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4 • Describe the real time applications in taking decisions over the intricaciei; of the
various accounting vi;; financial accounting and cost accounting

1. l 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 the gtven period and valuation of stock of assets and 
liabilities on a given date. Financial accounting �nahled the concern '"'ith the liabilities 
and sateguard the assets entrusted and therefore was also known as custodial or 
stewardship accounting. Basically meant for consumption of owners, crc<lhors, 
statutory authorities, the reporting was for a concern as a whole. Managem�nt 
acC<.lUnting is the accounting system for making decisions of the business enterprise-. 
Management accounting furnishes the necessary information to assist the business 
enterprise to make rational decisions through the development of policies and 
procedures in order to meet lhc day to day commitments of the enterpris�. 

1.2 DEFINITION OF MANAGEMENT ACCOUNTING 

The term 'Management Accounting' refers to ac..:ounting for !he managemt!nt. 
Management accounting proYidcs necessary information to assist the management in 
rhe creation of policy and in the day-to-day operations. It enables the management to 
discharge all its functions i.e .. planning, organisation, staffing. dii-ection and control
efficiently with the help of accounting information. 

The following are some definitions of management accounting: 

"Management accounting is concerned v.:ith accounting ;nfnrmu.rion that is use.fit! to 
management." 

-R.N. Antony

'?1,Jcmagement accounring is the presentation of accounting ;nJonnarion in such a way 
as ro assist management in the creation of polh.y and in the day to day ope,-ations vf 
an undertakini. "

-Anglo American Council of Productivity

"Any form of accounting which enables a hu.siness to be conducted more eJlidemly." 

--lnstilute of Chartered Accountants. England 

''ManaKement tn·counting is the identification. measurement, accumulurion, analysis. 
preparation. interpretation and communication of bformurion that assists rhe 
executive i11 fulfilling organisational objectives. "

--C.T. Homgren 

"The applicalio11 of accounting and statistical techniques ro the specific purpose �( 
produdng and interpreting in.formation designed to assist management in ifs function 
�f promoting maximum efficiency and in envisagj11g, formulaJing and co•ordinating 
Juture plans and subsequent�v in measuring 1heir execulion." 

-Association of Certified Accounumts

"Management accounting is concerned with accounting i,formarion which is useful 10

management. ''
--Robert Anthony 

"Mana�r::emem accounting i:s the presentation (!{ accounting information in such a wav
to assw _ma�agement in creation of policy and in the day-to-day operation of th·e
w1dertakmg. 

-Anglo American Productivity Report





(., 
1.4 NATURE AND SCOPE OF MANAGEMENT 

ACCOUNTING 

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

• Financial Acc<>wtting: Financial accounting provides historical information. lt
forms the basis for future p)anning and financial forecasting. A properly designed
financial accounting system is a must for securing full control and co-ordination
of business operations.

• Cm;t Accounting: Cost accounting provides various techniques of costing Jjke
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.

• Budgelary Control: This includes framing of budgets, comparison of actual
performance with budgeted perfonnance�. computation of variance, fimling out
their causes and suggesting remedia) measures.

• Inventory Control: Jt is concerned with control over inventory from the time it js
received till its disposal.

• Reportin.g: Reporting includes the preparation of monthly. quarterly, half-yearly
income statements, and other related rcpom such as cash tlow and funds flow
statements. These reports are submitted to the managemel)t for evalualion of
perfonnance and decision-making.

• Staiistical Me:tJiods: Statistical tools like graphs, charts, index numbers etc., are
used for presentation of information to various dcpflrtm'l!nts.

• Taxation: lt includes preparation of income statement. ass�ssing the effect of tax
on capital expenditure proposals and pricing.

• MetJwds and Procedure�: They deal with organisational methods for cost
reduction, procedures for improving the efficiency of accounting and office
operations.

• Internal Audit: This refers to the establishment of a suitable internal audit system
for internal control.

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

Apart from the above, funher scope of the management accoun1ing is as under: 

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

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

• Cost accounting has enabled cost finding, cost control, �pecial studies, fixing
staodards, variance analysis and operational leverage.

• Operation research techniques like linear programming, ecooomic quamiti� lo

order have found a place for decision-making.

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

• Regression analysis is from statistics.





• Management hy Exception: This is a pri nciple of management according to
which the information g.iven to top management is minimised by transmitting only
such information which needs decision by tne management. The information
relating to the 'variance' (differenc.e between set standards and actual
performance) is also transmitted to the top management for their perusal. This
type of giving only processed inforn1ation to the lop management helps them in
taking sound managerial decisions.

• Bu�iness Efficiency: To as�ess the business efficiency, a practice is followed.
Rate of return on capital employed will be taken as the indicator to measure the
business 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 Efficie111:y: The sys1ems adopted and various policies, procedure and
forms used in manageinent accounting should suit to the needs of the organisation.
As long as they arc useful, they have to he adopted and nre to be discarded as they
are found to be useless or less dtective.

• lnfornwtiort B/1uuli11g: Another convcn1ion followed or to be followed is that .as
far as possible information obtainc:d from functional areas are to be integrated or
blended to make nvailable the comprehensive and inter-related information to the
top management, in order to rake 5ound managerial decisions.

• Application of /nfor11111tion of Selective Basis: Although large quantity 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 �hou!d 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 th�
management accounting is that it should be capable of foreseeing the 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 con\exl. They arc used as cost effective tools and with
their help, the management can develop forward looking approach.

Management accounting is still in its infam stage and has grown out of traditional 
accC1unting, some more conventions and principles may emerge in future. or some of 
the �xisting conventions may be given up. 

• Dato Feeding: h is chc objective of management accounting {o feed the
accounting data, required for decision-making purposes. The infonnation to be
supplied to the top management should be processed by the management
accountant. Only relevant data are to be supplied.

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

• Ct>ntrol: One vital function of management is to control the activities in the
organisation, t� see t�at �erfonnance ?f each functional area is achieved up to the
set stan?ard. The ob3ect1 ve or task ot the management accounting is to direct all
a.ccountmg efforts towards the control of the desliny of 1he enterprise. This means
every_ operat_ion of the business enterprise will be controlled through certai�
techmques like budgets or by adopting "imem.al check'' system (automatic





JO • Helps in Planning: ?Janning includes profit planning, preparation of budgets,
programmes or capita! investment and financing. Managemem accounting assists
in planning through budgetary control, capital budgeting and cost-volumc-profil
analysis.

• Helps in Organizing: Management accounting uses various too}s and techniques
like budgeting, responsibility accounting and standard costing. A sound
organisational structure is developed t0 facilitate the use of these techniques.

• FaciliJates Communicatioll: Management is provided with up-to�date
information through periodical reports. These repo11s assist the management in the
evaluation of pcrforman ce and control.

• Helps in Co-<Jrdim1ti1tg: The fonctional budgets lpurcl1ase budget, sales budget
overhead budget etc.) are integrated into one !<nown as master budget. This
facilitates clear definition of departmental goals and co-ordination of their
activities.

• EvaluatiQn and Control of Performance: Management accounting is a
conveniem tooJ for evaluation of performance. With. the help of ratios and
variance analysis, the efficiency of departments can be m�asured. Management
accounting assis\S the management in the location or weak spots and in taking
corrective actions.

• lnterpretmion of Finfttu.:iul Information: Management eccounting presc-nts
information in a simple and purposeful manner. This facilitates quick dedsion­
making.

• Economic AppraiJol: Management accounting includes appraisal of social and
economic forces and government policies. This 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. Hts 
main job in the organisation is planning and con1rol. 

Planning is of tw(l types. One is a short-term plan known as a budget. A budget js a 
quantitative expression of management's short-term intentions. Budget serves also as 
a tool for coordinating the various activities and to the extent the actuals compared to 
budget works as a tool of control. 

The other type of planning is called long-term plan or corporate plan or strategic plan. 
Thi::. type of plan is usually prepared for three to five years. Long-te1m plans indicate 
the management's intent where the organisation should reach in that time span. By a 
series of budgels, long-term plans are reached. 

It is t)1e responsibiliiy of the management accouoti.ot to prepare both the rype of plans 
and wa!ch their actual performance. For this purpose, he has to re-classify the 
accounlmg data and assemble them to suit the user department's need. He also has to 
scan the eoviron�ent for e�teroal infom,ation. He has co be particularly careful of the
performance of his competnors and try and obtain information about their long-term 
strategy. 

The managem�nt accountant should arrange for various reviews of the budget and 
corporate plan rn order to take action on deviat,ons. lf the deviation or variances are 
seas�nal he may. not �ake steps to ,orrect the plans; olherwise he should modify the
plan in consultatroo with the top management. 





12 • Co-ordi1tati11g: Providing different tools of co-ordination. £xamp1es of such tools
are budgeting, financial reporting, financial analysis, interpretation, etc.

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

• Analysis and Interpretation: Analyzing and intet·preting financial data io a simple
and purpo5eful manner.

• Communicati11g: 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 accounting are given below: 

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

• 1t helps in organizing.

• Jt facilitates rcponing.

• lt guides through proper co-ordination.

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

1.10 LIMITATIONS OF MANAGEMENT ACCOUNTING 

Limitations of management accounting are given below: 

• lt facilitates the planning of functions nf the business enterprise.

• l1 helps in organizing.

• It facilitates reporting.

• lt guides through proper co-ordination.

• H extends the tool of an analysis of comparison in between the actual and standard
performance.

1.11 MANAG.EMENT ACCOUNTING, FJNANCIAL 

ACCOUNTING AND COST ACCOUNTING 

Managers need financial information in order to plan for the activities of the business. 
Accounting is sometimes called the language of husincss as it communicates timely 
infonnation about an enterprise for decision-making to various users. User.; of 
accounting info11T1ation can be broadly djvided into two types, namely, external users 
and internal users. Internal users of accounting information are those persons who 
directly manage the business. Internal users include managemen! at che top, middle 
a?d lower levels. Jnfonnation requir� at different levels of management is different 
s•-�ce each group ha� a different se1 of infonnational needs keeping in view the
different r:ypes of decisions they are taking. For example, the top level may � more 
concem�d wi1h strategic planning. lntemal users are concerned with management

�ccountmg. External �sers of a�counting infomiation include lenders. shareholders,
mvestors, external auditors, creditors, government. The main source of information for 
external users are annual, half yearly and quarterly financiaJ statements of the 
organisation. Only the annual financial statements are audited reporis. These reports 





14 liabilities and cash flows. Also, both require quantifying the results of economic 
activity. In actual practice, it is difficult to classify infol'mation 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 futul'e 
p}aruiing data associated with management accounting is based on the hiswrical
iofonnation which is retained for financial accounting. purposes.

1.11.3 Cost Accounting 

According to the Chartered institute of Management Accountants, London, Cos1 
Accoum.ing is the process of accounling for costs from the point at which its 
expenditure is incurred or committed to the estR.blishmcnt of the ultimate relationship 
with cost units. 1t embraces the preparation of statistical data, the application of cost 
control methods and the ascertainment of the profitability of the activities carried out 
or planned. 

l.11.4 Distinction between Maoagem�ot Accounting and Fiuancial
Accounting 

The following are the main <lifferences between financial accounting and management 
accounting: 

• Object.i,,es: The main objective of financial accounting is to supply information in
the form of profit and loss account and balance sheet to outside parities like
shareholders, creditors, government ek. But the objective of management
accounting is to provide information for the intemal use of management.

• Performnnce Analysis: Financial accounting is concerned with the overall
perfonnance of the business. On the other hand, management accounting is
concemed with the departments or divisions. It reports aboul th.e performance and
profitability of each of them.

• /Jatu Used: financial accounting is mainly concerned with the recording of past
events whereas management accounting is concerned with fu\ure plans o.nd
policies.

• Nature: financial accounting is based on measurement while management
accounting is based on ju<lgment. Because of this. financial accounting is more
objective and management accounting is more subjective.

• AccuracJ•: Accuracy is an important factor in financial accounting. But
approximations are widely used in management accoun1ing. This is because most
of the information is .rela1ed to the future an<l imendeJ for internal use.

• Legal Compulsion: Financial accounting is compulsory for a!l joint companies
but management accounting is onJy optional.

• Monetary Tra11sactio11s: Financial accounting records only those transactions
which �an be expressed in t�nns of money. On the other hand, management
aecoummg r�ords not only monetary transactions but also non-monetary events,
namely technical changes, government policies. etc.

• �otitrol: Fjnancial accounting will not rt!veal whether plans are properlyimplemented. Maoagemen1 accounting will reveal the deviations of actual
performance from plans. It wi{J also indicate the causes for such deviations.

l.J 1.5 Distinction between Cost Accounting and Management Accounting
• Objective: The objective. of cost accounting b tI>e t1Sc.;rtainmen< and control ofeosrs of products or services. But the objective of management accounting is to





16 2. Budgetary Control: A budget is basically 8 cost plan relating to a period of time.
Time is a fundamental factor in any budget. lt is also important to appreciate the
implication of the word 'co5t'. A cost is the value of economic resources used.
Actually, a cost plan is a resource plan in terms of value. lt is to be appreciated
that a plan alone is usually quite inadequate and there must be a means of
monitoring and keeping il on the r�quired 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, ,�cording and communication of controllable differences.

❖ The taking of corrective action either to maintain budget levels or to re-platl to
meet recent developments. The comparison of actual against budget
performance require� thai the budget is dividt:d into twelve monthly periods or
four weekly periods ag,tinsl which da1a collected about actual results for each
period may be compared. Thus, the bu<lgetary control directs business
operation in desired direction.

3. Fu11fb F11>w Statement: The funds flow statement is a report on the movement of
funds or working. capital. It explains how working capita! is raised and used
during an accounting period. This tool gives the insight in to statement of sources
and application of funds. This te<:-hnical device designed to analyze the changes in
the financial condition L)f a business enterprise between two dates. Comparative
analysis of the finarn:.iat <lata can be made easil) with the he.Ip of funds flow
statemen1.

4. Cos/ A.ccnwiting: 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 so\tnd expenditure norms can be formulated.
Especially. in 1hc realm of cost accounting, standard costing and marginal costing
techniques are adopted in management accounting.

❖ Standard cost· Slandard cost means the predetermined costs based on
scientific analysis of various expenses. The actual expenditure incurred in
producing a product or in any job or process or contract should anain the level
of si.andard cost Standard costs are only estimates and they tell as to what
should be the cost under ideal condjtions. Actual cost is compared with the
standard cost and the 'variance· (di#fere.nce between actual cost and si.andard
cost which is positive or negative) will tell the management to control the cost
on sound lines.

❖ Marginal cos,: Additional expenditure incurred to produce additional unit of
goods is called marginal cost This is comparativeJy a new are.a in the field of
accounting. Tl1is is adopted in 'cost-volume�profit' analysis and also in break�
even analysis. This is basically connected with variuble cost {expenditure
incurred on variable item, like raw material) and the management can control
the variable cost wiU, the help of this and sound decisions regarding
production and distribution.

5. lnflatinn Accflunting: This is also called revaluation accounting. Many
management accountants are using this technique to maintain the capital in real
ter�s. Man�gement accountants, in order to meet the needs of the changing
b�s

.
iness environment �nd economy, revalue the assets of the emerprise at current

pnces �nd show the increase or decrl!ase in the value of capital. So inflation
accoummg has become another technique of management accouming.





18 ❖ Tt is \lnlike}y that any other objective is as widely applicable in measuring the
abi !ity of the organisation to survive in the fulure.

❖ lt is unlikely that maximizing the present value of future cash flows can be
realized in practice but by estc1.bllshing the principles necessary to achieve this
objective one can learn how to increase the present value offutu.re cash flows.

❖ !t 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 Alternatii1e Cou�es of Action: The second stage is a search for a
range of possible courses of action (or strategies) that might enable the objectives
to be achieved. In particular, the company should consider one or more of the
following course� of action;
❖ Developing new products for sale in existing markets
❖ Developing new products for new markets
❖ Developing new markets for �xisting products

3. Collect Dura about Alternatives: When potential areas of activity are identified.
management should assess th� potential growth rate of the activities, the ability of
the company to ec;tablish market share and the cash flows for each alternative
activity for various sra1es of nature (i.e., uncontrollable factors like economic
boom, high inflation, recession, 1he strength of the competition and so on .
The course of action selected by the firm will commit its resources for a lengthy
pe·do<l of lime and 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 hs
activity to meet future changes. These decisions arc referred as long nm or
strategic decisions. Some d�cision5 do not commit the firms' resources for a
lengthy period of time. Such decisions arl! short-term or operating decisions and
&re normally the concem of operating level managers. Examples of short-tenn
decisions include the following:
❖ Whal selling pric� should he set for the firm's products?
❖ How much units to be produced of each product?
❖ What media should be use<l for advertising the firm's products?
❖ What level of service shall we offer customers in terms of the number of days

required to deliver an order and the after-sales service?
4. Select Appropriate Alternative Courses of Action: ln practice, decision-make�

choose between competing ahemative courses of action and selecting the
alternatives that satisfies the objectives of an organisation. If our objectjve is to
maximise future net cash inJlows, we can rank the alternatives in terms of net cash
benefits and those showing the greatest benefits subject to any qualitative factoN.

5_ Implementuti�n of the Decisions: This stage refers to the implementation as prut
of �e bud�e.tmg process. The budget is a financial plan for implementing the
v�nous dec1s,ons that management has made. The budgets are expressed in terms
of cash outflows and cash inflows and sales revenues and expenses.

6. Compa7:ing Actual and Planned OU/come a11d Respondi11g 10 Variations from
P/{1.fl: 1 he mnnagemem process of control consists of the- measurement reporting
and subsequ�nt correction of performance to ensure that the firm 's ob'e.ctives and
plans are achieved.

� 





20 • Managers nl!ed financial infonnation in order to plan for the activities of the
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, ni:lmely,
ext�mal users and internal users. Unlike financial accounting, mana�ement
accounting informa1ioJ1 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. tinancial decisions, marl<eting decisions, production dedsions, and resource
allocation decisions.

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

t.J 5 UNIT END ACTIVITY

"1l\e main objective of management accounting is to appropriate policy and to 
formulate plans in order to achieve desirl!d objectives of the company." Do you agree 
,vith the statement? lllustrote your answer. 

1.16 KEYWORDS 

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

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

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

/,iflotiou Acco1111ting: fn inflation accounting. one records price change� that affeci 
the purchasing power of current assets and the value of the company's long-te-rm assets 
and liabiljties. 

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 accountirJg serves as a tool to management.'' Analyze this
statement.

5. Write on the objectives of management accounting.

6. Explain the importance of management accounting.

7. Write briefly the scope of management accounting.

8. Briefly explain the characteristics of management accounting.

9. Write bdetly on the roJe of the management accountant.







26 • Discuss the types of analysis of financial statements

• Explain various methods offimmcial statement analysis and int�rpretation

2.1 INTRODUCTION 

The financial statements are affording many facts though they are absolute and 
concrete in terms; but not in a position to interpret and analyse the stature of the 
enterprise. To analyse and >nterpret, the financial statement analysjs is being applie.d 
across the financial statements. Under lhe financial statement analysis, the information 
available are grouped together in order to puH out the meaningful relationship which is 
already availabk among them; for interpretation and analysis. We know that the 
linancia) statements include - Trading and Profit & Loss Account, Profit and Loss 
Appropriation Account and !.he 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 !ht' financial statements, the self-apprrusal of the business and for the better 
judgement of outsiders regarding the performance of the company, rhe 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 
tinancial accounts. The main function of this analysis is to find the strengths ancl 
weakoess of the business by using different tools. Financial analysis severs the 
interests of the shareholders. debentures, long-term and shmt-te.rm investors, bankers, 
creditors, politicians, .iourna!ists, legislators, economists and r�se.irchers by 
cla�sifying, re-arranging and re-grouping the financial statements. Thus it helps the 
interested parties to reach on significant conclusion. 

lo the words of John M. Myer - "Financ:ia/ s/atement ana{ysis is largely a .�tudy of 
relotirmship among the vadou.\j1nancial factors in a business as disclosed by u, single 
set o( .�tatern1,1nt.\ and a .�Judy of the trends of these facturs as shown in a :�eric..: <�( 

s1ateme111s ··. 

As per Kennedy and Mc.Muller, .. Financial statement analysis attempts ro wiveil the 
meaning and sign(ficance of the items compu.sed in profit and loss account ond 
balance .�he11J so as to assist th£' management Ji1 the formation of sound opt1rating 
policies.,_ 

Thus. the financial statement analysis refers to the classification, diagnosis and 
comparison of the data of financial statements so that the profilabi!ity. financial 
position managerial efficieocy and weakness of the business may be- disclosed. 
Financial statement analysis is the process of examining re.lationships among financial 
.statement elements and making comparisons ·with relevant information. Jt is a valuable 
tool used b)- investors and creditors, fioancia! analysts, and others in their decision­
making processes related to stocks, bonds, and other financial instruments. The goal in 
analyzing finan<.:ial 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 compaoy's profitability and their 
prospects for earning a return on their investment by receiving dividends and/or 
incrc-asing the market value of tl1eir stock holdings. Creditors and investors who buy 
dt:bl 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, 





28 4. To create a relationship among the income statement and financial pos1t10n
statement. diUercnt analysis techniques as ratio analysis, trend and common size
should be used.

5. lf there are given some additional information relatil1g to interpretation except
financial statement chose must also be collected.

6. lf it is r�quired for the e.imparison, the financial data should be rearranged in the
1able.s in a }ogicat 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 trend of the data should be- interpreted keeping in mind the
economic fact of the business.

9. The interprete<l data .und conclusion drawn s.hould be present�d lo the
management in a brief and clear report.

2.4 CHARACTERISTICS OF FlNANCJAL STATEMENTS 

financial slatemenls have certrun characteristics so that they can serve 1.he purpose and 
objectives for which they are made. Following are the charncteristics of the financial 
statements; 

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

• Aecuracy and Freedom from Bias: Well prepared fin,mcia! statements convey a
full and correct idea about the progress, position a1ld prospects of an enterprise.
Jnaccuracy besides invoking legal consequences may also de.feat the objectives for
which the sratements are meant.

• Co1t1parabi/ity: Comparability increases the utility of financial sta{ements.
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 1.he industry reveal the strength of the enterprise vis-a-vis
other finns and industry.

• Co11Siste11<:y: The financial statements for a finn should be consistent over a time
span. Here, consistency means ru!e5 and procedural choice t:xcrcised by the
accountants.

• Autltirnticily of the Financial Statements: Generally th� financial statements of
the companies are reviewed and authenticated by an independent auditor.
Statements duly audited and certified by recognised and established auditors are
accepted at their face value and are deemed to be more reliable.

• CQmplionce with Law: Financial statements meet the requirements of law, if any,
in the matter of fonn, contents and disclosures. procedures and methods. rn India,
�ompanies are required to present their financial statements according to the
provisions of Sect.ion 21 l of the Companies Act. l 956.

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

• Generally Accepted Pri11ciples: Since the financial statements are meant for the
use of a wider clientele, they have general acceptability an<l understandability.





• Acco1tnting Corwentions: Accounting corw�ntions imply certain fundamental
accouming principles which have been sanctified hy long usage. For example, on
account of the convention of 'Conservation', provision is mad� for expected
losses but expected profits are ignored. This means that the real financial position
of the business trta,Y be much better than what has been shown by the financial
statements.

• Personal Judgemem: P'ersona} judgements have also an important bearing on the
fi.nancial statement. Fo.r example. 1he choice of selecting a method of depreciation
lies on the accountant. Similarly, the mode of amortisation of fictitious assets
dep,mds on the persona{ 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 managcmem 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 cenain limitations as given below: 

• Financial Statements are Esst!"1ial�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
dosed down. Again, the existence of contingent liabilities, defe.rred revenue
expenditure makes lhem more imprecise.

• Accounting Concepts and Conven,;ons: Financial statements are prepared on the
basis of certain accountrng concepts and conventions. On account of th.is reason
th� financial position as discJosed by these st.nements may not be realistic. For
example, fixed assets in the balance sheet are shown on the ·going concern
concept'. This means that value placx:d on fixed assets may not be same which
may be realised on their sale. On account of cooventfon of conservation the
income statement may not disclose lrue income of the l:lusiness since probable
losses are considered while probable incomes are ignored.

• Influence of Perso1U1l Judgment: Many items are left to the personal judgment of
the accountant. for example, 01e method of depreciation, mode of amortisation of
fixed assets, treatment of deferred revi;-nue expenditure-all depends on the
personal judgment of the accountant. The �oundness of such judgment will
necessarily depend upon his competence and integrity. However, the convention
of consistency acts as a controlling factor on making indiscreet personal
judgments.

• Disclose only Monetary Facts: Financial statements do not depict those facts
which cannot be expressed 1n tenn� of money. 1<or example, development of team
of loyal 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 lhey are nowhere depicted by financial statements.

In the next few pag�s. \\'e 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 financial statement analysis can be classified into various crucgories: 

• Comparative financial statements

• Common si1-e financial statements





32 Example: The Balance Sheets of K.avita Ltd. for the yen.rending Jl st Dec. 2006 and 
2007 are as foltows: 

Liabilities 
31'' 31'1 

Assets 
3}s• 31"

Dec. 2006 Ote!. 2007 De('. 2006 De('. 2007 

t � ( f 

Equity Share Capital &.000 l0.000 J,ar,d & Building 4,000 6,000 
Capita.! Reserve 300 1,1WO Pinnt & Machinery 2,000 3,000 

10% Debentures l.200 L600 Investment 1,200 1,600 
Creditors 500 600 Debtor:, 800 1,000 

S1.1.1ck l,600 1,801} 

Cash 400 6()0 

Total J0,000 14,000 Total 10.000 14,000 

Draw a comparative Balance Sheet showing increase and decrease both in absolutl! 
figures and in percentage and !hen interpret the changes. 

Solution: 

Asset'! 
F i"ed Assets: 
l:md and Building 

Plil!ll & Machrncry 

foul! fh:ed As�cts 

Jnnstment 
Current Assets: 

Debtors 

Stock 

Cash ! 

1 01.al of Curren! Asliets 

Total Assets 
Liabilities 

I,qun:y Share Capital 

Rc�r\'C and Su,;plus 

10% Debentures 
(Secured loan) 

Comparative Balance SJte�t of Kllvita Ltd. 
(its on 3ht D,-c. 2007 and .2007) 

.H'' 31'1 

n,c. 2006 Oct. 2007 

t <<lOO} f 1000} 

4.000 6_.000 

2,000 3,000 

6.000 ';l,000 

1.200 1,600 

800 1.000 

1.600 1,800 

400 600 

2,800 3.400 

l0,000 14,000 

8,000 10.000 

300 1.800 

1.200 1,600 

Increase 
or 

Oecrea5e 

f {000) 

-t2,000

+l,OOV

3.000 

40() 

200 

200 

200 

600 

4,000 

2.000 

1,500 

400 

lncrease or 
Decrease in % 

2000 
-- >: }00=50 
4000 

1QOO 
X 100"" 50 

2000 

3000 x 
lOO "' 50

6000 

200 
x lO0 = J3.33 

600 

200 
X 100='25 

800 

200 
- .x 1<10=- 12.5
1600 

200 
X 100 = 50 

400 

600 
- X 100=21.43
2800 

4000 
!0000 x JOO = 40

2000 
-- Xl<10"'2"i 
8000 

1500 
� X )00=500 
300 

400 
J200 X 100 = 33.J)

Contd. 
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SolU1io11: 

Compar1ttive focome Statement 
(for the year ended 31" Dec. 2006 and 2007) 

31" Dc1:. 31:<1 Dec, }ncrea.�e- ( ·t) 
2006 2007 Decrease ( -)

{� 000) �00()) 

Net Slllc i.700 2.200 +500

fo.,s· CQ�1 offiootls S1Jld 1,000 1,200 -t200 

<,ross l>roiir (a) 700 1,600 +300

Op(!,-ating l:t.Ji.Jnse.s: 200 :!20 ... 20 General and Adrnini$trative 
l:xpcnse� 
Se !ling [-:)1.!,)eO�CS JSO 200 �·20 

Tot.al Operating Exp. (b) 380 420 +40

Operating l:'mlit \a-b} 320 580 +260

Less: hirurcst paiu 60 80 +20

N1:c J>rotit hdhr� 1a..� 260 500 +240

l,css. Income- ta'.\ 160 ,so +20

Net Profit after Tax 100 .32(1 +220

Interpretatio11: 

lncrea.:.e (+J 
l>ecrease <-> 

Per�ntagc (%) 

50(} 
100"' 29.41 -'<. 

1700 

200 -- x JOO:: 20.00 
1000 
300 - X 1(\() = 42.$8 700 
zo - x 100�-10
200 

20 
-YIOO=l!II
180 

40 - x IOO ,.. 10.53
380 

260 X !00= &U�320 

20 x lO0= 3'.U3 
60 

240
:,r JOO .. 92.3 l260 

20 
- X 100=" 12.5lbO 

� )( !00= 220100 

There is an increase in the sales of 29.4 l % while the cost of goods sold has increased 
only 20%. As a resuH there is an increase of 42.88% in gross profit. 

ln spite of increasing the total operating expenses by 10.53%. the operating profil has 
increased by 81.25%. 

1n spite of increasing the non-operating expenses by 33.33% and tax liabi!iiy by 
l 2. 5%, PAT has increased by 220%.

In overall t� profitability of the company is satisfactory.

Comparatfre Statement of Cos( of Pro,iuction 

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





3b 
Example: From the following balance sheets, prepare a schedule of changes in 
working capital: 

31" March 
Particulars 

2006 20()7 

Assets � � 

Ctbh in Hand !0,000 14.000 

Cash al Billlk 14,0IJO 18.000 

Ilook Dt'b1s 24,UO<I 22.000 

lnvcnlol}' 1Ul00 6.000 

Bills !<.ec:eivable 4.00() 3,000 

l'1'1paid Expenses 4()(J 600 

Short-term fovc::Slmenl 10,000 16,000 

Accrued Interest 2,1)()0 1.200 

Building .t0.000 44,000 

Plan\ and Madtinery ll>,000 12.tlOO

1,J0,400 1,36,800 

Liabilities 16,00() 12,000 
Accoun� Payilble 6,000 4.000 

Notes Payable s.ouo MOO 

Uallk Overdraft 600 400 

Oul!>1,mdmg Expcn�!> 1,000 !.400 

Provision for Bad Debts .:10.000 40.000 

Share Capital 40.000 60.000 

0c benturcs 18,800 13,000 

Mortgage Loan ),30,400 l,36,800 

Solution: 

Schedule of Changes in Working Capital 

31" Marth 31" Charges in Workilll! 
2606 March C.apit�I 

J>artlcadars 1007 
lncruse Decrease 

(Oebit) (Credit) 

Current Assets t f � t 

C:ash in Hand !0,000 14.000 4.noo -

Bot>k Debts 24,000 22,000 2,000 
Cash at Dank 14.000 18.000 4.()00 -· 

Inventor) &.000 6,000 - 2.00(J
BIR 4,000 3,000 - 1.000
Prepaid Expenses 400 600 200 -

Shon-term lnvest:ment.s 10,000 16.000 

I 
6,000 -

Accured lnlere.sc 2,000 1.200 ... 80(1 

Total Currerit Assets 72,400 80,800 
Current Liabilities 

4.000 Accowit Payable 16.000 12,000 -

Notes Payable 6,000 4..(}00 2,000 -

Bank Ovcrdreft 8.000 6.000 2.000 -

Outslanding Expenses 600 400 zoo -

.Provision for Bod Debts 1.000 1,400 - 400

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

( Current As:;..,s - Current Liiibilities) 
Net Increase in Working Capiml 

-40,800 57,000 - 16,200

16,200 -
-

-

57,000 57,()00 22,400 22,400 
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Solution: 

}ncomc sta<ement (Common si1:e) for the )'e.tr ended March Jt, 2008. 
(Percentage} 

Particulars :Previous year Current yHr 
{2007) (2008} 

Net Sale 100.0 100.0 
Less Co�t of Good!. So!J 54.3 47.8 

Gross Profit 4$.7 52.2 
St.lling, General and J\dministtotivc Ei.pc11:;c� 14.J 16.0 

Operating Profit n4 36.2 
Interest 5.7 3.8 

taming Before Taxes '.!5.7 32.4 
Taxes 'J.0 114 

Earning After Tu� (EAT) 16.7 21.0 

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

tPcrccntae:c} 
Particulars Prtviou$ year Current year 

(2007) (2008} 

Owner'!': Equity 40.U 36.9 
.Equit} Share Capital 16.0 28.0 
General Reserve� 56.0 64.9 

Long-term Borrowings: 

Loan 30.3 26.1 
Current Liabilities: 

Creditors l 1.2 8.0 

Outstanding ExpenSc:s 1.0 .

