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UNIT-1

AN INTRODUCTION TO MANAGEMENT ACCOUNTING

P————
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114 Let Us Sum Up

1.15 Unit End Activity
.16 Keywords
1.17  Questions for Discussion

1.18 Reference

1.19 Suggestzd Readings ’

1.0 AIMS AND OBJECTIVES

After studying this lesson, you should be able to:

e Explain the conicept of management accounting, its scope and importance
e Understand the nature and characteristics of management conirol system
e Discuss the role of management accountant

e [xplain various objectives of Management Accounting



e Describe the real time applications in taking decisions over the intricacies of the
various accounting viz financial accounting and cost accounting

1.1 INTRODUCTION

Management accounting as a new branch of accounting is of recenmt origin. Firtanciat
accounting recorded business transactions on double-eptry basis and helped
ascertainment of profit or loss fer the given pertod and valuation of stock of asseis and
tiabilities on a given date. Financial accounting enabled the concern with the liabilifies
and sateguard the assets entrusted and therefore was also Known as custodial or
stewardship accounting. Basically meant for consumption of owners. creditors.
statutory authorities, the reporting was for a conccm as a whole. Management
aecounting ts the aceounung system for making decisions of the business enterprise.
Management aceounting furnishes the necessary informatioa to assist the business
enterprise 1o make rational decisions through the development of poticies and
procedures in order to meet the day 10 day commitments of the enterprise.

1.2 DEFINITION OF MANAGEMENT ACCOUNTING

The terrm “Management Accounting’ refers to accounting for the maragement.
Management accounting provides necessary information to assist the management in
the creation of policy and in the day-to-day operations. It enables the management to
discharge all is functions ie.. planning, organisation, staffing. direction and contro!
efficiently with the help of accounting information.

The foljowing are some definitions of management accounting:

"Managzement accounting is concerned with accounting informurion that is usefud to

management."”
—R.N. Antony

"Management accownting is the presentation of accounting information in such a way
as ro assis{ management in the creation nf policy and in the day: 1o day operations of

an undertaking.”
—Anglo American Counci! of Productvity

“Any form of accounting which enables a business to be conducied more ¢fficiently.”
-—Institute of Chartered Accountants, England

"Management accounting s the ldensijication, measurement, accumulution, analysis.
preparation,  interpretation and communication of informarion that assists the

executive in fulfilling organisational objectives. ™
—C.T. Horngren

“The application of accounting and statistical techniques ro the specific purpose of
producing und interpreting informotion designed 10 assist management in its function
of promating maximum efficiency and in envisaging. formulaiing and co-ordinating
future plans and subscquently in measuring their execution.”

—~—Associatien of Cerified Accounwants

“Manageraeni accounting is concerned with accouniing information which is useful to

management.”
—-Robert Anthony

“Managemert accounting is the presentation of accounting information in such a way
to assist management in creation of policy and in the day-to-day operation of the
undertaking. "

—Anglo American Productivity Report



"More intimatc merger of the two older professions o munagement and accownting
meany for their satisfuction,
—Smith

"These are information generated by accountanis for managors.”
—Anonymous

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

1.3 OBJECTIVES OF MANAGEMENT ACCOUNTING

The objectives of management accounting are given as following:

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

e To prepare budgets covering al} functions of a business, v, production, sales,
research and finance.

e To analyze monetary and non-monetary transactions,

® To compare the actual performance with plan for identfying deviations and their
causes.

® To inmerpret financial stalements to enable the management 1o {ornalate future
policies,

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

® Toarrange for the svstematic allocation of responsibilities.
® To provide a suitable organisation for discharging the respousibilities.

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

The above information can be stated more cicarly by the following diagramimatic
representation.

Prowiding Inlonmation Parucipatirg, 10 lhe Management Process

L .4

Responsiblities

Planning, { Evaluation ] Controlling, Assunng accounlability

Principal Admaties

Falernal reporling,

Repo- | Inierpretation § Resource | Information syslems | Technological Verifi. Admini-
rting management development implementation cation siration
Processes

Anglysis Picparation and | Commumication

interpretrion

Identiflication ‘ Measurement F‘Mcumulatlm

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

ACCOUNTING

The scope of mansgement accounting is very wide. 1t includes within its fold all
aspects of business operations. The following areas indicatc the scope of management
accounting:

Financial Accounting: Financial accounting provides bistorical information. 1
forms the basis for future planning and {inancial forecasting. A properly designed
financial accounting system is a must for securing full contro} and co-ordination
of business operations.

Cost Accounting: Cost accounting provjdes various techniques of costing like
macginal costing, standard costing, operation costing. eic. These techniques play
an important role in assisting the management in the formutation of poticy and the
operations of the undertaking.

Budgetary Control: This includes framing of budgets, comparison of actual
performance with budgeted performances. computation of varinnice, finding out
their causes and suggesting remedia) measures.

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

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

Stasistical Methods: Statistical 100ls Jike graphs, charts, index numbers etc., are
used for preseatation of information to various dcpartments.

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

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

Inrernal Audit: This refers (o the establishment of a suitable intemat audit system
{or internal control.

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

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

The scope and ambit of management accounting is wide. 1 encompasses financial
accounting, cost accounting, operations research, economics, statistics, behavioural
science, managemeat technyques and computer science.

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

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

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

Price fixing, dumping and weatment of sunk costs are econolnics.

Regression analysis is from statistics.



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

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

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

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

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

1.5 CHARACTERISTICS OF MANAGEMENT
CONTROL SYSTEM

Financial accounting has 2 history of five centuries, and has developed its principles
long back and is totally standardised now. But management accounting has a history
of only four to five decades and is evolving its principles gradually. The author has
outlined the conventions which are essential from the standpoint of study of the
rmanagement accounting,

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

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

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

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

1
An [ntroduchion ko
Management Accounling



o Management by Excepfion: This is a principle of management according to
which the information piven 1o top management is minimised by traosmitting only
such information which needs decision by the management. The information
relating to the ‘variance’ (diflfereuce betweea set standards and actual
performance) is also transinitied to the 10p management for their perusal. This
type of giving only processed information to the top management helps them in
taking sound managerial decisions.

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

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

e Information Biending: Another convention foflowed or to be followed is that as
far as possible information abuined from functional areas are to be integrated ot
blended to make available the comprehensive and inter-rejated information 1o the
top management, in order to take sound managerial decisions.

e Application of Information of Selective Basis: Afthough large quantuty of
accounting and othcr information was collected, while adopting the data for
mterpretation, it should be made on a selective basis. For this, data should be
processed and oply relevant intormation should be supplied to the management.
Hence, data processing is another practice or principle of management accounting.

® [Ferecasting Ability: Another principle or convention t0 be followed by the
management accounting is that it should be capable of foreseeing the problems
and avoid them as far as possibic. This needs creativity and vision on the part of
managemeni accountaani. Tools like budgetary comirol and standard costing are
given importance n this coniext, They are used as cost eftective tools and with
their belp, the management can develop forward looking approach.

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

o Data Feeding: it is the objeciive of management accounting to feed the
accounting data, required tor dccision-making purposes. The information to be
supplicd to the top management should be pracessed by the management
accauntant. Only relevant daia are to be supplied.

e Lfjiciency: Another objective of management accounting is 10 increase the
operarienal efficiency of the enterprise. The management accountant by
processing the data makes it more meaningfi:l and supplies the same to the top,
which opens up new vistas to take sounid managerial decisions. Thes increases the
overall efficiency of the organisation.

® Control: One vial function of inanagement is to control the activities in the
organisatien, to see that performance of each functional area is achieved up to the
set standard. The objecti ve or task of the management accounting is te direct al
accounting efforts towards the control of the destiny of the entecprise. This means,
every operation of the business entcrprise will be controlled through certain
technigues like budgets or by adopting “internal check™ system (automatic



checking of operation without the knowledge of one ancther) fo run the
organisation smoothly.

e Avoid Guesswork: Efficient and sound working of an organisation cannot proceed
on guesswork. Precise and exact accounting information should be made available
to the top management to formulate policies. Hence, the objective of management
accountant is 1o eliminate the element of intuition and guesswork from business
decisions and provide exact accoumting information to the management. Valid
information is provided with the increased use of tools of management
accounting. It provides techniques for useful interpretation of accounting data and
avoids guessworh and develops realistic information in respect of future
transactiong,

e Motivation: The management accountant in the process of obtaining relesant
accaunting and other data deals with the concemed persounel. These personnel
engaged in ditferent operations of the orpanisation should be made to work
effectively. The objective of management accounting in this context is 1o provide
methods (o generate and sustain appropriate motivation amongst the workers.
Leadership qualities too have 1o be developed at different levels of management.
Manayers should develop diagnostic techniques fo improve the economic
performance uf the orpanisation. All this has 1o be assisted by management
accountant.

o Maxinumn Utdlisation of Resources: Every enterprise always aims at profa
maximisation. To achicve this objective, the scarce resourves of the organisation
are 1o be profitably employed. The allocation and use of resources require skill.
The employmeni of funds in different functional areas of the organisation also
rcquires the identification and assessorent of exact (und requirement of each
department. The aflocation of resources is a complicated task. The managemen
accourtant obtains the information, assesses the fund reguirement of each
department and helps the top management in scientific allovation of scarce
resource and {ollows the track for maximum utilisation of these scarce resources,
Thus, another objective of management's accounting is to utilise the scarce
resources in an optimal way.

From the above, 1t ts crystal ciear that the objectives of mapagement accounting with
tremendous growth of industrial activity, increasing severity of competition and
complexily of technical process, management accounting has gained momentum and
is helping in solving the complicated production and business problems. It
encompasses all operations of an enterprise right from planning, organising. directing,
communicating, to controlling, aims at processing and interpreting financial data,
provides uue processed data to the top management to take sound managerial
decisions. s main object is 1o broaden the services of accounting to managemen. and
eliminate guesswork. [t also has the objective of opening new lines of thought on work
measurement. {t provides meaningful accounting data to all Jevels of management and
equips them to apalyse accounting data. The limitations of financial accounting have
been overcome by management accounting, However, the sublect is still in its infancy
and has cenain limitations,

1.6 IMPORTANCE OF MANAGEMENT ACCOUNTING

The importance nf management accounting is summarized below:

e flelps in Decision-making: Management accounling helps in dccision-making
such as pricing, make or buy, acceptance ol additional orders, setection of suitable
product mix. etc. These impartant decisions are taken with the help of marginal
vosting lechnique,
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e FHelps in Planning: Planning inclodes profit planning, preparation of budgets,
programmes of capital investment and financing. Management accounting assists
in planning through budgelary conirol, capital budgeting angd cost-volume-profit
analysis.

e Helps in Organizing: Management accounting uses vatious tools and techniques
like budgeting, responsibility accounting and standard costing. A sound
organisational structure is developed 10 facilitate the use of these techniques.

e Facititates Communicution: Management s provided with up-to-date
information through periodical reports. These reports assist the management i the
cvaluation of performance and control.

o Helps in Co-erdinating: The functional budgets (purchase budget, sales budget.
evcrhead budger etc.) are integrated into one known as master budget. This
tacilitates ctear definition of depastmental goals and co-ordination of their
activities,

e Evaluation and Control of Performance: Management accounting is a
convensent too} for evaluation of performance. With the help of ratios and
variance analysis, the efficiency of departments can be measured. Management
accounting assists the management in the {ecation of weak spots and in taking
COTrective ackions.

e [uterpretation of Finenciul Information: Management accounting presents
information in a simple and purposeful manner. This facilitates quick decision-
meking.

