accounting books. Facts which have not been recorded in the financial books are 
not depicted in the financial statements, however materiaJ they might be. For 
ex.ample, fi xed assets are shown at cost irrespective of their market or replacement 
price since such price is not recorded in the books. 
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• Accounting Conventions: Accounting conventions imply certain fundamental 
accounting principles which have been sanctified by long usage. For example, on 
account of the convention 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 better than what has been shown by the financial 
statements. 

• Personal Judgement: Personal judgements have also an important bearing on the 
financial statement. For example, the choice of selecting 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 FINANCJAL STATEMENTS 

Financial statements are prepared with the object of presenting a periodical review or 
report on the progress by the management and deal with the (l) status of the 
investments in the business, and (ii) results achieved during the period under review. 
However, these objectives are subject to certain limitations as given below: 

• Fh1a11cial St(ltements are Essential(v Interim Reports: The profit shown by 
Profit and Loss Account and the financial position as depicted by the Balance 
Sheet is not exact. The exact position can be known only when the business is 
closed down. Again, the existence of contingent liabilities, deterred revenue 
expenditure makes them more imprecise. 

• Accounting Concepts and Co11ve11tio11s: Financial statements are prepared on the 
basis of certain accouoting concepts and conventions. On account of this reason 
the financial position as disclosed 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 not be same which 
may be realised on their sale. On account of convention of conservation the 
income statement may not disclose true income of the business since probable 
losses are considered while probable incomes are ignored. 

• Influence of Personal Judgment: Many items are left to the personal judgment of 
the accountant. For example. the method of depreciation, mode of amortisation of 
fixed assets, treatment of deferred revenue expenditure-all depends on the 
peTSonal 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 controlUng factor on making indiscreet personal 
judgments. 

• Disclose only Monetary Fact~: financial statements do not depict those facts 
which cannot be expressed in tenns of money. For example, development of team 
of Joyal and efficient workers, enlightened management, the reputation and 
prestige of management witb the public, are maners which are of considerable 
importance for the business, but they are nowhere depicted by financial statements. 

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

2.8 METHODS OF FINANCIAL STATEMENT ANALYSIS 

The entire fmancfal statement analysis can be classified into various categories: 

• Comparative financial statements 

• Common size financial statements 



• Trend percentages 

• Fund flow statements 

• Cash flow statements 

• Ratio analysis 

• Break-even Analysis 

2.8.1 Comparative Financial Statement 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 
financial position of two firms. Similarly, the inter-period financial statements can be 
prepared . inter-period comparison is done very easily by inter-period financial 
statements. For the preparation of inter-period comparison the accounting data of the 
different periods are shown in the different columns along with the absolute and 
relative changes. Relative changes are calculated in the percentage based on the 
previous year. Among the comparative financial statements the following statements 
are included: 

• Comparative Ba lance Sheel 

• Comparative Profit and Loss Account 

• Comparative Statement of Ch,mges in Working Capital 

• Comparative Statement of Cost of Production 

Comparative Balance Sheet 

As per Prof. fulke, '·Comparative Bolance Sheet is t.he study of the trend of the same 
business enterprise on che different dates ". Jn the comparative balance sheet the 
changes in the amount of variou~ 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 closing balances of different accounts are shown while in the 
comparative balance sheet the closing balances of the different items are showed 
along with their absolute changes and relative changes. 

Comparative balance sheet is very usetu! to study the trends in the changes of items. 
The comparative balance sheet is more concerned with the changes in assets, liabilities 
and owner's equity and their trends while in lhe single balance sheet is concerned 
with the book values of the items and the fmancial position of the business. However, 
the comparative balance sheet does not show the re.lationship of one item with the 
other items. 

To prepare the comparative balance sheet, the fou r columns are drawn. ln the first two 
columns of amount the absolute data of the two balance sheets are showed and in the 
third column increase or decrease in the assels and liabilities as well as owner's equity 
are showed and in the fourth and last column the percentage of increase or decrease is 
showed. After preparing the compa(ative balance sheet the analyst gives his 
interpretation regarding the financial position (short term and long term) and 
profitability of the business. Comparative balance sheet may be understood easily in 
the following example. 
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Example: The Balance Sheets of Ka vita Ltd. for the year ending 31 st Dec. 2006 and 
2007 are as follows: 

Liabilities 
31« 3J'' 

Assets 
JJSI 3J" 

Dec. 2006 Oec. 2007 Dec. 2006 Dec. 2007 

" r ' { 

Equity Share Capital 8.000 10.000 J,aod & Building 4,000 6,000 
Capital Reserve 300 1,800 Plant & Machinery 2,000 3,000 
I 0% Debentures l.200 1.600 Investment 1,200 1,600 
Creditors 500 600 .Debtor~ 800 1,000 

Swck 1,600 J,800 

Cash 400 600 
Total 10,000 14,000 Total 10,000 14,000 

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

Solu1io11: 

Asset~ 
Fixed Assets: 
Land and Building 

Plant & Machinery 

Total Fixed As~cts 

Jm,estmen_t 
C1trrent Assets: 

Debtors 

Stock 

Casti I 
l otal of Current Assets 

Total Assets 
Liabilities 

Equtty Share Capital 

Reserve and Sucplus 

10% Debentw-cs 
(Secured l.,oan) 

Comparative Balance Sheet of K.avita Ltd. 
(as oo 31st Dec. 2007 and 2007) 

31" 31'' Increase Increase or 
Pee. 2006 Dec. 2007 

or 
Decrease in % Decrease 

~ (000) t (000) ~ (000) 

4.000 6,000 +2,000 2000 >< JOO = 50 
4000 

2,000 3,000 + 1,000 1000 
-- X 100 =< 50 
2000 

6.000 9.000 3.000 
3000 X 100= 50 
6000 

1.200 1,600 40() 
200 
- x LOO "" 33.33 
600 

800 1,000 200 
200 

X 100=·25 
800 

1.600 1,800 200 
200 

- X 100 "' 12.5 
1600 

400 600 200 
200 

X 100 = 50 
400 

2,800 J.400 600 
600 

- X IOQ : 2}.43 
2800 

10,000 14,000 
4000 

4,000 -- X I00 =40 
10000 

8,000 10.000 
2000 

2,000 -- X l00 -"' 25 
8000 

300 1,800 J,500 
1500 
- X 100=500 
300 

1.200 1,600 400 
400 

1200 
X 100 = 33.J) 

Contd . . 



9,500 13,400 3.900 
3900 

X 100 = 41.05 Total of Find --
Liabilitie5 

9500 

Creditors 500 600 100 LOO x 100 = 20 
500 

Total LiA bifities 10,000 14,000 
4000 

4,000 - - x 100 = 40 
10000 

lnterpretntio,i: 

l. During the ct11,ent year the company has increased its fixed assets by 50% by 
issuing shares and debenture i.e. 58.33%. 

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

3. The financial position of the company is well. 

Comparati:11e Profa and Los:,· Account or Comparative Income Statement 

The profit and loss account gives the summary of the results of the business activities, 
but it does not convey the changes in the earning of the business. The comparative 
income statement serves this purpose. It shows the operating results for a number of 
accounting periods along with lhe absolute and relative changes. 

To prepare the comparative income statement, tbe same columns are drawn as in lhe 
case of comparative balance sheet First two columns are kept for the original figures 
and next two for the changes and percentage changes. Comparative income statements 
are given in the following example. 

Example: The income statement of Rohil Ltd . is given for the year ending on 31 st 

Dec. 2006 and 2007. Rearrange the figures in comparative form and study the 
profitability position of the concern: 

Year 

2006 2007 

t (000) ~ (000) 

Net S\iles 1.700 2,200 

Cost of (ioods Sold 1,000 J,200 

Operating Expenses: 

Gencrnl and Adrninc.1rativc Expenses 200 220 

Selling Expenses 180 200 

Non-opera1mg txpenses: 

1nterc~t paid 60 80 

lnoome tax 160 180 
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Comparative Income Statement 
(for the year ended 3111 Dec. 2006 and 2007) 

31" Del.'.. 31.i Dec. Increase (·t-) Jncrease (+) 
2006 2007 Decrease (-) l)ecrease (- ) 

(~ 000) ~000) Percentage (%) 

Net Sale 1,700 2.200 +500 SOO X 100 =-= 29.41 
1700 

less· Cost of Goods Sold 1,000 J,200 -t200 
200 
-- x JO0:c-20.00 
1000 

300 
Oros..~ l>rofit (a) 700 1,600 +300 - X l00 = 42.88 

700 

Operating Expenses: 20 
200 220 +20 - xJ00=<I0 

General and Administrative 200 
Expenses 

20 Se Hing Expi:n~cs J80 200 ➔·20 - x J0O = ll.11 
180 

Total Operating Exp. (b) 380 420 +40 
40 

- X 100 "' 10.53 
380 

Operating Profit (a-b) 320 580 +260 
260 

X 100 = 81.25 
320 

Less: Interest paid 60 80 +20 
20 

x lO0 = 33.33 
60 

Net Profit before ta)( 260 500 +240 Z40 x JOO "" 92.31 
260 

20 Less: lncomc tax 160 180 +20 - X 100 = 12.5 
)60 

Net Pro lit after Tax 100 320 +220 
220 

X JO()= 220 
100 

lnterpretatlon: 

There is an increase in the sales of 29 .4 J % while the cost of goods sold has increased 
only 20%. As a result there is an increase of 42.88% in gross profit. 

In spite of increasing the total operating expenses by 10.53%, the operating profit has 
increased by 81.25%. 

ln spite of increasing the non-operating expenses by 33.33% and tax liability by 
l 2. 5%, PAT has increased by 220%. 

in overal I the profitability of the company is satisfactory. 

Comparative Statement of Cost of Productioll 

Comparative statement of cost of production is prepared to analyse and interpret the 
cost and its components. lt is the part of comparative income statement. This 
statement is prepared to show the absolute change in the different clements of cost and 
the relationship of the d ifferent elements of cost with total cost of production. On the 
basis of this statement, the cost of production is controlled. 



The first lwo columns of this statement are kept fo r the actuaJ figures of cost of Lwo 
periods and the next 1wo columns show the percentage of each element of cost with 
total cosl of production. Last two columns show 1he increase and decrease with lhejr 
percentages. This is explained in the following examples: 

Example: Following is the statement of cost of goods manufactured by Raj Co. Ltd. 
present the data in suitable form for analysis: 

2007 2008 
m ro 

Raw materials: 
Opening Stock 46,000.00 42.000.00 
Pon:hases 4,74.000.00 4,30.000.00 

Closiog Stock 
5,20,000.00 4.72,000.00 

52.000.00 4().000.00 

Material Consumed 4,68,()00.00 4,26,000.00 
Direct Ll\bour 6.32.000.00 5.06.000.00 
Manufacmring Expenses 2.84.000.00 2.42.000.00 

13,IYl,000.00 JJ ,74,000.00 

Valuation or Goods in Pro<.:ess of Slock: 
Opening of yenr 28.000.00 26.000.00 
Closing of yl!ar :12.000.00 211,000.00 
lncrc~ 4.000.00 2,000.00 

Cost of Goods Manufactured 13,80,000.00 I l , 72,000.00 

Solutio11: 

Raj Company Limited 
Comparative Statement of Cost of Goods Manufactured 

Particulars Amount ¼ of cos1 of 1 ncreasc (+) 
Goods Decrease ( ·) 

Manufactured 
2007 2006 2007 2006 Absolute t Relative in 

" iri ?in in 000 % 
000 000 

Raw Materials Llsed 468 426 33-91 36.35 +42 +9.86 

Direct I .ahour 632 506 45.80 43.17 +126 -,.24.90 

Manufacturing Expenses 284 242 20.58 20.65 ~ 42 +17.36 
Total 1.384 ] , 174 l00.29 100.17 +210 +17.89 

L.:~ lncri::usc in 
Work-in-Pro1,rress 4 2 0.29 0.17 +2 
Cos1ofG~ds 
Manufactured 1,380 1,172 100.00 100.00 +208 -t-17.75 

Comparative Statement of Working Capital 

Wht!n two periods' statement of working capital is compared, comparative statement 
of working capital is prepared. This statement depicts the absolute changes in the each 
element of working capital and lhe changes in total working capital also. This 
statement is described elaborateJy in the chapter of fund flow statement. The example 
of rhe comparative statement of working capital is given below: 
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working capital: 

31•• March 
Particulars 

2006 2007 

Assets ~ t 
Cash in Hand (0,000 14.000 

Cash at Bank 14,000 18.000 

.Book. Debts 24,000 22.000 
Inventory 8,000 o.000 

Bills Receivable 4,000 3,000 

Prepaid Expenses 400 600 

Short-term In vestment 10,000 16,000 

Accrued lnterest 2,000 1.200 

Building 40.000 44.000 

Plant and Machinery 18,000 !2.000 
1,30,400 1,36,800 

Liabilities 16,00() 12,000 

Accounts Payable 6,000 4.000 

Notes Payable 8.000 6,000 

Hank Overdraft 600 400 

Oub1anding Expenses LOOO 1,400 

Provision for Bad DcblS 40.000 40.000 

Share Capital 40.000 60.000 

Debentures \8,800 13,000 

Mongage Loan J,30,400 1,36,800 

Solution: 

Schedule of Changes in Working Capital 

31" March 31" Charges in Working 
2006 March Capital 

,Particulars 2007 
lo crease Decrease 
(Debit) (Credit) 

Current Assets f f { t 
Ca~h in Hand !0,000 14.000 4.000 -
Book Debts 24,000 22,000 . 2,000 
Cash at Bank 14,000 18.000 4.000 - · 
lnventory 11.000 6,000 - 2.00-0 
BIR 4,000 J,000 - t.000 
Prepaid Expenses 400 600 200 -
Shon-1cm1 lnvestmcnts !0,000 16-000 6,000 -
Accurcd lnlere~r 2,000 1,200 •.. 80() 

Total Current Assets 72,400 80,800 
Current Liabilities 

4,000 Account Payable )6,000 12,000 -
Notes Payable 6,000 4,000 2,000 -
Bank Overdraft 8,000 6.000 2,000 -
Outstanding Expenses 600 400 200 -
.Provision for Bad Debts 1,000 1,400 - 400 

Total of Current Liabilities 31,600 23,800 
Working Capital 

(Current Assets - Current Liabilities) · 40,800 57.000 - 16,200 
Net Increase in Working Capital 

16,200 - - -
57,000 57,000 22,400 22,400 
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2.8.2 Common size Statements Analysis 

The comparative financial statements are only concemcd 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 items of the 
balance sheet to the total assets is shown in the fonn of percentage. Tn the case of 
common size balance sheet, in assets side the total of assets is treated as a common 
base. On the basis or 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 rhe balance sheet the total of liabilities is taken a common base 
( 100). Then the percentage for other liabilities is computed on the basis of this 
common base. The total of all percentages of individual liabilities becomes I 00. In the 
case of common size profit and Joss account tolal sales are assumed to be equal to I 00, 
and then percentages of all other items of P&L Ale. are calculated on the common 
base of sales. Ibis type of analysis is called vertical analysis. The common size 
statements are two: (a) common size balance sheet and (b) common size profit and 
loss account. The ill ustrations of these two statements are given below: 

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

Balance Sheet as a t. 31't March, 2008 

2007 
(°') 

Liabilities: 
Equity Shan~ Capital (oH 10 each) 480 
General Reserves 192 
Long-tenn Loans 364 
Creditors 134 
OuL~tanding Expenses 12 
Other Current J,iabililies 18 

1,200 

Assets: 
Plant 804 
Cash 108 
Debtors 120 
lnven1ories 168 

1,200 

Income statem ent for the year ended March 31, 2008 
~ in lakh) 

Particulars Previous year 
{2007) 

G ross Sales 740 
l.ess: Returns 40 

Net Sales 700 
less: Cost of Goods Sold 380 

Cross Profit 320 
less: Selling General and /\dminis\Tativc Cost lOO 

Operating P rofit 220 
less. Jn1erest Expi:nses 40 

Earnings Before Taxes 180 
Less: Taxes 63 

Earning After T axes l 17 

2008 
(f) 

480 
364 
339 
104 

-
13 

1,300 

780 
156 
130 
234 

l,300 

Current year 
(2008) 

960 
60 

900 
430 

470 
144 

326 
34 

292 
103 

1&9 
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Jncome statement (Common size) for the year ended M.arch 31, 2008. 
(Percentage) 

Particulars Previous year Current year 
(2007) (2008) 

Net Sale 100.0 100.0 
less Cosl of Good~ Sold 54.3 47.8 

Gross Profit 45.7 52.2 
Selling. General anc.l /\dministrative Expense~ }4.J 16.0 

Or>erating Profit 31.4 36.2 
Jnterest 5.7 3.8 

Earning Before Taxes 25.7 32.4 
Taxes 9.0 11.4 

Earning After Tues (EAT) 16.7 21.0 

Balance Sheet (Common size as at March 31, 2008) 
(Pcrcenta11c) 

P11rticulats Previous year Current year 
(2007) (2008) 

Owner's £quity 40.0 36.9 
Equity Share Capital 16.0 28.0 
General Reserv~ 56.0 64.9 

Long-term Borrowings: 
Loan 30.3 26. l 
Current Liabilities: 

Creditors ll.2 8.0 
Outstanding ExpenScs 1.0 . 
Other Liabilities 1.5 1.0 

13.7 9.0 

Total Liabilities 100.0 JOO.O 

Fixed Assets: 
Plant Assets Net of Accumulated Depreciation 67.0 60.0 

Current Assets: 
Casi\ 9.0 12.0 
Debtors 10.0 10.0 
Inventories 14.0 18.0 

I 33.0 40.0 

Tota I Assets JOO.O 100.0 

2.8.3 Trend Analysis 

Trend analysis is an importam cechnique for the analysis and interpretation of 
financial statements. Generally che trend means tendency. To know the tendency of 
the data of the financial statement, the data of four to ftve years are required. Data 
may be taken from the balance sheet and profit and loss account. le depends o.n the 
objective of analysis. To compute the tendency one year 's figures are taken as base 
year. On the basis of this base year the other year's relative figures are computed. On 
the basis of these relative figures the tendency of a particular item is determjned. The 
trend analysis of the business activities and financial position may be done in the 
foJlowing ways: 

• Trend Percentage/Ratio 

• Graphic or Diagrammatic Presentation 



Trend Percentage/Rtlti-O 

The next important tools of analysis arc trend percentage which plays significant role 
in analyzing the financial stature of the enterprise through base years' perfomrnnce 
ratio computation. This not only reveals the trend movement of the financial 
pertonnance of the eoterprise but also highlights the strengths and weaknesses of the 
enterprise. 

To calculate lhe trend percentage the following procedure is adopted: 

• First of all the original figures of the financial statement are set in a statement. 

• One year"s figure (the earliest year) is assumed as base year's figure i.e. 100. 

• fn order to compute the trend percentage the each and every item of the other 
years is divided by the corresponding item of the base year and multiplied by 100. 

The fo llowing ratio is being used to compute the trend percentage: 

Currenc Year O0 = ----- x l 
Base Year 

This trend ratio is being computed for every component for many numbers of years 
which not only facilitates comparison but also guides the ftnn to understand the trend 
path of the finn. 

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

min '000' 

2004 2005 2006 2007 

rn ro (t') ro 

Ca~h 80 120 160 140 

Debtors 40 80 60 30 
Stock lOO 150 120 140 

Olhcr Current Assets 40 20 50 60 
Land. and Building 800 1,000 ) .200 1,200 

Furniture 160 200 120 200 

Plant 200 250 260 300 

Tollll Assets 1,420 1,820 1,970 2,070 

Solution: 

Comparative Balance Sheet from 31" March 2004 to 31" March 2007 
(Showing Trend Percentage) 

Cf in ' 000' 

Assets 31" March Trend Percentage Base 2004 

2004 2005 2006 2007 2004 2005 2006 2007 

C urrent Assets : 
Cash 80 120 160 140 100 150 200 175 

Debtors 40 RO 60 30 \00 200 150 75 

Stock JOO 150 120 140 100 150 120 140 

Other Current Assets 40 20 50 60 100 50 !25 150 

Total Current Assets 260 370 390 370 100 142 150 142 

Contd ... 
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fixed Assets 
Land and Uuilding 800 1.000 ! .200 1.20<) 100 125 150 150 
Furniture 160 200 120 200 100 125 75 125 
Plant 200 250 260 300 100 125 130 150 

Total Fixed Assets J,160 1,450 1,500 1,700 too 125 136 146 

Total 1,420 ],820 1,9'70 2,070 100 128 }38 145 

Graphic or Diagrammatic Prese11tation 

The trend percentage/ratio discussed in the previous method may be represented by 
graphs and diagrams. Tv,10 or three variables can be represented on graphs very easily. 
lf different variables of the tinanc.ial statements are represented by graphs and 
diagrams, those quickly draw the human anraction. Now-a-days there is a trend to 
show the important variable on 1he graphs. These diagrams are also being published 
with the financial statements. For example. the sales of XY Co. Ltd. for the last five 
years are as follows: 

Years 

Sales (000) t 

2000 200! 2002 

500 650 700 

2003 

800 

2004 

J ,000 

This figure may be represented graphically as follows: 

1,00) / 
900 / 
800 ____,--

700 v ---
600 
500 

2000 2001 2002 2003 2004 2005 
Years 

The sales of the company arc represented on the diagram as follows: 

2 

2.8.4 Fund Flow Analysis 

Sales 

3 

Years 

' l!3Sales' t _ _ - · _ _ 1 

4 5 

Fund flow analysis has become very popular technique to analyse the financial 
statements. fund flow statement does not reveal the financial position of the business 
like lhe financial statement bul it 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 applica1ion of fund (working capital). Sources 



of fund are profit from operation, issue of capital loans, sale of fixed assets, etc., while 
the applications of fund are the purchase of fixed assets, redemption of capital, 
paymcnl of dividend purchase of investment etc. (Technique and procedUJe to prepare 
the fund flow statement is discussed in the separate chapter ' Fund Flow Statement' of 
this book.) 

2.8.5 Cash FJow 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. lt is prepared 
as per Accounting Standard-3 of the Institute of Chartered Accountant of Tndia. The 
fund now statement reveals the changes in the fund/working capital while 1he cash 
tl ow statement reveals the changes in the cash during two periods. It also gives the 
inforrna1ion regarding the sources of cash and uses of cash during a period. (Its entire 
techniqoc and procedure is gjven in the separate chapter 'Cash Flow Statement ' of this 
book.) 

2.8.6 Ratio Analysis 

This technique is based on the ratios. 111e ratios are the relationship among the 
different accounting figuies. Ratio analysis helps the management and different users 
of financial starements in determin ing the profitabi lity of business and t11e financial 
position of the business. Profitabil ity, solvency, liquidity and efficiency of the 
busine~s can be easi ly determined by this analysis. 

2.8.7 Break-even Analysis 

This is an important technique of the management to take some decision. Under this 
analysis the costs of production are divjded into fixed and variable cost. From sales 
the tixi::d cost is subtracted to find the contribution. On the basis of contribution, the 
break-even poim (BEP) is determined. It is that poinl of sales or production at which 
the company gains no-profit, and suffers no loss. Several managerial decisions as 
make or buy, shut down point, price determination, etc. are taken with the help of 
break-even analysis. 

2.9 ANALYSIS AND INTERPRETATION OF FINANCIAL 
STATEMENTS 

Fi.nancial statement is an indica.t.or of the two significant factors: 

1. Profitability, and 

2. Financial soundness. 

Analysis and Interpretation of financial statements, therefore, refers to such a 
treatmc::nt of the infom,ation contained in the Income Statement and the Balance Sheet 
so as to afford full diagnosis of the profitability and financial soundness of the 
business. 

A distinction here can be made between the two terms -- · Analysis' and 
' Interpretation•. TI1e tenn, analysis, means methodical classification of the data given 
in the financial statements. The figures given in the financial statements will not help 
one unless they are put in a s implified fonn. For example, all items relating 10 

' Current A~selS' are put at one place while all items relating to ''Current Liabilities" 
are put at another place. The term ' lnterpretation' means 'explaining the meaning and 
significance of the data so simplified. 

However both 'Analysis' and 'Interpretation' are complemenLary to each other. 
Interpretation requires Analysis, while Analysis is useless without Tnterpretation. Most 
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of the authors have used the tenn 'Analysis' only to cover the meaoings of both 
analysis and intcrpi:etation, since analysis involves intei:pretation. According to Myres, 
' Financial statement analysis is largely a study of the relationship among the various 
financial factors in a business as disclosed by a single set of statements and a study of 
the trend of these factors as shown in a series of statements ' . for the sake of 
convenience, we have also used the term 'Financial Statement Analysis' 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 (ii) the modus operandi of analysis. 

2.10.J On the Basis of Material Used 

According 10 this basis financial analysis can be of two types: 

• Extemai Analysis: This analysis is done by those who are outsiders for the 
business. The term, outsiders, includes investors, credit agencies, government 
agencies 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 Umited purpose. The position of these analysts has 
improved in recent times on account of increased government control over 
companies and government regulations requiring more detailed disclosure of 
information by the companies i.n their financ ial statements. 

• Internal Analysis: This analysis is done by persons who have access to the books 
of account and other infonnation related to the business. Such an analysis can, 
therefore, be done by executive and employees of the organisation or by officers 
appointed for this purpose by the Government or the Court under powers vested in 
them. The analysis is done depending upon the objective to be achieved through 
this analysis. 

2.10.2 On (be Basis of Modus Operandi 

According to rhis, financial analysis can also be of two types: 

• Horizont(I/ Analysis: In case of this type of analysis, financial statements for a 
number of 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 item form 
the base year usually 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: Jn case of this type of analysis a study is made of the 
quantitative relationship of the various items in the financial statements on a 
pa~icu!ar date. For example, the ratios of different items of costs for a particular 
per,od may be calculated with the sales for the period. Such an analysis is useful 
i~ ~~mparing the perfo~mance of several companies in the same group, or 
d1 v1s1~ns or depa~ents . in .the same company. Since this analysis depends on the 
data for ,one per'.od, th.,s. is no_t very conductive to a proper ana(ysis of the 
company s _fi n.anc,al p~s1t1on. Jt 1s also called 'Static Analysis' as it is frequently 
w;ed for retcrnng to ratios developed on one date or for one accounting period. 

I~ is to be noted that both analysis-vertical and horizontal-can be done 
simultaneously also. For example, the lncome Statement of a company for several 



years may be given. Horizontally i1 may show the change indifferent elements of cost 
and sales over a number of years. On the other hand, vertically it may show the 
percentage of each element of cost to sales. 

Check Your Progre"s 

Fill in the blanks of the following: 

I. _____ is relating to the drawing of conclusion, inference and 
criticism of the analysed financial data. 

2. ____ 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 items. 

4. _ _ ___ is an import.ant technique for the analysis and interpretation 
of financial statements. 

5. _____ is the life blood of the business. 

6. _ ____ analysjs is done by persons who have access to the books of 
account and other information related to the business. 

2.ll LET US SUM UP 

• Analysis of financial statements is the process of critically examining the data of 
financial accounts. The main work of this proces~ is to find tht: srrengths and 
weakness of lhe business. 

• financial statement analysis can be explained as a method used by interested 
parties such as investors, creditors, and management 10 evaluate the past, current, 
and projected conditions and perforroance of the firm. 

• lnterpretation is relating to the drawing of conclusion, inference and criticism of 
the analysed financial data. 

• Analysis and interpretation of the financial statements are closely associated. 
Without interpretation the analysis is useless and without analysis, interpretation 
is impossible. 

• Analysis of financial statements is of two types - analysis according to materials 
used and analysis according to modus operandi. 

• Analysis according to materials used is of two types, i.e. intl!mal analysis and 
external analysis. 

• Similarly, the analysis according to modus operandi is also divided int.o two -
horizontal analysis and vertical analysis. 

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

❖ Comparative Financial Statement Analysis 

❖ Common Size Statement Analysis 

❖ Trend Analysis 

❖ Fund Flow Analysis 

❖ Cash Flow Analysis 
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❖ Break-Even Analysis 

• To reveal qualitative information about the firm in te1ms of solvency, liquidity, 
profitability, etc., are extracted from the analysis of financial statc1uents. 

• Comparative (lncome) finaocjaJ statement analysis is being carried out in between 
!he income statements of the various accounting durations of the firm, with other 
finns in the industry and with the industrial average. 

• After having been procured the financial data pertaining to various time periods 
are ready for comparison; to determine or identify the le vel of increase or decrease 
taken place in the operating financial performance of the firms. 

• Trend analysis involves calculating each year's financial statement balances as 
percentages of the ftrst year, also known as the base year. When expressed as 
percentages, the base year figures are always l 00 percent, and percentage changes 
from the base year can be determined. 

2.12 LESSON END ACTIVITY 

ls the trend of total liabilities of significance in analyzing the financial condition of a 
business? If so, what other trends should be used io connection therewith? 

2.13 KEYWORDS 

Financial Statements: Profit and Loss Account, Profit and Loss Appropriation 
Account and Balance Sheet are included in the tenn financial statements. 

Analysis of Financial Statemem: Classifying, re-arranging and re-grouping of 
financial statements to find the weakness and strength of the business are analysis of 
financial statements. 

Ratio: 1t is tbe relationship of two or more financial items. 

Fund: Fund means the working capital. 

Asset\·: Assets are economic resotrrces 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. 

FinaJt<:ittl Statement: A written report which quantitatively describes the financial 
health of a 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 

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

2. Disringuisl1 clearly between the internal and external financial analysis. 

3. Differentiate between horizontal and vertkal analysis and explain which one is 
better? 

4. What_do_you _un?ersta~d by the analysis and interpretation of financial statements? 
Explain in bnef 1ts various techniques. 



S. Write short notes on the following; 

( i) Break-even Analysis 

(ii) Trend Ratio 

(iii) Common-Size Statements 

(iv) Analysis of Financial Statements 

(v) Procedure of ana lysis and interprelation of financial statements 

6. What are the limitations of Financial Statements and explain how would you 
overcome them? 

7. From the following information, prepare a comparative income statement: 

Particulars 200 I (f) 2002 (:r) 

S~les 10_00,000 8,00,000 

Cost of goods ~old 6,00.000 4.00.000 

Administration Expense:. 2,00.000 1.40,000 

Other I 11come 40.000 20,000 

Income tax 1.20.000 1,40,000 

8. From the following table, prepare the cornrnon s ize slate ment analysis: 

2000 (f) 2001 (f) 

Sales 20,00.000 24,00.000 

Miscellaneous Income 20.000 16,000 

20,20.000 24.16.000 

Materials consumed l 1.00.000 12.96.000 

Wages 3.00,000 4,08,000 

Factory expenses 2.00.000 2,16.000 

Office eKpcnscs 90,000 1,00,000 

lntcr~t 1,00.000 1.20,000 

Depreciation 1.40.()00 1,50.000 

Profit 90,000 l.2<>,000 

20,20,000 24,16,000 

9. What are the different categories of items appearing in a Balance Sheet? 

I 0. What are the three basic financial sta tements? Explain their importan ce to the 
various use rs. 

Check Your Progress: Model Answer 

1. T nterpretation 

2. Inaccuracy 

3. Comparative balance sheet 

4. T rend analysis 

5. Working cap1tal 

6. Internal 
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3.1 l Suggested Readings 

3.0 AlMS AND OBJECTIVES 

After studying this lesson. you should be able to: 

• Understand the meaning of ratio analysis 

• Describe the advantages and limitations of ratio analysis 

• Make the classi fication of ratios 

• Ca lculate the different ratios on the basis of profitability, Du Pont Chart, liquidity, 
leverage, solvency and activity 

3.1 INTRO DU CTI ON 

T here are various methods or techniques used in analyzing financial statements such 
as comparative statements trend analysis funds flow, cash flow, common size 
statements and ratio analysis. Ratio analysis is one of the most powerful tools of 
financial analysis. The ratio analysis is one of lhe important tools of financial 
statement analysis to study the financial stature of the business fleeces, corporate 
houses and so on. The ratio illustrates the relationship in belween the two related 
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variables. The accounting ratios are computed on the basis available accounting 
infonnation extracted from 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 quantitative information avajlable and to take decision on 
the financial perfo1mance of the firm. 

3.2 MEANING OF RA TIO 

Ratio is a mathematical relationship between two items and group of items of the 
financial statements. Under rnlio analysis several ratios are calculated and then studied 
to draw inference. Ratio is defined by experts as follows: 

According to R. N. Anthony "A ratio is simply one number expressed in terms of 
another ''. 

According lo the Accountants' Hand Book by Wixon, Kell and Bedford, "A ratio is cm 
expression of the quantitative relationship between two numbers". 

According to J. Detty, ·'J11e term accounting is used to describe relationships 
sign.ificanrly which exists in be1weenjlgures shown in a balance sheet , Profit & Loss 
Ale, Trading Ale, Budgetary con1.rol system or in any part qf the accounting 
organization. ·· 

According to Myers ' ·ft is 1he study of relationship among the various financial 
factors of the enterprise " 

To understand the methodology of expressing the ratios, various exp(essions of ratjos 
are highlighted in the following figure: 

Cunent Ratio 
/Leverage Ratio 

Net Profil 
Ratio 

Stock Turnover 
Ratio 

Figure 3.J: Various Expressions of Ratios 

Fixed Assets to 
Capital Employed 

From these definitions it is clear that ratio is a numerical 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: 

I. Pure Ratio (Proportio11): When the amount of two figures is arrived by the simple 
division of one amount by another, it is said pure ratio or proportion. For example, 
if current assets of a company are ~ 20,000 and current liabilities ~ 10,000, ratio 
between current assets and current Jiabilities will be 2: J. 

2. Perce1ttage Ratio: In this form, the relationship of one item with other item may 
be expressed in percentage. To get percentage relationship the one item is divided 
by other item and the quotient is multiplied by I 00. For example, the re!ationsliip 
of profit and sales may be expressed as 25%. 



3. Rate Ratio or Times or Turnover: ln this method, rate is determined by dividing 
the one item by other item. The obtained quotient is expressed in unit. Por 
example, if sales is t 1,00,000 and stock is t 20,000, 5 times will be the ratio 
between sales and stock. 

3.3 JMPORTANCE OF RATIO ANALYSIS 

Ratio analysis is one of the most jmportant tools for the analysis and interpretation of 
financial statement not only for the management but also for other persons like 
investors, shareholders, creditors, etc. h is a technique to check the strength and 
weakness of the business in the hands of analyse. The jmportance of ratio analysis is 
dis<.:ussed in the following points: 

( i) Helpfi1/ tn u11derl·fo11d the financial statemems: Ratios make the tinaocjal 
statements easy. simple and understandable to the users. With the help or various 
ratios, the users can understand the solvency, profitabi lity, activity and financial 
rosition of the business without having the knowledge of accounting. 

(ii) Supportive in inter~Jirm a11d intra-firm comparison nf tlte business: Through 
ra1io analysis, the perfonnance of a firm can be compared with that of otber tirm. 
Similarly, it also helps the management in determining the efficiency and 
deficiency of the different units of the same company by comparing their 
perforn1ances. 

(iii) Helpful in inter-period comparison: Ratio analysis makes comparison possible 
of a period 's perfo11nance with that of the other period. 

(iv) Couperative in different managemelll task.<.: If the different ratios arc 
systematically presented before management, these help the management to 
understand the activities and efficiency of the business. Then the management 
can perfonn its functions - as forecasting, planning, organizing, controlling, 
decision making, commuoicating and coordinating. etc. more efficiently. 

(v) llelpji,I in calculati11g the efficiency and profitability of the business: Ratjo 
analysis highlights the operational efficiency and the profitability of the 
business. ft also helps in determining the Jiquidily, long-term and short-term 
solvency posilion of the business. 

(vi) Supportive i11 decidiftg rite managerial efficiency: Ratio may be 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. 

(vii) Helpful in tleter111;11ing the short-term and long-term solve11cy: The users can 
predicl lhe bankruptcy and failure of business by evaluating shon-term and long­
term solvency. The liqujdity ratio determ1nes the short-term solvency while, Lhe 
leverage ratio determines the long term solvency of the business. 

3.4 UTILITY OF THE RA TIO ANALYSIS 

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

• EaJy to wulerslttnd th e financial position of the firm: The ralio analysis 
facilitates the parties to read the changes taken place in the financial pertonnance 
of the fim1 from one time period to another. 

• Measure of e.xpressi11g the financial performance and position: lt acts as a 
measure of financial position through Liquidity ratios and Leverage ratios and 
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also a measure of financial pcrfonnance through Profitability ratios and Turnover 
Ratios. 

• Intra-firm aflalysis on tlte finallci<tl i11formatio11 over t1umber of years: Tbe 
financial performance and position of the firm can be analysed and interpreted 
within the firm in between the available financial information of number of years; 
which portrays either increase or decrease in the -financial performance. 

• Inter-firm. llnalysis on the jltiancial information within the industry: The 
financial perfonnance of the firm is studjed and interpreted along with the similar 
firms in the industry to identify the presence and status of the respective firm 
among others. 

• Pos~iibility for Fi11a11cial plannilig anti co11trol: lt not only guides tbe finn to earn 
in accordance with the financial forecasting but also facilitates the firm to identify 
the major source of expense which drastically has greater influence on the 
earnings. 

3.5 LIMITATIONS OF RATIO ANALYSIS 

In spite of being so much utilities of the ratio analysis, it is not free from snag!>. Jt 
suffers a number of limitations which occur due to financial statements. Therefore, the 
analyst must be aware of its limitations. These limitations are enlisted below: 

• Qwdi1mive aspeCJ is ignored: Ratios are expressed numerica lly. Owing the 
process of calculation of ratios, tbe qualitative aspect has been ignored while that 
also has importance in the success of business. 

• J)ifferettce i11 acco1111ti11g policies and procedures: A comparison between two 
firms proves its worth if accounting policies and procedures of the firms are 
identical such as valuation of inventory, valuation of goodwill, etc. 

• Price level clumges and ratios: The price level changes also affect the 
comparability of the ratios of two periods, for instance, assets turn.over (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. 

• Problem in ascertaining the sta11dard ratio: There cannot be a single standard 
ratio which can be used to measure the perfonnancc of the business in all 
situations. A single standard ratio cannot be used for all fim1s as there are 
different situations as st.rike, lockout, etc. in the different firms. 

• Single mtio is insufficient: Generally, a single ratio is found of limited use. lt 
does not convey the complete picture of the business. lt may misle.ad. Therefore, it 
is 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 
lested. 

• Willdow dressing of accounts: Sometimes, the financial statements arc window 
dressed to show a better picrure of the financial position of the company. In the 
window dressing the assets are overvalued and better profitability is showed. 
Therefore, the ratios computed on the basis of these statements are affected which 
give the wrong interpretation of the ratios. 

• Bos~d _011 pns~ performance: Ratio analysis does not help in forecasting and 
prcd1ctmg the ,terns to prepare the budgets as ratios are calculated on the basis of 
past performance of the business. 

• Trell(/ ratios ore more 11sefuf t/um actual ratios: The single ratios calculated on 
the basis of financial statements of a particular year are of limited use. lf ratios are 



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

• Effect nf per.wmal ability anti bias of analyst: As !he ratio analysis is a tool in the 
hands of the analyst, ratios may be affected by lhe abilicy and biasness of the 
analysL 

• RariiJs are u11/y mea11s 110/ e11ds: Ratios are onJy 1he guidelines and not the 
deciding evidence for the analysts. Thorough investigation and interpretation 
should be done by the analysts before deri ving a conclusion. 

3.6 CLASSIFJCATION OF RA TIO ANALYSIS 

There is no standard classification of tbe accounting ratios. Some au1hors classify the 
ratios as per the financial statements, some authors as per the importance or ratio and 
specific purpose of ratios and some on the basis of users. There is one more 
classification of ratio that is functional classification. Thus we find that there is no 
uniformity among the authors regarding the classification of ratios. 

3.6.1 ProfitabiJjty Ratios 

The main objective of the business is to earn 1he profi1. Profitability of a business 
means the profit earning capacity of the business while profit means the actual amount 
of profit. In the words of Lord Keynes, "Profit is the engine that drives the business 
emerprise". The profitability of a business depends upon the quantity of sales, 
production and financial resources. Profitability checks the managerial efficiency in 
utilization of the resources of the business. Profitability ratios are computed on the 
basis of the following factors: 

I. Profitability R.atios based 0 11 Sales: Here all che profitability ra1ios are calculated 
on the basis of to1al sales. These ratios are as follows: 

(a) Gross Profit-Ratio is the relationship of gross profit and net sales. This ratio is 
also called gross profit margin. Tt is calculated in percentage. It is computed 
with the help of following fonnula: 

Gross Profit Ratio = Gross Profit x l 00 
Net Sales 

Where, 

Gross Profit = SaJes - Cost of Goods Sold 

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

Net Sales= Total of Sales - Sales Return 

Jn1erprerario11 o.f Gross Profit Ratio: Normally the .higher gross profit ratio 
reveaJs the higher profitability of the business. But true profitability of the 
business caLUlOl be measured by the amount of gross profit. For the 
comparison of the profitability of the two firms or rwo periods, this ratio is 
calcuJaled. The high gross profit ratio aJways favours the business and implies 
the better profitability. The following factors may be responsible for the 
higher gross profit io a particular period: 

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

(ii) Cost price may decrease without change in selling price. 
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(iii) Closing stock may be overvalued and opening 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. 

Jf the gross profit ratio is declining, that may put the management of the 
business in 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. 

(ii) There may be tJ,eft, pilferage and spoilage of Lhe material. 

(iii) Selling price may reduce without changing in the cost price. 

(iv) There may be under-valuation of c!osing stock and over-valuation of 
opening stock. 

(v) There may be excessive investment in fixed assets which increases the 
cost of sales. 

(b) Net Profit Ratio is the relationship between net profit and the net sales and is 
expressed in percentage. Net profit is determined by adjusting the operating 
and non-operating incomes and expenses and loss in the gross profit. If net 
profit ratio is being computed to find out the operational efticiency of the 
busioess, net profit before tax should be used to 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-fim, comparison of 
profitability. This ratio is calculated with the help of following fonnula: 

Net Profit ratio = Net Profit x 100 
Net Sales 

Where, 

Net Profit is computed as follows: 

Gross Pro fit I 
Less. Selling Overheads 

Distrihmion Overheads 
Financial Overheads 
Other Operating Expenses 

Add: Non-operating Incomes 
Other Operating Incomes 

Less: Non-Operating Loscl> 

Nel Profit 

* ... ** 
••* 
ifc k -'i 

••• 
'""* -t.•*• 

.~ .. .... ***• 

*"* i 

?I'*** 

interpretation of Net Pro.fit Ratio: Tbe 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 efficiency of the management while 
the lower net profit ratio is not considered good and shows inefficiency of the 
management of the business. If this ratio of a business is continuously falling 
during some years, investigations should be made to find its causes then 
necessary actions should be taken to remove these causes. 



(c) Ne! Operating Profit Ratio reveals the relationship between net operating 
profit and net sales. Net operating profit is differen1 from the net profit. Net 
profit is detennined after adjusting the non-operating profits and losses while 
net operating profits are detennioed without adjusting the non-operating profit 
or loss. In other words the net operating profits are calculat~d as below: 

Net Operating Profits = Gross Profit + Operating l ncome - Operating 
Expenses 

Or 

Net Op~rating Profits= Net Profit + Non-operating Expenses/Losses -
Non-operating Jncomes 

Herewith, 1he non-operating incomes are those incomes which do ool occur 
during the normal course of business as interest and dividends earned from the 
investment outside the business, profit from the sale of fixed assets, etc. The 
non-operating expenses or losses which are extraordinary in nature as loss due 
to theft or fire, donation to political party, charities to a charitable trust, etc. 

After computing the net operating profits. the following formula will be used 
to find out the net operating profit ratio: 

0 . p 
1
• R . Net Operating Profit 

100 Net perating ro 11 a110 = ------ -- x 
Net Sales 

interpretation: This ratio is belier to test the operational efficiency of a 
business than the net proli1 ratio. lis reason is clear tha1 in the net operating 
profits the non-operating incomes/expenses are not considered while io 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 of 
the business. Higher net operating profit ratio indicates the better profitability 
of the business. 

( d) Expe11ses Ratio is the relationship of each componem of cost to sales which is 
expressed in percentage. ln order lo analyse the operational efflciency of the 
management of the business. every expense to sales ratio is calculated. 
Various expenses ratios are calculated as follows: 

( i) Cost of Material Consumed to Sales Ratio 

== Cost of Materials Consumed x 
100 

Sales 

Where: 

Cost of Materials Consumed 

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

Direct Wages x 
100 (ii) Direct Wages to SaJes Ratio= ------'--­

Sales 

. Factory Expenses 
(iii) Factory Expenses to Sales Ratio = ------x l 00 

Sales 

( iv) Office and Administrative Expenses to Sales Ratio 

= Office and Administrative Expenses x 
100 

Sales 
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(v) Selling & Distribution Expenses to Sales Ratio 

:::, Selling & Distribution Expns. x 
100 

Sales 

. . . Financial Expenses 
(vi) f1J1ancial Expenses 10 Sales Rano == -----'----x 100 

Sales 

Interpretation: J f the expenses ratios are increasing, tbe net profit ratio wiJl 
decline and that wjll indicate the inefficiency of the business. On the other 
hand if these ratios are declining, the net profit ratio will increase, that wiU 
show the efficiency of the business and the better profitability of the business. 

(e) Operating Ratio establishes the re)ationship between the total operating cost 
and net sales. Herewith. the total operariog cost means the cost of goods sold 
+ operating expenses. Operating expenses include office and administration 
expenses, selling and distribution expenses, financial expenses. This ratio is 
computed as follows: 

Operating Expenses Ratio=" Operating Co5t x J 00 
Sales 

Or 

Operating Expenses Ratio = Cost of Goods Sold -+ Operating Expenses x 100 
Sales 

Or 

Operating Expenses Ratio = J 00 - Net Profit Ratio 

Interpretation: 1l1e higher ratio reveals the lower efficiency of the management, 
means a great portion of sales is being absorbed in operating cost. If this ratio is 
lower, it shows the cfftciency of the management and net profit ratio wiU be 
high.er. 

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

Particulars ~ l' a rticu la rs ' To Opening Stock 22.875 By Sales 150,000 

To Purchases 94.575 Hy Closing Stock 29.550 

To Carriage 600 

To Wages 1.500 

To Grosi. Profit c/d 60,000 

1,79,.550 1,79,.'150 

To Administration i:,xpcnses J0,300 By Gross Profit bid 60.000 

To SeJJing Expenses 1,800 By Non-operating incomes: 

To Distribution Expenses 1.800 lnL un Security 450 

To Finance Expenses 2, I 00 Dividend on Shares I, 125 

To Non-operating Expenses: I Profi> o, Sak of 
Loss on sale of building \05 Machinery 225 1,800 -Provision for legal ~uit 345 
Furniture Written-off 150 600 --
To Net Profits 25,200 

61 ,800 61,800 



You ore required to calculate (i) Expenses Ratios, (ii) Gross P.rofit Ratio, (i ii) Net 
Profit Ratio. (iv) Net Operating Profit Ratio and (v) Operating R.a1io. 

So/utiou 

(i) Expenses Ratios· 

(ii) 

(iii) 

(iv) 

(a) Co f S I R 
. Cost of Sales 

100 st o a es atto = - - --- x 
Sales 

Cost of Sales = Sales - Gross P'rofir 

= J ,50,000 - 60,000 = f 90,000 

Cost of Sales Ratio= 
9

0,000 x l 00 = 60% 
1,50,000 

(b) Administration Expenses Ratio = Administration Expenses x l 00 
Sales 

(c) 

(d) 

(e) 

= 30,QQO X IQQ=>20o/o 
1,50,000 

S 11
. E R . Selling Expenses 

100 e 111g • xpenses at10 = - ----- x 
Sales 

lSOO x l00==l.2% 
1,50, 000 

Distribution Expenses Ratio = Distribution Expenses x l 00 
Sales 

JSOO x l00= l.2% 
1,50, 000 

. . Finance Expenses Finance Expenses Rat10 = ___ ___;:,...__ x I 00 
Sales 

2100 )( 100 = 1.4% 
1,50,000 

(t) Non-operating t::xpenses Ratio = Non-operating Expenses x 100 
Sales 

600 
= --- x 100 = 0.4% 

1,50, 000 

Gross Profit 
Gross Profit Ratio = - ---x 100 

Sales 

:=. 
60,000 

x I 00 = 40% 
1,50,000 

Net Profit Ratio = Net Profit x l 00 
Sales 

Net Operating Profit Ratio = Net Operating Profit x 100 
Sales 
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(v) 

Net Operating Profit = Net Profit + Non-operating Exps. - Non-operating 
Incomes 

= t 25,200 + ~ 600 - f 1,800 = ~ 24.0000 

Net Operating Profit Ratio = t 24,000 x J 00 
~ 1,50,000 

0 
. R . Operating Cosl 

100 peratmg at10 ::: --"--....;;.... __ x 
Sales 

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

= { 90,000 + t 30,300 + ~ 1,800 + ~ I ,800 + ~ 2,100 

1_ 26•000 
X IQQ :: 84o/o 

1. 50,000 

(f) Cash Profit Ra1i(r It is the relationship of cash profit and sales. Cash profit 
means cash from operation, which is calc-ulated as 

Cash Profit= Net Profit + Non-cash Expenses 

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

Then this ratio i~ computed as below: 

C h P fi R . Cash Profit JOO as ro it atio == ---- x 
Sales 

2. Projituhility Ratio Based on Cap;tal: To check. 1J1c overall profitability and 
efficiency of the business, profitability ratios based on capital or assets are more 
useful than the ratios based on sales. The theory behind this thought is that the 
amount of profit is earned on the total assets/capital. Therefore, the profitability 
ratios must be calculated on the basis of capital, assets or iovestments. Under tbis 
group the following ratios are calculated: 

(a) Re.tum on Total Assets Ratio: 'T11e ratio is used by the analyst to measure the 
efficiency of the management of the business. Jt is computed with the help of 
net profit after tax and interest aod total assets. The formula of this ratio is as: 

R 
·r 

I 
Net Profit after Tax and fnterest 

100 ctum on ota Assets= - - ------- --- x 
Total Assets 

This ratio is based on total assets. Total assets mean those assets which are 
productively being used in tbe business and those assets whkb are not being 
used in the business are not included in the total assets as investment outside 
the business. ff intangibJe assets, like goodwill, patents, trademarks and 
fictitious assets, like preliminary expenses, discount on issue of shares and 
debentures have no mark.et values, tl10se are ignored at tJ1e time of taking the 
total assets. There is a general rule which is adopted at the time of aggregating 
the value of total assets that all the fixed assets (having the nature of 
perfonnance) and current assets are taken at their respective book values. 

For the calculation of t11is ratio the net profit should be after tax and interest 
on investment in order to match the total assets (discussed above). 

At rhe 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 
generatjng the income. The higher side of the ratio shows the better efficiency 



of the management. Some analysts compute the return on tangible assets or 
return on fixed assets in the place of retun1 on totaJ assets. 

(b) Rewm 0 11 Proprietors' Fund Ratio: This ratio expresses lhe relat ionship 
between proprietors' fund and the net profit after tax. The proprietors' fund 
means total of equify share capital, preference share capital and reserve and 
surplus. This ratio reflects t11e profitabi lity on the shareholders' or owners' 
equity. ll is computed as follows: 

Net Profit after Tax 
Return on Shareholders' fund= - --- - - -x 100 

Shareholders' Fund 

This ra(io is computed for the shareholders to check the return 0 11 their funds 
in relation to others. For tJ1e comparative study of two or more companies this 
ratio is very important Tf this ratio is adequate it would be easy for the 
company to raise the addition funds from the market in future. 

(c) Return vn Equif)I Capital. This ratio is the relationship between the net profits 
ava ilable for tl1e equity shareholders and the equity share capital. The ne1 
profit available for equity shareholders means that amount of net profit which 
comes after deducting interest, tax and the dividend to prefercoce 
shareholders. Equity share capital means the paid up value of ordinary share 
capita l and reserve and surplus. 11)is ratio is also computed into percentage. 
The formula of this ratio is as given below: 

Return on Equity CapitaJ (ROEC) 

= Net Profit after Dividend on Preference Shares x 
100 

Equity Share Capital 

This ratio is used by the analyst to test the pro.fit.ability for the equity 
shareholders. ll1e higher ratio is better to provide a satisfactory rt!n1rn to the 
equity shareholders. This ratio is very useful for the potential investors to lake 
the decision regarding the investment in a particular company. It also helps in 
the determination of profit earning capacity on the equity capital. 

(d) Return on Capital Employed: It is also .known a!i Return on lnveslmt:nr (ROI). 
This ratio is computed to judge the overall efficiency of the business. 11lis 
ratio reveals the relationship between the income and the capital emp loyed. Jn 
other words, it reveals whetl1er the amount of capita.I employed has been 
properly used or not in the business to generate the incomes. Higher ratio 
shows the more efficient use of the capital employed in the business. The 
fo llowing are the formulae to compute the return on capital employed or 
investments. 

. . Profit after Tax 
(1) Return on Capital Employed (ROCE) = . x 100 

Capital Employed 
(ii} Return on Capital Employed (ROCE) 

Profit after Ta.x and Interest and Divided 
= ------ - --- --- X 100 

Capital Employed 

(;ii) ROCE "'" Turnover x Net Margin 

Where, 

Turnover = Sales x Net Profit x 100 
Capital Employed Sales 
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100 e argm = ------­
Capital Employed 

Or 

ROCE = Sales x Net Profit x lOO 
Capital Employed Sales 

Net Profit 
ROCE = ------ x 100 

Capital Employed 

Herc the tenn capital employed is used in the sense of net capital employed which 
means the total of all the fixed assets aod current assets minus current liabilities. Jt can 
also be detennined by addition of total fixed assets and working capital which is the 
difference of current a<;sets and current liabilities. Thus, the net capital employed may 
be computed by tbe following formula: 

Calculation of Capital Employed from Assets side of B/S 

~ t 
Fixed Assets at replacement cost: 

l'la!ll and muchinery ))XX 

Land and building :>..'XX 

Furniture XXX 
Others XXX X>..1i 

Add. lnvc~lments (inside) XXX 

Add · Current Assets -
Inventory XXX 

Debtors XXX 

Ca.sh & Bank baJance XXX xxxx 
Gross Capital Employed xxxx 

I Le,., c"""'' Liabihhos 
Sundry creditors XXX 
Bank overdraft XXX 

I 
Outstanding ~xpenscs XXX 

Others XX)( xxxx 
I Net Capital Employed X XX.,'( 

At the time of computation of capital e1nployed, the following points must be kept in 
mind: 

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

(b) lf the intangible assets like goodwill, patents, trademarks, etc. do not have the 
market value, they should not be considered for the computation of capital 
employed. 

(c) If the investments are made outside the business, they must be ignored. 

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

(e) All types of stock as - raw materials, work-in-progress, finished goods should be 
included in capital employed. 

(f) Obsolete assets should not be included in capjt.aJ employed. 

(g) Reserve for bad and doubtful debts should be subtracted from the sundry debtors. 



For the purpose of computation of return on capital employed, the income should be 
marched with the capital employed. If any asset is not considered in capital employed, 
income from such asset should not be included i.n the net profit for the purpose of 
return on capital employed_ Similarly, if the fixed assets are taken at the replacement 
cost, depreciation on the addition of the assets due to 1eplacement cost should be 
adjusted in the income for this purpose. As per accounti.ng convention, a.I! 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. 

Tbe capital employed may be detenni:ned from the liability side of dte balance sheet 
also. Thus, 

Calculation of Capital li:mployed from Liahilitics Side of R/S 

Preference Shure Cupital 

Equil)' Share Capital x i..xx 

Add: Reserve & Surpluses XX)'-.X 

Debcn1urcs xxxx 
Long-term Lonns xxxx 

xxxx 
Les.t: r-ictiliou.~ A S!.tllS xxxx 

;\cc1.1mula1ed Los.~es xxxx 

Intangible Assets xxxx XXX>. 

Net Capiial Em ployed xxxx 

3.6.2 D u Pont Control Chart 

As discussed earlier ROT or ROCE is the product of two ratios i.e. Net Profil Ratio 
and Sales to Capital Employed Ratio (Turnover). Return on capital employed is 
affected by a number of factors. lf net profit ratio changes, ROCE (ROJ) will also 
cl1ange as it is based on ii. l f cost of sales increases without other changes, net profit 
will decrease as a result ROCE (ROI) would aJso decrease. Tn the same way, if rhe 
working capital decreases, total capital employed will also decrease and in the absence 
of any decrease the ROI will increase. T11ere are so many factors 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 chan was first used by the Du Pont 
Company ofU.S.A. in their annual report. Therefore, it is called Du Pont Chart. 

T uniovcr 

Return 0 11 <'spit.al F.mplo:ycd (llOCE) 
or 

Rc:rurn on lnVCStmc4lt (ROI) 

----- Muh,plted by Net P1oti1 Jbtio 

Sales ~ Di-idcd by- ..___c_ep~11_.a· l_E_m_p_lo_ycd _ __, ~ N_e1_·~-o~li_1 ~l 0 1\"lded b) 1 .... _ s_.,c_.s___. 

Fixed Assets 
f r- M mu., - ~-r-Ex_pe_n_,c_s___. 

♦ 
--Plus - Worlm1g Capital Sal,:s 

C'osr of 
Sales - Pl<L•-

Figure 3.2: Du Pont Chart of Profitability 

Ofl)cc. &Uins and 
Distnbution 
Overheads 
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Example (Return on Investment) 

Compute Return on Capital Employed on the basis of (i) Net Capital Employed, (ii) 
Gross Capital Employed, (iii) Average Capital Employed, with the help of the 
following figures. 

Liabilities ~ Assets ~ 

Preference Snare Capital 9,00,000 Fixed Assets less Depreciation 

I 
24,00,000 

Equity Share Capital 15,00.000 Current Assets 12.00.000 

9% J)ebennm:s 12.00.000 lnvestm~nts: 

Reserves and Surplus 6,00.000 Quoted 4.50,000 

Current Liabilities 6,00,000 Unquoted 3,00,000 

Preliminary l '.xpenscs 2.25.000 

Patents & Trade-marks 2,25,000 

48,00,000 48,00,000 

l . Reserve and Surplus include current year's profit of~ 1.20,000 after interest on 
debentures for one year and after tax provision @25%. 

2. I.ncome from quoted inveshnent @10% is included in current year's profit, such 
investment being non-trade investments. 