Other Liabilnie� 1.5 1.0 

l.l. 7 9.0 

l'otitl Liabiliiies IOO.O 100.0 

Fixed Assets: 

P!attt Assets Net of Ac..:umu>atcd l)ep�ciation <>7.0 60.0 
C11rrent Assets: 

Casi\ \1.0 12.(J 
Debtors 10.0 10.0 
lnventori.;:- 14.0 18.0 

I 
33.0 40.0 

Tota 11\Ssets JOO.O 100.0 

2.8.3 Trend Analysis 

Trend analysis is an importam technique for the analysis and interpretation of
financial statements. Generally rhe trend m�ans tendency. To know the tendency of
the data of the financial stalement, the data of four to five years are required. Data
may be taken from the balance sheet and profit and loss account le depends on the
objective of analysis. To compute the lendcncy one year's figures are taken as base
year. On the basis of this base year the other year's relative figures are computed. Onthe basis of these relative figures the tendency cif a particular item is determined. Thetrend analysis of rhe business activities and financial position may be done in thefollowing ways: 

• Trend Percen1.age/R.a1io

• Graphic or Oiogrammatic Presentation





40 fixed A�sets 

Land and Uuilding 800 1.000 1200 1.20(1 liiO 125 !50 150 

l'umi1ure 160 �00 110 100 !00 125 75 125 

Plant 200 250 2(,0 300 J(JO 125 130 !SD

Total Fb:ed Assets 1,160 1,450 1,500 1,700 100 125 136 146 

Total 1,420 1,820 1,970 2,070 100 lZ8 138 145 

Graphic or Dia,:rammatic Presentation 

The trend percentage/ratio discussed in the previous memod may be represented by 
graphs and diagrams. Tvi'o or three variables can be represented on graphs very easily. 
lf different variables of th� financial statements are represente.d by graphs anu 
diagrams, those quick!y draw the human attraction. Now-a-days there is a trend to 
show the imponant variable on the grnpbs. These diagrams are also beiog published 
with the financial s\atemcnts. For example. the sales of XY Co. Ltd. for the last five 
years are as fol!ows: 

Years 2000 200 I 2002 2003 2004 

Sales (000) f 500 650 700 800 1,000 

This figure may be represented graphically as follows: 

10� ,/ 
900

1 
/ 

800f _,..,-

7 00 I _.,,,---
------

600 I/_,/ 
500 [___ ��----------

2000 .'.."!001 2002 2003 2004 200.5 
Yem 

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

Sales 

0 1500
e 1000 
: 1000 . 650 ,oo 800 

I � so:,ii W __ I_ I__ 
2 

2.8.4 Fund Flow Analysis 

3 

Years 

4 5 

'El Sales' 
- - • -, - ..,._I 

Fund flow analysis has become very popular technique to analyse the financial 
statements. Fund flow statement docs not reveal the financial position of the business 
like the financial s1ateme.nt bul ii reveals the changes in t:he working capital in two 
periods. Working capital is the life blood of the business. This statement also gives the 
information regarding the sources and application of fund (working capital). Sources 





42 of the outhors have used 1he term •Analysis' only to cover the meanings of both 
analysis and interpretation, since analysis iMo}ves interpretation. 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 stu<ly of
the treod of these factors as shown in a series of s1atemcnts'. For the sake of
convenience. we have also used the tenn '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 Oo the Basis of Material Used 

Ac,ording 10 this basis financial analysis can be of two types: 

• E>..1ernal An1dy.ris: This analysjs js done by I.hose who a.re outsiders for the
business. The term, outsiders, includes investors, credit age.ncies, government
age)1cies and other creditors who have no access to the internal records of the
Cl)mpany. These persons mainly depend upon the pubHshed financial statements.
Tht:ir 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 govemmcnt regulations requiring more detailed disclosure of
informarion by the companies in their financial statements.

• lntemnl A110/ysis: This analysis is done by persons who have access to the books
of account and other information related to the business. Such an analysis can,
therefore, be done by executive and employees of the organisation or by officeJ"$
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 the Basis of Modus Operandi 

Aci:ording 10 this. financial analysis can also be of two types: 

• Horizont(t/ Analysis: In case of this type of analysis, financial statemenlS for a
number of years are reviewed and anal)'sed. The current year's figures are
comp;m:d with the standard or base year. The analysis statement usually contains
figures for two or more years aod the changes are. shown regarding each item for.m
the base year usuolly in the form of percentage. Such an analysis gives the
management considerable insight into levels aod areas of strength and weakness.
Since this type of analysis is based on the data from year to year rather on one
date, it i.� also tenned as 'Dynamic Analysis·.

• Vertie«/ Analysis: lo case of this type of analysis a srudy is made of the
quantitative relationship of the various items in the financial statements on a
pa�icular date. For example. the ratios of different items of costs for a particular
penod ma� be cakulated with the sales for the period. Such an analysis is useful
1� ��mpanng the perfo:mance of several companies in the same group, or
d1v1S1ons or depai:rnents _in _the same company. Since this analysis depends on the
dat.l for 

,
one per�od, th!� ,s no.t v,;:ry conductive to a proper analysis of the

company s _fin.ancml p�s1t1on. Jt 1s also called 'Static Analysis' as it is frequently
u.�ed for rcternng to ranos developed on o.ne date or for one accounting period. 

I� is to be noted that both analysis-vertical and horizontal-can be done 
simultaneously also. F'or example, the Income Statement of a com,pany for several 
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❖ Ratio Analysis

❖ Brenk-Even Analysis

• To reveal qualitative infonnation about the firm in tc1ms of s0}vency, liquidity,
profitability, etc., are exuacted from the analysis of financial statements.

• Comparative (lncome) financial statement analysis is being carried out in between
the income st.atements of the various accounting durations of the firm, with other
tinns 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 level of increase or decrease
raken place in the operating financial performance of the firms.

• Trend analysis involves calculating each year's financial statemem balances as
percentages of the first year, olso 'known as the bas� year, When expressed as
percentages, the base year figures arc always l 00 percent, and percentage changes
from the base year can be detennined.

2.12LESSON END ACTIVITY 

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

2.13 KEYWORDS 

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

An11lysis of Finundal Statement: Classifying, re-arrangjng and re-grouping of 
financial statements to find 1he weakness and strength of the business are analysis of 
financial statements. 

Ratio: lt is the relationship of two or more financial items. 

Fund: Fund means the working capital. 

Asset'>: Assets are economic resources owned by business or company. 

Balance Sheet: A balance sheet or statement of financial position is a summary of a 
person's or organ,sation's baiances. 

Fi11audlll Stutement: A written report which quantitatively describes the financial 
health ofa 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. Distinguish clearly between the internal and external financial analysis.
3. Differentiate between horizontal and vertical analysis and explain which one isbencr?

4. What _do. you _un�erst�d by the analysis and interpretation of financial statements'?Explarn in bnef tls various techniques.
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variables. The accounting ratios are cnmputed on the basts avai!abte accounting 
infonnation extracted from the !inancial statements which are not in a position to 
reveal the status of the enterprise. The accounticig ratios are applied to study the 
relationship in between the quantitative information available and to take decision on 
the financial performance of the firm. 

3.2 MEANING OF RA TIO 

Ratio is a mathematical relationship betweeci two items anti group of items of the 
financial statements. Under ratio analysis several ratios are calculated and then studit!d 
to draw inference. Ratio is de-fined by ex.perts as follows:

According to R. N. Anthony "A rutio is simply one number expres.�ed in terms of 
another''. 

According to the Accountants' Hand Book by Wixon, Xel! and Bedford, "A ratio L\· an 
expression o/'the quantita/i)'{.' relolionship between two numbers". 

According 10 J. Detty, •'Tf1e term accounting is used to describe relationships 
s;gn.fficamll' which exists in hetweenjlgures shown in a balance :,heel. Profit & loss

Ale, Trading A/c, Budgeton· conl.rol sJ-iftem or in any part <?f the accounting 
orgoni::ation ..

According to Myers '·11 is the study of relalionship omong lht? variou.� financial 
factors of the enterprise" 

To un.dcrst.and the mt!thodo!ogy of expressing the ratios, various expressions of ratios 
are highlighted in the following figure: 

Current Ratio 
/Leverage Ratio 

Net Profit 
Ra.tio 

Stock Turnover 
Rotio 

Figure J. I: Various Expressions or Ratios 

Fixed Assets to 
Capital Employed 

From these definitions it is clear that ratio is a numerical relationship betweel1 two 
numbers. in which one number being the- numerator and the latter the denominator. 
This numerical relationship (ratio) may be. expressed in the fo{lowing forms, such as: 

l. 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 t 20,000 and current liabilities f I 0,000, ratio
between current assets and current Jiabilities will be 2: I.

2. Perce11tuge Ratio: In this form, the relationship of one item with other item may
be expressed in percentage. To get percentage relarionship the one item is divided
by other item and lhe quotient is multiplied by I 00. F'or example, the relationship
of profit and sales may be expressed as 25%.





50 also a measure of financial pcrfonnance through Profitability ratios and Turnover 
Ratios. 

• Intra..ji.rm amliysis 011 tlte fi1ta1,ci(l/ i11formatio11 over number of yearJ: The
financial performance and position of the finn ca.n be analysed and interpreted
within the firm in between the available- financial i.nfonnation of number of years;
which portrays either increase or decrease in the financial performance.

• Inter-firm "nalysi.r on the fl11ancial informado11 within the industry: The
financial performance of the firm is studied and interpreted along with the similar
firms in the industry to identify the. presence and starus of the respective firm
among others.

• Possibilityf<>r fl11a1tcial planning and control: It not unly guides the firm to earn
in accordance with the financial forecasting but also facilitates the firm to identify
the major source of ell'.pense which drastically has greater in.tlucnce on the
eam1ngs.

3.5 LIMITATIONS OF RATIO ANALYSIS 

Jn spite <'f being so much utilities of the ratio analysis, it is not free from snag�. It

suffers a number of limitations which occur due to financial statements. Therefore. the 
analyst must be aware of its limitations. These limitations are eolisted betow: 

• Quulillllive aspect is ignored: Ratios are expressed numerically. During the
process of caJculation of ratios, the qualitative aspect has been ignored while that
also has importance in the success of business.

• f)ifjerence in accuunti11g policies and procedures: A comparison between two
firms proves its worth if accounting policies and procedures of the firms are
identical sul!h as valuation of inventory. valuation of good will, etc.

• Price level chtLnge:-. and ratios: The price- level changes also affect the
comparability of the ratios of two periods, for jnstaoce, assets tum.over (which is
computed on the basis of sales and assets) of 1998 and 2008 connot be correctly
compared due to the changes of price level.

• Problem in a.scertuini11g the sta11dard ratio: There cannot be a single standurd
ratio which can be used to measure the performance of the business in all
situations. A sjngle standard ratio cannot be used for all firms as there are
different situations a.s st.rike, lockout, etc. in the diffC'rcnt firms.

• Single rtitio is insufficient: Generally, a single ratio is found of limited use. lt
does not convey the complete picture of the business. !t may mislead. Therefore, it
is necessary that other related ratios should also be studied before coming on a
conclusion. for instance, for the tesl of liquidity, all the liquidity ratios should be
tested.

• Window dressing of accounts: Sometimes. the financial statements are window
dressed to show a better picrure of the financial position of the company. In the
w;ndow dressing the assets are overvalued and better profitability is showed.
Therefore, the ratios c.omputed oo the basis of these statements are affected which
give the wrong interpretation of the ratios.

• Bns�d _011 pas� performance: Ratio analysis does not help in forecasting and
predicting the items to prepare the budgets as ratios are calculated on the basis of
past performance of the business.

• Treml ratios are mnre 11seful J/ia11 actual ratios: The single ratios calculated on
the bosis of financial statements of a particular year are of limited use. ff ratios are





(.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 lhese two changes may increast the gross profit ratio.

lf the gross profit ratio is declining, lhat may pot the manag�ent of th\! 
business in d1fficuhy. For such decline of gross profit ratio, the following 
factors may be responsible: 

(i) The purchase price of the materials may increase \,..ithout increase in
selling price.

(ii) Thert may be theft, pilferage and spoilagt of Lhe material.

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

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

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

(b) Net Profit Ratio is the relationship between nd 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 efficiency 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 rale of dividend. net profit
after tax must be considered. it is useful to do inter-firm comparison of
profitability. This ratio is calculated with the help of foHowing fonnula:

Net Profit rario = Net Profit
x 100 

Net Sales 

Where, 

Net Profit is computed as follows:

GToss J>rofi1 I 
less. Selling Overheads 

C>istrihution Overheads 

Financilll Overheads 

Olher Operating Expense!> 

Add· Non•opcratiog Income:; 

Othi:r O}'N:ratiog Jncoine:, 

lesr: Non-Operating Lose:, 

Nn Profit 

*.It¥* 

•th 

*'"" 

�·· 

¥-$-♦ <'. *. 

.,. .. 

"*· ... f. 

¥.ct:1c� 

*-Ji:** 

Interpretation of Net Profit Ra1io: 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 th.is ratio of a business is conlinuously falling 
during some years, investigations should be made to find its causes then 
necessary actions should be taken to remove these causes. 





54 (v) SelJiug & Distribution Expenses to Sales Ratio
== Selling & Distribution Ex.pm,. x 100

S1.1les 

. . . financial Expenses (vi) Fmanc1al Expenses to Sales Ratio = -------x 100 Sales 
Interpretation: If the expenses ratios are increasing, the net profit ratio wiJI decline and that wW indicate the inetftciency of the business. On the other hand if these ratios are declining, the net profir ratio will increase, that will show the efficieney uf the business and the better profitability of1he busjne$.'>, 

(e) Operating Ratio csrahlbhcs the re)ationship berween the total operating costand oet sales. Hernvith, ll1� total operating cost means the cost of goods sold+ operating expenses. Operating cxp�n-scs include office and administrationexpenses, selling and distribution �xpenses, financial expi!nses. This ratio iscomputed as follows:
Operating Expenses Ratio =" Operaring Co5l x J 00 S.1les 

Or 

Operating expenses Ratio= Cost (.,fGoods Sold .c Operating Expenses 
x 100 Sales 

Or 
Operating Expenses Ratio -= J 00 - Net Profit Ratio 

J11terpreta1io11: The higher ratio revt:als the lower efficiency of th� management, meaos a great portion of sales is heing absorbed in operating cost. lf this ratio is lower, it shows the efficiency 0f the management and ne1 profit ratio wiU be higher. 
Example: The following is the Trading and Profit and Loss Account of Raj Brothers Ltd. for the year ended 31 st Dec. 2007: 

Pa rticvlars � Particulars � 
To Opening Stock 22.87-i By Sale::- 1.50,000 
·ro Purchases 94.575 Hy Closing Stock 29.550 To Carriage 600 

To Wage� 1.500 
To Grus:. Pro tit c/d 6(J,0(\0 

1,79,550 1,79,550 

To A drninistnuiort l:...xpcnses J0,301} By Gr()SS Profit bid 60.000 
To Selling Expi:nses 1,800 I By Non-operating incomes:
To Distdbutionfa,pense� 1.80{) lol on Security 450 

lo Finance Expenses 2, l 1)0 I Dividend on Shares l,1.:!5 To Non-op,cratiflg Expenses'. Profit on Sale of Lo:.s on sak oft>uilding t05 Machinery 225 l,800 
---

Provision for legal :;uit 345 Furniture Wrillcn•off 150 600 
---To Net Profits 25,:WO 

61,800 61,800 





Sb 

(V) 

Net Operating Profit "" Net Profi1 + Non-opf.rating Exps. - Non-operating 
tnc.omes 

= � 2s,200 + � 600 - � 1,soo"' r 24,oooo 

N O 
. 

Ci Ra 
. � 24,000 

I 0 et peratmg Pro it t10 :::. ---- x 0 
� 1,50,000 

0 . R. . Operating Cost 1 00peratmg at10 � ------ ){ 
Sales 

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

= { 90,000 + t 30,300 + � 1,800 +- t I ,800 + � 2, I 00

L26, 000 
100 8 A ---)( ::,: 4% 

l.50,000

(f) Cash Prrefit Ra1i<r It is the relationship of cash profit and sales. Cash profit
means cash from operation, which is calculated as

Cash Profit ""Net Prnfit + Non-cash Expenses

Where, Non-cash Ex�nses mean those expenses which are not paid in cash as
depreciation, goodwill, preliminary written off, etc.

Then this ratio i� .;omputed as below:

, . Cash Profit 
Cash Profit Ra\10 "" ---- •'· 100 

Sates 

2. ProjitahiJity Ratio Ba>·ed on Capital: To cheek I.he overall profitability and
eflicicncy 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. TI\erefore, the profitability
ratio$ must be calculated on the bac;is of capital, assets or investments. Under tbis
group the following ratios are calculated:

(a) Return on Total A.s.,ets Ratio: TI1e ratio is used by the analyst to measure the
efficiency of the management of lhe business. n is computed with the help of
net profit after tax and interest and total assets. The formula of this ratio is as:

R ·r I A 
Net Profit after Tax and Interest 

100 ctum on ota ssets = ------------ :.. 
Tota I Assets 

This ratio is base.d on total assets. Tora) assets mean those assets which are 
productively being used in the business and those assets which :i.re not being 
used in the busine::.s are not included in the total assets as investment outside 
the business. 1f in<angibJe assets, like goodwill, patents, trademarks and 
fictitious assets, like preliminary expenses. discount on issue of shares and 
debentures liave no market values, those are ignored at {he thne of raking the 
total assets. There is a general rule which is adopted at the time of aggregating 
tltc value of Jotal assets t1rnt all the fixed assets (having the nature of 
perfomtance) and current assets are taken at their respective book values. 

for t.he calculation of this ratio Lbe net profit should be after tax and interest 
on investment in order to match the total assets (discussed above). 

At the time of interpretation of the ratio, we have to keep in our mind that this 
ratio expresses the efficiency of the management in us1ng the total assets in 
genera!ing lhe income. The higher side of the ratio shows the better efficiency 





Net Profit 
Net Margin = ------­

Capita! Employed 

Or 

X lOO 

ROCE"" 
Sales ;,,, Net Profit

xlOO 
Capital Employed Sales 

Ne1 Profit 
ROCE=------

Capital Employed 
'l( 100 

Herc the term capital employed is used in the sense of net capital employed whid1 
means the total of al! the fixed assets and current assets minus current I iabi lilies. It can 
also be determined by addition of totaJ fixed ossets and working capital which is the 
difference of current assets and current liabilities. Thus. the net capilal employed may 
be computed by the following formula: 

Calculation of Capital Employed from Assets side of BIS

t f 

Fixed A�sets at replacrmerit cost: 
l'lam and machinery XXX 

Land and building >;XX 

Furniture XXX 

Othcr.s XXX X.:1."X 

Add !nvc�lmenTs (inside) x,;x 

,-/Jd· CutTCnl Assets -

Inventory XXX 

Debtof', XXX 

Cash & Bank balance XXX x.:,;xx 
Gross Capital Emf}loyed xxx;,: 

I 
uss. Current Liabilili�s 

Sundry credltuTS XXX 

Bank overdraft )iJ()-

Outstanding expenses XXX 

Others ,'(.'()( >.:)(.'l(X 

I Net Capital Employe(l .\)(X., 

At the 1ime of computation of capital ernployed, the following points must be kep1 in 
mind: 

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

(b) If th� intangible assets like goodwill. patents, trademarks, etc. do not ha\le tile
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 fictitious assets such as preliminary expenses, discount on issue of shares
or debentures rnust be excluded.

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

(t) Obsolete assets should not be included in capjLaJ employed.

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





60 Example (Return on Investment) 

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

Liabilities ? Ass.tts � 

Preference �hare Capital 9,00,000 fixed Asstts Les� Depreciation 

I
24,00,000 

£quit)· Share Capltal 15,00.000 C urrcnt A ssc< s 12.00.000 

9% Debt:ntures 12.00.000 l nvestmcn!s:

l{cserve5 and Surplus 6.00.000 Quo1ed 4.50,000 

Current Liabilities 6,00,000 Unquoted 3,1)0,000 

Prelimina.� l'.xpcnscs 2.25,000 

Parcms & Trade-marks 1,25,000 

48,00,000 48,00,000 

I. Reserve and Surplus include current year's profit uf � l .20,000 after interest on
debentures for one year and after tax provisinn @25%.

2. income from quoted inveshnent @10% is included io current year's profit, such
investment being oon-trade investments.

3. Net capital employed in the beginning of the ye.ar wast 33,75,000.

SoluJion 
Calcu lalion o( Cllpital Employed 

? 

Fixed Assets le5s Depr1:ciation 24,00,000 

Current Assets 12.00.000 

Unquoicd Investment I 3.00,(J00 

Qootcd inv��•melll: will not be consi<leR'.d as the� are non-trade -

Patents and 1 rade-marks 2,25,000 

Gr�s Cjlpibl .Employed 41,25,000 

Leu: Current Liabilities 6,00,000 
Net C11pital Employed 35,l5,000 

Average Capital Employed 

Beginning Capital Employed+ CapiLal Employed at the end 

2 

JJ,75,000 + 35,25,000 
,.,, � 34.50,000 

2 

Profit a11er 'fax 

J\ddTa:i.. 
J,20,000 ,, 25

15 

Profil before Tu 

Cakulation of Net Profit 

Add: J11tcres1s on Debentur�� 
9%on � 12.00.000 

Profit btfore Interest and Tn 

less lnconte from quotcu investment 
( 10% on' 4 .50.000) 

Operating Income before Interest and Tu 

f l.20,000 

t 40,000 

f 1,60,000 

? 1,0S,000 

f 2,68,000 

f 45,000 

f 3,13,000 





62 market price. On the basis of rhi5 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-ow Ratio: This ratio reveals as to what portion of the EPS has been paid
as dividend and what has been retained for ploughing back. It is calculated as
follows:

. E.P.S. 
Pay-out Ratio "" -- x l 00 

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 ar1d who 
prefers the regular ca,;;h return 011 1he investment prefers the high pay-out 
ratio. Retained earning ratio may also he compuled with the help of retained 
earning and EPS as under: 

R . d E 
. I) • Retained Earning Per Share 

v_ JOO eta me arnmg 1\.at10 = ---------- �-
LPS 

The total of retained earning ratio and pay-out ratio wi II be always l 00. 

(d) Dividend I'er Shure (DPS)" Generally, the equity 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 foUows:

. 'd d SI DPS 
Dividend for Equity Shares 

D1v1 en Per 1are ( ) = ----------
No. of Equity Shares

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

I) f .. d 
Dividends Declared 

1'-ate o D1v1 end"" --------- x I 00 
Paid up Equity Capital 

(e) Dividend Yield Rulio {DYR): This ra!io shows the real worth of the company
before the shareholders. This ratio calculates the relationship bet>.vecn the
dividend paid pt'T share and the mark.et price per share in percentage \l/nich
may be as:

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

Market Price Per Share 

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

(f) fnteresl 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 the debenture holders and money lenders. It is
computed as fol lows:

lnterest Coverage Ratio "" Profit �fore interest and Tax 
>< I 00

lnterest on Long-term Liabilities 

(g) Dividend Coverage Riltiu: lt is the reciprocal of the pay-out ratio. It indicates
the company's ability to majntain the dividends rute in future. It is calculated
as follows:

Profit before Interest and Tax 
Dividend Coverage Ratio = ----------­

Dividend 



Or 

D. 'd _, ._ n 
. E.P.S. 

1v1 c:nu l twcrng\.'. i,.at10 "" --
D.P.S.

(hi Book /.'af"e P.:r Shore Ruth,: Book value or jmrinsic valut> of a share is 
Jetcrn,incd hy Jjvidiog rhe net assets of the company by the total number of 
:.,hares. It i:., ddcrrnint::d as follows: 

Nee Assets 
B00k Value of One Equity Share = --------

No. of Equity Shares 

Or 

Net Assets 

No. of F.quitJ Shares + No. of .Pref Shares 

(i) Rr?1•l!m1<: Reser""' to Paid up Capital Ratio: This ratio is the relationship
betwt!t:11 the revenue reserve and paid up capital. It is determined in
pacentage as follow�:

Revenue Resource 
, 100R�vcnue Re�erve lo Paid up Capital Ratio= - -- - --- � 

Paid up Capital 

Example (Pmfiwhiliry Rutio) 

The ilalanl!e Sheet of Shila M.inufacturing Company Limited as on 1 11 January, '.:W08 
was as follows: 

8:1lanct Sheet of Shila M.1mufanuring Company Ltd. 

(As on I" January, 2008) 

Liabiliti"� Amount Asse-ts 

m 

Sha� ('.ipit�I (� JI) p,:r ,h�r,) :W.00.000 Fixed Assel.s 

Current As:sets 

Rc,c:.nc� 5.00.000 

Oet>eniurt>� 14u" 5.00.000 

Curn-111 Litib1hlic, 4.00.000 

34,00,000 

Amount 

(fl 

25.00.!lOO 

1). 0(),1 )()() 

3-1,00,000 

Tax rate for thi: Company is 30%. The Earning Before lnLereSt & Tax (E.8.1.T.) of the 
company J.Jt: ? 7 .50.000. Tht! dividend Pay-out Ratio of the company is 40%. Th!! 
marl-..et pric!! of company's shares is t 16 per share. 

On the basis ofth-.: information. compute lhe following ratios for the company: 

(i) Rak ofRenm1 on Gross Capital;

(ii) Rale of Ref\lm on Ne1 Capital:

(iii) Rate of Re tum nn Ner Worth or Owned Capital;

(iv) Rate uf Rel um (111 Paid-up Equity Capital;

( v) E11min)!_ per Share;

(vi} Dividend 

(vii) Earnings yield;

63 
R�tio Analysis 



64 (viii) Dividend Yield; and

(ix) DiYidcnd Cover.

Solmion 

(i) o t f R tu G C . 1 
Earning before Interest & Tax 

JOO .l'-a e o e m on ross aptta :;: ---------� x 

Gross Capital Employed 

Gross Capital= Fixed Assets+ Current Assets 

= t :2s,oo.ooo + r 9,oo,ooo = t 34,00,ooo 

Rate of Return on Gross Capital� 
7, SO, OOO 

x JOO== 22.058% 
34,00,000 

(1•1·) n _ f R N C . 1 
Earning before Interest and Tax 

0 1-..;,ite o eturn oo el ap1ta === ---=--------- x 1 O 
Net Capital ernp1oyoo 

Net Capital Employed"" Gross Capital Employed - Current Liabilities 

""'� 34.oo,ooo- r 4,oo.oo"' f 30,00.000 

fR N . � d 
7, 50,000 

Rate o etum on et Capital .Emp\oye = ---- x 100 ""25% 
}0, 00,000 

(l .. 1•1.) R fR N W I 
Earning After Interest and Tax 

100 ate- o eturn on et ort 1 = ----------- x 
Net Worth 

Ea.ming after lnterest and Tax == EBlT - Interest on Debentures - Tax 

= 7,50.000- 14%on? 5,00,000 -Tax 

= t 7,50,000 - f 70,000 - Tax 

= � 6,80,000 - 30% of 6,80,000 

= � 4,76,000 

Net Wonh = Share Capital+ Reserve 

-"' t 20,00,000 -t- f 5;00,000 = t 25,00,000 

fR N W h 
4, 76,000 

00 9 040 Rate o cturn oo et ort -:= ---- >< l "" \ . 1/o
25,00,000 

(iv) Rate of Return oo Paid-up Equity Capital 
= Earning after lntereSt a.nd Tax 

x loo
Paid-up Equity Capital 

= ? 4,76,000 
x I 00 == 23.8°/o 

t 20,00,000 

E 
. 

P Sh 
Eamiug aner Interest and Tax 

(v) armng er nre = ----------
No. of Equity Shares 

= t 4, 76, 000 
"":us

? 2.00,000 

. . 'd d p Sh 
1'otal Dividends 

(vi) D1v1 en er are == ------
No. of Shares 

Total Dividend "" 40% of Earning after interest and tax 

== 40% of? 4,76.000 = t ! ,90,400 





66 its working capital is adequate. If the current ratio of a company is hrgher titan 
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 than the idea! ratio, it is 
assumed that its working capital is oot sufficient 

TI1is 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 lia.bHities. Working capital of a business represents the 
margin of safety for short-term obligations. At the time of using the current ratio, 
the analyst should adopt the following precautions: 

(i} Current ratio is affected by the wjndow dressing of the balance sheet 

(ii) The analyst must look that adequate pro11isio11 for bad and douhtfut debts
has been made or not.

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

(iv) lnventory should be properly 'Valued.

2. Liquitl R.atio: This ratio is aJso called by the name of Quick Ratio or Acid Test
Ratio. Current ratio is used to measure the short-tenn solvency. lf tht> ammmt of
stock is heavy in the current assets, current ratio may mislead. Therefore. liquid
ra1io 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:

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

Current Liabilities 

Or 

L. .d 0A • 
CUTTent Assets - (Stock+ Prepaid Expenses) 

t(\Ul "-"tlO =: 

Current Liabilities 

Liquid assets comprise all those assets which are jncluded in cmrent a:;sets 
except stock and prepaid expenses. lt is assumed that stock takes time to be 
converted into cash and prepaid expenses caimot be t.ak.en b.ick easily. 

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

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

Liquid Liabilitjes 

Ime,pretotinn: The higber of the ratio shows the better ability of the company to 
discharge its short-tenn liabilities as and when Nquircd. Liquid ratio provides 
more stringent test of short-tenn solvency because liquid assets are more liquid 
tban the current liabilities. The ideal liquid ratio is assumed I: J. But it is not 
accepted in all types of business. Results on the basis of it may be illusory. If the 
liquid ratio of a company is less than the ideal ratio of I: l, short-term financial 
position of the company is considered unsound. The company does not have the 
sufficient cash to meet its shorr-term liabilities. Continuous declining of the ratio 
indicates the overtradi.ng which may lead the company into financi.nl difficulty in 
furure. 





Shareholders' fund includes the equity capital, preference share capital, total 
accumulated r�serve and surplus. But accumulated losses are subtracted to find the 
shareholder's fund. 

For the purpose t11e total assets irrclu<1e the fixed assets and current assets. ff the 
intangible assets have some marketable va!u�. those are also included. But 1he 
fictitious assets are never included in the total assets. 

ln.terpretatio11: The proprietary ratio is calculated to determine the Jong-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 business in 
long run. The ideal proprietary ratio of J :2 is considered satisfactory. 

This ratio can also be calculated on the basis nf current assets and fixed assets 
separately. Jts formulae are given below: 

Fixed Asset� 
(a) Ratio (1[ Fixed Assets to Proprietary fund= -----­

Proprietors' Fund 

. . Current Assets 
(h) Ratio of Current Assets to Propneta,y Fund"" -----­

Proprietor's fund 

J. Solvency Ratio: This ratio reveals the relationship between the total ass�ts and
total liabilities of the business. It expresses the company's capability and
soundness to meet its liabilities out of its asset:.. Among total liabilities, long-term
and current liabilities are included. lts ca!cnlation is done with the help of
following formulae:

Total Liabilities 
Solvency Rntio = ------

Total Assets 

Where, 

Total Assets= Fixed Assets+ Current Assets f- Jntangible Assets (Market Value) 

lllterpretatio11: If solvency ratio is less than one (1 ,l. company is assumed solvent 
to pay all its liabilities. lf this ratio is more than one (l ). ii is asswned that 
financial position of the company is not sound. It cannot p;iy all its liabilitjes. 
Company is going in the state of insolvency. 