&  Economic Appraisal: Management accounting inctudes appratsal of social and
eceromic forces and pevernment policies. This appraisal belps 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 organisahon. His
main job in the organisation is planning and control.

Planning is of two types. One is a short-term plan ksown as a budget. A budget s a
quantitative expression of management’s short-term intentiens. Budget serves also as
a tool for coordinating the various activiries and to the extent the actuals compared to
budget works as a tool of control.

The other type of planning is called Jong-term plan or corporate ptan or strategic plan.
This type of plan is ysually prepared for three to five years. Long-lerm plans indicate
the inanagement’s tntent where the organisation should reach ja that time span. By a
series ol budgets, fong-term plans are reached.

It is the responsibility of the management aceouniant to prepare both the type of plans
and waich Lheir actuat performance. For this purpose, he has to re-classify the
accounting data and assemble them to suit the user department’s need. He alse has to
scan the environment for external informatien. He has 10 be particularly careful of the
performance of his competitors and try and obtain information about iheir long-term
Stratepy.

The management accountant should arrange for various reviews of the budget and
corporate plan m order to take action on deviations. If the deviation or variances are
seasonal he mnay not tzke steps to correct the pians; otherwise he should modify the
plan in consultation with the top management.



The management accountant will undertake a number of special sudies for capital
cxpenditure; make or buy decisions. lease or buy decisions.

Tt will be the responsibility of the managemeni accountant 1o establish a good system

for the use of manngement. devise all paper work and prescribe the periodicny of

reporis and maoner of submisston,

We have already seen the management accountant’s role as a purely staff function, in
relation 1 other departments. In vicw of the great use of management accounting, the
controller now attends al) importani poficy mectings and participates. As one [oreign
publication has stated, “the mamagement accoumtant participates as the part of
managemeni in assuring that the organisation operates as a unified whale in irs long-
run, intermediate and short-run best interests.™

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

1.7.1 Future of Management Accounting

Management accounting is still in its infancy and is playing a secondary role, Many
concerns in India are content with financial accaunting due to 1he ignorance of the
benelits of management accounting. They spend lot of time and manev in gathering
information each time classifying and re-classifying the past data. By the time they
could decide, many chanpes take place making the data galhered obsolete.

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

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

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

Realizing the importance of management accounting to the business, many accounting
bodies have included the subject of management accounting in their course
curriculum, Special seminars and conferences are held for continuous education. With
the coming of Foreign Institutional Investors (F11's) and Overseas Commercial Bodies
{OCBs) to india, their knowledge in this area will be available to us. The future of
management accounting seems to be promising and rewarding.

1.8 FUNCTIONS OF MANAGEMENT ACCOUNTING

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

o Forecasting: Making shori-term and long-term forecasts and planning the future
operations of the business.

e  Organising: Organising the human and physical resources of the business. This is
done by assigning specilic responsibilities to diflerent people.
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e Co-ordinating: Providing different 100ts of co-ordination. Examples of such roots
are budgeting, financial eeporting, financial analysis, interprewation, etc.

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

e Aaalysis and Interpretation;: Analyzing and interpreting financiat data in a simple
and purposeful manner.

o Communicesing: Communicating the results of business activilics through prompt
and accuraie reporting system.

o Econmmic Appraisal: Appraising of social and cconomic torces and government
policies and inteepreting their effect on business.

1.9 ADVANTAGES OF MANAGEMENT ACCOUNTING

Advaniages of management accounting are given below:

» [t facilitares the planning of functions of the business enterprise.
e Tt helps in orpanizing.

e [t facilitates reporting.

e It guides through proper co-ordination.

e it extends the tool of an analysis of comparison in berween the actual and standard
pertormance.

1.10 LIMITATIONS OF MANAGEMENT ACCOUNTING

Limitations of management accounting are given below:

e {1 facititates the planning of functions nf the business enterprise.
e 1 helps in organizing.

e It faciltates reporting.

& It guides through proper co-ordination.

e 1t extends the toof of an analysis of comparison in between the actual and standard
performance.

1.11 MANAGEMENT ACCOUNTING, FINANCIAL
 ACCOUNTING AND COST ACCOUNTING

Managers need financial inforrmation in order to plan for the activities of the business.
Accounting is sometimes called the language of busincss as it communicates timely
suformation about an enterprise for decision-making to various users. Users of
accounting information can be broadly divided inio two types, namcly, external users
and internal users. [nternal users of accounting nformation are those persons who
directly manage the business. Internal users include management at the top, middle
and lower levels. Information required at different levels of management is different
since each group has a different set of informational needs keeping in view the
different cypes of decisions they are taking. For example, the top level may be more
concerned with strategic planning. Intemal users are concerned with managesnent
acceunting. Extental users of accounting information inctude lenders. shareholders,
investors, extemal auditors, creditors, government. The main source of information for
external users are annual, half yearly and quartcrly financial siatements of the
organisation. Only the annual financial statements ave audited reports. These reports




are preparcd to show the performance and position of the business at the end of the
accounting period. External users are interesied in financial accounting.

1.11.1 Management Accounting

Management accounting is primarily concerned with the use of accounting
information to assisl managers in decision-making and provides information meant for
internal use. Unlike financial accounsing. management accounting information is
usually confidential and is used within an organisation, Managers gather the data and
analyse. process, interpret and communicate the results so that this information can be
used for making sound intemal decisions, e.g financial decisions, marheting
decisions, production decisions, and resource allocation decisions. Management
accounting draws information from financial accounting. 7 he external users have o
rely on financial statements (balance sheet, profit and less account) as theie principal
source of information about an organisation. In addition, it develops information to
enable management to take decisians which is futuristic in nature and helps to get a
clear picture of the whole organisation.

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

1.11.2 Financial Acconating

Financial accounting information is designed primarily lor use by persons outstde the
firm, such as creditors, stockhalders, owners, governmental agencies. and the general
public. Most companies publish financial accounting data through a set of general
purpase statements known as the company’s annual report, These stalements pravide
mos! of the information needed by extermal users. Specialised needs of specific users
are satislied through supplementary reports which are published at various intervals.
Financial accounting provides information that covers refatively long periods of times
like one year. In addition, financial accounting information is historical in naturc and
the financial accounting reporls concentrate more on the results of past decisions.
Financial accounting is govemed by the GAAP that are a common set of accounting
principles, standards and procedures that companies use to prepare their financial
statemenis. The GAAP arc followed by companies so that when the invesiors are
analysing the financial statements for investment purposes, they have a minimum
level of consistency. for example in rcvenue rocognition, Balance Sheet item
classification and so on. However, a kev aspect of the GAAP is that it also
accommodates variation in applied accounting methods. Accountants can use either
the Last in First-out (LIFO} or First-in First-out (FIFQ) method of invemory valuation
that cauld lead to ditTerent net profit fipures for the company. Fipancial accounting
reporls are developed from the basic accounung systemn, which is designed to
highlight the data about completed transactions. Financial accounting cnncenirates on
the organisaiion as a whole. To summarize both management and financial accounting
deal with economic events. Both are concerned with revenues and expenses, assets,
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liabilities and cash flows. Also, bath require quantifytng the results of ecenomic
activity. In actual practice, it ts difficult to classify information as being either
exclusively financial or managerial. The two accounting svstems are past of the total
business system and hence they nonmally overtiap. For example, much of the future
planning data associafed with management accounting is based on the bistorical
information which is retained for financial accounting purposes.

1.11.3 Cost Accounting

According to the Chartered fastitute of Management Accountants, London, Cost
Accounting is the process of accounting for costs from the poimt at which its
expenditure is incurred or commitied to the establishinent of the ultimate relationship
with cost upits. {t embraces the preparation of statistical data, the application of cost
control methods and the ascertatnment of the profitability of the activities carried out
or planped.

1.11.4 Distinction between Mapagement Accounting and Financial
Accounting

The following are the main differences beiween financial accounting and management

accounting:

® Objectives: The main objective of financiat accounting is to supply information in
the form of profit and loss account and bBatance sheet to ounside parities like

shareholders, creditors, government etc, But the objective of management
accounting ts to provide information for the intemal use of management.

o Performance Analysis: Fipancial accounting is concerned with the overall
performance of the business. On the other hand, management accounting is
concermed with the departrments or divisions. It reports about the performance and
profitability of each of them.

® pata Used: Financial accounting is mainly concerned with the recording of past
events whereas management accounting is concemed with future plans and
policies.

® Nature; Tinancial accounting is based on measurement while management
accounting is based on judgment. Becausc of this. financial accounting is more
objective and management accounting is more subjective,

® Accuracy: Accuracy is an tmporiant facter in [inancial accounting. But
approximations are widely nsed in management accounting, This is because most
of the informanon is related to the future and mitended for internal use.

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

o Menetary Transactions: Financial accounting records only those irapsactions
which can be expressed in terms of money. On the other hand, management
aecounting records not only monetgry transactions but also non-monetary events,
namely technical changes, govemment policies, etc.

L F‘afzrml: Financial accounting will not reveal whether plans are properly
implemented. Management accounting will reveal the deviations of actuai
performance from plans. It will also indicate the causes for such deviations.

1.11.5 Distinction between Cost Accounting and Management Accounting

Objective: The objective of cost accounting s the asecrtainment and contro] of
eosts of products or services. But the objective of management accounting is to



help the management in decision-making, planning conirol, ec. This objective is
achieved by tumnishing relevant accounting information to the management,

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

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

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

However. cosl accounting and management accounting are complementary in nature.
Cast accounting turnishes detailed cost information, Management accounting analyses
and presents the datz in a more meaningful and informative manner. It helps the
management to use the cost data cffectively.

1.12 TOOLS AND TECHNIQUES USED IN MANAGEMENT
ACCOQUNTING

Management ac¢ounting is muinly a discipline concerned with the analysis and
interprelation of financial and non-financial data 1o take decisions relating to business
problems. Certain tools are used to analyze the accounting data. Some of the
management tools are used for decisions-making by the management experts are:
Ratio analysis, Comparative financial and income statement, Common size income
and balance sheet, Trend analysis. Funds flow statement. Cash flow siatement, Break
even analysis. Budgelary control. Standard costing and Marginal costing, Activity-
based costing, Objeciive custing, Fconomic value added. These tools and techniques
are discussed in the following paragraphs:

). Financial Anulysis: This is one major iechnique adopted by every management
accountant o know the financial position, financial status of the business concemn
or organisation. This technique involves the following two operations:

&  Financial Planming.: Financial planning ts deciding in advance, the course or
fine of action for the future in respect of the financial management of a
concern. Tt inclrdes estimating the amount of [inance of capital 1o be raised,
determining the forms and the proportionate amaount of the securities to be
issued for raising the capital and laying down the policies as o the
administration of the financial plan, laying down the policies as to the
administration of the financial plan.