3. Net capital employed in the beginning of the year was~ 33,75,000. 

Solution 
Calcu latioo o{ Capital Em ploye<l 

t 

Fixed /\ssers less Depreciation 24,00,000 

Current A:,scts 12.00.000 

Unquoted Investment I 3.00,000 

Quoted inveslDlent will not be considered as there are non-trade -
Patents and Trademarks 2,25,000 

Gross Capit11l Employed 41,25,000 
Less: Current Liabilities 6,00,000 
Net Capital Employed Js.is,ooo 

Average Capital Employed 

Beginning Capital Employed+ Capital Employed at the end 

2 

33,75,000 + 35,25,000 = ~ 34.50 000 
2 , ' 

Profit after Tax 

Add Ta>-. I ,20,000 x 25 
75 

Profit before Tax 

Calculation of Net Profit 

Add: Interests on Debenture~ 
9% on f 12.00.000 

Profit before Interest and Tax 

Le.~·s: locome from quoted iave$tmc;nt 
(10%of( 4.50,000) 

Oper11ting Income before Interest and Ta" 

t 1.20,000 

t 40,000 

t 1,60,000 

( l ,OS,000 

t 2,68,000 

t 45,000 

fJ,13,000 



Return on Capital Employed 

(i) Return on Net Capital Employed 

Operating Income before Jnterest & Tax = -'---"------ ------ X 100 
Net Capital Employed 

= 3, 13,000 x lQQ;:; 9_70% 
32,25.000 

( .. ) R G C . 
1 

Operating Income before Lntercsl and Tax 
11 etum on ross ap,ta = -'-- - --"'------------- x I 00 

Gross Capital Employed 

= 3,I 3,000 x ]00= 7.587% 
41,25,000 

( ... ) R A C . 1 Operating Jncome before Interest and Tax 
00 111 etum on veragc apna = ---'-- - --=--------- - -- x J 

Average Capital Employed 

= 3. 1) ,00() X }00 = 9.07% 
34. 50.000 

I . Projitabilicy Ratiox from the Point of View of Prospecti\1e Investors: The 
analysts compute some other profitability ratios also for the prospective investors 
of the company. The..c;e ratios are as fo llows: 

(a) Earning Per Share (EPS): Earning per share reprt!senls the earning of the 
company derived from each equity share of the company. 1f there are both 
equity and preference shares, first the dividend on preference shares is 
subtracted from the net profit. The remaining net profit is for equity 
shareholders. To find out tl1e earning per share the net profit is di vided by the 
total number of equity shares as below: 

Earning per Share (EPS) 

Net Pro.fit After Tax, Interest and Preference Dividend =----------- --------
No. of Equity Shares 

The more of E.PS represen1s the better performance and prospect of the 
company. If the EPS of a company increases, rafe of dividend and bonus r:nay 
increase. EPS directly affects the marker value of the equity share. Generally, 
l Oto 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 ca.lculating the EPS such a conversion should also be kept in mind. Tf 
EPS is being calculated on the basis of existing shares only, such EPS is 
caJled primary EPS. And if 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 earning per share. It is calculated by 
the following formula: 

P 
. E . Ra . IDER) Market Price Per Equity Share n ee arn mg tio , , = _ _______ ;:____-=----

Earning Per Equity Share 

Price earning ratio is the best measurement for the value of share. A high PER 
creates confidence among the investor. It helps the prospec1ive investor in 
taking the decision regarding the buying of shares of a company at a particular 
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market price. On the basis of this ratio the price of an equity share of a 
company may be forccasted. On rhe basis of this price the value of the 
company may also be computed. 

(c) Pay-oul Ratio: This ratio reveals as 10 what portion of the EPS has been paid 
as djvidend and what has been retained for ploughing back. It is calculated as 
follows: 

. E.P.S. O 
Pay-out Ratio =- -- x l 0 

D.P.S. 

From investor's point of view this is a very important ratio. An investor, who 
is interested in the capital appreciation, likes the low pay-out ratio and who 
prefers the regular cash return 011 the investment prefers the high pay-out 
ratio. Retajned earning ratio may also be computed with tbe help of retained 
earning and EPS as under: 

R 
. d E . .R . Retained Ea.ming Per Share x 

100 eta me arnmg at10 == ----------
EPS 

The 1ota1 ofreta ined earning ratio and pay-out ratio will be always 100. 

(d) Dividend Per Share (DPS): 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: 

D . 'd d SI (DPS) Dividend for Equity Shares 
1v1 en Per 1are = ----------

No. of Equity Shares 

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

R f 
. .d Dividends Declared 

ate o D1v1 end = --------- x l 00 
Paid up Equity Capital 

(e) Dividend Yield Ratio (DYR): This ratio shows the real worth of the company 
before the s hareholders. This ratio 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 (OYR) == -------- x 100 

Market Price Per Share 

This ratio is calculated for those investors who are interested in the dividend 
income. 

(f) !nteresl Coverage Ratio: This ratio is computed to check the company's 
ability to pay the interest on the long-term loans. This ratio is very important 
from the point of view of t.he debenture holders and money lenders. It is 
computed as follows: 

Interest Coverage Ratio "' Profit before Interest and Tax x l 00 
lnterest on Long-term Liabilities 

(g) Dividend Coverage Ratio: lt is the reciprocal of the pay-out ratio. 1t indicates 
the company's ability to maintain the dividends rate in future . 1t is calculated 
as follows: 

Profit before Interest and Tax 
Dividend Coverage Ratio :c ----------­

Dividend 



Or 

D . "d . I C R . E.P.S. 1v1 enu (wcruge atio = - -
D.P.S. 

(h) Book Value Per Share Ralio: Book value or in1rins ic vaJue of a share is 
deterrnincd by dividing th e net assets of the company by the total number of 
shares. ll is determined as follows: 

. Net Assets 
Book Value of One Equity Share=------- -

No. of Equity Shares 

Or 

Net Assets 

No. of Equity Shares + No. of Pref Shares 

(i) Revenue Reserve to Paid up Capital Ratio: This ratio is the re lationship 
between the revenue reserve and paid up capital. lt is deteITT1ined in 

percentage as fo llows: 

. . . Revenue Resource 
Revenue Rt!serve to Paid up Capital Ratio = ------- x I 00 

Paid up Capital 

Example (Prnfirubifiry Rutio) 

The Balance Sheet of Shila Manufacturing Company Limited as on J st January, 2008 
was as fol lows: 

Bnlnncc Sheet of Shila Manufacturin g Company Ltd. 
(As on I" January, 2008) 

Linbiliti('S Amount Assets 
{Tl 

Share Capital (~ IO per share) 20.00.000 Fixed Asselli 

Current Assets 

Rc:-ervc::, 5,00.000 

Det>en1ure,; 14% 5,00,000 

Current Liabilities 4,00,000 

34,0-0,000 

Amount 
(f) 

25.00.000 

9,00.000 

34,00,000 

Tax rate for the Company is 30%. The Earning Before Interest & Tax (E.B.l.T.) of the 
company are ? 7 ,50,000. T he dividend Pay-out Ratio of tl1e company is 40%. The 
market price of company's shares is t 16 per share. 

On the basis of the information, compute I.he following ratios for the company: 

(i) Ra,tc ofRerum on Gross Capital: 

(ji) Rate of Return on Net Capital; 

(iii) Rate of Retum on Net Wortl1 or O,vned Capital; 

(iv) Rate of Return 0 11 Paid -up Equity Capital; 

(v) Eflming per Share; 

(vi) Dividend 

(vU) Earnings yield; 
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(viii) Dividend Yield; and 

(ix) Dividend Cover. 

Solution 

(i) 
. Earning before Interest & Tax 

Rate of Return on Gross Capital:= ---------- x 100 
Gross Capital EmpJoyed 

Gross Capital= Fixed Assets + Current Assets 

= t 25,00,000 + t 9,00,000 = ~ 34,00,000 

. 7 50 000 
Rate of Return on Gross CapttaJ -== ' ' x 100 = 22.058% 

34,00,000 

(!·1·) Ra f R N C . 1 Earning before Interest and Tax 0 te o eturn on el ap1ta == ------ ----- x l O 
Net Capital employed 

Net Capital Employed ::o: Gross Capital Employed - Current Liabilities 

= ~ 34,00,000 - t 4,00,00 = t 30,00,000 

fR N C 
. _ d 7,50,000 

Rate o etum on et ap1ta1 Employe = ---- x JOO .: 25% 
30,00,000 

( 1 
.• 
1
•
1
) R f R N W rtJ Earning After Interest and Tax 100 ate o eturn on 1 et o 1 = --------------- x 

Net Worth 

.Earning after Interest and Tax = EBlT - lnterest on Debentures - Tax 

= 7,50,000 - 14% OD t 5,00,000 - Tax 

= ~ 7,50,000 - t 70,000 - Tax 
= { 6,80,000 - 30% of 6,80,000 

=t 4,76,000 

Net Worth = Share Capital+ Reserve 

:: t 20,00,000 -t- ~ 5,00,000 = ~ 25,00,000 

fR N 4, 76,000 00 9 0 0/ Rate o cturn on et Worth=---- x l == l . 4,o 
25,00,000 

(iv) Rate of Return on Paid-up Equity Capital = Earning after lntereSt all<l Tax x 100 
Paid-up Equity Capital 

= t 4) 6,000 x I 00 = 23.8% 
f 20,00,000 

E 
. p Sh Eami1Jg after Interest and Tax 

(v) arnmg er are= ---'--------
No. of Equity Shares 

= x 4, 76,000 = 
2

_
38 x 2,00,000 

. . Total Dividends 
(vi) Dividend Per Share==-----­

No. of Shares 

Total Dividend = 40% of Earning after interest and tax 

= 40% of~ 4,76,000 = f 1,90,400 



Dividend per Share= l,90,400 = f 0.952 
2,00,000 

(vii) Eaming Yield 

= 

Earning per Share 
- - - ----- X LOO 
Market Price per Share 

< 2·
38 

x LOO= 14.87% 
t 16.00 

{viii) Dividend Yield = Dividend per Share 
- - - --'---- X IQQ 
Market Price per Share 

= ~' 0·952 
X JQQ = 5.95% 

< 16.00 

Earning per Share 
(ix) Dividend Coverage Ratio = 

Dividend per Share 

t 2.38 . 
= - - - = 2.5 times 

f 0.952 

3.6.3 Liquidity Ratios 

l iquidity ratios are also known by the name of short-tenn solvency ratios. These 
ratios are relating with the short-term financial position of the company. Liquidity 
ratios are used to find out the ability of the company to pay its short-tenn obligations 
from its short-renn resources. Short-term obligations include - creditors, banks, 
money lenders, suppliers, employees, etc. Following ratios are calculated to check the 
liquidity of the company: 

I. Curre11t Ratio: This ratio is also known by the name of Banker's R<itio or 
Working Capital Ralio. This ratio reveals the relationship between current assets 
and currenr liabilities. Current ratio is used to measure the short-term liquidity 
position of a company means short-tenn solvency. This rario is calculated by 
matchi ng the current Liabi lity with current assets as below: 

Current Ratio = 

Wl1ere, 

Current Assets 

Current Liabiljties 

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

Current Liabilities are those which are expected to be paid within one year. 
These liabilities are - Sundry Creditors, 8111s Payable, Outstanding Expenses, 
Short-term Loans, Provision of Taxation, Long-term Loans Payable in Current 
Year, Income Rt'ceived in Advance, Dividends Payable, Bank Overdraft (if it is 
not mentioned as long-term arrangement), etc. 

lnterpretat/011 of Current Ratio: Current ratio is the test of short-renn solvency 
of a company. ln other words it is 1he indicator of the short-term solvency of the 
company. The ideal current ratio is 2: 1. If a company has this ideal current rario, 
it is assumed that its current assets are sufficient to meet its current liabilities or 
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its working capital is adequate. lf the current ratio of a company is higher than 
the ideal ratio, it shows that company has higher capacity to pay off its short• 
term liabilities. If the current ratio of a company is less tban the ideal ratio, it is 
assumed that its working capita.I is oot sufficient. 

This ratio is also used to check the adequacy of the working capital of the 
business. Working capital is that amount of current assets which is left after 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 cuJTent ratio, 
the analyst should adopt the foUowing precautions; 

(i) CulTent ratio is affected by the window dressing of the balance sheet. 

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

(iii) Adequate provision for the contingent liahilit1es should be made as per rhe 
nature of liabilities. 

(iv) Inventory should be properly valued. 

2. Liqui,l Ratw: This rario is also called by the name of Quick Ratio or Acid Test 
Ratio. CmTent ratio is used to measure the sbort-tenn solvency. lf the amount of 
stock is heavy in the current assets, current ratjo may mislead. Therefore, liquid 
ratio is also calculated along with the current ratio. Liquid ratio is the 
relationship of liquid assets and current liabilities. This ratio is computed as 
under: 

Liqujd Assets 
Uquid Ratio = ---'----­

Current Liabilities 

Or 

L
. .d Ra . Current Assets -(Stock+ Prepaid Expenses) 
tqUl tJO == 

Current Liabilities 

Liquid assets comprise all those assets which are included in current assets 
except stock and prepaid expenses. lt is assumed that stock takes time 10 be 
converted into cash and prepaid expenses ca1rnot be taken back easily. 

There is one more concept that liquid ratio should be computed on the basis of 
liquid assets and liquid liabilities. Liquid liabilities may be obtained by 
subtracting the bank overdraft from the current [jabilities. As per the concept the 
liquid ratio will be as below: 

Liquid Assets 
Liquid Ratio = ---''------

Liquid Liabilitjes 

Interpretatinn: The higher of the ratio shows the better ability of the company 1.0 

discharge its short-teim liabilities as and when required. Liquid ratio provides 
more stringent test of short-term solvency because liquid assets are more liquid 
than the cunent liabilities. The ideal liquid ratio is assumed l : J. But it is not 
accepted in all types of business. Results on the basis of it may be illusory. lf the 
liquid ratio of a company is less than the ideal ratio of l: l , short-tenn financial 
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 difficulty in 
future. 



3. Sllper Quick Ratio: This ratio is also known as absolute liquid ratio. It reveals 
the re lationship between super quick assets and cunent liabilfries. Super quick 
assets include cash, bank balance and marketable securiries. Super quick assets 
may be computed by subtracting the debtors and bills receivable from the liquid 
assets. 11,is is computed as follows: 

S Q 
. k R . Super Quick Assets 

uper u1c - auo = - ------
Current Liabilities 

Ir is the most conservative rest to check. the liquidity of a company. The 
acceptable nonn for this ratio is 0.5 : l or 1 :2. 

3.6.4 Solvency Ratios 

Solvency ratios indicate company's ability to meel its long-term liabi Ii ties. Therefore, 
these ratios are also called long-tenn solvency ratios. Tite long-term liability of a 
company comprises of debentures, Jong-tenn loans, unpaid installment on hire­
purchase, and long-tenn creditors. The long-term creditors take interest in those ratios 
which highlight the long-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 fullowing so lvency ratios are 
calculated: 

l . Debt-equity Ratw: This ratio reveals the relationship between external equities 
and intemal equities. Therefore, it is also called the external-internal equity ratio. 
It is computed on the basis of folJowing formula: 

D b . R . External Equities or Debts 
e t-equ1ty at10 = - - - - - ----­

internal Equities or Equirjes 

Or 

D b 
. . Outsiders Liabilities 

e t-eqmty Ratio= - - - - - --­
Shareholders' fund 

External equities or debts inc lude debentures, long-term loans, mortgage loans, 
short-tenn loans and current liabilities. On the other hand the internal equities 
(shareholders' fund) include the equity share capital, capital reserve, revenue 
reserve, retained earnings, sinking funds and preference share capital but 
fictitious assets and accumu lated losses should be subtracted from the 
shareholders fond. 

J11terpreratio11: Debt-equity ratio is taken as an indicator of the degree of 
protection enjoyed by the oulsider creditors. Generally, a ratio of I: I is 
considered satisfactory. The lower debt equity ratio expresses that there is 
greater claim of the shareholders over the assets of the company which is 
considered good from the point of view of the management. ft provides a good 
margin of safety at the time of liquidation of the company. Analysis and 
interpretation of this ratio depends upon the purpose of analyst. 

2. Proprietary Ratio: 11,is ralio is also known by the name of 11e1 worth to total 
assets or equity rat io. Proprietary ratio indicates a relationship between net worth 
and tolal assets. This ratio expresses the extent to which the shareholders own 
business. Proprietary ratio is computed as follows: 

. R . Shareholders' fund or Net Worth 
Propnetary at,o = ----- - - - - --­

Total Assets 
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Shareholders' fund includes the equity capital, preference share capital, total 
accumulated reserve and surplus. But accumulated losses are subtracted to find the 
shareholder's fund. 

For the purpose die total assets include the fixed assets and current assets. ff the 
intangible assets have some marketable value, those are a lso jncluded. Bt1t the 
fictitious assets arc never included in the total assets. 

Jnterpretation: The proprietary rat io is 1.:akulated to determine the lo ng-term 
solvency of the company. The higher proprietary ratio reveals the stability of the 
business in the long run. The lesser ratio indicates the failure of the bus iness in 
long run. The ideal proprietary ratio of J :2 is considered satisfactory. 

This ratio can also be calculated on the basis of current assets and fixed assets 
separately. !ts fotmulae are given below: 

Fix.ed Assets 
(a) Ratio of Fixed Assets to Proprietary Fund=-----­

Proprietors' Fund 

. . Current Assets 
(b) Ratio of Current Assets to Propnetary Fund == -----­

Proprietor's Fund 

3. Solvency Ratio: This ratio reveals the relationship between the total assets and 
total liabilities of the business. lt expresses the eompan)"s capability and 
soundness to meet its liabilities out of its asset~. Among total liabilit ies, long-term 
and current liabilities are included. lts calculation is done with the help of 
following formulae: 

S l R 
. Total Liabilities 

o vency at10 == ----- ­
T oral Assets 

Where, 

Total Assets= Fixed Assets+ Current Assets t- Jntangib/e Assets (Market Value) 

foterpretari.011: If solvency ratio is less than one (1), company is assumed solvent 
to pay all its liabilities. lf this ratio is more than o ne ( I). ii is assumed that 
fi nancial position of the company is not sound. It cannot pay all its liabilities. 
Company is going in the state of insolvency. 

4. Fixed Assets Ratio: This ratio reveals tJ1e relationship between fixed assets and 
long-term fund and capital. lt is calculated as under: 

F
. d A R . Long-lcrm Fund + Capital 1xe ssets at10 = _ _.:; _______ _ 

fixed Assets 

Where, 

Long-term Fund = Equity Share Capital + Pref. Share Capital + Reserve and 

Surplus + Long-term Loans 

Fixed Assel5 -= Fixed Assets Less Depreciation + Long-term lnvestmcnts + 

Shares in subsidiaries 

Jnterpretatio11: This ratio reveals whether the long-term funds are being used to 
acquire the fixed assets or not. ln other words ftxed assets should be purchased 
from the long-term fu11ds. l .5 of the fi xed assets ratio may be considered 
satisfactory. It means that the long-term funds are more than the fixed assets. 
Some funds are used in the working capital also, which is good in long-run. 



5. Cupit11/ Gearing Ratio: Capital gearing ratio reveaJs the relationship between 
equjty sh.are capital plus reserve and surplus and preference sl1are capiral + fixed 
interes1 bearing finance. 1t is calculated on the basis of following fonnula: 

C 
':tal G . Ra . Equity Share Capital+ Reserve & Surplus ap1 eanng uo = --- - --- --------'---

Pref. Share Capital + Interest Bearing Loans 

Here, IJ1e intei:est bearing loans mean those loruls or finance on which the 
company has to pay the interest at a fixed rate l ike debenture, bonds and baak 
loan, etc. 

/,iterpretation: If capital gearing ratio is less than I, it is said to be highly geared. 
In lhis 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 equity share capital including reserve and surplus exceeds the amount 
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 be neutral. But 
if there is only 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. 

6. Coverage Ratio: This ratio i11dicates how many times the net profit covers the 
financial e~penses. Coverage ratios are of two types: 

(i) Interest Coverage Ratio: This ratio is also known as debt-service ratio. It 
expresses the relationship benveen the interest on long-term loans and other 
obligations and the net profit before interest on tax. lt is computed by the 
fo llowing formula: 

I C R 
. Net Profit before Interest and Tax 

nterest overage at,o = - ---- ---- ----
Jnterest on Long-term Loans 

interpretation: TI1is ratio indicate-s the number of rimes interest covers the net 
profit 6-7 limes of the ratio is considered good. The high ratio shows the 
more safety lo the long term creditor. If it is too much l1igh, it indicates that 
the company is not using the loans from outsiders. 

(ii) Preference Dividend Coverage Ratio: This ratio b computed to find out the 
relationship between preference dividend and net profit after interest and tax. 
It expresses the company's ability to pay preference dividend. 1t is expressed 
in limes. This ratio indicates the number o f rimes preference dividend covers 
the net profit after interest and tax. ll is calculated as under: 

c 
0 
.. d d C R . Net Profil after Interest and Tax 

Pre,erence 1vi en .overage at10 = ---- --------
Preference Dividend 

3-4 times this ratio is considered satisfactory . 

Example (Liquidity a11d S"lve11cy Ratio) 

The followjng is the Balance Sheet of Mis Charan & Co. Ltd., as on 3 J st Dec., 2007 

Liabilities and CapitJtl Amount Assets Amount 
~ ro 

Equil~ Share Capital 3,00,000 Fixed Assct5 Less 6.59.430 

Preference Share Capital 3,00,000 Depreciation 

Reserves and Surplus 2,53,500 S1ock 1,48.380 

Bills Payable 19.500 Debtors 35,130 

Creditors 48,000 Cash and I lank Balances 78.060 

9,2),000 9.21,000 
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Ascertain the followjng Ratio: 

(a) Current Ratio 

(b) Liquid Ratio 

(c) Debt Equity Ratio 

(d) Proprietary Ratio 

(e) Solvency Ratio 

(f) Capital Gearjng Ratio 

So/utio11 

(a) Current Ratio = 

Current Assets "'-

"' 
= 

Current Liabjlities -" 

= 
= 

Current Ratio = 

(b) Liquid Ratio -

Liquid Assets = 

= 
= 

Liquid Ratio = 

(c) Debt-equity Ratio ,::: 

External Equities 

= 

= 

rmemaJ Equities :: 

= 
= 

Debt-equity Ratio = 

Current Assets 

Current Liabilities 

Stock + Debtors + Cash a11d Bank Balance 

1,48,380 + 35,130 + 78,060 

r 2,61.s10 

Bills Payable+ Creditors 

~ 19.500 + 48,000 

t 67,500 

2.6 1,570 =- J.S?: I 
67,500 

Liquid Assets 

Current Liabilities 

Current Assets - Stock 

2.6 1,570 - 1.48)70 

~ 1,13,200 

I ,D,200 "' 1.6? : l 
67,500 

External Equities 
Jntemal Equities 

Dills Payable+ Credilors 

~ 19,500 + 48,000 

r 67,soo 
Equity Share Capital + Preference Share Capital + 

.Reserve & Surplus 

3,00,000 + 3.00.000 + 2,53,500 

t 8,53.500 

67,500 

8,53,500 
= 0.076: I 



(d) Proprietary Ratio = 

Proprietors' Fund = 

Total Assets = 

= 
= 

(e) Solvency Ratio 

External Liabilities= 

Solvency Ratio = 

Proprietors' Fund 

Total Assets 

lntemal Equities=~ 8,53,500 

fixed Assets+ Current Assets 

6,59,430 + 2,61,570 

t 9,21,000 

Extemal Liab1Hties 

Total Assets 

External Equit ies = t 67,500 

67,500 = 0.07:1 
9,21,000 

(f) Capita l Gearing Ratio = Equity Share Capital + Reserve & Surplus 

Preference Share Capital + Long-term Loans 

3,00,000 + 2,53,500 5,53,500 = 
1 

_
845 

: l 

3,00,000 3,00,000 

3.6.5 Leverage Ratios 

In the fmancial management, the leverage is used as a tool to accelerate rhe return for 
shareholders by using the debts financing. When rate of earn ing becomes more than 
the fixed cost of debts in the market, such a leverage becomes favourable otherwise 
unfavourable. In ocher words, to do more work by a lirtle effort is called lever. 
Similarly, s light increase or decrease in the selling price or financing will change the 
rate of return to shareholdecs. lt is said leverage work. 

Following three types of leverage are used in the business: 

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

Where, 

Opemting Leverage = 

Operating Leverage = 

Operating Leverage = 

Contribution 

Operating Profit 

Or 

Sales - Variable Costs 

Earning before Interest and Tax 

Or 

Percentage Change i.n O perating Profit 

Percentage Change in Sales 

Contribution = Sales - Variable Cost 

2. Fi.nanci.a/ Leverage: It is the indicator which reveals the impact of using the 
debt capital in capital structure on the profit before tax of the company. As per 
L.J. Gitman, "Financial leverage may he defined as the ability of a firm to use 
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.fixed.financial change.~ to magnify the effects of changes in EB!T on the firm's 
EPS". Degree of the financial leverage can be measured by the following 
formula: 

Where, 

Financial Leverage :: 
EBlT 
PBT 

EB[T == EamiJ1g Before Interest & Tax 

PBT == Profit before Tax 

financial Leverage =. 

Or 
Percentage Change in EPS 

Percentage CJrnnge iu EBIT 

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

Combined Leverage "' Operating Leverage x Financial Leverage 

Or 
. C EBIT 

Combined Leveraoe == --X- -
e EBff PBT 

Or 
C 

,::: --
PBT 

Where, 

C = Contribution 

EBIT== Earning before lntercst & Tax 

PBT""' Profit before Tax 

Example (Leverage Ratios) 

From the following infonnation calculate: 

(a) Operating Leverage 

(b) Financial Leverage 

(c) Composite Leverage 

I Original ~ in Lakhs) I 
I (~ 

After an Increase of 10% 
on Sales 

Saks (4500 units alt l [).U) 4,500 4,950 

I 
J.ess: Variable Cost(' 0.60 p.u) 2,700 2,970 

I Contribution l,800 19R 

Less· F ixc<l Costs 1,350 1350 

Profit before Interest & Jax (EBIT) 450 630 
I 

less. Interest 150 lSO 

Profit before To 300 480 

less: Tax at 55% 165 264 

Profit after Tax (PAT) 135 216 



Sol11tio11 

PnrticulArs Degree of0pu3tions 

Original After 10% Increase 
on Soles 

(a) Operdting Leverage = Con1ribu11on 1800 19RO:: 3.142 - -= 4 
.EBIT 450 630 

b) r· . L E31T ( manc1al evtr.ig~ = 
Profit before Tax 

450 = L50 
300 

630 = 1.333 
tllW 

(c) Composite Leverage .. Operating Leverage x 4 >< 1.50"" 6.0 3.142 "' 1.3 13 
Financial Leverage = 4.188 

Check Your Pro~rcss 

Fill in the blanks of the following: 

1. _____ .is lhe engine that drives the business enterprise. 

2. _____ .Ratio is the relationship of eacb component of cost to sales 
which is expressed in percentage. 

3. Return on Capital Employed is also known as --- --
4. ______ represents the earning of the company derived from each 

equ ity share of d1e company. 

5. _____ ratios are used to find out the ability of the company co pay 
its short-term obligations from its short-tenn resources. 

6. ______ ratio is used to measure the changes in operating protit 
due lo s light change in sales. 

3. 7 LET US SUM UP 

• Ratio is a numerical relationship between two items or groups of the !.ame nature 
of t he financial statements. lt can be expressed in the proportion, percentage or 
turnover. 

• Ratio analysis makes the financial statement simple or rearranged so that those 
may be understood easily, comparison between two firms, two periods. Tt al50 
helps in calculating the efficiency, profitability and solvency (Long-term as well 
as short-term). 

• In spite of being so many advantages of rat io analysis, it is not free from 
limitatious. These are in ratio analysis the qualitative aspect has been ignored, 
price level changes affect the ratio, standard ratio cannol be determined easily, 
financial statements are window dressed, ratio are based on past performance and 
so many. 

• Different authors have classiffod 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 on the basis of users. But io this book 
for the purpose of the study, tJ1e functional classification is taken. 

• As per functional classification of ratios, tl1e accounting ratios are classified into: 

❖ Profitability Ratio 

❖ Liquidity Ratio 
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❖ Solvency Ratio 

❖ Leverage Ratio 

❖ Activity Ratios 

❖ lnter-firm Comparison Ratio 

• 1l1e profitability of a ftrm is tested on the basis of different ratios which can be 
based on the capital, sales and the value of a share. 

• Liquidity means the short-tenn solvency of a company. To test the liquidity of a 
company the current ratio, liquidity ratio and super-liquid ratio are computed and 
interpreted. 

• Solvency is used to detennine the loT\g-term solvency of the company. Under this 
head Debt Equi!y Ratio, Proprietary Ratio, Solvency Ratio, Fixed Assets Ratio, 
Capital Gearing Ratio and different coverage ratios are calculated and analysed. 

• Three leverage ratios are: Operating leverage, Financial leverage and Combined 
and these leverage are also calculated. 

• To test tbe performance and manager ial efficiency in using the assets and in 
earning the profit, the activity ratios are calculated. 

3.8 LESSON END ACTIVITY 

" Ratio Analysis plays an important role 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. 

3.9 KEYWORDS 

Ratio: It is a numerical expression of relationship between nvo items, which is 
calculated to obtain a meaning. 

Filwnci,tl Statemellts: These include the profit and loss account and the balance shee1 
ofa concern. 

Profitability: TI1e profi1 earning capacity of a business is called profitabil ity. 

Liquidity: The short-tenn debts paying position of a company from hs short-term 
resources is called liquidity. 

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

Leverage: lt is a tool to acce lerate the rate of return by using the fixed interest bearing 
debt finance. 

3.10 QUESTIONS FOR DISCUSSION 

J _ Explain the role of rat10 analysis in the interpretation of financial statements. 
Examine the limitations of ratio analysjs. 

2. What are financial ratios? Explain and mustrate the ratios used for testing tht: 
short-term and long-term financial position of the ftnn. 

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

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



5. How is rhe liquidity of a firm tested? Explain its different ratios wirh examples. 

6. The following is the Trading and Profit & Loss Account of Mis. Balaji Lid. for the 
year ended 3111 March, 2008. 

Trading and Profit & Loss Accou nt 

t '{ 

ro Stock J.8 1,250 By Sales ? 25,25.000 

To Purchases 15.76,250 l.e~~ : Sales Return 25.000 25.00.000 

To Carriage 10.000 By Stock 4,92.500 

To Wages 25.000 

To Gross Profit 10,00,000 

29,92,500 29,92,500 

To Administrative Exp. 5.05.000 

To F111ancc Expense~ 

l11 teres1 t 6000 

Discounl f 12000 13y Gross Profit 10.00,1100 

Bad Debt r 11000 35,000 By Non-Operating ln~ome: 

To Selling and Dist Exp. 60,000 lnL on Securitie~ 7.500 

To Non-OperaLing Exp.: l>iv1dend on Shan::) 18.750 

L.1ss on Sak of As~t~ l0.000 (Profii on sale or /\ssc1s) J,750 

To Net Profit 4,20,0()0 

J0,30,000 10,30,000 

Calcula1e: (a) Expenses Ratio (b) Gross Profit Ratio (c) Net Profit Ra1io (d) Net 
Operation Profit Ratio (e) Operating Ratio and (f) Stock Turnover Ratio 

7. The Balance Sheer of Lal it Mohan Company as 3 1st March, 2008 is as follows: 

Li11bilities t Assets ~ 

Equity Share Capilal 4,00.000 Goodwill 2,40,000 

Preference: Share Capi1al 2.00.000 Fixed Assets 5.60.000 

Capital Reserve 8,00.000 Stock 1,20,00<1 

1.,oan on Mortgage 3.20,000 lkbtors l.20.000 

llank Overdr.ift 40,000 

Track Credi tors 1.60,000 lnveslml:'nt ~0.000 

Provision for Taxation 80.000 Cao.h 3.20,000 

I' & L Aie 12,000 

14,00,000 14,00,000 

1l1e profit for tl1e financial year 2007-08 after taxation and interest on fixed 
deposit amounted to t 2,40,000 out of which t 80.000 transferred to reserve and 
~ 40.000 were paid as dividend. Sales amoW1ted 10 '{ 24,00,000. Calculate the 
Ratios for: (a) Testing Liquidity; (b) Testing Solvency; (c) Testing Profitability. 
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Liquidity Ratio. 

Liabilities t As~ets ~ 

Paid up Capital 3,00.000 Cash in haod 250 I I 
Bank Overdmft 38,000 Stock 1.28,250 

Sundry Creditors 26,000 Trade Dehtors 1,25,000 

Provision for Dept. 55,750 Land and Building 92.150 

Provision for Taxation 9.250 Machinery & Equipment 1.28.600 

Proposed Dividends 15,000 !'repaid Expenses 1,500 

General Rest:rve 55.000 Goodwill 30,ooo I 
Profit and Loss Ne 6.750 

5,05,750 5,05,750 

9. The foHowing data are being taken from the records of Birla Limited as on 30'h 
June 2002: 

Ca~h 25,000 Bilb payable 

Debtors (ncf) l 2,000 Saks 

Inventory 8,000 Purchases 

Prepaid expenses 2,000 Purchase Returns 

Creditors 12,000 

On the basis of above information, compute the following: 

(i) Working Capital Ratio 

(ii) Acid-Test Ratio 

(iii) lnventory Turnover 

(iv) Receivables Turnover 

(v) Average Payment Period 

10. From the following information calculate the following ratios: 

(i) Total Assets Tumover 

(ii) Fixed Assets Turnover 

(iii) Current Assets Turoover 

(iv) Working Capital Turnover 

(v) Net Worth Turnover 

"Balance Sheet as on 3J St Decembcr200l 

Liabilities f Assets 

Share Capital 32,000 Land and Ruilding 

Reserves and Funds 4.000 Plant and Machinery 

Profit and Loss Ne 12,000 Fumiwrc 

Debentures 16,000 l.ong-tenn Investment 

Loog-tcnn Loan )2,000 Sto\:k 

Sundry Creditors 6.800 Debtors 

3,000 

53,000 

34.000 

750 

t 

24,000 

15,000 

9.000 

12.000 

9.000 

12,600 



11. The following is the income statement of Mis Kanti Babu Brothers for the year 
ended 31" March 2002: 

t " 
Net Sales J0.00.000 
Less: Cost of Goods Sold: 

Op,millg Stock 5,00,000 
Add: Purc_hases 20,00.00Q 

25.00.000 

Less: Closing Stock Z,QQ,!lOO 18,00,QOO 

Gross profit 12.00.000 
Less: Optn:iting .Expenses 4,80,0QQ 

Optrating Profit 7.20,000 
Le.w Interest Charges 1,80,QQQ 

Profit. before lnxation 5.40,000 

Additional information as on 31.3.2002: 

Current Assets ~ 9,75,000 

Current Liabilities f 6,00,000 

Fixed Assets ~ ) l25,000 

From the above infonnation. calculate any four ratios out of the following: 

(i) Operating Ratio 

(H) Operating Profit Ratio 

(iii) Stock Turnover Ratio 

(iv) Assets Turnover Ratio 

(v) Return on Capital Emplo:red 

12. Calculate the following ratios fr()m the Balance Sheet given below: 

(i) Debt Equity Ratio 

(ii) Liquidity Ratio 

(iii) TotaJ Assets Turnover Ratio 

(iv) fixed Assets TLtrnover Ratio 

Liabilit ies t 

5000 Equily Shares of<'. 10 50.000 
each 
Reserves 10,000 
Profit 15.000 
l)ebentures 40.000 
Creditors 25,000 
Pmvi!lion for Taxa1ion 10.000 

1,.50,000 

Sales during the year~ 2,80,000 

Assets 

Goodwill 
Fixed Assets 
Slock 
Deb10rs 
Advances 
Cash 

t' 

30,000 
70,000 
15,000 
15,000 
5,000 

15,000 

1,50,000 
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13. fnfonnation regarding ABC Company for the year 2001 is as follows: 

Protil before tax - ~ 28.80 lakhs 

Tax Rate - 50% 

Proposed Dividend - 25% 

Capital of the Company - l 0% 

Preference Share5 off I 0,00,000 

Equity Sl1ares oH 35,00,000 (Shares of~ 100 each) 

Reserve at beginning of rhe year - ~ 28 lakhs 

Current Market Price of the Equity Sh.arc - ~ 250 

Compute for the equity shares: 

(i) Earnings per share 

(ii) Price-Earning Ratio 

(jii) Dividend per share 

(iv) Dividend Payout Ratio 

(v) Dividend Yield Ratio 

14. Following are the statements of Surya Limited for the year ended 31'1 December 
2001: 

Balance S.heel as on 31'1 December 2.001 

Liabilities t Assets 

50,000 Equity Shan:~ 5.00.000 Land aml Building 
of~ lOeach 

General Reserve 

Profil anct Lo~ Ale 

SuJ1dry Creditors 

Liabilities 

1 
To Opi:ning Stock 

I To purchases (crwit) 

To Gross Profit c/d 

To J\uministration Exp. 

To Selling Expenses 

To Other l::xpcn~ 

To Net Profit 

l'luTH and Machine!)' 

3.00,000 Sto<.:k 

2,00,000 Sundry Dt:b1or.1 

2.00.000 Cn..,h Ot Bank 

12,00,000 

T rading and Profii & Loss Account 
For the year ending 3}" Dec. 2001 

' Assets 

1,00.000 By Salc:s (Credit) 

8,00.000 I Br C:lo.~ing Stock 

9,00,000 

l8,00.000 

2,00,0110 By Gross .Profit b/d 

1,00,000 By Profit on salt: of 

25.000 fixed Assets 

6.00.000 

9,25,000 

t 

3,50,000 
I 

2.50,000 

2,00,000 

3.00,000 

1.00,000 

12,00,000 

t 

16,00,000 

2.00,000 

18,00,000 

9,00.000 

25.000 

9,25,000 



Calculate the fo llowing Ratio: 

(i) Current Ratio 

(ii) L iquid Ratio 

(iii) Operating Ratio 

( iv) Stock Turnover Ratio 

(v) Return on Total Assets 

(vi) Retum on Owners Equity 

(vii) Debtors Velocity or Collection Period 

{viii) Creditors Velocity or Payment Period 

15. Comparative statt:ment of income and financial position are given below: 

Tncomc Statement 

2000 2001 
'{' ' Ncr !:.,1le$ 1,00.000 1.50,000 

Le~~: Cost of sales 70.000 1.10.000 

Gm~~ profit 30,000 40,000 

Less: Operating Expenses 20,000 25,000 

Net i>rolit 10,000 15,000 

2000 2001 
'{' r 

Assets 

Ca:.b in hand 5,000 8.000 

Cash al Bank 4,000 2,000 

Debtors 40,000 25.000 

Sto~k a\ COSI 15,000 10,000 

Fixed Asscrs (Net) 56,0000 65,000 

1,20,000 1,10,000 

Liabilities 

Creditors 36,000 12.000 

Bill~ Payable 2.000 1,000 

Mongagc Loan 10,000 20,000 

Equity Share Capital 60,000 70,000 

Reserve::s and Surplus 12.000 7,000 

1,20,000 1,10,000 

You are required to calculate the following ratios for both the years: 

(i) Current Ratio 

( ii) Acid-Test Ratio 

(iii) Debtors Turnover Ratio 

(iv) Average Collection Period 

(v) Stock Turnover Ratio 
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16. Following are lhe Balance Sheets of Ramsav Brothers Limited for two years 
ending on 30'h June of each year. , 

f f 

Equity Shares on l 00 each 2,00.000 2,00,000 

General Reserve 20,000 40,000 

Profit and Loss A/c 28,000 4,000 

Loan on Mortgage 220,000 1.60,000 

Bank Ovcrdroft - 40,000 

Creditors 60.000 1.80.000 

Provision for Tax 68.000 26.000 

Proposed Dividend 
20.000 30,000 

6,16,000 6,80,000 

fixed Assc:ts (Net) 
4,16.000 3,96,000 

Stock-in-trade 
60,000 1.20,000 

Debtors 
80.000 1,60,000 

Cash-in-h,tnd 60,000 4.000 

6,16,000 6,80,000 

Total sales for 2000 are given as t 12,00,000 and that for 2001 t t 0,00,000. 

Check Your Progress: Model Answer 

I. Profit 

2. Expenses 
.., 
.) . Return on Investment (ROl) 

4. Earning per share 

5. Liquidity 

6. Operating leverage 
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After studying this lesson, you should be able to: 

• Understand the meaning of Fund Flow 

• Discuss the meaning, objectives and !imitations of Fund Flow Statement 

• Describe various techniques of constructing fund flow statement 

• Explain statement of changes of working capital changes and statement of source 
and users of fund 

• Explain how to calculate Fund from Operation 

4.1 INTRODUCTION 

Balance sheet and profit and loss account of a company are two basic financial 
statements which are prepared at the end of an accounting period. The balance sheet 
portrays the overaH financial position of the business while the inco.me statement 
(profit aod loss account) discloses the revenues earned and or realized and the cost 
incurred to generate the revenues during a particular period. But these statements do 
not provide the information regarding the changes in the capital, liabilities and assets 
during the period. For the better understanding of the financing and jnvesting activities 
of the business which have taken place during an accounting period, one more 
statement is also prepared and published which is called the ''Statement of Changes in 
financial Position" (SCFP). This statement provides useful infonnation to the 
creditors and owners regarding funds. It has now bewmc an integral part of the 
statements. Through this statement an analysis can easily understand as from where 
the funds are coming into business during a period and where it is being applied. ln 
other words, this statement discloses the sources of funds and the uses where procured 
funds were put during a particular period. Sources and uses of the fund during a 
particular period provide very useful information regarding the formation of a 
financial policy. Accounting Principle Board of American Institute of Certified Public 
Accountants (AICPA) has encouraged in its opinion No. 3 that "When financia1 
statements, purporting to present both financial position and results of operation, are 
issued, a statement summarizing changes in financial positions should also be 
presented as a basic financial statement for each period for which an income statement 
is prepared. 

lAS-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 cbanges of financial position shouJd be presented for 
each period for which the income statement is presented"·. 

In Jndia AS-3 of JCAl states regarding the statement of changes of financial position 
as, "Jn many countries it is quite common to provide a statement of changes in 
financial position as a part of audited accounts. ln India, under the existing legal 
requirements, companies are under no legal obligation to publish a statement of 
changes in financial position along with their financial statements. However, there is a 
growing practice to publish such a statemen1 along with financial statements 
especially in the case of companies listed on the Stock Exchanges and other large 
commercial , industrial and business enterprises in the public and private sectors. The 
objective of this Standard is to encourage and strength.en this practice (Para 2)''. 

The statement of changes of Financial Position is a statement which gives the 
information 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 
statements. 

4.2 MEANING AND CONCEPT OF FUND 

SCFP is prepared on the basis of sources and uses of fund. Therefore, it is necessary to 
understand the meaning of fund. The term 'fund' has different meanings. Thomas M. 
Hill & Mayson J. Coprdon opine, "Business funds are those assets which can be 
moved freely to 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". ln 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 statemenl. Working capital is the difference of current 
assets and current liabilities. 

The fund flow statement shows the differenl 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 liahi 1 ities ), 

Working capital is determined by subtracting 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 are to be paid within a year as sundry creditors, 
bill payables, cash credit, bank overdraft, provision for taxation, income tax payables, 
short-term loans, outstanding expenses, incomes received in advance; provision for 
bad and doubtful debts, unclaimed dividend and proposed dividend. 

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

4.2.1 Meaning 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 capital in a given period of time or the 
transfer of the economic value from one 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 termed 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 in the statement or 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 ftow statement, the fund is taken in the broader 
sense means net working capiial. Net working capital is required in the business for 
day to day operations. Only lhosc business transactions are considered in the business 
which affects the net working capital or fund. The cffcc1 on the flow of fund means 
the increase or decrease in the size of fund or working capital. TI1ere are many 
business transactions which affect the working capital. Similarly, there are so many 
items which neither increase nor decrease the size of working capital. for the 
preparation of fund flow statement, all the business transactions are divided into 
following two categories: 

• The transactions which do not change the s ize of working capital or fund 

• The traosactions which change the size of working capital or fund 

4.3.1 The Traosactions which do not Change the Size of Working Capital 
or Fund 

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

(i) TraJisactions relating the conversion of n11e current asset into anotlter cu"ent 
asset: Due to these transactions, the internal items of the current assets change but 
total amount of current assets does not change. As a result the net working capital 
does noc change such as cash received from sundry debtors and bills receivables. 

(ii) Transact.ions which convert 011e current liability into another cttrre11t liability: 
This is similar to the above case of current assets. The items of the current Uability 
change but the total amount of current liability does not change. As a result the net 
v,ork.ing capital does not change by these transactions such as conversion of 
overdraft into short-teim bank loan. 

(ii i) Transactiom· which take place bittwee11 the 11on-currem item r only: Working 
capital is not affected by these lransac1ions. The amount of non-currertt items as 
fixed assets, capital and owner's equity arc affected by these items. These 
transactions may be between fixed a"sets as plant is converted into furniture, 
between long-term liabilities as debentures are converted in long-tenn loan, 
between owner's equity and long-tern, liabilities as debentures are converted into 
equity shares, between fixed assets and long-tenn liability as building is acquired 
by the issue of shares. 

(iv) The transactions which take place /Jetweett current assets and current liabilities: 
Due to these transactions, on one side the amount of current assets increases or 
decreases and on another side, the amount of current liabilities increases or 
decreases correspondingly. As a result the working capital does not affect. For 
instance, payment of sundry creditors by cash and credit purcJ,ase of materials. 
Such types of transactions change only tbe structure 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 between the current assets or current liabilities and 
fixed assets or long-tcnn liabilities, will affect the working capital or fund. Such 
transactions are considered at the time of preparation of fund flow statement. For 
instance, repayment of debentures by cash; this transaction is between current assets 
(cash) and long-term liabilities (debentures). Thus this transaction will affect the 
working capital. For convenience, these transactions are classified as follows: 

(i) Any lransaction which takes place between current liabilities and long-tenn 
liabilities or capital - such as sundry creditors or baok loan cleared by the issue of 
shares or bonds or debentures. 

(ii) Any Lransaction which takes place between current assets and long term liabilities 
or capital - 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 assels and fixed assets - such 
as sale of fixed assets for cash, purchase of plant for cash, etc. 

(iv) Any transaction between current liabilities and fixed assets - that will affect lhe 
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 Working Capital Flow 

Current or Short­
Tenn Liabilities 

Long-Term 
Liabilities 

Fund does not Flow Current Assets 

Fund does not Flow fixed Assets 

Figure 4.J : Effect of Transactions on Flow of Fund Cb art 

List of Non-Current Acco um of Assets and Liabilitie:, 

Non-Current Liabilities Non-Current Assets 

I. Equity Share Capital 1. Goodwill 
2. Preference Share Capital 2. Land & Building 
3. Reserve & Surplus 3. Plant & Machinery 
4 . Debentures 4. Furniture & Fitting 
5. Premium Ale 5. Long-tcnn lnvestments 
6. P & L Ale (Credit) 6. Trademarks 
7. Capital Reserve 7. Parents 
8. Capital .Redemption Reserve Ale s. Discount on lssue of Shares 

and Debentures 
9. Provision for Depreciation 9. Preliminary Expenses 
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I 0. Long-Term Loan 
I I. Bonds 
12. Proposed Dividend 
13. Provision for Taxation 
14. General Reserve 
l5. Dividend Equalization Fund 
16. Insurance Fund 
17. Debentures/Preference Shares Redemption Fund 
18. Investment Fluctuation Fund 

10. Under Writing Commission 
l l. P & L Ale. (Debit) 
I 2. Development Expenses 

/Vou-Cttrrent Liabilities: TI1ese are also called fixed liabilities or long-term liabilities. 
These are payable by the company after a long period (which is more than one year) 
or at the liquidation or the company. 

Non-Current ,Assels: These are aJso called fixed assets. These assets arc owned by the 
company and are kept for the running of the business aod these are not for sale. These 
assets can be tangible, intangible, and fictitious. 

4.4 FUND FLOW ST A TEMENT (FFS) 

Fund P)ow Statement means a statement which depicts the changes of financial 
position (working capilal) during two periods. Thus this statement shows the sources 
from which the fonds have been collected and those uses on which these are applied 
during an account period. Fund Flow Statement is defined by various authors. Some or 
them arc as follows: 

.. Fund Flow Statement is a statement prepared to indicate the increase in the cash 
resources and the utilization of such resources of business during the accounting 
period ". 

-·Robert N. Anthony 

'"The Funds Flow Statement is a method by which we study the net.funds.fl.ow between 
two points in time ". 

- James C. Van Home 

'';J statement of sources and application of fund is a technical device designed to 
analyse the changes 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 is 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 
different names as: 

• Sources and Uses of Fund 

• Where Got and Where Gone Statement 

• Fund Statement 

• Application and Sources of Fund Statement 

• Statement of Changes -in Financial Position 

• Statement of Resources Provided and Applied 

• lnflow and Outflow of Fund Statement 



4.4.1 Objecf ives of Fund F low Statement 

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

• To provide information regarding financing and investing activities of the 
business. 

• To disclose the changes in the working capital between 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 of fund 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 financial analysts. lt 
helps in managing the working capital. The infonnation given in tht: FfS is very 
useful for the shareholders, bankers, creditors, managers and investors. It helps the 
management in taking the different managerial decisions and answer to various 
intricate or complicated quarries of general interest. TI1e importance of this statement 
is discussed in the following pojnts: 

I . Anulysls of Fi11ancial Position: FFS is used as an effective instrument for the 
analysis of financial position of a concern. It analyses the causes of changes of the 
working capital and Lhe effect of such changes on lhe liquidity of U1e business. 
This statement also indicates che sources from where the funds were obtained 
during a period and where these funds were applied. Thus, it replies the several 
quarries as ( i) Where is profit being used? (ii) What are the sources of purchasing 
the fixed assets? (iij) Where are the sales proceeds of fixed assets heing used? (iv) 
Why are the current assets less than the profits? (v) What are lhe causes of 
increase or decrease of working capital? ere. 

2. .Determi11atio11 of Fil1ancial Co11sequences of Busi11es.,· Activities: There are 
differenr occasions in which the management finds itself in awkward situation and 
seized with a financial di lemma. For example, the P & L Ale reveals the sufficient 
surplus and the balance sheet indicates the sound financial position but sufficient 
cash is not available lo pay aod declare the annual dividend 10 its shareholders. 
The management has to face the problem of liquidity because it does not know as 
whal has happened of the funds generated from operations. Tbc answer of this 
question is give1l by the FFS. The FFS converts the consequences of the business 
operations into financial infonnation. 

3. Compararive Study of Fi11a1tcial Statements: Fund flow statements make 
comparative study of Balance Sheets and Profit and Loss Accounts or two periods 
easy. Changes in the working capital during the period of two balance sheets are 
expressed in the fFS. Tbis statement gives more precise and accurate picture 
regarding profits. In this statement profit from operation is taken in which 
non-operating profits or losses are excluded. On account of presenting the 
jnformation regarding the financial position, profits and changes in working 
capital in this statement and simultaneously, in the comparative study become 
possible and easy. 

4. Helpful in Securi11g Bank LoallS: When a request for a loan is submitted wi th a 
bank. the bank want to know the credit worthiness of the company, its capacity 10 

retunt the loan, sources of repayment and the amount of loan. For the assessment 
of these the bank asks the company to submit its balance 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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5. Helpful in Allocation of Reso11rces: 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 caJlilot be started simultaneously. Some programmes 
are started while some are postponed. Thus a problem of allocation of available 
resow·ces among the different projects/programmes arises. The financial manager 
takes the decision regarding the postponement and sta1ting the projects which is 
taken through the projected fund flow statement. 

6. FFS Answer ~Mally Intricate Questio11s: The answers of many intricate questions 
of the financial analyst can be obtained by the fund flow statement such as: 

❖ Wbat is the credit worthiness of the business? 

❖ What are the sources through w.hich loan will be repaid? 

❖ How 1nucb fWld is generated from normal acti vities of the business? 

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

7. Planning for Workiug Capital: FFS reveals the complete picture of working 
capital regarding its uses and sources. It tells whether the firm has adequate 
working capital to meet its requirement in future. lf there is inadequacy of 
working capital due to deleting of any source, plan11ing for the lemporary 
investment of idle funds may be framed. It may also suggest regarding the 
improvement of working capital. 

8. Helpful in Manageri"l Decisions: This statement provides the complete 
knowledge to the management regarding the sources and uses of fund in the past. 
On the basis of the analysis of this statement, management may decide its 
dividend policy, frame other policies and prepare the budgets. 

4.4.3 Limitations of Fund Flow Statement 

In spite of being a very useful instrumeat in the hands of financial analysts 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 H 'S. These are 
as given below: 

(a) Fund flow statement is prepared on the basis of current assets and current 
liabilities. ft does not include non-cutTent accounts. Thus it does not show u,e 
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. 

(b) 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 
"vorking capital. On the basis of this point, it is argued that Cash Flow Statement 
is more important than FFS. 

(c) FFS is historic in nature and is based on past transactions. lt provides information 
about what has happened and not about the future events. While projected fund 
flow statement can be prepared for future but it gives only an idea. 

( d) Structural changes in the working cap it.al components are not disclosed in this 
statement. 1t deals only the changes in total amount of worki ng capital such as 
cash paid by debtors or inventory purchased on credit (short-term creditors). 

(e) 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 financiai statements. 
!t does not include any new information/data. TI1us it cannot be the substitute of 



financial statements. It just provides only some additional information. It is only a 
supplementary statement of financia l 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. 

( IJ} F.xlemal Sources 
Increase in net worth 

lncre~e in Long-term liabilities 

Decrease (sale) 111 fixed assets 

~ - -(A.) lnlemal Sources 
(Profit fn1m operation} 

. . - ,,. ... - .. 
. - - - - - - - .. .. - - . . 

'. --~~~t~-~!kli:.: . -
. - - - -Eund ... , . .. • 

- • - • w ww- ~,.,. 

Lnerease (Porchase) in fixed assets _ _ __, 

Decrease in long-term liabilities------" 

Decrease in net wonh - ------- --~ 

Loss from operation ---- ---- ----.....J 

Figure4.2: Sources and Uses/Application of Fund 

These sources and uses of funds are dbcussed as below: 

4.5.1 Sources of F-und 

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

• Internal S<Jurces: Fund from operation is the only internal source of fund. Fund 
from operation means the profit from operation. The net profit shown by the P&L 
Ale is adjusted to find the profit from operation. These adjustments are done 
relating lo non-opera.ting items and non-cash items. Profit from operation is 
discussed later in this chapter. 

• External Sources: These sources of fund are as follows: 

❖ Decrease in frxed assets: Decrease 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 cash, 
cash increases the fund and if fixed assets are !>Old on credit, debtors increase 
the fund. Thus decrease in fixed assets is a source of fund. 

•·• Increase in long-term liabilities: The increase in long-term liabilities is 
treated as the source of fund. Increase in long-term liabilities means the issue 
of debentures, bonds or fostering of long-term bank loan. The increase in 
long-term liabifjties 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 somce of fund. If debentures or bonds arc 
being issued for the purchase of fixed assets, such an increase in long-term 
liability is not treated as source of fund because il does not affect the working 
capital or fund. 

❖ Increase in net worth: Increase in the net worth or equity or capital is 
considered as source of fund. This increase should be due to the issue of 
capital for cash or other cu1Tent assets. lf capital is being issued for the 
purchase of fixed assets or for the payment of any l011g-tenn liability, such 
issue of capital will not change the amount of working capital, and it will not 
be a source of fu nd. 

4.5.2 Uses of Fund 

Those business transactions which reduce the working capital/funds are called uses or 
applications of fund. These are as follows: 

• Increase. i11 Fixed As.\·ets: lf the increase in fixed assets (Plant and Machinery, 
Land and Buildings, f urniturc and Motor car) is due to the purchase by cash or on 
credit (increase in some short-term liability), such increase in assets becomes the 
use of fund. But this transaction decreases the current assets or increases current 
liabilities. As a result the working capital decreases. f or examples, suppose the 
working capital in a business is ~ 50,000 and a plant is purchased for f 10,000, the 
purchase of plant will be treated as a use of fund because it w111 reduce the current 
assets by ~ 10,000. Further suppose furniture worth ~ 5,000 is acquired on credit, 
this will increase the current liabilities. As a result the working capital will be 
decreased by~ 5000 and there will be a use of fund. Thus an increase in the fixed 
assets should not be due to the appre.ciation in assets. Otherwise tha1 will not be 
the use of fund. 

• Decrease iii Long-term Liabilities: Decrease in long-term liabilities means the 
payment of long-term liabilities (debentures, bonds or long-term loan). lf long­
tenn liabilities are paid by cash, such a payment will be treated as a use of fund. 
And if loJ1g-tcrm liabilities are paid by the increase of equities or another long­
term liability, that wi1J not be the use of fund. Suppose, the debentures are 
redeemed on maturity by cash, this transaction will be the use of fund. lf 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 redeemed by cash on maturity, 
such redemption will be the use of fund because it reduces the working capital. 
And if preference shares are redeemed by the issue of equity shares of new 
preference shares. it will not be the use of fund because it does not affect the 
amount of working capital/fund. Similarly; if bonus or dividend is paid to 
shareholders by cash, it wi II be use of fund and if it is pajd by tJ1e issue of new 
shares, it will not affect the fund. Tbus it will not be the application of fund. As a 
result the decrease in net worth or equity or shareholders' fund will be the 
application or use of fund. 

• Loss of Operation: Net loss fi-om operation is the assumed use of fund. Loss from 
operation decreases the working capital. It is also computed keeping in mind the 
non-cash items of P & L Ale and non-operati ng incomes or losses. 

ln addition to the above mentioned items of sources and uses of funds, there are some 
non-trading receipts as donations, gifts, dividends, etc. and non-trading payments as 
penalty, donations, etc. Some accountants adjust these receipts and payments with the 



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

4.6 TECHNIQUE OF PREPARING 
OF FUND FLOW STATEMENT 

fund Flow Statement is prepared on the bas is of tbose infonnation which are provided 
by the balance sheets of two period or dates (generally a comparative balance sheet is 
prepared), income statementc; and some additional infonnation relating to the various 
accounts. FFS is based on the principal of equalily of asselS and liabilities including 
capital. Total of sources of fund should be equal 10 the cotal of uses of funds during a 
period. Tf funds arc: not adequate to meet lhe obligations, loan will be taken .from bank 
or public or fixeu asstts will be sold. But total of sources of fund should be equal to 
the uses of funds. There arc rwo techniques of the preparation of fund tlow statement. 
These are ( i) Traditional Ttchnique and ( ii) Modem Techniques. Under t raditional 
technique, FFS is prepared on the basis of the concept of total resources. Under this 
technique no distinction is ma<le between the current accounts and non-current 
accounts, operating and non-operating items and cash and non-cash items when the 
source and uses of the funds are determined. Due to this reason, Lhis technique is not 
accepted by al I. 