4. Fixed Assets Ratio: This ratio reveals the relationship between fixed assets and
long-tenn fund and capital. 1t is calculated as under:

Long-lcnn Fund+ Cupit al 
Fixed Assets Ratio = _ _;:;. ______ '--_ 

Fixed Assets 

Where, 

Long-term Fund-= Equity Share Capital + Pre[ Share Capital + Reserve and 

Surplus + Long-term Loans 

Fixed Asseis � Fixed Assets Less Depredation + Long-term lnvestmcnts + 

Shares in subsidiaries 

Interpretation: This ratio reveals whether the tong-teTln fonds are being used to 
acquire the fi;,;.ed assets or not. lrr other words fixed assets should be purchased 
from the long-term funds. l.S of the fixed nsscts ratio may be considered 
satisfactory. It means that the long-term funds are more tb.an the fixed assets. 
Some funds are osed in the working capital also, which is good in long-run. 





7n Ascertain the fol!owjng Ratio: 

(a} Current Ratio 

(b) Liqnid Ratio

lC} Debt Equity Ratio 

(d) Prnpricta.T)' Ratio

(e) Solvency Ratio

(I) Capital Gearing Ratio

Solution 

(a) Current Ratio

Current Assets 

"" 

Current Liabjlities ==-

= 

Current Ratio :::: 

(b) Liquid Ratio -

Liquid Assets 

""" 

Liquid Ratio --

{c) Debt-equity Ratio 

External Equities = 

fmemal Equities 

"C 

Debt-equity Ratio 

Current A�se1s 

Current Liabilities 

Stock + Debtt>rs + Cash and Bank Balance 

t ,4S,.380 + 35.130 + 78,060 

f 2,61.570 

Bills Payable + Creditors 

? r 9.500 + 48,000 

t 67.500 

2.61,570 
'"' 3.87: I

67.500 

Liquid Assets 

C'urmlt U.1bi1itie� 

Currt!nt Assets - Stock 

2.61,.570 - \.-f8. 170 

� 1, lJ,200 

I. 13,200 
"" 1 6 7 : \

67,500

External Equ1rks 

Internal E4u ities 

tli \ls Payable t Cr�ditor5 

� 19.500 -t- �8.000 

'° 67,500 

Equity Shure Capi1:il + Preference Share Capital -t 

Reserve & Surplus 

3.00,000 -t- 3.00.000 + 2.5),500 

� 8,53.500 

67,500 

8.53,500 
-= 0.070 : I 





.fi.xed.flnuncial change.� to magnify 1he effects of changes in EB/Ton the firm's 
EPS''. Degree of the financial leverage can be measured by the following 
formula: 

Where, 

Financial Leverage ==: 

EBlT 

PBT 

EBlT = Earning Before Interest & Tax 

PDT = Profit before Tax. 

Or 
Percentage Change in EPS 

f iuancial Leverage "" 
Pereentage Change 111 EBIT 

3. Combined Le••emgc: H is the multiplication of operational leverage and financial
leverage. ft is computed as follows:

Combined Leverage "" Operating Leverage "' Financial Leverage 

Or 

. C EB!T 
Combined Leverage = --) --

EBff PBT 
Or 

=--

PBT 

Where, 

C � Contribution 

EBIT:o:: Earning before lntercst & Tax 

PUT "" Profit before Tax 

Example (Levcragf! Ratios) 

From the following infonnation calculate: 

(a) Operating Leverage

(b} Financial Leverage 

(c) Composite Leverage

I OriginAI 
(Tin Lakhs} I 

I 
{t') 

Aft.er an lncrease of JO¾ 

on Sales 

Saks{4500 uoits alt l r,.u) 4,500 4,950 

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

I Contribution 1.800 198 

Lesr Fixed Cost<; 1,350 U50 

Prom before interest & Tax (EBJT) 450 630 

less. Interest 150 l50 

Profit l>efor� T,n. )00 480 

less: l'ax at 55% 165 264 

I Profit after T:lx (PAT) 135 216 





74 ❖ Solvenc) Ratio

❖ Leverage Ratio

❖ Activity Ratios

❖ Inter-firm Comparison Ratio

• 111e profitability of a firm is tested 011 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 long�term solvency of the company. Under this
head Debt Equily Ratfo, Proprietary Ratio, Solvency Ratio, Fixed Assets Ratio.
Capital Gearing Ratio and different coverage ratios are caJculatcd and analy�d.

• Three leverage ratios are: Operating leverage. Financial leverage and Combine<l
and these leverage are also calculated.

• To tesf the performance and managerial efficiency in using the assets and in
earning the profit, the activity ratios are calculated.

3.8 LESSON END ACTIVJTY 

"R.itio 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. 

J.9 KEYWORDS

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

Fi11a11ci(lf Statements: These include the profit and loss account and the balance sheel 
ofaconcem. 

Profitability: TI1e profit earning e.1pru;ity of a business is called profitability. 

Liquidity: The short-term deb1s paying position of a company from its shorHerm 
resources is called liquidity. 

Sob•ency: It is company's ability to meet its long�tenn liability or obligations. 

Leverage: 11 is a tool 1:0 accelerate the rate of return by using the fixed interest bearing 
debt finance. 

3.10 QUESTIONS FOR DISCUSSION 

l. Explain th� role of ratio analysis in the inrerpretation of financial statements.
Examine the limitations of ratio ana)ysjs.

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

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 aoy two
ratios each for measuring (i} profitabil iry and (ii) liquidity.



5. Hov. is the liquidity of a firm tested? Explain its different ratio!> with examples.

6. The follo\,ing is Ule Trading and Profit & l1)SS Account of Mis. Balaji Ltd. for the
year ended JI" March, 2008.

I 

Trading and Profit & Loss Account 

� ' 

fo S1ock 3.81,2:iO By Sales t 2,.2�.ouo

Tei Purch11Scs I 5.?<i,250 J.e�� Sdlcs Ro:>1um 25.IJ(l{J 2 s. rnu1<10 

To Carr:ag.: 10.000 B� S:t>clc 4,91.51�1 

Tu Wag�s :!:i.OQ(I 

To Gross Prnfit 10.no.uoo

29,92.�0 29.92,50(1 

To AJrnini\lrativc Exp. � 05.000 

lo f'mam:c Expenses 

lntt"res\ t 600ll 

[)ije;ounl f 12000 13y Gmss Profit 10.00.(ll)(I 

Bed Dd.'t � l 7()(IO 35,f)l)O B� Non-Opcratmg lm:nmc:': 

To Selling ,rnd Dist. Exp. fi0.000 Int un Securitie� 7.500 

To Noo-<>pcr.iting Exp,: Div 1<lend on Share:� 18.7'.\0 

Io�, 011 Sak of As,t'.1� I0.000 ( Pro fir oo sal� n ( \ w.:I s I 'l.7511 

fo Net Profit 4.20.llOO 

J 0,30,000 I0,30,000 

Cakulate: (a) Expenses Ratio (l:i} Gross Profit Ralio fq Net Profit Ra1io (d J Net

Operation Profit Ratio (e) Operating. Ratio and (f) Stock Turnover Ratio 

7. The Balance Sheet of Lal it Mohan Company as 31 ;, 11an:h. 2008 is as follows:

Liabililits t Asseu f 

[4uity ')hare Capital ,1.,00.ouo Gllodwil\ 2.J0.()01/

Pre: lt:rnni:� Share Copil,11 1.00.000 Fixed A,:.eb �.6'l,000 

C.1p1lal Re�rvc- 8,UO.l)(l(I Stock 1.20,0011 

I .oan on Mortgage 3.20,000 Ut'hlor� 1.20.000 

Uank Overdraft 40,000 

·1 rad� Cn·1.h1or.. 1.60,000 lnvestmc-nt -10,lllJIJ

Provision for T a.xation 8(1.000 Cash .>,20,UOI.I 

I' & l Ale 12,000 

U,00,000 14,00,000 

1l1e profit for the fin1U1cial year :!Q07.()8 after taxation and interest on fixed 
deposit amounted to � '.:!,40,000 out of which f 80.000 transferred to reserve anJ 
t 40.000 were pnid as dividend. Saks amowit�d to � ::!..J.00,000, Calculate the 
Ranos for: (a) lei;ting Liquid icy; (b) Testing Solvency; ( c) Testing Profitability . 

7� 
Ilalio Anal�si, 



1t, 

8. From the following Balance Sheet calculate {i) Working Capital Ratio (ji)
Liquidity Ratio.

Liabilities f As�ets ? 

Paid up Capital 3.00.000 Ca.�h i1, haod 2so l 
Bank Overdmfl 38,000 Slo(;k 1.28,250 

Sundry Creditors 26,000 Trade J)eht\WS t,25.000 

Provision for Dept. 55.750 Land an<l Building 92.150 

Provision for Taxation 9.250 Mad1in�ry & Equipm�nt 1.28.601) 

Proposed Dividends IS,000 l'r.:paiJ Expense� 1.500 

General Rest:1"\'e 55.00() Goodwill 30,000 
1 

Profit aud Lo�s Ne 6.750 

5,05.750 5,OS,7�0 

9. The following data are being taken lrom the record:- of Birla Limited as on 30111 

June 2002:

C'a�h 25,000 Bill,- payable 
Debtors (net} l2,000 Saks 

foventory 8.000 Purchases 

Prepaid expenses 2,000 Purchase Rctums 
Creditors 12,000 

On the basis of above information, compute the following: 

(i) Working Capital Ratio

(ii) Acid-Test Ratio

liii) lnventory Tumover

(iv) Receivables Turnover

(v) Average Payment Period

I 0. From the following information calculate the following ratios: 

(i) Total Assets Tumover

(ii) Fixed Assets Turnover

(iii) Current Assets Turnover

(iv) Working Capital Turnover

(v) Net Worth Turnover

B»htnce Sheet as on 31St Derembcr 2001 

Li�bilities f Assets 

Shart Capila\ 32,000 Land and Ruildiog 

Re.serves and Funds 4.000 Plant and Machinery 

Profit and Los5 Ale 12.000 Fum1rnrc 

Debentures 16,00\) l.<.mg-temi Investment 

Long-term Loan )2,000 Stot:k 

Sundry Credito� 6.800 Debtors 

3,000 

53,000 

34.000 

,50 

' 

24,000 

!5,000

9.000

12.000

9.000

12,600





13. fnfom1ation regarding ABC Company for the }ear 2001 is as follows:
Proftl h�forc ta>1. - t :!8.80 lal.hs

1 ax Rate - 50%

Propvst>d Dividend - 25%

Capital of the Compan} - I 0%

Pri:ference Share� <.>f � l 0.00.000

E4uif'.\ Shares of? 15.00.000 (Shares oH 100 each)

Reserve at beginning of thoe) ear -{ 28 lakhs

Current Market Price of the Equity Share -· � 250

Compute fort.he l!()Uity shares:
(i) Earnings per share
(ii) Price-Eami!lg Ridio
(iii) Dividend per share
(iv) Dividend Payout Rati<.1
<v) Dividend Yield Ratio

14. l·ollowing are th� S1aternents of �urya Limi1ed for 1he year ended 3 J st December
2001:

Bt1lanc� Sheet as on 31'
1 

D�cember 2001 
-

Liabiliti� � Assets 
--- -- --

511,000 Equity 5tia,,:� 5.(JIJ.01J0 Lund :.mu Bwlding 
of� IOeach 

Gtnm1I Rr.:::.ervr 
Prtttil and L(1ss Ale 

j Sundry Crl!(,hto1> 

Uabilitits 

I 
fo Upe1ung Stock 

t Io purcha�s (cm.lit) 
To C,rnss Profit c.ld 

T !) Administration fap 
lo S<lling hpen!'Ks 
To 01hcr .b:pcnsc, 
·1 <' N�I Pro lit

l'la111 Jt1d Mactilflery 
3.110.000 Stuc.:k 

2.00.!JOO Sundry D�btor.1 

2.0Cl.lJOO <.:ru.h at Bmh 

12.eo.000

Trading and Profit & Loh Account 
For the yeHr ending 31" Oec. 2001 

I 

f Asstts 

1,00.1100 lJ) Sales ( C'rcdil) 

8,00.<ll.lfl t 8) ( lo!-tn(: Slocl.: 
9,UO,OOu 

18,00.000 
2.00,000 By Gro:;� Profit bid 
I .l)(}.l\QO / B) Pt-olit O>l snk of 

25.00() fixed A™'t� 

6.00.000 

9,Z3.000 

I 
),50.000 

2.50,00<) 
2.00,000 

3.00.000 
1.011.01)1} 

12.00,000 

t 

lt:>.00,000 
2.00.oon 

18.00,000 

9,fJ0.000 

2:-.uoo 

9,2S.000 





so 16. FoHowing an: the Balance Sheets of Ramsay Brothers Limited for two years
ending on 301h June of each year.

t " 

.Equity Shan:s of� 100 each 
2,00.000 2,00,000 

General Reserve 
20.000 40,000 

Protit and Loss Ale 
1&,000 4,000 

Loan on Mongage 
2.20,000 1.60,000 

Bank Ovc-r<lnift 
- 40.000 

Credit,m 
60,000 1.80.000 

Provision for Ta!. 
6&.000 26.000 

Proposed Dividend 
20.000 JU,000 

6,16,000 6,80,000 

rixc<l As£t:IS(1'JetJ 
4.16.000 3,96.00U 

$tock• in-tra<.h:� 
60,000 1.20,000 

Dctitors 
80.000 1,60,000 

C1:ish-in•hand 
60,000 4.000 

6,16,000 6,80,000 

Total sales for 2000 arc given as t l 2,00,000 and that for 2001 f 10,00,000. 

Check Your Progress; Model Answer 

I. Profit

2. Expenses

3. Return on Investment (Rot)

4. earning per share

5. Liquidity

6. Operating leverage

3.11 Reference 

Sh antac:har'{'{a, S, IK.12019) .MaMgemem .4m,cmtiJt(i' (2nd ed.). P'ear.son Edu:: at ion ndia. 

[)rury, C., 12!.l 20)J';larrcrgemem cr.trd C,asr A cm 1mting (lCrth eel.). Ceng age Leamjng. 

Garris-011, R. H., rsJ.oreen, E. W,, & Brewer, P. C. (2,0.2.1J• • .M1.11iCl'[l'fricrf Mrolm tjng (16th ed.). 

McGraw-Hill Education. 

IHorngren, iC. l, Sundem, •G, L, ,& Str.at1lon, W, 0. (.201'9 )Jntn1dcrctfo.li' rroMam:rgemerri 

A ccorm£ mg [ l 6tl1 ed.). Pearson Edu ::at ion 

3.11 SUGGESTED READINGS 

Charles T. Horngren, !11trodue1ion to Managem.mf Accounling, Preotice Hall, 
EJJglewood Cliff, New Jersey 07632. 

Ray H. Garrison, Managerial Accounting, Homewood, nlinois 60435. 

Robert S. Kaplan and Anthony A. Atkinson, Advanced Management Accounting> 

Prentice Hall, Englewood Cliff, New Jersey 07632. 

Dr. S. N. Maheshwari, Managemenl Accouming for Bankers, Sultan Chand & Sons, 
New Delhi. 

N. K. Kulshrestha, Management Accounting Concepts & Cases. Tata McGraw Hill 
Publishing Co. Ltd., New Delhi. 







&4 

4.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Understand the meaning of Fund Flow

• Discuss 1he meaning, objectives and limitations 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 J-'und from Orcration

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 acc-oun1ing period. The balance sheet 
portrays tbe overall financial position of the business while the income statement 
(profit and loss account} discloses the revenues earned and or realized and the cost 
incurred to generate the rev(:nues during a particular period. But lhese statements do 
nol provide the info.nnation regarding the changes in the capital, liabilities and assers 
during the period. For the better understanding of the financing and investing a,tivities 
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·• (SCf P). This statement provides useful information to the 
creditors and owners regarding funds. It ha� now become an integral part of the 
statements. Through this statement an analysis can easily understand as from where 
the funds .are coming into business during u period and where it is being applied. ln 
other words, this statem�nt discloses the sources of funds and the uses where procured 
funds were put during a panicular period. Sources and us�� 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 financial 
statements, purporting to present both financial position and resuhs 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 posiliori should bt: included as an integral part of financial 
statements. The statement of changes of finandal position shouJd be presented for 
each period for which the income statement is presented'·. 

In Jndio AS-3 of JCAl states regarding the statem�nt 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. l.n India, under the existing leb>al 
requirements, companies are under no legal obligation to publish a statement of 
changes in financial position along with their fioanciaJ statem�n1s. However, there is a 
growing practice 10 publish such a statement along with fina ncial statements 
especially in tbe case of companie� listed on the Stock Exchanges and other large 
commercial, industrial and business enterprises in the public and private sectors. The 
objective oflhis Standard is to encourage and strengthen this practice (Para 2)''. 

The statement of changes of Financial Position is a statement which gives the 
information regarding the sources of the financial activitie:s- of the business and the use 





86 decrease of fund), it is not oonsjdered in t.he statement of changes of fund and is said 
non-fund transac.tion. 

4.3 EFFECTS OF BUSINESS TRANSACTIONS 

ON FLOW OF FUND 

For the purpose of pn:para, ion of fund flow statement, the fund is taken in the broailer 
sense means net working capi1al. Net working capital is required in the business for 
day to day operation�. Only those business transactions are considered in the business 
which affects the net working capital or fund. The cffec1 on the tlow of fund means 
the increase or decrease in the si7.c: of fund or working capital. 111e.re are many 
business transactions which affect the working capital, Similarly, there are so many 
items which neither increase nor decrttase !ht si7..e 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 size of working capital oc- fond

• The transactions whkh change the size of working capital or fund

4.3.l The Transactions which do not Change the Size of Working Capital 
or Food 

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

( i) TraJl!ladions relating the com•ersim, ()/ nne current asset into another current
asset: Due Lo these tran s:?ctions, the internal items of the current assets change but
total amol.lnt of current assets does not change. As a result the nel working capital
does not change such as cc.1sh received from sundry dcb1ors and bills receivables.

(ii) TrattsactiollS which convert 011e cttrrent liability into another currelft liability:
This is similar to the above case of �urrent assets. The items of the current liability
change bul the total amount of current liability does not change. As a result the net
v.,orking capital docs not change 'oy these transactions such as conversion of
overdraft into shorHeim bank. loan.

(iii) Transactions which take pince betweeu the non-current itemr only: Working
capital is not affected by these transactions. The amount of non-current items as
fixed assets, capital and O\\-ner·s equity arc affected by these items. These
transactions may be between fixed a�sets as plant is com·erted into furniture,
between long-term liabilities as debentures are converted in long-term loan,
bc:tween owner's equity and long-term liabilitie� 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 transactl.mis which take place between current assets an</ curre.Jlt liabilities: 
Due to these transactions, on one side the amount of current assets increases or 
decreases and on another side, <he 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 purc.hase of materials. 
Such types of rran5actions change only tbe structure of current assets or liabilities 
but not affect the net working capital. 





88 10. Long-Term Loan
} I. Bonds
} 2. Proposed Dividend
13. Provision for Taxation
14. General Reserve
l5. Dividend Equalization Fund
16. Insurance Fund
l 7. Debrnture.s1Preference Shares Redemption Fund
18. Investment fluctuation Fund

10. Under Writing Commis5ion
l l. P & L A/c. (Debit)
12. Development Expenses

No11-Curre11t Liabilities: n,ese 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 Assets: These are also called fixed assets. These assets arc owned by the 
1.:ompany and arc kept for the running of the business and these are not for sale. The�e 
as:.ets can be tangibk, intangible, and fictitious. 

4.4 FUND FLOW ST A TEMENT (FFS) 

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

"Fund Flow Siutemenf is a stt11ement prepared to indicate the increase in the cash 
re.�uurces and the utilization of such resources of business during the accountin� 
period". 

--Robert N. Anthony 

'The Funds Flow Statemenl is a method by which we study the net.funds/low between 
two points in limit". 

-James C. Van Home

"A statement qf sources and application of fond is a technical del•ice de�igned to 
ana�yse the <:hOnReS in the finwtciul condition of business enterprise between two 
d111es ". 

-.Robert Foulke 

Aner stu<lying the above definitions we conclude that fund flow statement is a 
statement whkh is designed 10 analyse che changes in the working capital/fund of a 
business during an accounting period. The fund flow statement is also kJ1own 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

• Inflow and Outflow of Fuod Statement





9U 5. Helpful in Allocation of ResourceJ: A business has a limited source of funds
therefore i1 always needs more money than its availability. A developing
enterprise has different programmes for the expansion. But due to scarcity of
money an the programmes cannot be started simultaneously. Some programmes
are started while some are postponed. Thus a problem of allocation of aYailable
resources among the different projects/programmes arises. The financial manager
takes the decision regarding the postponement and stal'1.ing the projects which 1s
taken through the projected fund flow statement.

6. FFS Answer Many Intricate Questions: The enswers of many intricate questions
of the tinanci<tl analyst can be obtained by the fund flow statement such as:

❖ What is the credit worthiness of the business?

❖ What are rhe sources through which loan� ill be repaid?

❖ How much fund is generated from normal activities of the business?

••• Whether the uses of funds in a nature are matching wilh the source of fund in 
a nature. 

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

8. Helpful in Managerial Df!cisions: This sratement provides the complete
know}edge 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 

Jn spite of being a very useful instrument in th.e hands of financial analysts for the 
analysis of financial statements and helpful in resolving the managerial problems, it 
has some !imitatiot1s which must be kept in mind at the time of using HS. These are 
as given below: 

(a) fund flow statement is prepared on the basis of current assets and current
liabilities. It does not include non-current aec.ounts. Thus it does not show tl,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 a.;count.

(b) This statement is prepared on the basis of the changes in working capital and
changes in c.ash are not considered while those are more important than that of
working capital. On the basis of this point, it is argued that Cash Flow Statement
is more important than FPS.

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

(d) Structural changes in the working capital components are not disclosed in this
statement. H deals only the changes in total amount of working 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 001 original in nature. It only rearranges the data of financial statements.
!t does noc include any new information/data. Thus it cannot be the substitute of





91 debentures or bonds are issued for ca.sh, cash increases the amount of working 
capital/fund. Therefore. it is l:alled source of fund. If debentures or bonds arc 
being issued for the purchase of fixed assets, such an increase in long-term 
\iabillty is not treated as sotirce of fund because it does not affect the working 
capital or fund. 

❖ Increase in net wort.h: Jncreasc 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 current assets. If capital is being issued for the
purchase of faed asse1s or for the paymi.'nt of any long-term liability, such
issue of capital will not change the amount of working capital, and it will not
be a source of fund.

4.5.2 Uses of Fund 

Those business transactions which r�ducc the working capital/funds are called uses or 
applications of fund. 'J11ese are as follow�: 

• l11creaj·e, in Fixed As.�ets: lf the increase in fixed assets {Plant and Machinery,
La11d and Buildings, furniture and Motor car) is due lo the purchase by cash or on
credi{ (increase in some shurt•h!rtn I iability), su-.h increase in assets becomes the
use off und. But this transaction decreases the current assets or increases current
liabilities. As a result the working capital decrcas�s. For examples, suppose the
working capital in a business is? 50,000 and a plant is purchased for f I 0,000, the
purchase of p! ant wi !l be treated as a use of fund heca use it will reduce the current
assets by � 10,000. Further suppose furniture worth� 5,000 is acquired on credit,
this will increase th.e current !'iabi Ii tics. 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 appreciation in assets. Otherwise thal will not be
the use of fund.

• Dec:reaJ·e iJ, Lm1g-term LiuhiliJies: Decrease in lung-term liabilities means !he
payment of long-term liabilities (debentures, bonds or long-term toan). If !ong­
tenn liabilities are paid by cash, such a payment will be treated as a use of fund.
And if long-term liabilities are paid by the increase of equities or another long­
term liability, that will not be the use of fund. Suppose, the debentures are
redeemed on maturity by cash, this transaction wUI be the use of fund. lf the
debentures are convened 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: lf preference �hares are redeemed by cash on maturity,
such redemption will be the u.�e 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 lo
shareholders by cash, it will be use of fund and i r it is paid by tl1e 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 worih or equity or shareholders' fund will be the
application or use of fund.

• Loss of Operation: Net loss fi-om operation is the a.�sumed 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-operating 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 





94 The proforma of the schedule of working capitol changes is given below: 

Schedule of Changes in Working Capital 

j ltcms of Components 
Absolut� Figures of Working Capital Changes 

a. Current Assets

Cash in Hand
Cash at flank
I nventorit:� ( Sto�k}
Bills R.eccivahks
Notes Receivables
Sundt:' Debtors

Marketable Scwritics
Shon..term Investments
Prc:paid Exprnscs
l\l)crued Income

Total (A) 

b. Current Liabilities:

Sundry Crc<litvrs
Uills P'ayables
Accounts Payahlcs
Bank Overdraft
Short-term Loans

Incomes l{cccivc,,I in Advancr 
Provi�iori for Had Debts 
Ootstandin.g 1-:xp,:nsc� 
Unclaimed Dividend 
Proµo�d Drvidcnd 
Provision for T ax.ation 

Total (B)

Working Capital (A·B) 
Increa?Se or Decrease io Worki11g_ 
Capil:il 
TOTAL 

lnq,ortant Points for Stutlems 

Previous 
,-ear(� 

I 

Currentyur 
m 

Decrease 
m 

At the time of preparation of Schedule of Working Capital changes, the students should 
clear that a particular item of liability is current liability or not similarly a particular item 
of assets is current as.sets or not otherwise the schedule will not show the correct picture of 
W(.lr\dng 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 current liability.

• tf the Provisioo for Bad and Doubtful Debt� is given in the assets side of the
balance sheet, net debtors (debtors minus provision for bad and doubtful debts)
should be shown un<ler the heading of Current Assets in the Schedule of Working
CapitaJ 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 b� assumed a current liability. Therefore, }t should
not be shown in the schedule of working capillll changes.





96 sources of fund aod uses of fund. The difference between the total of sources and the total 
of uses is calkd increase or decrease of working capital. ff the total of sources of fund is 
greater than lhe total of uses of fund, then it is called increase in working capital omerwise 
it is called de-crea.c;e in working capital. The students must know that the increase or 
decrease calculated by U1e statement of soltfces and uses of fund must be tallied wilh the 
increase or decrease shown by the Schedule of Working Capital changes. 

No standard form of fund flow statement is developed so far. Usually it is prepared 
into following two forms: 

• Statement form or Report Form

• Account fonn

Statement Form 

This fom1 nf statement is most popular. To prepare the fund flow statement under this 
format, first of all the sources of fund and uses of fund are aggregated then the 
difference is calculated which ,s termed as increase or decrease in working capitol. fti­
proforma is given below: 

.Fund Flow Statement 

Sources of Fu nil f 
I. Fund from Operntion
2. Issue of Share Capital and DebemuR:s
' .), Rnising of Sank u1an
4. Sale of Fixed Assets
5 Sale of Long-1enn Investment
(,. Receip1 of Non-trading Incomes
7. Decrease in Working Capital*

Total 
Usts of Fund 

I 
I. J .o:,;!'. from Operation

I 2. Redemption of Pref. Shares und Debentures

r 
J. Repayment ofLong-t1mn Loans; 

l 
4 1-'urchase of fixl.'d AS.Ct:> 

5. Payment ofNon-tradin,11 ltems
6. f'aymcnt of Ta.'\
7. lntrca.-;c in Working Capita.I"'

!oUtl

-t. 1here will be only one increase or decrease in Workiog Capital. lf lotal of sources of fund 
�xceeds, there will be increase in '"'orking capical otherwise decrease in working capital 

Acc<>u111 Form 

This i� also c3l\e<l T format or self-balancing form. The fund flow statement is 
prepared in the fonn 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 called increase or decrease in work.fog capital. fts profonna is given 
below: 

fund flow Statement 

Soum:s of Fund ' Uses of Fund t 

Fund from Opemtion Lo�s from Operation 
Issue of Shares or Debentures Redemp1ion of Preference 
R,\lsing ofLong-icnn Loans Shari:s and Debentures 
Sak of fixed Asset!- Purchase of Fixe.d /\S�ts 

Sale of Long-lem, Jnvescrnent Payment uf Non-trading Jtcms 
Receipts of Non-tradint Incomes Payment ol'Tax 
Dec11:asc in Worl.:ing Capital I Increase in Working Capiial 





I.es,,·.- Non-Operating Incomes: 
Profit on Sale of f'ix<:d Ass.:ts 
Profit on Sale of Investment 

Divid�nds Kcaived 

- - - -- - -xxxx 

-r - - -

xxxx I 
C1;XXX 

Apprtciation on Fixed AsseJS xxxx )IX.'<\ 

fund from Opcratiun 

Note: 

(i) lf the information regarding the net profit for the year is not given in the question then ir
will be computed wilh the .!;lelp of balance of P & L Ne giYen in the balance sheets of the
rwo years as follows:

Oalance of P & L ale as per Balance Sheet of current year 
uss: Balance of P & L ale as per Balance Sheet of Jasf year 
Increase or Decrease in Profit 
Add: Appropriations made 

Transfer to general reserve 

Interim dividend 

Proposed dividend of current year 

Transfer to other reserves 

Net Profit for 1he year 

xxxx 

xxxx 

x:xxx 

xxxx 
xxxx 
xxxx 

xxxx 

.,xxx 

(ii} ff fund from operation comes in negative, that will be called fund loss from 
operation. 

( iii} Net profit for the year wi II be taken after tax. 

Acc"u11t Form 

Under this form, Adjusted 'Profit and Loss Account is prepared. The opening. balance 
of profits ( balance of P & L- a/ c a5 per [la] ane\! Sheet of th� prcvi ous year) is put in the 
credit side of this account and closing balance of profit (balai;cc of P & L ale as per 
the I3alance Sheet of current year) is put at the end of !he debit side of !hi� account. 
All the non-cash �xpenses, non-operating losses and appropriations are kert in Lhe 
debit side and non-operating incomes in the credit side of this account. Th� rrofonna 
of this account is given below: 

Adjusted P & L Account 

r t 
To Noi,-cush E,-;penses: 
lxpreciauon on Fixed A�scts xxxx By Opening Balanc� of P. & :oo:-" 

Prdiminary Expenses \Vritlen <Jff xxxx L A/c as per B/S(Cr.) 
Goo<lwi II written off xxxx By Non-Operating Income: xxxx 
Dbcount on Issue of Sh.ires/ Proftton Safoorl?ixcdA-;se1s :\XXX 

Debentures xxxx Profit on Sale oflnvcs\�nts >.XXX 

Tradi:mark Written uff XXD Dividend Rec.-ivcd Xl<XX 

PatenL� Written off >O(XX Appreci01.km 00 A:;.<;<:lS I Under Writing Comm. Wrillcn off xx,::x 
To Non-Opeuting Losses: I 

Loss �)n Sale of Fixea i\S,!;Cf� 
I .oss on Sale of lnvcstmen1 
To Appropriations "Oi\.X 

Propo.�cu Dividend XXJ;.X 

Interim Dividend 
Provision for T ox 
1 rans fer to Rcse rvc 
Tr.:insfer to Contingc119 Re�rve, xo:x 
1 rans fer co Other R<:serve xxxx 

Contd,. 
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Closing balance nf P& L A/c

Le.•s. Openit)g balance of P & l. Ale

1A.td: Appropriation maoe: 
Proposed Oh-idend 
Interim Dividend 
Transfer IO Sinking fun<.l 
Transfer co General Rcsel"\'e 

Net J>rofit for the }eaJ 

1ldd. Non--Ca..�h items and Non-O))cri,ting I .o::sscs: 
Dcprec.ialion 
Loss on Sale "f .Macbinciy

Preliminary bpenscs Written 1)1T 

L.e�·s· Non-Operating Income:-
Profit on Sak of Car 

fund from Opcr;ition 

4.8.2 Sale or Purchase of Fixed Assets 

I 
I 

� 

60,000 
40,000 
20.000 I 
l0,000 

I ,()(J,000 I 
6.000 I 
2,000 

� 

1.20.000 
60,000 
60.000 

t.30,000
1,90,000 

1.08,000 
2,98.000 

8.000 
2.90,000 

At the time of preparation of fund Oow statement. the decrease or sale of fixed assets 
is treated as a source of fund and the purchase <Jr increase of fixed assets js asswned 
use of fund. But there is a condition chat decreases in the valut! of fixed asset 3hould 
not be due to depreciation or writing off the assets. Sometimes the information 
regarding the sale or purchase of fix.ed asseis is nol given in the examination 
questions. Therefore, saie or purchase of fixed assls is computed by adjusting I.he 
relating transactions as sale or purchase of other asseb, depreciation, writing off the 
assets, etc. Sale, Purchase and Depreciation on fixed asset� are determined as follows: 

(a) Calculation of Purchase of Fixed Assets when cos1 of fixed assets is given:

Cost of Fixed Assets (at the end of �urr�n1 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 written down value of lixed 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 depreciatiuo on fixed assets is not given in the question that wHl
be ascertained with the help of accumulated depreciations of current year and last
year as follows:





102 fund. Redemption of preference shares means the repayment of preference shares. The 
amount of premium (if any) on redemption and the amount of discount (if any) on 
redemption must be adjusted to calculate the true value of application of fund by the 
decrease of share capital. lf re<lemptlon of preference share capital is caused by any 
other source not by current assets, such redemption is not considered the application 
of fund because it has no flow of fund. 