% Qrther Steps.
¢ Projection of financal statements
Determinations of funds needed
Forecasl the availability of funds
Establish and maintain systems of controls

Develop procedures

* & & & @

Establish performance-based management compensation svsizm
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Budgetary Control: A budget is basically a cost plan relating to a period of time.
Time is a fundamental factor in any budget. It is also impontant to appreciate the
imptlication of the ward ‘cost’. A cost is the value of ecopomic resources used.
Actually, a cost plan {s a resource plan in terms of value. it is to be appreciated
that a plan alonc is usually quite madequate and there must be a means of
monitoring and kceping it on the required course. We have alluded to this being
achieved by budgetary conuol, which specifically is concerned with:

9
o

The comparison of actual results against budget.

The identification, recording and communication of controllable ditferences.

.
o

< The taking of corrective action either to maintain budget levels or to re-plan to
meet vecent develspments. The comparison of actual ageinst budget
performance requires that the budget is divided into twelve monthly periods or
four weekly periods against which data collected about actuat results for each
period may be compared. Thus, the budgetary control directs business
operation in desired directton.

Fundy Flow Statermenz: The Funds {low staterment is a report on the movement of
funds or working capital. It explains how working capital is raised and used
during an accounting period. This tool gives the insight in to statemnent of sources
and application of tunds. This technical device designed to analyze the changes in
the financial condition of a business enterprise between (wo dates. Comparative
analysts of the financial data can be made easily with the help of funds flow
statement.

Cost .4ccounting: This helps management (o conduct pecfermance appraisal and
alsa facilitates in formulating price policies. Standard cost is compared with actual
and historica! cost. On the basis of this, management can take a decision to plug
the loopholes in spendmg and sound expenditure norms can be formulated.
Especially. in the realm of cost accounting, standard costing and marginal costing
techniques are adopted in management accounting.

< Standard cost- Standard cost means the predetermined costs based on
scientific analysis of vanous expenses. The actual expenditure incurred in
producing a product or in any job or process or contract should ariain the levef
of standard cost. Standard costs are only estinates and they tell as to what
should be the cost under ideal conditions. Actual cost is compared with the
standard cost and the 'variance' (difference between actual cost and standard
cost which is positive or negative) will tel{ the management to controi the cost
on sound lines.

< Margimal cesi: Additional expenditure incurred to produce additional unit of
geods is called marginal cast. This is comparatively a new area in the field of
accounting. This is adopted in ‘cost-volume-profit’ analysis and also in break-
even analysis. This is basically connected with variable cast {expenditure
incurred on vartable item, like raw material) and the management can control
the variable cast with the help of this and sound decisions regarding
productien and distribution.

5. Inflation Accounting: This is afso called revaluation accounting. Many

management accountants are using this technique to maintain the capital tn reaf
terms. Management accountanis, in order o meet the needs of the changing
business environment and economy, revalue the assets of the enterprise al current
prices and show the increase or decrease in the value of capital. So inflation
accouniing has become another technique of managemcint accounting.



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

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

1.13 THE DECISION-MAKING PROCESS

Smce information produced by management accountants must be judpged in the ligh
of s ultimate effect on the ovutcome of decisions, it is necessary to understand the
decision making process,
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Figurc 1.2: The Decision-making Process

Figure 1.2 prescents a diagram of & decision-making model. The f{irst five stages
represent the decision-making or the planning precess. Planning involves identify the
objectives, search for aliernative courses of action, gather dala about alternatives,
select alternative courses of action and implement the decision. The final two stages
represeni the contral process which is the process of measuring and correcting actual
performance to ensure thal the aiternatives that are chosen and the plans for
implementing them are carried out,

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

< It is uplikely that maximizing the present vatue of future cash flows can be
realized in praclice buf by establishing the prnciples necessary to achieve this
objective one can leam how 10 increase the present value of future casb flows.

< {1 enabtes shareholders as a group to know how much the pursuit of other
goals js costing them by indicating the amount of cash distributed among the
members of different groups.

The Search for Alternative Courves of Action: The second stage is a search for a
range of possible courses of action (or sirategies) that might enable the objectives
to be achieved. [n particular, the company should consider one or more of the
follewing courses of action:

< Developing new products {or sate tn existing markets
< Develeping new products for new markets
< Developing new markets {or existing products

Coltect Duta ahour Aliernatives: When potential areas of activity are identified.
managemcnt sheuld assess the potential growtih rate of the activities, the ability of
the company 10 establish marcket share and the cash flows for each atternative
activity for various stares of nature (ie., uncentrollable factors {ike economic
boom, high inflation, recess;on, the strepgih of the competition and so on.

The course of action selected by the firm will commit its resources for a lengthy
peried of time aod how the overall place of the firm wil) be affecied within its
environmen — that is, the products it makes, the markets it operates in and its
activity 10 meet future changes. These decisions arc referred as long run or
strategic decisions. Some decisions do not commit the firms' resources for a
fengthy period of time. Such decisions are short-term or operating decisions and
arc normally the concem of operating level managers. Examples of short-tenn
decistons include the foflowing:

+  What selling price should be se1 for the firm’s products?
< How much units 10 be produced of each produci?
< What medis sheud be used for advertising the firm’s products?

< What |evel of service shall we offer customers in terms of the number of days
required to deliver an order and the after-sales service?

Select Appropriate Alternative Conrses of Action: In pracsice, decision-makers
choose between competing altemative courses of action and selecting the
altematives that satisfies the objectives of an organisation. If our objective s to
maximise future net cash inflows, we can rank the altematives in terms of net cash
benefits and those showing the greatest benefits subject to any qualitative factors.

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

Comparing Actual and Planned Owutcome and Responding to Variations from
Plan; The management process of contro) consists of the measurement, reporting
and subsequcnt correction of performance to ensure that the firm’s objectives and
plans are achieved.



To monitor performance, the accountant produces performance reparts and presents
them to the appropriate managers who are responsible (or implementing the various
decisions. Performance reports provide ieedback information by comparning planned
and actual cutcomes. Such reports highlight those activitics that do not conform to
plans. so that managers can fucus on those items. Fhis process is known as
“Management by Exception™.

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

Cheek Your Progress
il in the blanks of the following:

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

L2

has enabled preparation, processing and analysis ot data and
compilation of reports and decision-making easier,

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

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

5. Accounting is sometimes called the _as i cominunicas
timely information about an enterprise for decision-making o various
users.

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

1.14 LET US SUM UP

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

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

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

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

® TFunctions of management accounting include all activities connected with
collecting. processing, interpreting and presenting informatian 1o the management.
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e Managers nced financial information in order to plan for the activities of the
business. Accounting is sometimes called the tanguage of business as it
communicales timely information aboul an enterprise fer decision-making 0
Various users.

® Users of accounting information can be broadly divided into two types, flamely,
extemmal users and intemal users. Unlike fnancial accouating, management
accounting information is usually confidential and is used within an organisation.

e Managers pather the data and aralyse, process, interpret and cerumunicete the
results so that this information can be used for making sound internal decisions,
e.g. financial decisiens, marketing decisions, production decisions. and resource
alfocation decisions.

& Financial accounting information is designed primarily {or use by persons outside
the firm, such as crediters, stockholders, owners, govenunentat agencies, and the
gencral public. Most companies publish financial accounting data through a set of
gencral purpose statements known as the company 's annual ceport.

1.15 UNIT END ACTIVITY

“The main objective of management accounting is to appropriate policy and to
formulate plans in order to achieve desired objectives of the company.™ Do yow agree
with the statemeni? lllustrate vour answey.

1.16 KEYWORDS

Management Accounting: Maragement accounting is the presentation of accounting
mfermation in such a way as to assist management in the creation of policy and in the
day 10 day operations of an undertaking.

Cost Accounting: Cost Accaunting is the process of accounting for costs from the
point at which its expenditure 5 incurred or committed to the establishment of the
ultimate relattonship with cost uniss.

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

Iaflation Accounting: In inflation accounting, enc records price changes that affec
the purchasing power of current assets and the value of the company's fong-term assets
and liabilities.

1.17 QUESTIONS FOR DISCUSSION

1. Write briefly of the evaluation of management accounting.

Explain the scope of management accounting.

State the functions of management accounting.

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

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

Briefly expiain the characteristics of management accounting.

© oMo

Write briefly an the role of the management accountant.
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Distinguish between the management accounting and cost accounting,

List out the contradictory areas of interest in belween management accounting and
financial accounting,

Write about the advantages and limitations of management accounting.

Check Your Progress: Model Answer
1. Inventory Control

Computer soflware

Management by Exception

Budget

woos e

Language of business

25

Cost
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2.0 AIMS AND OBJECTIVES

After studying this lesson, vou should be able 1o

e FExplain the meaning of analysis and interpretation of financial statements

e Understand the procedure for analysis and interpretation of financial statements
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e Discuss the types of analysis of Nnancial stalcments

e [Explain various metheds of financial statement analysis and interpretation

2.1 INTRODUCTION

The financial siatements ave affording many facts though they are absolute and
concrete in terms; but not in a position to interpret and analyse the stature of the
entesprise. To analyse and interpret, the financial statement analysis is being applied
across the financial statements. Under the financial statement analysis, the informmation
available are grouped together in order o pult out the meaningful relationship which is
already availabte among them; for interpretation and analysis. We know that the
financia) statements inciude ~ Trading and Profit & Loss Account, Profit and Lass
Appropriation Account and 1he Balance Sheet. These statements give only the
information to the management regarding the financial conditions, and profits which
help the management to conuol the business. Therefore, for the betier understanding
of the financial siatements, the seif-appraisal of the business and for the beiter
judgement of outsiders regarding the perfarmance of the company, the analysis of the
financial statements is done.

2.2 MEANING OF ANALYSIS OF FINANCIAL
STATEMENTS

Analysis of financial smtement is the process of critically examining of the data of the
financial accounts. The main funcuon of this analysis is to find the strengths and
weakness of the business by using different tools. Finaneial analysis severs the
interests of the shareholders, debentures, long-term and shoit-term investors, bankers,
creditors, politicians, journalists, legisiators, ecoromists and researchers by
classifying, re-arranging and re-grouping the financial statements. Thus it helps the
interested parties to reach on significant conclusion.

fo the werds of Jonn M. Mver — “Financial statement analysis is largely a study of
relutionship among the various financial factors in a business as disclosed by u single
set of statements and a siudy of the trends of these Jucturs as shown in & series of
Statements ™

As per Kennedy and McMutler, “Financial statement analysis attempts to wweil the
meaning and significance of the items compused in profit and Joss accownt ond
balance sheet so as to assist the management in the formation ef sound operating
policies ™.