Under modem technique of preparation of FFS for the analysis of fund/working 
capital, fo llowing two staleme.nts are prepared: 

• Schedule or Statement of Changes of Working Capital 

• Statement of Sources and Uses 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 jn Working Capital Statement' or 'Net Current Assets Account'. This 
statement or schedule is constructed lo disclose the changes in each component of the 
working capital and their effect on the net working capital. This schedule has four 
columns for amount. First two columns depicl the absolute amount of e.ach item of the 
components of the working capital of current year and previous year. The next two 
columns disclose the working capital changes - one for increase in working capital 
and other for decrea~e in working capital. The total of increase column and the total 
decrease column should be reconciled. If there is any differenct belween these two 
columns, that indicalt!s the increase or decrease in net working capital. The following 
general rules are adopted for preparing this schedule: 

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

2. If there is a decrease in the ilems of current liabi lities, working capital wi ll 
decrease. 

3. If there is an incrtase in the items of current liabilities, working capital will 
decrease. 

4. lf there is a decrease in the items of current liabilities, working capital wiU 
increase. 
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The profom1a of the schedule of working capital changes is given below: 

Schedule of Changes in Working Capital 

I !terns of Components 
Absolute Figures of Working Capital Changes 

a. Current Assets 
Cash in Hand 
Cash at flank 
Inventories (Stock) 
Bills Receivable~ 

Notes Rct:eivables 

Sundry Debtors 
Marketable Securities 

Short-term Investments 

Prepaid Expenses 

l\ccrued Income 
Total (A) 

b. Current Liabilities: 

Sundry Creditors 

Hills Payables 

Accounts Payahlc!'\ 

Bank Ovcrdrnfi 

'.:ihort-terrn Loans 
Incomes Received in Advance 

Provision for Bad Debts 

Out~tanding r.xpcnsc:, 

Unclaimed Dividend 

Proposed Dividend 
Provision for Taxation 

Total (B) 
Working Capital (A·B) 

lncrea~ or Decrease in Working 
Capital 

TOTAL 

[mporta111 Points /or Stuclems 

Previous 
ycarm 

I 

Current year 
(fl 

Increase 
m 

Decrease 
~) 

At the time of preparation of Schedule of Working Capital changes, the sludents should 
clear that a particular item of liability is current liability or not similarly a particular item 
of assets is ct11Tent assets or not otherwise the schedule will not show the correct picture of 
working capital changes. For students, some important points are given below: 

• Bank overdraft may be more or less permanent source of fund, but it should 
always be treated as cun-ent liability. 

• lf the Provision for Bad and Doubtful Debts is given in the assets side of the 
balance sheet, net debtors (debtors minus provision for bad and doubtful debts) 
should be shown under the heading of Cu1Tent Assets in the Schedule of Working 
Capjtal Changes. And if provision for bad and doubtful debts is given in the 
liability 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. 

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



• If investments are in marketable securities or for short-term, it will be current 
assets. If no informaLion is given regarding the investment, one point should be 
kept in mind at the time of taking the decision. lf during the year, some 
investments are bejng sold and some are being purchased, investment should be 
treated as current assets otherwise fixed assets. 

• 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. AdditionaJ information relating to current assets and 
current liabilities are ignored. 

Example (Schedule of Working Capital Changes) 

From the fo llowing balance sheet ofKusum Manufacturing Company Ltd. for the year 
ending on J 1 ~1 Dec. 2006 and 2007, you are required to prepare the Schedule of 
Changes of Working Capital. 

Comparative Balance Sheet 

Lia h ii it ies 2006 2007 Assets 2006 2007 
? t t f 

Share Capi1al 72.000 1,08,000 Land & Buildings 49.860 J,01.880 
P. & L. Aic 17,550 18.720 Plant 32,040 46.080 
Share Premium 7.200 10.800 Furniture 2.160 1.-140 
Genera.I R.:scrvc 5,400 8.100 Stock 19,890 23.400 
Debentures - 23.400 Debtors 32,850 35.190 
Provision for !"ax 8,820 9,810 Cash Oalance 4.320 3.600 
Creditors 30 .. 150 32,760 

J ,41,120 2,11,590 1,41 ,120 2,11,590 

Solution: 
Schedule of Changes in Working Capital 

2006 2007 Working Capital Changes 
Items of Components f ~ 

I ncresse (") Decrease m 
(a} Current Assets: 

Srock 19.8'J0 23,400 3,510 
D<:blo~ 32.850 35.190 2.340 
Cash Balance 4,320 3.600 720 

(h} Currcnl Li11bilities: 
57,060 62,190 

Provision for Tax 8,820 9,810 990 
Creditor~ 30,150 32,760 2.610 

38,970 42,570 

Working Capital 18.090 19,620 1,530 
Increase in Working Capital l,530 

19.620 19,620 5,850 5,850 

4.6.2 Statement of Sources and Uses of Fund 

This statement is also called the Fund Flow Statement. lt is prepared on the basis of 
long-tenn liabilities and fixed assets and additional infonnation of the problem. ln 
other words the items left in the balance sheet after preparation of the Schedule of 
Working Capital Changes are used in this statement but we have to keep in mind that 
only those items from balance sheet are taken in this statement whjch affect the 
working capital and which do not affect the working capital are not considered in this 
statement. Those non-current items of the balance sheet which increase the amount of 
working capital are called sources of fund and those items which decrease the amount of 
working capital are called uses of fund. Thus this statement is divided into two parts i.e. 

95 
Fund Flow St.atemenr 

(Accoun1ing StaDdard -3} 



96 
Management Accounting 

sources off und and uses of fund. The difference becween the total of sources an<I the total 
of uses is called increase or decrease of working capiral. Tf the total of sources of fund is 
greater than the total of uses of fund, then it is called increase in working capital otherwise 
it is called decrease in working capital. The students must know that the increase or 
decrease calculated by tl,e statement of sources and uses of fund must be tallied with the 
increase or decrease shown by the Schedule of Working Capital changes. 

No standard fonn of fund flow statement is developed so far. Usually it is prepared 
into following two forms: 

• Statement Porm or Report Forni 

• AccounL fonn 

Stateme111 Form 

This fom1 of statement is most popular. To prepare the fund {low statement under this 
format, first of all the sources of fund and uses of fund are aggregated then the 
difference is calculated which is termed as increase or decrease in working capital. Its 
proforma is given below: 

Fund Flow Statement 

Sources of Fund f 
1. Fund from Operalion 
2. Issue of Share Capital and Debentures 
3. Raising of Bank Loan 
4. Sale of Fixect Assets 
5 Sale ofLong-1em1 Investment 
6. Receip1 ofNon-lrading Incomes 
7. Decrease in Working Capital* 

Total 
Uses of Fund 

l. J .o:,;s from Operation 
2. Redemption of Pref. Shares and Debentures 
3. Repayment ofLong-tenu Loans 
4 .Purchase of Fixed Asset~ 
5. Payment of Non-trading Items 
6. Payment of Tax 
i . Increase in Working Capital" 

Tobll 

t. There will be only one increase or decrease in Workiog Capital. lf total of sources of fund 
i::xceeds, there will be increase in working capital otherwise decrease in working capital. 

Accoulll Form 

This is also called T format or self-balancing form. The fund t1ow staterncnL is 
prepared in the form of an account which has two sides. Left hand side is used for the 
Sources of Fund while right hand side is used for the Uses of Fund. The balance of 
these two sides is caJled increase or decrease in working capitat Its profonna is given 
below: 

F'und Flow Statement 

Sources of Fund \' Uses of Fund t 

Fund from Opemtion Loss from Operation 
Issue of Shares or Debentures Redemption of Prcfert::ncc 
RaisiJ1g of Long-term Loans Shares and Debentures 
Sale of Fixed Asset~ Purchase or fixed t\S!,'etS 
Sak of Long-term Jnvestment Payment uf Non-trading Jtcms 
.Receipts of Non-trading Incomes Paymem of Tax 

Decrease in Working Capital j Increase in Working Capital 



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 1he two periods to 
determine the increase or decrease in the net working capital. 

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

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

4. In the last, with the help of sources of fund and uses of fund. the fund flow 
statement is prepared to dete m1ine the increase or decrease of working capital 
which should be equal to the amount calculated by the Schedule of Working 
Capital Changes. 

4.8 EXPLANATION OF SOME IMPORTANT ITEMS OF 
FUND FLOW ST A TEMENT 

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 or 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. The.re 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 profit as transfer to reserves, 
debenture redemption fund , etc.) is clearly given in the question, non-cash and 
non-operating items will be adjusted to this amount as fol lows: 

Calculation of Fund from Operation 

t t 
Net profit for the year 
Add: Non-Cash Expenses: >:.XX.X 

Depreciation xxxx 

Goodwill Written off xxxx 

Patents Rights Written off xx.xx 

Preliminary Expenses Written off xx.xx 

Discount on Issue of Shares or Debentures Written off xxxx 

Fixed Assets Wrillen off xx.-xx xxxx 
x.xxx 

Add: Non-Operating Los~es: 
Loss on Sale~ of Pixed Assets X)O(X 

Loss on Sale oflnv~sunent xxxx xxxx 

Tota l xxxx 
Contd ... 
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l ess: Non-Operating Incomes: 
Profit on Sale of fixed Assets 
Profit on Sale of Investment 

Dividends X.cceived 

Appreciation no Fixed Assets 

Fund from Operation 

Note: 

xxxx 
xxxx XX,'(.\. 

xxxx. 

(i) lf the information regarding the net profit for the year is not given in tht: question then it 
will be computed with the help of balance of P & L Ne given in the balance sheeis of the 
two years as follows: 

I3alance of P & Lale as per Balance Sheet of current year 
Less: Balance of P & Lale as per Balance Sheet of last year 
Increase or Decrease in Profit 
Add: Appropriations made 

Transfer to general reserve 

lnterim dividend 

Proposed dividend of current year 

Transfer to other reserves 

Net ,Profit for 1he year 

xxxx 
xxxx 
xxxx 

~ 

xxxx 
xxxx 
xxxx 

XJ(X)( 

xxxx 

(ii) 1f fund from operation comes in negative, that will be called fuod loss from 
operation. 

(iii) Net profit for the year wiU be taken after tax. 

Account Form 

Under this form, Adjusted Profit and Loss Account is prepared. The opening balance 
of profits (balance of P & Lale as per Balance Sheet of the previous year) is put in the 
credit side of this account and closing balance of profit (balance of P & L ale as per 
the Balance Sheet of current year) is put at the end of l'he debit side of this account. 
All the non-cash expenses, non-operating losses and appropriations are kept in the 
debit side and non-operating incomes in the credit side of this account. The profonna 
of this account is given below: 

Adjusted P & L Account 

r f 

To Non-cash E:xpenses: 
Depreciation on Fixed A~scts xxxx Oy Opeuing Balance of p_ & xxxx 
Prelimi11ary Expenses Written off xxxx L Ale as per BIS {Cr.) 
Goodwill written off xxxx By Non-Operating Income: xxxx 
Discount on Issue of Shares/ Profit on Sale of Fixed Assets xxxx 
Debentures xxxx Profit on Sale of Investments xxxx 
Trademark Written off xxxx Dividend Received xxxx 
PatenL~ Written off >.'XXX Appreciation oo Assc1s I Under Writing Comm. Wrincn off ,o;xx 

To Non-Operating Losses: 
Loss on Sale of Fixed r\s~ t~ 
l ,o~s on Sale of lnvcstmen1 
To Appropriations xxxx 
l'ropo~cd Dividend xxxx 
ln1crim Dividend 
Provision for Tax 
Transfer to Reserve 
Transfer to Contingency Rtsei-ve xxxx 
Transfer to Other Rcserv~ xxxx 

Contd ... 



To Fuod from Operation xxxx 
(Closing Balance) xxxx 
To Closing Balance or P. & I, A/c xxxx 
as per BIS (Cr.) xxxx 

xxxx 
xxxx xxxx 

Example (Fund from Operation) 

Calculate fund from operation from the following P & L account for the year ending 
31 December, 2007. 

Profit and Loss Account 

~ ~ 

To Salary 35,000 By Crro~-~ l'ro fit 1,30.000 
To Rent 25.000 By Protit on Sak of land 22,500 
To Provision for Bad Debts 5.000 By Income Tax Rcftrnd 7.500 
To Depreciation 7,500 
To Goodwill Wrincn off 6.250 
To Loss on Sale of Plant 3.750 
To Provision for Ta"X 15.000 
'Io Proposed Dividend 17.500 
To Net Profit 45,000 

1,60,000 1,60,000 

Solution: 
Calculation of Fund from Operation 

f f 
Net Profit a.s per P & LA.le 
Add: Non-Cash & Non-Operating ltt:ms: 45.000 

Depreciation 7,500 
Goodwill Written off 6,250 
Loss on Sale of Plan I 3.750 
Provision for Ta"X 15,000 

Proposed Dividend 17,500 50,000 
95,000 

Less: Non-Operating Receipts 
Profit on Sale of Lind 22,500 
Income Tax Refund 7,500 30,000 

Fund from Operation 65,000 

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

A ltematively, Fund from Operation may be determined by preparing the adjusted P & 
L Ale but the students are advised to adopt the statement fonn to compute the fund 
from operation: 

Adjusted P & L Ale 
.. 

~ f' 
-

To Depreciation 7.500 By Prol'it on Sale of Land 22,500 

To Goodwill Written off 6.250 By Jnrnme Tax Refund 
To Loss on Si:t.le of Plant 3,750 By Fund from Operation 7,500 

To Provision for Tax 15,000 (Balancing figure) 
ro Proposed Dividend 17,500 65,000 

95,000 95,000 
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t ~ 

Closing balance of P& L Ale 

le.fs: Opening balance of P & J. Ale J,20,000 

60,000 

I Add: Appropriation made : 60.000 

Proposed Dividend 60,000 

Interim Dividend I 40,000 

Transfer to Sinking Fun<l I 20,000 

Transfer lo General Reserve 10,000 l,30,000 

Net Profit for the year 1,90,000 

;ldd. Non-Cash items and Non-Opcn1ting J .os~cs: 

Dcprecialion 1_.00,000 I 

Loss on Sak ofMucbincry 6,000 I 
Preliminary Expenses Written off 2,000 1.08,000 

Less: Non-Operating Incomes 2,98.000 

Profit on Sale of Car 8.000 

Fund from Operation 2.90,000 

4.8.2 Sale or Purchase of Fixed Assets 

At the time of preparation of fund /low statcmem. the decrease or sale of fixed assets 
is treated as a source of fund and the purchase or increase of fixed assets is assumed 
use of fund . But there is a condition chat decreases in the value of fixed asset should 
not be due to depreciation or writing off the assets. Sometimes the information 
regarding the sale or purchase of fixed asse1s is nol given in the examination 
questions. Therefore, sale or purchase of fixed assls is computed by adjusting the 
relating transactions as sate or purchase of other assets, depreciation, writing off the 
assets, etc. Sale, Purchase and Depreciation on fixed assets are determined as follows: 

(a) Calculation of Purchase of Fixed Assets when cost of fixed assets is given: 
~ 

Cost of Fixed Assets (at the end of cum:nt year) 

Cost of Fixed Assets of Previous Year 

Cost of Fixed Assets Sold -----------

Writing off the Assets 

Purchase of Fixed Assets 

(b) Calculation of Purchase of fixed Assets when wriuen down value of fixed assets 
is given: 

Written Down Value of Fixed Assets in Current Year 

W.D.V. of Fixed Assets in previous year ----- ------

(-) Depreciation of the year ------------· 

Purchase of Fixed Assets 

(c) If current year' s deprcciatioo on 1ixcd assets is not given in the question that will 
be ascertained with the help of accumulated depreciations of current year and last 
year as follows: 



Calculation of Depreciation 

Accumulat.ed Depreciation of the current year 

Accumulated Depreciation of last year 

(-) Accumulated Depreciation on Assets & Old 

Depreciation of the year 

(d) Calculation of Sale of Fixed Assets 

Fixed Assets at the end of previous year 

Add: Purchase of Fixed Assets during the year 

Less: Fixed Assets at the end 

(-) Depreciation of the year 

Cost of Fixed Assets sold 

Add: Profit on Sale/less: Loss on Sale 

Sale of Fixed Assets 

Note: The calculation of the sale or purchase of fixed assets can be determined by 
preparing the fixed assets account and provision for depreciation accow1t which is T 
account technique. But statement technique mentioned above is more popular and 
easy to understand. For the adoption of T technique, there should be the complete 
knowledge of accounting p rinciple. Therefore, to compute the sources and uses from 
fixed assets or liabilities, the students are advised 10 use tbe statement technique. 

4.8.3 Increase or Decrease in Long-Term Liabilities 

Debenture, bonds and long-term loans are counted 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 fond. The decrease of the long-tenn liabilities is assumed that 
these have been discharged by cash or current assets (not by shares or other long-term 
loans because it has no flow of fund) . Hence, it is treated as a use of fund. Al the ti me 
of calculation of increase or decrease of long-term liability, the amount of premium or 
discount should also be kept in mind. Premium on debentures should be added to the 
amount of debentures and discount should be subtracted from this. 

4.8.4 Increase or Decrease in Share Capital 

Share capital includes the equity share capital and preference share capital. l ncrease 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 other 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 issue does not aftect the working capilal. At the time of calculating the source of 
fund from the issue of shares the amount of premium on jssue (if any) should be added 
to the nominal value of shares issued and amount of discount on the issue of shares (if 
any) should be subtracted from the nom inal 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 th.e true value of application of fund by the 
decrease of share capital. lf redemption of preforence 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 fo r 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 liability 

(ii) Treat it as an appropriation or profit 
As per first approach, the provision for taxation is assumed as a current liabHiry. 
111erefore, it must be shown in the schedule of working capital changes. All lhe 
infom1ation relating taxation should be ignored as in the case of other current liabilities. 
In this approach, the provision for taxation is neither used in the fimd from operation nor 
in the uses of fund in the Fund Flow Statement as payment of tax liabi lity. 
Under second approach, the provision for taxation is treated as an appropriation of 
profit. Provision for taxation is not shown in the Schedule of Working Capital 
Changes. As other appropriations it is added back in the net profits to calculate the 
fund from Operation. l'o 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. Provision for taxation ale is prepared as below: 

Provision for Taxation 

' ' To Ca~n (Payment of tax) - By balance bid -
(Balancing figure:) By P & Lale (current ycar·s -
To balance cl<l - provision) 

-

However, it is advised to the students to adopt the first approach. Th.is approach is 
more convenient for the students. Provision for taxation is also disclosed under the 
heading of current liabi lities and provisions in the Balance Sheet of the Company as 
per the 1ndian Companies Act. This approach is adopted in the book also. 

4.8.6 Proposed Dividend and DivideJtd Paid 
Dividend paid during the year should be treated as an application of fund; therefore, it 
must be shown in t.be fund flow statement. Proposed dividend is not accumulated 
therefore, it should not be treated as a current Jiabil ity. It is assumed that the proposed 
dividend of the previous year is paid during the year whether it is said or not. 
Therefore, it will be a llse of fund. Proposed dividend and interim dividend are the 
appropriations against profit. So lo calculate the fund from operation it must be added 
back to net profits like other appropriations. H must be noted that the closing balance 
of I.he P & L account of a year should be equal to the opening balance of P & L Ne in 
the next year. ff there is any difference between these two figures, difference should 
be treated as payment of dividend during the year. 

4.8. 7 Provision for Current Assets 
There are two treatments for the provisions for current assets as Provision for Bad and 
doubtful Debts and Provision for Loss of Stock etc. As per first treatment such a 
provision is assumed as current liability and is shown in the Schedule of Working 
Capital Changes and concerned gross assets are shown in the schedule. As per second 



treatment it is subtracted from the concerned current assets, then balance of cu1Ten1 
assets is shown in the Schedule of Working Capital Changes. If there is excess 
provis ion, such a provision is treated appropriation. Its treatment will be like other 
appropriations. 

Example: The Balance Sheet of Kamlesh Trading Co. Ltd. at the end of 2006 and 
2007 are give11 as below: 

31" March 2006 31" March 2007 
Particulars m m 

Liabilititt: 
l'n::ference Share Capital 1,40,000 1,50.000 
F.qu11y Share Capi1al 2,60,000 3,50.000 
Creditors 2,00.000 1.40,000 
P/1 ale 40,000 60.000 

6,40,000 7,00,000 

Assets: 

Pla111 & Machinery 1,00.000 1.20.000 
FumilUre & fixture 40,000 1,50,000 
Srock 1,60.000 1.00.000 
Debtors 1.40,000 l, 70,000 
Cash 2 00 000 1,60,000 

6,40,000 7,00,000 

You are required to prepare a statement of changes in working capital and a fund 
Flow statement from the above data. 

Soltttio11: 
Statement of Working Capital Changes 

2006 2007 Working capital changes 
Particulars Increase Decrease ~ ~ 

~ { 

Current Assets: 
2,00.000 1,60,000 - 40.000 

Cash 1.40.000 1.70,000 30,000 -
Debtors 1.60,000 1.00,000 - 60.000 
!)luck 

Current Lio bilities: 5,00,000 4,30,000 

Creditors 2,00,000 1,40,000 60.000 . 
Working Capital 2,00.000 1,40,000 

Decrea.,;e !n Working Capital 3,00.000 2,90,000 
10,000 10,000 --

3,00,000 3,00,000 1,00,000 ) ,00,000 

Fund Flow Statement 

Sources of Fund: ~ 

I. Issue of Share Capitol 
90.000 Equity {3,50,000- 2,60.000) 

Preference { 1,50,000- 1.40.000) 10,000 
2. fund from Operation 20,000 
3. J)ecrea,;e in Worlcing Capital 10.000 

Uses of Fund: 
1,30,000 

I. Purchase of Plwll IIIJU Machinery ( 1.20.000 - 1,00,000) 20,000 

2. Purchase ofFumiLurc & fi'ltures ( 1.50.000 - 40,000) 1,10.000 

1,30,000 
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Manageni<:nt Accoun1iog 

Working Note: 

P & L. Ale (2007) 

Less: P & L Ale (2006) 

fund from Operation 

Calculation of Fund from Operation 
t 

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 to prepare the fund flow statement. 

Liabilities 2006 2007 Assets 2006 200'7 
I r t ? ' I Share Capital J,00,000 2.00,000 Goodwill J0.000 50,000 

Ochenwres 
30.000 I 50,000 I Plant 36,000 1.92,000 

P'L /\ir.:. 50,000 Stock 80,000 70,000 

Proposed Oivi<lend I0.000 12.000 Debtors 30,000 65.000 

~undry Creditors 40.000 60,000 Cash 16,000 18,000 

Ois l·.:.pcns.:~ I0.000 7,000 Preliminary Exp. 8,000 5,000 

1 

Overdraft 10,000 21,000 

2,00,000 4,00,000 2,00,000 4,00,000 

Additional Informatio11: 

I. During the current year a plant was sold for ~ 40,000 (accumulated depreciation 
hcing < 16,000) and i1 was purchased for r 50,000. 

2. Refund ofincome Tax received~ 2,000. 

Solution: 

Schedule of Change iu Working Capital , I 2006 :2007 Working Capital Cha11ges 
I 

I Particulars I ~ f Jncre:ise Oecreasr 

t t j 

<.: u rren t Assets ' 
Ca~h 16,000 18,000 2,000 -I 
Debtor<; 30,000 65.000 35.000 -1 
Stock 80 000 70.000 - 10.000 

l,26,000 1,53,000 
Current Liabilities 

Sundry Creditors 40,000 60.000 -· 20,000 
O/S Expense:; 10,000 7.000 3.000 -
Overdraft 10.000 21.000 - 11.000 

60,000 88,000 
Work mg Capital 66,000 65.000 
Decrease in Working Capital - 1,000 1,000 -

66,000 66,000 41 ,000 41,000 

Fund Flow Statement 

I Sources f I Oses ~ 

j Fund from Opemtion 43,000 j Purr.:.hase of plant 2,06.000 
I Sale of Planl 40,000 I Purchase of goodwill 20.000 
I Decrease in Working Capital 1,000 I Payment of dividend 10,000 
I Refund ofJncomc Tax 2,000 I Debenture Issued 50,000 

Issue of Capital l,00,000 

I 2,36,000 I 2,36 000 



Working Note: 

I. Calculation of Fund from Operation 

Balance of P & L Ale 2007 

Less: Balance of P & L A/c 2006 

Profit of current year 

Add: Non-Cash items & Appropriations: 

Preliminary Expenses Written off 3,000 

Depreciation 

Proposed Dividends 

Less: Non-Operating lncomes 

Profit on Sale of Plant 

Refund of Tax 

Fund from Operation 

2. Calculation of Profit on Sale of Plant 

16,000 

12,000 

6,000 

2,000 

Sale of Plant 40.000 

Cost of Plant 

(-) Depreciation 

Profit on Sale of Plant 

50,000 

16,000 

34,000 

6,000 

3. Calcularion of Purchase of Plant 

Plant Ale. 

~ 

To Balance bid 36,000 By Sale of Plant 

~ 

50,000 

30,000 

20,000 

3 1,000 

51,000 

8,000 

43,000 

To Profit on Sale of Plant 6.000 By P & L a/c (Dep ) 
To Cash (Purchase of Phmt) 2,06.000 By Balance c/d 

2,48,000 -

" 
40,000 
16.000 

l ,92,000 
2,48,000 

Example: The Balance Sheets of Jai Prakash Industries on 3 J st December 2006 and 
2007 as fol lows: 

Liabilities 2007 2006 Assets 
2007 2006 

" ? " " 
Accounts Payable 58,000 62,000 Cash 12,000 18.000 

Debentures 15.000 20,000 Accounts Receivable 39.200 44,100 

Equity Capital 70,000 60,000 Reserve for bad Debt~ 1.200 1,400 

Retained Earnings 21,420 I 1,120 Inventory 78,420 65.120 

J.,ong-teJm Investments 22,000 16,00U 

l'urniture & Fixtu(e 16,~00 13,000 

Accumulated Depreciation 2,400 1,700 
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Management l\ccoun!ing 

Divideod paid during the year t 10,000. 

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

Solutio11: 

Schedule of Changes of Working Capital 

31'1 December- Working Capital Changes 

.Particulars 2006 2007 Increase 
t ' " 

Current Assets : 
Cash 18,000 12.000 .. 

AccotllllS Receivable 44.J 00 39.200 -
Inventory 65,120 78,420 13,300 

1,27,220 J ,29,620 
Current Liabilities: 

Accounrs Payable 62.000 58.000 4.000 
Reserve for Bad Debts 1,400 1,200 2()() 

63,400 59,200 

Workmg Capital 63.&20 70,420 -
j fn1.--reasc in Working Capital 6,600 - I -
I 70,420 70,420 17,500 

Fund Flow Statement 

Sources ' Uses 

Issue or Shares J0,000 Redemption of Debentures 
Fund from Operation 2 L,000 Purchase of Long-term lnvcsunents 

Purchase of Furniture & fixtures 
Payment ofDividend 
Increase in Working Capital 

3),000 

Working Note: 
(I) Fund from Operation: 

Retained Eamings (2007) 
(-) Rctaiocd Earnings (2006) 

Add: Depreciation (2,400 • J ,700) 
Dividends 

Fund from Operation 

(2) Purchase of Furniture & Fittings: 
W.O.V. ofFumicure & Fittings (2006) 

( 13,000-1,700) 
Less: Current year Depreciation 

(2,400-1,700) 

Less: W.D. V. of Furniture & Fittings (2007) 
(l6,400-2,400) 

Purchase of Furniture & Fittings 

21,420 
I 1,120 
10,300 

700 
J0,000 

21,000 

11 ,300 

700 
10,600 

14,000 

3,400 

Decrease 
t 

6,000 
4,900 

·-

·-
-

-
6,600 

(7,500 

t 

5.000 
6,000 
3,400 

10,000 
6.600 

3},000 



Example: The fol lowing are the Balance Sheets of Shankh Dhar Ltd., Dehradw1, as on 
3 l st December 2006 and 2007. 

Liabilities 
2006 2007 Assers 2006 

' ' ' 
Equity Share Capital 4.00.000 4.80.000 Land & Buildings 4,00.000 

General Reserve 1.00,000 1,40,000 Plant & Machinery 3,00,00() 

Profit and Loss ale 61,000 6L200 Inventory 2,00,000 

Short-term Bank Loan 1,40.000 - Sundr)' Dehtor~ 1,60.000 

Sundry Creditors 3,00,000 2.70.400 Cash in Hand 1,000 

Provision for Taxation 60.000 70.000 Cash al r!ank -
10,61,000 10,21,600 10,61,000 

Additional Information: 

(J) Depreciation Writlen-off on Plant and Machinery was ~ 28,000 in 2007. 

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

(3) Provision for [ncome Tax made during the year 2007 wa" t 50,000. 

(4) A part of Land and Building w a.<, sold during the year 2007 at cost. 

2007 

' 
J,80,000 

J.48.000 

l ,48,000 

1,28,400 

3,000 

14,207 

t0,21,600 

Prepare a statement showing sources and application of funds for the year 2007. 

Solution: 

Schedule of Changes o[ Working Capital 

J l " Uecem her Working Capital C hanges 

Particulars 2006 2007 Increase Decrease 

f ' t f 

Current Assets : 

Cash at Bank - 14.200 14.200 -
Cash in Hand l.000 3.000 2.000 -
Sundry Debtors 1,60.000 l.2lU00 - 31,600 

Inventory 2,00,000 l.'18,000 - 52.000 

3,61,000 2,93,600 

Cu rrent LiabiHties: 

Bank Loan 1.40.0{)0 - 1,40.000 -
Creditors J .00.000 2.70.400 29.600 -
Provision for Taxation 60.000 70.000 - 10,000 

5,00,000 3,40.400 

Working Capital -1.19.000 -46.800 

Increase in Working Capital -92,200 92.200 

- 1,39,000 - 1,39,000 1.85,800 1,85,800 
.. 

Fund Flow Statement 

Sources ~ Uses t 

Fund from Operation 1,08,200 Purchase of Plant 76,000 

Sale of I.and & lluilding 20.000 Payment of Oividends 40,000 

Issue of Shares 80,000 Increase in W.C. 92,200 

2,08,200 2,08,200 
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Managemcn1 Accounting 

Working Note 
(I) Purchase of Phrnt 

Balance of Plant (2007) 
Less: Balance of Plant (2006) 

- Depreciation 

(2) Fund from Operation 
.Balance of P & L A le (2007) 
Balance of P & L Ale (2006) 
Add: Depreciation 

Dividend 
General Reserve 

3,00,000 
28,000 

28,000 
40,000 
40,000 

3,48,000 

2,72,000 
76,000 

61,200 
61,000 

200 

J,08,000 
1,08,200 

Example: From the following Balance Shee1 of Suraj Limited, make out (i) Statement 
of Changes in Working Capital and (ii) f und r-Jow Statements. 

Comparative Balance Sheet as on 30 June, 2008 

Liabilities 2007 200: I Assets 2007 2008 
~ ~ ~ 

Equil)• Sbare Capital I 80J)00 1.00.000 I Goodwill 18,000 16,000 
Preference Share Capital I 40.000 30,000 I Land and Buildings 56,ooo I 40.000 
Debentures I 10.000 - Plant & Machinery 20.000 36,000 
Capital Reserve - 6.000 Investment~ 6,000 12.000 
General Reserve 2.000 6,000 Debtors 36.000 42,000 
P/1. Ale 6,000 9,000 Stock 16.000 20,000 
Proposed Dividend 12.000 12,000 Cash at Bank 8,000 13,000 
Creditors 6.000 L0,000 Preliminnl)· Exp. 4.000 2,000 
Provision for Taxation 8.000 8,000 

J,64,000 1,81,000 l,64,000 1,81,000 

The following additional information is also available - (a) Payment of interim 
dividend~ 6,000; (b) Payment of income tax ~ 10,000; (c) a piece of land bad 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% premiurn; (e) Depreciation on plant 
f 3,000; (f) Machine whose wri tten down value was~ 7,200 was sold for f 8,000. 

Sob,tiott: 
Schedu le of Working Capital Changes 

30 June Working Capitlll Changes 
Details 2007 2008 Jncrease Decrease 

~ t t t 
Current Assets: 

Debtors 36,000 42,000 6,000 -
Stock )6,000 20,000 4,000 -
Ca,b at Bonk 8,000 13,000 5,000 -

60,000 75.000 
Current Liabilities : 

Creditors 6,000 10.000 - 4.000 

I Provision for Taxation 8,00{) 8,000 -
I 14,000 18,000 

Working CapitaJ 46.000 57,000 -
Increase in Working Capilal I 1.000 ·- I 1,000 

57,000 57,000 15,000 15,000 



Fund Flow Statement 

Sources t Use5 

Sale of Machine 8.000 Re<lemption of Preference Shares 

Issue of Capital 20,000 Redemption ofDebenturcs 

Sale of Land 22,000 Payment of Interim Dividend 

ftJnd from Operation 31.700 Payment of Dividend of Last year 

Purchase or Investment 

Purchase of Machine 

Increase in Working Capital 

81,700 

Working Notes: 

(1) Purchase of Machinery 
Plan! & Machinery (2007) 20,000 

Les.c Uepreciation J ,000 

Cost o f Sale of Plant 7,200 10,200 

9,800 

Less: P & M (2008) 36,000 

26,200 

(2) Sale of Land 

Land & Building (2007) 56,000 

Less: Land & Building (2008) 40,000 

Co~t of Sale of Land 16,000 

+ Profit on Sale of Land 6,000 

22,000 

(3) Fund from Operation 
P & L Ne (2008) 9,000 

Less: J1 & L a/c (2007) 6,000 

Add· Appropriations: 3,000 

foterim l)ividend 6,000 

Proposed Dividend 12,000 

Transfer to G.K 4,000 22,000 

Net Profit for the year 25,000 

Add: Non-Ca~h 1te111s 

Goodwill Written off 2,000 

Preliminary expenses Written off 2,000 

Premium on Redemption of Pref. Share 

Written off 500 

Depreciation 3,000 7,500 

32,500 

Less: Profit on Sale or Machine 800 

31,700 

Example: from the following details relating to the accounts of Akshay 
Ltd., prepare a statement of sources and use of fund. 

t 

10,500 

10.000 

6,000 

12,000 

6,000 

26.200 

11.000 

81 ,700 

Raj & Co. 
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Muoagcmcnt i\ccounting 

3 1.12.200'7 31.12.2006 
t f 

Li11bililies: 
Share Capital 8.00,000 6,00,00-0 
Reserve 2,00.000 1.60.000 
Profit and Loss Account 1,00,000 60,000 
Debentures 2.00.000 3,00,000 
Income Tax J'rovision 80.000 1.00,000 
Trade Creditors I 1,40,000 1.80,000 
Proposed Dividend 80,000 60.000 

Assets: 
16,00,000 14,60,000 

Goodwill l ,80,000 2.00.000 
Phmts & Machinel')' 8,58.500 5,96.000 
Oi::hcnturc Discount J0,000 16,000 
Prepaid Expenses I 11 ,500 8.000 
ltwcstmcnts I 1,20,000 2,00,000 
Sundry Debtors 2,20,000 3,20,000 
Stock J,60.000 J .00,000 
Cash and Hank 40.0000 20,000 

16,00,000 14,60,000 

( 1) 15% depreciation bas been charged in lbe accounts on Plant and Machinery. 

(2) Old machines cost r 1.00,000 (WOY~ 40,000) have been sold fort 70,000). 

(3) A machine costing? 20,000 (WDV ~ 6,000) has been discarded. 

(4) f 20,000 profit has been earned by sale of itwestmems. 

(5) Debentures have been redeemed at 5% premium. 

(6) ~ 90,000 income tax has been paid and adjusted against Income Tax Provision 
Account. 

Solution: 

Sched ule of Working Capital Changes 

Items 31" December Workiog Capital Changes 

2006 2007 lncrease Decrease 
~ ~ ~ ~ 

Current Assets: J I 
Cash and Bank I 20,000 I 40,000 20,000 ·-
Stock 1,00,000 1.60,000 60,000 -
Sundry Deb,ors 3.20,000 2.20,000 - l,00,000 

Prepaid Expens~ 8,000 I \,500 3,500 -
4,48,000 4,31,500 

Current Liabilities : 

Provision for Tax I 1,00,000 80,000 20.000 -
Trade Creditors l,80.000 1,40,000 40,000 -

2,80,000 2,20,000 

Working Capital 1,68,000 2,11 ,500 

Increase in Working Capital I 43.500 - - 43,500 
' 

2,11,500 2,11,500 ·1,43,500 J,43,500 

http:Prtj)O.id


Statement of Sources & Uses of .Fund 

Sources t Uses 
lssut: ofCapibll 2.00.000 Redemption of Oebc:ntore \\Uh Premium 
Sak of M11chine 70.000 Payment of Dividend 
Sale of ln¥cSlmenL 1.00,000 Purchase of Plam 
Funu from Operation 2,99,500 Lncn:asc in Working Capital 

6,69.SOO 

Working ote: 

(1) Depreciation on old Machines for current year 

W.D. V. of 1-'lant (2006) 

le.t~: Plant Disposed 

Plant Written off 

W.D.V. of Old Machines 

40,000 

6,000 

15% Dep. on Old Machines = 5,SO,OOO x 15 = 82 500 
JOO ' 

(2) Purchase of Pla nt sod Depreciation thereon 

W.D.V. of Old Machines (calculate.cl above) 

Le.~s: Current year's Depreciation 

Less: Closing Balance of Plant given 

W. D.V. of Additional Plant 

5,96,000 

46,000 

5,50,000 

5,50,000 

82,500 

4,67,500 

8,58,500 

3,91,000 

Purchase Price of A<l<litional Plant = 3,9 I ,OOO x 
1 OO = 4 60 000 

85 ' ' 

Depreciation of Add.itional Plant = 
4
•60,000 x 

15 = 69 000 
100 ' 

(3) Fund from Operation 

P & L Account (2007) 

Less: P & L Acco uni. (2006) 

Add: Goodwill Wri11en off 

Deb. Discount Writlen off 

Transfer to G.R. 
Proposed Dividends 

Depreciation (69,000 + 82,500) 

Less on Machine Discarded 

Premium on Redemption of Debentures 

l,es.t: Profi1 on Sale ofl nvestment 

Profit on Sale of Machine 

Fund from Operation 

20,000 

30,000 

1,00,000 

60,000 

40,000 

20,000 

6,000 

40,000 

80,000 

1,51 ,500 

6,000 

5,000 

3,48,500 

50,000 

2,98,500 

t 
1,05,000 

60,000 
4.60.000 

43,500 

6,69,500 
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Management Accounting. 

Chcrk Your Progress 

rill in the blanks of the followjng: 

I. _____ 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 outflow. 

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 jndicate the changes in rhe fund between two 
periods. 

• For the purpose of fund flow statement, fw,d means tbe working capital which is 
the difference between current assets and current liabilities. 

• Flow of fund means the movement in the working capital. It can be positive or 
negative. Positive movement means the increase in net working capital. Negative 
movement rneaJJs decrease in working capital. 

• lf any rransaction increases tbe net working capital, it is said the source of fund. 
Similarly, if any transaction decreases d,e net amount of working capital, it is said 
the uses of fund. 

• The sources of fund are - fund from operation, decrease in fixed assets, increase 
in long-term liabilities and increase jo net wo,th. 

• Uses of fund are - increase in fixed assets, decrease in long-tenn liabilities. 
Decrease in net wotth and loss from operation. 

• The fund flow statement is used for (i) Analysis of financial statement (ii) 
Determination of financial consequences of business activities, (iii) Comparative 
study (iv) Providing information for securing !oao, (v) Allocation of resources, 
(vi) To answer many jntricate quarries and (vii) Planning of working capital. 

• fund Flow Statement has also some limitations as (i) historical analysis, (ii) 
ignorance of non-fund items, (iii) structural changes in working capital are not 
disclosed. 

• In the modern technique of preparing the fund flow statement, the following two 
statements are prepared: (i) Schedule of working capital changes (ii) Fund flow 
statement. 

• 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 (ii) a decrease 
in cuirent assets decreases the working capital (iii) an increase in current liability 
decreases the working capital (iv) a decrease in current liability increases the 
working capital. 

• Fund flow Statement is prepared on the basis of uses of fund and sources of fund. 



• Fund from Operation is computed by adjusting 1he Non-Cash items and Non­
Operating Items in Net Profits. 

4.J0 LESSON END ACTIVITY 

"111e analysis of flow of fund through an organisation can be very useful to the 
management". Elucidate this statement and explain the limitations of fund flow 
sratemellt. 

4.11 KEYWORDS 

Fwul: Fund means the net working capital. 

Flow: Flow means movement or change that may be inflow or outflow. 

Worki11g Capitlll: 11 is the difference between current assets and cu1't'cnt liabilities. 

Current Assets: Those assets which can be converted into cash within a year as -
stock, debtors, BIR etc. 

Current Liabilities: TI1ose obligations of tl1e business which are to be paid wi1l1 in a 
year as creditors, B/P, outstanding expenses, etc. 

Sources of F1111d: Those items which increase the net working capital are called 
sources of fund . 

Uses of Fund: 11 includes those items which decrease the net working capital. 

4.12 QUESTIONS FOR DISCUSSION 

I. What do you mean by the 1em1 ' Fund' and ' Flow' in re la1ion to fund Flow 
Statement? How Fund Flow Staremeot is prepared. Ex.plain. 

2. Wl1ich transactions of the business affect the working capital and wbich nor? 
Explain. 

3. What do you understand by f und Flow Statement? Explain its objectives. 

4. Define Fund f low Statement. Give its uses and importance. 

5. Wbat do you mean by the Schedule of Working Capital Changes? Explain how it 
is prepared? 

6. What do you mean by Fund Flow Statement? G ive its objeclivcs and limitatio11s. 

7. Prepare a Schedule of Working Capital Changes with imaginary figures. 

8. What are 1he reasons of Working Capital Changes? How are these detected? 
Explain. 

9. Write shot1 notes 0 11 the followjngs: 

( i) Sources of f und 

(ii) Uses of Fund 

( iii} fund from Operation 

(iv) Current and Non-Current Accounts 

(v) Working Capital 

j J3 
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114 
Managemcnl AccO<Jnting_ 10. From the following information extracted from the books of Vijay & Sons Ltd., 

prepare Statement of Changes in f inancia! Position in proper fonn: 

I 

Balance Sheet 

31.3.2007 31.3.2008 
f t 

Assets: 
Fixed Assets (Nel) 1,02.000 J,24.000 
Long-<enn lnvesnnents 6,000 16,000 
<...'urrent Assets 48.000 75,000 
Uiseount on Issue of Shares and Debentures 2,000 1,000 

1"~8.000 2, l6,000 
Liabilities and Capital: 

Equity Share Capital 60.000 70.000 
6% Pref. Share Capital 20,000 40.000 
6% Debentures 40.ooo I 20,000 
Reserves and Surplus 22,000 54.000 

Provision for Doubtful Debts 2,000 3,000 

Currem Liabilities 14,000 29,000 
1,58,000 2,16,000 

Additional Information 

(i) A machine costing t 14,000 with book value on' 8,000 was sold fort 5,000. 

(ii) A div idend of 15% was paid on equity shares during the ct11Tent year. 

(iii) Provision for Depreciations r 30,000 (2007) and~ 38,000 (2008) 

(iv) Debentures were redeemed at a premium of 5% stock which was valued at 
f J 8,000 on 2007, was wrjtten up to cost ~ 20,000 for preparing the P & L 
Ale of 2008. Debtors are likely to realized in full. 

l l . Tue comparative balance sheets of Raja & Co. Ltd. as on 3151 Dec. 2006 and 
2007 are given below: 

2006 2007 2006 2-007 I 
r z t ' z I 

Share Capital I Plant at Cost 80,000 1,00,000 

(20,000 Shares oft 10 Les~: Depreciation 32,000 48.000 
each) 2,00.000 2,00.000 48,000 52.000 
(jeoeral Reserve - 12,000 f reehold Property .. 4.00.000 
6% Debentures - 2,00,000 Investment~ 60,000 ·--
lla11k Loan - 80,000 Stock l ,20.000 l ,76,000 I 
CrediLOrs 72,000 88.000 Dcbwrs I 

80,000 1,20,000 
Propo~d Dividend 12,000 - Cash a l Bank I 60.000 I 4,ooo I 
Provision for Tax 24,000 ]2,000 l ,P/L. Al e 60,000 1,40,000 

3,68,000 7,52,000 3,68,000 7,5:Z,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 year 2007. 

(ii) During the year 2007 plant was sold for r l4,000 wl1ich was purchased for 
~ 20,000 and accumulated depreciation on which was~ 7,200. 

(iii) Total bank loan raised during the year 2007 wast 1, 12,000. 



12. FolJowing are the Trial Balances of Lakshi Co. Ltd. as on 31" March 2007 and 
2008. 

Jtems 31'1 March, 2007 31" March, 2008 

Dr.(') Cr. rn Or.(~ Cr.( ti 

fixed Assets ! 1.68,480 12.30,250 -
Current Assets 4,80,270 3,95,900 -
Debenture Discount !5.000 12500 -
Equity Share Capital - 7.50,000 - 7.50,000 

Preference Share Capital - J.50.000 - 2,00.000 

Security Premium - 15,000 - 20.000 

l)eben1ures - 2.:50,000 - 2,50.000 

Current Liabilitie~ - 3. 10.000 - 2,20.000 

Provision for Depreciation 90.()0(l -· 97.500 

Provision for Debenture 
discount 3,000 2,500 - -
Dividend for 2007-08 -
Balance of P/L A/c rrom 

75,000 
previous year -
Ne1 Profit for th~ year 

12.200 95. 750 

83.550 77.900 
16,63,750 16,63,750 17,13,650 17,13,650 

Additional information 

(i) During the year 2007-08 machinery costing -!' 1,00,000 (A ccumulated 
depreciation~ 30,000) was sold for~ 75,000. 

(ii) 50,000 Preference Share Capital was issued during 2007-08 at a Premium of 
10%. 

(iii) The Net Profit for 2007-08 has beeo arrived after taking credit for the profil 
on sale of machinery reducing the provision for doubtful debts and writing 
off the discount on issue of debentures. 

You are required to prepare a Statement of C hanges in Working Capital and a 
Fund Flow Statement. 

13. A statement of retained earnings of Rashmi T .td. is given be low: 

Ba laoce of retained earnings on J" April, 2007 t 
Add : Net Pro lit after tax 3,25,600 

6,48,480 

Add: Refund oi'Tax 9,74,080 

25,740 

Less: Loss on sale of P &M 9.99,550 

14,460 

Less: Goodwill written off 9,85,090 

Dividend paid 95,370 

Ba in nee of Retained earning, 31March, 2008 4.70.350 565 720 

4.19,370 

Additional Information 

(i) Plant & Machinery having a written down value of ~ 54,360 was sold on 1st 

Jan. 2008 Depreciation of~ 68,250 has been deducted while arriving at net 
profit 
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(ii) D ebentures oH 72,800 have been redeemed during the year 

(iii) Increase in working capital during the year in~ 2,38,950 

Prepare Funds Flow Statement on the above information. 

Check Your Progress: Model Answer 

I. Non-Current Liabilities 

2. Flow 

3. Internal 

4. Decreases 

5. Four 

6. Current liabilities 
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5.0 AIMS AND OBJECTIVES 

After studying this lesson. you should be able to: 

• Understand the meaning, significance and limitations of Cash flow Analysis 

• Discuss the classi lication 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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In the fund :/low statement, the changes in the fund (working capital) are summarized. 
This statement also g.ives a picture of the causes of changes in working capital. 
Working capital is the difference of current assets and current liabilities. ln current 
assets, stock and prepaid expenses are also included in addition to cash. Hence, it does 
not solve the purpose of creditors who arc interested in assessing the short- term 
ability of the company to pay their dues. Change in working capital does not mean the 
changes in cash. Change in working capital 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 statement does not reveal the 
changes in cash. To solve this object the cash flow statement is prepared. Seeing its 
imponance, in 1995, the Securities and Exchange Board of India (SEBl) amended its 
clause 32 of listing agreement. As per this amendmem every listed company has to 
prepare and publish its cash flow statement along witb its balance sheet and profit and 
loss account Jn I 997, the Institute of Chartered Accountant of Jndia also revised its 
AS-3 rel ming the statement of changes of financial position. ICAl issued AS-3: Cash 
Flow Statement replacing its existing AS: Statement of Changes of financial Position. 

5.2 MEANING OF CASH FLOW STATEMENT (CFS) 

Cash flow statement is like fund flow statement. The basis of fund flow statement is 
fund (working capital), v.·hile 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 period. CFS also shows the sources of inflow of cash and applications 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 Joss account and the opening and closing balances of the cash during a 
period are also used in it 1 he institute of Cost and Works Accountants of 1ndia 
(ICWAl) has defined the CFS as, "Cash-flow Statement is a statement setting out the 
flow of cash under difjerent heads of sources and their utilization lo determine the 
requirements of cash during the given period and to prepare for its adequate 
provisions ··. 

Thus, cash Oow statement is a statement in which tbe sources of inflow of cash and 
applications of outflow of cash of a business entity are indicated during an accounting 
period. 

Jn the cash flow statement the flow of cash and cash equivalents are recorded. 
Therefore, the 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 equjvalent refers to short-term highly liquid investments. These investments 
should be realizable within three months or Jess periods as government securities and 
treasury bills. Cash equivalents are held by the companies for the meeting of short­
tenn ca'5h commitment not for investment purpose. 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 total of cash. lf total of inflow of cash exceeds the total of 
outflow of cash, it is called net cash inflow otherwise net cash outflow. 



5.3 OBJECTIVES AND IMPORTANCE OF CASH 
FLOW ST A TEMENT 

The objective of the cash flow statement is to provide the information about the cash 
flows of a business to the various users of the financial statements during an 
accounting period. Thus, it is very important tool for the financial analysis usecl for the 
followings purposes: 

I. Kmmletlge of Cush Position: CFS is prepared on the basis of cash which 
indicates the changes io cash position of a concern during a specified period. It 
also discloses lhe causes of such a change of cash. 

2. K110111/edgc of Cash lflj1ow 011d Cash Requireme11ts: This statement is used 10 

throw 1he light on the various sources of cash from where the cash is generated 
during an accounting period. The cash requirement in the corning time can also be 
forecasted by the preparation of project CFS. 

3. Knowledge of Short-term Solvency: CFS helps in the analysis of shon-term 
solvency of a company. Cash is more relevant to mee1 the immediate obliga1ions 
of a company. 

4. Helps in Framing the Financial Policies: CFS may also be used to get the help 
in framing che financial policies of a business regarding the sources and uses of 
cash during a period. 

5. Help/"/ i11 Divide,u/ Policy: C FS helps lhe management of a company regarding 
taking the decision of cash payment of divjdend such as. how much cash would be 
available for the payment of dividend. 

6. Helpful /11 Cash Budget: lt provides the base to prepare the cash budgel regarding 
the receipts and paymem of cash during a particular period. 

7. Useful/or Extemal Investors: CFS is very useful for the external investors of a 
company. They use it to know the ability of the company to repay the ouisiders' 
obligations in short period. On the basis of that they take the decision whether 
lhey should give loan to the company or not. 

&. Study of Sources and Uses of Cash from Various Activities: Under the CFS al I 
the activities of the business are classified into three - operaling, investing and 
financial activities. The sources and uses of cash from all these activities are 
mentioned in the CFS. Thus, we can study the trend of cash inflow and outflow 
from CFS. 

5.4 LIMITATIONS OF CASH FLOW STATEMENT 

Despite a number of uses of CFS, there are some noteworthy limitations, rhese are as 
follows: 

I. Accrual Co11cept of Accour1ti11g 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. 

2. ft is ,wt ll Complete Substitute of !llcome Statement: CFS cannot be a substitule 
of profit and loss account. The net cash flow depicted by CFS cannot equal Lo the 
net profil of profit and loss account. 

3. JI is not 11 St1bstitme of Fu11d Flow Statement: CFS cruinot be rer,laced fund flow 
statement. It is prepared on the basis of cash only. Cash is a very narrow concept 
which does no1 indicate the correct financial position of a company. 
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4. Non-Cash Tram·actions are iguored in CFS: CFS is constructed on the basis of 
those transactions which are relating to cash only. Non-cash 1ransactions are 
ignored in it as purchase of fi xed assets by the issue of shares or debentures. 

5. CFS Presents the MisJesdiug Comparison: If inter-firm comparison is done on 
the basis of cash only, it may mislead in drawing the conclusion. 

In spite of the above limitations of CFS, it provides very useful information to the 
users of financial statements. Therefore, it is being prepared and pub!isbes along with 
the other fioancia1 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 flow statement that 
hoth the statements are prepared to judge the financ ial position of a company, there 
are a number of differences between these two statements. These are as follows: 

1. Cash flow statement is prepared on the basis of cash inflow and cash outOow 
during a period, while lhe fund flow statement is made on the basis of inflow of 
fund and outflow of fund during a period. 

2. ln 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 lhe basis of fund means working capital. 

3. Tn the cash flow statement a very narrow concept i.e. cash only is adopted while a 
broad concept is adopted in fund flow statement i.e. fund or working capital 
( difference of current assets and cw-rent liabilities). 

4. ·Cash basis accounting' is suppo11ed by the cash flow statement while · Accrual 
Basis Accounting' is supported by the fund tlow state01ent. 

5. Cash flow statement is prepared to judge a very short-tenn planning while fund 
flow statement is prepared for long-term planning. 

6. A Schedule of change of working capital is prepared in fund flow analysis but 
such a statement is not made in the case of cash flow statement. 

7. Techniques of the preparation of both the statements are different. In the fund 
flow statement fund from operation is computed with adjusting the current assets 
and current liabilities while such an adjustment is not made in the cash from 
operation. 111e opening and closing balances of cash are taken to prepare the CFS. 

8. As per AS-3 (revised) the cash flow statement is prepared by classifying the 
inflows and outflows of cash among operating, investing and financial activities. 
The difference of inflows and outflows shows 1J1e net increase or decrease of cash. 
But in fund tlow 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 reporting the 
cash flows into following categories: 

1. Cash flow from operating activities 

2. Cash flow from investing activities 

3. Cash flow from financing activities 



5.6.1 Cash Flow from Operating Activities 

Cash flows from operating activities are earned from the principal revenue -
producing activities of an enterprise. Through these activi ties the net profit or loss of 
the business is also determined. Examples of such a now 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 from 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 for premiums and 
claims, annuities and other policy benefits; 

(f) Cash payments or refunds of income taxes unless they can be specifically 
identified with financing and investing activities, and 

(g) Cash receipts and payments relating to future contracts. forward contracts, option 
contracts and swap contracts when the contracts are held for de.aling or trading 
purposes. 

Some transactions, such as the sale of an item of plant, may give rise to a gain or loss 
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 rnnows 

+ t 
Casl1 Sales 

Debtors 

Cash 
Purchases of 

Cash Flows 

+ + 
Receipts Receipts 
from from 
Royalties 
Fees, Commission 
and Others 

Payment 
of 
Salaries 

Payment 
of 
Tax 

+ 
Refund of 
Tax 

Payment 
of 
Contracts 

Cash Outflows 

• Receipts 
from 
futu re 
Contracts 

Payment 
Creditors 

Figure S. t: Presentation of Cash Flows from Operating Activities 

5.6.2 Cash Flow from Investing Activities 

Investing activities of an enterprise include the purchase of fixed assecs (as plant and 
machinery, land and buildings, furniture and fixtures) with an intention to generate the 
future incomes. On account of being an importam activity, a separate disclosure of the 
cash flows from these activities is made. Examples of cash flows aris ing from 
investing activities are in AS-3 (revised) as follows: 

(a) Cash payments of acquired fi xed 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 receipts from disposal of fixed assets (including intangibles); 

(c) Cash payments to acquired shares, warrants or debt instruments of other 
enterprises and interests in joint ventures (other than payments for those 
instruments considered to be cash equjva!ents and those held 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 to be cash equivalents 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); 

(t) Cash receipts from the repayment of advances and loans made to third parties 
(other than advances and loans of a financial enterprise); 

(g) Cash payments for future contracts, forward contracts, option contracLS and swap 
contracts except when the contracts are held for dealing or trading purposes, or the 
payments are classified as financing activities; and 

(h) Cash receipts from future contracts, forward contracts, option contracts and swap 
contracts except when the contracts are held for dealing or trading purposes, or the 
receipts are classified as financing activities. 

When a contract is accounted for as a hedge of an identifiable position, the cash flows 
of the contract are classified in the same manner as lhe cash Oows of the position 
being hedged. 

• Cash lnflow 
t • Disposal 
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of Repaymen1 from Future 
of Advances Contracts 
& Loans 

f 
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future 
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Figure 5.2: Presentation of Cash Flows from Investing Activities 

5.6.3 Cash Flow from Financing Activities 

Under financial activities those activities are included which are relating to the size 
and composition 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 
arising from financing activities are: 

(a) Cash proceeds from issuing shares or other similar instrwnents; 



(b) Cash proceeds from issuing deben1urcs, Joans, notes, bonds and other short or 
Jong-tenn borrowings; and 

( c) Cash repayments or amount,; borrowed. 

I 
Cash Inflow 

+ 
.. t 
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+ 
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• + + 

♦ 

Raising of 

I 
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long-tem1 loans 

• 
Redemption of Repayment or Payment of Payment of 
preference shares loans interest dividends 
and bonds 

Figure 5.3: Presentation of Cash flow from Financing Ac tivities 

5.7 TREATMENT OF OTHERlTEMS 

Besides the above cash flow uclivitjes /\S-3 (revised) also gjve the dealing of the 
some other items. These other items arc as follows: 

l . Foreign Cullency Cash Flow: Unrealized gain or loss on account of change in 
the foreign exchange rate is not treated as cash flow. Bue the effect of change of 
foreign exchange on the cash and cash equivalents held in a foreign currency is 
recorded in the cash flov. slalement to reconcile the cash and cash equivalents at 
the b~ginning and a1 the t!nd of the period. This amount is not adjusted with 
operating,, investing and financing activities but it is shown separately. 

2. Extraordinary ltems : Cash flow arising from the extraord inary item is shown in 
the cash flow statement after classify ing it into operating, investing and financing 
activities. This is done so Lhat ordinary users may understand them easily. For 
example, loss by fire in store is comr,ensated by insurance company. It wi ll be 
treated as cash flow from operating activities. 

3. Interest amJ Dividends: If a financial enterprise is receiving interes1 and dividend 
then such a cash flow arising from interest and dividend will be considered into 
operating activities. If interest and dividend are received by o\her enterprise, such 
a cash flow arising frotn interest and dividend will be considered into investing 
acti vities and if interest and dividend is paid, such a cash flow arising from 
interest and dividend is considered into financing activities. This cash tlow arising 
from interest and dividend paid or received is disclosed separately. 

4. Taxes 0 11 illcome: I f no adverse infonnation is given relating to taxes paid on 
incomes, cash Jlow arising from the taxes paid as income is classified in operating 
activities. If taxes are pajd on such income which is relating to finance, such a 
cash now will be classified imo financial activities. 

5. Nott-Cash Tro11sactions: The non-cash transactions are not recorded in cash flow 
statement because they do not have a direc1 impact on t.he current cash flow while 
they affect the capital al)d assets as purchase of fixed assets by the issue of shares 
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or debentures. ln AS-3 (revised) examples of non-cash transactions are mentioned 
as below: 

(a) the acquisition of assets by assuming directly related liabilities, 

(b) the acquisition of an enterprise by means of issue of shares, and 

(c) the conversion of debt to equity. 