4.8.5 Provision for Taxation 

At the time of preparation of fund flow statement. !'here are two approaches to treat 
this item. These are: 

(i) Treat il ss a current liability

(ii) Treat it as an appropriation or profi?

As per first approach, the provision for taxation is assumed as a current liability. 
Titerefore, it must be shown in the schedule of working capital changes. AH the 
information rdating taxation should he ignored as in the case of other current liabilities. 
In this approach, the provision for taxation is neither used in the fund from operation nor 
in the uses of funi.l in the Fund Flow Statement as payment of tax liability. 

Under second approach, I.he provision for tax;ition is treated as an appropriation of 
profit. Provision for taxation i:; not shown in the Schedule of Working Capital 
Changes. As other appropriations ii is added back in the net profits to calculate the 
fund from Operation. To find the payment of tax of the year provision for taxation 
account is prepared. Payment of the tax of the year is disclosed in the Uses of Fund in 
the Fund flow Statement. Provision for taxation ale is prepared as below: 

Provision for T:u:ation 

I ' ' 

To C.1�h (Payment of lax} - By l>alanct bid -

(Bulan�ing figure) By P &. I. ale (cu�nt y�ar·s -

To balanc<: c/<l - rrovis1on} 

- -

However, it is advised to th� c;1udents to adopt the first approach. Th.is approach is 
more convenient for the students. Provision for taxation is also disclosed under lhe 
heading of current liabilities and provisions in the Balance Sheet of the Company as 
per the lndian Companies Act. This approach is adopted in lhe book also. 

4.8.6 Proposed Dh·id�nu anu Dividend Paid 

Dividend paid during the year should be treated as an application of fund: therefore. it 
must be shown in the fund flow statement. Proposed dividend is not accumulated 
therefore, it should not be treated as a curre[}l liability. ll 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 use of fun<l. Proposed dividend and interim dividend are the 
appropriations against profit. So 10 calculate the fund from operation it must be added 
back to net profits like other appropnauons. 'H must be noted that the closing balance 
of the P & L account of a year should be equal to the opening balance of P & L Ale in 
the next year. ff there is any dmer¢nce between these two figures, difference should 
be treated as payment of dividend during the year. 

4.8.7 Provision for Current Assets 

lhere are two treatments for lhe provisions fof current assets as Provision for Bad and 
doubtful Debls and Provision for Loss of Stock etc. As per first tl'eauncnt 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 





,04 Working Note: 

P & L. Ale (2007)

Less: P & L Ale (2006) 

Calc�Jation of Fund from Operation 
' 

60,000 
40.000 

Fund from Operation 20,000 

Example: Following is the comparative balance sheet of Shobhit Ltd., for the year 
2006 and 2007 from which you l1ave to prepare the fund flow statement. 

Liabilities 2006 

I r 

Share Cap11al J,00.000 
l.)chcnrures 

3u.ooo I P'l .. AJr.:, 

l>roposed Divi<lend I0.000 
Sundry Creditors 40.0()0 
Ois l·.:-.pcns-:> 10.000 

! Oven.lraft 10,000 
2,00.noo 

Additional lnjimnation: 

2007 Assets 

� 

2.00.000 Goodwill 
50,u00 / Plant
50,001} Stock 
l2.000 Debtors 
60,000 Cash 
7,00() Prdiminary Exp.

21.000 
4,00,000 

2-006 2007 

t � 

30.000 50,000 
�6,000 1.92.000 
80,001) 70.000 
30,000 65.000 
16,000 l8,UOO 
8,000 5,000 

2,00.000 4,00,000 

I. During the current year a plant was sold fort 40,000 {accumulated depreciation
h"ing t 16,000) and i1 was purchased for� 50,000.

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

Solution: 

Schedule or Cbaoge in Working Capital 

r I 2006 2007 "'orking Capital Changes 
I 

Particulars " f Increase Oecrea�t" 
I 

"I 
Corrtnt Assets -1<..'a�h 16,000 18.000 2,000 
Debtor<, 30,000 65.000 35.000 -1
Siocl-. 80000 70.000 - 10.000 

Il.26,000 \"';3,000 

Current Li:.1bilitfoi 
Sundry Crediiors 40.000 60.000 -- 20,o� 

I 0/S Expense:; 10.000 7.000 3.000 
Overdraft IO 000 21.000 -· I t.000 

60 000 88.000 

Working Capit.al 66,000 65.000 
!)ccre�� in Working Capital - 1,000 1,000 -

66,000 66,000 41,000 41.000 

Fund Flow Statement 

I Soun:es � l Uses " 

/ Fu11<l from Operation 43.000 j Purehase of plant 2.06.000 
I Sale of f'l3nl 40,000 1 

Purchase of gooowill 20.000 
I Decreas� ia Worldug Capital 1,000 I Payment of dividend 10,000 
I Refund of Income Tm: 2,000 

If Debenture !ssu<:d 50,000 
hsue <if Capital ,,00,000 

I 2,36,000 I l,36.000 





106 Dividend paid during the year� 10,000. 
Prepare (a) a schedule of working capital and (b) a fund flow statement. 
Solution: 

Schedule or Changes of Working Capital 
31'

1 
December Working Capital Changes 

P.an:iculal"!I 2006 2001 Increase 
" ' t 

Current i\ssets: 
Ca$h 18,000 12.000 .. 

Accorn,ts Receivable 44.J{JO :l9.200 -

Inventory 65.120 78,420 13,300 
J,27,?20 J,29.620 

Current Liabilitiei: 

Account.« Payable 62.000 58.000 4.00(1 

Restrvc for Bad Debts 1,400 1.200 20H 

63,400 59,200 

Wurkmg Capitid 63,820 70,420 -

j fo1.,l't:asc in Worl<ing Cc1piU1l o,600 - l -

I 
70,420 70,420 17,SOO 

Fund Flow Statement 
Sources ' Uses 

lssuic> or Shares 10,000 .Redemption of Debentures 

rund from Operation 2 L,000 Purchase of l.ong-term Jnvcstmcnls 
Purchase of �umi\>Jre & Pixturcs 

Payment of Dividend 
l'lcreasc in Work.iog Capital 

3J,000 

Working Note: 
(I) }"und from Operation:

Retained £amings (2007) 
(-) Retained Earnings {2006) 

Add: Depreciation (2,400 • 1,700) 
Dividends 

.Fund from Operation 

{2) Purchase of Furniture & Fittings: 
W.D.V. ofFumirure & Fittings (2006)

( I 3,000-1.700)
Less: Current year Depreciation 

(2,400-1,700} 

Le�: W.D.V. ofFumilore & Fittings (2007) 
( {6,4-00-2,400) 

Purch.ase of Furniture & Firrings 

21,420 
11,120 
l0,300 

700 
10,000 
21,000 

11,300 

700 
10,600 

14,000 
3,400 

Decrease 
t 

6,000 
4,900

..

--

-

-

6.600 
17.SOO

' 

5.000 
6,000 
3,400 

10,000 

6.600 
31,000 





Working Note 
(1} Purchase of Pl11nt 

Balance of .Plant (2007) 
Less: Balance of Plant (2006) 

• Depreciation

(2) Fund from Operation
Balance of P & L Ale (2007} 
Balance of P & L Ale (2006) 
Add: Depreciation 

Dividend 
Gentiral Reserve 

3,00,00{} 
28,000 

28.000 
40,000 
40,000 

3,48,000 

2,72,000 
76,000 

61,200 

6{,000 
200 

1,08,000 
1.08,200 

Example: From tht> following Balance Sheet of Suraj Limited, make out (i) Statement 
of Changes in Working Capital and (ii) fund rlow Statements. 

Comparative Balance Sheet as on JO ,Jun!!, 2008 

Liabilities ! 
2007 2008 .Assets 1007 2008 

' f t' t 

Equity Share Capital f 80,000 l.00.000 Goodwill 18,000 16.000 

Preference Share Capital I 40.000 .30,000 I land and Buildings 56.ooo

I 
40.000 

Debenlures I 10.000 - t'lant & Machinery 20.000 36,000 
Capital Reser.·� - 6.000 J nv.:s1 m�m:s b,000 12.000 
Ge11er-<l1 Rt:servc 2.000 6.000 Debwn 36.000 42.000 
P/1.A/c 6.000 9,000 �(\lCk 16.000 20,000 
Proposed Dividi;nd !2.000 12,000 C�lt al Bank. 8.000 13,000 
Creditors 6.000 mooo Preliminmy Exp. 4-000 2.000 

Provision for T a.'(ation 8.000 8,000 

l,64,000 l,81,000 l,64,000 1,8(,000 

The following additional informntion is also available - (a) Paymcn1 of interim 
dividend f 6,000; (b) Payment of income tax� to,000; {c) a piece of land had been 
sold out during the year and th� profit on the sale has been �redited to capital reserve; 
(d} Preference shares were redeemed at 5% premium; (e) Depreciation on plant 
t 3,000; (f) Machine whose written down value -was� 7,200 was sold for f 8,000. 

Solution: 
St>heduk of Working Capital Changes 

30 June Working Capitill Changes 
Details 1007 2008 Increase Decrease 

'" t l' ' 

Current Asse� : 
Debtors 36,000 42,000 6,000 -

Stoel.. )6,000 20,00() 4,000 -

Cash at Barn: 8,000 ll,000 5,000 -

60,000 75.000 

Curf'e11t Lh1bilities: 
J Creditors 6,000 10.000 - 4.000 

l'ro\'isioo for r axatioo 8,000 8,000 -

I \4,000 18,000 

Wmking Capital 46.000 �7,000 -

lncreast' in Working Capital l 1.000 -- 11.000 
57,000 57,000 J5,000 15,000 
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JI.12.2007 31.12-.2006 
� 

Liabilities: 
Share Capital 8.00,000 6,00,000 
Rcsel"\.c 2,00.000 1.60.000 
Profit and Lo$s l\ccount !,00.000 60.000 
Debentures '.:!.00.000 3.00,000 
lnc�•me lax Provbion 80.000 UJ0.000 
Trade Creditors I 1,40,000 I .80.00(J 
Proposed Dividend 80,000 60.000 

A�sel.s: 
16,00,000 14,60,000 

Goodwill 1,80,000 2.00.00V 
Plants & Machir>cl")' 8.58-500 5,96.000 
Oeticmurc Discount 10.000 16,000 
Prepaid t-:xpensts I 11,500 8.000 
lnv.:srmcn!s I !,20.000 2.00,000 
Sundry Debtors 2,20,000 3,20,000 
$lock l,60.000 1.00,000 
Cash and Bank 40.0000 20,000 

\Q,00,000 14,60,000 I 

0) 15% depreciation has been charged in the accounts on Plant and Machinery.

(2) Old machines cost� l .00,000 ( WDV < 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 sal� ofinvestments.

(5) Debentures have been reJ.ct:mcd at 5% premium.

(6) � 90,000 income tax has been paid and adjusted against income Tax Provision
Account

Solution: 

Schedule of Working Capital Changes 

ltems .31" Decembtr Working Capit.al 01angcs 

2006 2007 lncre11se Decre1Jse 
' � t 

Current Assets: l I 
Cash and Bani,; I 20,000 I 40.000 20.0UO -�

Stock I 1,00,()00 t.60,000 60,000 

Sundry Deblor.i 3.20,000 2.2D.000 - 1,00,000 

Prep:iid Expense:; 8,000 I t,500 3,500 -

4,48,000 4,31,300 

Current Liabilities: 

Provision for TtU< I 1,00.()00 80.000 20.000 -

Trade Creditors 1,80.000 1.40,000 40.000 -

2,80,000 i,20,000 

Working Capit.il 1,68,000 2.11.500 

Increase in Working Cc!pits! I 43.500 - - 43,500 

l,lf,500 2,H,500 l,4J,SOO 1,43,500 
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112 Check Your Prourcss 

fill 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 oftl1e company.

___ 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
amount

___ columns for 

6. Provision for Taxation sbou\d always be treated as ____ _

4.9 LET US SUM UP 

• Fund flow statt.)ment is prepared to indicate the �hanges in the fund between two
periods.

• For the purpose of fund flow statement, fund means the working capital which is
the difference between current assets and current liabilities.

• Flow uf fund means the movement in the working capital. It can be positive or
negative. Positive movement means the increase in net working capital. N�gative
movement means decrease in working capital.

• lf any rran!iaction increases the net working capital, it is said the source of fund.
Similarly, if any transaction decreases the net amount of working capital. it is said
tl1e uses of fund.

• The sources of fw-id are - fund from operation, decrease in lixed assets, increase
in long-term liabilities and increase jn net worth.

• Uses of fund are - increase in fixed asset-., decrease- in long-tenn liabilities.
Oecreast in net worth and loss fi'om operation.

• The fond flow starement is used for (i) Analysis of financial statement (ji)
Determination of financial consequences of business activities, (iii) Comparntive
study (iv) Providing information for securing loao, (v) Allocation of resources,
(vi) To answer many intricate quarries and (vii) Planning of working cnpital.

• 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.

• ln the modem technique of preparing the fund flow statement, the following twu
statements are prepared: (i) Schedule of working capital changes (ii) Fund t1ow
statement.

• To prepare the schedule of working capital changes the following rules are kept in
mind: (i) an increase in current assets i11creases the working capital (ii) a decrease
in cu1Ten1. asse� dc:creases 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.





l 0. f roin the following information extracted from th<! books of Vijay & Sons Ltd.,
prepare Statement of Changes in financial Position in proper follil: 

I 

Bidance Sheet 

31.3.2001 31.3.2008 
' !( 

Assets: 

Fixed Assets (Nel) l.02.000 U4.000 
lAmg-tenn investments 6,000 16.000 
Current Assets 48.000 75,000 
Uiscount on l�suc of Shases and Dehcnturcs 2,000 1,000 

u;s,ooo 2,16,000 

Liabilities and Capital: 

£.quily Share Capital 60,000 70.000 

6% Pref. Share Capital 20.000 40.000 
6% lxbentures 40.000 I 20,000 
Rc:scrves and Smplu� 22,000 54.000 
Provision for .Doubtful Dc:hts 2,000 .J.00() 

CUJTcm Liabilities 14,000 29,000 
l�'i8,000 2.16,000 

Additional information 

(i) A machine costi1�g t t 4,000 with book value oft 8,000 was :sold fort 5,000.

(ii) A dividend of l 5% was paid on equjt), shares during the current year.

(iii) Provision for Depreciations t J0,000 (2007) and t 38,000 (200!°')

(iv) Debentures were re.deemed at a premium of 5% stock which was valued al
� J 8,000 on 2007, was wdtteu up to cost t 20,000 for prepariog the P & L
Ale of 2008. Debtors are likeJ)' to realized in full.

I l. The comparative balance sheets of Raja & Co. Lld. as on 31 '1 Dec. 2006 and 
2007 are given below: 

2006 2007 2006 2007 

I � � t 

r I Share Capital I rtant ill Cust &0,000 1,00.UOO 
120,000 Shares off 10 Less: Dcpm .. iation 31,000 48.000 

ea4,;h) 2,00.000 2.00.000 48,000 52.000 
General Reserve - 12.000 freehold Property -· 4.00.00C} 
6% Det>entures - 2,00,000 lnvcs11nem� 60.000 .. 
lla11k toM - 80,000 $tod: 1.20.lJ00 L76,000 

I Crediior.s 72,000 88.000 Dcbl{t(S 
r 

80,000 J,20.000 
Proposed Dividend 11,000 - Cash at Bank I 60.000 

J 
4,ooo I, Pro-.ision for Tax 24,000 32,000 I 

l ,P/l .. Ale 60,000 1,40,000 
3,68,000 7,52,000 3,68,000 7,52,000 

Prepare for the year 2007 a statement of sources and applications of funds and a 
schedule of working capital changes after taking intu account the following facts: 

(i) 8% dividend was declared ill the year 2007.
(ii) During the year 2007 plant was sold for ? 14,000 which was purchased for

� 20,000 and accumulated depreciation on which was� 7,200.

(iii) Total bank loan raised during the year 2007 wast l, 12,000.
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116 (ii) Debentures of� 72,800 have been redeemed during the year
(iii) lncrease in working capiral during the year in� 2,38,950

Prepare funds Flow Statement on the above information.

Check Your Progress: Model Answer 

I. Non-Current Liabiliti�s

2. flow

3. Internal

4. Decreases

5. Four

6. Current liabilities
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5.1 INTRODUCTION 

In the fund flow statement, the changes in the fund ( working capital) are summarized. 
This statement also gives a picture of the causes of changes in working capital. 
Working capital is th� ditfc-rc:ncc of current assets and current liabilitie-5. In 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 ro pay rheir dues. Change in working capital does not mean the 
changes in c.ash. Change in working capilal may be due to several factors including 
non-current items. financial position (working capital) of a company may be sound 
but cash po�ition 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 
impon.ance, in I 995, the Securiries and E.xchange Board of India (SEBl) amended its 
clause 32 of listing ag.r�ement. As per this amendment every listed company has to 
prepare and publish its cash fluw statement along with its balance sheet and profit and 
loss account Jn 1997, th1: Institute of Chanered Accountant of Jodia also revised its 
AS-3 relating the statement of changes of financial position. ICAl issued AS-3: Cash 
Flow Statement replacing ils txistil)g AS: Statement of Changes of financial Position. 

5.2 MEANING OF CASH FLOW STATEMENT (CFS) 

Cash flow stat�menl is like fund flow statement. The basis of fund flow stalemem is 
fund (working capital). -while cash and cash ei.1uivalents are the basis of cash flow 
statement Thus, it is a statem�nt \\'hid1 indicates the changes of cash during an 
accounting period. CFS al:.o 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 1he analysis of the balance sheet and the 
profit and loss account and the opening c1nd closing balances of the cash during a 
period are also used in i\. 1 he Institute of Cost and Works Accountants of lndia 
(ICWAt) hai defined 1he CrS as, "Cush1lmv Statement is a statement setting out the 
flow of cash under different heads of .'>ources and their utilization to determine the 
requir�ments of cash during the given perivd and to prepare for its (Jdequate 
provisions··. 

Thus, ca.'ih flow statement is a statement in which the sourc�s of inflow of cash and 
applications of outflow of cash of a business entity are indicated during an accounting 
period. 

In the cash flow statement the now of cash and cash equivalents are recorded. 
Therefore. 1h� meaning of cash and cash equivalent should be cleared. Here cash 
includes cash in hand and demand deposits with banks. Demand deposirs mean that 
deposits with banks which can be withdrawn by the company from bank any time. A 
cash equivalent refers co 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
term ca-;h commitment not for investment purpose. Now, the meaning of flow of Cash 
can be understood easily. Cash flow indudes 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. 





l]O 4. Nmt-Cash Tru11sactio11s are ig1wred in CJ:"'S: CFS is coostructed on the basis of
those trnnsactions which a.re relating to cash only. Non-cash transactions are
ignored in il as purchase of fixed assets by the issue of shares or debentures.

5. CFS Presents the Misle.adiug Comparison: If inter-firm comparison is done on
the basis of cash only, it may mislead in drawing the conclusion.

lrl spite of the above limit.aliens of CFS, it provides very useful information to the 
users of financial statements. Therefore. it is being prepared and pubJisbes along with 
the other financial statements. As per AS-3 (revised) it is mandatory for companies. 

5.5 DIFFERENCE BETWEEN CASH FLOW STATEMENT 

AND FUND FLOW STATEMENT 

ln spite of having similarity in the cash flow statement and fund flow statement that 
hoth the �,atements are prepared to judge the financial position of a company. the.re 
are .i 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 the fund flow statement is made on the basis of inflow of 
fund and outflow of fund during a period. 

2. ln cash tlow statement the changes of financial position on the basis of cash only
is disclosed while fund flow statement depicts the financial position of a company
for a period on the basis of fund means working capita\.

3. In the i:ash flow statement a very narrow con"-ept i.e cash only is adopt.:d while a
!Jroad concept is a£lopted in fund Oow statement i.e. fund or working capital
(difference of current assets and curr.::nt liabilities).

4. ·Cash basis accounling' is supported by the cash flow statement while · Accrual
Basis Accounting· is supported by lhe fund flow statement.

5. Cci.�h tlow statemenl is prepared to judge a very shon•tenn planning while fund
flow statement is prepared for long-tenn planning.

6. A Schedule of change of working capital is prepared in fund flow analysis but
such a statement is nm 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 adjustmem is. not made in the cash from
operation. 1l1e opening and closing balances of cash are taken lo prepare the CFS.

8. As per AS�3 (revised) the cash flow statement is prepared by classifying the
inf1ows and outflows of cash among operating. investing and financial activities.
The difference of inflows and outflows shows the net increase or decrease of cash.
But i11 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 statem�nt is prepared in a manner reponing the 
cash flows into following categories: 

I. Cash flow from operat\ng activities

2. Cash flow from investing activities

3. Cash flow from linanc'ing activities





(b) Cash rl!ceipts from disposal of fixed assets (including intangibles);

lC) 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 equivalents 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 10 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 contract:,, fomard contracts, opt.ion contracls and swap
contracts ex.cept 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 ur tmding purposes, or the
receipts are classified as financing activities.

When a contract is accounted for as a hedge of an identifiable position, the cash nows 
of the contract are classified in the same manner as the cash 0ows of the position 
being hedged. 

Cash lnfJow 
t 

• 
Disposal 
of Fixed 
Assets 

+ 

Purchase of 
fix.ed Assets 

• 

Disposal 
of Shares 
& Warrants 

Purchase of 
Shares, 
Warrents 

Cash Flow 
+ 

+ 
Receipts 

• 
Receipts 

of Repaymeni from Future 

of Advances Contracts 
& Loans 

f 

Advances & 
Loans to 
Third Parties 

+ 
Payment to 
Future 
Conrracts 

Cash Outflow 

Figure S.2: Presentation of Cash Flows from Investing Activities 

5.6.3 Cash Flow from Financ:ing Activities 

Under financial acf1v1t1es those activities are included which are relating to the size 
and composition of capital (equity and preferences) and borrowing or loans. As per 
AS-J (r�vised). 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 instruments; 
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or debentures. 1n 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 coo version of d�bt to equity.

6. Balances of Foreign Bronc/res: 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 that amount
which c.an be measured in cash and cash equivalent.

5.8 FORMAT OF CASH FLOW STATEMENT (CFS) 

AS-3 {revised) does not glve any standard format of cash flow statement. In its 
paragraph 18 of AS-3 (revised) the two methods of the preparation of cash now 
statement are mentioned. These are as fotlows: 

(i) Direct Method to prepare CFS

(ii) lndirect Method to prepare CFS

Format of Cash flow Statcmcni By l>irec::t Meth.od 

XYZ Company Limited 

Cash Flow Statement 

(Forth{' year ended ........... ) 

Pa rl icu lars 

(J} Ca�h �·low from Oper:iting Activities: 

Cuh Rectipts from: 

Sa le of Goo<l� and Service� 

Debtors or B\lls Receivables 

Ro�alties 

Fees 

Commission 

1 .cs5: Cash P::u d for: 

Purchases ·---

Creditors ·---

Opcratl(mal Services ·--

Cash Generated fturn O�raung Activi1ics 

+ Cash Flow from Extra·Ordin.flry Item�

Ne! Cash from (used in) Operating Activities 

' f 

-·--

,,, ___ 

·--·

�-·-

----

-·---

----

----� 

_..,. __ 

......... 

Contd ... 
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l2b 
Preliminary Expen.,cs \Vritten Off --- --... 

Underwriting rxpenses Written Oft' ---

Tran..,fcr to Re:,crvcs ·---

Loss on Rcvalualion oflixl!d Asscro ·---

Foreign Exchange !-'JSS ---- ---

...... 

le:.s· A<ljustmcnts for"Noo-C11sh and Non-Operating (n(:.(Jme 

Prolii on Sale of Fi-..ed l\sscL<. ---

Prufo on Sale of foves!menis ---

l'rorit on Revaluanon of fi,.cJ Asset� .,.. __ 

�orcign Exl·hangc Gains ··-

Opernting l'roli1 Before Worldng Capital Changes ·---

,1dd Oecreas1: m Currclll A�SCtti ......... 

lncrca<;c in Ct1rrent U:i.bilities ...... r --

----

LP.r�: l.ncreasc in Curre111 As,e1s ----

Decrea�e in Current Liab,lines ....... --•-

---· 

C<1sh Generated from Operation 
---.. 

l<:ss Tax P.iiil 
......... 

Ca.�h Flows Jkforc- l·.xtra t)rdinru)' Item.'> 
--�-

+ £;,;1raordinary ltcrn.'>
-•--

Net Cash frocn Opcr..11ional Acli\'i(ies 
....... 

---

(2) Ca�b Flo""'5 from Investing Atlivitiell:

Pun.:hase of f-i)(cd Assets (----) 

l'un:.ha.o;.; of I nvo:stmeDIS (-·-·) 

Sale offixed Assets ---

Sale of lrivcstmenh --

J ritcr.:sl Received ----

Oividell<ls Rcc,:iv<:d ----

Net Cash f'rom t Used ln) I nvesiing Activities ·-·

Contd ... 





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 equivatents should be
equal to the net increase or decrease in cash and cash equivalents.

Afler the preparation of CFS, a note should be given regarding the non-cash items and 
extraordinary items. 

5.10 DETERMINATION OF CASH FLOW FROM 

OPERATING ACTIVITIES 

Profit .ind Loss Account is prepared by the companies on the accrual basi::.. Accrual basis 
m�ans the recording of revenues at the time of earning and ex�nses at the time of 
incuning. Therefore, Net Profit (Boal Profit) shown by the Prolit and Loss Account 
cannot be equal to the Cash Profit (cash generated from the uperating activities). 

Before, proceeding fun:her, it would be bener to understand the distinction between 
the net profit and cash profit. 

Distinction between Nee Profit (Book Profit) and Cash Profit (Cash generated by 
npc rat ionaJ activities) 

The net profits of a company cannot be equal to the cash profits due to following 
reasons: 

(a) Non-operating Incomes a11d Losses: At the time of pr�paration 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: In the computation of net profit, all the expenses of the bus\ ness,
whether cash and non-cash expenses, are considered. Non-cru.h expenses may ht!
as depreciation, amortization of goodwill and preliminary ex.penses writing off
discount on issue of shares and debentures, etc. Thus net profit of a company is
found different from cash profit.

tc) 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 not 
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 to 
nel profit as per Protit and Loss Account. The cash profit is also affected by lhe 
transactions of the working capital components (current assels and current liabilities). 
Thus, to calculate lhe cash generated by ( used in} operating activities, the revenues 
and expenses of the business are replaced by the receipts and payment.� during a 
period. AS-3 {revised) recommends the following two methods to calculate the cash 
now from the operational activities • Direct Method and Indirect Method. 

5.10.J Direct Method 

Under this method of c-alculating the cash flows from operating activities, the cash 
receipts from the operating activities {as cash sales, collection from debto�) and the 
cash payments (as cash purchases, payment fo creditors, payment rn employees and 
labour) during a period are calculated. Then the balance of these two items is 
delermined that is called cash provided by (used in) operating activities. Thus it is 
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1311 (c) Cash Puyment of Oper(lting Activities: It is calculated keeping in mind the

outstanding and prepaid exp�nse:.. This figure is calculated as follows:

Cash Payment to .E:mploye�
Total Operatiog Expenses dur During the Period
Add: OutStanding Expenses at tbe Beginning

Less: Outstanding E,cpenses at the End

Add: Prepaid Expenses at the End

le!.�.\·: Prepaid upenses at the Beginning
Tota! Cash Payment to Employee

E.:rample: (Ca.lculation of Cash Receipts and Pa)ments) 

From the following infonnation calculate: 

(i) Cash Receipts fi-om Sales and Debtor, and (ii) fotal Cash Payment to Creditors
for Purchases:

Trading A4'<:ount 
(For the year ending 31" December, 2007) 

P11rticu Ian, 

To Pur<.:hal>(IS: 

Cash Purchase;; 

Credit Purcha.,;cs 

ro Wagt:s 

To Gro�s Profit 

Additional lnfonnation: 

(i) Opening Debtors

(ii} Closing Debtors 

(iii) Opening Creditors

(iv) Closing Debtors

Sollltion: 

f 

4.00,000 

2,0D,000 

50,000 

1,00,000 

750,000 

r so,ooo 

t 80,000 

r 40,000 

r 50,ooo 

Particulars 

l�y �ale:;:

C�sh Sales 

Cr.:di1 �1/es 

(i) Calculation of Cash Receipts from Sales and Debtors

Casb Sales 

+ Credit sales

+ Opening Debtors

� Closing Debtors 

r 

5,00,000 

2,50,000 

7,50,000 

Cash Generated from Sales & Debtors 

50,000 

8,00,000 

80,000 

'7.20,000 

l' 

5,00.000 

2:,50.00U 

7,50,000 





Solution: 

Calculation of Cash from Operational A<'tivities 

Cash Flows rrom Opt:r.itional Activi1ics � 
Ca:;h ReccipB from Sales & lkhtor� l 5,79,500

foss· Cash Paid to Supplie<. 12,7 J ,250 
Payment for Expcme, 2.08,R75 )4,80, 125 

99.375 

Ca�h Generutcd from Operatim1 Activities 
Less: fax Paid 30.000 
Ca..-sh Flows from Extraordinary Item 69,375 
Add Extn10rdinary Item� 

Net Cash fium Operatin� Act1viti;;s 69,375 

Working Notes: 

(1) Calculation of Cash Paid to Suppliers:

Cost of Sales 12,31,875 
Add: lnventory (31.12.2007 J 3,37,500 

15,69,375 
Less Inventory (31. l 2 .2006) 2,53,J 25 

13,16,250 
Add: Creditors (.31.12.2006) 2,02.500 

B/P on (31.12.2006) 90,000 
16,08,750 

Less: Creditors (3J .12.2007) (2,85,000) 
8/P on (31.12.2007) {52,000} 

12,71,750 

(2) C.ash Pa}'ment for El.pcnscs

Administration E.xpenS<!s 1,55,625 
Other expenses (67,500- 15,000) .52,500 

2,08,125 
Add: Outstanding expl!nscs ( 3 1 . I 2. 2000) l 8,750

Prepaid expens�s (31.12.2007) 30,000 
2,56,875 

Lc'!ss: OutStanding Expenses on (31.12.2007) 22,500 
Prepaid Expenses (J J .12.2006) 25,500 48,000 

.2,08,875 

(J) Cash Receipts from Sales and Debtors

Total Sales l 6,87,500
Add: Debtors (31.12.2006) 3, l S,000 

BIR on 31.12.2006 87,000 402,000
20,89,500 

Less: Debtors (3 l.J 2.2007 J '-1,3.5,000 
8/R on 31.12.2007 75,000 5.10,000 

15,79,500 

5.10.2 Indirect Method 

Under this method the net cash flow from operational activities is calculated by 
making the necessary adjustments to the net profit or loss shown by Profil and Loss 
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134 
P11rti�ulars 

S.Oles 
r,eJs Operaling Co�t 
Defl(C�iatJOfl 
Ncl Profit Befol"C' Tax (PB f) 

Add: C.3 in on Speciali �ation 

l.os: Provi,ion for T.ix 30% 
Ne1 Profit Atler Tax (PAT) 

Additioaal Information 

7,00.000 
1,00.()(Xl 

10.00,000 

8.00,000 
2,00.000 

50,000 
2,.50.000 

75,1)00 
1,75,000 

(I) fnc\uded in opernting cost is loss on sale of machinery t 20,000

(2) Actual taxes paid in respect of the year� 70.000

(3) Following are the balances of current items

Trade Debcors 

Inventories 

Sundry Crcdi1ors 

So/11tion: 

Current year 
? 