Thus. the financial statement analysis refers to the classification, diagnosis and
comparison of the data of financial statements 5o that the profutabifity, financia)
position managerial efficieocy and weakness of the business may be disclosed.
Financial statemenl analysis is the process of examining relationships among financial
statement elements and making comparisons with reievant information. It is a valuable
ool used by investors and creditors, financial analysts, and others in their decisicn-
making processes rejated to stocks, bonds, and other financial tnstruments. The goal in
analyzing financial statements is to assess past performance and current {financial
position and to inake predictions about the future performance of a company.
Investors who buy stock are primarily interested in a company's profitability and their
prospects for eaming a return on their investment by receiving dividends and/or
increasing the market value of their stock holdings. Creditors and investors who buy
debt 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
[tequently specialize in following cenain industries, routinely assess the profitability.



liquidity. and solvency of companies in order 1o make recommendations about the
purchase or sale of securitics, such as stocks and bonds.

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

2.3 MEANING OF FINANCIAL STATEMENT
INTERPRETATION

Interpretation is relating to the drawing of conclusion, infereace and criticism at’ the
analysed [lnancial data. Interpretation comes nexi to ihe analysis of financial
statements. Interpretation of financial statement ts not possible without analysis of
tinancial data.

In the words of Spiecer and Peglar, “Interprefativir of ucconnts man be defined as the
art and science of transiating the figures. in such a way, us tn reveul the financial
strength and weakness of tie business end the causes which huve comtributed
therein ",

Yrom this definition it 1s clear that the interpretation of financial data includes the
reporting on the analysed financial figures regarding the weakness and strength of the
business, Ui also gives the reasons and responsible factors of such weakness and the
strength of these figures.

Analysis and interprewation of financial statements are two dilterent tenms but are
closely associated because without ipterpretation analysis is useless and withow
analysis interpretation is impossible. Analysis not only classifies the financial Jaia
imo simple form but also helps tn creating a relationship of one accounting figure with
another so that the meaningful conclusion of the finanuial dala imay be drawn by the
imerpreter, For this purpose the interpreter must be well experienced and yuite
mntelhgent to read and understand the analysed data.

As per Kennedy and McMullar, “The analysis and inierpretation of financial
Statements are an attempt fo determine the significance and meaning of financial
statements data so that a forecast may be made of the prospects for future euarnings.
wability 10 puav Interest and debt maturities (both current and jong-term) und
probability of a sound dividend policy”.

2.3.1 Procedure for Analysis and Interpretation

Generally the following procedure is adopied for the analysis and interpretation of
financial statemenis:

1. Before the analysis, the objective and extent of analysis and interpretation should
be determined. Extent of analysis is based on the objecuives of analysis. Suppose
the objective of the analy sis and interpretation is to check the profitubility. profit
and loss account will be analysed.

t-d

All the required flnancial data should be collected and studied from financial
stateinemis. If required. the {inancial statements should be rearranged or
reorganized 10 find the same nature items.

3. To reduce the complexity of the finasnicial statemients, the figures ol the financial
statements shouid be approximised to the thousand or hupdred.
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To create a relationship among the income statement and financial position
statement. differcnt analysis rechniques as ratio analysis, trend and common size
should be used,

it there are given some additional information rtelating to interpretation except
financia) statement those must alsa be collected.

1f it js required {or the comparison, the financial data should be reasranged in the
tables in a logical way.

To interpret the financial data and to draw a conclusion, the proper toal
(techinique) as average comparative stalement shouid be used.

The analysed trend of the data should be interpreted keeping in mind the
economtic fact of the busijness.

The interpreted data and conclusion drawn showld be presented to the
management in a briet and clear report.

2.4 CHARACTERISTICS OF FINANCIAL STATEMENTS

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

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

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

Comparability: Comparability increases the utifity of financial statements.
Financial statements centain information so that they can be comparabie for
assessiag the progress 8nd position of the business enterprise. Compartsons with
other similar concems or the industry reveal the strength of the enterprisc vis-a-vis
other firms and industry.

Consistency: The financial statements for a {irm should be consistent over a tiine
span. Hcre. consistency means rules and procedwal choice excrcised by the
accountants.

Auathenticity of the Financiel Stetements: Generally the financial statements of
the companics are reviewed and authenticated by an independent auditor.
Statements duly audited and ceriified by recognised and esiablished auditors are
accepied at their face value and are deemed to be more reliable.

Compliance with Law: Financia) statements meet the requirements of law, if any,
in the matter of form, contents and disclosures, procedures and methods. In India.
companjes are required to present their [inancial statlements according 10 the
provisions of Section 211 of the Companies Act. 1956.

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

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



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

2.5 OBJECTIVE AND IMPORTANCE OF FINANCIAL
STATEMENTS

Objectives of linancial statement analysis are as [ollaws:

{t) Knowing Profitubility of Business: Financial statements are required 10 ascertain
whether the enierprise is earning adequate profit and to know whether the profits
have increased or decreased as compared to the previous yeans), so that
correciive steps can be taken well in advance,

(i) Knowing the Solvency of the Business: Financial statements help to analyse the
positton of the business as rcgards to the capacity of the entity to repay its short
as well as long term liabilitics.

(11} Judging the Growth of the Business: Through comparison of data of two or
more years of business entity, we can draw a meaningful conclusion as regard 10
growth of the business. For example, increase in sales with simultancous increase
in the profits of the business, indicates a healthy sign for the growih of the
business.

(iv) Judging Financial Strength of Business: Financial statememts help the entity i
determining solvency of the business and help o answer various aspects viz,,
whether it is capable to purchase assers from its own resources andqor whether the
enuty can repay its ourside liabilities as and when they become due.

{v) Making Comparison and Selection of Appropriute Policy: To make a
comparative siudy of the profitability of the entinv with other entities engaged in
the same trade, financial statements help the management to adopt sound
business policy by making inira firm comparison.

tvi) Forecasting and Preparing Budgets: Financial statemnent provides information
regarding the weak-spots of the business so that the management can take
corrective measures to remave these shortcomings. Financial statements help the
management 1o make forecast and prepare budgets.

(vii} Cormmmunicating with Different Parties: Financial statements are prepared by
the entities to communicate with ditfercm parucs about theiy financial
position. Hence, it can be concluded that understanding the basic financial
statements is a npecessary step towards the successtul management of a
commercial enterprise.

2.6 NATURE OF FINANCIAL STATEMENTS

According to the American Institute of Cenified Public Accountants, financial
statements reflect “a corbination of recorded facts, accounting conventions are
personal judgements and the judgements and conventions apphed affect them
materiallv”, This implies that data exhibited in the financial statements are affected by
recorded facts, accounting conventions and personal judgements.

e Recorded Facts: The term recorded facts which have been recorded in the
accountiog books. Facts which have not been recorded in the financial books are
not depicted in the financial statements, however material they might be. For
example, lixed assets are shown at cost irrespective of their market or replacement
price singe such price is not recorded in the books.

L]
Financial Statement Analysis



® Accounting Conventions. Accounting converntions imply cedain fundamental
accounting principtes which have been sanctified hy long usage. For example, on
account of the convention of ‘Conservation’, provision is made for expected
losses but expecied profits are ignored. This means that the real financial position
of the business tmay be much better than what has becn shown by the financial
stalements.

e  Personal Judgement: Personal judgements have also an imporiant bearing on the
financial statement. For example, the choice of setecting a method of depreciation
ties on the accountant. Similarly, the mode of amortisation of fictitieus assets
depends on the personal judgment of the accountant.

2.7 LIMITATIONS OF FINANCIAL STATEMENTS

Financial staternents are prepared with the object of presening a periodical review or
report on tte pregress by the managcment and deal with e (1) status of the
investments in the business, and (ii) results achieved during the period under review.
However, these objectives are subject to certain limitations as given helow:

® Financial Stutements are Essentinlly Intferim Reports: The profit shown by
Profit and Lass Account and the {inancial position as depicted by the Balance
Sheet is not cxact. The exact position can be known only when the business is
closed down. Again, the cxistence of contingent labilities, deferred revenve
expenditure makes themn more imprecise.

® Accounting Concepts and Conventions: Financial statements are prepared on the
basis of certain accountrng concepts and conventions. On account of this reason
the financial position as disclosed by these statements may not be realistic. For
example, fixed assets in the balance sheet are shown on the ‘going concem
concept’. This means that valce placed on fixed assets may not be same which
mey be realised on their sale. On acceunt of convention of conservation the
income statement may not disclose frue income of the busingss since probable
losses are considered while probable incomes are ignored.

® [nfluence of Persoral Judgtnent: Many items are {eft to the personal judgment of
the accountant. For exarmple, the method of depreciation, mode of amortisation of
fixed assets, treatment of deferred revenue cxpenditure-all depends on the
personal judgment of the accoumtant, The soundness of such judgment will
necessarily depend upon his caompetence and integrity. However, the convention
of consistency acts as a canwolling factor on making indiscreet personal
judgments.

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

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

2.8 METHODS OF FINANCIAL STATEMENT ANALYSIS

The entire financial siatement analysis can be classified into various calcgories:
e Comparative bhnancial statements

e Common size financial statements



Trend percemages
Fund flow statements
Cash flow statenients
Ratio analysis

Break-even Analysis

2.8.1 Comparative Financial Statement Analysis

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

® Comparative Balance Shee(
e Comparative Profif and Loss Account
o Comparasive Statement of Changes in Working Capital

e Comparative Statcment of Cost of Production

Coemparative Balance Sheet

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

Comparative balance sheet is very useful to study the wends in the changes of items,
The comparative balance sheet is more concerned wilh the changes in assets, liabilities
and owper’s equity and their rends while in the single balance sheet is concemed
with the book values of the items and the financial position of the business. However,
the comparative balance sheel does not show the relationship of one item with the
other items.

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

3
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Example: The Balance Sheets of Kavita I.td. for the year ending 3)* Dec. 2086 and
2007 are as foliows:

ol ek L) 3 335 )&
BTN Dec. 2006 | Dec. 2007 | 345 Dec. 2006 | Dec. 2007
4 R} g 4

Fquity Share Capital 2.000 10,000 | and & Building 4,000 6,800
Capitdl Reserve 100 1,800 | Plont & Machinery 2,000 3.800
10% Oebentures 1200 1600 | nvestment 1,200 1,600
Creditors 500 600 | Debtors 800 1,000
Slock 1,600 1,800

Cush 400 | 600

Totat 10,600 14.000 Total 10,000 | 14,060

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

Sefution;
Comparative Balance Shect of Kavita Ltd.
{us on 31st Dec. 2007 and 2007)
3 3 !ncrca;: nerease or
Dec. 2006 | Dec, 2007 Decrease in %
Decrease
2 4000) ¥ 000} T (On))
Assets
Fixed Assets: 2000 -
Land and Building 4.000 6,000 Q810 4000 R IUUS50.
Ptant & Machincry 2,000 3.000 +1,000 3-9-90- x 100 =50
2000
Tout Fixed Asscts 6.000 3,000 3000 { 299 100 = 50
6000
Investment 1.200 1.600 400 209 x 100 =33.33
Current Assets: 600
Deblors 800 1,000 200 3—'-! x 100 =28
800
200
Stock 1.600 5,800 200 | —— x100=125
1600
Cash 400 600 200 2'92 x 100 =50
| 408
Total of Currens Assets 2.800 3,400 600 ﬂ x |80 =21.43
) 2800
Toe) Assets 10,000 14,000 4,000 4000 130 = 40
Liabilities 10000
LR 8,000 [ 10.000 2000 | 2% 100~ 25
8009
N 1500 .
Reserve and Surplus 300 1.800 1,500 ETTY x 180 = 580
e e
10% Debenturcs , 400 a
{Secured Loan) 1.200 1,600 200 666 x 100 =33.33

Contd .