6. Balances of Foreign Branches: In some situations, the balance of cash and cash 
equivalent held with foreign branches are not available due to foreign exchange 
control or other legal restrictions. So the management should use tbat amount 
which can be measured in cash and cash equivalent. 

5.8 FORMAT OF CASH FLOW STATEMENT (CFS) 

AS-3 (revised) does not give any standard format of cash flow statement. ln its 
paragraph 18 of AS-3 (revised) the two methods of the preparation of cash flow 
statement are mentioned. These are as follows: 

(i) Direct Method t.o prepare CFS 

(ii) Indirect Method to prepare CFS 

Format of Cash Flow Statcn\cnt .By Direct Method 

XYZ Company Limited 
Cas h Flow Statement 

(For the year ended ...... . .... ) 

Particulars 

( I) Cash f low from Operating Activities: 

Cash Receipts from: 

Sale ofGoo<ls and Servi~ 

Debtors or BilJs Receivables 

Royalties 

Ft:es 

Commission 

I .css: Cash Paid for: 

Purchases ----
Creditor.; ----
Operational Services ---

Cash Generated from Operating Activities 

+ Cash Flow from E :>..1ra-Ordinary Items 

Ne! Cash from (used in) Operating Activities 

1{ r 

----
,;.---
---· 
#>----
- ---

-----

--.. -

-----
....... _ 

........... 

Conld ... 



(2) Cash Flows from Investing Activities: 

Purcha.~c o( fi>-ed /\:.:.els {----) 

PurchAS.c of Lnvesuuenrs ( ·-··-) 

Sale ofF i>.ed Assets ........ 

Sale of lnvc:)tmcnts ----
lntere.~ Received ......... 

Dividend Received -·-· 

Net Ca~h From (ll~d In) Tnvcsting Aclivitie~ ··-
(3) Cash Flows from financing Activities: 

Cash Receipts From: 
......... 

Issue of Shan:) (E<1ui1y And Preferc:n=) 
............ 

Uehemure!i and Oond~ 
---· 

Long-term Loans Or Borrowinl!S 

Repayment of Pre fercncc Shnrcs 
(-····) 

Repnymcnl of Dchcnturcs l ·····) 

Repayment ofl.oan 
( ·····) 

lnterc>Sl l\aid 
(····· ) 

Dividend Paid 
(-····) 

Nc1 Cash lrom (l.isc:d In) r inaneing /\clivities ··-·· 
Ne;:1 lm.:rea$t (Decrea~) In Cash And Cash Equivalents ··-
Add· Cash and Ca~h Equivalc111 A, The Beginning Of Period ---

Cash and Cash ~uivalcnts at the End of the Period ---
Note: Figures mentioned in 1hc: bnu.:l...ets indicate lhe outnow of cash and figure~ wiU1ou1 brncke1s innow 
of cash. 

Format of Cash Flow Statement by Jndirect Method 
XYZ Company Limited 
Cash Flow Statement 

(For the year ended ..... ........ ) 

ParticulRrs \' 

( 1) Cl!Sh Flow rrom Operating Activities: 

Nel Proli t Before Tax 

Add. AdJUSlmenlS For Non-Ca)h and Non-Operating Items 

Dcpreciat1on --
I .OS$ on Sale of Fixed Assets ---
Goodwill Written Off ._.__ 

~ 

·-

C'o111d ... 
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Managcfl!ent Accounl)n~ Preliminary Exp-:nscs Written OIT -·- - -----

Underwriting Expenses Written Off 
,. ___ 

Transfer to Reserves 
,. ___ 

Loss on Revaluation of J· ixoo Assets ··-
Foreign Excl1~nge Loss ---- - ·· 

----
Less: Adjustments for Noo-Cash and Non-Operating [ncome 

Profit on Sale of Fixed AsscL~ -·· 

Profit on Sale o f foves1men1s ·--
l'rotit on RevaluatHm of fixed Assets --·-
~oreign Exl:hangc Gains ··-

Operating l'rolit Before Working Capital Changes ..... 

Add Decrease in CurTClll A,scts ----
lncrca">C in Current U a_bil ities .......... --

--· 

Le.f~: [11crcasc in Current Assets ----
l)ecreru-c:: in Current Liabil iric::s ---· ---

......... 
Cash Generated from Operation 

----
Less: Tax P.;i<l 

·--
Cash Flows Before l·.xtra Ordinary Item~ 

----
+ Extraordinary Ttcm~ 

---
Net Cash fro111 Opcmtional Activities 

·--

---
(2) Cash flows from Investing Activitif.li: 

Purchase of fixed Assets (---) 

l'urch.sse of lnv1::stmeo1s ( ----) 

Sale of Pixed Assets ·--
Sale of Invest ment) ·-
Jntcresl Received ---
Dividends Rcc,:ivtd ---· 

Ncl Cash f rom (Used In) Investing Activities ·--
Contd ... 

http:Rescr.cs


(3) Cash Flows from Financing Activities: 

Cash Receipt~ from: 

Jssue of Shares (Equity or w1d Prefercoce) ··--
DcbentUJ'1!:, and Bond.~ ---
Long-term Loans or Borrowings ··-
Repaymem of Preference: Shares (--) 

R~payment of Uebcnturcs (-·-) 

Repayment of Loan (-···) 

Interest Paid (··-) 

l>ividimd Paid ( ····) 

Nc1 Cash from (Used In) Financing Activities 
..... 

Net lncrcasc (Decrea~e) in Cash And Cash Equivalents ·-· 

Add: Cash and Cash h1uivalcnts at lhe Beginning of Period ·--
Cash and Cash Equivalents at the End of Period --

Nole: As per the amendment of Clause 32 of the Listing Agreement of SEBJ, 1995, all the 
listed companies have to prepare and publish their Cash Flow Statement as per t11e above 
fom1ats with their annual financial statements in the reports. SEBI recommends the indirect 
method to prepare Lhe cash flow statement. 

5.9 PROCEDURE TO PREPARE CASH FLOW 
STATEMENT AS PER AS-3 (REVISED) 

After 2004, every listed company has ro prepare a cash flow statement as per the 
recommendations given in I.he AS-3 (revised). As per these recommendati ons, the 
procedure to 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 tlow statement are collected in the balance sheets and income 
stalements of two periods (information regarding sales o f assets, payment of tax and 
dividends, non-opera1ing incomes and non-operating losses and non-cash items). Th~n 
following steps are generally initialed to prepare the. cash flow statement (CFS): 

1. Opening and closing balances of cash and cash equivalents are determined. These 
balances are calcula1ed by the addition of the followings: 

(a) Cash in hand 

(b) Cash at bank 

(c) Marketable Securities 

(d) Shon-term investment (3 and less lhan 3 months) 

2. Net Cash provided (or used) by Operating Activities of the business is calculated. 
This can be computed by direct or indirect method. (These methods will be 
discussed later in this chapter.) 

3. Net Cash provid~d (or used) by the lnvesting Activities is dctennined. 

4. Net Cash provided (or used) by the Financing Activities is calcullned . 

5. Net increase or decrease in Cash and Ca'ih Equivalents is determined by the 
aggregation of net cash provided (or used) by Lhe operating, investing and 
financing activities which are calculated above in 3rd

, 4th and 51
" steps. 
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6. Jn 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 
difference of opening and closing balance of cash and cash equivalents should be 
equal to the net increase or decrease in cash and cash equivalents. 

After the preparation of CFS, a note should be given regarding the non-cash items and 
extraordinary items. 

5.10 DETERMINATION OF CASH FLOW FROM 
OPERA TING 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 earning and expenses at the time of 
incuning. Therefore, Net Profit (Book Profrt) shown by the Profit and Loss Account 
cannot be equal to the Cash Profit (cash generated from the operating activities). 

Before, proceeding further, it would be bener 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 cannot be equal to the cash profits due to following 
reasons: 

(a) Non-operating Incomes and Losses: At the time of preparation of Profit and Loss 
Account all the incomes and losses incurred in the business during a period 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 a company cannot be equal to cash profit of it. 

(b) Non-cash Items: ln the computation of net profit, a11 the expenses of the business, 
whether cash and non-cash expenses, are considered. Non-cash expenses may be 
as depreciation, amortiz.ation of goodwiJJ and preliminary ex.penses writing oft: 
discount on issue of shares and debentures, etc. Thus net profit of a company is 
found different from cash profit. 

(c) Recording of Transactions: In the Profit and Loss Account the expenses and 
revenues are recorded at the basis of accrual while cash profits are calculated on 
the basis of cash transactions (actual payment of expenses and actual receipts of 
income in cash). Thus outstanding expenses and accrued incomes are nol 
considered in cash profit. Therefore, cash profits are found different from net 
profit. 

From the above discussion it is clear that cash profits of a company cannot be equal lo 
net profit as per Profit and Loss Account. The cash profit is also affected by the 
transactions of the working caphal components (current assets 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 frorn the operational activities - Direct Method and Indirect Method. 

5.10.1 Direct Method 

Under this method of calculating the cash flows from operating activities, the cash 
receipts from the operating activities (as cash sales, collection from debtor5) and the 
cash payments (as cash purchases, payment to creditors, payment to employees and 
Jabour) during a period are calculated. Then the balance of these two items is 
determined that is called cash provided by (used in) operating activities. Thus it is 



calculated as pro.fit is determined 111 P & L Ale. The formal of this method is as 
follows: 

FORMAT 
Calculation of Cash Flow from Oper"ting Activit ies 

(By Direct Method) 

P11rticulan f 
Cash Sales 

Add Cash Receipts from Debto~ 

To1al of Cash Receipt from Operating Activities 

Less: Cash Paymen1s 

Cash Purchases •-···· 
Cash l'aid to Creditors ....... 
Payment of Opera.ting Expenses ....... 
r.;!!:ih Qenerated From 0Q£rdring 8<.:tiv1li~~ 

l,ess: Tax Paid 

Cash Fl2w b:i:(Qr~ Extraordinaa Items 

Add/Less: Exlraordinary Items 

Net ~am frovided 12:t (~J~d in) Q12£13.:1ling A<.."tivitie~ 

t 

··--__ ,__ 

--
-

. ......... 

.......... 

........ 
····-
-··-· 
···-

Note: At the time of calculating of cash flow from operating acti vities by direct 
method, cash receipts, cash payments and payment lo employees for wages and 
salaries are determined first as follows: 

(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 BIR. It 
is calculaled as follows: 

Calculation of Cash .Receipts from Debtors 

Credit Sales during the period 

Add: Opening balance of Debtors and 8/ t 

Less: Closing balance of Debtors ancl B/ f 

Cash Receipts from Debtors 

(b) C'"'/' Puym.ent to Cre,litors: Cash payment to creditors and Bl ~ is made keeping 
in mind the opening and closing balances of creditors and bills payables. 

Ca lculation of Cash Payment to C reditors 

TotaJ Purchases during the Period 

less: Cash Purchases 

Credit Purchases 

Add: Opening Balance of Creditors & B/P 

/.,ess: Closing Balance ofCredilors & B/P 

Cash Payment to Creditor.; 
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(c) Cash Payment of Operating Activities: It is calculated keeping in mind the 
outstanding and prepaid expenses. This figure is calculated as follows: 

Cash Payment to .Employees 
Total Operatiog Expenses due During the Period 
Add: Outstanding Expenses at tbe Beginning 

Less: Outstanding EXpenses at lhe End 

Add: Prepaid Expenses at the End 

l ess: Prepaid Expenses at the Beginning 
Tota! Cash Payment to Employee 

Example: (Calculation of Cash Receipts and Payments) 

From the following information calculate: 

(i) Cash Receipts from Sales and Debtors and ( ii) Total Cash Payment to Creditors 
for Purchases: 

Trading Arcount 
(For the year ending 31" December, 2007) 

Particulars 

To J-'un;hases: 

Cash Purcha~es 
Credit Purchases 

ro Wages 
To Gross Profit 

Additional lnfonnation: 

(i) Opening Debtors 

(ii) Closing Debtors 

( iii) Opening Creditors 

(iv) Closing Debtors 

S0l11tio1t: 

f 

4.00.000 

2,00,000 

50,000 
1,00,000 

7 50 000 

'{ 50,000 

'{ 80.000 

t 40,000 

t 50,000 

Particulars 

By Sak.,,: 

Cash Sales 

Crcdi1 S.1k s 

(i) Calculation of Cash Receipts from Sales and Debtors 

Casb Sales 

+ Credit sales 

+ Opening Debtors 

- Closing Debtors 

z 
5,00,000 

2,50,000 

7,50,000 

Cash Generated from Sales & Debtors 

50,000 

8,00,000 

80,000 

7,20,000 

~ 

5,00.000 

2.50.000 

I 
7,50,000 



(ii) Calcula tfon of Cash P:iymcnt to Creditors for Purchases 

t 

Cash Purchases 4,00,000 

+ Credit Purchas~s 2,00,000 

Total Purchases 6.00,000 

+ Opening Creditors 40,000 

6,40,000 

- Closing Creditors 50,000 

Cash Payment 10 Creditors for Purchases 5,90,000 

Example: (Direct Method to calculate cash from operating activities) 

From the fo llowi ng ii1formation calculate cash from operational activities by direct 
method: 

Jncomc statement on 31" December, 2007 

Total Sales 

Less: Cost of Sales 

Gross Profit 

Less: Administration Expenses 

Depreciation 

Other Expenses (including 

Preliminary Expenses written off 

~ 15,000) 

Profit before Tax 
Less: Income Tax 

Profit after 'fax (PAT) 

Other Balances 

Debtors 

BIR 

Prepaid expenses 

Inventories 

Creditors 

BIP 

Outstanding Expenses 

1,55,625 

1,35,000 

67.500 

31.12.2006 

~ 

3, J 5,000 

87,000 

25,500 

2,53,125 

2.02,500 

90,000 

J 8,750 

( 

16,87,500 

l 2,3 1,875 

4,55,625 

3,58,125 

97,500 

30,000 

67,500 

31.12.2007 
f 

4,35,000 

75,000 

30,000 

3,37,500 

2,85,000 

52,500 

22,500 

1}J 
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Calculation of Cash from Operational Activities 

Ca~h Flows rrom Operational Activities ~ 

Cash Re<.:eip1s from Sales & Debtor~ 15,79,500 
Less· Cash Paid lo Supplies 12,7 ).250 

Payment for Expcn~es 2,08,875 J4,80, 125 

99.375 
Cash Generated from Operation Activ11ies 
Less: fax Paid 30.000 

Cash Flows from Extraordinary Item 69,375 
Add Extraordinary Items 
Net Cash from Operating Activities 69,375 

Working Notes: 

(1} Calculation of Cash Paid to Suppliers: 
~ 

Cost of Sales 12,3) ,875 
Add: lnventory (3 J. l 2.2007) 3,37,500 

lS,69,375 
Less Inventory (31 .12.2006) 2,53 ,)25 

13,16,250 
Add: Creditors (31 . 12.2006) 2,02,500 

B/P on (3 I. l 2.2006) 90,000 
16,08,750 

Less: Creditors (3 J . 12.2007) (2,85,000) 
B/P on (31 .12.2007) {52!000} 

12,71 ,750 
(2) Cash Payment for Expenses 

Administration Expenses 1,55,625 
Other expenses (67,500- 15,000) 52,500 

2,08,125 
Add: Outstanding expenses (3 1. J 2.2006) l 8,750 

Prepaid expenses (31 .12 .2007) 30,000 
2,56,875 

Less: Outstanding Expenses on (31. !2.2007) 22,500 
Prepaid Expenses (J J.12.2006) 25,500 48,000 

2,08,875 

(3) Cash Receipts from Sales and Debtors 

Total Sales J 6,87,500 
Add: Debtors (31.12.2006) 3,15,000 

BIR on 3 l .12.2006 87,000 4202,000 
20,89,500 

Less: Debtors (31. J 2.2007) 4,35.000 
8/R on 31.12.2007 75,000 5,10,000 

15,79,500 

5.10.2 lndirect Method 

Under this method the net cash flow from operational activities is calculated by 
making the necessary adjustments to the net proftt or loss shown by Profit and Loss 



Account. The necessary adjustments are relating to the non-operating and non-cash 
items and the changes in the components of working capital. ln the AS-3 (revised) 
both, the direct and indirect, methods are discussed but there is not any such 
instruction regarding the usage of methods. Results of both the methods are same. 
Here the students are advi sed to use indirect method to calculate the net cash flow 
from operational activities because it is easy to use and it also explains the causes of 
differences between the net cash flow from operating activities and net profit as per 
profit and loss account. Following is the format of indirect method: 

FORMAT 

Calculation of Net Cash Flow from Operating Activities by Indirect Method 

t ' Nc1 Profit & fore l'ax and l:.xtraordinary Items ... 

Add: Non-Cash & Non-Operating ltcms: 

Deprc,iation on f ixed As~ets ---
Goodwill Written Off ··-
l'rcliminai)· Expenses Written OfT ....... 
Discount on Issue or Shares or Debcmures --
I rademark Wriuen Off ... --
Under Writing Commission ----
Loss on Sale of f'ixed As~ls ··-
·1 rnnsfer to General Reserve .......... 

I ransfer to Sinking Furitl ----
Provision for Contingency Reserve ----
Los!> on Sale- of Tnvcs1ment -- ··-

----
less: Non-Operating I ncorn es 

Profit on Sale offix.t:d Assets ··-
Profit on Sale of Investments ----
Dividend and lntercsl Received ··-

Refund of Income ·1 ax ----
Rctransier of EXL'.tSS Rc~erve and Provision ··-·· ···---

------
NctPrntit Before \Vorking Capital Change!> ---·---
Add: Dc<.:reasc in Current Assets Except Ca5h: --
Increase in Current 1.iabilities Except Rank Overdrall ...... •----

----
Less. Increase in Current Assets Except Cash: ..-- •-

Decrease in Current Liabilities Except 13ank OverdrnO. ·-· ........ 

Cash Generated from Opcnuing Activities l3efore ---
Tax And Extraordinary Items ----
less· Income Tax ··-

Net Cash flow Before Extraordinary Items -· .. --
Add/Less: Extn1ordi..nary Items ·--
Net Cash Flow from Operating /\ctivities 

Example: (Indirect method to calculale nel cash flow from operational activities) 

From the following information you are required to calculate cash flow from 
operational activities by indirect method. 
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Sales 

r.ess. Opera1ing Cost 

Depcctiation 

Ncl Profit Before Tax (PBn 
Add: Gain un Specialisation 

l.e,s: Provision for Tax 30% 

Nee Protil Atler Tax (PAT) 

Additional Information 

7.00.000 

1,00.000 

J0.00,000 

8.00,000 

2,00,000 

50,000 

2,50.000 

75,000 

1,75,000 

( I) fncluded in operating cost is loss on sale of machinery f 20,000 

(2) Actual taxes paid in respect of the year~ 70.000 

(3) Following are the balances of current items 

Trade Debtors 

Inventories 

Sundry Crcdi1ors 

Solution: 

Current year 
t 

80,000 

65,000 

90.000 

Previous year 
~ 

60,000 

70,000 

85,000 

Calculation or Cash Flow from Operational Activities by Indirect Method 

Net Pro tit Before Tax An<l Ex1rwrdinary Items 

i\d<l· Non Cash & Non-Operating llems: 

Depreciation 

I .os~ on Sale of Machinrry 

Add: Decrease in Inventory 

Increase in Crcdiwrs 

Less; Increase in J)ebtors 

Ca.~h Flow From Opcra1ing Activities 

Ad<l· Extraordinary Item 

N~l CL<;h Flow Before Tax 

J.css: Tax Paid 

Ne1 Cash Flow f rom Operational Activities 

Cush Flow from Investing Activities 

f 

2,00,000 

L.00,000 

20.000 1,20,000 

3,20,000 

5.000 

5,000 10,000 

3.30,000 

20,000 

3,10,000 

50,000 

3.60.000 

70,000 

2,90,000 

ln the second part of cash flow s1atement, the net cash :flow from investing activities is 
shown. Sales of fix.cd assets, sale of long-tenn investments and income from 
investments are the items which inflow the cash. while purchase of fixed assets, and 
pllrchasc of investment outflow the cash in business. Purchase or sale of fixed assets 
may be computed by preparing the relative assets account or a statement. The 



difference of cash inflow from investing activities and cash outflow from invest.ing 
activities is called net cash provide-d by (used in) investing activities. 

Caslt Flow f rom F iJla11cl1tg Activities 

This is 1he third part of cash flow siatement. In 1his part all those acuv11tes are 
included which changes the owners· equity and the size of long-tem1 Joans. Under this 
heading tbe cash inflows from issue of equity and preference shares. debenrures with 
premium or discount and rising of long-term loans. And cash out-flow includes lhe 
redemption of preference share capital, and debentures (premjum or discount on 
redemption of preferences shares and deben1ures is also adjusted with rhe amount or 
redemption). Payment of loan, interest and debentures are also considered as cash 
outnow: 

Example: (Cash flow from Investing and Financing Activities) 

A company has the following balances 

I' a r ticula rs 

Plan1 at cost 

AccumulaLed Dcpr~cin:tion on the above Assets 

Capi1al 

Bank Loan 

2007 

' 
4,00.000 

1.20.000 

15,00,000 

3.00,000 

.2008 
? 

5.60.000 

1,80,000 

11 ,00.000 

1,50.000 

Plant costing t 80,000 was sold at a profit of~ 60,000. Depreciation on plant chargt d 
during tbe year amounted to ~ 1,00,000. 

You are required co calculate the cash flow from investing and financing activiries. 

S(1/utio11: 

(J) Calculation of Cash F low from Investing Activities 

Cash Inflow from Sale of Plant 

- Cash Outflow from Purchase of Plant 

Plam (2007) 

· Sold 

Plant (2008) 

Casu Out.flow from Jnvesting Activities 

4,00,000 

80,000 

3,20,000 

5,60,000 

(2) Calculatio n of Cash Flow rrom Financing Activities: 

Cash lnOow from Tssue of capital 

(-) Cash Outnow in Repayment of Loan 

Cash Inflow from Financing Activities 

Ex am.pie: (Cash Flow Statement) 

t 

1,00,000 

1,40,000 

40,000 

? 

4,00,000 

1,50,000 

2,50,000 

From the following summarized cash book of Dehradun Ltd. for the year ended 31" 
March 2008, prepare cash flow statement in accordance with AS-3 (revised): 
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Cash Book 

I To Balance BID 

t f 

7,500 By Payment 10 Creditors 3.90,000 

j fo Rect:ipts From Debtors 4,50,000 By Purcha~e of Assc~ 60,000 

/ To Sale of Fixed Assets 67,500 By Wages & Salaries 30,000 

To l~srn.: of Shares 1.50,000 Hy Rent & Taxes 15.000 

Tc, Interest Received 2,500 By Commission 2.500 

13y Redemption of Debentures 22.500 

By Tax 7.5(){) 

13y Dividend 15.000 

By Batanct! c/d J.35,000 

6,77.500 6,77,500 

Solution: 

Cash Flow Statemeut (for the year ended 31'1 March, 2008) 

~ ~ 

(1) Cash Flow from Operating A.ctivities 

Receipts from Debtors 4.50.000 

- Payment 10 Creditors 3,90.000 

Wage~ and Salaries 30,000 

Rent & 1 axes 15,000 

Commission 2.500 3.37.500 

Ca~h Generated fmm Qi;ieratioaal Activjtie~ befQre T~ 12.500 

Less Income Ta.x 

Ncr Cas!J lntlow from O11erating. Activities 7.500 

(2) Cash Flow From Investing Activities 5.000 

Cash Payment for the J'urchase of Assets 

Ca!>h Receipts from the Sak of Assets (60,000) 

Rcceip~ of lntcn,st 67,000 

Net Ca~h lnflow from lnvc~1iog Activiti!;;S 2,500 

(3) Cash Flow from Financing Activities 10,000 

Receipt from th~ bsue of Share Capital 1,50.000 

Redemption of Debentures (22.500) 

Paymem of Divid1:11d (15,000) 

Net Cash ln!]Qw from Fini;!pcing Ac1ivi!ies 

Nt:! Increase in Cash 

~ Opening Balance of Cash 1.12,500 

Closing Balance of Cash on 31st March. 2008 1,27.500 

7.500 

1.35,000 

Note: Jn this problem net cash flow from operational activities is computed by direct 
method because information regarding the net profits fi-om Profit and Loss A ccount is 
not given. 

Example: (Cash flow statement by indirect method) 

Given below is the balance sheet of KamaJ Manufacturing Ltd. as on 31.3.2008 and 
31.3.2007, you are required to prepare t1Je cash flow statement for the year 2007-08. 



Particulars 

Equity Share Capital 

General Reserve 

P &LA/C 

Share Premium 

Shareholders' Fund 

Secured Loans 

Unsecured 1-oan~ 

Loan Funds 

Total Sources 

Fixed Assets 

Gross Block 

Less: A1:1:umulatcd Depreciation 

Net Block 

Capital in Progress 

Investments 

Current Assets 

Jnvenlorie~ 

Debtors 

Cash & Bank Balance 

Loans 

Advance rax 

Current Liabilities 

Creditors 

Outstanding Expenses 

Ta-< Provision 

Proposed Dividend 

Working Capilal 

Miscellaneous Expenses 

Total Applications 

Other lnformutio11 

Balance Sheet 
~ in thousand) 

March .H, 2008 

2,750 

2550 

225 

750 

6.275 

900 

1.150 

2,050 

8,325 

7.500 

900 

6,600 

600 

RSO 

1.255 

545 

120 

850 

425 

3,195 

525 

1.050 

425 

1.100 

3.100 

95 

180 

8,.325 

March 31, 2007 

2.000 

2.100 

200 

-
4.300 

1.700 

600 

2,300 

6,600 

6 000 

650 

5,350 

350 

700 

1,300 

600 

170 

JOO 

350 
2,520 

600 

770 

350 

&00 

2,520 

Nil 

200 

6,600 

1. Fixed assets costing ~ 60,000, accumulated depreciation ~ 30,000, were sold for 
t 35,000. 

2. Actual 1ax liability for the year 2007-08 was r 3.50,000. 

3 . Loans represent long-tenn loans given to group companies. 

4. Jnterest on loan funds for 2007-08 was ~ 2,97,250 and interest and dividend 
income were f 2,2 l ,00. 

5. Investment costing ~ 3,00,000 was sold for t 3,50,000. 
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Solution: 

Kamat Manufacturing Co. Ltd. 
Cash Flow Statement 

(As on 31st March, 2008) 

l . Cash Inflow from Operatiog Activities 

2. Cash Outflow from lnvesting Activities 

3. Cash lnflow from Financing Activities 

Net Decrease in Cash 

+ Opening Balance of Cash 

Closing Balance of Cash 

Working Note: 

(1) Calculation of Cash Flow from Operating Activities 
Increase in Net Profit (225-200) 
Add: Non-cash and Non-operating hems 
Transfer to General Reserve 
Proposed Dividend 
Provision fur Tax 

Depreciation 
Miscellaneous Expenses 
Interest Paid 

less: Non-operating Incomes 
Profit on Sale of Assets 

Profit on Sale of Investment 
Interest and Dividend Received 

Cash Flow from Operating Activities before 

Adiusting Working Capital Changes 

450 

1,100 

425 

280 

20 

297.25 

5 

50 

221 

Add: Decrease in Current Assets and Increase in Current Liabilities 
lnventories 45 

Debtors 55 

Outstanding Expenses 280 

- Decrease in Creditors 

Cash Flow from Operating Activities before Tax 
Less: Income Tax 
Cash Inflow from Operating Activities 

(2) Calculation of Cash Flow from Jnvesting Activities 

Cash Outflow: 
Purchase of Fixed Assets 
Capital W.I.P. 

Purchase of lnvestmeot 
Payment of Loan 

380 
75 

(1,560) 

( 250) 
( 450) 

( 750) 

(3,010) 

~ iu'OOO 

2,201.25 

(2,404) 

152.75 

(50) 

l70 

120 

~ ' 000 
25 

2,sn.25 
2,597.25 

276 

2,321.25 

305 

2,626.25 
425 

2,201.25 

http:2,201.25
http:2,572.25


Casl1 lnflow 
Sale of Fixed AsseLS 
Sale of l1)vestmen1s 
!merest & Dividend 
Ne( Cash Outflow 

(3) Calculation of c.ash now from Financing Activities 

Cash lo.flow 

Issue of Shares at Prt:mium 
Raising of Unsecured Loans 

Cash Outflow 

Repayment of Secured Loan 
Payment of lnlerest 
Payment of Dividend (2007) 
Nc:t Cash Inflow 

Example: (Cash F low Statement by Direct Method) 

35 

350 
221 

2,404 

800 
297.25 
800 

1,500 
550 

2,050 

1,897.25 
152.75 

You are given below the balance sheet and P & L Ale ofUttarakhand ChemicaJ Lld. 

Balance Sheet 
(as on 3 1" December, 2006 and 2007) 

~ '000) 

200<, 200? 

Asse1s: 

Cashon Hand 1\00 75 

Short-1cm1 lnvci,tmcn~ 2,010 405 

Sundry DcblOI"$ 5.100 3.600 

ln1crcs1 Rceelvahle~ JOO . 

Tnven.tori~ 2.700 5,850 

Long-term lnvc~tments 7,500 7.500 

Fixed As~ets at Cost 6.540 5,730 

Accumulated Depreciation (4.350) (3. IRO) 

20,400 19,980 

Liabili1ies: 

Sundry Creditors 450 5,6i0 

Interest Payahles 690 300 

Income Tax l'oyables 1.200 3,000 

Long-1em1 OebLS 3.330 3.120 

Total Liabilitic::, 5,670 12,090 

Share Capital 4.500 3.750 

Reserves 10,230 4,140 

Shareholders' f'und 14.730 7,890 

Total I .iability Side 20,400 19,980 
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P & L Account for the year ending on 31" Dec. 2007 

Sales 91.950 

Cost or Sales (78,000) 

Gross Profit 13,950 

Depreciation (1,350) 

AdminisLration & Selling Expenses (2,730) 

I merest ( Expcn~e~) ( 1,200) 

Interest { lm.-omc) 900 

Dividend Jncome 600 

Fore ign Exchange: L-0~s (120) 

Net Profit before Tax and Extraordinary hem~ J0,050 

Extraordinary Hems 

Issuance Proceeds for Earthquake Disaster Settlement 540 

Net Profit. before Tax 10,590 

Income Tax (900) 

Net Profit Aller Tax (l'AT ) 9,690 

Additional Information (Figures t' 000) 

(a) An amount of t 750 was raised from the issue of share capital and a further~ 750 
was raised from long-term borrowings. 

(b) Interest expenses were ( 1200 of which ( 525 were paid during the period. ( 300 
relating to interest expense of the prior period were also paid during the period. 

(c) Dividend was paid~ 3,600. 

( d) Tax deducted at source on dividends received (included in the tax expense of ~ 
900 for the year) amounted to~ 120. 

(e) During the period, the company acquired fixed assets for ~ 1,050. The payment 
was made in cash. 

(f) Plant with orlginal cost of ( 240 and accumulated depreciation of(' 180 was sold 
for ~ 60. 

(g) Foreign exchange loss of~ 120 represents reduction in carrying amount of a sbort­
term investment in foreign currency designated bonds arising out of a change in 
exchange rate between the date of acquisition of the investments and the balance 
sheet date. 

(h) 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. 



Solution: 

Uttarakhand Chemicals Ltd. 
Cash Flow Statement 

(For the year ending on 31 sl Dec., 2007) 

t in thousand 
I. Cash Flow from Operating Activitie~ 

Cash Receipts thm1 Sales & Debtors 90,450 

Cash Paid for l'ucehascs 80,070 

Cash Paid for Expenses 2.730 82,800 
Cash Generated from Operating Activi ties 7,650 

Income I ax Paid 2,580 

Cash Flow before Extraordinary ltems 5-°70 

l-:xlraordinary Items (~.arthquake Di~-aster Sc ttlc men t) 540 
J\:cl Cash flow from Opcrnting J\c1ivities 

2. Cash Flo-w from lnvcstmg Activith:s 

Pun:base of Fixed Assets ( 1.050) 

Sale of Plant 60 

lnltlfl!St Received 600 
Dividend Received 480 

Net Casb Flow frorn Investing Aclivitics 

3 Cash Flow from financing Acovities 

Issue of Capital 750 

Raising ofLonJ.l•lnm L>cbts 750 

Repayment or l.nng-tcnn UebL~ (540) 
Payment oflntcresL {8 10) 
Payment of Dividend (3600) 

Net Cash used in Financial Activitie~ 

N;;:1 focreasc in Cash 

l\dd: Opening llalanccofCa<;h & Equivalents 

Closing lfalancc of Cash & E4uivalenl" 

Working Notes: 

1. Calculation of Opening & Closing Balance of Cash & Equivalents 

Particula rs 2006 

Ca, h on Hand 600 

Shon-Lem1 l11vcstmt'.nts 2.010 

2.610 
r, ffect of Changes in Exchange Rate 120 

2,730 

2. Calculation of Cas h Receipts from Sales and Debtors 

Credit Sales (given) 

+ Opening Debtors 

- Closing Debtors 

~ in thousands) 

91,950 

3,600 

95,550 

5,100 

90,450 

2007 

75 

405 

480 

480 

5,610 

90 

(3,450) 

2,250 

480 
2,730 

141 
Cash flow ~latemcnt 

(Acco11111ing Srnn~ard - 3) 



14-2 
Management Accouming 

3. Cash Payment for purchases & creditors 

Cost of Sales (given) 78,000 

+ Closing Inventories 2,700 

80,700 

- Opening Inventories 5,850 

Purchases during the Year 74,850 

+ Opening Creditors 5,610 

80,520 

- Closing Creditors 450 

80,070 

4. Cash Payment for lncome Tax 

Income Tax (given) 900 

+ Income Tax Payable (Opening) 3,000 

3,900 

- Income Tax Payable (Closing) 1,200 

2,700 

- Tax Deducted at Source 120 

2,580 

5. Cash Pay ment for Interest 

= Opening Balance+ Accrued - Closing Balance= 300 + 1,200 - 690 = 8 J 0 

6. Payment of Long-term Debts 

= Opening Balance + Debts Raised - Closing Balance"" 3,120 + ) ,000 - 3,330 = 540 

Check Your Pro~rcss 

fill in the blanks of the fol lowing: 

J. A ____ refers to short-term highly liquid investments. 

2. The opening and closing balances of cash are taken to prepare the __ _ 

3. lf no adverse information is given relating to taxes paid on incomes, cash 
flow arising from t.he laxes paid as income is classified in __ activities. 

4. Profit and Loss Account is prepared by the companies on the _ _ _ 
basis. 

S. Change in working capital may be due to several factors including 
items. - --

6. If total of inflow of cash exceed the total of outflow of cash, it is 
called ____ _ 

5.11 LET US SUM UP 

• The cash flow statement is a statement which indicates the changes in cash during 
an accounting period. It also shows the sources and the uses of cash. 

• Cash flow statement is prepared to know the position of cash of a business, cash 
infiow and cash requirements, short-term solvency, frame the financial policjes, 
dividend policy and cash budget., etc. 



• Cash flow statement has some limitations also as (i) accrual concept of accuW1ting 
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 flow statement is prepared on the basis of fund (working capital) while <:ash 
now statemenc is prepared on lhe basis of cash and cash c::quivalent. 

• Cash flow is classified. into following three: 

❖ Cash Flow from Operational Activities 

·•• Cash Flow from Investing Activities 

❖ Cash Flow from Financing Activities 

• Cash flow from operational activities can be calculated by Direct Method anc.J 
lndirect Method. 

• The addition of cash flow from operational activities, investing activities and 
financing activi ties is called net increase (decrease) in cash and cash equivalents. 

• Changes in the components of the working capital are also adjusted in the cash 
flow statement. 

5.12 LESSON END ACTIVITY 

Cash tlow statement shows negative from operating activities but shows positive on cash 
at the end of the period. ls that possible? If yes, give reasons to support your answer. 

5.13 KEYWORDS 

Cash: ll includes cash in hand and demand deposits with bank. 

Cash equivalents: It refers short-term risk free highly liquid investment. 

Flow of cash: lt means the change in cash. It also includes the inflow and outflow of cash. 

Ca.,·h flow statem en t.: The statement which indicates the flow (rnovement) of cash 
during a period. 

5.14 QUESTIONS FOR DISCUSSION 

1. What do you mean by cash flow statement? Explain its objectives and importance. 

2. What is fund 11ow statement? How is it prepared as per AS-3? 

3. What do you understand by cash now statement? Explain its importance::. 

4. Write short notes on the followings: 

(i) Fund Flow from Operational activities 

(ii) Fund Flow from Investing Activities 

(iii) Fund Flow from Financing Activities 

5. Explain the direct and indirect method to compute the cash flow from operational 
activities. 

6. Write I.he procedure of Cash Flow Statement as per AS-3. 
7. Give lhe format of cash flow statement by indirect method. 
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(i) Non-cash items 

(ii) Non-operating items 

(iii) Direct method of presenting cash flow statement 

9. Kajol Co. Ltd. earned a profit ofl' 16,00,000 after charging the fo llowing items: 

f 

I. Dep. on Fixed Assets 28,000 

ii. Amortization of Development Exp. 24,000 

111. Loss on sale of Furniture 2,000 

iv. Provision for DID 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 following additional information has been surplied to you: 

3J st March 

2006 2007 

BIR 40,000 34,000 

B/P 32,000 24,000 

O/s£xp. 20,000 16,000 

Debtors 48,000 60,000 

Creditors 40.000 60,000 

Prepaid Exp. 800 1,200 

You are required to calculate cash flows from operational activities. 

I 0. From the followjng information prepare Cash Flow Statement by both direct and 
indirect method: 

Balance Sheet 

Liabilities 31.3.06 31.3.07 Assets 31.3.06 31.3.07 

r ~ ~ t 

Share capital 6.00.000 7.20,000 Fixed AsseLS 4.80,000 7,44.()00 

Profit & J ,oss ale 1,44,000 3,60.000 Govt. Securities (ST) 24,000 40,800 

I 0% Debentures J,80,000 1,44,000 Stock 3. 15.600 3,93.600 

Provision for tax 36,000 52,800 Debtors 3,72_000 4.17.600 

O/s Expenses 9.600 12.000 Cash in hand 20,400 14,400 

Creditors 2.88,000 3.30,000 Ca~h al Bank 9,600 -
Bank Overdrafl - 15,600 Preliminary P,xp. 36.000 24,000 

12,57,600 16,34,400 12,57,600 16,34,400 



Income Statement 
(for the year ended 31" March, 2007) 

t ~ 

Sati:s 43,20.000 
Les.~ : Cost of Good\ Sold 33.96,000 

9.24.000 

Less Depreciation 96.000 

Operating Exp. 5,34.000 
Interest Exp. 1/LOOO 

Preliminary Exp. wrmcn off 12.000 

Provision for Tax 48.000 7.08.000 
Ni:1 Income 2.16,000 

11. From the following Balance Sheets of Srinagar Plywood Co. Ltd. and the 
additional information given, make out H Cash Flow Sratement. 

Liabilities J 1.3.06 31.3.07 Assets 3 1.3.06 31.3.07 

t t' ' t 

Equity Share Capital 6,00.000 8,00.000 Goodwill 2.30.000 1,l!0,000 

8% Redeemable Laod and Buildings 4.00.000 3.40.000 

Preference Shares 3.00.000 2,00.000 Plant 1.60.000 4.00,000 

Gimeral Htserve 80,000 1.40.000 Dcbrors 3.20.000 4,00,000 

Profit and Loss Ale 60.000 96,000 Stock 1.54,000 2.18.000 

Proposed Dividend 84.000 1,00.000 Bills Receivable 40.()00 60,000 

Creditors 1.10,000 1.66.000 C~h in Hanu 30,000 20.000 

Bills Payable 40.000 32.000 Cash at Bank 20,000 16,000 

Provision for the Tax 80,000 1.00.000 

13,s.i,000 16,34,000 13,54.000 16,34,000 

Additio11ul /11/ormat/011: 

(i) Depreciations of~ 20,000 and ~ 40,000 have been charged on plant account and 
land and buildings account respectively in 2006-07. 

(ii) An interim dividend on' 40,000 has been paid in 2006-07. 

Income tax~ 70,000 was paid during the year 2006-07. 

Check Your Progress: Model Answer 

I. Cash equjvalent 

2. CFS 

3. Operating 

4. Accrual 

5. Non-cun-ent 

6. Nel cash inflow 
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6.0 AIMS AND OBJECTIVES 

After studying lhis lesson, you should be able to: 

• Understand marginal cost and marginal costing 

• State the advantages and disadvantages of marginal costing 

• 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 



• Understand the concept of Differential Cost and Revenues 

• Exp)ain various features of Differential Cost Analysis 

• Describe the si1nilarities and differences between marginal costing and differential 
costing 

• Understand the applications of differential cost analysis in taking decisions 

• Discuss applications of marginal costing and selecting the suitable product mix. 

6.1 INTRODUCTION 

Fixed expenses remain constant in aggregate amount and do not vary with the increase 
or decrease in production upto a particular level of output or p.roduction. Just contrary 
to this, variable expenses increase or decrease in proportion to increase or decrease in 
output or production and remain constant per unit of output. Fixed expenses per unit 
continue to vary with the increase or decrease in production because these expenses 
remain constant upto a certain level of production. Thus, fixed overheads lead to 
different costs per un;t at different )eve! of production. On account of this. a technique 
known as marginal costing has been developed which excludes fixed overheads 
entirely from cost of p.roduction and gives us the same cost per unir upto particular 
level of output. Thus, under marginal technique, fixed expenses are not allocated to 
cost units but are charged against 'fund' which arises out of excess of selling price 
over total variable costs. The technique of marginal costing is related to the concept of 
marginal cost. Marginal costing is one of the special techniques of costing used for 
analysis and interpreting cost data for the purpose of assessing the profitability of the 
products, departments and cost centres. 

A management of any type of business organization is confronied witb the problem of 
making appropriate decision. "Behaviour of cost'' plays a vital and crucial role in 
decision-making areas. Although the historical costs serve as an effective tool for 
predicting future costs, they arc not suitable to decision-making process. Elements of 
cost can broadly be put into 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 
fluctuations in production units for examples of rent, insurance charges, management 
salaries, etc. On the other hand, Variable Costs are costs which vary in direct 
proportion ro any change in the volume of output. The costs of a direct materials, 
direct wages, etc. can be put into this category. The cost of a product or process can be 
ascertained using the different elements of cost according to any of the following two 
techniques: Absorption Costing and Marginal Costing. 

6.2 MARGINAL COSTING 

Marginal cost means the same thing as variable cost. The accountant's concept of 
marginal cost differs from economists' concept of marginal cost. Economists define 
marginal cost as the additional cost of producing one additional unit of product. This 
shall include an element of fixed cost also. 

According to Certified fostitute of Management Accouniants, London, ''Marginal cost 
means rhe amount at any given volume ~l output hy which aggregate costs are 
changed [I' the volume of output is increased or decreased by one unit. " Marginal cost 
is also termed as variable cost because within the capacity of the industry or 
organisation, an increase of one unit in production will cau~e an jncreasc in variable 
costs only. 
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Thus, marginal cost is the amount by which total cost changes "'hen there is a change 
in output by one unit. To ascertain the marginal cost, we need the following elemenls 
of cost: 

(i) Direct materials, 

(ii) Direct labour or wages, 

(iii) Direct expenses, and 

(iv) Total variable overheads. 

Batty defines marginal costing as ·A technique of cost accounting which pays special 
01tenfio11 lo the hehaviour of costs with changes in the volume of output . . , 

According to CIMA, London, ·'Marginal costing is a technique where only the 
variable costs are changed 10 cost units. the fixed attributable being 1,.:riUen off in full 
against the contrihution for !hat period. " 

The JCW Al derines marginal costing as "A method that considers only the variable 
cost as CO/J'/ of production, leaving out period costs to be absorhedfrom the marginal 
contribution. " 

fn other words, marginal cost is "The cost of any unit of production is lhe increase in 
total costs to which the .firms become commitced by the production of that unit. But. if 
one part of total costs i.r fixed, this part will remain uncha.nxed, as output expu.nds­
onf y the variable costs will increuse. " 

ln 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. ln direct costing, variable cost is known as direct. 

Other terms in use for marginal costing are contributory cosling and comparative 
costing. In the marginal costing, profit is calculate? by contribution mi nus fixed cost. 

6.2.1 Marginal Cost Equation 

TI1e eJement of cost can be written jn the form of an equation. This equation is known 
as 'ma_rginal cost equation'. The equation is shown below: 

Sales= Variable cost + Fixed cost + Profit ORS = VC + FC + P 

Sales - Variable cost = Fixed cost+ Proflt OR S - VC = FC + P 

Sales - Variable cost= Contribution OR S - V C = C 

rrorn (he above marginal cost equation, we can understand that in order to earn profit, 
the contribut ion 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 maqjnal costing may be ex.pressed in the fol lowing ways: 

J. In marginal costing, a differentiation is made between the fixed costs elements 
and the variable costs elements. No other category of costs is taken into 
consideration. 

2. 1n 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. 



S. Marginal income or marginal contribution is known as IJ1e income or the profit. 

6. Fixed costs remain constant irrespective of level of activily. 

7. The difference between the contribution and fixed costs is the nel protit or loss. 

8. Sales price and variable cost per unit remain the same. 

9. Cost-volume-profit relationsh.ip is fully employed 10 reveal the state of 
profitability at various levels of production activity, and 

10. ln marginal costing technique, fi rst profit is detenn ined in respect of each product 
or department. 

Example: A factory produces 600 units of fan per annum. The variable cost per uoit is 
t 60. The fixed expenses are t 12,000 per annum. Thus. the cost sheet of 500 fans will 
appear as follows: 

Variable Cost (60J x t 60) 

Fixed Cost 

f 36,060 

~ 12,000 

~ 48,060 

Solution: If production is increased by one unit, i.e .. it becomes 60 l faos per annum, 
the cost sheet will then appear as follows: 

Variable cost (601 x ~ 60) 

Fixed cost 

Total Cost 

f 36,060 

~ 12,000 

t 48,060 

t 48,060 

Marginal cost per unit is, therefore, t 60. 

Marginal cost is, thus, the total variable cost because within the capacity of lhe 
organisation, an increase of one uoit in production will cause an increase in variable 
cost only. Tbe variable cost consists of direct materials, direct labour, variable direct 
expenses and variable overheads. The team 'all variable overh~ds· includes variable 
overheads plus the variable portion contained in semi-variable overheads. 

6.2.3 Advantages of Marginal Costing 

Fo)lowing are the main advantages of marginal costing: 

\. Fi>:.atioll of Selling Price: The differentiation between fixed costs and variable 
costs is very helpful it1 detem1ining the selling price of the products. Sometimes. 
different prices are charged for the sarne produc-r in different markets to meet 
varying degrees of competition. 

2. Helpful to Ma,11agement: lt enables the m.anagement to start a new line of 
production which is advantageous. It is helpful in deiennining which is profitable 
- whether to buy or manufacture a product. The management can lake decision 
regarding pricing and tendering. 

3. Effective Cost Colltrol: Lt divides cost into fixed and variable. Fixed cost is 
excluded from product As such, management can control marginal cost 
effectively. 

4. Helps i11 Prod11dion Planning: lt shows the amount of profit al every level of 
output with the help of cost volume profit relationship. Herc the break-even chart 
is made use of. 
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5. Helpful in Budgetary Control: The classification of expenses is very helpful in 
budgeting and flexible budget for various leveh of activities. 

6. Helpful iii Making or Buying Decision: Sometimes a decision has to be made 
whether to manufacture a component/product or to buy it readyrnade from the 
market. The decision to purchase it would be having taken if the price paid 
recovers some of the fixed expenses. 

7. Better Prese,itation: The statements and graphs prepared under marginal costing 
are better understood by management. The break-even analysis presents the 
behaviour of cost, sales, contribution etc. in terms of charts and graphs. 

8. Preparing Tenders: Many business organisations have to 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 quoted to increase the total contribution. 

6.2.4 Disadvantages of Marginal Costing 

Marginal costing technique suffers from the following limitations: 

1. Difficulty ;,, the Fixation of Price: Under marginal costing, selling price is fixed 
on the basis of contribution. Jo case of cost pl us contracl. it is very difficult to fix 
price. 

2. D/fficulty to a11alyse Overhead: Separation of cost,, into fn,ed and variable is a 
difticult problem. Tn marginal costing. semi-variable or semi-fixed costs are not 
considered. 

3. Unrealistic Assumption: Assumption of sale pr.ice will remain the same at 
different levels of operation. In real life, they rnay change and give unrealistic 
results. 

4. Problem of Variable Overheads: Marginal costing overcomes the problem of 
over and under-absorption of fixed overheads. Yet there is the problem io the case 
of variable overheads. 

5. Unreliable Stock Valuatio11: Under marginal costing, stock of work-in-progress 
and finished stock is valued at variable cost only. No portion of fixed cost is added 
to the value of stocks. Profit detennined, under this method, is depressed. 

6. Complete or Full Jnformatum not given: It does not explain the reason for 
increase in production or sales. 

7. Sales-orientecf: Successful business has to go in a balanced way in respect of 
selling production functions. But marginal costing is critic ised on account of its 
attaching over-importance to selling function. Thus, it is said to be sales-oriented. 
Production funct ion is given less importru1ce. 

8. Automation: Now-a-days, increasing automalion is leading to increase in fixed 
costs. If 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 (Le. fixed 
cost as well as variable cosl) is charged as Production Cost. The variable costs, such as 
those of direct materials, direct labour, etc., are directly charged lo 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. 



II 

Absorption costing also known as ' full costing· is a conventional technique of 
ascertaining cost. It is the practice of charging all cos1s both variable and fixed to 
operations, processes and products. Jt is the oldest and widely used technique of 
ascertaining cost. Under this technique of costing, cost is made up of direct costs plus 
overhead costs absorbed on some suitable basis. 

Under this 1echnique, cost per unit remains same ooly when the level of output 
remains same. But when the level of output changes the cost per unit also changes 
because of the presenct: of fixed cost which remains constant. 

The change in cost per unit with a change in the level of output in absorption costing 
teclu1ique poses a problem lo the management in Laking managerial decisions. 
Absorption costing is useful if tht:re i~ only one product, there is no inventory and 
overhead recovery rate is based on normal capacity instead of actual level of activity. 

Two distinguishing features of absorption costing are thnt fixed factory expenses are 
included in : 

(i) Unit cost 

(ii ) lnvcntory value 

Ascertninment of Profit under Absorption Costing: 

Under this technique of costing the following proforma is used for the ascertainment 
of profit: 

Income Statement 

Sales 
w.r: Cost nf Gon~ ~1w1ufar:111red 
Direci Ma1erial 
Direcl I .abour 
Factory Ovcrhccd~: 

Variable 
Fixed (at actual produc1io11 ba:;is) 

Add Value of0pc1u11g !;;mck 

Less· Value ofClosiog. Stot:k a1 Currem Cost 

Add: Undcrabsorption tor Less Overabsorp1ion) of Fixed factory 
Overheads 

(lro~s Protlt 
Less: Administration. Sell ing & Ois1ribu1ion expenses : 

Fixed 
Variable 

Net lnoome (or J'mlir) 

Example: Following data relate to XYZ Company: 

NormaJ capacity 40,000 units per month 

Variable cost per unit f 6 

Actual production 44, 000 units 

SaJes 40,000 units @ ~ IS per unit 

t t 
xx.x 

JOO( 

XXK 
)OCX 

XXX 

XXX 
XXX 

XXX 
XX.'< 

XXX 

XXX XXX 
XXX 

XXX 
XXX x.xx 

JC.XX 

Fixed manufacturing overheads ~ J ,00,000 per month or ~ 2.50 per unit ar nonnal 
capacity. 

Other fixed expenses t 2.40,000 per month. 

Prepare lncome Statement under absorption costing. 
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Solutio11: 
lncome Statement 

r f 
Salc:i, (40,000 x < J 5) 

6,00,000 
Less : Cost of Goods :\4amifactured : 

Variable cost (@ f 6 per unit for 44.000 units. 2.64,000 
Fixed manufacturing overheads @ , 2.50 for 44,000 units. 1.10,000 

Lesli · Closing inventory ( 
4

,000 x f J.74.000) J,74,000 
44,000 1 34,000 

Less. Overabsorption of fixt:d manufacturing overheads 3.40,000 

(< J, 10,000 - ~ J .00,000) 
10,000 

3 30.000 
Gros~ Profit 2.70,000 

les.1: Other fixed exptnscs 2,40,000 
Net Income 30,000 

6.3.1 Absorption Costing Components 

The key costs assigned to products under an absorption costing system are: 

• Direct materittls: Those materials which are included in a finished product. 

• Direct labour: The factory labour costs required to construct a product. 

• Vill'iable manufacturing overhead: The costs to operate a manufacturing facility, 
which vary with production volume. Examples are supplies and electricity for 
production equipment. 

• Fixed manufacturing overhead: 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 

FolJowing are the main advantages of l'lbsorpti on costing: 

l. Tt suitably recognises the importance of including fixed manufacturing costs in 
product cost determination and framing a suitable pricing policy. ln 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. 

2. It will show correct pro!it calculation in case where production is done to have 
sales in future (e.g., seasonal sales) as compared to variable costing. 

3. It helps to conform to accrual and matching concepts which require matching cost 
with revenue for a particular period. 

4. ll has been recognised by various bodies as F ASB (USA), ASG (UK), ASB (India) 
for the purpose of preparing external reports and for valuation of inventory. 

S. It avoids the separation of costs into fixed and variable elements which cannot be 
done easily and accwately. 

6. It discloses inefficient or efficient utilisation of production resources by indicatin.g 
under-absorption or over-absorption of factory overheads. 

7. 11 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. 

8. It helps to calculate gross profit and net profit separately in income statement. 
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6.3.3 Disadvantages of Absorption Costing 

Following are the main limitations/disadvantages of absorption costing: 

J. Difficulty in Comparison and Control of Cost: Absorption costing is depende.nt 
on level of output; so different unit costs are obtained for different levels of 
output. An increast: in the volume of output normally results in reduced unit cost 
and a reduction in output results in an increased cost per unit due to the existence 
of fixed expenses. This makes comparison and control of cost difficult. 

2. Not Helpful iu Managerial Decisions: Absorption costing is not very helpful in 
taking managerial decisions such as selection of suitable producl mix, whether to 
buy or manufacture, whether to accept the export order or not, choice of 
alternatives. the minimum price to be fixed during the depression, number of uni ls 
to be sold to earn a desired profit etc. 

3. Cu!if Vitiatetl because of Fixed Cost included i.n J11 ve11t<>ry Valuation: ln 
absorption costing, a portion of fixed cost is carried forward to the next period 
because closing stock is valued a:r cost of production which is inclusive of fixed 
cost. 

4. Fixed Cost /nclusiou in Cost uot j 11stifzed: Many accountants argue that fixed 
manufacturing, administration and selling and distribution overheads are period 
costs and do not produce future benefits and, therefore, should not be included in 
the co~t of product. 

5. Apportio11me111 uf Fi.xetl Overheads by Arbitrary Met/rods: The validity of 
produc1 costs under this technique depends on correct apportionment of overhead 
costs. But in practice many overhe,ad costs are apportioned by us.ing arbitrary 
methods which ultimately make the product costs inaccurate and unreliable. 

6. It is not helpful for Preparation of Flexible Budget: Jn absorption cos1ing, no 
distinction is made between fixed and variable costs. lt is not possible to prepare a 
nexiblc budget without making this distinction. 

6.4 SEPARATION OF SEMI-VARIABLE COSTS 

For marginal costing fo r segregation of all costs between two parts fixed amt variable 
is done. This means that the semi-variable cost will have to be segregared into fixed 
and variable clements. This may be done by any one of the following methods: 

• Levels of output compaml 10 levels of expense method 

• Range method 

• Degree of variability method 

• Scatter-graph method 

• Least squares method 

Each of the above roethods has been discussed in detail with the help of the following 
details: 

1. LevcJ of Output Compared of Levels of Expense Method: According to this 
method. <he output at two different levels is compared with corresponding level of 
expenses. Since the fixed expense remains constant, tbe variable overheads are 
arrived al by che ratio of change in expense 10 change in output. 

2. Range Med,od: This method is similar to the previous method except that on the 
highest and lowest points of output are considered out of various levels. The 
method is also designated as ' bigh and low' method. 
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3. Degree of Variability fltlethod: In this method, degree of variability is noted for 
each item of semi-variable expense. Some semj-variable items may have 30% 
variability while others may have 70 % variability. The method is easy to apply 
but difficulty is faced in detennini ng the degree of variability. 

4. Scatter-graph Method. In 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 oo the horizontal axis and the costs are 
plotted on the vertical axis. 

❖ Corresponding to each volwne of production costs are then plotted on the 
graph paper, thus, several points are shown on it. 

❖ A straight line of best fit is then drawn through the poi nts plotted . This is the 
total cost line. The point where this line intersects the vertical axis is taken to 
he 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 vertical axis. This is the fixed cost line. 

❖ The variable cost at any level can be known by noting difference between 
fixed cost and total cost lines. 

Line ofBest Fil 
( tolal Cost 

Linc) 

Variable Cos, 

Fixed Cost Line 

Production (In lJnit,) 

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.e., a straight line eguation, can be assumed as: 

Y a + bx and the various sub-equations shall be 
LY -· na + bZ::x; 
1:xy a}:x +bI.x~ 

An equation of second order, i.e., a curvilinear, can be drawn as y =a + bx, x2 and the 
various sub-equations to solve it ie., to find out the values of constant a, b, and c shall 
be: 

LY "' na+ bix 
I:xy aix + bix2 + c_I.x3 

Ix~y a:V:2 + bix3 + CL,X
4 

Simi larly, the equation can be fitted for any number of order or degree depending 
upon the number of observations available and the accuracy desired. 
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6.5 COST-VOLUME-PROFIT ANALYSIS 

Cost-volume-profit analysis is a part of marginal costing. The cost-volume-profit 
analysis is tbe analysis of three variables, viz., cost, volume and profit. ln cost­
volume-profit analysis, an attempt is made to measure variations of various costs and 
profit with the volume. Profit as a variable .is the reflection of a number of internal and 
external conditions which exert influence oo sales revenue and costs. 

According to CfMA, Londo.a, ''Cost-volume-profit analysis is the sludy of the effects 
on future profits of changes in fixed cost, variable cost, sales price. quantity and mix. " 

In lhc words of Heiser, "The most significant single factor in profit planning of the 
average business is the relationship between the volume of husiness, costs and profit. " 

The cost-volume-profit analysis is the relationship 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 variable cost, fixed cost and sales mix. The 
cost-volume-profit analysis explains the inter-relationships of these variables for 
decision-making. The management is always interested in knowing thac which product 
or product mix is most profitable; what effect a change in the volume of output will 
have on d1c cost of production and profit etc. Under cost-volume-profit analysis, when 
volume of output increases, unit cost of production decreases, and vice-versa~ because, 
the frxed 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 determine the impact of fluctuations 
in cost and volume on the financial results of the business firm or organisation. A 1J 
these problems are solved with the help of the cost-volume-profit analysis. 