80,000 

65,000 

90.000 

Pr¢Vious year 
� 

60,000 

70,000 

85,000 

Calcullltion or Cash Flow from Operational Activities by Indirect Method 

Ne I Profii Before fax An<l Extrnordirmry Items 

,\dJ Non Cash & Non-Opera1,ng Items: 

o�rrcci ation

1.os� on Sale of l\1achin�ry

Add: Decrease in lnvemo�' 

lncrcast' in Creditor� 

Les�; lncreas.: in Oebtors 

ca.�h t low Frnm ()�rating .J\cti� ities 

A.d<l b 1raordinary hem 

Nel C:�,h Flo� Before fax 

I ,css: Tax Paid 
Nel Cush Flow From Opcrati1mal Activities 

Cuslr Flow /mm Investing Activities 

f 

2,00,00/l 

l.00.000

20.000 1,20,U00 

3,20,000 

5.000 

5,000 10,000 

3.30,000 

20,l)()(l 

3,10.000 

50,000 

3.60.000 

70,000 

2.90,000 

ln the second part of cash flow statement, the net cash flow from investing activities is 
shown. Sales of fix.cd assets, sale of longktenn investments and income from 
investments are the items which int1ow the cash. while purchase of fixed assets, and 
purchase of investment outflow the ca-;h in business. Purchase or sale of fixed assets 
may be computed by preparing the relative assets account or a statement. The 





136 Cash. Book 

l To Balance HID

t � 

7 500 By Payment 10 Creditor<, J.90,ll00
) ro Keccip1s l'rom Debtors 4,50,000 By Purcha�c or A'.>SC� @,000

/ 1 o Sak of Fixed As:sets 67,500 By Wages & Salarie� 30,000
·1 o I �sut of Shares 1.511,000 Hy Rent & Taxe:, 15.0UO
T,1 Interest R�ived 2.500 By Commis�il)n 2 . .500

L:ly Redemption uf Debentures 22.500
By Tax 7.500
Li) I) ividentl 15.000
B)' Balanix c/d 1.35,0(){} 

6,77.500 6,77,500 

St>lutio1t: 

Cash Flow Statement (for the year ended 31'1 March, 2008) 

,; � 

{\) Cash Flow from Operating Acti, ities 

R ,:,cc i p lS frvm De blurs 4.50.000 

- Paynrnnt to Creditors 3.90.000 

Wage� and Salaries )0,000 

Rem& laxes 15,000 

C umrnission 2.500 3.37.5()() 

Cc1sh (,cueratc<l fIQm QQerj!tioalll 6ctivj Lie� bef2re Iax l:!.500 

l.��s Jii.:ome Ta.,
Nci Cash lntlow from 012�rsting Activities 7jUf) 

(2) rash Flow From fn,..esting A<:tivities 5.000 

Cash Payment for the l'urchasc: of Assets

Cash Receipts from the Sak of Assets (60,000) 

Rci.:eipts of lntew<;t 67,000 

Net Ca�h {nnow from lnvc�1iog Activitjt,;s 2,500 

(Ji Casb flow from Financing Acu,·itics I0.000 

Reccipl frum tilt [ssuc uf Share Cupitat 1,50.000 

R�dcmption of Debentures (22.500) 

Paymel)I of Dividend (l.'.i,000) 

Nc1 Cash lnQQw from ['in.1,1pcing A�·tiv1\ies 

Nt"i lncrc1t.s;e 1n Ca�h 

\- Opening Balance ,if Cash l.1'.!,500

Closing Balance of Cash on 31" March. 2008 1.27500
7,500 

1,35,000 

Nore; Jn this problem net cash flow from operational activities is computed by direct 
method because information regarding the net profits from Profit and Loss Account is 
nor given. 

Example: (Cash flow statement by indirect method) 

Given below is the oo!unce sheet of Kamal Manufacturing Ltd. as on 31.3,2008 and 
31.3.2007. you are required to prepare l11e cash flow statemc:nt for the year 2007-08. 





So/utiou: 

Kamal Manufacturing Co. Ltd. 
Cash Flow Statement 

(As on 3 l s
' March, 2008) 

l. Cash Inflow from Operating Activities

2. Cash Outflow from Investing Acli\lities

3. Cash lnflow from Financing Activitie>

Net Decrease in Cash

+ Open,iog Balance of Cash

Closing Balance of Cash

Working Note: 

( I) Calculation or Cash Flow from Operating Acti" ities
Increase in Net Profit (225-200) 
Add: Non-cash and N<in-opcrating rtems 
Transfer to General Reserve 
Proposed Dividend 
Provision fur Tax 
Depree iation 
MiscellaneQus Expenses 
Interest Paid 

Le�·s: Non-operating Incomes 
Profit on Sale of Assets 
Profit on Sale of Investment 
Interest and Dividend Recciwd 

Cash Flow from Operating Activities before 
Adiusting Working Capital Cbang,cs 

450 
I ,JOO 

425 
280 
20 

297.25 

5 

50 
221 

Add: Decreast: in Current Assets and Increase in Current Liabilities 
lnv.mtories 4:i 
Debtors 55 

Outstanding Expenses 280 

- Decrease in Creditors
Cash Flow from Operating Activities before lax
Less. Income Tax
Cash ll1flow from Operating Activicfes

t2) Cakulation of Cash Flow from Jnvesting Activities 
Cash Outflow: 
Purchase of Fixed Assets 
Capital W.I.P. 
Purchase of [nvestmeot 

Payment ofLoiin 

380 

75 

(1,560) 
( 250) 

( 450) 

l 750)
(3,010)

r in'000 

2,201.25 

(2,404) 

152.75 

/50) 

!70

120

" '000 

25 

2,572.25 
2,.597.25 

276 

2,321.25 

305 
2,626.25 

425 
l,201.25 
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P & L Account for the year t-nding on 31" Dec. 2007 

f '00() 

Sales 91.950 

CoSI otSaks (78,000) 

Grass Profit 13,950 

Deprec.iation (1,350) 

,\dministration & Selling E�pense� (2,730) 

Interest { EXJ')Cn:;es) { 1.200) 

I nte re st { I n�-umc) 900 

Dividend lncome 600 

Foreign El(cha�e l()�� (120) 

Net Profit before Ta., ,1nd Ex1raordioary Item� 10,050 

Extraordinary Items 

lssu81lcc Proceeds for Earthquake D isastcr Settlement 540 

Net Prot'll before Tax 10,590 

lnc(,m<: Tax (9(10) 

Net Prorit Aller Tax (l'A I) 9,690 

Additio11al Information (Fig11res �0(10) 

(a) An amount oH 750 was raised from the issue of share capital nnd a further� 750
was raised from long-term borrowing'>.

(b) lntercsi expenses were f 1200 of which f 525 were paid during the period, f 300
relating to interest expense of the prior period were also paid dunng the period.

(c) Dividend was paid� 3,600.

(d) Tax deducied at source on dividends receive<l (included in the tax expense oft
900 for the year) amounted t(} f 120.

( e) During 1he period, the company acquired fixed assets for t 1,050. l11e payment
was made in cash,

(f) Pl,mt with original t.:osl of� 240 and accumulated depreciation of� 180 was sold
for� 60.

(g) Foreign exchange loss off 120 represents reduction in carrying amount of a short­
term (nvestrnenl in foreign currency designated bonds arising out of a change in
exchange rate between the date of acquisition of the inwstments and the balance
sheet date.

(h) Sundry debtors and sundry creditors include amount relating to credit sales and
credit pure hase only.

You are required to prepare the cash flow statement by direct method of AS-3.
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142 3. Cash Payment for purchases & creditors

Co:;t of Sales (given) 78,000 

+- Closing Inventories 2.700 

80,700 

- Opening lnwntories 5,850 

Purchases during the Year 74,850 

+ Opening Creditors 5,610 

80,520 

- Closing Creditors 450 

80,070 

4. Cash Payment for Income Tax

Income Tax <_given) 900 
+ Income Tax Payable {Opening) 3,000 

3,900 

- lnG0IHc Tax Payable (Closing) 1,200 

2,700 

- Tax Deducted at Source 120 

2,580 

5. Cash Payment for loterest

= Opening Balance+ Accrued - Closing Balance = 300 + l.200 - 690 = 8JO

6. Payment of Long-term Debts

= Opening Balance+ Debt.-. Raised - Closing Balance = 3,120 + J ,000- 3,330 = 540

Check Your Pro::=rcss 

fill in the blanks of the following: 

J. A _____ ref�rs 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 Eo taxes paid on incomes, cash

flow arising from the laxes paid as income is classified in __ activities.

4. Profit and Loss Account is prepared b) the companies on the __ _
basis.

5. 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 reriod. 11 also shows the sources and the uses of cash.

• Cash now statement is pre:pared lo know the position of cash of a business, cash
inflow and cash requirements, short-term solvency, frame the financ-ia! policies,
divid�nd policy and cash budget, etc.





144 8. Write notes on the followings in 50 words each.

(i) Non-cash items

(ii) Non-operating ilems

(iii) Direct method of presenting cash flow statement

9. Kajol Co. Ltd. earned a profit of< 16,00.000 after charging the following items:

" 

I. Dep. on Fi.'<ed Assets 28,000 

ii. Amortization of Development Exp. 24,000 

!JI. 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 l 2.000

The following additional infonnation has been surplied to you: 

Jl st March 

2006 2007 

sm 40,000 34,000 

8/P 32,000 24,000 

0/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 Oows from operational activities. 

I 0. From the following information prepare Cash F'Jow Statement by both direct and 
indirect method: 

Balance Sheet 

Liabilities 31.3.06 JI.3.07 A�eu 31.3.06 31.3.07 

f � ' f 

Shru-e .-:apital 6.00.000 7.20,tl00 Fixed Asseis 4.80,0()() 7,44.000 

Profi1 & J ,oss ale 1,44,000 3.60.000 Govt. Sc-:uriti<'s (SI') 24,00(J 40,800 

10% Debentures J,R0.0tl0 1,44,000 Stock: J. t 5.6()0 3,93.600 

Provision for rax. 36,000 52,800 Deblo/'5 J.nooo 4.17.600 

0/s Expenses 9.6<10 12.000 Cash in hand 20,400 14,400 

Creditors 2.8R,00tl 3.30,000 Ca�h al Bank 9,600 -

Bank Ov�rdraR - 15.600 Preliminary (l,xp. 36.00(J 24,000 

12,57,600 16,34,400 12,57,600 16,34,400 
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152 Thus, marginal cost is the amount by which total cost changes ¼lhen there is a change 
in output hy one unit. To ascertain the marginal cost, we need the following elements 
of cost: 

(i) Direct materials,

(ii) Direct labour or wages,

(iii) Direct expenses, and

(iv) Total variable overheads.

Batty defines marginal costing as ·-.4 technique of cost accountin� ,1-hich pays specit.1/ 
al(ention lo the heltaviour of costs with changes in /he 1•0/ume of outpra. ·· 

According to CIMA, London, .. Marginal ,:;osting is a technique where only the 
variaM!! co.fts are changed Jo cost units. the fixed attributahle btting 1'.-·ril{(m nf

f 

in full 
again,\/ thl! contrihutiun for 1hw period. " 

The lCWAI defines marginal costing as "A ml!lfwd that considers only the variaf:,/e 
coJt as cos! of production, lem•ing out period costs to be absorhed.from the marginal 
contribution.,. 

[n other words, marginal cost is "The emf of any unit of produciion is the increase in 
total cost:. to which the .firms become committed by the proJ1u·tion of 1/w.1 11ni1 Bul, (f
one part of total costs i.� fixed, this part will remain unchanged, a.� output expunds­
(ln/y the variahl.: costs will increase. 

ln marginal costing, only variable costs are charged to cost units. Variable cos1 is one 
which tends to vary di reedy with the volume of output. Variable cost changes with the 
increase or decrease i n  production. ln direcl costing, variable cost is known as direct. 

Other terms in use for marginal costing are contributory costing and comparative 
(Osting. In the marginal costing. profit is calculated by contribution minus fixed cost. 

6.2.1 Marginal Cost Equation 

TI1e element of cost can be written in the fonn of an equation. This equation is known 
as 'marginal cost equation'. The equation is shown below: 

Sales = Variable cost+ Fixed cost + Profit ORS= VC + FC + P 

Sales -Variable cost= Fixed cost + Prnfo OR S - VC = FC + P 

Sales - Variable cost= Contribution OR S-VC=C 

rroin the above marginal cost equation. we can understand that in order to earn profit, 
the contribution must be more than the fixed cost. To avoid any loss, the contribution 
must be equctl to fixed cost.

6.2.2 Features of Marginal Costing 

The main features of marginal costing may be ex.pressed in the following ways: 

1. In marginal costing, a differentiation is made between the fixed costs elements
and the variable costs elements. No other category of costs is !aken into
consideration.

2. ln marginal costing, only variable costs are taken into nccount 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.





!54 S. Helpful in Budgetary Control: The classification of expenses is very helpful in
budgeting and flexible budgeL for various kvels of activities.

6. Helpful /11 Making or Buying Dedfiort: Sometimes a decision has to be made
whether to manufacture a component/product or to buy it readyrnade from the
market. The dedsion to purchase it would be having taken if the price paid
recovers some of the fixed expenses.

7. Berte, Pre!,entation: The statements and graphs prepared under marginal costing
are better understood by management. The break-even analysis presents lhe
behaviour of cost, sales, contribution etc. in terms of charts and graphs.

8. Preparing Tenders: Many business organisotions have w compete with other
organisations in the market in quoling the lowest price. Total variabh: cost, when
separately calculated, becomes the 'lloor 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 suffer:. from the following limitations: 

1. Difficulty;,, the Fixotio11 f>/ Price: Under marginal costing, selling price is fixed
on the basis of contribution. ln case of cost pl us contract. it is very <lifficult to fix
price.

2. D(flicu/ty to analyse Overhead: Separation of cost,, intCl fixed and variable is a
difficult problem. Tn maqpnal costing. semi-variable or semi-fixed costs are not
considered.

3. Unrealistic Assumption: Assumption of sale price will remain the same at
different levels of opera1ion. In real life. they may 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 Valua1io11: 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 depresse<l.

6. Complete or Full 111/orrnatiLm not giwtn: It does not explain the reason for
increase in production or sales.

7. Sale:,·-oriented: Successful business has to go in a balanced way in respect of
selling production functions. But marginal costing is criticised on account of its
attaching over-importance to selling function. Thus, it is said to be sales-oriented.
Production function is given less importance.

8. Automation: Now-a-days, increasing automalion is leading to increase in fixed
costs. [f such increasi1\g fixed cosls are ignored, 1he costing system cannot be
effeclive and dependable.

6.3 ABSORPTION COSTING 

Absorption costing technique is total cost technique under which total cost (i e_ fixed 
cost as well as variable cost) is charged as Production Cost. The variable costs, such as 
those of direct materials, direct labour, etc., are directly charged to the products while 
the fixed costs are apportioned on a suitable basis over different products 
manufactured during a period. Thus, in case of Absorption Costing, all costs are 
identified with the manufactured products. 





1515 SolU1io11: 

income Statemeot 

Sal� (o+0,000 xi I 5)

Less: (osl of Goodv :\4an11facrured 

Variable cost(@; f o per unit for 4.f .000 unit,. 
fr<eo manufacturing o,•cm.:ads@, 2.50 for -H,000 units. 

L Cl · - ( 4· OO(l 4 00 jess· osing inventory -· - x f 1 .  7 .U 
44Jl00 / 

Less. Overabsorption of lix,:d manufacturin� overhcllds 
(f l,10,000 - � J.00,000) 

firos� Profit 
Les.,: Orher lixcd expenses 

Net ln�ome 

6.3.1 Absorption Cosling Componcuts 

� 

2.64,000 
1.10,000 
J,74,000 

34,000 
3,40,000 

10,000 

The key costs as.signed to products. under an absorption costing system are: 

' 

6,00,000 

3 3 0.000 
2.70,000 
2,40,000 

30,000 

• Dired materillls: Those materials which are included in a finished product. 
• Direct labour: The factory labour costs required to construct a product. 
• Variable manufacturing overhead: The costs lo operttlc a manufacturing facility, 

which .. ary with production volum�. Examples are supplies an d electricity for 
production equipment. 

• Fix.ed manufacturing overheat!: 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 

Follov.-ing are the main advamages of absorption cos.ting: 
i It suitably recognises the importance of including tixed manufacturing costs in 

product cost determinalion 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 corrl!ct prolit 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. It 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. 

5. It avoids the separation of costs into fixed and variable elements which cannot be
done easily and accurately. 

6. rt discloses inefficienl or efficient utilisation of production resources by indicating
under-absorption or over-absorption of factory overheads. 

7. JI helps to make the managers more responsible for the costs and services
provided to their centres/departments due to correct allo�ation and apportionment 
of fixed faciory overheads. 

8. It helps to calculate gross profit and net pro tit separately in income statement.





158 3. Degree of Variability Method: In this method, degree of variability is noted for
each item of semi-variable expense. Some semi-vnrinble 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
an<l 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 volume of production costs are lhen plotted on the
graph paper, thus, several points are .shown on it.

❖ A straight line of best fit is then drawn through the points 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 horizontaJ axis is drawn from the point where th� 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 be1\.\-ecn
fixed cost and total cost lines.

"' 
0 

Line or 13e�l Fit 
(Lolal Cosi 

Linc) 

(Jl 

C: 
0 
n. 
X 
w 
0� 

Variable C'osi 

-"'-' 
..c C: "'·- Fixed Cost Line 
·,:: ..._"' 
:::-

0 
Cl'.) 

Production (ln 1Jr1its) 

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 equation, can be assumed as: 

Y a + bx and the various sub-equations shall b� 
LY na + bZ::x; 
vy aI:x + bI.x� 

An equation of s.econd order, fe., a curvilinear, can be drawn as y =a+ b.x, x2 and the 
various sub-equations to solve: it i.e., to find out the values of constant a, b, and c shall 
be: 

L)' ccc na + bl:.x 
I:xy aI:x + bl:.x � + cI:.x-3 

Ix�y aix2 + bI,x3 + cv4 

Similarly, the equation c.an be fitted for any numl:ier of order or d�gree depending 
upc,n 1he number of observations available and the accuracy d�sired. 
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6.6 PROFIT-VOLUME RATIO 

The protit-volume ratio. popularly known as the P/V ralio. expresse� the relation of 
contribution to sales. This ratio is also known as contrihution 10 sales or the marginal 
income ratio. The profit-volume ratio is often expressed as a percentage and is a guide 
to the profitability of a business fiTm. Normally. this ratio is expressl!d in perecntage. 
PN ratio is vef}' important in decision-making. It can 1:-e ust'd for the calculation or 
BEP and in problems regarding profit sales rela1ionship. The fonnula for compuling 
th� p,v ratio is given belo\.'.:

P/V Ratio= Contribulion 'iOO OR = _f. >- JOO
Sales S 

PN Ratio= Contribution per unit , 100 OR 
Se llingprice per unit 

C per unit . 100
SP per unit 

In addition to above. the PN ratio can be expressed in th� following. further forms:

P/V Ratio = Fixed cost + Prof'it , 1 00
Sales 

OR := F+P · 100 
s 

PN Ratio"" Sa Jes - Variable cost . I OO OR "" S - V • I OO
Soles S 

P . Change in rrofit (In l'-"O periods) 100N Ratio = ---'------'----- ---- , 
Change in sale, ( 1n lwo periods l 

Jmprowunent of P/V Rafio 

Profit-volume ratio is lhe function of �les and variabll? co�ts. Therefore, an 
improvement of the ratio \\ill mean in�reasing the gap between sales and variable 
costs. This can be done by: 

(i) fncreasing selling price,

(ii) Redu.::ing or decreasing .arial)le costs, and
{iiil Altering :;ales mixture. i.1?., product having kw, PN ratio will be !iubstitutcd by a

product with a higher ratio. 

6.6. l Uses of Profit-Volume Ratio 

The profit-volume ratio is usually used to ascertrun the fol l()Wing: 

( i) To determine the variable cost for any volume of sales,

(il) To dr:tennine the volume of sales required to earn a given profit

{iii) To fix the selling prices.

(iv) To locm:e the break-even point and margin of safety .

(v) To determine the volume of sales required for maintaining the present level of
profit, if sdling price is reduced, and

(vi) To compute the profit when margin of safety is g.i\ell.





162 business firm. This indicates thal 1he break-even point is the minimum level of 
production at which total cost is recovered and no proti1 or no loss is sustained. 

The following fundamental fonnula is used to calculate break.�even point: 

f i.xcd cost x Sales 
Break-even Point (in� = ------­

Contribution 

Fixed cost 
OR=----

PNratio 

B k 
. 

(
. . fixed cost 

OR 
FC 

rea -even Pomt m units) = ------- -----
Contribution per unit C per unit 

Example: From the foUowing paniculars, calculate the break-even point: 

Selling price 

Variable cost 

Fixed cost 

Solution: 

f 20 per unit

f 14 per unit 

f 60,000 

Break-even Point (inf) 
= Fixed cost x SP per unit 

Contribution per unit 

60,000 "-- 20 12,00,000
:: � 

=? 2.00,000 

6 

Fixed cost 
Break-even Point (in units) = - ------­

Contribution per unit 

60,000 
6 

: J 0,000 Uni1s 

Workilig note:

Calculation of contribution per unit: 

Contribution = Selling price per unit - Variable cQst per unit 

Contribution = 20- 14 = 6 per unit 

Example: You are required to calculate the br!!al..-cven point from the following 
in fom1 ation: 

Selling price 

Variable cost 

Fixed cost 

Estimated sales 

Solutio11: 

t Jo per urut 

? 20 per unit 

f 1,20,000 

t 3,00,000 

Contribution = Selling price per unit - Variable cost per unit 

Contribution = 30 - 20 

PN Ratio = Contribution per unit 
x 100 

Selling price per unit 





164 Hence, contribution exceeds fix.ed cost and, therefore, the profit is of the magnitude of 
� I 0,000. 

Example: From the following infom,ation. find out the (a) Contribution, and
(b) Amount of profit earned during the year:

Fixed cost 

Variable cos1 

Sidling price 

Output 

Solution: 

� 5,00.000 

f 10 per uni1 

f I 5 p�r unit 

t 1 ,50,000 unit 

(a) Calculation of contribution:

Contribution 

Contribution 

Contribution 

Contrihution 

Sales -· Marginal cost 

(1,50,000 >< 15) - ( l ,50,000 x I 0)

22,50,000 - 1 5,00.000 

� 7,50,000 

(b) Calculation of amount of profit:

Profit = Conhibulion - Fixed cost 

Profit 

Profit 

= 7,50,000 - 5,00,000 

=t .2.50.000 

6.8 MARGIN OF SAFETY 

Margin of sa fety is an inwortant 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 ovel' and above the break-even point. The margin of 
safety refers to the amount by which sales revenue can fall before a loss is incurred, 
That is, it is the difference between the actual sales and sales at the break-even point. 
Margin of safety indicates the soundness of the business finn. High margin of safery 
indicates the soundness of a business tinn becnuse even with substantial fall in sale or 
fall i.n production, some profit shall be mad�. Smal! margin of safety on the otht!r hand 
is an indicator of the weak position of the business rirm and even a small reduction in 
5ak or production will advcr.,cly affect lhe profit position of the business finn. To 
impro'-'e the margin of safety. lhc following mea-;ures may be adopted: 

( i) Increase the level of produ.;tion,

lii) 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 R.E.P.

OR M . 
·s r-. Profit 

argin ol • a,ely = ---
PN ratio 
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(iii) The inter-relationship between different costs of production.

(iv) fhe sales value and break-even point, and

(v) The amount or conlribution.

At different activity levels, the interaction of volu{lle, selling price, variable costs and 
fixed costs, the relevant variable and their impact upon profit are considered 
�imultaneously. The most important use of the break-even chart is the a�certainment 
oC a break-even point from the chart which is a valuable guide to the management. 

6.9.1 Assomptjon ot' Break-even Chart 

Following nre the assumptions of break-even chart: 

I. Costs can be classified into fixed and variable costs,

2. 1:ixe-d costs will remain con�tant and will not change with the change in l�vel of
output,

J. Variable costs will tluctuate in the same proportion, in which the volume of output
vanes,

4. The number of units produced and sold will be the same so that there is no
opening or closing stock,

5. Sdliog 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 mix will
remain unchanged, and

7. There wil I be no change in operating efficiency.

6.9.2 Form of Break-even Chart 

A break-even chart can be presented in different fom1s as given below: 

I, Simple break-even chart.· This can be prepared by any of the following two 
melhods: 

Flht Method: On lhe X-axis of the graph is plotted the volume of production or 
the qu.intilies of sales and on the Y-axis (Vertical line) costs acid sales revenues 
are represented. The fixed cost line is drawn parallel to the X-axis because with 
any volume of production che fixed costs shall remain the same. The variable cost 
line is depicted above the fixed cost line, which shows that the cost is increasing 
wich the increase in the volume of output. 1l1is line can also be regarded as the 
total cost Jines because it starts from the point where variable cost is zero and 
certain fixed cost has been incurred. Thereafter, figures oC sales are plorted from 
the origin and a line is drawn up which goes io the upward direction with 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-pro.fit no-loss' 
position. since the total costs are equal to total sales revenue here. If the business 
produces less than 1his level of output it shall be running at a loss. The lower sales 
line and upper torn[ cost line show the portion of loss. lf the bu�iness produces 
more units than the break-even level, profit shall result and it shall be higher and 
higher .as the prociuction / sales increase. This is indicated by upper sales line and 
lower total cost line. 





168 The break-even chart on the basis of data given 111 illustration will appear as

shown on the next page according to this method. 

Cost 

Variahk 

2. Co11trihutio11 brea/1.-even chart: The chart in ascertainmg the amount of
contribution at different Jeve ls of activity besides the break-even point. 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, which goes up with the increase of
output/sales. The sales line is plotted as usual from the '0' point but since there is
no total cost line, the question or intersection of sales line with it to show the
break-even point does nor arise. Tn such a case, the contribution line i:rosses the
fixed cost line and the point of intersection is treated os break-even point. At this
level. the fixed cost shall be equal to contribtHion which means lhat there shall be
no profit and no !oss. As the conrribution increases to more than the fixed cost,
profit shall arise to thC! business at different levels of output/sales and as the
contribution steps down from the level of fixed cost, business shall be operated at
a loss at varying levels of productio11/sa les. On the basis of data given in example,
the break-c,ien chan will appear as giv�n below:

y 

"' J 
::, 

a: 

"ti 
C 

"' l 

1 

0 :lOtlO 

Ou� \in Units) 

f'.IXl:tCQST 

" 

Figure 6.2: Contribution break-even c.hart 





E.xnmple: Draw a break*eve11 chart from the following figures: 

Year 1 
Year 2 

Sales 
160 
175 

Profit (( lakhs) 
4 

10 

From the above chart predict lhe variable cost, contribution, fixed cost and profit 
associated with a sales volume on 250 lakhs, and set out your prediction in the form 
of a profit statement. 

Solution: 

Statement Showing Costs & Profit at Sales of f 250 Lakhs 

Sales 
less: Variable Cost 
Fixed Cost 
Profit ec * 

' 

150 lal...h,; 
60 lakh<. 

;"!° 250 lakhs

;"!' 210 lakhs

;"!' 40 lakhs 

+- The fixed cost is� 60 lakhs since loss at 'nil', sales is< 60 lakbs. 

** The perpendicular at sales of 't 250 lakhs meet on profit oH 40 lakhs as depicted 
on the graph. 

t Break-even chart 

6.9.3 Advantages of Break-even Chart 

Following are the main advantages of break-even chart: 

Sales {lakhs of 
Rupees) 

l. The chart is very useful for forecasting costs and profits at various levels of sales.

2. A break-even chart is useful for sn.ldying the relationship of cost, volume a11d
profit The chart is very useful for raking managerial decisions,

3. A break-even char1 is a tool for cos.1 control 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 in knowing the effect of increase or reduction in se1\ing price,
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172 indicates hreak-even point in units and when a line is drawn from BEP tu y-axis, it 
indicates hreak-even point in rupees. 

9. The difference bcnveen 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 groph indicates the
loss, and

I 0. Then the graph indicates the break-even point, profit or loss at various levels of 
output, contribution, relationship between tlte marginal cost, fixed cost, total cost 
and margin of safety. 

Example: From the following infonnation, prepare the break-even chart. 

Fixed cost 

Variable cost 

� 2,000 

Sales or selling price 

? 0 .50 per unit 

� l per unit 

Units produced and sold 2,000; 4,000; 6,000; 8,000 and l 0,000. 

Solution: 

Y. 

;;:; 

2. 

.,, 4, 

2. 

� _ __._ __ ,..__ _ _,_ __ .__ _ _._.,..x 
2.cm 4,cro 5,cm a,cm 'IC\roJ 

OJµJ. (In uils) 

Figun 6.4: Break-E:veo Chart 

Angle of Incidence 

1l1is is the angle benveen sales and total cost line. This angle is an indicator of profit 
er1rning capacity over the break-even point. Therefore. the aim of the management will 
be to have a large other hand, a small angle will mean that even if profits are being 
made. they are being made ot a low rate. 1l1is in tum suggests that variahle costs fom1 
a major purl of cost of sales. 

Angle of lncidence 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: 

• TI1e angJe formed at the right side of th.e break-even point;

• Tite ongle formed at the left side of the break-even point.

The angle formed at the right side of the break-even point indicates th<! profit area 
while that formed at the left side indicates the loss area. The size of the anglr of 









l 16 (ii) Produ,;,:t Mix Choice:

Particulars (a) t (b) r (c) f

Total sales 52,000< 1
) 54,000()) 56,000(\) 

Less: Marginal cost 42.000'2) 4J,500<2> 45,000(Z) 

Contribution 10,000 10,500 11,000 

Less: Pixed cost 2,000 1,000 2,000 

Profit 8,000 8,500 9,000 

Therefore. sales mixture (c) will give the highest profit and as such, mb1.ture 
(c) can be adopted.

Working notes: 

l. ( I ,000 x 20 + 2,000 J( 16) = 52.000, ( l ,500 , 20 + 1.500 x l 6l = 54,000, and
(2,000 X 20 + (,000 X 16) = 56,000

2. (J .000 x 16 + 2.000 � 13) = 42.000, (1,500 x 16 + 1,500 ' lJ) = 43.500, and
(2,0QQ >( 16 + \,000 X 13) =45,000

4. Decis/o,, I<> Accept a Bui/I. Order: Large scale purchasers may demand products at
less than the market price. A decision has to be taken now whethr.:r to accept the
order or to reject it. By reducing the normal sales prict!, the volume of output and
lhe sales can be increased. If the sales price is below the total cost. rejection of the
order is aimed at.

fn marginal costing, the offer may be accepted, if the 4uoted sales price is above
marginal cost, because of the reason that exi�ting business contribution can
recover the fixed cost and the margin of protits. 111 such cases. the contribution
made by bulk orders will be an addition to the profit. But the sales price should
not be less than the marginal cost. However, it should not affect the aonnal 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 _{l 

Fixed cost �_l_j_ 

Total Cost � 8.5 

Production per month i.n units 20,000 

Total cost of production (20,000 x 8.5) = t 1,70,000 

Sales price i 1,50,000 

Loss i 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. 