3900 .
Total of Fixed L 9.500 13,400 L 3.9G0 3500 < [00=41.05
Liabilities —
(00 ~
Credilors 500 600 100 ?lﬁ x 100 =20
anoo
LTotal Liabilities 10.000 14,000 4,604 R 100 = 40
Interpretation:

L. During the current year the company has jncreased its fixed assets by 50% by
issuing shares and debenture Le. 58.33%.

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

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

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

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

Example: The income statement of Rohit Ltd. is given for the year ending on 31%
Dec. 2006 and 2007. Rearrange the figures in comparative form and study the
profitability position of the concern:

Year ]
2006 2007
T (004) T(000}
Net Sales 1.700 2,30
Cost ot {roods Sold 1,000 1,200
Operating Expenses;
General and Administrative Expenscs 200 220
Selling Expenses 180 200
Non-operating Lxpenses:
Interest pajd 60, 30
Lncome tax L 160 Izm

31
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Solution:
Comparative [aceme Statement
(for the yeac ended 31" Dec, 2006 and 2007)
31" Dec. W Dec, | Increuse (+) Jncrease (+)
2006 2007 | Decrease (=) Decrease (—)
{2 000) & 000) Percentage (%)
560
Net Salc 1,700 1.200 +500 | —— ~ 100=-29.41
17¢0
200
—— x }0)=20.00
Lexs- Costof Goods Sold 5900 120 Y 1000 *
» , 300
Gross Profit (a) 700 1.600 +300 6 x 100 =42.38
Operating Lxpenses: 20
b} 9 4 2o ) =
Generzl and Administrative 280 7 = 200 T4
Capenses
Selling Expenscs 180 200 120 %% * 100 =111t
! 10D = 10.53
Total Operating Txp. (b) 380 420 el | WL
; . : 260
Operating Profit (2-b) 320 580 +260 T x 100=81.25
&
Less: {nterest paid 60 30 +20 _62_(‘_; X 100= 33.33
240 ~
Net Protit hefore tax 260 500 U0 | S 1002923
20
Less. Income tan 160 180 +20 s % 100 = 12.5
_ 220 )
Net Profit aftee Tax 100 320 +220 i X {8 = 220

Interpretation:

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

In spite of increasing the toa! operating expenses by 10.53%. the operating profil has
increased by 81.25%.

In spite of increasing the nos-operating cxpenses by 33.33% and tax Uabiliry by
12.5%, PAT has increased by 220%.

in overall the profitability of the company is satisfactory.

Comparative Statement of Cost of Production

Comparative staleinent of cost of production is prepared to analyse and interpret the
cost and its componenis. It is the pari of comparative income statement. This
statement is prepared to show the absolate change in the different elements of cost and
the relationship of the different elements of cost with total cost of production. On the
basis of this statement. the cost of production is controlled.



The first two columns of this statement are kept for the actual figures of cost of two
periods and the next two columns show the percentage of each element of cosl with
tots! cost of production. Last twa columns show the increase and decrease with their
percentages. This is explained in the following examples:

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

Solution:

Raj Company Limited
Caomparative Statement of Cost of Goods Magufactured

Particulars Alngunt % of cost of Inceeasc (+}
Goods Decrease (-)
Manufaclured
007 006 | 2007 2006 Absolute ® | Relative in

¥in Tin in (00 %o

000 000 |
Raw Materials Used a6s | a26| mor| 3635 | 2 1936
Direet |ahour 632 506 45.80 1317 +126 +24,90
Manafacturing Expenses 284 242 20.58 0 65 142 +i7.16
Total 1384 3074 | 100.29 ; 100.17 +210 +17.89
Less Increase in
Woaork-in-Mrogmess 4 2 0.29 {17 2
Coasi of Gonds |
Afunufaciured 380 | 1172 | 100.00 | 100.00 +208 +17.75 |

Comparative Statement of Working Capital

When two pericds’ statement of working capital 1s compared, comparative statement
of working capital is prepared. This stetement depicts the absolute changes in the each
element of working capital and the changes in fotal working capital also. This
statement is described elaborately in the chapter of fund tlow statement. The ¢xample
of the comparative statement of working capital is given below:

2007 2008
) £4]
Raw materials,
Dpening Stock J6.0811.00 42,0011.00
Purcliases 3, 74.000.00 4. 30.000.00
5.20,000.0¢ 4,72.00000

Closmy Stock ‘0' b araD
A2, 00000 46,000.00
Materiul Consumed 4,68.000.00 4,16,000.00
Drrect Labour (200 £ O6ARKLT
Manufacturing Expenges 2.84.000,00 24200000
13,8-0,000.00 11.74,600.00

Valuation of Goods in Process of Stock:
Opening of veur 2%.0000.00 26,000 00
Closing of year 32,000 0D 28,000.00
[nerease 4000, {1} 2000
Cost of Goods Manufactured 13.80.000.00 §1,72,000.00

s
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Example: From the following balance sheets, prepate a schedule of changes in

werking capital:

: 31 March
Particulars 2006 2007
Assels T o
Cash in Hand 10.000 14.000
Cash al Bank 14.000 18.000
Book Xebts 24,08 22.000
Inventory L.600 6.000
Bills Keceivable 4.000 3,000
Prepasd Expenses 400 600
Short-term Investment 10,000 14,000
Accrued Interest 2,000 1.200
Building 40.000 44,000
Pleni and Machinery 15,000 12,000
130,400 1,36,800
Liabilitics 16,000 12,600
Accounts Payabie 6,000 4,000
Notcs Payable 8.00n 6,800
Bank Overdraft 600 400
Outstanding Expenses 1.000 1.a00
Provision {or Bad Dcbts 40.000 40.000
Share Capital 40.008 60.000
Dchentuccs {8.800 13.000
Mortgage Loan 130,400 1,36,800
Solution:
Schedule of Changes in Working Capital
31" March kY I Charges in Working
2006 March Capitat
Particulars 2007
Incrense Decrease
{Debit) (Credit)
{
Current Assels K 3 Z 4
Cash in Hand 10,000 14,800 4.000 =
Book Debts 24,000 22,000 - 2.000
Cush at Bank 11.%)0 18.000 4008 -
Inventory R.000 6,000 - 2000
B/R 4,000 3,000 - 1.000
Prepaid Lxpenses 400 600 200 -
Shon-tcrmy [nvestments 10.000 16.000 6,000 -
Accured tnterest 2,000 1200 {0
Total Current Assels 72,400 80,800
Current Liabilities
Account Payable 16.000 12,000 4.000 3
Nutes Payable 6,000 £.000 2,000 =
Bank Overdmafi E.0N0 6.000 2.900 -
Outsianding Expeases 600 400 208 -
Provision for Bad Debts 1,000 1.400 = 400
. Totat of Current Liabilities 31,600 23,800
Working Capitat -—
{Cuircnt Assets — Current Lisbitities) -40,800 57,000 - 16,200
Net [nerease in Working Capital
| 16,200 ~ A ~
57,000 | 57,000 22,400 22,400




2.8.2 Common sizc Statements Analysis

The comparative financtal staternents are only concerned with the changes but they do
not show the relationship of the different ilems of balance sheet with total assets or
total liabilities. In the common size statements the relaiton of individual ittems of the
balance sheet to the total assets is shiown in the form of percentage. In the case of
common size balance sheet, in assets side the total of assets is reated as a4 common
base. On the basis of it the percentage of other assets are calculated. The total of all
percentage of individual assets becomes hundred which represent the total of assets. In
the liability side of the balance sheet the total of liabilities is taken a common base
(100). Then the percenlage for other liabilities is computed on the basis of this
common base. The total of all percemtages ol individual liabilities becomes 100, [n the
case of cammon size profit and joss account tolal sales are assumed to be equal to 100,
and then percentages of all other items of P&L A/c. are calculaied on the common
base of sales. This type ol analysis is called verlical analysis. The common size
statements are two: {(4) common size balance sheet and (b) common size profit and
loss account. The illustrations of these two statements are given below:

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

Balance Sheet as at 31% March, 2008

T 2007 2008
®) ﬂL )
Liabilities:
Equily Share Capial (of T 10 cach) 450 480
General Reserves 192 364
Long-ierm Loans 364 339
Creditors 134 104
Ouistanding Expenscs 12 -
Other Current Liatilities I8 13
1,200 1,300
Asselds;
Plant 204 T80
Cash 1R 156
Debiors 120 130
Inveniories 163 234 J
1,200 1,300
Income statement for the year ended March 31, 2008
@ in lakh)
Farticulars ' Previous year Current year
{2007 {2008)
Gross Sales 740 960
Less: Retums 40 60
Net Sales 700 060
Less: Cost of Goods Sold 380 430
Gross Profit 120 470
Less: Selling General and Administrative Cost 100 144
Operating Profit 220 326
Less. Inierest Expenses 40 34
Earpings Before Taxes 180 292
Less: Taxes 63 L 13
Eerning After Taxes 117 \ 18%

37
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Solstion:
Income statement (Common size) for the year ended March 31, 2008.
(Percentage)
Particulars Previous yeay Current year
{2007) (2008}
Net Sate 100.0 100.0
Less Cost of Goods Sold 54.3 47.%
Gross Profit 45.7 322
Selting, Geners) and Administrative Expenses 14.3 16.9
Operating Profit N4 36.2
Inlerest ST 38
Esrning Before Taves 75%) 32.4
Taxes 4.0 1).4
Earning Aflter Taxes (EAT) 16.7 21.0
Balance Sheet (Common size 35 at March 31, 2008)
{Pcrcentage)
Particvlars Previous year Current year
(2007} {2008}
Owner's Equity 40.0 36.9
Equity Share Capita) 16.0 28.0
| Generat Reserves 56.0 64.9
Long-term Borrowings:
Loan 303 26.1
Current Liabilities:
Creditors 102 8.0
Outstanding kxpenses 1.0 -
Other Liabiluies 1.5 1.0
3.7 9.0
Total Liabilities 106.0 100.0
Fixed Assels:
Pam Asscts Net of Aceumutaicd Depreciation 67.0 60.0
Current Assets:
Cash 9.0 12.0
Pchiors 10.0 19.0
{aventorics 14.0 18.0
330 40.0
Tata) Assets 100.0 100.0
2.8.3 Trend Analysis

Trend analysis is an inportant technique for the analysis and interpretation of

financial statements. Generally the trend means tendency. To know the tendency of
the data of the financial statement, the data of four to five years are required. Data
may be taken fram the balance sheet and profit and ltoss account. It depends on the
objective of analysis. To compute the tendency one year’s figures are taken as base
yeal. On the basis of this base year the other year’s relative tigures are computed. On
the basis of these relative figures the tendency of 3 pariicular item is determined. The
trend analysis of the business aciivities and financial position may be done iz‘z the

following ways:
e Trend Percentage/Raiia

e Graphic or Diagrammatic Presentation




Trend Percentage/Rutio

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

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

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

The following ratio is being used 1o compute the trend percentage:

Y
ZCurren[ ear . 100

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

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

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

l (T} in 000°
i
{_ 200 2005 206 2007
4] 0 Q) _E)_J
Cash g0 120 160 140
Dchiors 40 80 ] in
Stock 100 150 120 140
Other Curmeni Assels 10 20 50 &0
Land amd Building 800 1,000 1.200 1,200
Furnture 160 2400 120 200
Plant 200 250 260 300
| Tatal Assets L420 l 1.820—) 1970 | 2,070
Solution:

Comparative Balance Sheet from 31% March 2004 to 31% March 2007
(Showing Trend Perccntage)

(@ in *000”)

’_Assels 31" March Trend Percentage Base 2004

2004 2005 2006 2007 2004 l 2005 ] 2006 2007
Current Assets |

Cosh 80 | 12 ] 60 1o | 100 |1se | 200 | 175
Debtors 44 80 60 30 100 200 150 75
Stock 100 | 150 | 120 Mo | 100 [150 | 120 | 140
Other Currenl Assets 40 20 50 60 10 50 125 150

Total Current Assets 160 70 350 370 100 JHI IISO 142

Conrd .,
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Fived Assets

Land and Building 80 | 1000 | 1200 | 1200 190 125 150 150
Furniture 160 200 120 200 100 125 75 125
Plam 260 250 260 300 | 160 128 $3v 150
Tetal Fixed Assets 1,160 | 1,450 | 1,500 | 1700 | 100 125 136 146
Toral 1,420 | 1,820 | 1,970 | 2,070 100 128 138 145

Graphic or Diagraimmatic Presentation

The wend percentage/ratio discussed in the previous method may be represented by
graphs and diagrams. Two or three variables can be represented on graphs very easify.
if different variables of the finaneial statenents are represented by graphs and
diagrams, thase quickly draw the human atiraction. Now-a-days there is a trend fo
show the imponant variable on 1he graphs. These diagrams are also being published
with the financial statements. For example. the sates of XY Co. Ltd. for the last five
years are as follows:

Years 2000 200t 2002 2003 2004
Sales (000)T 500 650 700 808  1.000

This figure may be represented graphically as follows:

. roog s
= 800§ e
: 7001 —
= >
E 600 o
500
| I
2008 2001 2002 2083 2004 2005
Years

The sales of the company are represcinted on the diagram as follows;
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2.8.4 Fund Flow Analysis

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



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

2.8.5 Cash Flow Analysis

Cash flow analysis is also similar to fund flow analysis. Now it is being prepared by
the companies along with the balance sheet and profit and loss account. 1t is prepared
as per Acceunting Standard-3 of the Institute of Chartered Accountant of Tndia. The
fund flow statement reveals the changes in the fund/working capital while the cash
flow statenjent reveals the changes in the cash during two periods. It also gives the
information regarding the sources of cash and uses of cash during a period. {[ts entire
technigue and procedure is given in the separate chapter *Cash Flow Statement’ of this
book.)

2.8.6 Rativ Analysis

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

2.8.7 Break-even Analysis

This 15 an important technigue of the management 1o tahe some decision. Under this
analssis the costs of production are divided inio fixed and vanable cost. From sales
the fiavd cost is subtracted to find the comrbution. On the basis of contribution, the
break-even point {BEP) is determined. bt is that point of sales or production at which
the company gains no-profit, and suffers no Joss. Several managerial decisions as
make or buy, shut down poimt, price determination, eic. are 1aken with the heip of
break-cven analysis.

2.9 ANALYSIS AND INTERPRETATION OF FINANCIAL
STATEMENTS

Financial statement 15 an indicator of the iwo significant factors:

1. Prohiabiliry, and
2. Financial soundness.

Analysis and Interpretation of financial statements, therefore, refers to such a
treatment of the information contained in the Income Statement and the Balance Sheet
so as lo afford full diagnosis of the profitability and francial soundness of the
business.

A distinction here can be made between the two terms -~ “Analysis’ and
‘Interpretation’. The tenn, analysis, means methodical classification of the data given
in the Nnancial stalements. The figures given in the financial statcments wifl not help
one unless thev are put in a simplified form. For example, all items relating 1w
*Current Assets’ are put al one place while all items relating to “Current Liabilities™
are put at another place. The term ‘Interpretation’ means ‘explaining the meaning and
significance of the data su simplified.

However both ‘Anaiysis’ and ‘Interpretation’ are complemeniary to each other.
Interpretation requires Analysis, while Analysis is useless without Interpretation. Most
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of the authors have used e term *Analysis’ only to cover the meanings of both
apalysis and interpretation, since anelysis jpvolves interpretation. According to Myres,
‘Financial stateniernt analysis is targely a study of the retationship among the various
{inancial tactors in a business as disclosed by 2 single set of staiements and a study of
the tread of these factors as shown in a series of statements’. For the sake of
convenicnce. we have also used the term ‘Financial Statement Anafysis' throughout
the chapter to cover both analysis and interpretatton.

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.] On the Basis of Material Used
According 1o this basis financial aralysis can be of two types:

e External Analysis: This analysis is done by those who are outsiders for the
business. The term, outsiders, includes {nvestors, credit agencies, government
agencies and other creditors who have no access to the internal fecords of the
company. These persons mainly depend upon the published financial statements.
Their analysis serves only a limred purpose. The position of these analysts has
improved in recent umes on account of increased government cunirot over
companies and govermnmen! vegulations requiring more detailed disclosurc of
informatton by the companies in their financial statesnents.

e futernal Analysis: This analysis is done by persons who have access to the books
of account and other information refated to the business. Such an analysis can,
therefoie. be done by executive and employces of the orgarisation or by officers
appointcd for this purpose by the Government or the Court under powers vested in
them. The analysis is done depending upon the objective to be achicved through
this analvsis.

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

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

®  Vertical Analysis: 1o case of this type of analysis a swdy is made of the
quantitative refationship of the vartous items in the financial statements on a
particular date. For example, the ratios of different items of costs for a pariicular
period may be calculated with the sales for the period. Such an apalysis is useful
in comparing the performance of several companies in the same group. or
divisions or departments in the same company. Since this analysis depends on the
data [or one period, this js not very conductive to a proper analysis of the
company’s {inancial position. Jt is also called ‘Static Analysis’ as it is freguenily
used for referring to ratios developed on one date or for one accounting period,

[t is 1o be noted that both analysis-vertical and horizontal—can bc done
simultaneously also. For example, the Income Statemeni ol a company for several



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

Cherk Your Progress
Fill in the blanks of the following:

L is relating 1o the drawing of cenclusion, inference and
criticism of the analysed financial dara.

X _besides invoking fegal consequences may also defeat the
objectives for which the stalements are meant.

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

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

5 is the life blood of the business.

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

account and other information related to the business.

2.11 LET US SUM UP

Analysis of financial statements 1s the process of critically examining the dasa of
financial accounts. The main work of this process s to ind the sirengths and
weakness of the business.

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

Interpretation is relating to the drawing of conclusion, interence and criticism of
the onalysed financial data.

Analysis and interpretation of the financial ststements are closely associated.
Without interpretalion the analysis is useless and withow analysis. interpretation
is impossible,

Analysis of financial statcments is of two types — analysis according ta maierials
used and analysis according 1o modus operandi.

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

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

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

2  Comparative Financial Staterment Anaiysis
<+  Common Size Statement Analysis

< Trend Analysis

< Fund Flow Analysis

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

e To reveal qualitative information abaut the firm in terms of solvency, liquidity,
profitability, etc., are exwracted from the analysis of {inancial statcinents.

e Comparative (Income) financial statement analysis is being carried out in betweea
Ute income statements of the various accounting durations of the firm, with other
firms in the industry and with the industrial average.

e After having been procured the financial data pertaining to various time periods
are ready for comparison; to determine or idertify the level of increase or decreasc
tzken place in the operating financial perfarmance of the firms.

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

2.12 LESSON END ACTIVITY

1s the wrend of total habilities of significance in analyzing the financial condition of a
business? [T so, what ather trends should be used ia connection thergwith?

2.13 KEYWORDS

Financial Statemensts: Profit and lLoss Account, Profit and Loss Appropriation
Account and Balance Sheet are included in the tenm {inancial statements.

Analysis of Financial Statement: Classifying, re-arranging and re-grouping of
financial statements t0 find the weakness and strength of the business are analysis of
financial statements.

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

Balance Sheet: A balance sheet or statement of financial positiop is a2 summary of a
person's or organisation's balances.

Financisl Statement: A written report which quantitatively describes the financial
health of 2 company.

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

2.14 QUESTIONS FOR DISCUSSION

1. What do you mean by financial analysis? Explein its procedure.
2

Distinguish clearly between the interna) and external financial analysis.

2 tl))iﬂ"er;:ntiate between horizontal and vertical analysis and explain which one is
ertce

4. What do yeu understand b } i i }
do ; y the analysis and interpretation of financ;a) e g/
Explain in brief its various techniques. o saemens:
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5. Write short notes on the following: [inanciai Statermem Analygis
(1) Break-even Analysis
(i1) Trend Ratio
(iii) Common-Size Statements
(iv) Analysis of Financial Statements
(v} Procedure of analysis and interpretation of lnancial statements
6. What are the limjtations of Financial Statements and explain how would you
overcome them?
7. From the foilowing information, prepdare a comparative income stalement:
Particulars | Wi | 2002 (@)
Sales N 10.00,000 8,00.000
Cost of goods suld 6.00.0¢0 4.00.000
Administration bxpenses 200,000 140,000
Other Income 40.000 20,000
Income tax, 120,000 1,40.000
8. From the following table, prepare the common size statement analysis:
2000 () 2001 ¢7)
Sales 200,000 24,00.000
Misce llaneous Income 20,000 160400
20,20,000 24.16.000
Matcrials consumed 11.00000 | 1296000
Wages 1.00.000 4,08.000
Factory ¢xpenses 2.00.000 216000
Office expenses S0.000 1,000,060
Interest 1 w000 1.20,000
Depreciation 1.40.000 1,50.004
Profi 98,000 1.26.000
10,20,000 24,16,000
9. What are the different catepories of items appearing in a Balance Sheet?
10. What are the three basic financial statements? Explain their importance to the
various users,
i .
Check Your Progress: Madel Answer
1. Tnterpretaiion
2. Ipaccuracy
3. Comparative balance sheet
4. Trend analysis
5. Working capital

6. Intemal
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3.0 AIMS AND OBJECTIVES

After studving this lesson, you should be able to:

e Understand the meaning of ratio analysis

e Describe the advantages and limitations of ratio analysis
o Make the classification of ratios

® Calculate the different ratios on the basis of profitability, Du Pont Chart, liquidity,

l\.r'\-uaEu, JUI\'\'I'J\-J’ anl uuli';l_;r

3.1 INTRODUCTION

There are various methods or techniques used in analyzing financial statements such
as comparative statemems trend analvsis funds flow, cash flow, commen size
statements and ratio analysis. Ratio analysis is one of the most powerful tocls of
ftnancial analysis. The ratio analysis is one of the important tools of financial
statement anafysis to study the financial staiure of the business fleeces, corporate
houses and so on. The ratio illustrates the relationship in belween the two related




variables. The acceunting ratios are computed on the basis available accounting
information extracted from the (inancial statements which are not in a position 1o
reveal the statws of the enterprise. The accounting ratios are applied to study the
relationship in between the quantitative information available and to take decision on
the financtal performance of the firm.