6 .5. 1 Objectives of Cost-Volume-Profit Analysis 

Following are the main objectives of cost-volume-profit analysis: 

l . To achieve the minimum level of sales for avoiding losses 

2. To arrive at the desirable product mix so as to maximi1..e profit 

3. The required level of sales that wi !I 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 detennine the resultant impact on cost-volume-profit relationships on account 
of the planned ex pans ion of activities 

6. To ascertain the effect of changes in the volume of output, costs and prices on the 
planned profit, and 

7. To determine the sale of a product of a plant to be discontinued or the operation of 
the business finn should be temporarily stopped. 

To know the cost-volume-profit relationship, a study of the following is essential: 

l. Marginal Cost Equation, 

2. Profit-Volume Ratio, 

3. Break-Even Analysis, 

4. Margin of Safety, 

5. Break-Even Chart, and 

6. Angle of Incidence. 
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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 often expressed as a percentage and is a guide 
to lhe profitability of a business firm. Normally, this ratio is expressed -rn percentage. 
P/V ratio is very important in decision-making. lt can 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 = Contribution x I 00 OR = C x I 00 
Sa les S 

PN Ratio= Contribution per unit x 100 OR 
Se llingpriceper unit 

C per unit x 
100 

SP per unit 

In add ition to above, the PN ratio can be expressed in rhe fo llowing fu1ther forms: 

P/V R 
. Fixed cost + Profit 

1 00 attO = ---- - - - X 
Sales 

F+P 
OR = --XIOO 

s 

P/V Ratio "" Sales - Variable cost x 100 OR =- S - V x 100 
Sales S 

PN R 
. Change in profi t (ln 1wo periods) 

100 atlO = _ _ =..__:....__..:...... _ _ :__ _ __,_ X 

Change in sales (ln two periods) 

Improvement of PIV Raiw 

Profit-volume ratio is tbe function of sales and variable costs. Therefore, an 
improvement of the ratio will mean increasing the gap between sales and variable 
costs. This can be done by: 

(i) Increasing selling price, 

(ii) Reducing or decreasing variable costs, and 

(iii) Altering sales mixture, i.e. , product having low PN ratio will be substituted by a 
product witll a higher ratio. 

6.6.1 Uses of Profit-Volume Ratio 

The profit-volume ratio is usually used to ascertain the following: 

( i) To determine the variable cost for any volume of sales, 

(ii) To determine the volume of sales required to earn a given profit, 

(iii) To fix the sel1ing prices, 

(iv) To locate the break-even po int and margin of safety, 

(v) To determine the volume of sales required for maintaining the present level of 
profit, if selJing price is reduced, and 

(vi) To compute the profit when margin of safety is given. 

http:M.1'~j!~1nc.n1
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Example: Calculate PN ratio from the foUowing information: 

Sales 

MarginaJ cost 

Solution: 

r so,ooo 
~ 20,000 

Contribution = Sales - Marginal cost 

== 50,000 - 20,000 

.: f 30,000 

PN Ratio - Contribution >< 100 
Sales 

30,000 X J 00 == 60'1/., 
50,000 

6.7 BREAK-EVEN ANALYSlS 

Break-even analysis is a technique of studying cost-volume-profit relationship. This 
anaJysis may be interpreted io broad as well as in narrow sense. Jn its narrow sense, 
the break-even analysis determines the break-even point. It is a point to indicate no 
profit and no loss situation of the project taken up for implementation. [f the same is 
used in broad sense, the analysis is 10 indicate the probable profit or loss at any given 
level of activity. Break-even analysis is also known as cost-volume-profit analysis. 

According to Joseph Baggott. ''Break-even analysi:, refers ro a system of analysing 
cost into its fixed and variable components to determine the probable profits at given 
level of activity. " 

6.7.1 Assumption of Break-Even Analysis 

Break-even analysis is based on the following assumptions: 

l. All costs can be classified into fixed cost and variable cost, 

2. Total fixed costs remain unchanged, 

3. Variable costs per unit remain unchanged and total variable c.osts change with the 
change in tbe volume of output in direct proportion, 

4. With the changes in the volume of sales, selling price docs not change. 

5. General price-level will not change, 

6. Stocks are valued at marginal cost, 

7. In case of multi-product sales programme, sales mix will remain constant, 

8. Costs and revenues are influenced only by volume, 

9. Productivity per worker remains unaffected, and 

I 0. 'fbere is synchronisation between production and sales. 

6.7.2 Break~Eveo Point 

Break-even point is a poiot where the total sales or revenue are equal to total costs. Jo 
break-even point, there is no profi1 or Joss in the volume of sales. fo other words, it is 
a point at which no profit no loss sjtua1ion prevails in the operating activity of a 
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business fi rm. This indicates that 1he break-even point is the m1111mum level of 
production at which total cost is recovere-d and no profit or no loss is sustained. 

The following fundamenta l form ula is used to calculate break-even point: 

B ak P 
. c· ~ fixed cost X Sales re -even omt in , 1 = --- ----

Contribution 

Fixed cost 
OR = - --

PN ratio 

B k . (. . ) rixed cost OR FC rea -even Pomt m u111ts = ------- -----
Contribution per unit C per unit 

Example: From the foUowing pa11iculars, calculate the break-even point: 

Selling price 

Variable cost 

Fixed cost 

Solution: 

< 20 per unit 

< 14 per unit 

< 60,000 

Break-even Point (in<) = Fixed costx SP per unit 
Contribution pcrunit 

= 60,QQQ X 20 -=:: 12,00,0QO 

6 6 

= < 2.00,000 

Fixed cost 
Break-even Point (in units) = ------- ­

Contribution per un it 

=- 60,000 
6 

= J 0,000 Units 

Working note: 

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-even point from the following 
information: 

Selling price 

VariabJe cost 

Fixed cost 

Estimated sales 

Solution: 

t 30 per unit 

< 20 per unit 

< 1,20,000 

r 3,oo,ooo 

Contribution = Selling price per unit - Variable cost per unit 

Contribution :=. 30 - 20 

PN Ratio = Contribution perunit x 1 00 
Selling price per unit 
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10 
:::: - x I 00 = 33.33% 

30 

B k P . (. ~) flxed cost x SP per unit 
rca -even omt in, :=: ---------

Contribution per unit 

= J,20,000 xJO ==36,00,000 

10 10 

= ~ 3,60,000 

Fixed cost 
Break-even Point (in units) "" -------­

Contribution per unit 

== 1,20,000 

lO 

= 12,000 Units 

6.7.3 Contribution 

TI1is refers to the excess of selling price over the variable cost. lt is also known as 
' gross margin'. The amount of profit ( loss) can be ascertained by deducting the fixed 
cost from contribution. 

The important clement of the marginal cost equation is the ' contributlon' factor which 
is resulted from the sales value after deduction of variable costs. lt has been stated 
above that 'contribution ' is the composition of fixed costs plus profit. Contribution is 
also known as gross margin. Jn the other words, contribution, is the difference between 
sales and marginal cost Contribution enables to meet fixed costs and add to the profit. 
Contribution minus fixed cost is profit, but where fixed cost is more than contribution, 
the difference is loss. 

Jn other words, fixed cost plus profit is equivalent ro contribution. It can be expressed 
by the following fommla: 

Contribution"° Sales -- Marginal cost OR C = S - MC 

Contribution :,< Sales - Variable cost 

Contribution = Fixed cost + Profit 

Profit = Conrrjbution - Fixed cost 

OR C == S - YC 

OR C == FC + P 

OR P = C -fC 

Sales - Variable cost = Fixed cost+ Profit ORS - V ;=: F + P 

Example: Variable Cost = Z 90,000 

Fixed Cost = ~ 40,000 

Selling Price = Z 1,30,000 

Contribution "" Selling Price - Variable Cost 

= < l ,30,000 - ~ 80,000 

:=: < 50,000 

Profit = Contribution - Fixed Cost 

= t 50,000 - t 40,000 

= Z J 0,000 
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Hence, contribution exceeds fixed cost and, therefore, the profit is of the magnitude of 
~ I 0,000. 

Example: From the fol lowing i.nfom1ation, find out the (a) Contdbution, and 
(b) Amount of profit earned during the year: 

Fixed cost 

Variable cost 

Selling price 

Output 

Solution: 

t 5,00.000 

f 10 per unit 

t 15 per unit 

Z 1,50,000 unit 

(a) Calculation of contribution: 

Contribution Sales - Marg ina l cost 

Contribution = (1 ,50,000 x 15) - (l ,50,000 x I 0) 

Contribution 

Contrihution 

22,50,000 - 15,00.000 

~ 7,50,000 

(b) Calculation of amount of profit: 

Profit = Contribution - Fixed cost 

Profit 

Profit 

= 7,50,000 - 5,00,000 

= t 2.50,000 

6.8 MARGIN OF SAFETY 

Margin of safety is an im,portant 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 actua l sales and sales at the break-even point. 
Margin of safety indicates the soundness of the business firm. High margin of safety 
indicates the soundness of a business finn because even with substantial fall in sale or 
faU in product ion, some profit shall be made. Small margin of safety on the other hand 
is an indicawr of the weak position of the business firm and even a small reduction in 
sale or production will adversely affect I.he profit position of the business fum To 
improve the margin of safety. the following measures may be adopted: 

(i) Increase the level of production. 

(ii) Increase the selling price, 

(iii) Reducing the fixed and variable costs, 

(iv) Substitute the existing products by more profitable products, and 

(v) Changing to a product mix that improves PN 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 Margm of Safely=---

P/V ratio 



OR 
. Profit 

Margm of Safety"" ---­
Contribution 

. Margin of safety 
Margin of Safety (as a percentage)--~----x J00 

Total sales 

Example: From the following details find out: 

(i) PIV Ratio, (ii) Break-even Point, and (iii) Margin of safety 

Sales < 1,00,000 

Tota! cost t 75,000 

fixed cost < 20,000 

Net profit < 25,000 

Solution: 

(i) PN Ratio = Contribution x 100 
Sales 

= 45,000 X 100 "'45% 
1,00,000 

( .. ) B k p . c· "") Fixed cost 11 rea -even omt rn" = . 
PNrat,o 

(iii) Margin of Safety 

OR Margin of Safety 

= 20,000 Xl00 
45 

-== f 44,444 

Profit =---
PNratio 

= 25, 000 x l 00 
45 

"" < 55,556 (Approx.) 

= Actual sates - Break-even point sales 

= 1,00,000 - 44,444 

-== < 55,556 

6.9 BREAK-EVEN CHART 

A break-even cl1art is a graphical representation of marginal costing or cost-volume­
profit analysis. lt is an important aid to profit planning. Jt has been defined as ''A chart 
which shows the profitability or otherwise of an undertaking at various levels of 
acrivity and as a result indicates the point at which neither profit nor loss is made.,, 

According to Dr. Vance, "lt is a graph showing the amounts qf fixed variable costs 
and the sales revenue at dijjerent volumes of operation. It shows m wha1 volume the 
jinn first covers all costs with revenue of break-even " 

A break-even chart presents the fol lowing information: 

(i) The profit or loss at various levels of activity, 

(ii) The margin of safety and the angle of incidence, 
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(iv) fhe sales value and break-even point, and 

(v) The amount of contribution. 

At different activity levels, the interaction of volurne, selling price, variable costs and 
fixed costs, the relevant variable and their impact upon profit are considered 
simultaneous ly. The most important use of the break.-even chart is the ascertainment 
or a break-even point from the chart, which is a valuable guide to the management. 

6.9.1 Assumption of Break-even Chart 

Following are the assumptions of break-even chart: 

l . Costs can be c lassified into fixed and variable costs, 

2. 1:ixed costs will remain constant and wilJ not change with the change in level of 
output, 

3. Variable costs will fluctuate in the same proportion, in which the volume of o utput 
varies, 

4. The numbe r of units produced and sold wilJ be the same so that there is no 
opening or c losing stock. 

5. Selliog price will remain constant irrespective of change in volume of production, 

6. There is only one product or in the case of many products , product mi x will 
remain unchanged, and 

7. There will be no change in operating efficiency. 

6.9.2 Form of Break-even Cba11 

A break-even chart can be presented in different forms as given below: 

I . Simple hreak-eve11 chart: This can be prepared by any of the following two 
methods: 

Fir.,·t Method: On Lhe X-axis of the graph is plotted the volume of production or 
the quantities of sales and on the Y-axis (Vertical 1 ine) costs and sales reveoues 
are represented. The fixed cost line is drawn parallel to the X-axis because with 
any volume of production the fixed costs shall remain the same. The variable cost 
line is depicted above the fixed cost [jne, which shows that the cosl is increasing 
with the increase in the volume of output. 171is line can a lso be regarded as the 
total cost lines because it starts from the poinr where variable cost is zero and 
certain fixed cost has been incurred. Thereafter, figures of sales are plotted from 
the origi n and a line is drawn up whicb goes io the upward direction w ith the 
increase of production sales. The two lines -- total cost line and sales line -- shall 
interest each other at one point, 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 level of output, it shall be running at a loss. The lower sales 
line and upper total cost line show the portion of loss. lf 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. 
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Example: From the following data, calculate the break-even point with the help 
of a break-even cha11: 

Selling Price per unit f 4.00 

Variable Cost per u.nit ~ 3.00 

Total Cost per unit t 20,000 

Solution: 

As explained earlier, break-even pojnt is a point of ·no profit no loss'. ·The point 
wiU, therefore, be there where total costs are equal to total sales. fn other words, if 
the two data are plotted on the graph paper, at the break-even point, the two lines, 
i.e., tl1e total cost line and the total sales line will interested each other. However, 
for plot1fog the data on the graph paper, we need at least 1wo points - one for 
plottjng the total cost line and the other for plotting the total sales line. lt is shown 
below: 

Output Va riable Costs Fixed Costs Total Cost Sales 

(Uoits) ~ t t " 
10,000 30,000 20,000 60,000 40,000 

20,000 60,000 20,000 80,000 80,000 

30,000 90,000 20,000 1,00,000 1.20,000 

40,000 1,20,000 20,000 1,40,000 1,60,000 

50,000 t ,50,000 20,000 1,70,000 2.00,000 

60,000 l ,80,000 20,000 2,00,000 2~40,000 

Tbe data cao now be plotted on the graph paper as follows: 

...... -......... , ... , ............... , ... _,,,- .... ,, ..... , .. , ' 

Second Method: J\ootber of drawing a break--even chart is showing rhe variable cost line 
first and thefefore drawing the fixed cost line above the variable cost line. The latter, 
however, will be the total cost line as io the first case. The difference under this method 
from lhe firs, method is that the fixed cost line shown above the variable cost line is 
paraUeJ to !he larter, whereas under first method the fjxcd cost line is parallel to the 
X-ax.is. The sales line is drawn as usual and therefore the added advantage of rhis method 
is that 'cootributions' at varying levels of ourput are automatically depicled in the cban 
('conlTibution' connotes the difference of sales revenue and the variable cost). The 
break-even point is indicated by the ior.ersectioo of the rota! cost line and the sales line. 
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The break-even chart or1 the basis of data given 111 illustration will appear as 
shown on the next page according to lhis method. 

Profil 

r,xcd 

Cosr 

2. Contrihutio11 breaA-even chart: The chart in ascertaining the amount of 
contribution at different Jevels of activity besides the break-even poi.or. ln case of 
this chart, first the fixed cost is plotted parallel to the X-axis. The contribution line 
is then drawn from the bottom. or the origin, wh ich goes up with the increase of 
output/sales. The sales line is plotted as usual from the ' 0 ' point but s ince there is 
no total cost line, the question of intersectio n of sales line with it to show the 
break-even point does not arise. In such a case, the contribution line crosses the 
fixed cost line and the point of intersection is treated as break-even point. At this 
level, the fixed cost shall be equal to contribution which means that there shall be 
no profit and no loss. As the contribution increases lo more than the fixed cost., 
profit shall arise to the business at different levels of output/saJes and as the 
contribution steps down from the level of fixed cost, business shall be op erated at 
a loss at varying levels of productio11/sales. On the basis of data given in examp le, 
the break-even chart will appear as given below: 
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Figure 6.2: Contribution break-even chart 



Profit Chart: The break-even point can also be found out graphically by means of 
a Profit Chart. 
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Figure 6.3: Profit Chart 

Example: On the basis of figures given in illustration compute the Break-even Point 
by means of a Profit Chart. 

Solution: 

Output Total Costs 
(Units) t 
10,000 40,000 
20,000 60,000 
30,000 80,000 
40,000 l ,00,000 
50,000 J,20,000 
60,000 J,40,000 

Sales 
i 
25,000 
50,000 
75,000 
1,00,000 
1,25,000 
1,50,000 

Profit/Loss 
~ 
-1 5,000 
-10,000 
- 5,000 

➔ 5,000 
·rl0,000 

-----p,ofit 

Sales (lakhs of 
Rupees) 

Productio11 (in thousand units)--+ 
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Example: Draw a break-even chart from the following figures: 

Year 1 
Year 2 

Sales 
160 
175 

Profit ~ lakhs) 
4 
10 

From the above chart predict the variable cost, contribution, fi xed cost and profit 
associated with a sales volume of~ 250 lakhs, and set out your prediction in the form 
of a profit statement. 

Solution: 

Statement Showing Costs & Profit at Sales of ~ 250 Lakhs 

Sales 
Less: Variable Cost 
Fixed Cost 
Pro.fit** 

~ 
150 lakhs 
60 lakh:. 

t 250 lakhs 

t 210 lakhs 
f 40 lakhs 

* The fixed cost is~ 60 lakhs since loss at 'nil', sales is Z 60 lakhs. 

*" The perpendicu lar at sales oft 250 lak.hs meet on profit of~ 40 lakhs as depicted 
on the graph. 

t 
~ 
C 

ct 

V, 
4) 

~ 

.3 

Break-even chart 

6.9.3 Advantages of Break-even Chart 

Following are the main advantages of break-even chart: 

Sales {lakhs of 
Rupees) 

I. The chart is very usefu I for forecasting costs and p rofits at various levels of sales, 

2. A break-even chart is useful for studying the relationship o f cost, voJwne and 
profit. The chart is very tisef ul for taking managerial decisions, 

3. A b reak-even char1 is a tool for cost contro l because it shows the relative 
importance of the fixed cost and the variable cost, 

4. Profitability of various products can be compared with the help of break-even 
chart, 

5. It is helpful io knowing the effect of increase or reduction in selling price, 
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6. Profitability of various products can be studied with the help of break-even chart 
and a most profitable product mix can be adopted. Profits at different levels of 
activity can also be ascertained, 

7. h1formation provided by tl1e break-even chart can be understood by the 
management more easily than comained jn the profit and loss account and the cost 
~tatcmenrs because a break-even chart is the simple presentation of cost, vol ume 
and pcofit of the company, and 

8. TI1c pro tit potentialities can be best judged from a study of the position of the 
hreak-evcn Point and the angle of incidence in the break-even chart. 

6.9.4 Limitations of Break-even Chart 

The main limi1ations of break-even chart arise from the number of assumptions which 
are made in drawing break-even cha11s. These limitations are g.iven as under: 

\ . The effect of various product mixes on profits cannor be studied from a single 
break-even char!.. 

2. A break-even chart is based on a number of assumptions which may nor hold 
upright. Ln the break-even chart, we have seen that the total cost 1ine and the sales 
line look straight lines. TI1js is possjble only with a number of assumptions. But, 
in practice, the Iota! cost line and the sales line are not straight lines because the 
assumptions do not hold good. 

3. A break-even chart does not take into consideration capital employed which i!> a 
very important factor io taking managerial decisions. Therefore, managerial 
decisions on the basis of break-even chart may not be reliable. 

4. A limited amount of information can be shown, in a breal<.-evcn chart. A number 
of charts will have to be drawn up to study the effecis of changes in fixed costs, 
variable costs and selling prices, 

S. No imporrance i~ given lo opening aod closing stocks, and 

6. Constant selling price is not true. 

6.9.5 Construction of Break-Even Chart 

The common method, fo llowed in the construction of simple break.~even chart, is 
stated here as under: 

I. A break-even chart is drawn on a graph paper. 

2. There are two sides on a graph which are known as 'axes '. The horizontal side at 
the boltorn of the graph is ' x-axis' and the vertical side is the 'y-axis'. 

3. On the graph, the x-axis shows the volume of production aod the y-axis shows the 
cost and sales price. 

4. Draw both axes on the sui1able graph paper on the basis of appropriate scale 

5. Fixed cost line is dra,-vn on the graph. Fixed cost line is drawn parallel to the 
x-axfa because fixed cost remains the same. 

6. Total cost line is drawn above the fixed cost lioe. For this purpose, the variable 
co~t is added ro the fixed cost ro arrive at the rota) cost and drawn at each and 
eve1y scale of production. 

7. Sales revenue line is drawn commencing at zero and finishing at the last point. 

8. Then the sales line cut,; the total cost line, i.e., sales equals the total cost. Tbis is 
known as a break-even point. When a line is drawn from BEP to x-axis, it 
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indicates hreak-even point in units and when a line is drawn from BEP to y-axis, it 
indicates break-even point in rupees. 

9. The difference between the sales line and total cost line to the tight of BEP 
indicates the profit. The position to the left of the BEP on the graph indicates the 
loss, and 

10. 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 following infonnation, pcepare the break-even chart. 

Fixed cost 

Variable cost 

Sales or selling price 

~ 2,000 

~ 0.50 per unit 

Z l pe r unit 

Units produced and sold 2,000; 4,000; 6,000; 8,000 and l 0,000. 

Solution: 

y 

10, 

8, 

~ 

.§. ,,, .. 
ii 
"' "C 

"' ... 
"' 0 

4, 
u 

2, 

0 2,oo:> 4,0CO 6,oo:> 8,CIX) 10,CIX) X 

OJp.J. (In uils) 

Figure 6.4: Break-Even Chart 

Angle of /11cidence 

1l1is is the angle between sales and total cost line. This angle is an indicator of profit 
earning 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 ace being made at a low rate. 1l1is in turn suggests that variable costs fonn 
a major part 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: 

• 11le angle formed at the right side of1he break-even point; 

• The angle formed at the left side of the break-even point. 

The ang le formed at the right s ide of the break-even point indicates the profit area 
while that funned at the left side indicates the loss area. The s ize of the angle of 
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incidence is indication of the quantum of profit or loss made by the firm al different 
output/sales levels. For example, if the ang.le of incidence is narrow to the right s ide of 
lhe B£P, it indicates that the quantum of -profits made by the finn is also low. 
Similarly. if it is narrow to the left side of the BEP, i1 indicates that the quantum of 
Jos.-; made by the fim1 is also low. ln other words, a narrow angle of incidence shows a 
slow rate of profit eaming capacity while a wider aogle of incidence shows a swift rate 
of profit earning capacity of the firm. A narrow angle also indicates that the variable 
cost as a proponfon 10 saJes is quite high and therefore very little has been le ft by way 
contribution. 

lt should be remembered that a large angle indicates higl1 margin of profit after 
covering fixed cost. Similarly, a small angle indicates Jow margin of profit which 
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 hig.h 
margin of safety indicates extremely favourable condition. 

The following graph will show the ' Angle of incidence' ofa firm: 

225 
200 

o 160 
~ 
:§. t25 
., 
il 100 
~ .. 

.. .. 
:-: ♦ 

-:-:•: • 

~ 7St,e;-----~-- - Raed CostUne 
C .. 
~ 

.§ so 

2.6 

0 2 ♦ 6 8 10 12 l4 16 18 -20 

Produl:llon ~kine (ln '000) 

Figure 6.5: Showing Angle or Incidence 

However, if margin of safety and angle of incideuce is considered together, they will 
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 fin-n or even rhe 
cxislencc of monopoly position. 

6. 10 DECJSJON-MAKING 

Marginal cost helps management to make decision involving consideration of cost and 
revenue. Basically, margfoal costing furnishes information regarding additional costs 
to be incurred if an additional activity is to be taken up or the saving in costs which 
may be expected if an activity is given up. This can be compared with the benefit 
expected from the proposed course of action and thus the management wiJl be able to 
take the appropriate decision. 

Decision-making describes the process by which a course of action is selected as 1he 
way ro deal with a specific problem. A decision involves the act of choice and the 
alternative chosen out of the available alternatives. 
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the selection of a course of ac1ionfrom among alternatives. ·· 

George R Terry says, "Decision-muking is the selection based on some criteria.from 
two or more possible alternatives. ·, 

According to Haynes and Masie, "Decision-making is a course of action which is 
consciously chosen for achieving the desired results . . , 

Following are the important areas of decision-making or applications of ma rginal 
costing: 

t . Fi.xa.tion of Price: Producl pricing is a most important function of management 
One of the purposes of cost accounting is the ascertainment of cost for fixation o f 
selling price of product. Marginal cost of a product represents the minimum price 
of the product During oonnal circumstances, price of producl is based on full 
cost. The rlteory is that only those products should be produced o r sold which 
make the largest contribution towards the recovery of fixed costs. The selling 
price fixation is also done under different circumstances. 

Example: PN ratio is 50% and the marginal cost of the product is~ 60. What will 
be the selling price? 

Solution: 

Selling Price = 
Variable cost 

(100 PN ratio) 

60 x tOO 
--- = r120 

50 

60 
(100- 50%) 

Contribution S - V 
Verification: PN Ratio =----xJ00 OR = --xJ00 

Sales S 

= 1 20 - 60 x I 00 
120 

60 
= - x l00 = 50% 

120 

2. Decision to Make or Buy: A business fum may make some products, parts or 
tools or sometimes, it may buy the same thing from outs ide. The management 
must dec ide which is more profitable to the business finn. l f lhe marginal cost of 
the product is lower than the price of buy ing from outside, then the business firm 
can make the product. 

Example: A Pen Manufacturing Com pany finds that while it costs ~ 6.25 to make 
each component X 2730, the same is available in the market at~ 4.85 each, with 
an assurance of continued supply. TI1e breakdown of cost is: 

Raw material 

Direct wages 

t 2.75 each pen 

t 1.75 each pen 

Other var iable cost ~ 0.50 each pen 

Fixed cost ~ 1 .25 each pen 

t 6.25 each pen 

Should you make or buy? 



Sol11tio11: Variable cost of manufacturing is t 5 ({ 6.25 - 1.25), but the market 
price is~ 4.85. Jf the fixed cost oH 1.25 is also added, it is not profitable to make 
the component. Because there is a profit of f OJ 5 even in variable cost, it is 
profitable to procure from outside. 

3. Selection of a Projitahle Product Mix: ln a multi-product manufacturing 
organisation, a problem is faced by the management as to wbich product mix or 
sales mix will give the maximum profit. The product mix wbich gives the 
maximum profit must be selected. Product mix. is the ratio in which various 
products are produced and sold. 

Tiie marginal costing technique helps the management in taking decisions 
regarding changing the ratio of product mix whjch gives maximum contribution or 
in dropping unprofitable product line. The product which has comparatively less 
contribution may ht! reduced or discontinued. 

Example: Present rhe following information to show to the management: 0) the 
marginal cost of product and the contribution per unit. (ii) the tota) contribution 
and pl'Otits resulting from each of the following sales mixtures : 

Type of Products Per unit (f) 

Materials X JO 

y 9 

Wages X 3 

y 2 

Fixed cost ? 2,000 

Variable cost is allocated to productc; as l 00% of wages. 

Selling price X f 20 

y f 16 

Sales mixtures: 

(a) 1,000 units o\'product X and 2,000 units ofproduc1 Y, 

(b) J,500 units ofproducr X and l.500 units ofproduc1 Y, 

(c) 2,000 units of product X and 1,000 units of product Y. 

Solutio11: 

(i) Sta tement of Marginal Cost: 

Type of Products 

X(~ Ym 
Materials 10 9 

Wages 3 2 

Variable cost (100% of wage) l I 
Marginal Cost 1.§ 11 
Selling price 20 16 

Less: Marguial COS( 12 Jl 
Conlribution 1 1 
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(ii) Product Mix Choice: 

Particulars (ll) t (b) t (c) ~ 

Total sales 52,000<11 54,oooPJ 56,000(I) 

Less: Marginal cost 42,000'2' 4J,5oo<2J 45,QQQ(Z) 

Contribution 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 (c) will give the highest profit and as such, mixture 
(c) can be adopted. 

Working notes: 

I . (1 ,000 x 20 + 2,000 x 16) = 52,000, (l ,500 x 20 + 1.500 x 16) = 54,000, and 
(2,000 x 20 + L,000 x 16) = 56,000 

2. (J ,000 x 16 + 2.000 x 13) = 42.000, ( 1,500 x 16 + 1,500 x 13) = 43,500, and 
(2,QQQ X J 6 + J ,0QQ X 13) = 45,000 

4. Decision to Accept a Bulk Order: Large scale purchasers may demand products at 
less than the market price. A decision has to be taken now whether to 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 quoted sales price is above 
marginal cost, because of the reason that existing business contribution can 
recover the fixed cost and the margin of pro fi ts. 111 such cases, the contribution 
made by bulk orders will be an addition to the profit. But the sales price should 
oot be less than the marginal cost. However, it shou ld not affect the normal market 
price. 

Example: ABC to industrial depression, a plant is running at present, at 50% of its 
capacity. The following details are available: 

Cost of Production per unit 

Materials ~ 2.5 

Labour ~ l.5 

Variable cost t 3.0 

Fixed cost ~_Ll_ 

Total Cost ~~ 

Production per month in units 20,000 

Tota] cost of production (20,000 x 8.5) = ~ I, 70,000 

Sales price < 1,50,000 

Loss < 20,000 

An exporter offers to buy 6,000 units per month at the rate of~ 7.50 per unit and 
the company is reluctant to accept the offer for tear of increasing its already 
operating losses. 

Advise whether the company should accept or decline this offer. 



Solution: 

Particulars 
Existing (20,000 Offer (6,000 Total (fl 

units)~) units) (fl 

(a) Sales 1.50,000 45,000 l,95,000 

{b) Marginal cost : 

Marcrials@ \ 2.5 per unit 50.000 15,000 65,000 

Labour@ ~ l.5 per unit 30,00{) 9,000 39,000 

Variable cost@~ 3 per unit 60.000 lR,000 78,000 

Total Marginal Cost J-40,000 42,000 1,82,000 

Contribution (a -• h) 10.000 3.000 13,000 

l.~s: Fixed co~t 30,000 .. 30,000 

Pro fit!L-Oss (-)20,000 3,0-00 (-) 17,000 

The finn must accept the offer, because the amount of loss stands reduced from 
t 20,000 to~ J 7,000. 

5. Closure of a Department or Disco11tinui11g a Product: Marginal costing 
technique shows lhe contribution of each product. to fixed cost and profit. If a 
department or a product contributes the least amount, then the department can be 
closed or its production can be discontinued, It means the product which gives a 
higher amount of contribution may be chosen and the rest should be discontinued. 

Example: The records of RajesJ1 Limited which has tbrec departments, give the 
following figures: 

Particulars Department X Department Y Department Z Total 
(\') (') ~ Amount~ 

Sales 15,000 l9.0<JO 23.000 57,000 

Marginal cost 14,000 7,000 17,000 3&,000 

Fixed cost 3,000 4,000 ll,000 18,000 

Total cost 17,000 IJ ,000 28,000 56,000 

Pro lit/Loss H 2.000 (+) 8,000 (- ) 5,000 (+) l.000 

·n,e managemcnr wants to discontinue product Z immediately as it gives the 
maximum loss. How would you advise the management? 

Solution: 

Statement of Marginal Cost 

Particulars x~ y~ z (t) Totnl~ 

S«les 15.000 19,000 23,000 57,000 

Les~ : Marginal cost 14,000 7,000 17.000 38,000 

Contriburion l.000 12,000 6,0-00 19.000 

Fixed !.,'()SI 18,000 

Profit 1,000 

Department Z gives a contribution of~ 6,000. lf department Z is closed, then jt 
may lead to further loss. Therefore, Z will be continued. 

6. Mai11t(iining fl Desired L evel of Profit; A manufucturing organisation has to cut 
or reduce prices of its products from time to time due to competition, government 
policies and other reasons. The contributjon per unit on account of such cutting is 
reduced while the organisation is interested in maintaining a minimum Jevel of its 
profits. Marginal costing technique cao ascertain how many units have to be sold 
ro maintain the same level of profits. According to Charles, ·• When desired 
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profits ure agreed upon their alfainability may be quickly appraised by computing 
the numher ~f units tha! must he sold to secure the wanted profits. The 
computation is easily made hy dividing the fixed costs plus desired prt?fits by the 
contribution margin per unit . . , 

Sales are required to earn a desired profit: 

S 1 (. "' Fixed cost+ Desi red profit 
a es m , J = -----------''-----

P/V ratio 
OR 

F+P ---
PN 

S 1 (. . ) Fixed cost+ Desired profit OR 
a es m umts = --------'---

Contribution per unit 

F+P 
---

c 
Example: 

Sales 20,000 units@ t 20 per unit 

Variable cost 

Fixed cost 

Z 10 per unit 

Z 1,50,000 

Find out the sales for earning a profit on 1,00,000. 

Solution: 

Sales to earn a profit of~ 1,00,000: 

= Fixed cost i· Desired profit 

Contribution 

: 1,50, QQ0+},00,QOQ X 4,00,000 
2, 00, 000 

;;:; 2,50,000 X 4 00 000 
2 00 000 ' ' 
' ' 

= ~ 5,00,000 

7. Evaluation of Performance: Marginal costing helps tl1e management in 
measuring the perfonnance efficiencies of a department or a product line or sales 
division. The department or the product or sales division which gives the highest 
PN ratio will be the most profitable or that is having the highest perfonnance 
efficiency. 

6.11 SPECIAL ORDERS 

All business decisions should not be evaluated in the same way. Sometimes special 
orders or one time orders often have different characteristics from recurring order. 
Therefore, each order should be evaluated 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 production capacity and management considers the possibility of 
selling additional products at less than normal selling prices, pwvided 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 
analysis using the contribution approach is a useful 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. lf the normal fixed costs are included in the price of the 
special order, the price may be too high and the business finn cou ld lose the entire 
order and the contribution margin to be earned on the special order. Only the relevant 
(variable) costs should be used in the decision analysis to arrive at an appropriate 
price. Fixed coSt i!. relevant only if incurred to facilitate the special order. 

The fo llowing example i IJustrates the special order decisions: 

A manufacniring company produces 20,000 units by operating at 60% of the capaci{}' 
and swells at a price of ~3000 per unit. The budgeted figures for rhe year 2002 are as 
follows: 

Raw ma1cnal!:@ 425 

Direct labour@ 575 

Vuri:ihle factory overhead @775 

fixed factory overhead 

Vanablc: :-el hog costs 2. 75% o( selling price 

Fixed wil ing and administrative cnsrs 

Production (20,000 units) t 
85,00,000 

1, 15,00.000 

1.55.00.000 

I ,25,00.000 

72.50,000 

Tht! company receives a spec ial order for 10,000 units from a .firm. The company 
desires to earn a profit o[ t 100 per unit and no selling expenses are to be incurred for 
the special order. The minimum price on the special order and income statements are 
as follows: 

Prici11g of Special Ord er 

(J0,000 units) f 

Variable co~t:, 10 be incurred: 

Raw mat,mals 425 

Oi1-ec1 labour 575 

Variahk overhead ill 
Variable co~I per unit (no ~Hing expenses) 1775 

f>c sin:cl profit 100 

Minimum price lill 
I ncreasc: in soles ~ 10.000 unit.~ >t t 1875-= t J,87,50,000 

Income Statement 

Without special Special order W i th speciRI 
order(") (l' } order (t) 

Salei; 6,00,00,000 I ,87,50,000 7.87.50,000 

les.~: Variablt i;osts. 85,00,000 42,50,000 1.27,50,000 
Dire1:t lab<tur l , l 5,00,000 57,50,000 1,72,50,000 
Variable foclory overhead 1,55.00.000 77,50,000 2,32.50,000 
Variable selling CO!.IS 16.50,000 -·· 16,50.000 
(2.75% of!il:lling price) 

Total variable costs J,71.50,000 l,77,50.000 5,49,00,000 

less: Fixed costs: 
fixed factvry overhead 

l ,25,00,000 - 1,25.00.000 

fb,cd selling & admn cost~ 72,50.000 ··- 72.50,000 

Total fiited cosL~ 1,97.50,000 -- 1,97,50,000 

Towl cos,s 5.69,00,000 1.77,.50.000 7 ,46,50.1100 

Net income: l>cforc toxc~ 31,00,000 10,00.000 41,00,000 
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From the above analysis it is clear that the acceptance of the speciaJ order wi ll 
increase the profit by ~ I 0,00,000. Also the bid price~ 1875) is significantly less than 
the normal price of t 3000. However, before arriving at a proper decision, 
management should consider factors other than just the immediate impact on income. 
An impo,t ant 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 rhe regular customers. 

6.12 REPLACEMENT DECISION 

Tt is very important decisioo. The differential costs which are important to retain or 
replace decisions are change in fixed overheads costs, loss on sale of old equ iprnent. 
capital investment and related costs such as rate of return and interest. Management 
should also consider differential benefits likely to be derived such as higher 
production and increased sales, realizable value of old machine, saving in o perating 
costs, tax advantages, if any. 

Example: If a company has purchased a plant for~ 2,00,000 five years ago wh ich has 
a life of 10 years with no salvage value. The present book value is ~ J ,50.000. 
Management is considering the replacement of this plant with a new p lant costing~ 
1 .80,000 having a I ife of five years with no scrap value at the end of its life. The costs 
of operating present plant and tJ1e proposed plant are as fo llows: 

P resent PlaJ1t Proposed Plant 
f t 

Variable costs: 
Labour. supplies. power etc. 90.000 58.000 
Fixed costs: 
Insurance. taxes c1c. 20.000 22.000 

20.000 16,000 

Deprec;i<1lion l,JO 000 96,000 

Jt appears that the proposed plant would result into cost savjngs of~ 34,000. However. 
the book value o f 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: 

l ..ahour, , upplies. power elc. 90.000 58,000 
Fixed costs: 20.000 22.000 
I n$urance, taxes etc. 0 16,000 
Depreciation 1,10,000 96,000 

6.13 SHUTDOWN OR CONTINUE DECISIONS 

Sometimes a business is faced with the possibility of a temporary shutdown. This 
analys is 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 
pOliion of fixed cost that is avoidable the firm may still be better off operating than 
shurting down the facility. Closing 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 oflegal expenditure and employee maintenance pay. There may 
be some otber costs too which have to be analyzed. 
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Example: An organisation is experiencing problems and thus the directors are 
considering whether or 11ot tne following should be closed down temporarily. 

A flexible budget is compiled giving lhc following details: 

fixed costs Production capacity 
(Fixed costs and Variable cost,) 

Close NormaJ 
40% 60% 80% 100°/4 

Down (l') (f) 

fa~tory overheads 5000 7000 10,000 I 1,000 12.000 13,000 
Admn. Overheads 4000 6000 6,500 7000 7500 8000 
Selling & Distribution 5000 7000 7,000 11000 9000 10,000 
overhead~ 
Misccllam.'<)US 1000 IOOO 1500 2000 2500 3000 
Oirl!(;t labour .. - 10,000 15000 20.00{1 25,000 
Direct material - - 12,000 1&000 24,000 J2,000 

Following infonnation is given: 

I. Present sales at 50% capacity are estimated at~ 30,000 per annum. 

2. Cost of closing down is estimated to be t 4500. For maintenance of plant and 
machinery t 800 per annum are spent. 

3. Cost of reopening is~ 2000 for overl1auljng of machines and getting ready and ~ 
l400 for training of personnel. 

4. rt is estimated that sales should fake an upward swing at around 70% capaci1y at 
prices which would produce revenue of ~ l ,00,000 in approximately twelve 
months' time. 

Advise to close down and temporarily or continue operations indetinitdy. 

Soltuio11: 
Statement of Profit (loss) 

Particulars Percentage Capacity Level 

Sales 0 50 70 
C O!>,S Nil 30.000 1.00.000 
Variable COS! l> Nil 33,000 47,000 
fixed C:OSIS 15,000 21,000 21 ,000 

(a) 150 units of X and 250 units ofY 

For Product X: 150 units X 3 450 
For Product Y: 250 units X 6 1500 

1950 
Less Fixed overheads 950 
Profit 1000 

(b) 400 units of Y only 
Contribution 400 X 6 2400 
Less fixed overbeads 950 

1450 
(c) 400 units of X and JOO units of Y 

Product X: 400 X 3 1200 
Product Y: l 00 X 6 600 

1800 
Less Fixed overheads 950 

850 
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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 buying 
products, keeping or dropping product lines, keeping or dropping customers, and 
accepting or rejecting special customer orders. 

Differential costs are often confused witl1 marginal costs. The main reason behind 
such confusion is due to the fact that both (marginal costing as well as differential 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. 
Differentia 1 costs are all the costs and only the costs that change as the resu It of a 
specific decision. In other words, it is the change in rntal cost associated with each 
alternative. ln 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 
concemed, it includes variable and fJxed costs if the 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-{~ 12,950), Conversion cost~ 10.250 and Specific fixed cost­
~ 2.500. 

Note: Decrease in costs shown within brackets. 

T11ese increases or decreases in cost are known as d_ifferential 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 "difterential 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 !eve!. 

The technique 'differential costing' deals with the impact on costs and revenues of a 
proposed course of action. DifferentiaJ 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 is selected 
instead of nnother and include variable as well as fixed costs. 

6.JS.J Salient Features of Differential Cost Analys is 

Some of the salient features of differential cost analysis are given below: 

• In differential cost analysis, costs are usuaJly presented on the basis of total 
costing technique (absorption costing). 

• Variable costs are rhe differential costs when the additional output does not 
involve tbe additional fixed costs. 

• lt is used for planning and decision-making only and not incorporated in the 
accounting record,;. (Books of accounts) 

• (t is intended for the comparison of the expected changes in costs and revenues. 

• Ir is applied only to the existing business and not suitable for new business set-up. 

• Differential costs are future costs. 

• Differential cost analysis is earned on using only relevant costs. 

• lt ignores the effect of residual costs. 

• Its purpose is to make a choice among a.ltcrnatives. That is the cause for 
subtracting the costs ar one level from that of another. 

6.16 MARGINAL COSTING VS. DIFFERENTIAL 
COSTING ANALYSIS 

Both marginal costing as well as differential costing techniques analyse tJ,e basic 
behaviour of costs, tha1 is, the fixed and variable costs. Due to this fact, both 
techniques are similar in some aspect5 and vary in some other factors. We focus on the 
similarities aod dissimilarities between these two techniques as follows: 

6.16.1 Similarities bcnveeo Marginal Costing and Differential Costing 

Similarities between marginal cost ing and differential costing are: 

Cost Am1lysis: Both arc techniques of cost anlaysis-that is behaviour of costs, 
especially fixed costs and variable costs. 

• Dccision-nwking: Both techniques undertake cost anlaysis to formulate policies 
and for taking decisions. 

• U11iform results: Marginal costing as well as differential costing would provide 
the same results whereas the fixed costs remain unchanged for alternative course 
of act ions. 

• Resembla11ce in Concept: An economist's concept of marginal cost bears 
resemblance tQ differential cost concept. 

• /11/ormati'.011 to Management: Besides decision-making process. both the 
techniques provide other related information on cost analysis ro the management. 

6.16.2 Differences between Marginal Costing and Differential Costing 

Differences between marginal costing and differential costing are given as following: 

• Scope: Differential costing has a wider scope. lt can be successfully w;ed for a 
large number of alternative pJ"oposaJs. On the contrary, the application of marginal 
costing is limited. 
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• Ascertainment: ln practice, it is difficu It to ascertain differential costs in a precise 
manner. However, marg inal costs can be asce1tained with case by adding p rime 
cost to variable overheads. 

• Period Covered: Differential costing can be used in short, medium and long-temi 
decision making while marginal costing is used for short-term and medium-tern, 
decisio n making. 

• Part of Accounting System: Margina l costing can be incorporated into the 
acco unting system while in the case of difTerential costing, account ing 
infonnation is used. 

• Tools Used: Differential costing makes use of incremental costs, incremental 
revenues and incrementa l profit as Cools for decision making. However, marginal 
costing uses break-even analysis, PV ratio, CVP analysis as tools. 

• Compatible with Other Cost Systems: Differential cost ing can be used bot11 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 or differential-cost-analysis 
techniques for taking any valuable policy decision and planning for profit, which are 
as follows: 

• Acceptance of Order: At times, a managem ent is confronted with the problern­
wJ1ether or not to accept specia l orders at a price below the existing price of the 
product. Differential cost analysjs assists in deciding sucl1 actions like whethe r to 
accept or reject the order. 

• Make-or-buy Decisions: The other problem that frequent ly daunts the 
management is whether it is more profitable lo make or buy the component parts. 
This can be solved by apply ing differentia l cost analysis. 

• Further Process Decision: Some of the products (semi-finished products) rnay 
attain a consumable stage. At this stage, the management may not be able to 
decide o n the issue whethe r the product can be sold in that semi-finished stage 
itself or to process them further, diffe rential cost analysis will p rovide a suitable 
solut ion for this. 

• Pricing Decisions: Proper pricing of products is necessary. Interplay of factors­
cost and revenue--can be analyzed best by this technique. 

• Operation vs. Shut-down Decisions: At times of eco nomic recession, many 
managers may be in a dilemma whether to run the production continuously or shut 
down temporarily till 1he economic scenario improves, Proper differential cost 
analysis will prov ide an apt decis ion whether to operate or shut the plant. 

• Sales Policies: Differe nrjal cost analysis assists in arriv ing at a decisi_on with 
respect to the following: 

❖ Introduction of a new product. 

❖ Expansion of selling activities geographically. 

❖ Sales pro motion activ ities, etc. 

• Volume of Production: Differential cost analysis is helpful in deciding the 
volume of production upon w hich a maximum pro lit can be earned. 

http:decisi.on
http:costi.ng


6.18 TYPES OF CHOICE DECISIONS 

Most managemenr decisions may be referred to as alternative choice decisions. 
Alternative choice decisions cover situations with two or more alternative courses of 
action from which the manager (decision maker) must select the best alternative. A 
decision involving more than two alternatives is called a multiple alternative choice 
decision. Some examples of alternative choice decisions are: make or buy, own or 
lease, retain or replace, repair or renovate, now or later, change versus status quo, 
slower or faster, cxpor1 versus local sales, shutdown or continue, expand or contract, 
change the produce-mix, take or refuse orders, place special orders, select sales 
territories, replace present equipment with new machinery, sell at split-lip point or 
process further. etc. 

Some of the above alternative choices decisions and the information relevant to the 
decisions arc discussed below: 

6.18.1 Lease or Sell 

Management may have a choice b~twccn leasing or selling a piece of equipment that 
is no longer needed in the business_ ll1c relevant factors to be considered are the 
differential revenllcs and differential costs associated with the lease or sell decision. 

Example: A corporation can sell an asset for noo,ooo less a 6% selling commission. 
An alternative would be to lease the asset fo r fi ve years at t40,000 per year less 
<'35,000 in cost,; over the five years. Which decision would you make? 

Differential Revcmue frttm allema11vcs 

Revenue from selling t '200,000 

Revenue from leasing t 200.000 

Dirterential Rc:,•enuc 

DilTerentioJ co~, ofahemarive,; 

Cost ofscllil\g: Commissions 6% of ~ales price t 12.000 

Cost of leasing: opcnitmg costs t 35.000 

IJiflcrential COSI -
Net difTerc:ntinl loss from lca.~ing 

Therefore we should sell tl,e asset and save t 23,000 in additional costs. 

6.18.2 Discontinue a Segment or Product 

f O 

-~ 23,000 

-t" 23.000 

When a product or a department, branch, territory, or other segment of a bus iness is 
generating losses, the management may consider elimioatiog the product or segment. 
It is often assumed, sometimes in error, tl1at the total income from operations of a 
business would be increased if the operating loss could be elimi nated. Discontinuing 
the product or segment usually eliminates all of the product or segment's variable 
costs. However. if the product or segment is a relatively small part of the business, 
discontinuing it may not decrease the fixed costs. 

lf contribution margin > 0 then continue production. 
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Ex.ample: 

Shampoo Conditioner Lotion Total 

Sales ~ 500,000 t 400,000 , 100,000 , 1.000.000 

Cost of goods sold 

Variable ~ 220,000 t 200.000 , 60,000 '480,000 

fixtd t 120.000 , 80,000 , 20,000 , 220,000 

Total CGS f 340,000 t 280.000 , 80,000 '° 700,000 

Gross profit ~ 160.000 t 120,000 t 20,000 , 300.000 

Operating expenses 

Variable ~ 95.000 ~ 60,000 , 25,000 , 180,000 

Fixed t 25.000 t 20,000 , 6,000 t51 ,000 

lotal ~ 120.000 , 80,000 , 3 1,000 , 231,000 

Income , 40,000 f 40,000 , (ll,000) , 69,000 

Should we discontinue the production of Lotion? 

Sales f 100,000 

Variable cost o f good.~ StJld '60,000 

ManufacLuring margin , 40,000 

Variable operating expenses , 25,000 

Contribution MaTgin t 1S,000 

Since contribution margin is. positive, we continue production of the product. 

6.18.3 Make or Buy 

TI1e assembly of many parts is ofteJ1 a major e lement in manufacturing some products, 
such as autos. The product's maoufacturer may make these parts or they ,may be 
purchased. Management uses differentia l cosls to decide wbed1er 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 manufacruring, 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 lhe Neltur Technical Tra ining Foundation, Bengaluru to 
design the tool for the panel and to manufacture regularly to the tune of the orders. 

The leading four wheelers manufacturer in India 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. 17Je cost of purchasing 
the product is~ 240 a unit. Should we make or buy? 

Solution: Does it have unused capacity? Yes 

Total variable costs of production: 

Direct materials " 80.00 
Direct labour 

Variable factory overhead 

~ 75.00 
~ 52.00 

Total variable costs ~ 202. 00 

Total cost of purchasing " 240.00 

Since it is cheaper to produce tnan buy, we will produce and save ~ 38 per unit. 



JI 

6.18.4 Replace Equipment 

The usefulness of fixed assets may be reduced long before they are considered to be 
worn out. Equjpment may no longer be efficient for the purposes for which it is used. 
On the other hand, the equipment may not have reached tbe point of complete 
inadequacy. Decisions to replace usable fixed assets should be based on relevant costs. 
The relevant costs are the future costs of continuing to use the equipment versus 
repJacement. The book values of the fixed assets being replaced are sunk costs and are 
irre)evant. 

Example: The business is considering the disposal of a machine with book viiJue of 
~ l 00,000 and an estimated remaining life of five years. The old machine can be sold 
for ~5.000. The oew machine has a cost of~ 250,000. The new machine would have 
a life of five years and no residual value. Analysis indicates that the estimated annual 
reduction in variable manufacturing costs from ~25,000 with the old machine to 
t'l 50.000 per year with rhe new machine. Should we buy tlle nev.· machine? 

Solution: 

Sales price of old f 25.000 

Cost savings: 

Old machine f 225,000 

New machine '{ 150,000 

Savings per year f 75.000 

X tive years X 5 years , 375,000 

t'otal savings f 400,000 

Cosl of new machine f 250,000 

Diffcremial income t l 50.000 

We should sell the old machine since the savings from the new machine docs 
outweigh the costs. 

6.18.5 Process or Sell 

When a product is manufactured, jt progresses througj1 various stages of production. 
Often a product can be sold at an intennediare stage of production, or it can be 
processed further and then sold. Only process further if the revenue is greater than the 
total costs of production. 

Example: Assume that a business produces kerosene in batches of 4,000 gallons. 
Standard quantities of 4,000 gallons of direct materials are processed which cost 
< 0.60 per gallon. Kerosene can be sold wirhout further processing for t 0.80 per 
gallon. Jt can be processed further to yield gasoline, which can be sold for f J .25 per 
gallon. Gasoline requires additional processing costs of~ 650 per batch and 20% of 
the gallons of kerosene will evaporate during production. Should we seJI or process 
futtber'? 

Solution: 

Kerosene 
Sale.$: 4,000g x t 0.80 r J,600 
Costs of production: ~ 2,400 
4,000g X ? 0.60 
Revenue from sale~ of kerosene 000 

Gasoline 
Sales: 3,200g* x t 1.25 ~ 4,000 

Contd .. , 
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Kerosene ~ 2,400 

Gasoline H50 

Total costH1f production , 3,050 

Revenue from sales of gasoline t 950 

Since 1he revenue from sales of kerosene is less than revenue from sale of gasoline, 
then gasoline wi ll 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 
bus iness is compared to the differential costs of producing and de livering the product 
to the customer. If the company is operating at full capacity, any additional production 
"viii in<.:rease both fixed costs and variable. However, the normal production or the 
company is be low full capacity, additional business may be undertaken without 
increasing fixed production costs. Only view variable costs. 

l!,,x.ampfe: Assume that the monthly capacity is 12,500 wiits. Current sales and 
production are 10,000 units. TI1e current manufacturing c~sts are Z 20 per unit with 
fixed costs of t 7.50. T11e normal selling price of the product is ~ 30. The 
manu facturer receives from an e>..-po11er an oJTer for 5,000 units at~ 18 per unit. The 
production can be s pread over three months. Should we accept the special offer? 

Do we ha.ve unused capacity? 

Solution: Yes, capacity is 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 ~ 20.00 

l,ess fixtd costs r 1.so 
V;iriable costs of production ~ 12.50 

Special offer ~ 18.00 

Revenue from special offer ~ 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 decis ions, such as whether to accept business at a price lower than the normal 

p1ice. The nonnal selling price must be set high enough to cover all costs and 
expenses and provide a reasonable profit The normal selling p1ice can be viewed as 
the targeted selling price to be achieved in the long run. The basic approaches to 
setting this price are as follows: 

Marht Methods Cost plus Methods 

Demand based Total cost concept 

Competition based Product cost concept 

Variable cost concept 

Managers using the market methods refer to the external market to detennine the 
price. 

Demand bast:d methods set the price according to the demand for the product. 
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l f 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 IO'w. 

Managers use the cost plus methods price of the product in order to achieve a targe1 
p.rofit. 

Managers add to the cost ao amount called MARKUP. 

6.18.8 Worth of Production 

Cost of the production< Price of the product available i.n the market 

The :firm is better 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 than the manufacturing of a 
product. The finn is bener advised to buy the product rather than the manufacturing of 
the prnduct. ff the product price comes down to tl1e price of~ 16, facilitates the firm to 
save Re J from the cost of manufacturing. 

Example: A refrigerator manufacturer purchases a certain component @~ 50 per unit. 
ff he manufactures the same product he bas to incur a fixed cost of ~ 20,000 and 
varjabJc cost per unit is t 40, when can the manufacturer make on his own or when he 
can buy from outside? 

When the r equirem ents are t' 5,000 units, will you advise to make or buy'! 

Solution: The very first point to be found is that Break-even po int in units. 

The break-even point is detennined in units at which the cost of buying is equivalent 
to the cost of manufactudng. 

The cost of purchase per unit is t 50. 

(f the same product is manufactured, what "vould be the total cost of manufacture? 

Total cost of manufacture-:= Total fixed cost + Variable cosr 

Tbe cost of buying is felt that an exorbitant one than the cost of manufacturing. 
Having observed, as a manufacturer undergoes for the manufacturer of a component. 
ff he manufactures a component, he could save f l 0 ~ 50 - ~ 40), wl1id1 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 unit"' Selling price in the market - Cost of manufactlire 

Contribution margin per unit is n.othing but the amount of savings to the manufacture. 

Amount of savfogs out of the manufacture = Purchase price - Variable cost 

Though the firm enjoys savings, it is requfred to additionally incur fixed cost of 
operations ~ 20,000. 

Fixed cost 
Break-eveo point in units:: ----------­

Purchase price - Variable cost 

At 2,000 units, 1l1e firrn considers both alternatives are incurring equivalent volume of 
Cost in manufacturing. 
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Cost of buying for 2 ,000 units 

= 2,000 units x ~ 50 per unit =~ 1.00,000 

Cost of Buy ing 

= ~ 20,000 + 2,000 units x f 40 = ~ 1,00,000 

] Brnak even fo Rupees 

From the above, it is obviously understood that both are bearing equivalent amount of 
costs. Jr means none is profitable or non-profitable. 

Which one is better for the firm? 

No. ofUoits Manufacturing cost Buying cost Decision 

@ 2.001 unit~ t 20,000 + f 80,0040 200 I >< ~ 50 Manulacruring cos1 < Buying cost 

= ~ 1,00,040 "''° 1.00,050 Advisal>le Lo manufacture 

:?i) 1.999 units , 20,000 + t 79,960 1,999 >-. f 50 Manufacturing cost > Buying cost 
= t 99,960 ~ 99,950 Advisable to Buy 

The next step is to identify the worth of either manufacturing the units or buying the 
units at 5,000. 

If the manufacturer buys from the outsiders~ 5,000 x ~ 50 = ~ 2,50,000 

lf the same manufacturer produces the component instead of buying 

= ~ 20,000 + ~ 2,00,000 =? 2,20,000 

From the above, the company is finalJy 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 tJ)e sales volume (Rupees) at desired level of profi t, the existing fomrnla 
for finding out tl1e break even sales has to be redesigned. 

Fixed Cost 
Break Even Sales (Rupees) = . 

PY ratio 

The above fonnula is in accordance with the method or coverage i.e. covering the 
fixed cost and profit. 

Contribution = fixed Cost + Pro tit 

To eam desired level of profit, which the firm intends to earn should have to be 
combined with the fixed cost, are the two djfferent components to be covered only in 
order to fU1d out the contribution level to the tune of unchanged selling price and 
variable cost per unit. 

l f S 1 (R ) Fixed Cost + Desired Level Profit 
New vo ume o ales upees = - - - - - - - - - - - -

PV ratio 

Example: From the following information relating to Quick Standards Ltd .. you are 
required to find out ( i) PV ratio ( ii) break-even point (iii) margin of safety. Calculate 
the volume of sales to cam profit oft 6,000. 

Total Fixed Costs 

Tota l Variable Cost 

Total Sales 

~ 4,500 

t 7,500 

~ 15,000 
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Soluti011: First step to find out the Contribution volume 

Sales ~ J 5,000 

Variable Cost ~ 7,500 

Contribution 

Fixed Cost 

Profit 

t 7,500 

~ 4,500 

~ 3,000 

(i) Second step to detennine the PY ratio 

Py . Contribution 
100 

7,500 
ratio ""' -----x = --

Sales 15,000 

TI1ird step to fmd out the Break even sales 

X 100 = 50% 

. . Fixed cost 4 500 
(11) Break even sales= - - -- = - ·- == 9,000 

PV ratio 50% 

(iii) Margin of safety can be found out in two ways 

(a) Margin of Safety = Actual sales - Break even sales 

= ~ 15,000 - t 9,000 = Z 6,000 

. Profit 
(b) Margrn of Safety = . 