178 profits ure agreed upon their a.lfainability may be quickly appraised by computing 
the numher �f units that must he sold tu secure the wanted profits. The 
computation is easily made hy dividing the fixed costs plus desired profits hy the 
contribution margin per unit '' 

Sales are required to earn a desired profit: 

S 1 (. "" Fixedcost +Desired profit
a es m 'J =----------

P/V ratio 
OR 

F+P 
---

P/V 

S 1 (. . 
) 

Fixed cost+ Desired profit 
a es rn umts = -- -------- OR

F+P 
---

Contribution per unit 

Example: 

Sales 20,000 units@ t 20 per unit 

Variable cost 

Fixed cost 

Z 10 per unit 

'{ 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, 000 +}, 00,000
X 4,00,000 

2, 00, 000 

;::: 2, 50, 000
X 4 00 000 

2 00 000 ' ' , , 

= � 5,00,000 

c 

7. Evaluation of Performance: Marginal costing helps the 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
P/V ratio will be the most profitable or that is having the highest performance
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 finn. 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, provided that such a 
special order will not affect the regular sales of the same product. 

The basic problem is to determine an acceptable price for the special order units. Cost 
aoa!ysis usjng the contribution approach is a useful technique to detennine the 
short-run profit effects of special order transactions. In deciding tJ1e pricing of special 
orders where nonnal operations are not disturbed and where unused production 
capacity exists, it is not advisable to attach fixed costs to products. Price detennination 
should take into account the recovery of incremental (variable) costs caused by 





180 From the above analysis it is clear that the acceptance of the speciaJ order will 
increase the profit by� 10,00,000. Also the bid price (f 18 7 5) is sign1ticantly less than 
th� normal price of � 3000. However, before aniving at a proper decision, 
managemem should consider factors other than just the immediate impact on income. 
An impmta.nt 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 anoth�f source of supply. Another consideration is the possibility of special 
order customers being the regular customers. 

6.12 REPLACEMENT DECISION 

h is very important decision. The differential costs which are important 10 retain or 
re-place decisions are change in fixed overheads costs, loss on sale of old equipinent. 
carital invesunenl and related costs such as rate of return and interest. Management 
should also i:onsider differential benefits 1 ikely to be derived such as higher 
production and i11creascd sales, realizable value of old machine, saving in operating 
costs, tax advantages, if any. 

Exumple: If a company has purchased a plant for� 2,00,000 five years ago which has 
a life or JO _years with no salvage value. The present book value is � 1,50.000. 
Management is considering the replacement of this plant with a new plant costing � 
1.80,000 having a life of five years with no scrap value at the end of its life. The costs 
of operating present plant and the proposed plant are as follows: 

Present Plant Proposed PIAnt 
" ' 

Variable costs: 
Labour. �uµplic�. power etc, 90.000 58.0U\I 
Fixed co�s: 
lnsur.'.111cc. 1axc, c1c. 2.0.000 22.OU0

20.000 16.000

I ki)recia1iun l,JO 000 96,000 

h appears !hat the proposed plant would result into cost savings of� 34,000. Howewr. 
the book valu� of the present equipment is a sunk cost and not relevant in the dec.ision. 
The following analysis helps in making a better use of the data: 

f � 

Variable costs: 

I ,ahour, ,upplie�. power etc. 90.000 58.000 

Fixed costs: 20.000 22.!JUO 

I 11.�urance, taxes etc. 0 16,000 

Depreciation l,I0,000 96,000 

6.13 SHUTDOWN OR CONTINUE DECISIONS 

Sometimes a business is faced with the possibility of a temporary shutdown. This 
analysis has to be made whether the firm is better off operating than not operating. As 
long 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 notto shutdown. TI1ere 
are some cithers costs too. Even if sales do not recover the variable cost and the 
portion of fixed cost that is avoidable the firm may still be better off operating than 
shutting down the facility. Closing and subsequently reopening it is a costly process. 
Tht: shuldown may necessitate the incurrence of maintenance procedures in order to 
preserve machint!ry and buildings during periods of inactivity, The shutdown may 
require the incurrence of Jegal expenditure and employee maintenance pay. There may 
be soroe other costs too which have robe analyzed. 





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 a5 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. 
Differential costs are all the costs and only the costs that change as the result of a 
specific decision. In other words, it is t.h.e change in lotal 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 
concerned, 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----Z 10.250 and Speci fie fixed cost­
f 2,500. 

Note: Decrease in costs shown within brackets. 

TI1ese increases or decrea.5es 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 "difforential costing", The 
terminology of CIMA defines differential costing as "a technique used in the 
preparation of ad hoc information in which only cost and income differences between 
alternative courses of action are taken into consideration". 

Differential cost analysis is the comparison of the expected changes in costs and 
revenues pertaining to each course of action for which a decision is going to be made. 
It is a technique used for making a choice between competing alternatives each having 
its combination of costs and revenues. Thus, for instance, when two different volumes 
of production are under consideration, the differential cost is derived (i.e., calculated) 
by subtracting the cost at one level of production from the cost arising at another !evel. 

The technique 'differential costing' deals with the impact on costs and revenues of a 
proposed course of action. 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 
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184 • Ascertainment: In practice, it is difficu It to ascertain differential costs in a precise
manner. However, marginal costs can be ascertained with case by adding prime
cost to variable overheads.

• Period Covered: Differential costing can be used in short, medium and long-term
decision making while marginal costing is used for short-term and medium-term
decision making.

• Part of Accounting System: Marginal costing can be incorporated into the
accounting system while in the case of differential costing, ac counting
information is used.

• Tools Used: Differential costing mai...es use of incremental costs, incremental
revenues and incremental profit as tools for decision making. However, marginal
costing uses break-even analysis, PV ratio, CVP analysis as tools.

• O,mpatible with Other Cost Systems: Differential costing can be used both under
marginal cost system and absorption costing system. while il is not the case with
marginal costing.

6.17 APPLICATIONS OF DIFFERENTIAL COST ANALYSIS 

Generally, a management may s�k. the assistance or differential-cost-analysis 
techniques for talcing any valuable policy d<!cision and planning for profit, which are 
as follows: 

• Acceptance of Order: At times. a management is confronted with the problem­
wl1ether or not to accept special orders at a price below the existing price of the
product. Differential cost analysis assists in deciding such actions like whether to
accept or reject the order.

• Make-<Jr-buy Decisions: The other problem that frequently daunts the
management is whether j\ is more profitable to make or buy the component parts.
This can be solved by applying diCfcrential cost analysis.

• Further Prouss Decisior,: Some of the products (semi-finished products) may
attain a consumable stage. Al this stage, the maJ1agement may not be able to
decide on the issue whether the product can be sold in that semi-finished stage
itself or to process them furtht:r, differential cost analysis will provide a suitable
solution for this.

• Pricing Decisions: Proper pricing of products is necessary. Interplay of factors­
cost and revenue-----can be analyzed best by th is technique,

• Operation vs.. Shut-down Decisions: At tim�s or economic reces sion, many
managers may be io a dilemma whether to run the production continuously or shut
down temporarily till the economic scenario improve s. Proper differential cost
analysis will provide an apt decision whether to operate or shut rhe plant.

• Sales Policies: Differential cost a.naJysis assists in arriving at a decisi_on with
respect to the following:

❖ Introduction of a new product.

❖ Expansion of selling activities geographically.

❖ Sales promotion activities. etc.

• Volume of Production: Differential cost analysis is helpful in deciding the
volume of production upon which a maximum profit can be earned.





186 Example: 

Sales 

Cost of goods sold 

Variable 

fixtd 

Total CGS 

Gross profit 

Operating expenses 

Variable 

Fixed 

local 

!nwme

Shampoo 

t 500,000 

t 220,000 

f 120.000 

f 340,000 

t 160.00(1 

t 95,000 

t 25,000 

t 120.000 

t 40.0M 

Conditioner 

t 400,000 

t 200.000 

� 80,000 

( 280.000 

� 120.000 

t 60,000 

t 20,000 

t R0,000 

f 40,000 

Should we discontinue the production ofl.,otion? 

Sales 

V Miablc COSI or good.--. .sold 

Manufacturing margin 

Variable operating expenses 

O.mlribuli1m Margin

Lotion 

\' 100,000 

f 60,000 

f 20,000 

, 80,000 

t 20,(100 

f 25,000 

'° 6,000 

"31,000 

"(11,000) 

'100,000 

"60,000 

" 40J)O{) 

"25,000 

' 15,000 

Total 

( 1,000.000 

� 480,000 

� 220,000 

� 700.000 

t 300.000 

( 180,000 

� 51,000 

, 131,.000 

� 69.000 

Since contribution margin i� positive. we continue production of the product. 

6.18.3 Make or Buy 

TI1e assembly of many parts is often a major e le.ment in manufacturing some products, 
such as au tos. The product's manufacturer may make these parts or they may be 
purchased. Management uses di!Terential costs to decide whether to make or buy a 
part. Only variable costs are considered. Must have unused capacity in the factory. 

The firms which are routinely in need of spares, accessories are bought from the 
outsiders instead of any production or manufacturing. though the requirement is at 
regular intervals. Most of the automobile manufacturers are usually buying the 
components from outside instead of producing them on their own. The Maruthi Udyog 
Ltd. had given a contract to the NeLtur Technical Training Foundation, Bengaluru to 
design tJ1e 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 pan 
for its product. The cost of making a part is direct materials � 80, direct labour� 75, 
variable factory overhead f52 and fixed factory overhead f 68. 17)e cost of purchasing 
the product is f 240 a unit. Should we make or buy? 

Solution: Does it have unused capacity? Y�s 

Total variable costs of production: 

Direct materials f 80.00 

Direct labour � 75.00 

Variable factory overhead � 52.00 

Total variable costs � 202.00 

Total cost ofpwcbasing f 240.00 

Since it is cheaper to produce than buy, we will produce and save� 38 per unit. 





Htll 
Co�t of prtlduttion: 

Kcro,eu� � 2,400 

fia�olin� r650 

Total cost� of production � 3,050 

Revenue from sales of iasolinc , 950 

Since the r�vt:nue from sales of kerosene is less than revenue from sale of gasoline, 
then gasoline will be produced. 

6.18.6 Accept Businesses at a Special Price 

Differential analysis is also useful in deciding whether to accept additional business at 
a special price. The differential revenue that would be provided from the additional 
business is compared to the differential costs of producing and delivering the product 
to the customer. If the company is operating at full capacity, any additional production 
will incrt:ase both fixed costs and variable. However, the nonna! production or the 
company is below full capacity, additional business may be undertakc:n without 
increasing fixed production costs. Only view variable costs. 

Example: Assume that the monthly capacity is 12.500 units. Current sales and 
production aroi: I 0,000 units. 1l1e current manufacturing C!)Sls are r 20 per unit with 
fixed costs of � 7.50. TI1e normaJ selling price of the prod.u,t is � 30. The 
manufacturer receives from an e:x"J}ortcr an offer for 5,000 units at f 18 per unit. The 
production can be spread over three months. Should we accept the special offer? 

Do we have unused capacity? 

Sol11tio11: Yes, capacity is 12,500 units and we are producing 10,000 units. So we can 
produce an odditional 2,500 units per month. The order is 5,000 units over 3 months 
and that is feasible. 

Costs of production �20.00 

Les� lixcd .:osi;; � 7.50 

Variable costs of production t 12.50 

S pecia I o ffcr � 18.00 

Reve-nue from special offer t 5.50 

Sini.:e revenue: from special offer is positive, we should take the offer. 

6.18. 7 Setting Normal Product Selling P rkes 

Differential analysis may be usdul in deciding to lower selJing prices for special short 
run decisions, such as whether to accept business at a price lower than the normal 
price. lh.:: normal selling price roust be set high enough to cover all costs and 
expenses and provide a reasonable profit The normal selUng price can be viewed as 
the targeted Selling price 10 be achieved in the long run. The basic approaches to 
setting this price are as follows: 

Markt:t 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 determine the 
price. 

Demand bast:d methods set the price according to the demand for the producl. 





1go Cost of buying for 2,000 units 

= 2,000 unils x t 50 per unit= t 1,00,000 

Cost of Buying 

= � 20,000 + 2,000 units x , 40 = � 1,00,000 

] B«ak even in Rupees 

From the above, it is obviously understood that both are bearing equivalent amount of 
costs. h means none is profitable or non-profitable. 

Which one is better for the firm? 
No. of Units Manufaeturlng cost Buying cost D«ision 

@ 2.001 unit� � 2◊.(100 + � 80,0040 �001 • � 50 Manul'acruring_ cost< Buying i:ost 
= � L00,040 "'� 1,00,050 Ad..,i�ble lo manufacture 

� 1.999 units t 20,000 + t 79,%0 1,999 � t 50 \fanufacturing coM > Bu:,ing cost 
='t 99,960 � 99.950 Advi�bk lo Buy 

The next step is to identify the worth of either manufacturing the units or buying lhe 
units at 5,000. 

If the manufacturer buys from the outsiders = 5,000 '<? 50 =: t 2,50,000 

lf the same manufacturer produces the component instead of buy i 11g 

= t 20,000 + t 2,00,000 = '° 2,20,000 
From the above. the company is finally advised to manufacture the component due to 
low cost of manufacture. 

6.19 DETERMINATION OF SALES VOLUME IN RUPEES 

AT DESIRED LEVEL OF PROFIT 

To determine the sales volume (Rupees) at desired level of profit, the existing furmula 
for finding out tile break even sales has to be redesigned. 

Fixed Cost 
Break Even Sales (Rupees)= ----. PV ratio 

The above formula is in accordance with the method of coverage i.e. covering the 
fixed cost and profit. 

Contribution = Fixed Cos.t + Profit 

To earn desired level of profit, which the finn intends to earn should have to be 
combined with the fixed cost, are the two different components to be covered onfy in 
order to fU1d out the contribution level to the nme of unchanged selling price and 
variable cost per unit. 

f 
Fixed Cost+ Desired Level Profit 

New volume o Sales (Rupees) :c 

PV rat,o 
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 earn profit oft 6,000. 

Total Fixed Costs 
Total Variable Cost 
To1al Sales 

� 4,500 
� 7,500 

r 1s,ooo 





I 92 Anotl1er fomrnla for to find out the Margin of safety is as follows: 

. Profit 
Margm of safety = --­

PV ratio 

Profit PV ratio = ------
Margin of safety 

What is PV ratio?

Py 
. Contribution 100ratto = -----" 

Sales 

JO%= Contribution
� 2,00,000 

� 12,000 

� 40,000 

Contribution = { 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 formula 

Fixed expenses = Contribution - Profit='{ 60,000 ·· , i 2,000 = � 48,000 

The next one is lo Find out the corresponding variable �ost. The variable cost 
could be found out with the help of the following formula: 

Sales - Variable cost= Contribution 

� 2,00,000 - t 60,000 = Variable cost = t 1,40,000 

{a) Profit or Joss on the sale valu� oft 3,00,000 

For a sale value oft 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 

= t 90,000 - � 48,000 = Z 42,000 (Profit) 

(b) Sales to b� found llUI to eam same level of profit

Sale value reduced l 0% from the actual

t 2,00,000- t 20,000 = � l,80,000 

Variable cost 

Contribution 

""� 1,40,000 

""� 40,000 

For the new level of sale volume in rupees. the new PY ratio has lo be found out 

Py . Contribution 1 00 ratio = -----" = 
Sales 

t 40 000 ' x I 00 = ':./9 times 
t 1,80,000 

The next important step is to determine the volume ofthe sales to earn the desired 
level of profit 

"" Fixed expenses+ Desired level profit
PY ratio

f 48,000 + f 12,000

2/9 

= t 2,70,000 





194 Margin of safety = � 95,000 - t 65,000 = t J0,000

M . f .. . f l 
t 30,000argm o sa1el) m percentage o sa es= --- x I 00 = 31.578% 
t 95,000

6.20 ACCEPTING THE EXPORT OFFER 

Example: 

TI1e cost statement of ,1 product is furnished below: 

Direct material t 10.00 

Direct wages t 6.00 

Facton, overhead 

Fixed � 1.0tl 

Variable � 1.00 � 2.00 

Administrative expenses t 1.50 

Selling or distribution overheads 

Fixed � 0.50 

Variable ? 1.00 

{ J .50 

Selling price pel' unit � 24.0Q � 21.00 

The above figures are for an output of 50,000 units. Tl1e 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 manufaclurer wbeLhcr the order should be accepted, what will be your 
advice if the order were from lhe local merchant'? 

Solution: The acceptance of the order is mainly based on the t\vo 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 opera1ions, the firm should have to accept the 
foreign order. 

Deci!>·ion crileria 

Marginal/ Additional cost for the additional order of 15,000 units 

Per unit�) 15,000 units 
�r.:lling price 20 3,00,000 

Less: Marginal oo�I � 
Direct material 10.00 

Direcl wages 6Jl0 

Variable overhead 
Fw.;tory 1.00 

Sdling & Dislribulion LOO 18 2,70,000 

2 JO.ODO 

The acceptance of the order will generate marginal profit of� 30,000 which should be 
accepted. The fixtd portion of the factory and selling overheads were already md out 
which should noc be included again in the computation of the marginal or additional 
cost of the foreign order placed hy the business enterprise. 





1% Comment on the 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 det�rmine the contribution per product. 

According to the constraints given in the problem, contribution of two products should 
be compared. 

Parikular.1 Per unit of Product A , Pl'r unit of Product .B, 

Selling price 40U ],000 
Dim:l Material � 20 per Kg 80 320 
Direct Labor :� t IO P"r hr JOO 200 
Variable ovnhellil 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 rune of given 
c(lnstraints of the finn. 

I. The 11rst constraint i� 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 considered the scarcity of the raw material, the constraint in availing the
raw material is denominated in terms of ability of contribl.ltion generation.

Pa rtic ul11 r-5 Per unit of

Product A� 

Cm,eributioo margin per unit mo 

Cons um pl io11 of rm, material per 
unit 
Cos, 0f raw material R£C unit -"..8.Q_= 4 K.gs 
Co,t ofmarerial per Kg no 

Cmurihution per };_g L1Jlli."' f 4; 
4 Kgs 

Per unit of 
fraduct B t 

400 

LllQ.= Hi Kgs 
no 

HOO=" 25 
16 Ki;s 

lt obviously understood that the firm enjoy� greater contribution margin per 1-..g. in 
the ca.sc of Product A during the scarcity of raw material 1han the product B. 

2. Then the production capacity of the furn is subject to the availability of the labour
and the hours nonnally consumed b)' them for the production of a single product
Due ro shortage of the labour, the firm should identify the product which requires
lesser labour hours a� well as able to generate more contribution margin per
labour hour.

In the next step, Contribution margin per hour should be calculated.

Panicul11rs 

Contribu1ion margin per unit 
Con\umption of Labour Hrs 
rost Qr Labour 12er unit 
Cost of Labour per H<1ur 

Contributit•IJ per Hr of lhc 
prollUct 

Per unit of Product At 

180 

<' lQQ.. = JO Hr..
a? 10 
� 180 = a? JS
IOHr� 

Per unit of Product B" 
400 

, 200 = 20 Hr.. 
no 

"'400=, 20 
20 Hrs 





State which of lhc alternative sales mixes you would recommend to the 
management? 

Solut/011: ll1e first step is to determine the contribution margin per unit of A and B. 

The dctcnn ination of the contribution of product A nnd B are through lht! preparation 
of Marginal costing statement. 

Partic\lll!rs Product A f Produce O � 
Selling price 50 

Le.�s: Direct Materials \(i 

Direct 1�agcs 12 

Variable overheads 18 

Variahk �ost 46 
Co111ribu1ioo 4 

The next step is to detenn,ne the profit )e\/el of every mix_ 

(a) :?.50 units of A and 250 units ofB

40 

12 
8 

12 

32 

8 

The first step is to dcterm ine 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 the mix through the deduction
ofthe fixed overheads

Product of A 250 units: f 4 = t 1,000 

Product ofB 250 units� 8 = t 2,000 

Contribution f 3,000 

Fixrd overheads � l.500 

Pro tit t 1,500 

400 units ofB only 

Product B Contribution 400 units t 8 = � 3,200 

Fixed O\/erheads � l,500 

Profit � 1,700 

400 units of A and 100 units ofB 

Product of A 400 units? 4 � 1,600 

Product ofB 100 units f 8 � 800 

Contribution t 2,400 

Fixed overheads � l-500 

Profit t 900 

J 50 units of A and 350 units of B 

Product A 150 units t 4 � 600 

Product B 350 units r 8 � 2,800 

Contribution � 3,400 

fj:-._ed overheads � l ,500 

Profit t 1,900 

I �o�tribution {fl I�500 I�7\JO I ��O I f 900
The profit level among the given various mix.es, the mix (D) is able to generate 
highest volume of profit over the others:. 
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200 The last step is to determine that the break-evl!n point 

J'a.rticulars 50 % tapacity l2,500 uni1s 90% capadty 22,500 units 

Dreak--evcn point in unit� � }0,000 t 30.000 

Fixetl cost � 4.40 � 4.50 

Contribution margin per unit = 6,818 units = 6,667 wiits 

Bn::ak-cven point in value 6,818 units�� 19.40 6,667 units"� 19 

nip in uni15 x Selling price = � 1,32,269 .2 = � 1,.26.673 

6.24 ALTERNATIVE METHOD OF PRODUCTION 

It is a method to identify the l1est method of production to generate greater 
contribution os well as profit. The method which is able to eam greater profit only will 
be considered, known as limiting factor method. 

Example: Product X can be produ,ed either by machine A or machine B. Machine A 
can produce I 00 units of X per hour a11d m;;ich inc B 150 units per hour. Total machine 
hours availabk during the yeur ar4: 2,500. Taking into account the following dara 
determine the method of profitable maou facture. 

l'cr unit of Product X 

Machine A Machine B 

' ? 

Marginal Cosl 5 6 

Scl]jng Price 9 9 

Fixed Cost 2 2 

Solution: 

Profitability Statemen( 

Mllchine A Machine B 

Selling Price per unit (t) 9 9 

uss: M11.rgi11al Cost (f) 5 (, 

Contribulions per unit (t) 4 3 

Outf)Ut per hour 100 unit 150 unit5 

Conlrib11t1on� per hour ('{) 400 450 

Machine Hours per year �,500 2,500 

Annual Contribution (r) 10,00.000 11.25,000 

t lence, production by machine 13 b mort profilabk. 

6.25 MARGINAL COSTING VS. ABSORPTION COSTING 

Marginal costing is also termed as variable costing, a technique of cosiing which 
includes only variable manufacturing costs, in the form of direct materials, direct 
labour, and variable manufacturing overheads while determining the cost per unit of a 
product. Whereas Absorptio11 costing is a costing technique tl1at includes all 
manufacturing costs, in the fonn of direct materials. direct labour. and both variable 
and fixed manufacturing overheads, while derennining Lhe cost per unit of a product. 
JI is also referred to as the full-cost technique. 

In the costing of product/service, a marginal costing technique considers the 
behavioural charucteristics of costs (segregations of costs into fixed and variable 
elements), because per unit variable cost is fixed and total costs are variable in nature, 
whereas tolal 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 
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Then, various calculations regarding Absorption vs. Marginal costing can be worked 
out as under-

Production 
Costs(" l 

lotal costs (lf 60J100 units ( fixl'o plus variable) 5,10,000 
Total oosts of )6,000 units (11xed plus variable) 3,66,000 
Difi'crence = variable 1:osts of 14,000 uni I� 1,44,000 
Variabk cosb per unit t6 

Production 
Costs (f) 

rota I COSL'.i of 60,000 uriics 5.10.000 
Variable 1:osts t>f 60,000 u11i1s 3,60,000 
Fixed costs 1,50,000 

The rate of absorplion of fixed production overheads will there fore �: 

'° 1,50,000-;. 60,000 = f 2.50 per unit. 

Sales etc. 
co,ts �) 
1,50,000 
1,26.000 

24,000 
f J 

Sales etr.. 
Cost,�) 

1,50,000 
60.000 
90,000 

(i) 111e fixed production overhead absorbed by the products would be 16,500 units
produced ,c � 2.50 =" 41,250

(ii) Budgeteu annual fixed production overhead= f l,50,000

Actual 4uarterly fixed produi;tion OV(>fhead ,.,_ budgeted qu:m(rly fixed 
production overhead (U0,000 --'-4) 

Productioo uverhtad absorb�(! into production /5i:e (i) abowl 
Ovcr-ab�orplion or tixt:J production overhead 

(iii) (a) Profit s1atement for the quarter using Absorption Costing

< t 

Sales {13,500 x < 12) 
Cosls of prodll(.:1ion (no opening stocks) 
Value or s1ocks produced (16.500 x < 15.50) 1 .,40,250 
Les� value of closing stod-.. 
(3,000 uni!;.' full production coSI of < ll,50) (25 .. 500) 

I. 14,750
Sales etc. Cc>sh 
Variable ( 13.500 x r l) 13,500 
Fixed ( 114 of < 90,000) 22,500 

36,ll00 
Total co:;t of sales 150,750 
Less over-11bsorbed produtlion overhead 3,750 

Profit 

(b) Profit statement for the quarter using Marginal Costing

< 

Sales(D.500 • t 12) 
Variable costs of product ion ( 16, 50Ll � � 6) 99,000 
Less value of closing slocks (3,000 "t 6J 18.000 

Variabk producrion cost uf sales 81,000 
Variahle sales et-:. cosl5 < 13.500 x Z I) 13,500 

Total variable cost of sales ( ! 3,500 x � 7) 
Contribution ( 13.500 x � 5) 
Fixed Cost�: Production 37,500 

S3k5 etc. 22,500 

Profit 

< 

37,500 

41,2.50 
J,750 

< 

1.62,000 

L47.000 
15,000 

' 

1,62.000 

94500 
67,500 

60,000 

7,500 





20'l • A management of any type of business organisation is confronted with the
problem of making appropriate decision. "Behaviour of cost "plays a vital and
crucial role in decision-making areas.

• Ditlerential revenues c1nd costs (also caJled relevai.1t revenues and costs or
incremental revenues and costs) represent the difference in revenues and costs
among alternative courses of action. Differential cost is a broader and more
f undarnental concept Lhan marginal cost. Differentia.l Costs are all the costs and
onl_y the costs that change as the result of a specific decision. 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 �ost analysis" or "differential costing".

• Both marginal costing as well as differential costing techniques analyse the basic
behaviour of cost's, that is, the fixed and variable costs. Due to this fact both
techniques are similar in some aspects and vary in some other fuctors. Most
management decisions may be referred to ru a.ltemative choice decisions.
Alternative choice decisions cover situations witl1 two or more aJternative courses
of action from whicJ1 the manager (decision maker) rnus1 sekct the bes!
alternative. A decision involving more than rwo alternatives is called n multiple
al ternativc 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.

Tn the market, dealership 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 us a dealer, normally every individual con:;idcrs the
profitability of the product mix offered by tl1e firm.

6.27 LESSON END ACTIVITY 

"Marginal costing is essentially a technique of cost analysis and cost presentation." 
Discuss the statement with reference to advantages and limitations of marginal 
costing. 

6.28 KEYWORDS 

Marginal Cost: The amount of any given volume of uutpul, by which aggregate 
variable costs are changed if the volume of output is increased by one unit. 

Marginal Co�·ting: MarginaJ costing 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 form by segregating fixed and variable costs. 

Contributio11: Contribution margin of a product is the difference between the <;elling 
price and its variable cost. It is obtained by subtracting marginal cost from sales 
revenue of a given activity. The difterenc.! between sales re.venue and variable cost is 
called cC1 ntributi on s i nee 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.-eve11 Point: Tt is the level of activity at which total costs of the units equal to 
total revenue, leaving no profit ofloss. 





206 15. List out the types of choice decisions taken with the help of differential analysis.

16. Write aboul the make or buy decision under differential analysis.

J 7. Write briefly on ad<ling or dropping a prodm:t. 

18. Elucidate the key factor analysis.

Check Your Progress: Model Answer

t. One unit

2. Full costing

3. Profit-volume rntio

4. Break-even analysis

5. Gross margin

6. Profit
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210 7. l 8 Methods of Preparing Ca.�h Budget
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7.20 Unit End Activity 

7 .21 Keywords 

7.22 Questions for Discussi,)n 

7 ?., Reference 

7.24 Suggested Rcadu1gs 

7.U AlM� ANU UHJECTJVES 

After studying this lesson, you should be able to: 

• Understand 1t,e meaning of Bud gel. Budgeting and Budget ManuaJ

• Discuss the nature or characteristics of budget

• Describe the objectives. advantages and limitations of Budgetary control

• Discuss essential� of effective budgeting

• Explain various kinds of Budget

7.1 INTRODUCTION 

"Every businl!ss·. no mailer holl smaU. n<-·eds a budget. Without a budget, it is like a 
ship wi1hnu1 a course. cruising along hlissfi1lly unaware of how far off" the best route 
is or which rocks il hits next: only sheer luc:lt can save it from mi:;jiJrtune and 
mism.1-.•enlurc "

M.A. Pi1cher- 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 nas to be planned, and controlled. There are 
severnl control techniques adapted to control the business operations. Budget is one 
such control technique, "'l1ich is gainfully employed in many business enterprisec;. 

7.2 MEANING OF BUDGET 

The ten11 'budget' appellrs to have been derived from the French word "bougette" 
which means a le.acher bag or a receptacle of documents and accounts in which funds. 
are appropriated for meeting anticipated expenses. But in business. a budget is an 
expression of ii firm·s plan, policies and programmes in the fonn 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 oblaining the income with the object of earning a 
desired profit or as an aid in controlling losses. lt puts in black and w bite quantitative 
plans to co-ordina1e and controls the use of resources for a specifted period. Welsch 
who use5 "Budgeting" and "Profit Planning and Control" in the same sense. says, 
"The budger or profit plan is a .fhrnwl quamitative statement of managernenl plans 
and prJlicies 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 depa11ments. departmental beads and the business as a whole. As the budget is 





budget may involve territories and customers to be served. But coordinated and 
comprehensive budget can be prepared only when all these budgeted are 
expressed in some common denominator. This common denominator is money. 

3. Plan of Firm's Activities and Resources: A budgel 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 oul these operations should also be
made. The planning ofresources will include asserts and sources of funds.

4 F11t11re Plan for Specified Period: A budget is meaningfu 1 only when it is related 
to a specified period. Therefore. budget estimates are prepared for a specified 
period. for example. a production targ¢t of 50,000 units or a proti! target of 
r J ,00,000 has no meaning unless it is stated when these targets have 10 be 
achieved. This budget period may be a week, month or year. With this view, 
budgets may be shon.-tenn as well as \ong-tetm. 

5. Budget a.'i a Sta11dar1I: A budget incorporates targets related to difterenl 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 complete with the actual results. If there is a.ny variation hetwun these
targets (standards) and actual results, the causes are analysed and corrective action
is tal.;en or budget estimates are revised in future.

7.4 MEANING OF BUDGETING 

The progress of preparing and using budgets to achieve management objectives is 
called budgeting. The most important functions of management at the highest level in 
bu�ine�s are planning, co-ordination and control. Budgeting is helpful in performing 
the!le three functions properly. nrns, budgeting is a managerial progress that involves 
preparation of budget, budget co111rol, budget co-ordination and acknowledgement of 
the problems and ditliculties relating to future budget period and laking timely 
decisions for further retrieval. Really speaking, budgeting impJies all the methods and 
t�chniqucs of budget and budgetary control. That is why, J. Bett} has said, .. the entire 
process ()/preparing the budget is known a5 hudgeting ,. A few important definitions 
of budgeting are given below: 

"Budgeting may be said to be the acf of building budget. 

-Rowland and Harr

"Budgeting is the pl'eparalion of comprehensive operating and .financial plans for 

specific intervals of time. " 

-Shi!longow

7 .4. t Objectives of Budgetiog 

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 pltu,s: Budget provides a definite course 01 action. The
�lement of planning is infused in it. This means, every operation is well-defined
and policies and procedures are set to follow automatically by the workforce to
achieve the desired results. Budget facilitates planning of business operations.
Purchase, sales, production, research, finance elc., areas are covered in planning
proc�ss and in the absence of budgets, there may be over-estimation of profits.
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7.5 PRINCIPLES OF BUDGETING 

Budgets are based on certain principles for which lherc is general acceptance among 
different expects. Robert N. Anthony has described the following principles of 
budgeting in his book, 'Principles of Management Accounting·. 

t. Sponsored by ManugemenJ: Budget is a management tool, hence it should be
sp®sored and supported by top management. All the employees of the fim1 musl
know the fact that management is interested in budgeting.