3.2 MEANING OF RATIO

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

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

According {0 the Accountants’ Hand Book by Wixon, Kelt and Bedford, "4 ratio is un
expression of the quantitafive reletionship between twa mumbers”.

According 10 ). Betty. “Ihe terin accounting is used to describe relationships
significanily which exists in between figures shown in a balance sheet . Profit & Loss
Afc, Trading Afe, Budgetory comtrol system or in anmy part of the accounfing
organization "

According 10 Myers “ir is the stady of relationship among the various financiel
factors of the enterprise ”

7o understand the methodology of expressing the ratios, various expressions of ratios
are highlighted in the fellowing figure:

Expression

Quotient

Percentage

Time

Fraciion

Currem Ratio

Net Profit

Stock Tumaover
Ratio

Fixed Assets to
Capital Empioyed

/Leverage Ratio Rarie

Figure 3.1: Various Expressions of Ratios

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

t.  Pure Ratio (Propartfion): When the amount of two figures is armived by the simple
division of one amount by apother, it is said pure ratio or proportion. For example,
if current assets of a company are I 20,000 and current (iabilities ¥ 10,000, ratio
between current assets and current Jiabilities will be 2:1.

2. Percentage Ratio: In this (orm, the relationship of one item with other itema may
be expressed in percentage. To get percentage relationship the one item is divided
by ather item and the quotient is multiplied by 100. For example, the relationship
of profit and sales may be expressed as 25%.



lard

Rate Ratip or Times or Turnover: In this method. rate is determined by dividing
the one item hy other item. The obtained quotient is expressed in unit. For
example, if sales is T 1,00,000 and stock is T 20.000, 5 times will be the ratio
between sales and stock.

3.3 IMPORTANCE OF RATIO ANALYSIS

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

(i)

(i)

(12}

(ivy

(vl

(vi)

Helpful to understand the finuncial statements: Ranos make the financial
stalements easy, stmple and understandable to the users. With the help of various
rativs. the users can undersland the solvency, profitability, activity and financial
position of the business without having the knowledge of accounting.

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

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

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

Helpful in calculating the efficiency and profitability of the businesys: Rabo
analysis highiights the operational efficiency and the profisbility of the
business. Tt also helps in determining the liquidity, long-term and shert-term
solvency position of the business.

Supportive in deciding the managerial efficiency: Ratio may he called the
surveyor of the efficiency of the business. It decides the managerial efficiency
that how e{ficiently the management is utilizing the sources and assety of the
busincss.

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

predict the bankruptey and failure of business by evaluating shon-term and long-
terin solvency. The liquidity ratic determines the short-term solvency while, the
lev erage ratio determines the long term solvency of the business.

3.4 UTILITY OF THE RATIO ANALYSIS

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

Easy to undersiand the financiul position of the firm: The ratio analysis
facilitates the parties to read the changes taken place in the financial performance
ot the firm from one ime period 1o another.

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

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

Inter-firm analysis on the financial information within the indistry: The
financial performance of the firm is studied and interpreted along with the similar
firms in the industry 1o identify the presence and status of the respective firm
among others.

Possébility for Financial planning and coatrol: it not unly guides ihe finm to earn
in accordance with the financial forecasting but afso facilitaies the firm to identify
the major source of expense which drastically has greater jnflucnce on the
eamings.

3.5 LIMJTATIONS OF RATIO ANALYSIS

In spite of being so much wutilities of the ratio analysis, it is not free {rom snags. [t
suffers a number of limitations which occur due to {inancial statements. Therefore. the
analyst must be aware of its lirnttations. These limitations are eolisted below:

Quulitative aspect is ignored: Ratios are expressed numervieally. During thc
process of calculation of ratios, the quahtative aspect has been ignored while that
also has importanee in the success of business,

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

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

Preblem in ascertuining the standard ratio; There cannot be a single standard
ratio witich can be used 1o measure the performance of the business in aif
siluations. A single siandard ratio cannot be used for ajl firms as there are
diffecent situanions as sirike, lockout, eic. in the different firms.

Single ratio iés insufficient: Generally, a single ratio is found of limited use. It
does not. convey the complete picture of the business. it may mislead. Therefore, it
15 aiecessary that other related ratios should also be studied before coming on a
conclusion. For instance, for the test of liquidity. all the liquidity ratios should be
tested.

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

Based on past performance: Ratio analysis does nol help in forecasting and
predicting the items to prepare the budgets as ratios are caleulated on the basis of
past performance of the business.

Trend ratios are more teseful than actual ratios: The single ratios calcuvlated on
the basis of financial statements of a particular year are of limited use. Ifratios are



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

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

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

3.6 CLASSIFICATION OF RATIO ANALYSIS

There 1s no standard classification of the accounting ratios. Some authors classity the
ratios as per the financial statements, some authors as per the importance of vatio and
specitic purpose of ratios and some on the basis of users. There is ane more
classification of ratio that is functional classification. Thus we find that there is no
uniformity among the authors regarding the classilication of ratios.

3.6.1 Profitability Ratios

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

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

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

Gross Profit Ratio = 100

Where,
Gross Profit = 5alcs ~ Cost of Goods Sold

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

Net Sales = Total of Sales — Sales Return

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

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

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

(iti) Closing stock may be overvalued and opeming stock may be
under-valued.

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

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

(1} The purchase price of the matertals may increase without increase in
selling price.

(i) There may be thefi, pitferage and spoilage of the material.
(iii) Selling price may reduce withaut changing in the cost price.

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

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

Net Profit Ratio is the relationship between net protit and the net sales and is
expressed in percentage. Net profit is determined by adjusting the operating
and non-operating incomes and expenses and lass in the gross profit. If net
profit ratio is being computed to find out the operational efticiency of the
busigess. net profit before tax should be used to compuie this ratio. If the
purpose of calculating of this ratio is to declare the rate of dividend. net profit
after tax must be considered. {t is useful to do inter-firm comparison of
profitability. This ratio is calculated with the heip of following formula:

Net Profit < 180
Net Sales

Net Profit ratio =

Where,
Net Profit is computed as follows:

Gross Profiy ? 7N

Less. Sctling Overheads 5
Diswibution Overheads v
Financinl Overheads pie
(ther Opcrating Expeases %5 3 '

Add" Nen-opcrating Incomes

Other Operating Incomes Rk TS
Less: Non-Operating }.oses AN
Net Profit C sk ,

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



(c)

(d)

Net Operating Profit Ratio reveals the relationship between net operating
profit and net sales. Not operating profit is different from the net profit. Net
profil is determined afler adjusting the non-operating profits and losses while
net operating profits are determined without adjusting the non-operating profit
or loss. [n other words the net operating prolits are calculated as below:

Net Operating Profits = Grass Profit + Operating 1ncome — Qperating
Expenses

Or

Net Operating Profits = Net Profit + Non-opevating Expenses/Losses —
Noen-operating Incomes

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

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

Net Operating Profit -
Nert Sales

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

100

Net Operating Proli Ratio =

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

(i) (Cost of Matena! Consumed 1o Sales Ratio

_ Cost of Matenals Cansumed y
Sales

100

Where:
Cost of Materials Consumed

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

Direct Wages
e ————
Sales

tii) Direct Wapes to Sales Ratio = 100

Factory Expenses 5
Sales

100

(iif) Factory Expenses to Sales Ratio =

{iv) Office and Administrative Expenses to Sales Ratio

_. Office and Administrative Expenses
Sales

100
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(v) Selling & Distribution Expenses to Sales Ratio

__ Selling & Distribution Expns. .

100

(vi) Financial Expenses 10 Sales Ratio =

Financial Expenses
X

Sales

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

(e) Opcraiing Ratio csiablishes the relationship between 1he total operating cost
and pet sales. Herewith, the total operating cost means the cost of goods sold
+ operating expenses. Operating expenscs include office and administration
expenses, selling and distnibution expenses, financial expenses. This ratio is

computed as follows:

Operating Expenses Ratio =

Operaling Expenses Ratio =

Operating Cost |44
Sales

Qr

Cost of Goods Sold - Operating Expenses

x 100

Sales

Or

Operating Expenses Ratio = 100 ~ Net Profit Ratio

Interpretarion: The higher ratio reveals the lower efliciency of the inanagement,
meagis a great portion of sales is heing absorbed in operating cost. {f this ratio is
tower, it shows the etficiency of the management ard nef profit ratio will be

higher.

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

Particutars T Particulars T
To Opening Stock 22.875 { By Sales 150,000
To Purchases 94.575 | By Closing Stock 29.550
To Carnriage 600
To Wages 1.500
Te Gruss Profit ¢/d 60,000
1,79,550 1,79,550
To Administration L.xpenses 30,300 | By Gross Profe bid 60,000
To Selling Expenses 1,800 | By Non-opcraling incomes:
Te Disttibution Expenses 1.800 | oL on Security 430
To Finance Cxpenscs 2.108 | Dividend on Sharcs 1,125
- To Non-operating Expenses: Profit on Sale of
1.oss on sale ot building 10S Machincry 25 1.800
Provisiea for legal suit 345 |
Fumiture Weilten-off 150 600
To Net Profits . 25,200
61800 | 61,800




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

Solution

(i) Expenses Ratios

1]

(c)

{d)

{e)

(A

(i1

Gin)

Cost of Sales Ratio = M ~# 100

Sales
Cost of Sales = Sales ~ Gross Profit
= 1,50,000 — 60,000 = T 90,000

; 90,
Cost of Sales Ratio = ﬂ-— « 100 = 60%
1,50,000
{b) Administration Cxpenses Ratio = Araministrarion Expenses =100
Sales
30,00
= ’—0 2 100 = 20%
1,50.000
. . ling E. 5
Selling Expenses Ratio = Seling Fepensey ~ 100
Sales
= M--><100=1.2'%
1.50.000
Distribution Cxpenses Ratio = isiriontion Expenses > 100
Sales
1
z 800 »100=1.2%
1,50,000
: Fi E 1
Finance Expenses Ratio = IN3nEe CAPENSES 100
Sales
= -ﬂx 100 =1.4%
1.50,000
- ting Expens
Non-operating bxpenses Ratio = Nonzoperating Expenses =100
Sales
600
= ————x [0 =04%
1,50,000
Gross Profit Ratio = M ~ 100
Sales
= MO— > 100 = 40%
1,50,000
N fi
Net Profit Ratio = —CILOEHOU
Sales
: . . Net Operating Profit
Net Operating Profit Ratio = L -REIETE ~ 100

(iv)

Sales
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{v)

1

Net @perating Profit = Net Profit + Nop-operating Exps. — Nov-operating
[ncomes

=3 25,200 +T 600 - T 1,800 =T 24,0000

324,000

—————x 180
T 1,50,000

Net Opesating Pro(it Ratio =

Opcerating Cost

@perating Ratio = % 100

Sales

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

= 90,000+ 30300+3 1,800 +71,800+%2,100

1.26,000
1.50.000

]

Operating Cost

x 100 = 84%

Cash Profit Ratio- It is the relationship of cash profit and sales. Cash profit
means cash from operation, which is calculated as

Cash Profit = Net Profit + Non-cash Expenses

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

Then this ratio is computed as below:

Cash Proft )
Sales

Cash Profit Rativ = 100

Profitability Ratio Bused on Capital: To check thc overall profitability and
efticiency of the busincss, profiiability ratios based en capita) or assets are more
vseful than the raties based on sales. The theory behind this thought is that the
amount of profit 1s camed on the total assets/capital. Therefore, the profitability
ratios tmust be calculated on the basis of capital, assets or investments. Under this
group the fotlowing ratios are calculated;

(8} Return on Totel Assets Ratio: The ratie is used by the analyst 10 measure the

elficiency of the ymanagement of the business. 1t is computed with the help of
et profil after tax and interest and total assets. The fortnula of this ratio is as:
Net Profit after Tax and Iaterest

Rctum o fotal Assets = » 100
‘Total Assets

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

For the calculatien of this ratio the net profit should be after tax and mterest
on investient in order to match the total assets (discussed above).