PVrat10 
Z 3,000 -~ 6 000 

50% ' 

( iv) Sales required to earn profit ::: ~ 6,000 

To detem1ine the sales volume to earn desired }evel of profit 

Fixed cost + Des.ired Profit 
"' - ---------

PV ratio 

= f4,500 + Z 6,000 = z 21 000 
50% ' 

Example: 

Break even sales t l,60,000 

Sales for the year 1987 ~ 2,00,000 

Profit for the year 1987 t J 2,000 

Calculate: 

(a) Profit or loss on a sale value of~ 3,00,000 

(b} During 1988, it js expected that selling price will be reduced by l 0%. What 
should be tl1e sale if the company desires to earn the same amount of profit as 
in J 987? 

Solution: The major aim is to compute fixed expenses. 

ln this problem, the profit volume is given which amounted f 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. 

Before finding out the PY ratio. the margin of safety should be found out. 

Margin of safety == ActuaJ sales - Break even sales 

= t 2,00,000 - t I ,60,000 == f 40,000 
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Anotl1er fomrnJa for to find out the Margin of safety is as follows: 

. Profit 
Margm of safety = --­

PY ratio 

Profit 
PV ratio= = ~ 12,000 

Margin of safety < 40,000 

What is PV ratio? 

Pv 
. Contribution 

1 00 ratto= -----x 
Sales 

J O%= Contribution 
'( 2,00,000 

Contribution= t 2,00,000 30% = < 60,000 

30% 

Now with the help of the available information, the fixed expenses are to be found 
out from the illustrated fonnu la 

Fixed expenses= Contribution - Profit=< 60,000 ··· < 12,000 = t 48,000 

The next one is to find 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 - ~ 60,000 = Variable cost=< l ,40,000 

(a) Profit or Joss on the sale value oH 3,00,000 

For a sale value of~ 3.00,000 what is the contribution? 

Contribution fort 3,00,000 sale= t 3,00,000 x 30% = ~ 90,000 

Profit or Loss = Contribution - fixed expenses 

= f 90,000 - < 48,000 = t 42,000 (Profit) 

(b) Saks to be found out to earn same level of profit 

Sale value reduced 10% from the actual 

~ 2,00,000 - t 20,000 = ~ l ,80,000 

Variable cosl = ~ 1,40,000 

Contribution = ~ 40,000 

For the new level of sale volume in rupees. the new PV ratio has lo be found out 

P 
. Contribution f 40,000 

100 219 
. 

V ratio= --- --x 100 = - ---x = times 
Sales ~ 1,80,000 

The next important step is to determine the volume of the sales to earn the desired 
level of profit 

~ Fixed expenses+ Desired level profit 

PY ratio 

~ 48,000 + ~ 12,000 

2/9 

= ~ 2,70,000 
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Example: SY Ltd., a multi-product company, furnishes you the following data 
relating to the year I 979: 

Particulars First half of the year Second half of the year 

Saks < 45,000 t 50,000 

Total cost < 40.000 < 43.000 

Assuming that there is no change in prices aod variable costs that the fixed 
expenses are incurred equally in t.he two half year periods, calculated for the year 
J 979. Calculate the foJ!owing: 

(a) PV ratio 

(b) fjxed expenses 

(c) Break even sales 

( d) Margin of safety 

Solution: (a) n,e first step is to find out the PY ratio 

F I 
r PY . Change in Profit 

100 ormu a 1or ratio = --'------ x 
Change in Sales 

To identify the change in profit, the profits of the two different periods should 
be known 

Profit = Sales - Total cost 

Profit of the first half of the year=~ 45,000 -t 40,000 = ~ 5,000 

Profit of the second half of the year = t 50,000 - f 43,000 = r 7,000 

Change in profit = ~ 7,000 - f 5,000 == ~ 2,000 

Change in sales =: ~ 50,000 - < 45,000 = < 5,000 

. < 2 000 
PV ratio :: ' x 100 ::: 40% 

~ 5,000 

(b) Fixed expenses, to tind out the contribution should be initially found out 

Contribution = Sales x PY ratio 

=-" ~ 50,000 X 40% ""< 20,000 

The fixed expenses to be found out through the following equation: 

Contribution - fixed expenses = Profit 

t 20,000 - ~ 7.000 -= ~ 13,000 = Fixed expenses 

The fixed expenses found only for six months; for the entire year 

"" ~ lJ ,000 X 2 = < 26,000 

(c) BE Sales 

_ Fixed expenses 

PY ratio 
~ 26,000 ~ 65 000 

40% ' 

(d) Margin of safety=: Total sales - BB sales 

The next component co be fouod out is total sales 

Total sales=-= Sale of the first half of rhe year 
+ Sale of the second half of the year 

= r 45,ooo + ~ so,ooo = < 95,ooo 
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Margin of safety = ~ 95,000 - ~ 65,000 = ~ 30,000 

M 
. f fi . f 30,000 

argm o sa ety m percentage of sales = ----x I 00 = 31.578% 
~ 95,000 

6.20 ACCEPTING THE EXPORT OFFER 

Example: 

TI1e cost statement of a product is furnished below: 

Direct material ~ l 0.00 

D irect wages ~ 6.00 

Factorv overhead 

Fixed ~ 1.00 

Variable ~ 1.00 ~ 2.00 

Administrative expenses ~ 1.50 

Selling or distribution overhead~ 

Fixed < 0.50 

Variable ~ 1.00 

~ l .50 

Selling price pe r unit ~ 24.00 ~ 21.00 

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~ 20 per 
unit. 

Advise the manufacturer whether the order should be accepted, what will be your 
advice if the order were from the local merchant? 

Solution: The acceptance of the o.rder is mainly based on the two important covenants 
viz. Additional cost and Additional revenue. 

lf tl1e 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. 

Decision criteria 

Marginal/ Additional cost for the additional order of 15,000 units 

Per unit (t) 15,000 units 

~clling price 20 3,00,000 

Less: Marginal w st ~ 

Direct material 10.00 

Direcl wages 6.00 

Variable overhead 

Factory 1.00 

Selling & Dislribulion l.00 18 2,70,000 

2 30.000 

The acceptance of the orde r will generate margina l profit ofl' 30,000 which should be 
accepted. The fixed portion of the factory and selling overheads were already met out 
which should not be included again in the computation of the marginal or additional 
cost of the foreign order placed by the business enterprise. 



Instead. if the firm accepts the local order at tbe rate oft 20; which automatically will 
spoil the relationship with the loyal customers who regularly purchase at the rnte of t 
24. This will lead to cannibalization of the existing pricing strategy. 

6.21 KEY FACTOR 

Key factor is nothing but a limiting factor or deterring factor on sales volume, 
p1oduction, labour, materia1s and so on. 

The limiting factor normally differs from one to another. 

Volume of sales: the limiting factor is that production of required number of articles. 

Volume of production: the limiting factors are as follows in adequate supply of raw 
materials, labour, inability to sell the produced articles and so on. 

The limiting factors are studied in the lights oftbe contribution. The limiting factor is 
bearing the inverse relationship with the volume of contribution. To study the worth of 
the business proposals among the limiting factors, tbe contribution is considered as a 
parameter ro rank them one after another. 

Example: From the fo lJow ing data, which product would yot1 recommend to be 
manufactured in a fac tory. time being the key factor? 

Particulnrs Per 1rnit of Per unit of 
Product A f Produe1 8 t 

Oim:.1 Mntetial 24 14 

Direct Labour @ f I per hr 2 l 
Variabk overhead t 2 per hr 4 6 

Selling price 100 I 10 

Sllllldard tim~ to produce 2 Hours l I-IOU!"!, 

Solution: The product is being chosen by the manufacturer based on lhc ability of 
generating higher contribution. The higher contribution leads to a bener the position 
for the finn. The wortJ1 of the product is being selected on the basis of fol lowing: 

Paniculnrs Per unit of Product A f Per unit of Produc1 B ~ 

Selling price 100 I 10 

I.es~ : Dircc1 Ma1crial 24 14 

Oircct Laoour (~ t l per hr 2 3 
Variable overh1Jad <' 2 per hr 4 3(} 6 23 

Con1rlbu1ion 70 87 
S1.andard time to produce 2 J lours 3 Houn, 

Conlributiou per hour per product f 70/2 f:lrs = '{ 35 t 8713 Hrs ~ '29 

From the above calculation, ii is obviously understood that the firm is having higher 
contribution margin per hour i:n the case of product A over the other one, portrays the 
product A is betrer than B. 

Example: Tbe following parricu lars are obtained from costing records of a factory: 

Part iculars Per unit of Product A , Per unit or Product B ~ 

l>i rec1 Material t 20 per Kg 80 320 

Direct l..llbour @t IO per hr 100 200 

Variable overhead 40 80 

Sellin~ price 400 1.000 

Total fixed overhead~ t 30,000 
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Comment on (he profitability of each product during the following conditions: 

(a) Inadequate supply of raw material 

(b) Production capacity is limited 

(c) Sales quantity is limited 

(d) Sales value is limited 

Solution: The first step is to determine the contribution per product. 

According to the constraints given in the problem, contribution of two products should 
be compared. 

Partkulars Per unit of Product A, Per unit of Product .B" 
Selling price 400 1,000 
Direct M,ucrial t 20 per Kg 80 320 
Direct Labor @ ~ JO per hr JOO 200 
Variahlc ovl'.rhead 40 220 80 600 

Contribution 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 srudy the contribution margin per unit to the tune of given 
constraints of the finn. 

I. The first constraint is inadequate supply of the raw material. The raw materials are 
considered to be precious due to insufficient supply to the requirement of the firm. 
Having cons idered the scarcity of the raw material, the constraint in availing the 
raw material is denominated in tenns of ability of contribution generation. 

Particulars Per unit of Per unit of 
Product At Product B ~ 

Cl)ntribulion margin per WJit mo 400 

Consumption of raw material per 
unit 

Cosl Qf raw material R£f unjf _~12_= 4 Kgs Ll1Q. = 16 Kgs 
Cost ofmarerial per Kg no n o 
C01urihu1ion per Kg L.1.8..Q._ =- t 4 5 Uill!.. = ~ 25 

4Kgs 16 Kgs 

It obviously understood that the firm enjoys greater contribution margin per k.g. i11 
the case of Product A during the scarcity of raw material than the product 8. 

2. Then the production capacity of the firm is subject to the availability of the labour 
and the hours nonnally consumed by them for the production of a single product. 
Due to shortage of the labour, the firm should jdentify 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 b.our should be calculated. 

Particulars Per unit of Product AZ Per unit of Product B ~ 

Contribu1ion margin per unit 180 400 

Consumption of Labour Hrs 

rQst Qf kabour QCf unit 
Cost of Labour per Hour ~ J..QQ._ = l O Hn. f 200 = 20 Hrs 

~ 10 ~ 10 

Contribution per Hr of the , 180 = ~ JR ~ 400 =' 20 
product 10 Hr~ 20 Hrs 



The contribution per hour is greater in the case of the product B) considered to be 
as a better product among I.he given. It means that the fim1 has better opportunity 
to earn greater contribution in the case of product B than A 

3. The next one is that sale of the quantities is the major limiting factor. rt means that 
the vendor finds somewhat difficulties in selling the articles. While considering 
the difficulties in selling tbe quantities, the firm should identify the product which 
is able to generate greater contribution. 

from the earlier calculation, it is clearly understood that, the product B is bearing 
greater value of contribution margin per unit than the product. 

4. ff the sales value is considered to be a limiting factor. to choose one among 1he 
given products PV ratio is being applied as a measure. lt mean~ rhat the sales 
value of the products is ignored for comparison in between them. 'fo identify the 
better product, irrcspecUve of the price, PY ratio should be applied. The PY ratio 
of the Product A & B is calculated as follows: 

Profit volume ratio = Cootribution x 100 
Sales 

For A i::: 45% 

ForB = 40% 

The PV ratio is greater in the case of product A than .B. The producl A has to be 
chosen. 

6.22 SELECTING THE SUITABLE PRODUCT MIX 

In the market, dealership is offered by rbe various companies to the individual 
intermediaries in promoting the sale of products. Before reaching an agrecmeni with 
the company to acr as a dealer, normally every individual considers the profitability of 
the produc1 mix offered by the firm. For example, there are two different companies 
brought forth 1heir advertisemeots in of.fedng the dealership to rhe individual trading 
firms viz. HCL and JBM. 

The profitability under the dealershjp banner should be appropriately considered prior 
to take decjsion. To take rational decision, the finn should compare lhe profitability of 
both different dealerships of tv,o different giant industrial brands. 111e grea1cr share of 
the profitability in volume will be selected and vice versa. 

Ex"mple: fo llowing infom1ation has been extracted of F.XC£L Rubber Products Ltd. 

Direct materials A f 16 

Direct materials 8 t 12 

Direct wages A 24 Hrs at 50 pai:,-c per hour 

Direct wages B 16 Hrs al 50 paise per hour 

Variable overheads 150% of wages 

Fixed overhead:; ('l.50() 

Selling price A no 
Selling price 8 , 40 

TI1e directors want to be acquainted with the desirability of adopting any one of the 
following ahemativc sales mixes io the budget for the next period_ 

(a) 250 units of A and 250 uoits of B 

(b) 400 units ofB only 

(c) 400 unitS of A and 100 units ofB 

(d) 150 units of A and 3S0 units of 8 
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State which of the alternativ.e sales mixes you would re<:ommend to the 
management? 

Solutio11: The first step is to determine the contribution margin per unit of A and B. 

The determination of the contribution of product A and B are through the preparation 
of Marginal costing statement 

Par1iculars Produce At 

Selling price 50 

Less: Direct Materials 16 

Direct wages 12 

Variable overheads 18 

Variahle cost 46 
Conlriburion 4 

The next step is to determine the profit level of every mix_ 

(a) 250 units of A and 250 units ofB 

Produce B ~ 

40 
12 

8 

12 

32 
8 

The first step is to detennine the total contribution of the mix. Why the total 
contribution has to be found out? 

(b) 

(c) 

(d) 

The main reason is to determine the profit level of Jhe mix through lhe deduction 
ofthe fixed overheads 

Product of A 250 units f 4 = t 1,000 

Product ofB 250 units~ 8 = ~ 2,000 

Contribution ~ 3,000 

Fixed overheads ~ l ,500 

Profit ~ 1,500 

400 units of B only 

Product 8 Contribution 400 units~ 8 = Z 3,200 

Fixed overheads ~ 1,500 

Profit ~ 12700 

400 units of A and 100 units ofB 

Product of A 400 units f 4 <' 1,600 

Product ofB 100 units ~ 8 ~ 800 

Contribution <' 2,400 

f ixed overheads f 1500 

Profit ~ 900 

J 50 units of A and 350 units of B 

Product A 150 units <' 4 <' 600 

Product B 350 units~ 8 ~ 2,800 

Contribution t 3,400 

Fixed overheads ~ 1,500 

Profit t 11900 

Mix A B C D 
Contribution 1.500 1,700 900 1,900 

The profit level among the given various mixes, the mix (D) is able to generate 
highest volume of profit over the others. 



6.23 DETERMINING OPTIMUM LEVEL OF OPERATIONS 

Under this method, the level has to be found out which is having lesser selling price, 
cost of operations and grea1~r profits known as optimum level of operations. 

Example: A factory engaged in manufacturing plastic buckets is working at 40% 
capacity and produces J 0,000 buckets per annum. 

The present cost break up for bucket is as under: 

Material 

Labour 

Overheads 

t' 10 

t3 

~ 5 (60% fixed) 

The selling price is ~ 20 per bucket. 

ff it is decided lo work the factory at 50¾ capacity, the se lling price falls by 3%. At 90 
% capacity the sellin.g price falls by 5% accompanied by a similar fall in the prices of 
material. You are required to calculate 1he profit at 50% and 90% capacities and also 
calculate break-even point for the same capacity prodllctions. 

TI1e very first step is ro compute number of unit's at every level of capacity i.e. 50% 
and 90%. 

Bur in this problem, 40% capac ity utilization is given which amounted 10,000 unirs. 

F o I 0,000 . 50 2 00 . or 50 Yo c: --units x =-' l ,5 unns 
40 

I 0,000 units . 
For 90 % = - --- I( 90 = 22,500 unite; 

40 

Tite import.ant information is dial lhc changes taken place in the selliog price of the 
product. 

Selling price = ~ 20 @ 40% i .e .. l 0,000 units 

Selling price @ 50% i .e 12,500 units=~ 20 - 3% on t 20 = ~ 19.40 

Selling price @90% i.e. 22,500 units = ~ 20 - 5% on ~ 20 :: t 19 

While preparing t11e marginal costing statement, the fixed cost portion sbould not be 
included for the computation of the contribution. 

The next step is to prepare the marginal costing statement. 

Particula~ SO % capacity 90% c11p11city 
(12,500 t!nits) f (22,500 units 

Per unit t Total t Per unit f Total f 

Selling price 19.40 2,42.500 19.00 4,27.500 

Less: Direct Mutcriali: 10 1.15,000 9.50 2, 13,750 

Direci wage~ 3 37,500 3 67,500 

Variable overheads 2 25,000 2 45.000 

Variable COSI 15 14.50 

Con1rihution 4.40 55.000 4.50 1.0J,250 

f ixed OOSIS 30.000 30,000 

Profi• 25.000 71,250 
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The Jast step is to determine that the break-even point 

Particulars 50 % ca pacity 12,500 1111i1.s 90% capacity 22,500 units 

Dreak-even point in units ~ 30,000 f 30.000 
rixeu cost ~ 4.40 t 4.50 

= 
Contribution margin per unit = 6,818 units = 6,667 units 

Break-even point in value 6,8J8 units X ~ 19.40 6,667 units x t J 9 

OEP in units x Selling price = t 1,32,269 .2 = t 1,26.673 

6.24 ALTERNATIVE METHOD OF PRODUCTION 

It is a method to identify the best method of production to generate greater 
contribution as well as profit. The method which is able to earn greater profit only will 
be considered, known as limiting factor method. 

Example: Product X can be produced e ither by machine A or machine B. Machine A 
can produce I 00 units of X per hour and machine B 150 units per hour. Total machine 
hours available during the year are 2,500. Taking into account the following data 
determine the method of profitable man ufacture. 

{'er unit of Product X 

Machine A MachineB 

t ~ 

Marginal Cost 5 6 

~clling Price 9 9 

Fixed Cost 2 2 

Solution: 

Profitability S tatement 

Machine A MachineB 

Selling Price per unit (t) 9 9 

Less : Mlllginal Cost~) 5 6 

Contributions per unit (t ) 4 3 

Output per hour I 0-0 unil I 50 units 

Contributions per hour (t) 400 450 

Machine Hours per year 2,500 2,500 

Annual Contribution (~) 10.00.000 11.25,000 

t lence, production by machine I:) is more: profitable-. 

6.25 MARGINAL COSTING VS. ABSORPTION COSTING 

Marginal cost ing is also termed as variable costing, a technique of costing which 
includes only variable manufacturing costs, in the form of d irect materials, direct 
labour, and variable manufacturing overheads whi le determining the cost per unit of a 
product. Whereas Absorption costing is a costing technique that includes all 
manufacturing costs, in the fonn of direct materials, direct labour, and both variable 
and fixed manufacturing overheads, wh ile detennining the cost per unit of a product. 
It is a lso referred to as the fu ll-cost technique. 

In the costing of product/service, a marginal costing technique considers the 
behav ioural character istics of costs (segregations of costs into fixed and variable 
e lements), because per un it 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 useful for sho1Herm plaru1ing, control 
and decision-making, particularly in a business where multi-products are produced. ln 
marginal cos1ing tecbnique, the contribution is calculated after deducting variable 
costs from sales value with reference to each product or service, in order to calcuJate 
the total cootribution from all products/services which are made towards tbe total 
fixed costs incurred by the business. As the fixed costs are treated as period costs, are 
deducted from total contribution lo arrive at net profit. 

In tbe co111cxt of costing of a product/service, fill absorption costing considers a share 
of all costs incurred by a business to each of its products/services. fn absorption 
costing technique, costs are classified according to their functions. The gross profit is 
calculated after deducting production costs from sales and from gross profit, costs 
incurred in relation to other business functions are deducted to arrive at the net profit. 

Absorption costing gives better information for pricing products as it includes both 
variable and fixed costs. 

Marr,inal costing may lead to lower prices being offered if the firm is operating below 
capacity. Customers may still expect these lower prices as demand/capacity increases. 

6.25.1 Profit Statements under Marginal and Absorption Costing 

The net profit shown by margir,al costing and absorption costing techniques may not 
be the same due to the different treatment of fixed manufacturing overbeads. Marginal 
costing technique treats fixed manufacturing overheads as period costs, where as in 
absorption costing technique 1hcse are absorbed into tbe cost of goods produced and 
onJy charged against profit in the period in which tl10se goods are sold. ln absorption 
costing income statement. adjustment pertaining to under or over~absorption of 
overheads is also made ro arrive at the profit 

Terms arc explained as below: 

Product and Period Costs: 

I. Product cos-rs: TI1e costs of manufacturing tlle products; 

2. Period cost~-.· These arc the costs other than product costs that are charged to. 
debited to, or written off lo rhe income s1atemcnt each pcdod. 

A Case Example on Marginal and Absorption Costing: 

Data for a Quarter fo r a manufacturing company: 

Level of Activity 60% 100% 

Sales and Production (Units) 
, 

36,000 60,000 

t ('000) ~ ('000) 

Sales 432 720 

Production c()~ts: 
{Variable and lixt?d) 366 510 

Sales. distribution and administration cost.~ 
(Variable and fixed) !26 150 

The no1U1al level of activity for the current year is 60,000 uruts, and fixed costs are 
incurred evenly throughout 1he year. 

Tbere were no stocks of the product at the start of the quarter, in which J 6,500 
units were made and 13,500 units were sold. Acrual fixed cosls were tbe same as 
budgeted. 
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out as under: 
Production 
Costs("_) 

lotal costs of 60,000 units (fixeu plus variable) 5,10,000 
Total costs of36,000 uni!s (fixed plu~ variable) 3,66,000 
DilTcrence = variable costs of 24,000 nni l~ 1,44,000 
Variable COSb per unit ~ 6 

Production 
Costs (f ) 

rota ! cost$ of 60,000 unics 5.1 0,000 
Variable costs of 60,000 u11its 3,60,000 
Fixed costs 1,50,000 

The rate of absorption of fixed production overheads w ill therefore be: 

t 1 ,50,000 + 60,000 = f 2.50 per unit. 

Sales etc. 
costs~) 
1,50,000 
1,26,000 

24,000 
~ J 

Sales etc.. 
Costs ~ J 

l 50,000 
60,000 
90,000 

(i) l11e fixed production overhead absorbed by the products would be ·16,500 units 
produced x ~ 2.50 =a r 41,250 

(ii) Budgete<l an.nual fixed production overhead = t 1,50,000 
t 

Actual quarterly fixed produ1..tion overhead = budgeted quarterly fixed 37,500 

production overhead {1.50,000 -'- 4) 

Production overhead absorbed into rroduction f see (i) abovel 41,250 

Ovcr-absorplion of tlxed production overhead 3,750 

(iii) (a) Profit statement for the quarter using Absorption Costing 

~ ' < 
Sales ( !3,500 x < 12) 1,62,000 

Cosls of production (no opening stocks) 

Value of stocks produced (16.500 x t 8.50) l,40,250 

Les~ value of closing stock 

(3,000 units x full production cost of ~ 8.50) (25,500) 

I, 14,750 

Sales elc. Cost~ 

Variable (13,500 x < l) 13,500 

Fixed (1/4 of < 90,000) 22,500 

36,000 

Total cost of sales 1,50,750 

Less over-absorbed production overhead 3,750 

1,47,000 

Profit 15,000 

(b) Profit statement for the quarter using Marginal Costing 

< ~ 

Sales (JJ,500 x t 12) 1,62,000 

Variable costs of production (16,500 x < 6) 99,000 

Less value or closing stocks (3,000 x t 6) 18.000 

Variable production cost of sales 8 1,000 

Variable sales etc. costs (13,500 x , I) IJ,500 

Total variable cost of sales ( 13,500 x < 7) 94.500 

Contribulion ( 13,500 x at' 5) 67,500 

Fixed CostS: Production 37,500 

S.iles etc. 22,500 

60,000 

Profit ?,500 



umclw;io11: f-Jcnce, Profits as shown by Marginal and Absorption Costing techniques 
are not the same, due to the reasons explained above. 

Cht>ck Your Pro0 rcss 

Fill in the blanks of the following: 

1. Marginal cost is rhe amount by which total cost changes when there is a 
change io output by ___ _ 

2. Absorption costing also knowo as ____ _ 

3. The _____ expresses the relation of contribution ro sales. 

4. _____ is a technique of studying cost-volume-profit relat iooship. 

5. Contribution refers to the excess of selUng price over the variable cost is 
also known as -----

6. The angle for,ned at the right side of the break-even point indicates the 
___ area. 

6.26 LET US SUM UP 

• Marginal costu,g is one of the special techniques of costing used fo r analysis and 
iotcrpreting cost dat.i for the purpose of assessjog the profitability of the products, 
depanments and cosl centres. Economists defioe marginal cost a.~ the additional 
co~t of producing one additional unit of product. This shall include an element of 
fixed cost also. 

• Marginal cost is the amount by which total cost changes when there js a change in 
outr,ut by one unit. Jn marginal costing. only variable costs are charged Lo cost 
units. Variable cost is one wbich tends to vary directly with the volume of output. 
In marginal costing, a differentiation is made bet,,vcen d1e fixed costs elements 
and the variable costs e lements. No other category of costs is taken into 
considerat ion. Sometimes a decision bas to be made whether to manufacture a 
comronent or a product or to buy it readymade from the market The decision to 
purchase ii would be having taken if the price paid recovers some of the fixed 
expenses. 

• Under marginal costing, selling price is fixed on the basis of contribution. In case 
of co~t plus contract, it is very difficult to fix price. Cost-volume-profit analysis is 
a part of marginal costing. The cost-voJume-profit analysis is the analysis of three 
variablcs1 viz., cost, volume and profit. Jn cost-volume-profit analysjs, an attempt 
is made to measure variations of various costs and profit with the volume. The 
1:: lement of cost can be written in the form of an equation. This equation is known 
as ' marginal cost equation '. The important element of the marginal cost equation 
is 1he ' contribution' factor which is resulted from the sales value alter deduction 
of variable costs. 

• The profit-volume ratio, popularly known as the PN ratio, expresses tbe relation 
of contribution to sales. The marginal costfog technique helps the management in 
taking decisions regarding changing the ratio of product mix wbicb gives 
maxio1um contribution or in dropping unprofitable product line. Marginal costing 
technique shows the contribution of each product to fixed cost and profit. 
Marginal costjng technique can ascertain bow many units have to be sold to 
maintain !he same level of profits. Marginal costiJlg helps t he managemenr in 
measuring the performance efficiencies of a department or a product line or sales 
division. 
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• A management of any type of business organisation is confronted with the 
problem of maktng appropriate decision. "Behaviour of cost "plays a vital and 
crucial role in decision-making areas. 

• Difterential revenues and costs (also caJled relevant revenues and costs or 
incremental revenues and costs) represent the difference in revenues and costs 
among altemative courses of action. Differential cost is a broader and more 
f undarnental concept Lhan marginal cost. Differential Costs are all the costs and 
only the costs that change as the result of a specific decision. TI1e 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 "differe11tial costing". 

• Both marginal costing as well as differential costing techniques analyse the basic 
behaviour of costs, that is, the fixed and variable costs. Due to this fact both 
techniques are similar in some aspects and vary in some other factors. Most 
management dec isions may be referred to as alternative choice decisions. 
Alternative choice decisions cover situations wit11 two or more aJternative cow-ses 
of action from which tbe manager (decision maker) must select the best 
alternative. A decision involving more than two alternatives is called a multiple 
alternative choice decision. 

The limiting factor nonnaJly differs from one to another. 

Volume of sales -- the limiting factor is that production of required number of 
articles. 

ln the market, deale~hip is offered by the various companies to the individual 
intennediaries in promoting the sale of products. Before reaching an agreement 
with the company to act as a dealer, normally every individual considers the 
profitability of the producl mix offered by t11e firm. 

6.27 LESSON END ACTIVITY 

«Marginal costing is essentially a technique of cost analysis and cost presentalion." 
Discuss Lhe 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 aggregate 
variable costs are changed if the volume of output is increased by ooe unit. 

Marginal Costing: Marginal costjng is not a special method of costing but is an 
application of the existing methods in such a way that costs are presented in a 
particular fonn by segregating fixed and variable costs. 

Contribution: Contribution margin of a product is the difference between the selling 
price and its variable cost. It js obtained by subtracting marginal cost from sales 
revenue of a given activity. The diffe rence between sales revenue and variable cost is 
called contribution since it contributes towards fixed expenses and profit of the entire 
business, 

PIV Ratio: 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 units equal to 
total revenue, leaving no profit of loss. 



Break~eve11 Chart: The breakeven chart is a graphical representation of cost volume 
profit relationship. It depicts the profitability/loss, breakeven of the undertaking at 
different levels of output. 

Differential Revenue: It is the amount of increase or decrease in revenue expected 
from a course of actioo as compared with an alternative. 

Differential Cost: It is the amount of increase or decrease in cost that is expected from 
a course of action as compared with an alternative. 

Differential bicome or l oss: ft is the difference between the difforential revenue and 
the differential costs. 

Dijfere,itial Analysis: It focuses on the effect of alternative courses of action on the 
relevant revenues. 

6.29 QUESTIONS FOR DISCUSSION 

I. What do you mean by marginal costing? Explain the main features of marginal 
costing. 

2. Discuss the meaning, advantages and disadvantages of marginal costing. 

3. Distinguish between marginal costing and absorption costing. 

4. What do you mean by break-even analysis? What arc its assumptions? 

5. Briefly explain the term "Break-even pojnt'' and give its uses. How can the 
break-even poinr be computed? 

6. Explain the following terms: 

(a) Contribution. (b) P/V Ratio, (c) Break-even point, (d) Margin of safety, 
(e) Angle of incidence. 

7. From the following figures, you are required to calculate: 

8. 

(a) PN ratio, (b) Break-even sales volume, (c) Margin of safety. and (d) Profit. 

Sales t 4,000; Vadable cost t 2,000; Fixed cost t 1,600 

Given: 
Fixed cost t 8,000 

Break-even units 4,000 

Sales (units) 6,000 

Selling price t lOperunit 

You are required to work out: (a) variable cost per unit, and (b) profit. 

9. From the following data, you are required to calculate: 

(a) Profit, (b) PN Ratio, (c) Break-even units, and (d) Break-even sales volume. 

Production/Sales 200 units @ t 20 per unit, 

Variable cost@ r JO per unit, and 

Fixed cost ~ 800 

I 0. Define differential cost and revenues. 

11. List out the features of differential cost analysis. 

12. Elucidate the various sin1ilarities between marginal costing and differential 
costing. 

lJ. Write brief notes on applications of differential cost analysis. 

14. Distinguish between the marginal costing and differe11tial costing. 
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15. 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. 

J 7. Write briefly on adding or dropping a product. 

18. Elucidate the key factor analysis. 

Check Your Progress: Model Answer 

l. One unit 

2. Full costing 

3. Profit-volume ratio 

4. Break-even analysis 

5. Gross margin 

6. Profit 
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7.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Understand the meaning of Budget., Budgeting and Budget Manual 

• Discuss the nature or characteristics of budget 

• Describe the objectives. advantages and limitations of Budget.ary control 

• Discuss essential~ of effective budgeting 

• Explain various kinds of Budget 

7.1 INTRODUCTION 

"Every business. nu matter how small. needs a budget. Without a budget, it is like a 
ship wit.hoUI a course. cruising along hlissfidly unaware of how .far off the best route 
is or which rocks il hits next: only .<,heer luck can save it from misfortune and 
misadvenlure. 11 

M.A. Pitcher - Management Accounting for the Lending Banker 

The above quotation 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 control the business operations. Budget is one 
such control technique, which is gainfully employed in many business enterprises. 

7.2 MEANING OF BU DGET 

The tenn 'budget' appears to have been derived from the French word "bougette" 
which means a leather bag or a receptacle of documents and accounts in whicb funds 
are appropriated for meeting anticipated expenses. But in business, a budget is an 
expression of a firm 's plan, policies and programmes in lhe form of a numerical 
statement for a definite period of time in future. lt is a plan laying down the targets to 
be achieved within a specified period. It anticipates income for a given period as well 
as estimates cost and expenses of obtaining the income with the object of earning a 
desired profit or as an aid in controlling losses. lt puts in black and white quantitative 
plans to co-ordinate and controls the use of resources for a specified period. Welsch 
who uses " Budgeting" and "Profit Planning and Control" in the same sense, says, 
"The budget or profit plan is a fhrmal quantitative statement of management plans 
and policies for a given period and is used as a guide or blueprint in that period. " 
Truly speaking, a budget is a standard with which to measure the actual achievements 
of departments, departmental heads and the business as a whole. As the budget is 



prepared for a business unit, hence, it is called "business budget". A few important 
definitions of budget are given below: 

·'A budget is a pre-determined statement of management policy during a given period 
which provides a standard.for comparison with the results actually achieved. " 

- Brown and Howard 

' 'A budget is an estimate of future needs arranged according lo an orderly basis 
covering some or all activities of an enterpdse for a definite period of time." 

-George R. Terry 

·'A budget is a comprehensive and coordinated plan, expressed in financial rerms, for 
the operarions and resources ofan enterprise/or some period in the.fi,ture. " 

- Fremgen James 

According to ICMA, England, a budget is, "a financial and/or quantitative Matement. 
prepw·ed and approved prior to a defined period of time, of the policy 10 be pursued 
during the period.for the purpose qf attaining a given objective". 

In his book "A Dictiona,y for Accountants", Kohler defi nes budge1 as: 

• Any financial plan serving as an estimate of and a control over future 
operations. 

• Hence, any estimate of future costs. 

• Any systematic plan for the ulilisation of manpower, material or other r~sources. 

The Chartered Institute of Management Accountants, London. (terminology) 
defines a budget as "a plan expressed in money. It is prepared and approved prior 
to the budget period and may show income, expenditw·e and the capital to he 
employed. if may be drawn up showing incremental effects on former budgeted or 
actual figures, or be compiled by zero-based budgeting. " A budget thus is a precise 
statement of the financial and quantitative implications of the course of action chat 
management has decided to follow in the immediate next period of time (usually a 
year). 

Tt is also defined as, "a blueprint of a projected plan of action of a business for a 
de/mite period of rime". 

7.3 NATURE OR CHARACTERISTICS OF BUDGET 

On analysis l11e aforesaid definilion of budget, 1he following characleristics are 
identified: 

1. Comprelteu.,·ive u11d Integrated Plan: A budget is the plan of a firm 's 
expecUltions in the future. lt is a comprehensive plan in lhe 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 master budgel. 
Though budgets are prepared for various departments of the enterprise, but they 
are components of the total budget i.e. master budget The comprehensive or the 
masler budget is prepared after coordinating budgets for various departments of 
the enlerprise. 

2. Expressed in Monetary/Fina11cial Terms: A budget is always expressed in 
financial terms. lnitially the budgets may be prepared in terms of quantities, 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 
respec1ively; the labour budget will involve men and labour hours or the sales 
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budget may involve territories and customers to be served. But coordinated and 
comprehensive budget can be prepared only when al l these budgeted are 
expressed in some common denominator. This common denominator is money. 

3. Plan of Firm's Activities a11d Resources: A budget is a technique lo plan for all 
operations and resources of an enterprise. The budget must plan both the aspects 
i. e. revenues and expenses relating to a specific operation. Along with this, 
planning for the resources necessary to carry out these operations should also be 
made. 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 
to 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 
~J ,00,000 has no meaning unless it is stated when these targets l1ave 10 be 
achieved. This budget period may be a week., month or year. With this view, 
budgets may be short-tenn as well as long-term. 

5. Budget as a Sta11darti: A budget incorporates targets related to difte renl activities 
of the enterprise. These targets are fixed on the basis of accomplishments and 
future changes. Thus, targets incorporated in a budget are the standards, which are 
tried to cocnplete 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 estimates are revised in future. 

7.4 MEANING OF BUDGETING 

The progress of preparing and using budgets to achieve management objectives is 
cal led budgeting. The most important functions of management at the highest level in 
busine~s are planning, co-ordination and control . Budgeting is helpful in performing 
these three functi ons properly. Tims, budgeting is a managerial progress that involves 
preparation of budget, budget control, budget co-ordination and acknowledgement of 
the problems and ditliculties relating to future budget period and taking limely 
decisions for further relrieval. Really speaking, budgeting implies all the methods and 
techniques of budget and budgetary control. That is why, J. Betty has said, "the entire 
process <.Jf prepuring the budget is known as budgeting. ,. A few important definitions 
of budgeting are given below: 

"Budgeting may be .l'aid to be the act of building budget. " 

- Rowland and Harr 

'·Budgeting is the preparation of comprehensive operating and financial plans for 
specific intervals of time." 

-Shillongow 

7.4. l Objectives of Budgeting 

The management process of an organisation contains planning, directing, 
communication, co-ordination, and control systems. The budget takes care of these 
operational aspects and is prepared accordingly. Following are the objectives of 
budgets: 

(i) To implement the desired plmzs: Budget provides a definite course of action. The 
element of planning is infused in it. This means, every operation is well-defined 
and policies and procedures are set to fo llow automatically by the workforce to 
achieve the destred 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 important objectives of budgeting is to plan and forecast lhe future course of 
business action in an en1erprise and prov1de necessary methods and procedure to 
achieve tJ,e desired result i.e. maximising profit. 

(ii) Tr provides co111rol tools: Although budget itself is a control 100I. control methods 
are incorporated in the budgeL The objective here is to control through 
"Management by Exception". This means fixing responsibility to each level of 
management in the organisation and provides them with plan of action to be 
carried out by them with certain amount of power.;. These middle managers are 
only to monitor tJ1e courses of action in their departments and send periodical reports 
to the top brass about the performance 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 successful. Control techniques are inbuilt in 
budgets ru1d it is one of the objectives of budgeting. It provides control with 
delegated authority. 

(iii) To proville sou11d commwticntion system: Whatever plan prepared by the top brass 
will be successfully communicated through budgels. Every activity is pre­
detem1ined and is well~deftned in the budget. The middle managers need not seek 
any clarification now and then. They have to implicitly foJlow the procedure laid 
down in the budget. Thus, it will act as an effec1ive v.rincn communica6on 
system which faci litates the smooth functioning of business operations. 

(iv) To co-ortliuate tlte variousfw1ctio11s: Every business operation 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 hannonious 
relationship between the departments of the emerprises and every related activity 
should be suitably co-ordinated. Budget does this job effectively. It fixes the 
course of action for each operation and gives a direction to work. Each level in an 
organ isational hierarchy is taken care of and responsibility is fixed 10 each level. 
Profit centres are identified and performance levels are fixed to each centre. Thus, 
the budget determines the work for each functional area and co-ordinates each 
related work to see that work flows smoothly and economically. 

7 .4.2 Difference between Budget and Budgeting 

On l'he basis of aforesaid description, the difference between the terms budget and 
budgeting may be stated as follows: 

• Budget is a financia l plan for a specified future period; whereas budgeting is a 
managerial progress of preparing future plan. 

• Budget is a means to anain business targets; whereas budgeting is a method of 
budget prepara1ion which determines budget targets. 

• Budget contains estimates of income and expenditure for future specified period 
whereas budgeting contains the whole process of budget preparation. perfonnance 
and evaluation. 

• Budget assists the management in attaining the objectives, whereas budgeting 
provides the yardsticks to the management. 

• Budget provides pre-determined standards. whereas budgetjng formulates the 
budget in the form of standards. 

• Budget is a forecast, whereas in budgeting forecasting helps in budget preparation. 

• Budget is a work plan, whereas budgeting is a technique of planning. 
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Budgets are based on certain principles for wh ich there is general acceptance among 
different expects. Robert N. Anthony has described the fo llowing principles of 
budgeting in his book, 'Principles of Management Accounting '. 

l. Sponsored by Management: Budget is a management tool, hence it should be 
sponsored and supported by top management. All the employees of the ftm1 must 
know the fact that management is interested in budgetiJlg. 

2. Determination of .Responsibility Centres: For budgeting eacl1 and every official 
in the organisation roust 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 controllable costs of each responsibility centres should 
also be specified. 

3. 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 for its execution. They should be 
acquainted with all matters relating to budgeting. If it is not so, they begin lo 
oppose budget targets and do not take interested in achieving them. 

4. Education of Budget Process: Responsible supervisors must bave full knowledge 
of budget procedure. For this, they should be impa1ted proper training from time 
to time. Budget manual and other material can be used for this purpose. Besides it 
extra meeting and conferences can be arranged where knowledge about techniques 
of formulating and plans, comparing and analysing actual and budgeted results 
can be imparted. 

5. But/get Period: Budget period should be decided by taking into consideration the 
narure of business and features of each responsibility centre. This period should be 
sufficient to view the working results of executives. GeneralJy, a budget is prepared 
for one year, but if the results of some functions are to be evaluated jn a short 
period, theo short-tenn budgets covering three to six months can also prepared. 

6. Uniformity in Budget and Accounting Terminology: The words L1Sed in budget 
and accounting shoL1ld be synonym, otherwise comparison between actual and 
budgeted figures will be difficult and conclusions drawn will be misleading. For 
example, if direct labour cost includes wages for actual working days, holidays, 
idle time and all fringe benefits, tben direct labour cost in accounting system 
should also be commensurate to it. 

7. Reasonably Attainable Targets: The targets or proposed programmes in the 
budget should be such that can be achieved with minimum efforts. lf targets are 
set 100 low that may cause slackness among the workers. 

8. Significant Exceptions: When actual results are compared with budget targets, 
some variations are bound Lo arise. While consideri ng these variations, the 
' principles of exceptions' should be followed i.e. only important variations should 
be considered. 

9. Matchi,ig Budgeting Costs and Benefits: One should be very careful to expenses 
incun·ed on budgetary system. ln no case, the expenses incurred on this system 
should exceed the benefi ts derived from it otherwise the system will prove a futile 
exercise. 

JO. Distinction between Dne and Staff Functions: The duty of the budget officials is 
to assist in the basic functions of the firm; preparation of budget is not tbeir main 
functioJ1. The responsibjlity of fonnulating plans for accomplishing the basic 



objectives of the firm rests with the top management. Hence, there should be 
clear- cul demarcation between line and staff functions. 

11. Review <>f Budget Estimates: Top management should scrutinize and review the 
budget estimates at frequent intervals, otherwise it may convey the message 
among the employees that management has no faith in budgeting. 

12. Final Approved: A definite procedure should be followed to finally approve the 
budget. This requires immediate communication of budget approval to all the 
officials. Tacit consent creates confusion among the employees of the concern. 

7.6 LIMITATIONS OF BUDGETING 

The advantages of budgeting are unquestionable, impressive in nature and for 
reaching in their impac1s. But. at the same time, .it suffers from serious limitations. 
The management should keep them in view while using the tool of budgeting. 
Following arc the main limitations of budgeting: 

I . Based on Estinu1les: Budgets are based on estimales or forecasts and the success 
or failure of budgeting depends to a large extent upon the accuracy of these 
estimates or forecasts. Estimates or forecasts are based oo approximation and 
managerial judgement. Managerial judgement may suffer from subjectivity and 
personal biases. Therefore, quality of budgets is associated with the intelligence, 
skill and experience of management. TI,is aspect of budgeting should always be 
kept in view while interpreting the results there of. 

2. D(Uzger of Rigidity: When budgets are prepared with targets in quantify and 
money value, there is a tendency to consider the budget figures as something final. 
f n such a case, the budget plan is bound to become rigid. But budget estimates 
relate to business conditions. which may be constantly changing, and it becomes 
necessary to change 1he budget estimates in the light of changed business 
conditions. Thus, it is dangerous to treat budget estimates as rigid. 

3. Budget Execution is not automatic: Budgeting implies the preparation of budgets 
. and t.hei r execution also. As such, a mere preparation of budget does not mean that 
their execu1ion is automatic. The execution or implementation of budgets depends 
upon the co-operation and participation of executives at all levels of management. 
Every member of the organisation must exert continuous and aggressive efforts to 
achieve the objectives of the budget. 

4. ltttemul Struggle: The budgeting syslem cocourages internal conflict competition 
and undue pressures in the organisation. Every department tries to achieve targets 
set for it without taking into consideration tbe targets set for other departments 
and overall objectives of the budget. All these result in the confl ict, which 
ultimately affect the efficiency of the budgetiog system. 

5. Encouragement to Dictatorial Tendency: Budgets have been used as a pressure 
device in many instances. Experience has shown that responsible officers adopt 
dictatorial tendency 10 drag costs downward with a view to k.eep the expenditure 
within budget limits. They put more burdens oo the employees. Thus, t.hey act as a 
steam-roller and seek 10 attain their objectives by exploiting people under the 
pretence of compliance of enterprise goa1s. TI1is aspect of budgeting creates 
discontentment in the organjsation. 

6. No Substitute of Mam1gement: It should always be remembered that budgets 
caonot replace management nor make decisions, i.e. it is not a substitute of 
management. "A budget is 1101 designed to reduce the managerial functions 10 a 
formula. It is a managerial tool." 1l1erefore, the budget should be regarded not as 
a master but as a servant. 
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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 results either to secure by 
individual action the objectives of that policy or to provide a finn basis for its 
revision" . A budgetary control system secures control over perfonnance and costs in the 
different parts of a business: 

(i) by establishin~ budgets 

(ii) by comparing actual attainments against the budgets; and 

(iii) by taking corrective 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 quantitative tenns 
and for a specified period of time. The budgets pul the plan in a concrete form and 
follow up with action to see that plan is adhering to complete the system of control. 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 control system involves fixing of targets (in the fonn of 
specific tasks), collection of information regarding actuals and continuous comparison 
of actuals with the targets wilh a view to reporting for action. A budgetary control 
system, in this sense is also a control system. It is an excellent system for 
decentralisation of authority without losing control over the operations of the firm. 

"Exactly so it is with the indu~trial ship; the past records represent the log and the 
auditor is responsible for verify ing 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 for day-10-day operating purposes and forecasts 
showing in detail anticipated course of business for (say) the coming year. Puring 
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 various functions of business so 
that the business as a whole can be controlled. 

"An exacr and rigm·ous analysis of the par/ and the probable and desired future 
experience with a view to substituting considered intention for opportunism in 
managemenl ". 

- lntcrnational Management Conference (1930) 

"Budgetary control is a system of controlling costs which includes the preparation of 
budgets, co-ordinating the departments and establishing responsibilities, comparing 
aclual pe1:formance with the budgeted and acting upon results to achieve maximum 
projitahility". 

-Brown & Howard 

According to Author "budgetary control means laying down in momentary and 
quantitative term what exactly has to be done and how exactly it has to be done over 
the coming period a11d then to ensure that actual results do not diverge from the 
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planned course more than necessary". The word "necessary'' is not lo be loosely 
interpreted. Divergence due to inefficiency is not necessary. 

7.7.2 Objectives of Budgetary Control 

O~jectives of Budgetary Control are given as following: 

• To w;e di fTerent levels of management in a co-operatjve endeavour for 
achievement of the objectives of the firm. 

• To faci litate centralised control with delegated authority and responsibility. 

• To achieve maximum profitability by plamung income and expenditure through 
optimum use ofthe available resources. 

• To ensure adequate working capital in other resources for efficient operation 
of business. 

• To reduce losses and wastes to the minimum. 

• To bring out clearly where effort is needed to remedy the situa1ion. 

• To sec that the firm is not denected from marching towards its long-term 
objectives without being overwhelmed by emergencies. 

• Various activities li ke production, sales, purchase of materials etc. are 
co-ordinated with the help of budgetary control. 

• To define the goal of the enterprise. 

• ·1 o provide long and short period plans for attaining these goals. 

• To co-ordinate the activities of different departments. 

• To estimate capital expenditure requirements of the future. 

• To centralise the comrol system. 

• To co1Tect deviations from established standards. 

• To fix the responsibility of various individuals in the organisation. 

• To ensure that adequate working capital is available for the efficient operation or 
the busi-ness. 

• To indicate to the management as to where action is needed to solve problems 
without delay. 

• To operate various cost centres and departments wirh efficiency and economy. 

• To eliminate waste and increase the profitability. 

7. 7.3 Advantages of Budgetary Control 

Budgetary control makes all the difference between drifting in an unchartered sea and 
following a wcll-plolled course towards a predetermined discinction. h serves as a 
valuable aid 10 managemenl through planning. co-ordination and control. 

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 to the best and 
most profitable channel. 

• There is a planned approach to expenditure and financing of the business so that 
economy is affected in the utilisation of fonds to the optimum benefit of the 
concern. 
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• It provides a clear definition of the objective and policies of the concern and a tool 
for objecling these policies to periodic examination. 

• The task of managerial co-ordination is facilitated through budgetary control. 

• Since each level of management is aware of the task and is fully conscious as to 
the best way by which it is to be performed, maximum effective utilization of men, 
materials and resources can be attained. 

• Reports are furnished under the principles of management or control by 
exception. Only deviations from budgets that point out the weak spots an<l 
inefficiencies are properly looked into. 

• fl cultivates in the management the habit of thinking ahead-making careful study 
oC the problems io advance before making decisions. 

• A budgetary control system assists delegation of authority and is a powerful tool 
of responsibility accounting. 

• Budgets are the forerunners of standard costs in the sense that they create 
necessary conditions to suit setting up of standard costs. 

• The method of evaluating 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 rime. 

7.7.4 Limitations of Budgetary Control 

The limitations stated below are merely point to the need of maintaining the budgetary 
control system on a realistic and dynamic basis, rather than as a routine. 

• The preparation of a budget under inflationary conditions and changing 
government policies is really difficult. Thus, the accurate posirion 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 tool. lt is not a substitute for management in 
decision-making. 

• Budgetary control begins with the formulation of budgets, which arc mere 
estimates. Therefore, che adequacy or otherwise of budgetary control syslem, to a 
very large extent, depends upon the adequacy or accuracy with which estimates 
are made. 

• Budgets are meant to deal with business conditions which are constantly 
changing. Therefore, budgets estimates lose much of their usefulness under 
changing conditions because of their rigidity. lt is necessary that budgetary 
control system should be kept adequately flexible. 

• The system of budgetary control is based on quantitative data and represents only 
an impersonal appraisal to the conduct of business activity, unless it is 
supponed by proper management of personal administration. 

• Jt has often been found that 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 control have given rise to a very unhealthy tendency to be 
regarded as the solvent of aU business problems. This has resulted in a very 



lukewarm human effort to deal with such problems and ultimately results in 
failu re of budgetary control system. 

• It is a part of human nature that all controls are resemed. Budgetary control, which 
places restrictions on the authority of the executive, is also resented by the 
employees. 

• Budgeting involves heavy expenditure, which small concerns cannOl afford. 

• There will be active and passive resistance to budgetary control as it points out the 
efficiency or inefficiency of individuals. 

• The success of budgetary conlrol depends upon willing co-operation and 
teamwork. This is often lacking. 

7.7.5 Requirements of a good budgetary control system 

The fo llowing are the requirements of a good budgetary control system: 

• Budgetary control system should have the whole-hearted support of the top 
management. 

• A budget committee should be established consisting of the budget director and 
the executives of various departments of the organisation. 

• There should be proper fixation of authority and responsibility. The delegation of 
authority should be done in a proper way. 

• The budget figures should be realistic and easily attainable. 

• Varia1ion between actual figures and budgeted figures should be reported 
promptly and clearly to the appropriate levels of management. 

• A good accounling system is essential to make budgeting successful. 

• The budget should not cost more to operate than is wonh. 

7.8 BUDGET MANUAL 

Uudg~t preparation and its operation is a collective process in which many executives 
and dt!partments are associated. Jt is, therefore, necessary to ensure that eai.:h of them 
understands his functions under the budgeting system. Hence, budget manual is used 
for this purpose. A budget manual is a document, which contains the essential 
informa1ion required for the construction, administration and execution of the budget. 
Jt rurther indicates the reporting and communicating system wi thin t11e organisation. 
According to the Institute of Cost and Management Accountants, England 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 hudgera,y control. " J-lomgrcn 
has defiocd the budget manual as a written set of instructions and pertinent 
infonnation that serves as a rulebook and a reference for the implementation of a 
bud~el programme. Tt tells what lo do, how to do it, when to do it and which form to 
do it on". Thl.l!i, the main content of a budget manual are: 

• A brief explanation of the principles and objectives of the budgetary control 
system. 

• A statement defining the lines of author1ty aod responsibilities of the various 
executi ves. 

• Functions and responsibilities of the budget committee and the budget officer. 

• Time schedules for budget preparation. 
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• The detailed procedure to .be fQl!owed in the preparation of budgets, and their 
scope and areas to be covered. 

• Reports and statements along with their format required for each budget period. 

• Deadline dates for the submission of departmental budgets and for making 
available the control reports. 

• Budget approval and revision process. 

7.8.1 Advantages of Budget Manua] 

A detailed budget manual serves as a ready reckoner for the executives connected with 
budgeting system as it provides with them proper guidelines in tbe preparation and 
implementation of budgets. The following are the main advantage of budget manual: 

l. E1il1Ct1tio11 Value: Budget manual serves as a good education to all executives 
associated with the budgetary control system as it contains all designed 
information in black and white in precise tenns. 

2. 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. 

3. No Overlapping of Aulltority: The budget manual defines the authority and 
responsibi lity of each person in ex.act terms and therefore, overlapping of 
authority is avoided. 

Commending on the importance of budget manual, a corporate controller of a reputed 
American firm is of the opinion that, ''budget manuals serve to define and clarify 
many tem1s. Numerous uncertainties may be discovered and through clarifications. a 
better 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' 
turnover and the passage of time may help to change procedures without the 
knowledge and content of supervisors. 

7.8.2 Principles or Key Budget Factor 

Coordination is the major function of budgeting. Hence, it is essential that all the 
budgets are to be coord.inated before they are approved. But when a factor is of such 
an importance that it affects a particular budget and influences a11 other budgets so 
lhat the coordination must be centred round it, it is known as. 'principal budget factor' 
or 'governing factor'. According to I.C.M.A. TemJinology "key factor is the factor. 
the extent of whose influence must first be assessed in order to insure that functional 
budgets are reasonably capable of fulfillment". 

7.9 ESSENTIALS OF EFFECTIVE BUDGETING 

At present, the significance of business budgeting is increasing Banks and other 
financial institutions, while granting loans, ask for infonnation about furure activities 
of the fion. It had made budgeting 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 following are some of the 
important essentials or fundamentals of a successful budgeting: 

1. Clearly Defined Objectives and Pr,Licies: Budgeting is a means to achieve goals 
and objectives. Hence, for the success of budgeting, the objectives and policies 
should be c!early defined as well as they should be free from ambiguity. This will 



enable the head of each department. If the goals t(l be achieved are not be 
systematic, employees will lack a proper direction and ultimately the efforts of the 
maf)agement will go in vain. The enterprise's objectives and budget goals should . 
not be only realistic but also reasonably capable of attainment. Goals set at a very · 
high level are impossible to attain and result in a depressing cffecr on the morale·· 
of employees. On the other hand, goals set al a very low level are easily attainable. 
There would be no incentive to special efforts as they do not present a real 
cha11enge. 

2. Support of Top Ma11agemem: Budgeting is not merely an accounting device, but 
it is an important management tool. Hence, top management must understand the 
nature and characteristics of budgeting and be willing to implement it. A tinn will 
be able to implement the budget if top management gives active support and 
directions. The whole-hearted support of top management is bound to ensure the 
active support of the line managers also. Top managemt!nt's confidence in the 
budgeting system makes the subordinate employee more cunfiden1 and consensus. 
Hence, budgeting should have the fu ll s upporl and cooperation or every member 
of the management team. 

3. Established Lines of Authority am/ Re:sponsihility: A sowid organistional 
struclure is essential for tJ1e success of budgeting system. Budget preparation is a 
cooperative effort of the entire department1hat is possible only through proper co­
ordination among different departments. ll is, therefore, necessary that authorities 
and responsibilities of each manager should be clearly identified and established. 
The perfom,ance of each manager should be evalualed in terms of 1hese assigned 
authorities and responsibilities. In the absence of clear-cut authorities and 
responsibilities either manager cannot held responsible or they will be held 
respon!lible for those activities for which lhey have no responsibi lity. 
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4. Full Particip01in11: ln developing the budgeting system., full participation of a1J 
the managers and their subordinates ac all levels should he sought Tf employees .. 
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and these are prepared and expressed in quanijtative ieryns. ll is, lbcrefore, _.,,,_ . 
necessary Lhat reliable. accurate and adequate relevant cost data should be made 
available lo each department. Such data may not be available from accounting 
system alone and therefore, they may be processed through statistical techniques. 
For example, sales forecasts, production targets, price data etc, may not Jlow from 
normal accounting system. These should be collected and processed using 
sophisticated stalis1ical techniques. 

7. Adeqm,te Pla11t1ed Accounti11g Sy ... tem: Budgets are prepared on the basis of data 
generatt:d from accounting system. Control of performance requires the 
comparison of actual performance with the budgeted performance. Therefore, it is 
~sential ro adopt a suitably planned accounting system so that the budget 
objectives should be attained. The accounting system adopted for the external 
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users (shareholders, creditors etc.) may not suit for budgeting. In fact, a sound 
budgeting system needs the creation of responsibility accounting where accounts 
are classified and mainta ined based on responsibility centres. 

7.10 FIXED BUDGET 

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 budgeted activity level. 17,us, fixed budget is a budget, which is 
designed to remain unchanged irrespective of the level of activity actually attained. 
For example, a budget may be prepared for. say. 50,000 units. Actual activity level 
may be say, 70.000 units. Jf ic 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. It. 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 
actual volume attained, but it is liable to be revised if actual operations differ widely 
from those planned in the fixed budget due to business conditions undergoing a basic 
change. 

A fixed budget will serve the purpose in industries, where the conditions of demand 
are stable and sales coujd be forecasted wjth a substantial degree of accuracy for a 
short period of six months to one year. In practical situation, it is likely for actual 
activity and budgeted acti vity to be the same. Therefore, a fixed budget may roughly 
meet the needs of profit planning and co-ordination, but it is almost completely 
inadequate as a cost control technique as it suffers from the following drawbacks: 

• Misleading: It is misleading because a poor performance may remain undetected 
and a good performance may go unrealised. 

• Inadequate for Control: lt is not useful for control purpose, because while 
comparing the actual cost with a fixed budget, the difference cannot be promptly 
explained. Hence, it is not possible to say whether the entire variance was due to 
change in the level of activity or other factors were responsible for it. 