2. Determinatio11 of Jlespo11Sihi/ily Centres: For budgeting each and every official
in the organisation must know. what are his right!. and for what sort of duties he
may be held responsible. This requires creation of r�sponsibility centres for each
part of the budget. The co11trollablc costs of each responsibility centres should
also be specified.

3. C(l-operation of Jlesponsibility Supeniisors: The management must seek co­
operation of all the responsible supervisors in preparation and exe�ution of
budgets, and in estimating resources required for its execution. They should be
acquainted with a!l matters relating to budgeting. rf it is not so, they begin to
oppose budget t.argels and do not take interested in achieving them.

4. Educntion ,if B1,1dget Process: Responsible supervisors must have full knowledge
of budget procedure. For this, they should be imparted 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 fonnulating and plans, comparing and analysing actual and budgeled results
can be imparted.

5. Butlget Period: Budget period should be decided by taking into consideration the
wi.cure of business and features of each responsibility centre. This period should be
sufficient to view the working results of executives. Generally, a budget is prepared
for one year. but if the results of some functions are to be evaluated in a short
period, then shor1-term budgets covering three to six. months can .1\so prepared.

6. Uniformity in Budget and Accounting Terminology: The words used in budget
and accounting should 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, then direct labour cost in accounting system
should also be commensurate to it.

7. Reasonably Attainable Target,s: The targets or proposed programmes in the
budget should be such that can be achieved with minimum efforts. If targets are
set too low thal may cause slackness among the workers.

8. Significant Exceptions: When actual results are compared with budget targets,
some variations are bound to arise. While considering these variations, the
'principles of exceptions' should be followed i.e. only important variations should
be considered.

9. Motc:/1u1g BuJlgeting Costs a11d Benefits: One should be very careful to expenses
incurred on budgetary system. In no case, the expenses incurred on thjs system
should exceed the benefits derived from it otherwise the system will prove a futile
exercise.

l 0. Distinction between Line and Sta.ff Functions: The duty of the budget officials is
to 3ssist in the basic functions of the finn; preparation of budget is not tbeir main 
function. The responsibility of formulating plans for accomplishing the basic 
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7.7 BUDGETARY CONTROL 

Budgetary control is intimately connected with budgets. The Chartered Institute of 
Management Accountants, London <lcfrnes budgetary control as "the establishment of 
budgets, rdaiing 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 objet;tivcs of that policy or to provide a frnn basis for its 
revision". A budgetary control !>ystem secures control over perfonnance and costs in the 
different parts of a business: 

(i) by establishin$ budgets

(ii) by comparing actual attainments against the budge1s; and

(iii) by taking corrective action and remedial measures or revision of the budgets, if
necessary.

The budget is a blue-prim of the proj�cted plan of action expressed in quantitative terms 
and for a specified period of time. The budgets pul the plan in a concrete fonn and 
follow up with action to see that plo.n is adhering to complete the system of conlrol. In 
other words, while budgeting is the art of planning. budgetary control is tJ1e act of 
adhering to the plan. ln fact. bw.lgetary control involves continuous comparison of actual 
results with the budgets and taking appropriate �medial action promptly. 

It is well-recognised that a control system involves fixing of targets (in the fonn of 
specific tasks), collection of in formation regarding actuals and continuous comparison 
of actuals with the targets with a view {o reporting for action. A budgetary control 
system, in this sense is also a control systc-m. ll is an excellent system for 
decentralisation of authority with out losing control over tJ1e operatioJ1s of the firm. 

"Exactly so it is with the in<l u�trial ship: ,he past records represent the log and the 
auditor js responsibk for verifying so far as he can that those records are correct and 
reveal a true and fair view of the financial position of the concern. But what 
modem management requires for day-10-day operating purposes and forecasts 
showing in detail anticipated course of business for (say) the coming year. During 
the course of the years' operations the management requires immediate reports of any 
material variance from the- pre-determined course together with explanation of the 
reasons for variations". 

7.7.1 Definitions of BudgetuJ)· Control 

Budgetary control is the planning 10 advance of the various functions of business so 
that the business as a whole can be controlled. 

"An exacr and rigornus analysis of 1he part and the probable and desired future 
expeJ·ience with a vi6')\,' to substituting considered intemion for opportunism in 
manag1?mt:nt" 

-lntcrnationa\ Management Conference ( 1930)

''Budgetary control is a system of controlling costs which includes the preparation of 
budgets, co-ordinating the depal"/ment.., und establishing responsibilities, comparing 
actual performance with the budgeted and acting upon r�sufts 10 achieve maximum 
profitahility" 

-Brown & Howard

According to Author "budgetary control means laying down in momentary and 
quantitative term what c:o...aclly has to be done and how exactly it has to be done over 
the coming period arid then to ensure that actual results do not diverge from the 





118 • II provides a dear definition of tbe objective and policies of the concern and a toot
for objecting these policies to periodic e;,camination.

• The task of managerial co-ordination is facilitated through budgetary control.

• Since each level of management is aware of the task aod is fully cons�iou� as to
the best way by wbich it is to be perfonned, maximum effective utilization of men.
materials and resources can be attained.

• Reports are furnished under the principles of management or control by
exception. Only devialions from budgets that point out the weak spot5 anti
inefficiencies are properly looked into.

• ft cultivates in the management III<! habit of thinking ahead-making carefu.1 study
of the problems in advance before making decisions.

• A budgetary control system assisls delegation of authority and is a powerful tool
of responsibility accounring:.

• Budget!; ore 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 suitabl� basis
for ('stablish ing incentive system of remuneration by results as also sporting
people with exceptional qualities of leadership and management.

• Since it invo Ives foreseeing difficulties of various types, it will lead to their
removal in time.

7.7.4 Limitations of Budgetary Control 

The limitations stated below are merely point to the need of maintaining: the budgetary 
contrul .system on u rc:al istic and dynarn ic basis, rather than as a routine. 

• 1 he preparation of a budget under inflationary conditions and changing
government policies is really difficult. Thus. the accurate position of the business
cannot be estimated.

• Accuracy in budgeting comes through experience. Hence it s.hould not be relied
on too much in the initial stages.

• Budget is only a management tool. Tt i:s not a subslitute for management in
decision-making.

• Budgetary control begins with the formulation of budgets, which arc mere
estimates. Therefore. the adequacy or otherwise of budgetary control system, to a
very large extent, depends upon rhc adequacy or accuracy with which estimates
are made.

• Budgets are meant to deal wilh 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
supported 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





no • The detailed procedure lo ):,e f9l\o.,,.ed in the preparation of budgets, and their
scope and areas to be covered.

• Repom and statements along with their fonnat 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 Advaotage.s of Budget Manual 

/\ detailed budget manual serves as a ready reek.oner for the executives connected with 
budgeling 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. £1/t,cution Value: Budget manual serves as a good education to all executiv�s
associated with the budgetary control syslem as it contains all dc:signed
information in black and white in precise terms.

2. Avoidance of Ambiguity: Budget manual also avoids ambiguity as it contains
well-defined instruclions. This also results in reducing the training period required
for staff.

3, No Overlapping of Authority: The budget manual defines the authority and 
responsibility 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, "budge! 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 dowo, 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 coordinated before they are approved. But when a factor is of .such 
an importance that it affects a particular budget and influences all other budgets so 
that the coordination must be centred round it, it is known as. 'principaJ budget factor' 
or 'governing factor'. According to l.C.M.A. Tenninology "key factor is the Jae/or. 
!he exlenl of whose influence must firs! he assessed in order to insure thal functional
budgets <1re reasonab(y capable of falfillmenf ".

7.9 ESSENTIALS OF EFFECTIVE BUDGETING 

Ar present, the significance of business budgeting is increasing Banks and other 
financial institutions. while granting loans, ask for infonnation about furure activi1ies 
of the finn. It bad 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 Objecti"es and Policies: Budgeting is a means to achieve goals
and objectives. Hence, for the success of budgeting, the objectives and policies
should be clearly defined as well as they should be free from ambiguity. This will





222 users (shareholders, creditors etc.J may nol suit for budgeting. In fact, a sound 
budgeting system needs the creation of r�sponsibility accounting where accounts 
are classified and maintained based on responsibility centres. 

7.10 FIXED BUDGET 

A budget is a budget, which is used unchanged during the budget period. !t is prepared 
for a particular activity level, and it does not change with actual activity l evel being 
higher or lower than budgeted activity level. ·nus, 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 levet 
may be say, 70.000 units. Jf it is a fixed budget, then absolute differences of budgeted 
figures and actual figures wtll be found out wi1hou1 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 al 1. Of course, the budget is not adjusted to the 
actual volume attained, but it is liable lo be revised if actual operations differ w\ddy 
from those planned in tbe fixed budget due to 'r>usiness conditions undergoing a basic 
change. 

A fixed budget wilt serve the purpose in industries. where the conditions of demand 
are stable and sales could be foreca:;ted with a substantial degree of accuracy for a 
short period of six months to one year. In practical situation, it is likel)' for actual 
activity and budgeted activity to be the sarne. Thero::forc, 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 \mrealised.

• Inadequate for Control: It is not useful for control purpose, because while
comparing the actual cost with a fixed budgel, 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 1wo things
with a similar base. But, in fixed budget, budgeted costs al budgeted activity are
compared with actual cost at ac1ual 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. AH 
the functional budgets are based on that planned level of activity say 75% level of 
production capacity or 50,000 units. Bu1 due to changing economic and business 
conditions, the actual level of production or sales may diffor from the budgeted level. 
In such a situation, the pcrfonnance cannot be.> evaluated with the help of fixed budget. 
Therefore, the budget has to be revised according lo 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 I 2,000 units, then the costs and sales based on l 5,000 
units cannot form the standard certain for measuring the performance. This requires 
the revision of the originaJ budget at 12,000 units. 

Revision of original budget in accordance with the actURI level of activity is no1 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. lf we 
can identify those elements and dGlcrmine their variability, then we should be able to 





124 Analyse the maintenance cost which is semi-variable into fixed and variable 
elements. 

SoluJion: 

High Point ( April) 
Low Point (March) 

Machine Maintenance Cost 

2,400 
J,700 

700 

Variab]t! Cost per machine hour= _22_ .,_ � 0.10 
700 

Total Variable Cost for 2-400 machine hours@ f 0.10 ce f 240 
Fixed Cost: t 340 -- f 240 "'� IOO 

Months Machine Maintenancr Variable Costs 

Hours Cost @ �O.lOp.h. ·----- ------ ,__ 
J 2 3 4 

January 2.000 300 200 

February 2.200 320 220 
March l.700 270 {70 
April 

I 
2,400 3.JO 240 

May 1,800 280 180 

June J,900 290 190 

Sours 

340 
270 
..1Q 

Fixed Costs 

(3-4) 
5 

100 

100 
100 
JOO 
100 

100 

2. Scatter Diogrum Methr,d: 1 his 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 cosl is m�asured along the y-axis and the volume of output along the
x-axis. Then a straight line is drawn by inspection in such a manner that the line is
nearer to all the plotted points in 1he graph. From that point at which it merges
with the y-axis, draw a paralk\ line to the x-axis. This line known as the line of
the best fit will demonstrate tl1c fixed costs for a II the levels of outyut.

3. Method uf Least Sq11are: This method is based on the 'line of the best fit' but.
bifurcation of fixed ai1d variable element is done by mathematical computation
instead of drawing a graph. In this oiel.hod, 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+ b[X

fXY "" a}:X I- bZ::X1 

7.12 MEANING OF FLEXIBLE BUDGET 

.... (i) 
.... (ii) 

Flexible budget also known as variable or sliding scale budget is a budget which is 
prepared to furnish 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 Institute of Cost and Management Accountants, a flexible 
budget is a budget which, by recognizing the difference between fixed, semi�fixed 
and variable costs, is d�signed to changes in relation to the level of activity attained." 
R. M. S. Wilson defines a Oexible budget thus, "a jlexibfo bud�et is a set of
alternative hudgel plans appt'rtaining to diffen:nt expected levels of activity. " This 
budget is not prepared 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. In this way, a flexible budget bec:omcs 
a ready-made budget available in advance in relation to the actual volume of 
production and sale under vaJ')'ing conditions. For preparing a flexible budget, the 
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Notes: The aforesaid method of presentation is based on marginal cost concept. 
A I tern a ti ve ly it can be prepared based 011 total or absorption cost concept but unless it 
is stated, the former method should be adopted as compared to the later metl1od. 

Example (Total Cost Basil'): With the, foflowing data for 60 percent activity, prepare 
a budget for production at 80 percent and tOO perc�nt activity: 

Production at 60% activity 600 units 
Material � 100 per unit 
Labour � 40 per tmit 
Expenses 
Factory Expense 
Administration Ex(X!nses 

Solution: 

� l O per unit 
� 40,000 (40% fixed) 
� 30,000 (60% fixed) 

Flexible Budget 
(Nonna! Lt-ve! of Activitv: 60%) 

Particulars 
Production (.units) 
Direct Costs: 
Material � I 00 per unit) 
Labour(� 40 per unit) 
Expen�es (� 10 per unit) 

T Olal Direct Costs 
Factory Expe.n�es 
Variable� 40 per unit) 
Fixed (<10% oH 40,000) 
Adcninbtration Expenses 
Variaolc � 20 per unit)

fi:(ed (60% on' JO,ODQ) 

60% 
600 

t 

60,000 

24,000 
6,000 

90,000 

24,000 
16,000 

12,000 

18,000 

Caoacity 
80% 
800 

t 

80,000 

32,000 
8,000 

l,20,000 

32,000 
16,000 

16,000 

18,QO 

100% 
1000 

t 

1,00,000 
40.000 
10,000 

Uo,ooo 

40,000 
16,000 

20,000 

18,000 

·. - -- · · - · ··· " · Workil1f Not�s.� · - :-· · · - . ·,_ · •, · · · · .. ·· :._: ·_:- · · · · ·· ·. : ·
.••�-:.�',._._,411• � .... �, ;♦-'c.' .:,� .� 

' - ,...-. A' 9. ' .... • • �,.:,._ •. 
' 

""• •., : • • ,,. _, • ... - • ,,· • • ,�. 
._ 

. : . :. .. ,,, ·.; .. : _ _ .· >· ._ · { i) � Vai:rablc. Factory Expenses,,;, 6.0% oft 40,000--=: f·.�4.,0_00. f(;lr. 600-'.u,,_its. Ht?i:ic.e,' , � ·· · . 

£;�;i��,[,�0�)�;;;:_::ttiiiiit1�i;Ef ;����t�$��tt'.l;t:t�ij .•.•·'· •+ ··-�-,-�-,-· /"· .,::--.��i9,•Q�ofa-orRatKrMetbQd· · .• ·,:•·•·�-- ---�-,.-_.,, -.�.-.... �,, ,., ,. .... ···••""'"•-;.;, ·;· .·. �\��-·�--:�.- .. -� .. '.·_; .... :�--� . �·: .···�-·· .: ... 4-.,. •-.�-�- ,..' ·.·- - ....
..
... ...... \ _,.· ·•_. '", - ·. � .... :�.,,:'" : . . ;�·

t··� ,;� ..
.

.... ��.: :: .•. � ---�·;_ ..... : ;.-
·
--- '·· . 

. ·-: 
. : · 

- "; i� .': __ � ·,', · .. fr·�1�"i)t�·,ktiow:n' its;:'bU<t��t cosf�llo�ne'J�etbod'. Umiet this.-fueiliocl, 'fi� ·ic.ilf::��:t:. t:'
'>-' -::_ ·-� expected· ii �rmal level of acti �ity. :\s det�n'nine<.i and a budget is pre.pir�d [or [he same. "">

· .. 

After ascertaining the fixed and variable part in different expenses, the relationship of 
each expense or group of expense!i is established with the unit level of activity by 
computing ratios of expens�s per unit of activity. For example, a level of activity 
which is 90¾ of production capacity. the overhead budget is for f 4,600 of whieh t
2,700 are variable and f 1.900 fixed. In th is case, the variable ave rhcads at 1 % 1 eve 1 
of activity would be � 30 (2700 ..;--- 90). Now, if the actual level of activity is 95%, the 
variable overhead would be t 2,850 (95 x � 30) and total overhead � 4,750 ( 1900 � 
2,850). The total costs for any leveJ of activity can be computed on the basis of the 
fo\lo-wing formula: 

Total Cost or TC= e = bx 

Or 
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Fleiiblt Budget Graphs

At 80% Capacity: Fixed Cost? 34,000 (Xl) 

Variable Cost f l ,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 quanticy and/or money 
during the budget period. lt is the most important budget of the ficm and fonns the 
basis oo which all other budgets are built up. For instance, aft�r estimating the 
quantities to be sold, a production budget can be prepared on w.hich again all cost 

·<budgets depend, LiJc.ew.ise, estimates �f cash rece.ipts during -budge.t period �re· b�ed
on sales budg�e : · · ·· ; · •. · 

., .. ,\ 

The preparation ·01: sates budget is the ie.sponsibility of the ..:.ales n.anag�r· �¥ho is· 
assisted by th� budget officer, the a_cco.untanl, arid. the �taf

(
of his own depanment.

.. ,Wtli�e forecasting ��-ih� sales·rna.ni��f��d _c·on,s_i�F,)nitf�l,i'ow.irt_g �ints:, '.. ,:,, : ·.

:· - .. ·: '• .Anu/ysis' of Pas( Sales:.The �end. ir
(

sal'es'c�n.·b�:t$ti�p�red ·bx:�·nal)'sj�g"the past•
sal�s data. The record of past ye�r's sai�s is the :l!10S.t. reliab.l� bas1s for rlie
·obtained_ from �tatistical reports. _P.,rOducea hy trad� journals: and gov-crnment
publications, · · · , ' . ·• . ' • · · · · 

• Market Analysis: Market analysis or ·market research ·is essential 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 don� by the firm's own staff or l:,y using the sources of a firm of
market analysis.

• Reports of Salesme11: Sales estimates can be made accurately by those persons
who are in direct contact with customers. Therefore. saksmeo, travelling agents'
potential and expected sales are considered during the budget period. Howt>ver,
the estimates submitted by them should be scrutinised thoroughly by the sales
manager.

Example: Mr. Devraj manfactures two types of toys 'Raja ) and 'Ranf and sells them 
in Agra and Mumbai market. The following information is made available for the 
currenL year: 

. . 

" 





no operations b:y days, weeks and months. The budget also includes the inveJ)tory of 
fmished goods. The production budget is generally prepared on the basis of: 

• The sales budget

• The production capacity of the fat:toiy

• Tiie 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 at minimum cost !IS 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 tbe quantities to be produced during the budget period by - (i) product­
wise, (ii) department-wise or process-wise, and (iii) p.!riod-wise.

• To maintain the desired inventory levels so thal 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 sales budget may be achieved thereb) .

• To serve as a basis for preparotion of cost budgets such as material, labour,
overhead and plant utilisa1ion budget.

• To estabJish proper co-ordination between sales department and production
department. This will help in preventing the situation of unutilised capacity.

7 .. 16 MASTER BUDGET 

After preparif:ig the separate budgets for a H the' departments or functions, their 
summarised staiemci1ts are transferred to a separate budget, known ·as master-.budget. 

· . Thus, · n,:iaster budget· is a summary budget incorporating its component functional
budgets. R. M. S. Wilson l1as defined a master· budget_ as a consqlidated summary of
all the detailed budgets. According to Rowland and Williams, it is a summary of

· budget schedules in a capsule form for the purpose of presenting �n.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 n profit plan. That is why it takes the fonn of a projected profit and loss account
arrd the balarice sheet. TI1er efore, 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 forure data while financial statements
are summarised historical data.

This budget is prepared by the budget officer, which a�er approval by budget
committee is sent to the Board of Directors for final approval. lf the Board finds the
profit as projected by profit and loss account to be satisfactory, it is accepted as master
budget indicating the fonnal plans of action for the forthcoming budget period.

Master budget ls mainly useful to top management. It is 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





232 Factory Onrhesd 

lnJirect Latx)ur 

Works manager 

fonnan 

Sttir� and �pares 

Oeprr:ciation on machinery 

Light and po�er 

Repairs and maintenan,e 

01her sundries 

A<.lminish·ation, selling an<l 

Distribution expense!; 

Sollititm 

t 500 per month 

f -lOO per month

21/:! % on sales 

t !�,600 

? 5,000 

? 8,000 

I 0% on direct wage5: 

� \4,000 per year 

Master Budget 

Period ...... . 

Sales (as per Sales Budget) 

T<)ughned glass ..... units''!: f .... 
Bent tougl,�11� ilass .... units,�? ... 

Les�. Cost of Production {a!> per cosr uf 
Production Budgcr): 
Direct Material 
Direct Wages ('.�0 , ISO , )2} 

Prime Cosl 

facto!') Overheads: 
Variable: 

l 1�· 
Store and s,,ares (2_ - % on sates}

Light and Power 

Re-pairs 

Fixed: 
Works Manager's Salary 

l Foremen's Salary
Dcpreciatioo
Sundries (J Ql?,i) on direct wages)

Wor'k Cost 
Gross Profit 

? 

20,000 

5,000 
8,000 

6,000 
�.800 

12.600 
3.600 

Less: AJmin. Si:Uin;; and Diwibution o,crheadc; 

4,80,000 
36,000 

5,16,000 

33,000 

27,000 

3,00,000 
5.00,000 
S,00.000 

.5.76.000 
2.24,000 

14,000 
2.10,000 

for recapitulation of the various facc!ts of difterent budgets arc given in the table on 
next page. 
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Administration Estimated selling I Finaoce Past rec-ords ltem-wbe 
Overheads and distribution Manager expected future 
Budget costs for coming changes, 

period, increments of 

l 
staff. funds and 

I other assets and 

I facilities 

Selling and Estimated .selling Sales Mart.et Item-wise. 
Distribution and disttibution Manager information Media-wise, 
Budget costs for coming Pac;{ producr-wise. 

I period. perfonnance Territory-wise 

Cash Budget Budgeting cash Budget Ali fu11ctional 
recejpts and Officer Budgets 
paymenrs, 

Capital Estimated Budget Plant utilisation ltcm-wise 
Expenditure expenditure on Officer on budget 
Budget Fixed Assets lihowing over-

I during the budgel loading. 
period. Requisition for 

new assets or 
alteraiion to 
existing assets 
received from 
various 
deprnment 

Master Budget Summary of all I3udget AIJ functional 
Budgets. Officer Budgets 
Projected Profit 
and Loss 
Account and 
Balance Sheet for ,; 

the budget 
period. 

I 

Example: (Production Budget): Ace Ltd. manufactures three products X,Y,Z. The 
cost occo1.mtant is preparing the annual budget for the next year and he has asked you 

· to production budget for product X, Y, and Z using the data given below:

Budgeted Stock: 

1 S1 Jan- Ne>.1 Year 

31� Dec- Next Year 

All stocks are valued at 

Standard cost price per unit 

Standard .Profit% of selling price 

Budgeted sales (�) 

Normal loss in production 

Product X Product Y Product I.

't t ? 

72,000 54.000 l ,80.000

60,000 57,000 l.00,000

24 !5 20 

20% 25% 16% 

4,20,000 3,80,000 l0,08,000 

10% 20% 5% 





2% concern, it may be made for !ong�term. After determining the budget period, it is
sub-divided in small periods such as quarter, month. week or days. 

2. Forl!casti1tg Cash Flows: After determining the budget period, an estimate is
made of cash inflows and cash outflows during the budget p�riod. Ca-;h inflows in
a business concern, usually, arise from cash sales, collection from debtors' income
from investments etc. while cash outflows result from various expenses incurred
by the finn. These may be purchase of goods, wage!>. interest, dividend �tc.

3. Fore£·asting Cash Requirements: After estimating cash inflows and cash
outflows, the excess or sholiage of cash in various months in ascertained.
Arrangements will be made to make good the shortag�s 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 Mel.hod

7.18.l Receipts end Payments Method 

Under this method of presenting cash budget, consideration has to be g,vcn to AH cash 
receipts and payments expected during the budget period. Henc�, the budget is divided 
into two parts. The first part contains amount of cash re<:eived aod its riming and the 
other part, amount of cash paid and its timings. The method is more suitablt for short­
term cash forecasts. Under this method, the necessary information for preparing cash 
budget is obtained from the following budgets: 

• Sales budget thot reveals cas:h sales but only after adjusting sales figures with the
lag in payment b) debtors to arrive at collection from debtors.

• Purchase budget that reveals cost of pu,-cha<;es but after taking into aceounl ihe
payment to creditors according to the terms of credit given.

• Labour budget that reveals labour �ost but after considering the lag in payment of
wages and salaries to employees.

• Expenditure budget that reveals cash overhead with due consideration for the
time-\ag in the payment of these costs.

• Plant and equipment budget shows cash required for purchase of new t!qujpmcnt
or for repfacement.

• financial budget reveals cash requirements for dividend, taxes, loans. donations
etc.

The computation of cash receipts and cash payments is made as follows: 

Estimating Cash Receipts or Cash Inflows 

The cash inflows or cash receipts during the budget period may arise from operations, 
from non-operating sources and from capjtal transactions. 

1. Cash Receipts from Operations: Th.e most important source of cash receipts from
operations is sales which can be ascertained from the sale� budget. Sales can be
for cash or on credit basis. ln cash of cash sales, cash is received at the time of
sales. On the other hand, in case of credir sales, cash is realised after some time





.238 Soluiimt 

Cash .Budget 
Period of three months ending J11ly, 2002 

Particular 

Balance bid 
Receipts 

Cash colkcicd from Debtors 
Ca�h Availahle (A) 

Payments 
A.cwunts Payable 
Wages 
O"�rbcads 

l')fil\t (10%) 

I Advance Ta\ 
! Balance l.!l'd (A -8)

1 ota! Paymc1,1:1; \ B) 

Working Notes: 

I May 

t 

8,000 
I 

gOQO I 
70.UOO J

36,000 

8,000 
9.500 

..

--

53.500 
16.500 

.June July 

t � 

16.500 IJ,000 

64,tlOO 5&,000 
80.500 11,000 I 
3&,000 33,000 
10,000 8,500 
11,500 9,000 

.. 1,600 
8,000 

--

�7.500 52,100 
13,000 t8.�00 

(i) Customers are allowed one month's credit, hence credit sales of April, May and
June will he realised in the month of May. June, July respectively.

(ii) Payment for credil purchase::; is inade after tw0 months of purchas� hence
purchases for March, April and May wilt be paid in me month of May, June, July
respectively.

Example: From the following panicu!a� make out a cash budget of Chanakya 
Limited from October to Decemhcr. 

Months Sales Pur�.bases Wages & .Expenses 

t r f 

Ju}y (Actual) 3,00,000 !.00,000 60,000 

August (Actual} 3,50,000 t .. 50,001) ?0,000 

September (Actual) 4,00.000 2,00,000 64,000 

October (Budgetl!d) 6,00,000 3,00.000 80,000 

November (Budgeted) 4,50,000 2,50,000 72,000 

December (Budgeted} 5,00.000 2,00,000 60,000 

Other Information: 

(i) Credrt allowed to customers. for� months and form creditors l month;

(ii) Lag in payment of Wages and Expenst:.s ¼ month;

(iii) Advance tax. is to be paid in November� 25,000;

Ov) Insurance @ f 5,000 payable in every month which is not included in the above 
•wages and Expenses';

(v) Machinery purchased in December amounted to f l,50,000;

( vi) l 0% sales and purchases are made for cash;

(vii) Selling commis�ion is payable @ 5% 011 sales payable in the month following
the month of collection;

(viii) The Bank Balance 011 1 �1 October is� l ,00,000.





240 Cash .Budget for the period endtd .....

Opening Casb Balance � t 

Budgeted Net Profit .... 
..... 

Add: ti) Non-cash ttansaciion: 
Depreciation . ..  ♦ •  

A mo1tisat ion .... 
Provision and Reser.es .... 

(ii) Decrease in currcllt Assets ..... 
(i. e Stock. Debiors, 3/R} ..... 

(iii) Increase in Current Liabililies
(iv) Issue ofShare Capital, Debentures .... 

I(v) Sales of rixed Assets .... 

.... . ... 
Less: (i) .Purchase ,)f fixed Assets

(ii) Payment of Dividends ...... .. .... 
(i) Redemption of Debentures & .... 

Preference Share .... 
(ii) Increase in Curre01 Assets

{Debtors, R!R, Stock) . . . .

(iii) Decrease in Current Liabilities
I (.Creditors, BIP. Taxes) . . . .

I 

Ca�h Balance at the end of the yeac 
· •· ·  

Example: From the following inforroation prepare a Cash Budget by adjusted profit 
and los� method: 

� 
Creditors J .34,600 Cash 
Debentures l,47,000 Debtors 
Accumulated Depreciation 1,00,000 Stock 

Equity Share Capital 2,50,000 I11vesm1ents 
Profit and Loss Ak. 2.67,000 

j 
Plant at cost 

8,9& 600 

Forecast Pt'ofrt and Loss Account 
for the year ended .31" December, 2002 

� 
I To Accumulated Dep. Ale 44,000 By Gross profic 

To Adm. & Sell)ng Exp. 20,000 By profit on sale of Jnvest. 
To Income Tax 10,000 By Interest 
To Jn�r�st charges 6,000 
To Loss on sale of Plant 16,000 
To net orofit c/d 3,28.000 

424,000 
To Dividend 20,000 Oy N.:t Profit b / d 
To .Balance c/ d 3,os,ooo I 

3,.28,000 
A.ddition,;il !,formation. 

(i) New plant costing, l .60,000 was purchased during the y<!ar;

f 

36,800 
98,000 

1,23,800 
2,00,000 
4,40,000 
8,98,600 

t 

4,00,000 I 

4,000 
20,000 

4,24,000 
3,28,000 

3,28,000 

(i1) An old plant costing f J ,20.000 and accumulated depreciation of� &4,000 was
sold for� 20.000; 

(iii) Jnvestments costing { 20,000 were sold fort 24.000.





242 charging� 60,000 depreciation and 50% of profit for taxation. Advanc� lncome ta.\ 
payment was estimated to � 90,000. Trade and other Creditors were likely to be 
doubl�d. 5% dividend was to be pajd .and provjsion for 10% divid�nd fo.r next year 
was to be made. Debtor� were estimated to be outstanding for 3 months. Sal�s budget 
shown t 15,00,000 sales. 

Mak� an estimate of cash position at the end of the budget period by preparing 
Budgeted Balance Sheet. 

So/11tio1t 

t 

Share Capital 
Reserv� & Surplus 
Balance 90.000 
Les!-: Dividend 37,500 

52,500 
J Add: prolit after tax 1,05,00Q 

Budgeted Balance Sheet 
As at 31" December 2001 

t 

7,50,000 fi)(ed Assets 
Balance 

Additions 

Less: Dep. 
Current Assels : 

� � 

I 

6,00,000 
30,0QO 

6,30,000 
60,000 5.70,000 

l Les� : Proposed l,57,500 Stock l,20,000 I 
3. 1s,ooo I l Dividend 75,000 82,500 Debtors 

Current Liabilities Advance Income Tax 90.ooo I 
Trade & Other Creditors 60,000 

Proposed Dividend l 75,000 I 

Provision for lncomc Ta:x l 1,05,000
I 

1
Overdraft 82,500

1 (balancing figure) 11,55,000 

I 
1 J,55,000 .. 

Working Notes 

( i) Stock: 80,000 ;,,: 1.5 ;:: ? 1,20,000

( ii) Debtors are equal to three month's sales :,< t 5,00.000 >< 3/J 2,,,? 3,75,000

Check \'nttr Progress 

Fill in the blanks of the following: 

l. lhe progress of preparing and using budgets to achie',/e managem�nt
objectives is called ___ _

'> The budget is a ____ of the projected p)a(l of action expressed in 
quantitative terms and for a specified period of time. 