• Not Logical: Based on logic, comparison should be made between two things 
with a similar base. But, in fixed budget, budgeted costs at budgeted activity are 
compared with actual cost at actual activity i.e. two things with two 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 functional budgets are based on that planned level of activity say 75% level of 
production capacity or 50,000 units. But due to changing economic and business 
conditions, the actual level of production or sales may differ from the budgeted level. 
In such a situation, the performance cannot be evaluated with the help of fixed budget. 
Therefore, the budget has to be revised according to actual level of activity. For 
example, if a firm has a target of 15,000 units of production during a certain period 
and the actual output comes to 12,000 units, then the costs and sales based on 15,000 
units cannot form the standard certain for measuring the performance. This requires 
the revjsion of the original budget at 12,000 units. 

Revision of original budget in accordance with the actua l level of activity is not a 
simple task . Certain costs can easily be adjusted according to the level of activity and 
certain 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, so1ting out of the costs and 
detennining their variahility for different levels of activity is Lhe crux of che problem 
in flexible budgeting. 

7.11.1 Nature and Behaviour of Costs 

The revision of tJ.1e budget costs for the actual level of activity is to be done by 
classifying lhe cost into fixed, variable and semi-variable or semi-fixed. These terms 
have been used in the following senses: 

• Fixed Costs: This i!> also known as non-variable cost or period cost or capacity 
cost. It is the cost that does not val)' in relation lo the level of output during a 
given period of time i.e. cost which tends lo be unaffected by variations in the 
volume of outpu1 or leve1 of activity up to the installed capacity. The total amount 
of such costs remains constant for all levels of output bul 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 to 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. 

• Variable Cost: This is the cosl which tends to vary in direct proposition to the 
volume of output or level of activity. On a change in volume of output, per unit 
variable cost remains the same but the total amount of variable cost varies in 
proportion Lo be volume of output. The examples of such costs are direct material, 
direct labour, selling commission, etc. Variable costs are said to be controllable 
because they are incurrecl only when production takes place. 

• Semi•varlable Cost: This cost is partly fixed and partly variable i.e. a mixture of 
fixed and variable costs. Such costs change in the same direction in which output 
changes but this change is less than proportionate in output. Examples of such 
coses are repair and maintenance, depreciation, telephone charge ete . 

. The major problem in preparing a flexible budget is. to segregate. tbe fixed cost portion . 
· and . variable cost portjon of these semi-variabl~ costs. The v.aria.ble ~st portion js · · · 

. treatM as part of v~riable costs. "There are three important mcthodt of segr~gati?g · 
.s~ml-;;.artable ca,st&.mt{} fixed C?sts a,:td v.ariable costs. They !IN: · . · 

·• ·. ~i'a~d low, p6int'rn~thod . . . . 
· · • · S~au.er .di·a,gram method, and· . . . . 

. r • . M~l1.od ·o{Least ~g~re .. . 

. ... . ' i ~ 
\. 
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· I. High .a~ul Lo;, Poi11/1:,; ,lr~d: Under this method, th~ Iota~ co\,t of. twb .volum~s of: . . . .. 
oil:tp)Jt, one:h,gher and the other lower is taken. the difference: in·the ·two :totar/ ·-: .. 
cost figures divided 'by the difference in the volume of output betw~n t·IHttwo 
levels gives tile variable cost per unit. Once the variable cost per uni1 fa calculated, 

• • I 
the total variable cost for aoy volume of output can e.asily be caJculated. Then the 
total cost of the volume of ou1put less the total variable cost gives the .fixed cost 
which is supposed to remain fixed for all levels of output. The formula used is: 

Difference between t ota I costs 
Variable Cost per Unit= - - - -----------

• Difference between volumes of output 

Example: The following are the maintenance costs incurred in a machine shop for 
six months with corresponding mach ine hours: 

Months Jan. Feb. Mar. 
Maintenance Costs 300 320 270 
Machine Hours 2,000 2.200 1,700 

Apdl 
340 

2,400 

May 
280 

1,800 

June 
290 

1,900 

Total 
1,800 

\2,000 

, . . 

. , . 
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Analyse the maintenance cost which is semi-variable into fixed and variable 
elements. 

Solulion: 

High Point (April) 
Low Point (March) 

Machine Maintenance Cost 
2,400 
1,700 
__IQQ 

Variable Cost per machine hour= 
70 

"' ~ 0.10 
700 

Total Variable Cost for 2,400 machine hours@ f 0.10"" f 240 
Fixed Cost: ~ 340 -· ~ 240 = ~ JOO 

Months Machine Maintenance Variable Costs 
H.ours Cost @ t 0.10 p.h. 

·- ------ >--
J 2 3 4 

January 2,000 300 200 
February 2,200 320 220 
March l ,700 270 170 
April 

' 

2,400 340 240 
May 1,800 280 180 
June 1,900 290 190 

flours 
340 
270 
_]Q 

Fixed Costs 
(3-4) 

5 

100 
100 
100 
iOO 
100 
100 

2. Scatter Diagram Method: This is a statistical technique based on correlation. In 
this method. the total cost for different volumes of output is plotted on a graph jn 
which total cos! is measured along the y-axis and the volume of output along the 
x-a-xis. Then a straight line is drawn by inspection in such a manner that the line is 
nearer to all the plotted points in the graph. From tbat point at which it merges 
with the y-axis, draw a parallel line to the x-axis. This Hne known as the line of 
the best fit will demonstrate the fixed costs for a.II the levels of output. 

3. Method of Least Square: This method is based on the ' liue of the best fit' but, 
bifurcation of fixed and variable element is done by mathematical computation 
instead of drawing a graph. ln this method, two simultaneous equations are 
formed assuming volume of output X and cost Y. By solving these equations, the 
amount of the fixed cost (a) and variable cost per unit (b) is ascertained. 

Y =a + bX 
IY ""' Na+ bD< 

LXY :a a.DC .- bz:X2 

7.12 MEANING OF FLEXIBLE BUDGET 

.... (i) 
.... (H) 

Flexible budget also known as variable or sliding scale budget is a budget which 1s 
prepared to fumish budgeted costs for any level of activity actually attained. In this 
way, a flexible budget is a series of fixe<l budgets i.e. one budget for each level of 
activity. According to the 1nstin.itc of Cost and Management Accountants, a flexible 
budget is a budget which., 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 defines a Oexible budget thus, "a flexible budget is a set of 
alternative hudgel plans appertaining to different expected levels of activity. " This 
budget is not p1epared for any specific level of activity but it presents budget estimates 
for different levels of activity such as estimates of costs and revenues for 70%, 80%, 
90%, and 95% of normal production capacity. ln 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 classjfied as per their nan.ire of variability i.e. fixed, variable and semi­
variable. The following features of flexible budgeting are identified: 

• These budgets are prepared for different levels of activity instead of a single level. 

• They present a dynamic basic for comparison as they are automatically geared to 
ti1e changes in volume of output. 

• They provide a tailor-made budget for any volume of output or level of activity. 

• These budgets are based on adequate knowledge of cost behaviour pattern i.e. the 
nature of fixed. variable and semi-variable costs are recognised.. 

7.13 METHODS OF PREPARING FLEXIBLE BUDGET 

Flexible budget can be prepared according to any of the fo llowing three methods: 

• Multi-activity or Tabu lar Method 

• Formula or Ratio Method 

• Graph ic Method 

7.13. t Multi-activity or Tabular Method 

Under 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 
capacity, say 50%, 60%, or 75% or in terms of physical units or for monetary value. 
All costs a.re linked to various levels of activity by classifying rhem into fixed, 
variable and semi-variable. Semi-varjable costs are further bifurcated into fixed and 
variable by any of the method stated earlier. Then, a unit of measurement is 
determined for various levels of activity. 

After classifying the costs rnlo various groups and determining the unit of 
measurement, a nexible budget is pr-epared showing different activity or capacity 
levels in vertic~I columns_. The costs are usually recorded under three groups viz. , 
variable, scmi.va11able and fixed. A spe~hnen of a flexibfe btJ~get is given below: 

l'ablc 7._l : Specimen of a Flexible Bu<ig.et 
Flexible Budget 

(Nonna! Level of activity: 80%) 
Perio.cf eodiug~ ....... 

Pattic1i-lars Capacity 

50% 80% 100% 
1. Prime Cost: 

Direct Material ... .. ..... . .... 
Direct Labour ..... ..... . .. .. 
Direct Expense (i r any) ····· ..... .... , 

2. Variable Overheads: 
Maintenance and Repairs ..... ..... . .... 
Indirect Labour ~ ·-.. ..... -···· 
Indirect Ma1erial ·· ··· ..... ·· ··-

3. Marginal Cost (J + 2) ..... ..... . .... 
4. Sales ··-·· . .... . ... 
5. Con tribution (4 - 3) ..... ..... . .... 
6. Fixed Cost: 

Production ..... . .... ..... 
Administration ..... ..... ····· 
Selling & Distribution ····· ..... .. ... 

1. Profit/Loss (5 - 6) ... .. ..... . .... 
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Notes: The aforesaid method of presentation is based on marginal cost concept. 
Alternatively it can be prepared based on total or absorption cost concept but unless it 
is stated, the former method should be adopted as compared to the later method. 

• , • - 1, :.. : ~ :.: ·~ 

.. ,•' : : ; ~. :·. - : .. 

Example (Total Cost lJllsic): With the, foflowing data for 60 percent activity, prepare 
a budget for production at 80 percent and LOO percent activity: 

Production at 60% activity 

Material 

Labour 

Expenses 

Factory Expense 

Administration Expenses 

Solution: 

600 units 

r l 00 per unit 

~ 40 per unit 

f JO per unit 

t 40,000 (40% fixed) 

~ 30,000 (60% fixed) 

Fle,xible Budget 
(Nonual Leve! of Activitv: 60%) 

Caoacity 
Particulars 60% 80% 
Production (units) 600 800 
Direct Costs: t t 
Material <J I 00 per unit) 60,000 80,000 
Labour~ 40 per uoir) 24,000 32,000 
Expenses(~ to per unit) 6,000 8,000 

Total Direct Costs 90,000 t,20,000 
Factory Expenses 
Variable~ 40 per unit) 24,000 32,000 
Fixed (40% oH 40,000) 16,000 16,000 
Administration Expenses 
Variable~ 20 per unit) 12,000 16,000 
f ixed (60% oH 30,00Q) 18,000 18,0,0 

; \ oi~1: C,ost ,,.;:.· .:. _.:,;r ;· .. · . ·~1.i~9-0Q '."; ~ <·. . -::: . ,2.,,(fz,-0®· · . · .. "',' '• . ·_ ~- ~ 
· !' ~ ,. __ .,. . • • 

, . . 

100% 
JOOO 

t 
1,00,000 

40,000 
10,000 

1.50,000 

40,000 
16,000 

20,000 
18,000 

:i.~44,0'00:" . . .. , · 
. .' .. ' . : , 

• ,~: - ••• .. ,. • • • ' ~· • !;,.. ' "':- ' :' • ... - • • ., .. 

. .. ·:· ·· •·: --·· " . •_. · ·worki,1QN.otes.- ·· -;>· .. -· _:._ :--1: - -.. .. . ... -,-•• - . .... - -. - . .· •. ~_:_ 
• · - ·.'.; •• - .. . 411 .. I. .., •;"' .. .. . , , . ... · ::, · .- · ·, . · .. ~ ....... , , ; .-.., •• ··•;._.;:,· .- . · .: ~ .. .. . . .: • .. , .. . -· . · . ~- ·: .~ ;, ~••'- · . .. · · . •· •. · • •. 

:_): i . :.' .:· .. \. -.: ... ,: _ ·.· / ·-~.-:-:: · (.i) ~:Vii.i.rah_le: factocy -faµ,,t~·~ses ,,; Q0o/?-~f t 40})00-~ ~ }4.,Q_oo .. '.:for.:600-\miis. H~J.Yc.e,'• , ": >: · .' 
;~;~:~~}·t\(:.:;f/~it-.:·:·.-• ... : .. --·./: :·),·.-·~-~-~~~ .. !'~?~,l~if~·:1~t~\9f:?;.~f-~;~t~\:~ /:, -.;~:~,J}(~<.r:.··? ·.~r. :~:>:-:_..\-·:_: .. i s:.:/it:)-~ 
· •• ;,,1-.:,,~ ~-~ .r • ..,,,:,;>u -,,:,.:3 ... ,, .:: .~ -;.. : • ·-s1 .".:'(Jr, ~~1'1m:ffi·· ~dntfn•istrati-oril E.xp~rise.~ :<4--0~f i1f.-~ ·~ooo:·i:;·. t : J2.,000:•:'for.·-~~ un,i:rs.;: .. · .. y .~ . · 

r~t~(;::*rtti~f ~1~i~;t::~~~1f.1i!~?~l!:f ~:{~~{ii~ifi;:~f ~ f ~ 
.i ' . ' .· · . (?':, :-:-; ·. 0 ···lHi·~¥.~l(10\~n· aiPbu~et cos~Jlo~t1Je~ethod'. Unde'r this,;t~e~ _q,'first '-oL.Q'tt[;,~-!.'_:..4 : __ 

:,i _:, ~~ . expecteq· nonnal level of activity. J.S determined and a budget is prep6,'re·d for the same: '.; . -
After ru;certainlng the fixed and variable part in different expenses, the re lationship o f 
each expense or group of expense~ is established with the unit level of activity by 
computing ratios of expenses per unit of activity. For example, a level of activity 
which is 90% of production capacity. the overhead budget is fort 4,600 of which ~ 
2,700 are variable and~ 1,900 fixed. Jn this case, the variable overheads at 1% level 
of activity would be~ 30 (2700..,. 90). Now, if tbe actual level of activity is 95%, t11e 
variable overhead would be ~ 2,850 (95 x f 30) and total overhead ~ 4,750 (1900 = 
2,850). The total costs for any level of ac tivity can be computed on the basis of the 
following fom1ula: 

Total Cost or TC= a= bx 

Or 



Budget Cost Allowance = Fixed Cost= (Variable Cost per unit of activity x 
Acrual Units of Activity) 

= ~ 1. 900 = ~ 3 0 X 9 5) 

= t J ,900 + 2,850 = f 4,750 

Example can be solved by formula method as under: 

Formula: TC= a + bx 

A B Elements or Cost 
(fixed cost) ("a riable cost p.u.) 

Direct M11terial (per unit) ~ ~ 

Direct Labour (per unit) - + 
Direct Expenses (per unit) - + 
Factory Expenses - + 100 
Administration Expenses 16,000 + 40 

18,000 + 10 
40 

- 20 

Total Cost = 34.000 + 21 Ox 

LeveJ of Activity % 
(Units) 

FJexible Budget 
a + bx = TC or Total Cost 

60% (600) 
80% {800) 
100% (1,000) 

7.13.3 Graphic Method 

34,000 + 210 X 600 
)4,000 + 2 JO X 800 
34,000 + 2 [0 X 1,000 

r 
= 1,60,000 
~ 2,02,000 
= 2,44,000 

This method is the geometrical fonn of the second method. Actually 101al cost can be 
estimated at any level of activity by plotting the diJTcrent values on a grapb paper. 
This requires the fol !owing steps to be tak-en; 

• An -estimate of cost is 1uooe for different levels of activity by classifying the costs 
into variable, fi,"<ed and semi-v.ariab-le. The senii-vari'able costs ate bifurcated into 
.fixod and vadable. 

• · The e'stimatoo costs .are plotted on a graph paper on Y-Uis and lev~ of activity iS 
pJotted on X-axis. 

• Fixed cost line, variable cost line and total cost Hne are drijwll. The budgeted cost 
line is drawn. The budgeted costs corresponding to the level of activity attained 
can be read our from the graph and the perfonnance of the department can be 
as$essed.. 

Example: 

Cost of Various Levels of Activity 

Activi ty Level Fixed Costs Variable Costs Total Costs 
t "t t f 

20% (200 Units) 34,000 210 X 200 -; 42,000 76,000 
40% (400 Units) 34,000 210 X 400 = 84,000 1,18,000 
60% (600 Uni1s) 34,000 210 x 600 .., 1,26,000 1,60,000 
80% (800 Units) 34,000 210 X 8()(} = 1,68,000 2,02,000 
10000/o ( I ,000 Unirs) 34,000 210 X 1,QQQ : 2,J0,000 2,44,000 
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Flexible Budget Craphs 

At 80% Capacity: Fixed Cost~ 34,000 (Xl) 

Variable Cost~ J ,68,000 (X2) 

Total Costs t 2,02,000 (X3) 

Similarly, calculations can be made for other levels of activity. 

7.14 SALES BUDGET 

Sales budget is a forecast of the total sales expressed in quantity and/or money 
during the budget period. h is the most important budget of the finn and forms the 
basis oo whicl1 all other budgets are built up. Foe instance, after estimating the 
quantiti_es to be sold, a production budget can be prepared on ~hich again _all ~ost 

· .. _.bndgets depend, Ljkew.ise; estimates of .cash receipts durin_g budget period ~re· t?i,ised 
. on sittes budg~e ·_-: · ,. : · •. · · · ' • · 

j ' ~ ,\ 

The preparati~n ·of ·sal_~; budget is ihe ie.spo.nsibfljty of the ..sal~s .01.anag~r.· who i's · · 
· · assisted by th~ buJiget officer, the a.cco.untant, and. the ~t.af(of ufs own dep~nment. ·, · . . 
-.-W;h'i~e. forecasting~~,; th~ sales·mcl:n~~ -~i;Jd :c-~i_i:.M~f;.~11Jtf6l,i'ow1~_g i?Oi~ts,. ·: ·

1 
·: , . •· • • ·._. • • _.· : '.. 

' • _Anulysis' o/Pnst Sales;\.The trend. i:tj ·sal'es\an.· b~;~$tiip~ted ·bx,inaiysjJ1g .. th~ p~i · , 
sales data. !~e record of' past yiar's sales is .,tli~t:, :~o~t. teli'ab_l~ ·basis }or ttJe· 
·obtah1ed. rrom statistical reports . Wodl.lc~~ ·by trade journals: and government 
publications. · · ~ . ·· · · : ·. , · · 

• Market Analysis: Market analysis or :market research ·is esse~tial to know 
the market potential. TI1e purpose growth, purchasing power of consumers, 
product design required by the customers, changes in tastes, fashions etc. This 
work can be done by the firm's own staff or by us ing the sources of a firm of 
market analysis. 

• Reports of Salesmen: Sales estimates can be ruade accmately by those persons 
who are in direct contact with customers. Therefore, salesmen, travelling agents' 
potential and expected saJes are considered during the budget period. However, 
the estimates submitted by them should be scrutinised 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 available for the 
current year: 



Marl<et Budgeted Actual Sales 
Agra: Raja 400 at f 9 each 500 a1 t 9 each 

Rani 300 at f 2 l each 200 at~ 2 1 each 

Mumbai: Raja 600 at ~ 9 eacb 700 at ~ 9 each 
Ranj 500 at i 21 each 400 at < 21 each 

Markee srudies reveal that toy • Raja' is popular as it is underpriced. It is observed that 
if its price is reduced by t l jt will find a ready market On the other hand, ' Rani ' is 
overpriced and market could absorb more sales if its selling price is reduced to~ 20. 
TI1e management has agreed to give effect to the ahove price changes. 

On the above ba~is, lhe followiog estimates bave been prepared by the sales manager: 

Percent (%) increase in sales over current budgec 
Product 

Raja 
Rani 

Agra Mumbai 
-c- (0% 
+20% 

+5% 
+ 10% 

With the help of an intensive adve11isemen1 campaign, the followlng add itional sales 
above the estimated sales of Sales Manager are possible: 

Prod uct Agra Mumba i 

Roja 60 units 70 units 
Rani 40 units 50 units 

You are required to prepare a budgel for sales incorporating the above estimates. 

Solution: 

Sales Budget 

Period ........ ....... . 

Area hems Budget for the curren1 Actu:il Sales Budget for the 
year future period 

Units Price Value Unil<. Price Value Units l'ricc ValU<: 
Agra Rajn 400 9 3.600 500 9 4,.500 500 

"Rani )0() 21 6,300 200 21 4,200 · 400 
Total 7-00 - 9.900 700 -- 8,700 900 

Mumbai Raja 600 9 5,4-00 700 -9 6.300 700 
Rani soo 21 J0,500 400 21 8400 ~ 
Tota1 1, 1-00 - 15,900 1,100 - )4 ,700 1,300 

Total Raja l,UOO 9 9,000 l ,200 9 10.800 1,20.0 
'Rani &oo .21 16.800 tiOO 21 12600 1,000 

Wprking Nole: Quantity of sales fo r future period is ca lculated as under: 

Budgeted 
[ncrease 

Adv. Effect 

Agra 
400 

....12(10%,) 
440 
.QQ 
500 

Mumbai 
600 
__J.Q (5%) 
630 
_lQ 
700 

Agra 
300 

Rani 

60 (20%) 
360 

40 
400 

7.15 PRODUCTION BUDGET 

Mumbai 
500 
_jQ( 10%) 
550 
.-22 
@Q 

10 5,000 
20 8,000 
- 13,000 
10 7,000 
i<) 12,000 
~- 19.000 
10 U ,000 
20 20 000 

Production budget is the second important budget of tJ1e finn nex1 to sales budget. It is 
based on sales budget and forms the basis of other cost budget such as material 
budget, labour budget, plant utilisation budget etc. The production budget, which is 
prepared by the production manager, is a forecast of anticipated production of each 
product to be produced by tbe 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 budget also includes the inventory of 
fIJ1ished goods. The production budget is generally prepared on the basis of: 

• The sales budget 

• The production capacity of the factory 

• The estimated changes in stock position 

• The inherent loss in production, and 

• The policy regarding manufacture or purchase of components. 

7.15.l Objectives of Production Budget 

1l1e objective of production budget is to produce a1 minimum cost as per demand and 
to establish co-ordination between sales, production and inventory 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) department-wise or process-wise, and (iii) period-wise. 

• To maintain the desired inventory levels so that the firm may not lose customers 
for want of goods. 

• To put down and organise the production programme in such a way that sales 
targets fixed by the sa1es budget may be achieved thereby. 

• To serve as a basis for preparation of cost budgets such as materiaJ, labour, 
overhead and plant utilisation budget. 

• To establish proper co-ordination between sales department and production 
department. This will help in preventing the situation ofunutilised capacity. 

7 .. 16 MASTER BUDGET 

"After prepar~g fhe separate budgets for all tJ1e' departmen1s or functions, their 
summarised st"atemci1ts are transferred to a separate budget, known ·as master-.budget. 

· . Thus, · ~aster budge!" is a summary budget incorporating_ its componeot functional 
budgets. R. M. S. Wilson lrns defined a master'budget as a consqlidated sumfo.ary of 
a)l the detailed budgets. According to Rowland and ·wi'lliams, it is a summary_ of 

· budget schedules in a capsuJe fonn 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. That is why it takes the fonn of a projected profit and loss account 
arrd the balance sheet. Therefore, some accountants accept "Budgeted Profit and Loss 
Account and Balance Sheet' as the master budget. ln this respect it is like the financial 
statements with the difference that it considers future data while financial statements 
are summarised historical data. 

This budget is prepared by the budget officer, which after approval by budget 
committee is sent to the Board of Directors for final approval. If the Board finds the 
profit as projected by profit and loss account to be satisfactory, it is accepted as master 
budget indicating the fomial plans of action for the forthcoming budget period. 

Master budget is mainly useful to top management. Tt js a key to successful financial 
planning and control. lt sets out the basis for computing the costs, profits and financial 
conditions resulting from any sales volume or product mix. It segregates income, costs 



and profits, information about assert and important financial ratios. ln brief, the 
fol lowing are the advantages of a master budget: 

I. Pro.fil f orecasti11g: Master budget is an approved document which shows 
projected profit position of the firm. Profit ascert.,inment is easy because o f 
availabi I ity of in fonnation about all business acriv ities. 

2. K11owlerlge of Causes of Changes in Financial PosiJ.io11: Budgered balance sheet 
shows the proj ected financial position of the fjrm. The analysis of this financial 
position by use of different ratios will reveal the causes of different changes. 

3. Co-ordu,ation: .Preparation of master budget enforces co-ordination among 
functional budgets. 

The master budget may be prepared in the form of a statement a lso, and giving details 
of product wise, sales, cos1 of sales, gross profit, net profit, assets ratios, appropriation 
from profits etc. The fo llowing is a specimen of master budget prepared in this form. 

Master Budget 

Period Normal Capacity Budgeted Capacity 

P roduc t A Prod uct B Total 

~ t t 
Sale~ 
Less : Cost of Sales 

Direct Malerials 
Direct labour 
Factory Overhead 

Add : Opening Stock 
Less: Clo~ing Stock 

Gross ProJit 
Adminisu-a1ive Cost 
Selling & Oistnbution Cost 

Net Profit 
Assets : 

f-i.i(ed 
Cun-ent (Net) 
Total Capital F..rnployed 

Ratio~ : 
Sales / Capital J;rnployed 
Profit / Turnover 
Current Ratio 
Liquidity Ratio 

Appropriations froln Profit 
Dividends 
Reserves 
Taxe~ 

Balance of Profit or Loss 

Example: A g lass manufacturing company requires you to p repare the Master Budget 
for t11e year from the fo llowiog information: 

Sales 

Toughened Glass 

Bent Toughened Glass 

Direct Material Cost 

Direct Wages 

f 3,00,000 

·~ 5,00,000 

60% of sales 

20 worker@ t 150 per month 
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Factory Overhead 

Indirect Labour 

Works manager 

forman 

Store and spares 

Depreciation on machinery 

Light and power 

Repairs and maintenance 

Olher Slmdries 

Administration, selling and 

Distribution expenses 

Solution 

f 500 per month 

~ 400 per month 

21/2 % on sales 

f 12,600 

t 5,000 

~ 8,000 

I 0% on direcr wages 

t 14,000 per year 

Master .Budge! 

Period ... . . .. 
~ ~ 

Sales (as per Sales Budget) 

Toughned glass . . ... units@ t .... 3,00,000 

Bent roughened glass .... units @ f ... 5,00,000 

S,00,000 

Less: Cost of Production (as per cost of 
Production Budget): 

Direct Material 4,80,000 
Direct Wages (20 x l50 x I 2) 36,000 

Prime Cost 5,16,000 

Factory Overheads: 

VariabJe: , ~ 
112· · 

Store and Spares (2_ ¾ on sales) 20,000 

Light and Power 5,000 

Repairs 8,000 33,000 

Fixed: 

Works Manager' s Salary 6,000 . 
I Foremen's Salary 4,800 

Depreciation 12,600 

Sundries (l 0% on direct wages) 3.600 27,000 

Work Cost 5,76,000 

Gross Profit 2,24,000 
Less: Adm.in. ScUing and Distribution Overheads 14,000 

Net Profit 2, 10.000 

for recapitulation of the various facets of different budgets are gjven in the table on 
next page. 



Table Showing Various Facets of Different Budgets 

Name of What it shows Prepared by Based upon 
Budget 

Sales Budget Estimated Sales Sales Historical 
of Products Manager analysis of 

sales business 
conditions / 
Report by 
salesman 
Market 
Analysis 
Special 
conditions 

Production Quantity or Production Sales Budget, 
Budget product to be Manager production 

manufactured Capacity, Stock 
requirements 

Production Cost of Production Production 
Cost production Manager Budget 

(a) Material Quantity and Production Production 
budget value or Material Manager and Budget stocks 

needed for Costing on hand 
Production Deptt. 
Budget 

(b) Labour Labour Hours Production Production 
budget (No.) and Cost Man~erand 13udget 

and needed for Costing 
Prodti()tien Deptt. 
Budget 

(c) Prodt1ction Estimaled tlroductioo Production 
Overheads Overhead Manager and Budget and 
8udge1s expense for the Costing Pil'cd Expenses 

Production Deptt. 
Budget 

Plant Requirement of Production Production 
Utilisation plant to meet the Manager requirements 
Budget production Plant capacity 

budget showing 
machine load in 
each 
manufacturing 
Deptt. & reveals 
over-loading and 
under-loading 

Classification 

Producl-w ise, 
Territory-wise, 
Type of 
C1JSlOmer 
Salesman-wise' 
Month-wise 

Product-wise, 
department-
wise Month-
wise Element 
or Cost 

Product-wise. 
department-
wise Month-
wise 

Item-wise 
(major) 

Category / 
skill-wise 

Expense Item-
wise 
Depanment-
wise 

Department-
wise Machine-
wise 

Conul .. 
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Administration Estimated selling I Finance Past records Item-wise 
Overheads and distribution Manager expected future 
Budget costs for coming changes, 

period. increments of 
staff, funds and 
other assets and 
facilities 

Selling and Estimated selling Sales Market Item-wise, 
Distribution and distribution Manager infonnation Media-wise. 
Budget costs for coming Pa'>t product-wise, 

I period. perfonnance Territory-wise 

Cash Budget Budgeting cash Budget AU fw1ctional 
receipts and Officer Budgets 
payments. 

Capital Estjmated Budget Plant utilisation Item-wise 
Expenditure expenditure on Officer on budget 
Budget Fixed Assets showing over-

during the budget loading. 
period. Requisition for 

new assets or 
aJterarioo to 
existing assets 
received from 
various 
department 

Master Budget Summary of all Budget AU functional 
Budgets. Officer Budgets 
Projected Profit 
and Loss 
Account and 
Balance Sheet for •! 

the budget 
J 

period. I 
Example: (Production Budget): Ace Ltd. manufactures three products X,Y,Z. The 
cost accountant is prepadng the annual budget for the next year and he has asked you 

· to pro<luction budget for product X, Y, and Z using the data given below: 

Product X Product Y Product 2 

t ~ r 

Budgeted Stock: 

l SI Jan - Nex1 Year 72,000 54,000 l ,80,000 

31 SI Dec - Next Year 60,000 57,000 1,00,000 

All stocks are valued at 

Standard cost price per unit 24 15 20 

Standard Profit% of selling price 20% 25% 16% 

Budgeted sales (f) 4,20,000 3,80,000 J0,08,000 

Normal loss in production 10% 20% 5% 



Solution 
Production Budget 

items Product X Product Y Product Z 
(units) (units) (un its) 

Sales Budgeted (i) 14,000 19,000 42,000 
Add: Closing stock (ii) 2,500 J,800 5,000 

Total Requirements 16,500 22,800 47,000 
Less: Opening Stock (ii) 3,000 3,600 9,000 

(a) Production Requirements 13,500 19,200 38,000 
Add: Loss in Production 1,500 4,800 2,000 
(balancing figure) 

(h) Number of units to be produced (iii) J 5,000 24,000 40,000 

Working Notes: 

( i) Sales in units 

Product X Product Y Product Z 

~ ~ ~ 

Budgeted Sales 4,20,000 3,80,000 I 0,08,000 

Less: Profit @ 20%, 25% and 

16 213% respectively 84,000 95,000 l,68,000 

Cost of sales (a) 3,36,000 2,85,000 8,40,000 

Standard cost per unit (b) 24 15 20 

No. of units sold (a-:-- b) 14,000 19,000 42,000 

(ii) Number of units of closing stocks and opening stock has been calculated by 
dividing the value by cost per unit of each product: 

(iii) Number of units to be produced 

-Product X = 13,500 x 100 I W = 15,000 

Product Y = 19,200 x 1"00 I 80 = 24,000 

Product Z = 38,000 x 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.l 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 departmenrs. 
Therefore, it is essential that all the departmental heads sho uld 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. Gene rally, budget period 
commensurate with other departmental budgets and it is usuaJJy one year. But, in 
determining this period, the budget is prepared for each season. ln manufacturing 
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concern, it may be made for long-tem1. After determining the budget period, it is 
sub-divided in small periods such as quarter, month. week or days. 

2. Forecasting Cash Flows: After detennining the budget period, an estimate is 
made of cash inflows and cash outflows during the budget period. Cac;h inflows jn 
a business concern, usually, arise from casJ1 sales, collection from debtors' income 
from investments etc. while cash outflows result from various expenses incurred 
by the finn. These may be purchase of goods, wages. interest, dividend etc. 

3. Forecasting Cash Requirements: After estimating cash inflows and casJ1 
outflows, the excess or short.age 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: 

• Receipts and Payments Methods 

• Adjusted Profit and Loss Method 

• Ba lance Sheet Method 

7.18.1 Receipts and Payments Method 

Under this method of presenting cash budget, consideration has to be given to all cash 
receipts and payments expected during the budget period. Hence, the budget is divided 
into two parts. The first part contains amount of cash received aod its timing and the 
other part, amount of cash paid and its timings. The method is more suitable for short­
term cash forecasts. Under this method, the necessary information for preparing cash 
budget is obtained from the following budgets: 

• Sales budget that reveals cash sales but only after adjusting sales figures with the 
lag in payment by debtors to arrive at collection from debtors. 

• Purchase budget that reveals cost of purchac;es but after taking into account the 
payment to creditors according to the terms of credit given. 

• Labour budget that reveals Jabour cost but after considering the lag in payment of 
wages and salaries to employees. 

• Expenditure budget tlrnt reveals cash overhead with due consideration for the 
time-lag in the payment of these costs. 

• Plant and equipment budget shows cash required for purchase of new equipmenl 
or for replacement. 

• Financial budget reveals cash requirements for dividend, taxes, Joans, donations 
etc. 

The computation of cash receipts and cash payments is made as follows: 

Estimating Cash Receipts or Caslt I11jlows 

The cash inflows or cash receipts during the budget period may arise from operations, 
from non-operating sources and from capital transactions. 

l. Cash Receipts from Operations: The most important source of cash receipts from 
operations is sales which can be ascertained from the sales budget. Sales can be 
for cash or on credit basis. In casb of cash sales, cash is received at the time of 
sales. On the other hand, in case of credit sales, cash is realised after some time 



depending upon the fim, 's credit policy reflected in the average collection period. 
While estimating cash from sales and collection from debtors, account should be 
taken of sales discount, returns, allowances and bad debts as they reduce tbe 
amount of cash collected from debtors. This has been explained with the 
following example: 

Example: A large retail store makes 25% of irs sales for cash and the balance on 
30 days' terms. Due to faulty col1ecrion practice, there have been losses from bad 
debts to the extent or I% of credit sales on an average in the past. The experience 
of lhe past reveals that nonnally 60% of credjt sales are collected in the month 
following the sales, 25% in the second fo llowing month and 14% in the third 
following month. Sales in the preceding three months for January, February and 
March, 2002 were~ 80,000, t 1,00,000 and~ 1,40,000 respectively. Sales for the 
next three months from April to June are estimated to ~ 1,50,000, f I , l 0,000 and 
"1 ,00,000 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. 

Payment: 
Cash Purchases ...... ······· ....... 

Pa)'lncnt to Creditors ...... ······· . ...... 
Wages and Salaries ...... ....... . .. ... .. 
.Expense paid -..... ....... ····· ·· 
Dividend aod tax paid . . .. ... ....... ······· 
.Repayment of Loans ... ... . .... .. . ... .... 
Purchase of Fixed Assets ...... ····-· · .. ... ... 

Tot.al Payment (0) ··· ·- .... .... ...... 
Balance c/d (A - 8) ...... ········ ...... 

Example: Summarised income and expenditure forecasts for the month of March to 
August, 2002 are given below: 

Moqths Sn1u Purchases W'11ues Overheads 
f t r ' March 60,000 36,000 9,000 10,000 

Aoril 62.000 38,-000 8,000 9,.1000 
M.iv 64.000 3J,OOD 10,000 11 500 
Juoe 58,000 35,000 8,500 9,000 
July 56000 39,000 9,500 9,500 
AU2tlSI 60,000 34,000 8,000 R,500 

You are required to prepare a cash budget for 3 months starting 0 11 151 May, 2002 
keeping in view the fol lowing information: 

(i) Cash balance as on 1~ May, 2002 f 8,000. 

(ii) Sales and purchases all are on credit; 

(iii) Plant costing f 16,000 are due for delivery in July payable 10% on delivery and 
the balance after 3 months; 

(iv) Advance tax installments oft 8,000 each are payable in March and JUJ1e; 

(v) The period of credit allowed by suppliers is 2 months and that allowed to 
customers is I month; and 

(vi) Lag in paymenr of all expenses is one montl1. 
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SolU1io11 

Cash .Budget 
Period of three months e.nding July, 2002 

Particular May .June July 

~ t < 
Balance bid 8,000 16,.500 13,000 
Receipts I 
Cash co!lec1c<l from Debtors 62.000 l 64,000 58,000 

Ca~h A vailahle (/\) 70,000 l 80.500 11,000 I 
Payments 
Accounts Payable 36,000 38,000 33,000 
Wages 8,000 10,000 8,500 
Overheads 9.500 11,500 9,000 
Plant (10%) -· -- 1,600 

I Advance Ta;1, -- 8.000 ---
I Balan(,,-e c/d (/\ - 8) 

Total Paymc11~ (B) illQQ 67.500 52,100 

I 16.500 13,000 18.900 

Working Notes: 

(i) Customers are allowed one month's (;Tedie, hence credit sales of April, May and 
June will be realised in the month of May, June, July respectively. 

(ii) Payment for credit purchases is made after two months of purchase hence 
purchases for .March, April and May will be paid in the month of May, June, July 
respectj vely. 

Example: from the following paniculaI$ make out a cash budget of Chanakya 
Limited from October to December. 

Months Sales Purchases Wages & .Expenses 

~ '{ ~ 

July (Actual) 3,00,000 1,00,000 60,000 

August (Actual) 3,50,000 1,50,000 70,000· 

September (Actual) 4,00.000 2,00,000 64,000 

October (Budgeted) 6,00,000 3,00,000 80,000 

November (Budgeted) 4,50,000 2,50,000 7.2,000 

December (Budgeted) 5,00,000 2,00,000 60,000 

Other Information: 

(i) Credit allowed to customers_ for 2 months and fonn creditors l month; 

(ii) Lag in payment of Wages and Expenses ¼ month; 

(iii) Advance tax is to be paid in November~ 25,000; 

(jv) Insurance@~ 5,000 payable in every month which is not included in the above 
•wages and Expenses' ; 

(v) Machinery purchased in December amounted to~ 1,50,000; 

(vi) l 0% sales aod purchases are made for cash; 

(vii) Selling commission is payable @ 5% on sales payable in the month following 
rhe month of collection; 

(viii) The Bank Balance on 1st October is ~ l ,00,000. 



Solution 

Cash Budget 
eno : P . d Th rec mon th d. 31•1 D ecem sen mg be 2002 r, 

~ t 
Balance bid 1,00,000 1,69,000 
Receipts 
Cash Sales 60,000 45,000 
Casb collected from Debtors 3,15,000 3,60,000 
Cash Available(A) 4,75,000 5,74,000 

Payments: 30,000 25.000 
Cash Purchases 1,80,000 2,70,000 
Payment to Creditor~ 76,000 74,000 
Wages and Expenses --· 25,000 
Advance Tax 5,000 5,000 
Insurance ·- -·· 
Machinery purchased 15,000 17,500 
Selling Commission 3,06,000 4,16,500 

Total Payments (b) 1,69,000 l ,57,500 
Balance c/<l ( A - 8 ) 

Working Notes: 

( i) Collection from debtors is equal to 90% of sales of prior to two months. 

(ii) Payment to creditors is equal to 90% of previous month's sales. 

~ 
1,57,500 

50,000 
5,40,000 
7,47,500 

20,000 
2,25,000 

63,000 

----
5,000 

),50,000 
20,000 

4,83,000 
2,64,500 

(iii) Amount of wages and expenses is calculated by adding¼ of previous month and 
¼ of current month 's wages and expenses. For example, the amoUI1t for October 
is: 

Of Septembt.,- ¼ oH 64 ,000 

or October ¾ oH 80,000 

f 16,000 

= ~ 60.000 

~ 76,000 

The amount for next months wilJ be calculated in the similar way. 

(iv) T ime lag in pay ment of sales commission will of ]months (2months collectioa 
from debtors and one month later) i.e. the .commission on July sales will be pa.id jn 
October, August sales in November and September sales in December. 

7.18.2 Adjusted 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 operat ion (after adjusting non-cash ite ms 
like depreciation, outs tanding expenses, write off of intangible assets etc), reduction in 
current assets (except cash), sales of fixed assets; increase in liabilities and sale of 
s hares and debentures. Decrease in cash occurs due to increase in current assets 
(except cash); decrease in liabilities purchase of fixed assets, payments of dividend; 
tax etc. This method of preparing cash budget is also called "Adjusted Net lncome 
Method" or " Adjusted Profit and Loss Method" . It is because; the forecasts of the 
budget perjod are conver ted into cash by adjusting the items which do not affect cash 
inflows and outflows. It is based on the principle that profits of a business are equal to 
cash. If there are 110 credit transactions, capita l transaction, accruals , provisions, 
appropriations etc., rhe ba lance of profit as shown by profit and loss account should be 
equa l to the balance in the casJ, book. A specimen of such budget is given below: 
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Cash .Budget fo r the period endt:d ..... 

Opening Casb Balance 
~ ~ 

Budgeted Net Profit 
.. .. 

.... 

Add: (i) Non-cash transaction: 
Depreciation 

.. .. 

Amortisation 
.... 

Provision and Rese:rves .. .. 

(ii) Decrease in current Assets .... 

(i. e Stock. Debtors, 13/R) .. .. 

(iii) lnci:ease in Current Liabilities 
(iv) Issue of Share Capital, .Debentures .... 

I (v} Sales of Fixed Assets .... 
.... . ... 

Less: ( i) Purchase of Fixed Assets 
(ii) Payment of Dividends .... . ... 

(i) l,lcdcmption of Debentures & 
.... 

Preference Share .... 

(ii) Increase. in Current Assets 
(Debtors, H/R, Stock) 

.. .. 

(iii) Decrease in Current Liabilities 

I (Creditors, Bl P. Taxes) 
.... 

Cash Balance at the end of the year .... 

Example: From the following information prepare a Cash Budget by adjusted profit 
and loss method· 

~ 

Creditors J,34,600 Cash 
Debentures 1,47,000 Debtors 
Accumulated Depreciation 1,00,000 Stock 
Equity Share Capital 2,50,000 Investments 
Profit and Loss Ne:.. 2.67,000 / Plant at cost 

8,98,600 

For ecast Profit and Loss Accou nt 
For the year ended 31st December, 2002 

~ 

I To Accul)1ulated Dep. Ale 44,000 By Gross profit 
To Adm. & Selling Exp. 20,000 By profit on sale of Jnvest. 
To Income Tax 10,000 By Jnterest 
To Jntcrest charges 6,000 
To Loss on sale of Plant l6,000 
To net orofit c/d 3,28,000 

4 24 000 
To Dividend 20,000 Oy Net Profit b / d 

To Balance cl d 3 os,ooo I 
328,000 

Additional Information: 

(i) New plant costing~ 1.60,000 was purchased during the year; 

t 
36,800 
98,000 

1,23,800 
2,00,000 
4,40,000 
898,600 

~ 

4,00,000 I 

4,000 
20,000 

4,24 000 
3,28,000 

328,000 

(ii) An old plant costiJlg t 1,20,000 and accumuJated depreciation oft 84,000 was 
sold for~ 20,000; 

(iii) Investments costing~ 20,000 were sold for ~ 24,000. 



On 31 s, December, 2002 Debtors were t l ,66,400; Stock ~ 1,85,000; Cred itors t 
2,00,000; Debentures~ 1,00,000; Equity shares issued during tbe year~ 1,00,000. 

Solution 
Cash Budget 

For the budget period ended 31st Decem her, 2001 

Opening Balance of Cash 36,800 
Budgeted Profit for the Year 3,28,000 
Add: Depreciation written off 44,000 

Increase in Creditors 65,400 
Loss on sale of Plant 16,000 
Sale of Investments 24,000 
Sale of Plant 20.000 
[ssue of Share Capital 1,00,000 5,97,400 

6,34,200 
less: Redemption of Debentures 47,000 

Purchase of Plant 1,60,000 
Payment of Dividend 20,000 
Profit on sale of Investments 4,000 
Increase in Stock 6J.200 
Tncrease in Debtors 68,400 3,60,600 

Closing Balance of Cash 2,73 600 

7.18.3 Balance Sheet Method 

This method of preparing cash budget is another form of adjusted profit and loss 
account method. Under Lhis method, a budgeted balance sheet is prepared showing all 
items of assets and liabil ities except cash balance. TI1e balancing figure is considered 
lo represent cash balance. If there is excess of liabilities over assets, the balance is 
o rdinary cash balance, j f there is excess of assets over liabilities, lhe balat1ce is 
assumed to be bank overdraft. 

Of these three methods, the first method ( receipt and payment method) is mostly 
prcfern~d because it is short-term forecast and is moch more detaile.d. then the other 
two methods, whicl:l are normally used as long-term forecasts. 

Example: Using the data of above me11tioned concept, prepare cash forecast showing 
cash at b'ank under 'Balance Sheet Method. 

SolutiOll 

£quity Share Capital 
Profit & Loss Ale 
Debentures 
Accumulated Depreciation 
Creditors 

Forecast Bala nce Sheet 
As on 31't December, 2002 

f 

3,50,000 Plant 
5,75,000 Investments 
1,00,000 Stock 

60,000 Debtors 
2,00,000 Cash at Bank 

(Balanc1ng figure) 
12,85,000 

r 
4,80,000 
1,80,000 
1,85,000 
1,66,400 
2,73,600 

12,85,000 

Example: On Iv January, 2001 Yunus Limited had t 7,50,000 Shares Capital and r 
90.000 reserve against f 6,00,000 invested in Fixed Assets. Stock and Debtors were ~ 
80.000 aocl ? 1,95.000 respectively and Trade and other Creditors were~ 30,000. To 
sustain the increase in actjvity, s tock level was proposed to be increased by 50% by 
tbe end of the year. Machinery worth ~ 30,000 were proposed to be purchased during 
the year as per capital budget. Estimated profit for the year was ~ 1,05,000 after 
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charging~ 60,000 depreciation and 50% of profit for taxation. Advance Jncome ta,-x 
payment was estimated to ~ 90,000. Trade and other Creditors were likely to be 
doubled. 5% dividend was to be pajd and provision for l 0% dividend fo.r next year 
was to be made. Debtors were estimated to be outstanding for 3 months. Sales budget 
shown t 15,00,000 sales. 

Make an estimate of cash position at the end of the budget period by preparing 
Budgeted Balance Sheet. 

Solution 

{ 

Share Capital 
Reserve & Surplus 
Balance 90,000 
Les!; : Dividend 37,500 

.Budgeted Balance Sheet 
As at 3 1st December 2001 

~ 

7,50,000 Fixed Assets : 
Balance 
Additions 

~ ~ 

6,00,000 
30,0Q0 

6,30,000 
52,500 Less : Dep. 60,000 5.70,000 

l Add: profit after tax 1,05,000 Current Assets : 
l Less : Proposed 1,57,500 Stock 1,20,000 I 

3,7s,ooo I Dividend 75,000 82,500 Debtors 
Current Liabilities Advance Income Tax 90,000 I 
Trade & Other Creditors 60,000 

I 

Proposed Dividend l 75,000 
Provision for Lncomc Tax l 1,05,000 
Overdraft 82,500 ! (balancing figure) 11 ,55,000 

I J ,55,000 I • ' 

WorkiJ1g Notes 

(i) Stock= 80,000 x J .5 == ~ 1,20,000 

( ii) Debtors are equal to three month's sales ::= 15,00,000 x 3/ 12 = ~ 3,75,000 

Check Your Progress 

Fill in the blanks of the following: 

l. The progress of preparing and using budgets to achieve management 
objectives is called ___ _ 

2. The budget is a ____ of t11e projected plao of action expressed in 
quantitative terms and for a specified period of time. 

3. The _____ defines the authority and responsibility of each person 
in exact terms and therefore, ovedapping of authority is avoided. 

4. ____ is the cost which tends to vary i.n direct proposition to the 
volume of output or level of activity. 

S. A _____ is an estimate of the total production product-wise w1th 
the scheduling of operations by days, weeks and months. 

6. fhe most important source of cash receipts from operations is 
which can be ascertained from the sales budget. ----



7.19 LET US SUM UP 

• A budget is a precise statement of the financial and quantitative implications of 
the course of action that management has decided to fol low in the immediate next 
period of time ( usually a year). 

• A budget is always expressed in financial terms. initially the budgets may be 
prepared in terms of quantities, but finally they must be expressed in the money 
units. 

• Budgeting is a managerial progress that involves preparation of budget, budget 
control, budget co-ordination and ackJ,ow!edgement of the problems and 
difficulties relating to future budget period and taking timely decisions for further 
retrieval. 

• Budgetary control is the planning in advance of the various functions of business 
so that the business as a whole can be controlled. Budgetary control m akes all the 
difference between drifting in an unchart'ered sea and foJJowing a well-plotted 
course towards a predetermined distinction. 

• A budget manual is a document, which contains the essential information required 
for the construction, administration and execut ion of the budget. 

• A detailed budget mruiual serves as a ready reckoner for the executives connected 
w ith budgeting system as it provides with them proper guide lines io the 
preparation and implementation ofbudge15. 

• Budgets are prepared on th.e basis of data generated from accounting system. 
Control of performance requires the comparison of actual performance with the 
budgeted perfonnance. 

• A fixed budget is a budget that does not change or flex when sales or some other 
activity increases or decreases. A fixed budget performance report compares data 
from actual operations with the single level of activity reflected in the budget. 

• F lexible budget also known as variable or sliding scale but;lget is a budget which is 
prepared to furnish budgeted costs for any level of activity actuaHy attained. 

• Sales budget is a forecast of the total sales ex.pressed -in quantity and /or rnoney 
during the budget period. It is the most important budge t of the firm and forms the 
basis on which all other budgets me built up. 

• The production budget, which is prepared by the production manager, is a forecast 
of anticipated production of each product lo be. produced by the firm during the 
budget period. 

• A master budget is a set of interconnected budgets of sales, production costs, 
purchases, incomes, etc. and it also includes profonna 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 

Budget A budget is an estimation of revenue and expenses over a specified future 
period of time; it is compiled and re-evaluated on a periodic basis. 

Bu£lgetary Control: Budgetary control refers to how well managers utilize budgets to 
monitor and control costs and operations in a given accounting period. 

Budget Ma11ual: A budget manual is a document, which contains the essential 
information required for the construction. administration and execution of the budget. 

Fixetl Budget: A fixed budget, also called a static budget, is finandal plan based on 
the assumption of selling specific amounts of goods during a period. 

Flexible Budget: A flexible budget is a budget that adjusts or flexes for changes in the 
volume of activity. 

Sales Budget: Sales budget is a forecast of the total sales expressed in quantity and /or 
money during the budget period. 

Production Budget: Production budget is a schedule showing planned production in 
units which must be made by a manufacturer during a specific period to meet the 
expected demand for sales and the planned finished goods inventory. 

Master Budget: The master budget is the aggregation of all lower-level budgets 
produced by a company's various fw1ctiom1I areas, and also includes budgeted 
financial statements, cash forecasts, and a Gnancing plan. 

Cash Budget: A cash budget is an estimation of the cash inflows and outflows for a 
business over a specific period of time, and this budget is used to assess whether the 
entity has sufficient cash to 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 th.e purpose of Budgeting? Discuss the essentials of an effective 
budgeting. 

3. On what factors the success of a budgeting system depends in a business 
organisation? 

4. "Budget is an essential tool for managers'' . Explain this statement 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 (or limiting factor) is of vital significance to 
management". Comment on this statement giving a list of principal budget factors. 

8. What important changes have taken place in the realm of budgeting in India? 

9. Write short note on the following: 

(i) Budget Manual 

(ii) Budget Officer 



(ii i) Budget Period 

(iv) Key Budget Factor 

1 0. Explain the objectives of cash budget. 

11. How does cash budgec help in formatting effective divideod / investment policy? 

12. How does Cash Budget help in availing cash discount? Explain. 

J 3. How is Cash Budget useful in planning the purchase of fixed assets? 

14. How are long-term cash forecasts made? 

15. Explain the difference between cash budget and finance budget. 

l 6. Ravindra L td. expects month ly s<1les in January~ 70,000 in February ~ 45.000, in 
March t 75,000 and in April r 50,000. 75% of !he sales are credit sales. ·me 
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. 

17. What is Cash Budget? What is the difference between Cash Budget and Finance 
Budget? Discuss its main functions. 

l 8. Discuss the importance of Cash Budget and explain as to how cash budget helps 
in cash plann ing. 

19. Briefly d iscuss the various items of 'Cash Receipts' and 'Cash Payments'. 

20. From the following prepare a m onthly cash budget for the fou r months ending 31st 

December 

Months Expected Sales Expected Purchases 

~ ~ 

September 50,000 32,000 

October 60,000 60,000 

November 45,000 70,000 

December 80,000 45,000 

Other relevanJ infumration is as under: 

(a) Wages to be paid to workers~ 6,000 per month. 

(b) Dividends from investments amounting to r 1,000 are expected on 3 L « 

December. 

(c} Income-tax to be paid ( in ad vance) in December, f 2,000. 

(d) Preference share dividend off 5,000 is to be paid on 30m November. 

(e) Balance at Bank on I 11 September is expected to be~ 6,000. 

21. ABC Co. wishes to arrange overdraft facilities with its bankers during the period 
April to June of a particular year, when it will be manufacturing mostly for stock. 
Prepare a Cash Budget for the above period from the following data, indicating 
the extent of the bank fac ilities the company will require at the end of each month: 
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(a) 

Sales Purchases Wages 
Month 

t t t' 

february 1,80,000 1,24,000 12,000 

March t,92,000 1,44,000 l4,000 

April 1,08,000 2,43,000 11,000 

May 1.74,000 2,46,000 10,000 

June 1,26,000 2,68,000 15,000 

(b) 50% of the credit sales are realised in the momh foBowing sales and 
remaining 50% sales in the second month following. Creditors are paid in the 
following month or purchase. 

(c) Cash at Bank. on 1$1 April (estimated)~ 25,000. 

22. A company is expecting to have~ 25,000 cash in hand on l '' April, 2002 and you 
are required to prepare an estimate of cash position du.ring the three months, April 
to June, 2002. The following infortnation is provided to you. 

Sales Purchases Wages 
Month 

t ~ ~ 

February 70,000 40,000 6,000 

March 80,000 50,000 7,000 

April 92,000 52,000 7,000 

May 1,00,000 60,000 8,000 

June 1,20,000 55,000 9,000 

Other Information: 

(a) Period of credit allowed by suppliers t\vo months; 

(b) 25% of sale is for cash and the period of credit allowed to customers for credit 
sale one month; 

(c) Delay in payment of wages and expenses on month; 

Income tax~ 25,000 are to be paid in June, 2001. 

23. A company expects to have~ 37,500 cash in hand on 1 ~t April and requires you to 
prepare an estimate of cash position during the three months -- April, May and 
June. The following information is supplied to you: 

Sales Purchases Wages Factory Office Selling 
Month Expenses .Expenses Expenses 

~ t t t t ~ 

February 75,000 45,000 9,000 6,000 6,000 4,500 

March 84,000 48,000 9,750 8,250 6,000 4.500 

April 90,000 52,500 9,000 9,000 6,000 5,250 

May 1,20,000 60,000 11 ,250 ll,250 6,000 6,570 

June 1,35,000 60,000 14.000 14,000 7,000 7,000 



Other Jnformation: 

(a) Period of crndit allowed by suppliers 2 months. 

(h) 200/o of sales are for cash and period of credit allowed to customers for credit 
i!> oue month. 

(c) Delay in payment of all expenses-1 month. 

(d) Income tax oft 57,500 are due to be paid on June l5lh. 

(e) The company is to pay dividends to sltareholders and bonus to workers of 
t 15,000 and t 22,500 respectively in the month of April. 

(f) Planl has been ordered to be received and paid in May. Jt will cost~ J,20,000. 

Check Your Progress: Model Answer 

1. Budgeting 

2. Blue-print 

3. Budget manual 

4. Variable cost 

5. Production budget 

6. Sales 
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8.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Understand the definition, scope, objectives and functions of Management audit. 

• Discuss who is an auditor and what are his/her qualities and functions. 

• Describe the working procedure of management audit. 

• lJndcrstand the various types of audits. 

8.1 INTRODUCTION 

Management audit is audit of the management. lt is similar to operational audit in 
several aspects. However. management audit concentrates more on the inefficiencies 



and weaknesses of the management. Management audi1 is an emerging concept of 
auditing. IL has been originated from America. Management audit is an act of 
evaluation of all the activities of all the departments with a view lo provide 
appropriate suggestions to the management to help their work. In other words. 
managemem auditing is a future oriented task which evaluates timely in all the levels 
of management like production management, sales manageruent etc. 

8.2 EMERGING CONCEPT OF MANAGEMENT AUDIT 

Management audit is a method of independent and systematic evaluation of the 
management activities at all levels of management to ascertain the funclions, 
efficiency and achievement of the management (i.e. policies) as compared to 
standards ser by the company. 

According to L. R. Howard, "Management audit is an investigation of busines:, from 
the highest level downward in order to ascertain whether sound management prevails 
throughout. thus facilitating the most effec1ive relationship with out.~ide world and 
smooth running of internal organisation." 

As per Taylor and Perry, "Management auditing is a method to evaLuuie the ejflcienc:y 
of manuge111e111 at all levels throughout the organisation, or more :;pecijicaily, it 
comprise~· the investigalion of a business by an independent body from the highest 
executive level downwards, in order to ascertain whether sound mana>:emenl prevails 
through and to report as to its efficiency or otherwise wi1h recomnumdutiuns to ensure 
its ejjectiveness whe1·e such is not Lhe case." 

Management audit may be defined as the systematic and dispassionale examination. 
analysis and appraisal of management•s overall performance. lt takes into account 
hoLh financial and non-financial factors including ecooornjc environmenl, their effect 
on lhe administration and goals of the business organisation. 

l t is essentially a procedure or a fonn of appraisal of the total performance of the 
management by means of an objective and comprehensive examination of the 
organisation s1ructure, its components such as a department, its plans and policies, 
methods of process or operation and controls, and its use of physical fadli1ies and 
huma,, resources. 

Thus rrtt1nagemcnt audit signifies critical assessmem of management of the enterprise 
from the broadest possible point of view. The thrust of this audit is, therefon!, on 
evalliation, with appropriate analysis for improvement on contribution towards 
industrial development. 

In this regard, George A. Terry states, "The periodic assessment of a compuny 's 
managerial pla11ning, organising. actuating, and co111rolli11g compared to what might 
be called the norm of successful operation is the essen1ial meaning ~f managemenl 
audit. lt reviews the company's past, presem and future The a,·eas the ,·ompany 
covers are examined with a view Jo determine whether the company is achieving 
maximum results out of its endeavours. " 

Such an audit may be undertaken by the management itself, or it may be carried oul . 
with the help of management consultants. ln the same way, while a comprehensive 
management audit may be recommended, companies may even apply it independently 
10 some specific sections or areas of the organisation. For example, production 
efficiency or investment appraisal may well be the subject-maLter of management 
audit. 