J. The _____ defines the authority and responsibility of each person
in exact terms and therefore, o,er.lapping of authority is avoided.

4. ____ is the cost which tends to vary in direct proposition to the
volume of output or leve I of activity.

5. A _____ is an estimate of the total production product-wise with
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. 
----
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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. 

Buclgetary Cm1trol: Budgetary control refers to how well managers utilize budgets to 
monitor and control costs and operations in a given accounting period. 

Budget Manual: A budget manual is a document, which contains the essential 
information required for the construction. administration and execution of the budget. 

Fixecl /Judge/: A fixed budget, also called a static budget, is financial plan based on 
the assumption of selling specific amount, 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 rs a forecast of the total sales expressed in qu:mtity and /or 
money during the budget period. 

Prod11ction 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 good':i inventory. 

Master /Judgei: The master budget is th� aggregation of all lowcr-lc'vel budgets 
produced by e company's various functional areas, and also includes budgeted 
financial stoteme.nts, cash forecasts, and a financing pJan. 

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 opernte. 

7 .22 QUESTIONS FOR DISCUSSION 

1. \\-'hat do you mean by Business Budgeting? State the procedure for prep11ration of
a budget by a business undertaking.

2. What is the purpose of Budgeting? Discuss the essentials of an effective
budgeting.

3, On what factors the success of a budgeting syslem depends in a business 
organisation? 

4. "Budget is an essential tool for rnanag1:rs". Explain this stalement 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 unportant changes have taken phlce in the realm of budgeting in India?

9. Write short note on the following:

(i) Budget Manual

(ii) Budget Officer





246 (a) 

Sales Purchases Wages 
Month 

t t 

February 1,80,000 1,24,000 12,000 

March l,92,000 l,44,000 14,000 

April l,08,000 2,43,000 ll,000 

May 1.74,000 2,46,000 I0,000 

June 1,26,000 2,68,000 15,000 

(b) 50% of the credit sales are realised in the monih following sales and
remaining 50% sales in the second month following. Cr('ditors are paid in the
foHo\.\ling month of 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 !'1 April, 2002 and you
are required to prepare an estimate of cash position during the three months, April
to June, 2002. The following information is provided to you.

Sules 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 l,00,000 60,000 8,000 

June 120,000 55,000 9,000 

Other Jnformation: 

(a) Period of credit allowed by suppliers tv,,o 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;

Jneome tax t 25.000 are to be paid in June, 200 l. 

23. A company expects to have t 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 F'Actory Office Selling 

Month [:(penses Expenses Expenses 

� f f t f t 

February 75,000 45,000 9,000 6.000 6,000 4,500 

March 84,000 4S,000 9,750 8,250 6,000 4500 

April 90,000 52,500 9,000 9,000 6.000 5,250 

May 1,20,000 60,000 11.250 l l,250 6,000 6,570 

Juoe l,35,000 60.000 14.000 14,000 7,000 7,000 









250 long-term and shon-tenn basis. Management audit is thus concerned with evaluation 
and appraisal of the control system and infonnalion system in various segments of the 
o rganisatioo.

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 scientific proc:esl> that follows a
sequence of activities, which are logical, structured, and organized.

2. Three parry relation.,;1,ips: The audit process involves three parties, that is.
shareholders, managers, and the auditors.

3. Subject mt1lter: Auditors give assurance on a specific subject matter. However,
the subject matter m11y differ coosiderably, such as - data, systems or proccssc:s
and behaviour.

4. Evide11ce: Auditing process requires collecting tl1e evidence that is, financial and
non-financial data, and examining thereof.

5. £stahlivhed criteria: The evidence must be evaluated in terms of csi..ahlishcd
criteria, which include lnternational Accounting Standards, lnternationa! Finam:ial
Rerorting Standards, Generally Accepted Accounting Principles, industry
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 01her aspects of the 
business. lt is the method of eva!uating lhe wtal efficiency of the management from 
the top level to the lowest level. Therefore, the main scope of management audit is: 

J. Evnluate the Efficiency of the Management: Management· audit evaluates and
appraises the efficiency of the managemen! at o1Jt levels.

2. JmplemeJltation of Principles and Policies of tile Mamtgement: Management
audit reviews whether principles and policies fonnulated by the management have
been successfully implemented or not.

3. Fb,d Vnrimrcer: It detects the variances in eflicitncy with the standJrds set by the
management.

4. Analyze the Reasons for Variances: Management audit analyzes the reasons for
inefficiencies of tl1e management for not fulfilling the targets.

5. Recommeml Suggestions for Improvement: Tt gives suggestions for improvement
in the areas e.g. production, sa!es, pun.-:hase, finance, human resources,
adminis1ration etc.

8.5 NEED AND OBJECTIVES OF MANAGEMENT AUDIT 

Management audil is the total audit of the management i.e. r�vkws how the policies 
of the management have been implemented and its et1iciency 10 execute the policy. 
Therefore, the scope is much greater than financial audit as it examines the all aspects 
of the management. Management audit has some objectives. These are discussed 
below: 





252 entity'� financial statements. The report is written in a standard fonnat, as mandated by 
generally accepted auditing standards (GJ\AS). GAAS requires or allows certain 
variations in the report, depending upon the circumstances of chc audit ,,., .. ork that lhc 
auditor engaged in. The following report variations may b� useJ: 

• A clean opinion, if the financial statements are a fair representation of an entity's
financial position.

• A qualified opinion, if tJ1ere were any scope limitations that were imposed upon
the auditor's work.

• An adverse opinion, iflhe firnmcial statements were materially misstated.

• A disclaimer of opinion. which can be triggered by several situations. Par
example, the auditor may nol be indept!ndl!nt. or thi:re is a going concern issue
with the auditee.

The typical audit report conlilios 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 of 1he entity's financial statements.

An audit report is issued to a user of an entity's financial statem.:nts. The user may rely 
upon the report as evidence thaJ. a knowledgeable third party has 1nvestigated and 
rendered an opinion on the financial statemen1s. An audit �pore that contains a clean 
opinion is required by many lenders before they will loan funds lo a busines-.. lr is also 
necessary for a publicly�held ent\1y to att.ach the relevant audi1 report to its financial 
sl.atements before filing them with the Securitic.� and Exchange Commission. 

8.8 QUALITIES OF A MANAGEMENT AUDITOR 

A management auditor should have the following specific -iualities; 

(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
objecLive, management by exception, management planning and control and the
different budgetary systems, and those of internal control de-vices (viz flow chart,
fiow of work, analysis orworJ;. scheduling, use of computer, etc.).

(iv) Sufficient knowledge and experience in preparing various reports for
presentation.

(v) Genera! understanding of different laws--g,meral laws, company law, tax laws
FERA, MRTP, etc. that affect the functioning or the whole of the organisation.

(vi) Background knowledge about�Engineering, Stacistics. 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. Tc furnish guidance in the development of format and related instructions
pertaining to revenue and expense budgets for each responsibility centre.





254 8. Watch out for inaccurate, incomplete, inadequate and unnecessary reports. forms
and statements.

9. Determine compliance of policies and procedures by checking performance.

I 0. Seek out methods for improvement.

JI. Note areas and functions for greater effectiveness in performance.
12. Be on the lookout for inadequate protective and prevemive. methods.

13. Determine whether or nol responsibilities are being appropriately discharged.

14. Look into the matters of CO!)t-effective utilisation of all resources-human.
physical financial and national, including the scarce resources and utilities of
public nature.

15. Take note of fluctuations in productiun. work-loads and services.

16. Ascertain the ultimate use (i.<!. utility aspects) of each activity, record and report
in order to determine value or necessity.

J 7. Look for provlems, bot1lenecl<s. was1e, unnecessnry 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 MANAGEMENT AUDIT 

Management audit is a comple,, ms� closely linl-.ed with the process of managemem. 
Jt usually involves the following: s\cps: 

1. First step of management auditing is to identify of the o�jectives of the
organisation. Sometimes the ohjecti ves are stated in specific terms but in most
cases they remnin undefined. lt 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 b to be reviewt:d to assess whether it can etlectively
fulfjJI the overall ohjectives and the detailed targets. lf possible, specific
responsibility centres may be idenlified in the organisation.

4. The performance of each functional area or responsibility centre is to be
examined. fo many cnses th.e performance can be expressed in quantitative tem1s.
1t should be compared with the obj€("tives and targets.

5. On the basis of 1he above examination, realistic course of action is to be
suggested. A motivation system is operated wh�reby incentives are given to
various personnd on the basis of the results of the management aodit.

8.12 DJFFERENT TYPES OF AUDIT 

Audits are primarily cla.c;sifkd into the following: 

1. Statutory Audit: Where the appointmenl of the auditors, manner of audit, contents
of audit reports etc. are spccificall1 mentioned in the Ac1, the audit conducted
according to them is called stat\ltory audit. Statutory audit is carried each year by
an auditor, is called stat0tory auditor. In Jndia, the accounts of joint stock
companies, banking companies, insurance companies, co-operative sodeties, trust
institutions are subject to compulsory audit.
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8.13 ADVANTAGES OF MANAGEMENT AUDIT 

There are several advantages of conducting management audit of an organisation. 
When an organisation grows in its volume and ac.tivities, ther� is a need for 

management audit for evaluating efficiency and effectiveness of the management at all 
levels of th� organisation. The advantages and importance of management audit ore 
discussed below: 

t. It evaluates Ejficie11cy of the Management: Management audit is a method of
independent and systematic evaluation of the managemenr activities at aU levels
of management to ascertain lhe functions. efficiency and achievement of the
management V,e. policies) a,,; compared to standards se1 by the company.

2. JI scrutinises uf the P(om,, Policies and Procedure: Management audit helps 10
determine how the management has implemented its plans, policies and procedure
to reach the organisations goal.

3. It lle/pJ for Correction of P/(l.lls, Po/ides 011d Pro,·edure: Through management
audit, it is possibl� 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 ability of the
managers lo take important decisions and helps them to rectify t11e defects.

5. It ussist,r; to Get loan.: Financial institutions who give huge loan to the
organisations are interested to �now the efficiency of the management and the
profitability. Managem<!nt audit certainly gives a guide to them.

6. It ltelp.� to Get Subsidy: Before granting subsidy by the government to any entity
they are interested to know the efficiency and functioning of the management.
Management audit helps in this matter.

7. Ir he(p:;- lO lt1cren.,;e Profitability: Management audit helps 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: 

1. The management audit is 1mdi1 of the management, by the management, and for
the mano.gem�nt. The management auditors are selected by the management itself,
Such auditors may or may not be able to handle the job assigned to them.

2. The managem�nt auditors are generally familiar with the organisation and the
staf

f 

and employees. The personal a�pects cannot be overlooked in such audits.
Some may use- this audit to level the score with someone while other may utilize it
10 favour someone.

3. They are more likely to take the fucts for granted and may not probe inio depth to
investlgate the matter any further.

4. Time and cost constraints may limit the scope, operation and extent of such audits.

5. The managemem audit team as select�d by the management may not look, act and
work as a team. Conflicting interests, attitude and inclination may jeopardize the
entire objective:: of chc audiL





Statulory Audit: Statutory audit is the official inspection of a company's accounts 
typically by an independent body. 

Ex.temal Audil: An external audit is an independent examination of the financial 
statcmenrs prepared by the organisation. 

Internal Audlt: An internal audit is the examination, monitoring and analysis of 
activities related to a company's operations, including its business structure, employ,:;e 
behaviour and infonnation systems. 

8.18 QUESTIONS FOR DISCUSSION 

l. Define management audit.

2. What are \he 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 audi1or's report variations.

7. What arc the qualities ofa management auditor?

8. Discuss the advantages and disadvantages of management audit.

9. Highlight the three broad functions of a management auditor.

I 0. Explain the working procedure of management audit. 

11. Compare and contrast Internal and external audit.

12. What is integrated audit?

Check Your Progress: Model Answe..-

1. Three

2. Standard

3. EJi.ternal

4. Compliance

5. Audit

6. Operational
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9.1 INTRODUCTION 

Responsjbility accounting is an underlying concepl of accounting performance 
measurement systems. The basic idea is that large diversified organisations are 
difficult. if not impossible to manage as a single segmem, thus they must be 
decentralized or separated inio manageable parts. These pans or segments are- referred 
to as responsibility centres that include: Revenue centres, Cost centres, Profil centres, 
and Investment centres. Responsibility accounting is appropriate where top 
management has delegated authority to makt: decisions. The idea behind responsibility 
accounting is that each manager's perfonnDnce should be judged by how well he or 
she. manages r.hose items under his or her control. This approach allows responsibility 
to be assigned to the segment manager� tha, have the greatest amount of influence 
over the key elements to be managed. TJ-iesc elements include revenue for a revenue 
centre ta segment that mainly generates revenue with relatively little costs), costs for a 
cost centre (a segment that ge ncraies costs, but no revenue), a measure of profit.ability 
for a profit center (a segment that gen�rates 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 conlro ls the acquisition and u Li I izati on of assets, as wet I as revenue 
and costs). 

9.2 RESPONSIBILITY CENTRES 

The concept of responsibility accounting has emerged to accommodate the need for 
management informatio n at a more specific level of detail than can be provided by 
financial aceountjng procedures. Responsibility accounting attempts to report results 
(actual perfonnance) in such a way chat: 

I. Significant variances from planned performance can be identified.

2. Reasons for variances can he de1em1inecL 

3. Responsibility can be fixed.

4. Time!y action can be taken to correct problems.

Under this approach, pertinent costs and revenues are assigned to vDrious 
organisational units - departments, bureaus, and programmes - designated as 
responsibility centres. A decentralized environment resuli"i in highly dispersed 
decision making. As a result, it is imperative to monitor and judge die effectiveness of 
each manager. This is easier said tban done. Not all units are capable of being 
evaluated on I.he 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 
tenned a "responsibility centre." To aid performance evaluation it is first necessary to 
consider the specific character of each responsibility centre. Some responsibility 
cenlres 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 Lhe smallest s:�gmcnt of activity or area of responsibility for which 
costs are accumulated. Obviously mos! business units incur costs, so this alone does 
not 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. 





262 Example: An example of an investment centre is a corporate division responsible for 
project investments. 1-!ere. the manager is responsible for the investment which 
includes all the revenue, costs amJ investments (invested capital or assets). 

Outside of relatively large corporations, 1.he cosi centre is the most common building 
block for responsibility accounting. In fact, the- terms cost centre and responsibility 
centre are oft.en used interchangeably. 

9.3 CONTROLLABILITY CONCEPT 

An underlying concepl of responsibility accounting is referred to as controllability. 
Conce-ptually, 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- bccaus� of the system variation is present in all 
systems. Attempts 10 apply the controllability concept produce responsibility reports 
where each layer of mamigement is held responsible for al! subordinate management 
layers. The manager� thus, should take care of certain essential elements to ensure 
adequate responsibility accounting. 

• Relewmce: The convention of relevance emphasises the fact that only such
infonnation should be made available by accounting as is relevant and useful for
acbiev ing its objectives.

Example: Business is interested in knowing as to what has been total labour cost?
It is not interested in knowing how mucb employees spend and what they save.

• Objectivity: The convention of objecllvity emphasises that accounting information
should be measured and expressed by the standards which are commonly
aceeptable.

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 cnn be sure about the price which will prevail in
future.

• Feasibiliry: The- convention of feasibility emphasises that the time. labour and
cost of analyzing accounting infom,ation should be compared vis-a-vis benefit
arising out of it.

Ex.ample: The cost of 'oiling and greasing' the machinery is so small that its
break-up per unit produced v,ill be meaningless and will amount to wastage of
labow· and time of the accounting s1aff.

9.4 ACCOUNTING CONCEPTS 

Responsibility accounting is based on certain concepts. They are utmost imponant to 
be followed while accounting the responsibility. A detailed discussion on each of them 
is as follows: 

9.4. l Accounting Period 

Though accounting practice believes in continuing entity concept i.e life of the 
business is perpetual bur still it has to report Lhe ·results of the activity undertaken in 
specific period (normally one year). Thus. accounting tries to present tJ1e gains earned 
or losses suffered by the business during !he period under review. Normally. it is the 
calendar year ( J '1 January to 31 "" December) but in other cases it may be financial year 
( l '1 April to 31" March) or any other period depending upon the convenience of the 
business or as per the business practices in country concerned. 





264 questioned, still the a.1tematives suggested incorporating the changing value of money 
in accounting statements vi;;., Current Purchasing Power method (CPP) and Currenl 
Cost Accounting method (CCA) are in evolu1ionary stage. Therefore, for the time­
being we have to he content with the ·stable monetary unit' concept. 

9.4.6 Cost 

This concept is closely relared to t.he going concern concepl 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 accolmting of this asset during the 
subsequent period. This 'cost' should not be confused with 'value'. 

It musl be remembered that as the real worth of the assers changes from time to cime. 
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 I.hey can be sold. Though 
the assets are recorded in the books at cost. in cour.;e of lime, they bt:come reduced in 
value on account of depreciation charges. In certain cases. only the asselS 
like 'goodwill" when paid for will appear in the books ot cost and when nothing is 
paid for. it will not appear even !hough 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 the correct measuremem 
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 transactioo5 
should be rec.orded at cost rather than at a subjective or arbitrary value is known as 
Cost Concept. With the passage of lime, 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 11ccoun1.ants and 
they continue tn value them in the balance sheet at historical cost. The principle of 
valuing the fixed asselS at their cost and not at market value is the underlying principle 
in cost concept. Ac1:ording to them, the current values alone will fairly represent the 
cost to the entity. 

The cost prirn.:ip_le is based on the principle of objectivity. TI1e supponers of this 
method argue so long as the us�rs of the financial statements have confidence in the 
sf11tements. there is no necessity to change this method. 

9.4. 7 Consen'atism 

This concept emphasises that profit should never be overstated or anticipated. 
Traditionally, accounting follow.'. the rule "anticipate no profit and provide for al I 
possible losses. 

Example: The closing stock is valued at cost price or market price, whichever is 
lower. The effect of the 11bove is that in case mark.ct price has come down then provide 
for the 'anticipated loss' but if the market price has gone up then ignore the 
·anticipated profits'. Critics point out that cons�rvation to an excess degree will result
in the 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 





266 Cll(�Ck You,· Pro"n.·ss 

Fill in the blanks of the following: 

1. A _____ is a unit within an organisation that is responsible for
generating revenues.

2. A _____ is pan of an organisation 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 only has
profit responsibility but also some iJlfl uence on capital expendirures.

4. A manager should only be held responsible for thosl! aspects of
pcrfonnance that he or she can

----

s. Conservation lo an excess degree will result in the creation
()f

-----

6. Responsibility accounting is appropriate ,.vhere top management has
____ authority to make decisions.

9.6 LET US SUM UP 

• Responsibility accounting is a concepl of acww11ing pt:rfonnance 1ncasuremenr
systems.

• ·11ie basic idea under responsibility accounting is thal large diversified
organisations are ditlicult. if not impossible to manage as a single segment.

• Thus. they must be decentralized or separated into munag�abk parts.

• These parts or segments are referred to us responsibility centres that include: cost
centres. profif centres and investment centres.

• This approach allows responsibility to be assigned to the segment manag,us tha1
have the greatest amoun1 of influence over the key elements to be managed.

• There are many advantages and disadvantages of responsibility accounting.

• The benefits exceed the limitations, thus rendering responsibility accounting a big
space to settle in.

9.7 LESSON END ACTIVITY 

Analyse different cenlres of a food chain of your choice and categorise them into 
various types of responsibility centres. 

9.8 KEYWORDS 

Cr,st Centre: A cost centre is part of an organisation that does not produce direct profit 
and adds to the cost of running a company. 

Investme1tt Centre: A unit within an organisation whose manager not onty has profit 
respMsibility but also some influence on capital expenditures. 

Profit Ce,itre: It is a segment of a business for which costs, revenues, and profits are 
separately calculated. 

Revenlle Centre: Unit within an organisation that is responsible for generating 
revenues. 
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tlow at regular intervals so that international needs of different managerial levels 
are met at a proper time. 

Flow of information is a continuous activity and affects all levels of the 
organisation. fnfonnation may flow upward, downward or sideways within an 
organisation. Orders, instructions, plans, etc. may flow from top to bottom, 
Reports grievances, sugges1ions, 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. 

Proper Timin,:: Since report.!> are used as a controlling device U1ey should be 
presented at the earliest or immediately aft�r the happenings of an event. The ti me 
required for preparation of reports should be reduced to me minimum; for routine 
repons the period should be known and strictly adhered to. It will be a waste of 
time and effort to prepare information that is too late to be of any use. The 
absence of information wh�n needed will eirher mean wrong decisions or fe011ent 
of decisions on matters that may be urgent in nature. 

GovernmMl 

UniOll 

Customer and public 

Top rnanagemi,nt 

l i
Mtddkl management 

i t
Lo...-er m:!lnagemen1 

(Flow of information and reports) 

·Reports flow lrom bottom lo top

·1n1orma11on m11y flow
upward. downward or
sideways

Figure IO. I; f1ow of Information and Reports 

J. Accurate lnforma#on: The information should be as accurate as po.ssible.
However, me degree of accuracy may differ in different repons. Sometimes, pan
infonnation may he supplied a� a guide for future policy making, so lhe degree of
accuracy may be less. The wpply of exact figures may involve a problem of
understanding. Accurac.:y should also not involve excessive cost of preparation nor
shou Id be achie veJ al the sacrifice of promptness of presentation. ft w i 11 be better
to have approximate ftgur�s at a proper time than ddayed information prepared
accurately.

4. Basis of Comparison: Tl1e 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 a1.11horiry will be able to make use of
comparative figures while making a decision. Corrective measures can also be
initiated to improve upon past performance.

5. Reports sl,ould be clear and simple: The i11forrnation 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 arpendix or separale chart should be attached to it. The
method of presenting infonnation �hou!d be such thal it attracts the eye and
enables the reader to form an opinion about the information. The graphic
presentation of information wi 11 enable the readerlo find out the lrends and also to
determine deviations more quickly thttn in other methods. The arrangement of





2n I. Good Form and Content: Following points are important in this respect:

(a} Report should have a suggestive title, headings. sub-headil)gs and paragraph
divisions. 

(b) ln case statistical figures are to be quoted in the report. only the significant
totals may b� given in the body of the report. The other statistical details
should be givi;-n in the appendix.

(c) The report should contain facts rather than opinions. ln case certain opinions
are expressed, they should be logical sequence of facts presented in lh� report.

(d) In case report is in response to a request or letter, cross reference of such
request or letter should be given.

( �) The repon should bear the date on which it is pot. The names of the persons to 
whom r.he report (or i(g copies) is/ are to be .sent should also be mentioned on 
the top. 

( f) The obj('(;ti ves of the report should be perfectly served by the coments of the
report.

\g) The conl�nts should ro,1ow a logical sequence: 

(i) The summary of present position.

(ii) The course that might he taken and the expected results.

(iii) The recommendations and reasons for their submission.

2. Promptnes!;: 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 l'Cport is mad.e, 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
promptne�s.

ln order to increase utility of collecting fhc requisite info1ma1ion following steps
may be 1aken:

(a) A propt:r record-keeping system, tailored information according to the
requiremenlS of submission of different repons, should be established in tht!
organisation.

(b) Jn order to avoid clerical errors and increase productivity, mechanical
accounting devices may be used.

(c) Requisite work should be allotted according to departments in order to prevent
boltlened,s in reporting.

(d} Employee� may be asked to repon imrn�diately about any abnonnal or 
extraordinary situation. 

3. Comparability: Reports are also meaot for comparison. This is possible only when
infom1ation contained in the report is placed in some perspective, i.e., time norms
or standards. Figures should he given for some previous period such as "last
month" or ''some month for the last year,'' etc. Actual figures may also be placed
sid� by side with corresponding budgets, standards or estimates. The objective is
to highlight significant deviations from previous periods or standards or estimates.
The principk of 'management by exception· should be applied whjle drafting
repom. Trivial variations need no1 be reponcd.

4. Consistency: Consistency is closely !inked \\-ith comparability since comparison
is possible only when the reports are prepared and information embodied in the





274 (ii) Efforts should be made to avoid duplication of work. Journals, ledgers, etc.,
should be designed in a way that "control data" is availabk- without additional
analysis.

(iii)Codification and mechanisation should oe extensively used. They greatly help in
speeding up of reports.

(iv} Accounts for a period should be closed a few days before tht! close of the period. 
For example, accounts relating to month of June 30111 may be closed on the I 51h 

June. The period from l 51
" June to 3061 June ma)' be used for processing the data 

and the r�ports may be .sent on l si July. 

(v) ln case actual data are not readily avaBablc, the ;n1�rim estimates may be u:;ed in
their place. The quality of reports in suc.h a case would d�pend 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 furure.

10.7 KINDS OF REPORTS 

There are several ways of cJassifying the reports. Some of the i.mportam bru;es on 
which reports are classified are as follows: 

• According to purpose

•·· External reports

❖ I ntema 1 reports

• According to period

❖ Routine Reports

❖ Special R�ports

• According to function

❖ Operating Reports

❖ Fina(lcial Reports

10.7.1 According to Purpose 

Following are the types of report according to puqx:ise: 

E:xtema/ R<!port 

The reports meant for persons outside lhe business that is to say the shareholders, 
bank.ers. financiaJ institutions, etc., are cemled as External Reports. The example of 
such repons is the published annual reports {i.e., the income stat�ment, balance shed, 
elc.,) of companies. Copies of such reports are to 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 reports are expected to 
conform to cenain minimum standards of disclosure and disclose certain basic details. 
In fndia, Schedule V1 to the Companies Act provid� for such disclosure. Thus, in our 
country, il is the govemmeot which has taken the initiative to protect the interests of 
the investing public from mischievous management. 

Internal Reports 

Internal R4;'ports a:re the reports meant for di.fferem levels of management. These are 
not public documents. They generally do not have to conform to any statutory 
standards. The sha�, size and nature of reports depend on the recipient of the 





276 appraise their perfonnance. Thus, 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 l. Weekly r�port of idle time and idle capacity-department-
wise.

2. Weekly repon of scrap- -department-wise.

3. Weekly report of production costs.

4. Weekly production statement showing quantity budgeL.ed,
quantity produced. orders ourstanding.

Sales Divisional 1. fortnightly report of budget.:d and actual sale-area-wise
Manager and product-wise.

2. f0r1nightly report of crt!dit collections, outslanding and
bad debts.

3. Fon-nightly repon uf orders l:iooked, orders executed and
orders outstanding.

4. Fortnightly report of stock position.

3. Report Meant for Junior Level Management: This level of management consists
of foremen, superintendents, etc., who are inter�sted in reports which will keep
them abreast of progress of jobs under 1h.;:ir charge.

The following is a list of repons which will :,uir 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 repoit.

3. Daily report of production-budgeted and ocrual.

Sales Area I. Weck ly report of sales--salesman-wise.
Superviso� 

2. Weekly repoIT of orders booked, executed and outstanding.

3. Weekly report of credit collection�. outstanding and bad debts.

The following is a list of some other r�ports that would be helpful to the 
supervisory level managemt:-nt in the successful operatioo of budgetary control 
system: 

Table 10.4: List of Reports at Supervisory Level 

Sales L Sales force progres� of work 

2. Sales promotion work

3. Exports

4. Publicity and advertisement

5. Cost of sales

6. Efforts to be made to cover Iowa- actuals

Production I. Inventory

2. Work-in-process

Contd. 
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l O. 7.3 According to Function

Following are the types of reports according to function: 

Operating Reports 

These reports provide information about the operations of the company at different 
functional levels. They c,m be classified into the following three categories: 

l. Co11trol Reports: This repon helps in controlling different activities of the
organisation. They provide facts properly collected and analysed to suit the
different levels of managi:ment. They become a routine affair in the organisation
and, therefore. they are a �on or routine reports. The various types of Control
Reports needed by the different levels of management have been explained under
Internal Repons.

The pcriodicily 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 increao;cs with decrease in the time interval and decreases
with increase in the lim� interval. Thus. as far as practicable these reports should
be for a shoner duration.

2. information Reports: These reports provide useful information for planning and
policy formulation for the future. Such reports c.an take the form of Trend Reports
and Analytical Reports. Trend Reports provide information in a comparative fonn
over a period of time. Oraphi1: representation can be effectively used in Trend
Reports. On the oth�r hand, Analytical Reports provide information in a classjfied
manner so that one can irlentify the significant factors. For example, the
composition of differenr elements of cost of a product can be d�picted in the form
of a histogram so as lo help in identif:ving the share of each element of cost in totai
cost of the product.

3. Venture M�asuremellt 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.

Fi111mci1J/ Reports 

Financial reports provide information about the financial position of the• co.mpaoy. 
They can be classified into two t:atcgorics. 

) . Static: Rt!pon ... : Sratil.: Reports disclose the financial position on a particular date. 
The Balance Sheet of a business is an example: of a Static Repon. 

2. Dy,uunic Repons: These reports disclos� lhe movement of finance during a
specified period. Funds flow slatement cash flow statement etc., are the examples
of financial re-ports.

10.8 REVIEW OF REPORTS 

Constant review regarding the utility of different reports should be done so that no 
executive is starved of information and no executive is fed with unwanted data. In 
other words. a report should neither be a burden to the sender nor a nuisance to the 
receiver. lt will be appropriate for each executive lo ask himself the foltowing 
questions regarding each of the reports submitted to him: 

(a) ''Do I want it?"

tn case the answer is 'No', he need no1 ask any further questions.





2BO conveyed to their supenors. Thus, good reponing is nl!cessary for effective 
communication. 

• There are 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

❖ A,xording to period: Routine Reports and Special Reports

❖ Ac.cording to function: Operating Reports and Financial Reports

10.10 LESSON END ACTIVITY 

Critical!} examine djfferent types of Management Reports and their relevance to the 
banker. 

10.11 KEYWORDS 

.Management Reporting: The process of providing infonnation to the management is 
known as management reporting. The reports are regularly sent to various levels of 
management as to enable in judging the effectiveness of their responsibilit)' centres. 
These reports al so become a base for taking corrective measures, if necessary . 

.Reporr: Report is a form of statement that presents and examines facts relating to an 
evenL problem, progress of action, state of business alTairs etc. and for the purpose of 
conveying information, reporting findings, putting forward ideas and making 
recomrnen<latioJlS as the basis of action. 

Jnformativn: The communication or reception of knowledge or inlelligence­
infonnal ion in a sentence. 

fobulate,I Statistics: The process of placing classified dara into tabular fonn is known 
as tabulation. A table is a symmelric arrangement of statistical data in rows and 
columns. Rows are horizontal arrangements whereas columns are vertical 
arrangements. 

Ac:c(ltmting .Ratio.f: An accounting ratio compares TWO aspects of a financial 
statemen1. such as the relationship ( 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. 

External Reports: An External Report is a kind of organisational report which is 
i nt<!nded for use of outside people or for outside circulation. 

lnternal Reports: internal reporting involves the compilation of finMciaJ 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 Reports: Operational reporting is intended to support the day-to-day 
activities of the organisation. 

Fimmcial Reports: Financial reporting is the process of producing statements that 
disclose an organisation's financial status to management, investors and th.:; 
government. 



10.12 QUESTIONS FOR DISCUSSION 

1. What <lo you understand by the expression 'Reporting 10 �fanagement'? Discu<ss
brien.i the matter.. that you would deal wi1h whik- r�porting to the Board of
Directors.

2. What is Spe.cial Report? Why is it prepared?

J. What ure the guiding principles relating to fht". preparacinn of management
reports?

..J. \Vhat are ubje.;1i ves of financial reporting of busini:ss enterpri:.-e!-i? 

5. D�scritk: in brii:fthe needs of different levels of m:magement and point nut clearly
a5 to how the system of reponing can satisfy.

6. Explain the importance of the Management Reporting System fur □ banker.
Enumerate five: such repons.

7. Suggest some principles for preparing a good reporling system.

8. Only an efft"ctive infonnation system can provide: managers wi1h bolh internal and
ex 1erna) in form at ion that is timely and accurate. Discuss.

Check Your Progress: Model Answer

1. Reponoo
., Performance-·

3. Graphic

·I. lntemal

5. Middle level

6. Venture Measurement
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