Management audit may even be used to provide guidance on cri tical assessment of 
capital budgeting or profit performance, forecasting and planning acti vities on 
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long-term and shon-term basis. Management audit is thus concerned with evaluation 
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: 

l . Systematic process: Auditing is a systematic and sdentific process that follows a 
sequence of activities, which are logical, structured, and organized. 

2. Three party relatiollsltips: The audit pcocess involves three parties, that is, 
shareholders, O'lanagers, and the auditors. 

3. Subject m11tter: Auditors give assurance on a specific subject matter. However, 
the subject matter may differ considerably, such as - data. systems or processes 
and behaviour. 

4. Evidence: Auditing process requires collecting the evidence that is, financial and 
non-financial data, and examining thereof. 

5. £::,·tahlb,hed criteria: The evidence must be evaluated in terms of established 
criteria, which include Jntemational Accounting Standards, lnternationa( Financial 
Reporting Standards, Generally Accepted Accounting Principles, indus1ry 
practices, etc. 

6. Opinion: The auditor has to express an opinion as to the reasonable assurance on 
the financial statements of the entity. 

8.4 SCOPE OF MANAGEMENT AUDIT 

TI1e scope of management audit is much wider than financial audit because 
management audit evaluates not only financial audit bur also other aspects of the 
business. It is the method of evaluating the total efficiency of tJ1e management from 
the top level to the lowest level. Therefore, the main scope of management audit is: 

J. Evaluate the Efficiency of tlte Management: Management· audit evaluates and 
appraises the efficiency of the management at all levels. 

2. lmpleme11tatio11 of Priflciples and Policies of tlte Ma11ageme11t: Management 
audit reviews whether principles and policies formulated by the management have 
been successfully implemented or not. 

3. Find Variances: Jt detects the variances in efficiency with the standards set by the 
management. 

4. Analyze the Reasons for Variances: Management audit analyzes the reasons for 
inefficiencies of the management for not fulfilling the targets. 

5. Recomme11tl Suggestions for Improvement: lt gives suggestions for improvement 
in the areas e.g. production, sales, purchase, finance, human resources, 
administration etc. 

8.5 NEED AND OBJECTIVES OF MANAGEMENT AUDIT 

Management audit is the total audit of the management i.e. reviews how the policies 
of the management have been implemented and its efficiency to execute the policy. 
Therefore, the scope is much greater than financial audjt, as it examines the all aspects 
of the management. Management audit has some objectives. These are discussed 
below: 



J. It verifies tlte Efficiency: Management audit ai ms at to assess the efficiency at all 
levels of management and implementation of policies. 

2. lt gives Suggestl.011 for l11cr eCL<;e in Efficiency: Management audit highlights the 
inefficiencies in different areas of management and gives his valuable suggestions 
and means to improve the efficiencies. 

3. lt assesses the Effectwe11ess of Pla111w1g a11d Policies: Management audit 
examines and evaluates the plans and policies and judge whether planning and 
policies are properly implemented. 

4. It helps ro l11crease Profitability: Management audit helps the management to 
increase profitability by giving remedies to maximize the organjsatjon's resources 
in an efficient way. 

5. It helps to Co-Ordinate Activities: Management audit detec1s the interrelationship 
among the activities, evaluates the authority and responsibility and gives valuable 
suggestions for improvement of co-ordination among the activities and the 
employees. 

6. It gives Valuable Advice: By scanning the management efficiency and detecting 
the weak spots of different levels of management, the management auditor gives 
valuable advice to the top management regarding different polic ies and future 
course of aclion. 

8.6 FUNCTIONS OF MANAGEMENT AUDIT 

Management audit is a difficult and complex. task. It performs the fo l lowing functions: 

I . Management audit identifies the objectives of an organisation if sucb objectives 
are not set up. 

2. Management audit allocates c.he overall objectives of an organisation in small 
parts. 

3. Management audit reviews the structure of organisation and asset of the 
organisation and decides whether goals can be obtained or not 

4. Management audit examines a ll the scope of work and liability centres .. 

5. Management audit provides valuable suggestions 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 financial statement . He may be 
appointed by the organisation itself or may be appointed by the government authority 
under a law. The auditor's job is to write a repon at c.he conclusion of the audit which 
detennines the level of accuracy and clarity that the organisalion has accounted for. 

They can also act in an advisory role lo recommend possible risk aversion measures 
and cost savings that could be made. Auditors work in the accounting departments of a 
huge range of fums and wilh 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.J Auditor 's Report 

An auditor's report provides an opinion on the validity and reliabili ty of a company's 
financial statements. An audit report is a written opinion of an auditor regarding an 
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entity'5 financial statements. The report is written in !I. standard format, as mandated by 
generally accepted auditing standards (GJ\AS). GAAS requires or allows certain 
variations in the report, depending upon the circumstaoces of the audit work that the 
auditor engaged in. The following report variations may be used: 

• A clean opinion, if the financial statements are a fair repre!>entation of an entity's 
financial position. 

• A quali.fied opinion, if there were any scope limitations that were imposed upon 
the auditor's work. 

• An adverse opinion, i f the financial statements were materially misstated. 

• A disclaimer of opinion. wh.ich can be triggered by several 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 the following topics: 

• The responsibilities of the auditor and the management of the entity. 

• The scope of the audit. 

• The auditor's opinion oflhe entity's financial statements. 

An audit report 1s issued to a user of an entity's financial statements. The user may rely 
upon the report as evidence that a knowledgeable third party has investigated and 
rendered an opinion on the financial statements. An audit report that contains a clean 
opi1lion is required by many lenders before they will loan funds to a business. lt is also 
necessary for a publicly-held entily to attach the relevant audit report to its financial 
statements before filing them with the Securities 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. 

(ii) General understanding of the organisation. 

(iii) Expert knowledge on the principle of delegation of authority, management by 
objective, management by exception, management planning and control and the 
different budgetary systems, and those o[ internal 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- general laws, company law, tax laws 
FERA, MRTP, etc. tbat affect the functioning or the whole of the organisation. 

(vi) Background knowledge about- Engineering, Statistics, Costing, Management 
accounting, Financial accounting, Industrial psychology, Managerial economics, 
etc. 

(vii) Tactfulness, perseverance;and lastly~pleasing and dynamic 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 instructions 
pertaining to revenue and expense budgets for each responsibility centre. 



2. To review or give guidance in the preparation of complete statements of the 
perfonnance standards and yardsticks for measurement applicable to each major 
decision or perfonnance area. The auditor should carefully examine each set of 
statements 10 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 coropatible with and properly support the company wide profit 
budget. 

3. To critically examine and refine the unit'> of measurement commonly applied in 
each major performance or decision area. In this regard tbe auditor should help 
management in pinning down and inter-relating the perfom1ancc standards and 
measurements with the operating responsibilities of each person affected. 

Thus, 1he functions (or services) of a Management Auditor may embrace the following 
aspecrs: 

(i) Form11/uti<J11 of p/1111 am/ policy: He should ensure 1hat "accounting, economic 
and other data needed by the management in constructing its basic policy 
framework" - arc suppl ied by the management services unit. 

(ii) Decisio11-maki11g process: He should take into account the outcome of the 
decisions previously applied, and see that the decisions are based on­
management by objectives, management by exception, management information 
services. 

(iji) Desig11i11g orga11isatio11a/ authority structure: He should assist in the flow of 
information among different functional managers (responsibility-wise). 

{iv) Measuring and eva/U11ti1tg busuie.\-.\· performa11ce: He should concentrate on key 
functions or operations i.n the profit-making process. 

(v) Tax-pltmni11g and budgeting: He should appraise the appropriateness of tax 
jmplications, and those of different information and data needed for budget 
preparation. 

(vi) Improving commu11icatio11 syst.em: He should guide in the flow of internal 
communication (be_tween various departments) to strengthen the organisation 
structure, and io the flow of external communication (e.g. market conditions, 
legal requirements, social accounting, competitors' standing, economic trends, 
elC.} wjth a view to strengthening the progress of the business. 

8.10 ROLE OF MANAGEMENT AUDITOR 

A management auditor should have the following general considerations to: 

I. lndicate source, nature and basis of data. 

2. Stick to essential information; that is. not matters of general knowledge. 

J. A void gathering data acquired duriog a previous study, except when a change in 
the data presents new t:vidence. 

4. Obtain the complete details where cost is an jmportant factor. 

5. Look for irregularities, uncertainties, conflicts a11d possible disagreements about 
plans, objectives. functions, systems and operations. 

6. Aware for weaknesses in organisation systems, methods. controls, operations and 
personnel. 

7. Substantiate all data by verification through actt1al observation, examination or 
test checks. 

253 
Mamigemen1 Audit 



254 
Mnnagement Accounting 

8. Watch out for inaccurate, incomplete, inadequate and unnecessary reports, forms 
and statements. 

9. Detennine compliance of policies and procedures by checking performance. 

I 0. Seek out methods for improvement. 

J I. Note areas and functions for greater effectiveness in perfonnance. 

12. Be on the lookout for inadequate protective and preventive methods. 

13. Determine whether or not responsibilities are being appropriately discharged. 

14. Look into the matters of cost-effective utilisation of all resources-human, 
physical financial and national, including the scarce resources and utilities of 
public natllre. 

15. Take note of fluctuations in production. work-loads and services. 

16. Ascertain the ultimate use (i.e. utility aspects) of each activity, record and report 
in order to determine value or .necessity. 

J 7. Look for problems, bottlenecks. waste, unnecessary work or function, poor 
co-ordination, low morale, inadequate motivation and other defects in all 
functions and areas under study . 

8.11 WORKING PROCEDURE OF M ANAGEM ENT AUDIT 

Managemen1 audit is a comple.x task closely linked with the process of management. 
Jt usually involves the following steps: 

1. First step of management auditing is to identify of the objectives of the 
organisation. Sometimes the objectives are stated in specific terms but iCl most 
cases they remain undefined . Ir is important that the objectives are clearjy 
perceived and identified. 

2. The overall objectives of the organisation are to be broken up into detailed targets 
and plans for various segments. 

3. The organisational structure is to be reviewed to assess whether it can effectively 
fulfill the overall objectives and the detailed targets. lf possible, specific 
responsibility centres may be identified in the organisation. 

4. The performance of each functional area or responsibility centre is to be 
examined. Jn many cases the performance can be expressed in quantitative terms. 
lt should be compared with the objectives and targets. 

5. On the basis of the above examination, realistic course of action is to be 
suggested. A motivation system is operated whereby incentives are given to 
various personne\ on the basis of the results of the management audit. 

8.12 DJ FFERENT TYPES OF AUDIT 

Audits are primarily classified into the following: 

1. Statutory Audit: Where the appointment of the auditors, manner of audit, contents 
of audit reports etc. arc specifically mentioned in the Act, the audit conducted 
according to them is called statutory audit. Statutory audit is carried each year by 
an auditor, is called statutory auditor. In India, the accounts of joint stock 
companies, banking companies, insurance companies, co-operative societies, trust 
institutions are subject to compulsory audit. 



2. External Audit: When the auditor is not appointed by the management. For 
example, director of the company cannot appoint the statutory auditor directly bu1 
the statutory auditor is appointed by the shareholders. 11 means 1he statutory auditor 
is also called an exLernaJ auditor. 

3. flltemal A tuUt: 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 internal audit. Internal auditor is the employee of the 
company and gives his report to managemen1 only. 

4. Fi11ancial Audit: It deals with the assessment and verification of the financial 
statements of an organisation. Tbe aim of this auditing is Lo ensure that the 
financial documents are not mishandled and are fair. l11ey must also comply with 
the accounting principles established by that particular organisation. It primarily 
deals wilh Balance Sheet and Profit and Loss Accounts. Financial audit evaluates 
lbe revenues and expenses. )t checks that the reporting or the financial documems 
are in accord with 1he concerned law, policies and procedures. 

5. Operational A udit: This type of audit is performed to verify that lhe resources are 
being use up in the organisation in the best possible manner to fulfill the aim of the 
organisation . These are also sometimes known as perfonnance audits. This type of 
audit t.aJ<es ingredients from financial as well as compliance audit. Jn addition it 
also aims to identify the operations which have chances for further improvement. It 
is done in order to improve operationaJ efficiently. 1t verifies that the activities 
being performed in the company are in the way of meeting predefined management 
objectives. 

6. lnformatio11 System Audit: This audit focuses on the organisation information 
system and its related operations. This is genera Uy done with other types of audits 
like financial, etc. It examines the data fl-om IT systems and evaluates their 
reliability, especially the ones effecting the financial statements of the organisation. 
Tt b known by various names like .fnfonnation System Audit, technology audit, 
computer audit, etc. TT looks into the technicaJ operation, data center operation and 
other applicat ion controls. 

7. Complia11cfl Audit; This audit focuses on reviving the level of compliruu with 
policies framed by the organisation or external regulatory requirements. h basically 
verifies the compliance of rules including legislation, regulations, contractual and 
regulatoi:y requirements. It tries to determine that whether there is any violation of 
concerned laws and regulations that are affecting the organisation. Procedures and 
rules est11blished by the company play a significant role in maintaining the smooth 
functioning of 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 componenl primarily 
financial and operations, also including the aspect of informa1.ion teclmology. lt 
focuses on the broader spectrum and therefore is termed as the integrated audit as it 
is jointly planned by the audit team of financial, operational and IT field. It also 
looks into U1e quality and other compliance concerns. 

This type of audit is important as it is able to provide a complete picture of concerned 
risks. It may also be used for detennine opportunities to increase the flow of 
informatioo in IT and process groups. 171is holistic approach of audit is beneficial for 
increasing the usage of automated controls. 

IL is important to mention that main types of audits like financial statements audit, 
operational audit and the compliance audit are generally conducted by the external 
audi1ors. 
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There are several advantages of conducting management audit of an organisation. 
When an organisation grows in its volume and activities, there is a need for 
management audit for evaluating efficiency and effectiveness of the management at all 
levels of the organisation. The advantages and importance of management audit arc 
discussed below: 

I . It evaluates Efficiency of the Management: 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. 

2. It scrutinises of the Plam., Policies and Procedure: Management audit helps to 
deterrniJ1e how the management has implemented its plans, policies and procedure 
to reach the organisalions goal. 

3. It helps for Correcthm of Plans, Policies alltl Procedure: Through management 
audit, it is possible to change or revise the plans, policies and procedure as per 
needs of the company. 

4. it aids for Decision Making: Management audit assesses the abijity of the 
managers to take imponant decisions and helps them to rectify tl;e defects . 

5. lt assist't lO Get Loan.: Financial institutions who give huge loan to the 
organisations are interested to know the efficiency of the management and tbe 
profilability. Management audit certainly gives a guide to them. 

6. It ltelps to Get Subsidy: Before granting subsidy by the government to any entity 
they are interested to know the efficiency and funct.ioniog of the management. 
Management audit helps in this matter. 

7. It helps lO lflcrease Profitability: Management audit heJps the management to 
increase profitability by giving remedies to maximize the organisation's resources 
in an efficient way. 

8.14 LIMITATIONS OF MANAGEMENT AUDIT 

Management audit suffers fro.m the following disadvantages: 

I. The management audit is audit of the management, by the management, and for 
the management. The management auditors are selected by the management itself. 
Such auditors may or may nol be able to handle the job assigned to them. 

2. The management auditors are generally familiar with the organisation and the 
staff and employees. The personal aspects cannot be overlooked in such audits. 
Some may use this audit to level the score with someone while other may uti lize it 
to favour someone. 

3. They are more likely to take the facts for granted and may not probe into depth to 
investigate the matter any further. 

4. Time and cost constraints may limit the scope, operation and extent of such audits. 

S. 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 
entire objective of the audit. 



Check Your Proon•ss 

Fill in the blanks 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. 

4. ____ audit focuses on reviving the level of compliant with policies 
framed by the organisation or external regulatory requirements. 

5. Connicting interests, attitude and inclination may jeopardize the entire 
objective of the ____ _ 

6. ____ _ .Audit is also known as performance audit. 

8.15 LET US SUM UP 

• Management audit_ as the name sjgnifies, attempts to evaJuate the performance of 
various management processes and functions. ll is an audit to examine, review and 
appraise the various policies and actions of the management on the basis of certain 
objectives standards. 

• The scope of management audit is much wider than financial audi t because 
management audit evaluates not only financial audit but also other aspects of the 
business. 

• Management audit is tl1e total audit of the management i.e. reviews how the 
policies of the management have been implemented and its efficiency to execute 
the policy. 

• Auditor is an independent person who vouches for the correctness of books of 
accounts. He reports on the truth and fairness of the financial stllteinent. An audit 
report is a written opinion of an auditor regarding an entity's financial Statements. 

• Audits are primarily classified into the following: Statutory Audit, External Audit, 
Internal Audit, Financial Audit, Operational Audit, Information System Audit, 
Compliance Audit and Integrated Audit. 

• When an organisation grows in its volume and activities, there is a need for 
management audit for evaluating efficiency and effectiveness of 'the managemen1 
al all levels of the organisation. 

8.16 LESSON END ACTIVITY 

Let's say that Company XYZ wants to conduct a management audit. h 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 

Mw1ageme11I audit: Management audit may be defined as the systematic and 
dispassionate examination, analysis and appraisal of management's overall 
perf onnance. 

Amlitor: An auditor is an individual who examines the accuracy of recorded business 
transactions. 

Auditor' Report: An audit report is a written opinion of an auditor regarding an 
entity's financial statements. 
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Statutory Am/it: Statutory audit is the official inspection of a company's accounts 
typically by an independent body. 

Extemal AudiJ: An external audit is an independent examination of the fi nancial 
statements prepared by the organisation. 

hiterna/ Audit: An internal audit is the examination, monitoring and analysis of 
activities related to a company's operations, including its business structure, employee 
behaviour and information systems. 

8.18 QUESTIONS FOR DISCUSSION 

J. Define management audit. 

2. What are lhe essential features of an audit? 

3. Highlight the scope of management audit. 

4. Why there is a need of management audit? 

5. Discuss the functions of management audit. 

6. Explain auditor's report variations. 

7. What are the qualities of a management auditor? 

8. Discuss the advantages and disadvantages of management audit. 

9. Highlight the three broad functions of a management auditor. 

10. Explain the working procedure of management audit. 

11. Compare and contrast lntemal and external audit. 

12. What is integrated audit? 

Check Your Progress: Model Answer 

1. Three 

2. Standard 

3. External 

4. Compliance 

5. Audit 

6. Operational 
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9.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Define responsibility centres 

• Describe controllability and accounting concept 

• Discuss the advantages and disadvantages of responsibility accounting 
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Responsibility accounting is an underlying concept of accounting perfonnance 
measurement systems. The basic idea is that large diversified organisations are 
difficult, if not impossible to manage as a s ingle segment, thus they must be 
decentralized or separated into manageable parts . These pans or segments are referred 
to as responsibility centres that include: Revenue centres, Cost centres, Profit centres, 
and Investment centres. Responsibility accounting is appropriate where top 
management has delegated authority to make decisions. The idea behind responsibility 
accounting is that each manager' s perfonnance sho uld be judged by how well he or 
she manages those items under his or her control. T his approach allows responsibility 
to be assigned to the segment managers that have the greatest amount of influence 
over the key elements to be managed. These elements include revenue for a revenue 
centre (a segment that mainly generates revenue with relatively little costs), costs for a 
cost centre (a segment that generates costs, bu1 no revenue), a measure of profitability 
for a profit center (a segment that generates both revenue and costs) and return on 
investment (ROl) for an investment centre (a segment such as a division of a company 
where the manager controls the acquisition and utilization of assets, as well as revenue 
and costs). 

9.2 RESPONSIBILITY CENTRES 

The concept of responsibility accounting has emerged to accommodate the need for 
management information at a more specific level of detail than can be provided by 
finru1cial accountjng procedures. Responsibility accounting attempts to report results 
(actual performance) in such a way that: 

I. Signifi cant variances from planned performance can be identified. 

2. Reasons for variances can be derem1ined. 

3. Responsibility can be fixed. 

4. Time!y action can be taken to co1Tect problems. 

Under this approach, pertinent costs and revenues are assigned to various 
organisational units - departments, bureaus, and programmes - designated as 
responsibility centres. A decentralized environment results in highly dispersed 
decision making. As a result, it is im perative to monitor and judge the effectiveness of 
each manager. This is easier said than done. Not all units are capable of being 
evaluated on the same basis. Some units do not generate any revenue; they only incur 
cost in support of some necessary function. Other units that deliver goods and services 
have the potential to be assessed on the basis of profit generation. 

As a generalization, the part of an organisation under the control of a manager is 
termed a "responsibility centre." To aid perfonnance evaluation it is first necessary to 
consider the specific character of each responsibility centre. Som e responsibility 
centres are cost centres and others are profit centres. On a broader scale, some are 
considered to be investment centers. The logical method of assessment will differ 
based on the core nature of the responsibility centre. 

9.2.1 Cost Centre 

A cost centre is the smallest segmen t of activity or area of responsibility for which 
costs are accumulated. Obviously most business units incur costs, so this alone does 
oot define a cost centre. A cost centre is perhaps better defined by what is lacking; the 
absence of revenue, or at least the absence of control over revenue generation. 



Human resources, accounting, legal, and otJ1er administrative departments are 
expensive to support and do nol direclly comribule to revenue generation. Cosl centres 
are also present on the factory floor. Mafotenance and engineering fall into this 
category. Many businesses also consider the actual manufacturing process to be a cost 
centre even though a saleable product is produced (the sales "responsibility" is 
shouldered by other units). 

It stands to reason that a.ssessn,ents 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 to pinpoint areas where perfonnance is above or 
below expectation. Cost controJ should not be confused with cost minimization. lt is 
easy 10 reduce costs to the point of deslroying enterprise effectiveness. The goal is to 
control costs while maintaining enterprise effectiveness. 

Non-financial metrics are also useful in monitoring cost centres: documents processed, 
error rates, customer satisfaction surveys, and other similar measures can be used. 

Exflmple: 

I. The manager for purchasing department. 

2. The manager for mainlenance depanment. 

9.2.2 Reveoue Centre 

Revenue centre can br defined as a distinclly identifiable department, division, or unit 
of a finn that generates revenue through sale of goods and/or services. 

Example: Rooms department and foo<.l and beverages department 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 restaurant chain may evaluate each slore as a separate profit centre. The 
store manager is responsible for the store' s revenues and expenses. A store with more 
revenue would obviously gcncralc more food costs; an assessment of f oo<l cost alone 
would be foolhardy without giving consideration to the store's revenues. 

Thus, profit centre is c1 segment of a business, often called a division tJ1at is 
responsible for both revenue and expenses. The reason .has been Revenue minus Cost 
that is the Profit. n,e manager is therefore overall responsible or accountable for 
making profit for the company. 

Example: A company has many restaurants which are all profi t centres. A manager is 
assigned to each restauram to make sure it is a profit centre. 

9.2.4 Investment Centre 

At higher levels within an organisation, unit managers will be held accountable not 
only for cost control and profit outcomes, but also for the amount of investment 
capital that is deployed to achieve those outcomes. In other words, the manager is 
responsible for adopting strategies that generate solid returns on the capital they are 
entrusted to deploy. Evaluation models for investment centres become more complex 
and diverse. They usually revolve around various calculated rates of returns. 

Thus, an investment centre, like a profit centre, is responsible fo r both revenue and 
expenses, bul also for related investments of capital. 
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Example: An example of an investment centre is a corporate 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). 

Outside of relatively large corporations, the cost centre is the most common building 
block fo r responsibility accounting. T n fact, the terms cost centre and responsibility 
centre are often used interchangeably. 

9.3 CONTROLLABILITY CONCEPT 

An lmderlying concept of responsibility accounting is referred to as controllability. 
Conceptually, a manager should only be held responsible for those aspects of 
performance that he or she can control. Jn our view, this concept is rarely, if ever, 
applied successfully in practice because of the system variation is present in all 
systems. Attempts to apply the controllability concept produce responsibility reports 
where each layer of management is held responsible for all subordinate management 
\ayers. The managers thus, should take care of certain essential elements to ensure 
adequate responsibility accounting. 

• Releva1tce: The convention of relevance emphasises the fact that only such 
infonnation should be made available by accounting as is relevant and useful for 
achieving its objectives. 

Example: 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 commonly 
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. 

• Feasibility: The convention of feasibility emphasises that the time, labour and 
cost of analyzing accounting infonnation should be compared vis-a-vis benefit 
arising out of it. 

Example: The cost of 'oiling and greasing' lhe machinery is so small that its 
break-up per unit produced will be meaDing)ess and will amount to wastage of 
labour and time of the accounting staff. 

9.4 ACCOUNTING CONCEPTS 

Responsibility accounliJ1g is based on certain concepts. They are utmost important to 
be followed while accounting the responsibility. A detailed discussion on each of them 
is as follows: 

9.4.1 Accounting Period 

Though accounting practice believes in continuing entity concept i.e. life of the 
business is perpetual but still it has to report the ' results of the activity undertaken in 
specific period (normally one year). Thus, accounting tries to present the gains earned 
or: losses suffered by the business during the period under review. Nonnally, it is the 
calendar year (l '1 January to 31st December) but in other cases it may be financial year 
( 1 •1 April to 3151 March) or any other period depending upon the convenience of the 
business or as per the business practices in country concerned. 



Due to this concept it is necessary to take into account during the accounting period, 
all items of revenue and expenses accruing on the date of the accounting year. fhe 
problem confronting this concept is Lhat proper allocation should be made between 
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 realized. The 
question is at what stage profit should be deemed to have accrued, whether at the lime 
of receiving the order or at the time of execution of t.he order or at the time of 
receiving the cash. For answering this question lhe accounting is in conformity with 
the law and recognizes the principle of law, i.e. the revenue is earned only when the 
goods are transferred. It means that profit is deemed co have accrued when 'property 
in goods passes to tbe buyer' Piz. when sales are affected. 

9.4.3 Matching 

Though the business is a continuous affair yet its continuity is artificially split inlo 
several accounting years for dete1mining its per iodic results. This profit is the measure 
of the economic performance of a concern and as such it increases proprietor's equity. 
Since profit is an excess of revenue over expenditure it becomes necessary 10 bring 
lOgeLher all revenues and expenses relating to the period under review. The realization 
and accrual concepls are essentially derived from the need of matching expenses \;\' ith 
revenues camed duting Lhe accounting period. The earnings and expenses shown in an 
income statement must both refer to the s.ame goods transferred or services rendered 
during the accounting period. The matching concept requires that expenses should be 
matched to the revenues of the appropriate accounting period. So we must determine 
the revenue earned during a particular accounting period and the expenses incurred to 
earn these revenues. 

9.4.4 Entity 

According to thii. concept, the task of measuring income and wealtb is undertaken by 
accounting, fo r an identifiable Unit or Entity. The unit or entity so identified is treated 
different and dblinct from its owners or contributors. 1n law the distinclion between 
owners and the business is drawn only in the case of joint stock companies but in 
accounting this distinction is rnade in the case of sole proprietor and partnership firm 
as well. 

Example: Goods used from the stock of the business for business purposes are lrealed 
as business expenditure but similar goods used by the proprietor, i.e. by owner for his 
personal use are lreated as his drawings. 

Such distinction belween the owner and the business unit has helped accounting in 
reporting profitability more objectively and fairly. It has also led to the development 
of "responsibi lity accounting" which enables us to find out the profitability of even the 
different sub-units of the main business. 

9.4.S Stable Monetary Unit 

Accounting presumes that the purchasing power of monetary unit; say rupee, remains 
the same throughout. 

For example, the intrinsic worth of one Rupee is same and equal in the year 1900 and 
2000 thus ignoring the effect of rising or falling purchasing powe1 of monetary unil 
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 bejng extensively 
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questioned, still Lhe altematives suggested incorporating the changing value of money 
in accounting statements viz., Current Purchasing Power method (CPP) and Current 
Cost Accounting method (CCA) are in evolutionary stage. Therefore, for the time­
being we have to he con.tent 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 is ordinarily recorded in the books at the price at which it was acquired, i.e. at its 
cost price. This 'cost' serves the basis for the accounting of this asset during the 
subsequenl period. This ' cost ' should not be confused with 'value' . 

Jt must be remembered that as the real worth of the assets changes from time to time. 
it does not mean that the value of such an asset is wrongly recorded in the books. The 
book value of lhe assets as recorded does not reflect their real value. It does not 
signify that the values noted therein are the values for which they can be sold. Though 
the ao;;sets are recorded in the books at cost, in course of time, they become reduced in 
value on account of depreciation charges. [n certain cases, only the assets 
like ' goodwill' when paid for will appear in the books at cost and when nothing is 
paid for. it w·ill not appear even though this asset exists on name and fame created by a 
concern. 

Therefore, the values attached to the assets in the balance sheet and the net income as 
shown in the Profit and Loss account cannot be said to reflect tbe correct measurement 
of the financial position of an undertaking, as they do not have any relation to 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. 

fhese changes or variations in the value are generally ignored by the accountants and 
they continue to value them in the balance sheet al historical cost. The principle of 
val uing the ftxed assets al their cost and not at market value is the underlying principle 
in cost concept. According to them, the current values alone will fairly represent the 
cost to Lhe entity. 

The cost princip,le is based on the principle of objectivity. TI1e supporters of this 
method argue so long 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 overstated 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 mark.et 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 tha t conservation to an excess degree will result 
in tbe creation of secret reserve. This will be quite contrary to the doctrine 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 organisatfon that would otherwise be 
unmanageable. 

I. Jn addition, assigning responsibility to lower level managers allows higher levd 
managers lo pursue other activities such as long-term planning and policy making. 

2. lt also provides a way to motivate lower level managers and workers. 

3. Managers and workers in an individualistic sysLem tend to be motivated by 
measurements that emphasise their individual performances. 

However, this emphasis on the performance of individuals and individual segments 
creates wtiat some critics refer to as the "stovepipe organization.'' Olhers have used 
!he term "functional silos" to describe the same idea. 

J. Tnformation flows vertically rather than horizontally. 

2. Jndividuals in the various segments and functional areas are separated and tend Lo 
ignore the iOlerdependencies within the organisation. 

3. Segment managers and individual workers within segments tend 10 compete to 
optimize their own performance measurements rather than working together to 
optimize the performance of the system. 

Thus, it can be said that an implicit assumption of responsibility accounting is that 
separating a company into responsibi lity centres that are controlled in a top down 
manner is the way lo optimize I.he system. However, this separation inevitably fails to 
consider many of the interdependencies within the organisation. Ignoring the 
interdependencies prevents teamwork and creates the need for buffers such as 
additional inventory, workers, managers and capacity. Of course, a system that 
prevents t~mwork and creates excess is inconsistent with the lean enterprise concepts 
of just-in-time and the theory of constraints. For this reason, critics of traditional 
accoun1ing control systems advocate managing the system as a whole to eliminate the 
need for bufters and excess. They also argue tJ,at companies need to develop process 
oriented learning support systems, not financial results, fear orientc::d ~ontrol systems. 
The information system needs to reveal the company 's problems and constraints in a 
timely manner and at a disaggregated level so that empowered users can identify how 
to correct problems, remove constraims and improve the process. According to tht:se 
critics, accounting control information does not qua I ify in any of these categories 
because i1 is not timely, disaggregated, or user friendly. 

This harsh criticism of accounting control information leads us to a very imponant 
controversial question. Can a company successfully implement just-in-time and other 
continuous improvement concepts while retaining 1-1 tradiLional responsibility 
accounting control system? Although the jury is still out 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 concepts. In a recent study involving 
nine companies, each company answered this controversfal question in a different way 
by using a different mix of process oriented versus results oriented learning and 
control infonnation. Since each company is different, a generalized answer to t.his 
question for all firms in all siruations cannot be provided. 
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Check You,· Prnorcss 

Fill in the blanks of the following: 

1. A _____ is a unit witbin an organisation that is responsible fo( 
generating revenues. 

2. A _____ is pan of an orgarusation that does not produce direct 
profit and adds to the cost of ninni ng a company. 

3. _ ____ is a unit within an organisation whose manager not ooly has 
profit responsibility but also some influence on capital expenditures. 

4. A manager should only be held responsible for those aspects of 
performance 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 

• Responsibility accounting is a concepl of accow1ting perfonnance measurement 
systems. 

• The basic idea under responsibility accounting is that large diversified 
organisations are difficult, if not impossible to manage as a single segment. 

• Thus, they must be decentralized or separated into manageable parts. 

• These parts or segments are refened to as responsibi lity centres that include: cost 
centres, profit centres and investment centres. 

• 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. 

• There are many advantages and disadvantages ofresponsibility accoUJ1ting. 

• The benefits exceed the limitations, thus rendering responsibility accounting a big. 
space to settle in. 

9.7 LESSON END ACTIVITY 

Analyse different centres of a food chain of your choke and categorise 1hem into 
various types of responsibility centres. 

9.8 KEYWORDS 

Cost Centre: A cost centre is part of an organisation that does not produce direct profit 
and adds to the cost of running a company. 

l nvestme1zt Centre: A unit within an organisation whose manager nol only has profit 
responsibility but also some influence on capital expenditures . 

Profit Centre: It is a segment of a business for which costs, revenues, and profits are 
separately calculated. 

Revenue Centre: Unit within an organisation that is responsible for generating 
revenues. 



9.9 QUESTIONS FOR DISCUSSION 

1. Can responsibility be delegated? Why? 

2. Analyse the concept of revenue centres. How are they evaluated in traditio11al 
responsibi I ity accounting? 

3. How would you evaluate cost centres in traditional responsibility accounting? 

4. How does an investment centre <lifter fi-om a profit centre? 

S. How are investment centres evaluated in traditional responsibility accounting? 

6. Examine the key elements of the respons ibility accounting co11troversy. 

7. Put arguments to support traditional responsibility accounting. 

8. Present arguments against traditional responsibility accounti11g. 

9. E>,:amine the controllability concept related to responsibility accounting. 

I 0. An issue closely related lo responsibili ty account ing 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 
argwnent and proposed solution. 

Check You.- Progress: Model Answer 

1. Revenue centre 

2. Cost centre 

3. Investment centre 

4. Control 

S. Secret reserve 

6. Delegated 

9.10 SUGGESTED READINGS 

Charles T. Horngren, introduction to Managemem Accounting, Prentice Hall, 
Englewood Cliff, New Jersey 07632. 

Ray H. Garrison, ManaKerial A<;counting, Homewood, Illinois 60435 . 

Robert S. Kaplan and Anthony A. Atkinson, Advanced Management Accounting, 
(Prentice Hall, Englewood Cliff, New Jersey 07632). 

Dr. S. N. Maheshwari, Management Accounting for Bankers, Sultan Chand & Sons, 
New Delhi: 11 0002. 

N. K. Kulshrestha, Management Accounting Concepts & Cases, Tata McGraw Hill 
Publishing Co. Ltd., New DeJhi. 
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10.0 AIMS AND OBJECTIVES 

After studying tlJis lesson, you should be able to: 

• Understand the concept of Management Reporting System 

• Discuss the principles and modes of reporting 

• Describe the requisites of a good report 

• Explain the steps for effective reporting 

• Discuss several ways of classifying the reports 

10.1 INTRODUCTION 

lnfonnatioo is the life blood of the business. The efficiency o [ 1.be organisatio.n is to a 
certain extent governed by the pertinence and regularity of the information provided to 
those who perform the function of management. As a matter of fact the ultimate 
effectiveness of the infonnation is itself dependent upon the fonn and timing of its 



presenta1ion. 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 method of providing 
each manager with all the data and only those da111 which he needs for his decisions, 
when he needs chem 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 structure. 

The term information means 'data processed or evaluated for a specific purpose'. 1t is 
indicative of the fact chat the data is in a form which has reduced if not removed, 
uncertainty signiticance to be of some definite use. 

The reporting system involves all levels of managemenL The reports originate from 
junior levels of management and go up to top level management, consisting of Board 
of Directors. The sectional in-charge of every section regularly reports the progress of 
his section to his superior. Funclional managers have deputy managers wbo control 
departmental sections. The combined reports of different sections reach the 
departmental manager called functional managers. Different functional managers 
submit the progress of their departments to the managing director. The brief 
summaries of depattmental reports are submitted to the Board of Directors for 
reviewing policies and making strategy for the future. lnformation means data have 
been shaped inw a form that is meaningful and useful to human being. Data are stream 
of raw facts reporting events occu1Ting in organisation or physical environment before 
t.hey have been organised and re.trranged into a form that people can understand and 
use. 

10.2.1 Report 

As indicated earlier, management reporting refers to d1e fonnal system whereby 
through reports relevant information is constantly fed to the management. Thus, 
' report ' is the essence or any management information system. 

The term • Reporting' may be defined as a fom1al communication, which moves 
upward. Tt differs from the word 'communication'. The superior communicates orders 
to the subordinate. The subordioa1e communicates the results. The word ·report' is 
generally used for factual commuoication by a lower level to a higher level of 
authorily. Thus, orders are 'communicated ', while results are ' reported'. 

10.3 PRINCIPLES OF A GOOD REPORTING SYSTEM 

A good reporting system is helpful to the management i.n planning and controlling. 
Every level of management needs information relating to its activities centre so that 
effective plaMing may be undertaken and current activities may be controlled and 
necessary com:ctive action may also be taken in lime, if needed. Some general 
principles are followed for making the reporting system effective. These principles are 
discussed below: 

I. Proper F/0111 of l11formatio11: A good reporting system should have a proper tlow 
of infoonation. The information shouJd flow from tbe proper place to the right 
levels of management. The infonnation should be sent in the right form and at 
proper time so that ii helps in planning and coordination. The frequency of reports 
will depend upon the nature of report, the types of data required for preparing the 
infonnation and cost involved in preparing such reports. The flow of reports 
should be such that it does not cause delay in taking decisions. The reports should 
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flow at regular intervals so that international needs of different manageriaJ levels 
are met at a proper time. 

Flow of information is a continuous activity and affects all levels of the 
organisation. Jnfonnation may flow upward, downward or sideways within an 
organisation. Orders, inst.ructions, plans, etc. may flow from top to bottom. 
Reports grievances, suggestions, etc. may flow from bottom to top. Notifications, 
letters. settlements, complaints may flow from outside. information also flows 
sideways, from one manager to another at the same level through meetings 
discussions, etc. 

2. Proper Timing: Since reports are used as a controlling device they should be 
presented at the earliest 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 known and strictly adhered to. 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 fennent 
of decisions on matters that may be urgent in nature. 

Government 
~ 

Union 

Customer and public 

Top management 

~ l i 
~ 

Middle management 

i t 
Lower management 

r 

(Flow of information and reports) 

·Reports flow from bottom to top 

·1n1ormatlon may flow 
up-c,iard. downward or 
sideways 

Figure IO. I: flow of Information and Reports 

3. Accurate lnformatfrm: ·n1c information should be as accurate as possible. 
However, the degree of accuracy may differ in different reports. Sometimes, pan 
information may be supplied as a guide for future policy making, so lhe degree of 
accuracy may be less. The supply of exact figures may involve a problem of 
understanding. Accuracy should also not involve excessive cost of preparation nor 
should be achieved at the sacrifice of promptness of presentation. ft will be better 
to have approximate figures at a proper time than delayed information prepared 
accurately. 

4. Basis of Comparison: The information supplied through reports 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 to make use of 
comparative figures while making a decision. Conective measures can also be 
initiated lo improve upon past perfonuance. 

5. Reports should be clear and simple: The information should be presented in a 
clear manner by avoiding extraneous data. Only relevant important information 
should become the part of a report. lf supporting infonnation 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 that it attracts 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 than in other methods. The arrangement of 



presentation should be brief, cJear and complete. Simplicity is a good guide for 
reports preparation. 

6. Cost: Tbe 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 terms, there should be an endeavour to make the system as economic as 
possible. 

7. Evaluation of Responsibility: The reporting system should enable the evaluation 
of managerial responsibility. The targets are fixed for various functional 
departmentaJ heads. The record of actual performance is monitored along with the 
standards so as to enable management to assess the perfonnance of different 
individuals. So, management reporting shou[d be devised in a way that it helps in 
evaluating the work assigned to various persons. 

10.4 MODES OF REPORTING 

Reports may be presented in any of the following form: 

l . Written: 

(a) Formal Financial Statement: Such statement may deal with any one or more 
of the following: 

(i) Actual against the budgeted figures. 

(ii) Comparative statements over a period of time. 

(b) fobulated Statistics: The report may deal with statistical analysis of a 
particular type of expendilure over a period of time or sales of a product over 
period in different territories, etc. 

(c) Accounting Ratios: These may be a part of the fonnal financial statement 
prepared or may be given in the form of a separate statement. The various 
types of accounting ratios have already been explained in an earlier chapter. 

2. Grupliic 

(a) Charts 

(b) Diagrams and pictures. 

Graphic Reports have the advantage of facilitating quick grasp of significant 
trends by those who receive the infonnation. 

3. Oral 

(a) Group meeting 

(b) Conferences with individuals. 

lt will always be appropriate to make written reports as the basis for important 
managerial decisions. 

10.5 REQUISITES OF A GOOD REPORT 

A report is vehicle carrying 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 infonnation or results are conveyed to their superiors. Thus, good reporting 
is necessary for effective communication. A good report should therefore, have the 
following requisites: 
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t. Good Form and Content: Following points are important in this respect: 

(a} Repon should have a suggestive title, headings, sub-headings and paragraph 
divisions. 

(b) Jn case statistical figures are to be quoted in tbe repon, only the sjgnificant 
totals may be given in the body of the report. The other statistical details 
should be given in the appendix. 

(c) The report should contain facts rather than opinions. Jn case certain opinions 
are expressed, they should be logical sequence of facts presented jn the repon. 

(d) In case report is in response to a request or letter, cross reference of such 
request or letter should be given. 

(e) 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 shouJd also be mentioned on 
the top. 

(t) The objectives of the report should be perfectly served by the contents of the 
report 

(g) The contents should follow a logical sequence: 

(i) The summary of present position. 

(ii) The course that might he taken aod the expected results. 

(iii) The recommendations and reasons for their submission. 

2. Promptttes!)·: The report should be submitted as soon as possible because delayed 
information may loss its promptness and utility . Reports are meant for action. The 
sooner the report is made, the quicker action can be taken. 1n some cases, 
promptness in presentation is more important than any other general principles of 
reporting. Accuracy may have to be sacrificed to achieve the objective of 
promptness. 

ln order to increase utility of collecting the requisite information following steps 
may he taken: 

(a) A proper record-keeping system, tailored information according to the 
requirements of submission of different repons, should be established in the 
organisation. 

(b) Jn order to avoid clerical e1Tors and increase productivity, mechanical 
accounting devices may be used. 

(c) Requisite work should be allotted according to depa11ments in order to prevent 
bottlenecks in reporting. 

(d) Employees may be asked 10 report immediately about any abnonnal or 
extraordinary situation. 

3. Comparability: Reports are also meant for comparison. This is possjble only when 
infom1ation contained in the report is placed in some perspective, i.e. , time norms 
or standards. Figures should be given for some previous period such as "last 
mon1h" or "some month for the last year," etc. Actual figures may also be placed 
side by side with corresponding budgets, standards or estjmates. The objective is 
to highlight significant deviations from prev.ious periods or standards or estimates. 
The principle of 'management by exception' should be applied whHe drafting 
reports. Trivial variations need not be reported. 

4. Consistency: Consistency is closely Jinked with comparability since comparison 
is possible only when the reports are prepared and information embodied in the 



report emanates from a common source. Moreover, unifonn procedure should be 
followed over a period of time for collection, classificaLion and presentation of the 
accounting information. 

5. Simplicity: The report should be in a simple, unambiguous and concise form. 
Professional or technical jargon should be avoided since those who receive che 
report may be quice unfamiliar with expression the accounc.ant takes for granted. 1l 
should also be readable. Both conciseness and rounding off figures lo a significant 
point add to the readability of the report which is another dimension to simplicity. 

6. Appropriateness: The reporc should be appropriate for the person for whom it is 
meant. The points of signi fica.nce in this context are mentioned below: 

(i) Report should be related to the responsibilities of the recipients. For ex.ample, 
the Production Manager should be supplied with only such reports which 
relate to his division or area of control. 

(ii) Report should be designed to suit the level of management for whom it is 
meant. The general principle is higher the level of n1anagernen1 lhe more 
concise should be the report. The top management gets reports from AU areas 
but the number of reports and the details of the infonnalion have to be 
carefully pruned. However, reports to the middle management have lO be 
more detailed, covering section-wise perfom1ance and deviations. For 
example, cop management has to be given repons covering profit and loss 
statement, the estimated funds flow, the capital expenditure fo llow-up. the 
sales, production and other appropriate statistics. But A Sales Manager may be 
given reports only regarding such matters which directly affect him. He may 
be supplied with reports having detailed analysis of actual sales with the 
budgeted wilh reference to products, cusromers, territories and individual 
salesmen. 

1. Con1rollabillty: ln order to l1ave an appropriate response of 1he report, it is 
necessary that every report 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 to the mention of all variances which to the area 
covered in order to make the report complete. But variances which are beyond the 
control of the executive receiving the report should bt mentioned separately in the 
report. 

8. Accuracy: The reporl should be reasonably accurate. The degree of Lhe accuracy 
will depend upon the purpose for which the information is required . Such 
inaccuracies which will not alter the significance or the information rnuy be 
ignored. 

9. Consitlerotion of Co.\·t: The reporting system should not become an unnecessary 
drag on the resources of the business. The cost of maintaining che system should 
be commensurate witJ1 the benefits derived therefrom. 

10. Effective Communicatiofl: Reports that communicate eITectively to all levels of 
management stimulate action and influence decisions. Persons responsible fo r 
designing and preparing management reports muse know and understand the 
problems and methods of management. 

10.6 STEPS FOR EFFECTIVE REPORTING 

ln order to have effective and efficient reporting the following steps should be taken: 

(i) Reporting should be the logical outcome of accounting routine. This requires 
detailed planning of flow of paper work and its analysis. 
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(ii) Efforts should be made to avoid duplication of work. Journals, ledgers, etc., 
should be designed in a way that ''control data" is available without additional 
analysis. 

(iii) Codification and mechanjsation 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 relating to montl1 of June 30111 may be closed on the J 5th 

June. The period from 15th Jw.e to 30th June ma)' be used for processing the data 
and the reports may be sent on l ~ July. 

(v) In case actual data are not readily 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 future. 

10.7 KINDS OF REPORTS 

There are several ways of cJassifying the reports. Some of the important bases on 
which reports are classified are as follows: 

• According to purpose 

❖ Ex.ternal reports 

❖ Internal reports 

• According to period 

❖ Routine Reports 

❖ Special Reports 

• According to function 

❖ Operating Reports 

❖ Finaocial Reports 

10.7.1 According to Purpose 

Following are the types of report according to purpose: 

External Report 

The reports meant for persons outside the business that is to say the shareholders, 
bankers, financial institutions, etc., 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 t.o be filed with the Registrar of 
Companies, Stock Exchanges, etc., besides sending them to the shareholders of the 
company. In the interest of general understanding these repo.rts are expected to 
conform to certain minimum standards of disclosure and disclose cenain basic details. 
Jn fndia, Schedule V1 to the Companies Act provides for such disclosure. Thus, in our 
country, it is the govemineot which has taken the initiative to protect the interests of 
the investing public from mischievous management. 

lllternal Reports 

Internal Reports are the reports meant for different levels of management. These are 
not public documents. They generally do not have to conform to 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. lleportlng Meant for Top Management: The top management is concerned with 
the following: 

❖ Fonnulating the basis goal of enterprise. 

••• Evolving 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 schemes. 

Thus the top management is primarily concerned with planning and organising 
and not with the execution of plans. The information submitted to them should 
not, therefore, be in minute details giving day-to-day report of operating activity. 
They should rather be suppl icd with summary reports giving an overall view of 
tbe operating activities together with a comparison of actual with the planned 
performance. 

The following reports should be sent at the intervals mentioned therein to the top 
management: 

Table 10.1: Top Management with their Reports 

Board of I. Quarterly balance sheer and profit and loss account. 
Directors 

2. Quarterly funds flow statement. 

3. Quarterly production cost :;t;1tement. 

4. Quarterly machine and labour utilisation slalement. 

Production 1. Monthly production cost statement. 
Director 

2. Monthly machine utilization-department-wise. 

3. Monthly labour utilisation statement-department-wise. 

4. Monthly scrap material statement-department-wise. 

5. Overheads cost sratemenl-<leparrment-wise. 

6. Monthly production statement showi.ng quantity 
budgeted, quantity produced and orders outstanding. 

Sales Director 1. Monthly report of orders received, orders executed, order 
kept pendiog--<livision-wise. 

2. Monthly report of finished goods stock posit.ion. 

3. Monthly repo1ts of selling and distribution cost-division-
wise. 

4. Monthly report of credit collection, arrears and bad 
debts-division-wise. 

Finance I . Monthly funds flow statement. 
Director 2. Monthly abstract or receipts and payments. 

2. Reports Meant for Mitldle Management: The middle management is concerned 
with the execution of plans formulated by the top management. They function as 
coordinating executives to administer po1icies, direct operating supervisors and 
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appraise their perfonnance. T hus, the reports submitted to them should be such 
which would assist them in performing these functions. 

Following is the list of such reports: 

Table 10.2: Middle Management with their Reports 

Work Manager I. Weekly report of idle time and idle capacity-department-
wise. 

2. Weekly repon of scrap---dcpartment-wise. 

3. Weekly report of production co5ts. 

4. Weekly production statement showing quantity budgeted, 
quantity produced, orders outstanding. 

Sales Divisional I. fort11 ightly report of budgeted and actual sale-area-wise 
Manager and product-wise. 

2. i:='onnightly report of credit collections. outstanding and 
bad debts. 

3. Fortnightly repon of orders booked, orders executed and 
orders outstanding. 

4. Fortnightly report of stock position. 

3. Repnrt Meant for Junior Level Management: This level of management consists 
of foremen, superintendents, etc., who are interested in reports which will keep 
IJ1em abreast of progress of jobs under their charge. 

The following is a list of reports which will suit their purposes: 

Table 10.3: Lower/Junior Management with their Reports 

Shop l. Daily report of idle time and machine utilisation. 
foremen 2. Daily scrap repmt. 

3. Daily report of production-budgeted and acrual. 

Sales Area I. Week ly report of sales-salesman-wise. 
Supervisors 

2. Weekly report of orders booked. executed and outstanding. 

3. Weekly report of credit collections, outstanding and bad debts. 

The following is a list of some other report~ that would be hel pful to the 
supervisory level management in the successful operation of budgetary control 
system: 

Table 10.4: List of Reports at Supervisory Level 

Sales 1. Sales force progress of work 

2. Sales promotion work 

3. Exports 

4. Publicity and advertisement 

5. Cost of saJes 

6. Efforts to be made to cover lower actuals 

Production l . Inventory 

2. Work-in-process 

Contd ... 



3. Capital expenditure 

4. Progress of capital worts. 

PersonJ1el 1. Direct workers employment estimates-approved as well as 
proposed. 

2. Other workers employment- approved and proposed. 

3. Approximate cost of present and proposed staff. 

Overheads J. Estimates based on past trends 

2. New items 

Finance I . i\ccount-; receivable position and estimates. 

2. Account payable position and estimates. 

10.7.2 According to Period 

On the basis of period of reporti ng, the reports can be classified into two categories: 

Routine Reports 

These reports are submined to different levels of management as per tixed time 
schedule. The schedule should indicate the following: 

• Title of the repon 

• The recipients oft he report and its copies 

• The periodicity of reporting 

• T he respective date!> on which the manuscript and the repon are to be sent 

• Sources of data an<l the dare by which rl1e data should be ready at the respective 
sources. 

Routine reports are usually printed or cyclostyled, leaving blaol. spaces to be filled in. 
Most of the internal reports arc of the nature of Routine Reports. A list of these reports 
has already been given while explaining lnternal Repons. 

Special Report.\' 

Special reports are required for special purposes. The purpose of obtaining such 
report. and the time li mit wit11in which such report has to submitted, have to be 
specifically aod clearly laid down. Sometimes special staff may have to be employed 
for this purpose. A special report may require coordination of various functions such 
as industrial engineering, marketing, etc. Examples of some of the specific reports are 
given below: 

• Reports for infonnation about competitive products 

• Report by purchase department on problems involved in purchasing of materials. 

• Report by the cost accountant on the implication of price movements on the cost 
of the products. 

• Report regarding market research about a specific product or products. 

• Report regarding choice of products or selec6on of a method of production when 
alternative choices are available, etc. 
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Following are the types of reports according to function: 

Operating Reports 

These reports provide info1mation about the operations of the company at different 
functional levels. They can be classified into the following three categories: 

1. Control Reports: This repon helps in controlling different activities of the 
organisation. They provide facts properly collected and analysed to suit the 
different levels of management. They become a routine affair in the organisation 
and, therefore, rhey are a sort or routine reports. The various types of Control 
Reports needed by the diffe rent levels of management have been explained under 
Internal Reports. 

The periodicity of the control reports varies according to the urgency of the matter 
reported. They may be prepared weekly. monthly, fortnightly or yearly. The 
effectiveness of control increases with decrease in the time interval and decreases 
with increase in the time interval. Thus, as far as practicable these reports shoujd 
be for a shoner duralion. 

2. J11formatio1t Reports: These repo1ts provide useful information for planning and 
policy formulation for the future. Such reports can take the fonn of Trend Reports 
and Analytical Reports. Trend Reports provide information in a comparative form 
over a period of time. Graphic representation can be effectively used in Tre.rid 
Reports. On the other hand, Analytical Repons provide information in a classHied 
manner so that one can identify the significant factors . For exampje, the 
composition of differenr elements of cost of a product can be depicted in the form 
of a histogram so as to help in identifying the share of each element of cost io totai 
cost of the product. 

3. Venture Measurement Reports: These reports communicate in a summarised 
form the results of operation of a specific venture or of the organisation as a whole 
for specific period. 

Fimmcial Reports 

Financial repotts provide information about the financial position of the• company. 
They can be classified into two categories. 

I. Statu.: Reporrs: Static Reports disclose the financial position on a particular date. 
The Balance Sheet of a business is an example of a Static Report. 

2. Dynamic Reports: These reports disclose lhe movement of finance during a 
specified period. Funds flow statement cash flow statement etc., are the examples 
of financial reports. 

10.8 REVIEW OF REPORTS 

Constant review regarding the utility of different reports should be done so tbat no 
executive is starved of information and no executive is fed with unwanted data. ln 
other words, a report should neither be a burden lo the sender nor a nuisance to the 
receiver. lt wilt be appropriate for each executive to ask himself the following 
questions regarding each of the reports submitted to him: 

(a} "Do I want it?" 

lo case the answer is 'No ' , he need nol ask any further questions. 



(b) "Is il relevant to my position?" 

lo other words, such a report is helpful for him in making better decisions or not. 

(c) "Does it come in time?" 

In other words, whether it col)'les too late or too early than what is required. 

(d) "Does it come at lhc right frequency?" 

In other words, the report should not come more or less often than what 1s 

required. 

(e) "ls il accurate enough?" 

l n other words, it is loo accurate or UJ1necessarily accurate chan required. 

(f) "Ts its presentation in the best form fo( me?" 

In case correct answer is found to these questions and remedial measures are raken 
when necessary. the reports - the carriers of infmmalion - will effectively serve the 
objeclivcs for which they are meant for. 

Checl, Your Progress 

fill in the blanks of the following: 

1. Orders are communicated while results are ----
2. Con-cctive measures can also be initiated to improve upon past 

J. ____ reports have the advantage of facilitating quick grasp of 
significant trends by those who receive the information. 

4. ___ Reports are not public documents. 

5. The ______ management functions as coordinating executi ves to 
adminisler policies, direct operating supervisors and appraise cheir 
f)t!rforrnance. 

6. _____ reports communicate in a summarised form the results o f 
operatjon of a specific venture or of the organisation as a whole for 
specific period. 

10.9 LET US SUM UP 

• The reporting system involves al l levels of management. 

• Tht! reports originate from junior levels of management and go up to Lop level 
mandgement, consisting ofBoard of Directors. 

• A good reporting system is helpful to tJ,e management in planning and 
controlling. 

• Every level of management 11eeds information relating to its activities centre so 
that effective planning may be undertaken and current activicjes may be concrolled 
and necessary corrective action may also be taken in time, if needed. 

• Reports may be presented in any of the following form: Written. Oral and 
Graphics. 

• The fruitfulness of the work done by the diIT'erent executives nol only depends on 
the quantity of work itself but also the way jn which the information or results are 
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conveyed to their superiors. Thus, good reporting is necessary for effective 
communication . 

• There arc several ways of classifying the repons. 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 examine different types of Management Reports and their relevance 10 the 
bru1ker. 

10.11 KEYWORDS 

!Yfanagement Reporting: The process of providing infoonation to the managcmcnl is 
known as management reporting. The reports are regularly sent to various levels of 
management as to enable in j udging the effectiveness of their responsibility centres. 
These reports also become a base for taking correcti ve 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 affairs etc. and for the purpose of 
conveying information, reporting findings, putting fonvard ideas and making 
recommendations as the basis of action. 

[1rformation: The communication or reception of knowledge or inlelligence­
infonnation in a sentence. 

Tr1bulate,/ Statistics: The process of placing classi fled data into tabular form is known 
as tabulation. A table is a symmetric a1Tangement of statistical data in rows and 
columns. Rows are horizontal arrangements whereas columns are vertical 
arrangements. 

Accou11ti11g .Ratios: An accounting ratio compares two aspects of a financial 
statement, such as the relalionship ( or ratio) of current assets to current liabilities. 

Charts: A graph of the price movements of a given security over a given time period, 
sometimes along with volume data. 

Extem al Reports: An External Report is a kind of organisational report which is 
intended for use of outside people or for outside circulation. 

lnternal Reports: lntemal reporting involves the compilation of financial and 
operational information on a frequent basis, which is distributed to those within an 
organisation who can use it to improve performance. 

Routine Reports: A routine report is prepared and presented as a routine work and at a 
regular period of time. 

Operating Rep orts: Operational repo11ing is intended to support the day-to-day 
activities of the organisation. 

Financial Reports: Financial reporting is the process of producing statements that 
disclose an organisation's financial status to management, investors and the 
government. 



10.12 Q UESTIONS FOR DISCUSSION 

l. What do you understand by the expression 'Reporting to Management'? Discuss 
briefly the matters that you would deal with while reporting to the Board of 
Directors. 

2. What is SpeciaJ Report? Why is it prepared? 

3. What are the guiding principles relating to lhe preparation of managemem 
reports? 

4. What are objectives of financial reporting of business enterprises? 

5. Describe in brief the needs of different levels of management and point out clearly 
as lo how the system of reporting can satisfy. 

6. Explain the importance of the Management Reporting System for a banker. 
Enumerate five such reports. 

7. Suggest some principles for preparing a good reporting system. 

8. Only an effective information system can provide managers with hoth in1emal and 
external information that is timely and accurate. Discuss. 

Check Your Progress: Model Answer 

I . Reported 

2. Performance 

3. Graphic 

4. lntemal 

5. Middle level 

6. Venture Measurement 
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