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



(b}

{c}

(d

of the management. Some analysts compute the return on tangible assets or
return on fixed assets in the place of refurn on folal assets.

Retursi un Proprictors' Fund Ratio: This ratio expresses 1he relationsbip
berween proprietors' fund and the net profit afler fax. The proprietors' fund
means total of equity share capital, preference share capital and reserve and
surplus. This ratio reflects the profitability on the sharcholders’ or owners'
equity. Il is computed as fallows:

Net Profit aller Tax

Return on Shareholders' Fund = 2100
Sharehotders’ Fund

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

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

Return on Equity Capital (ROEC)

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

100

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

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

(i) Return aon Capitai Employed (ROCE) = : x 100
Capital Employed

(ii) Return on Capital Employed (ROCE)

_ Profit after Tax and Interest and Divided

Capital Employed “H
(iil) ROCE = Tumover x Net Margin
Where,
T Sales 8 Net Profit <100

Capital Employed Sales
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NEe P Sols . oes
Capital Employed

Ot

Sales J Net Profit B
Capital Employed Sales

ROCE = 100
ROCE = Nei Profit

= - 100
Capital Employed

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

Calculation of Capital Employed from Assets side of B/S

N 2 :

Fixed Assets at replacement cost:

rlam and pachinery XXX

Land and building XXX

Furniture XXX

Others XN XXX
Add tnvestiments Gnside ) I ] XXX
Add- Current Assets -

Inventory XXX

Debtors XXX

Cash & Bank balance XXX XXXX
Gross Capital Employed === XXXX
Less. Curreat Laabililies

Sundry creditors XXX

Bank overdraft XX

Ouitstanding expenscs XXX

Others XXX AXXx

[ Net Capital Emplayed ' XX

At the time of computation of capital employed, the {ottowing points must be kept in
ming:

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

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

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

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

{e) Al types of stock as — raw materiats, work-in-progress, finishied goods should be
cluded in capital emploved.

(f) Obsolete assets stiould not be included in capjtal employed.
(g) Reserve for bad and doubtful debts should be subtracted from the sundry debtors.



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

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

Calculation of Capital Employed from Liahilitics Side of RS

Prelerence Share (upital
Equity Share Capital AT AN
Add: Reserve & Surpluses XXX
Debentuces XXXK
Long-term Loans XX
ANXN
Less Fictitions Assels XAXN
Accumulated 1 .osses NANX
Intangible Asscts LR TN XA
Net Capital Employed XXXA

3.6.2 Du Pont Control Chart

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

Returs on { apital Employed (RCKCE)
or
Romumn on tnvestment (RO
& ¥
Turmaver aim e imeme Multiplied by i e l Net Profit Ratw J
¥ v ¥ v
Sales | [Divided by l Cupial Employed J [hvided by . Sales
— ¥ ¥
Fixed Assats =~ Plus - | Wark.ng Caprat Sates  b- o Manas_
[ : L .
‘ ¥ ¥ L.
Current Cost of Oitiee Selling and
Current Avsets ‘ MIAUS .| ahitibies Sales |77 Phus Dsmbution
Overherds

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

Comipute Retum on Capital Employed on the basis of (i) Net Capital Employed. (ii)
Gross Capital Employed, (iii) Average Capital Tmployed, with the help of the

followiny figures,

| Liabitities i Assets (4
Prcfercnoe Share Capital 9.00.000 | Fixed Assets Less Depreciation 24,00.000
Equity Share Capital 15,00.000 | Current Asse(s 12.00.000
9% Debentures 12.00.000 lavesbments:

Reserves and Sumlus 6.00.000 | Quoied 4.50,080
Current Liabilities 600,000 | Uneuuted 3,080,000
Preliminary bxpeases 2.25.000
Patems & Trade-marks 2,23.n00

48,00,000 | 4560000 |

. Reserve and Surplus include curreni year's profit of ¥ 1.20,000 after interest on
debentures for one year and after tax provision @23%.

2. Income from quoted inveshtnent @10% is included in current ycar's proiit, such
investment being non-trade investments.

3. Net capital employed in the beginning of the year was 2 33,75,000.

Sohwtion
Calculatiop of Capitat Employed
4
Fixed Assets less Depreciation 24,00,000
Current Asscts 12,00.000
Unguoted Invesiment 3.00.00¢
Quuted invesiment will not be considered as these e non-trade -
Patenls and J rademarks 2.25,000
Gross Capital Employad 41,25.080
Less: Currenl Liabilitics 6,00,000
Net Capital Employed { 35,25,06¢

Average Capital Employed

Beginning Capital Employed + Capital Cmployed at the end

B
33,75,000 + 35,25,000
= 2 =2 34.50,000
2
Calculation of Net Prafit
Profit afler Tax T).20.000
p)
75 ————
Profit befere Tax T 1,60,600
Add: Tnterests on Debenturces
Z 1,08,00
9% on? 12.00.000 m( &
Pyofit before tnterest snd Tax ¥2.68,000
Less Income from quoicd investment 245,000
{10% of T 4.50.000) -
Operating lucome before !nterest and Tax ¥ 3,13,000




Return on Capital Employed 81
Ratin Analven

(1 Returm on Net Capital Employed

_ Operating Income belore Interest & Tax

" oex ~ 100
Nel Capital Lmployed
o SIO00 e~ 0000
3225000

Operating lncome before Interest and Tax 100

{i1) Return on Gross Capital = :
Gross Capital Employed
313,000

= ————» 100=7587%
41,25,000

Operating Income before Interest and Tax y
Average Capital Employed

(i) Retum on Average Capital = 100

= 313000 eq - 607%

34.50.000

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

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

Earning per Share (LPS)

_ Net Profit Afier Tax, Interest and Preference Dividend
No. of Equity Shares

The more of EPS represents the better performance and prospect of the
company. If the EPS of a company in¢reases, rate of dividend and bonus inay
increase. EPS directly aftects the market value of the equity share. Generally,
10 to 20 tunes of the EPS is considered a justified market valug of the share.

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

(b} Price Earning Ratio (PER): This ratio reveals the relalionship between the
market price of the equity share and the eamning per share. i is calculated by
the following formula:

Market Price Per Equity Share

Earning Per Equity Share

Price Earning Ratio (PER) =

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

(d)

(e)

M

(g)

markel price. On the basis of this ratio the price of an equity share of a
company may be forccasted. On the basis of this price the value of the
cempatty may also be computed.

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

Pay-out Ratio = BifisS: * 100

D.P.S.

From investor's point of view this is a very important ratio. An investor, who
is interested in the capital appreciation, likes the low pay-out ratio and who
prefers the regular cash returm on the ivestment prefers the high pay-out
ratio. Retained earning ratic may also he computed with the belp ef retained
earning and EPS as under:

Retained Eaming Per Share
- * 100
LPS

The {otal of retained earning ratio and pay-out ratio witl be always 100.

Retained Earning Ratio =

Dividend Per Shure tDPS)- Generally, 1he equity shareholders do not take the
interest in the EPS, but they takc more interest in the dividend per share which
has been declared by the company. ft is computed as follows:
Dividend for Equity Shares

No. of Equity Shares

Dividend Per Share (DPS) =

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

Rate of Dividend = — - — x 100
Paid up Equity Capirtal

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

Dividend Per Share

Dividend Yield Ratio (DYR) = : x 100
Market Price Per Share

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

Interest Coverage Ratio: This ratie is computed to check the company's
ability to pay the interest on the long-term loans. This ratio is very important
Trom the point of view of the dcbenture holders and money lenders. It is
computed as follows:

Profit before Interest and Tax

Interest Coverage Ratio = ———x |0
Interest on Long-tesm Liabilities

Dividend Ceverage Ratio: It is the reciproca) of the pay-out ratie. It indicates
the company's ability to maintain the dividends rate in fiture, It is calcujated
as follows:

Profit before Interest and Tax
Dividend

Dividend Coverage Ratio =
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(hy Book Value Per Shere Rutio: Book value or inrinsic value of a share is
deternuncd hy dividiog the net assets of the campany by the total number of
shares. It is determined as follews:

Bividend Coverage Ratio =

Net Assets
No. of Equity Shares

Book Value ot One Equity Share =

Or

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

(i} Revenie Reserve 1o Paid up Capital Ratio:  This ratio is the velationship
hetween the revenue reserve and paid up capital. It is determined in
percentage as follows:

R R c
evenue Resource 100

Revenue Reserve (o Paid up Capital Ratio = - s
Paid up Capital

Example (Profitubility Ratia)

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

was as follows:

Batance Sheet of Shita Manucfacturing Company Ltd.
{As on 1* January, 20608)

Liabilities Amount Assets Amount
) Q)
Shane (Capital (3 10 per share) 20.00.000 | Fixed Assels 25.00.00)
Current Assets %.0(.000
Reserves 5.00.000
Oebentures 14% 3,00.000
Current Liabihitics 4.00.000
34.06.000 34,00,000

Tax rate for the Cumpany is 30%. The Earning Before Interest & Tax (E.B.[.T.) of the
company are T 7.50,000. The dividend Pay-out Ratio of the company is 40%. The
marhet price of company's shares is ¥ 16 per share,

On the basis of the infarmation, compute the following ratios for the company:
(i) Ratc af Return on Gruss Capital:

(i) Rate of Rerurn on Net Capital;

(i) Rate of Return on Net Worth or Owned Capial;

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

(v) [Carming per Share;

(vi) Dividend

(vi) Eamings yield;
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(viji) Dividend Yield; and

(ix)

Dividend Cover.

Solution

(i

(iiiy

(iv)

(v)

(vi)

Eaming before Interest & Tax

- x 100
Gross Capital Employed

Rate of Returm on Gross Capital =

Gross Capital = Fixed Assets + Current Assets
=T 25,00.000 + T 9,00,600 = ¥ 34.00.000

7,50,000
34,00,000

Rase of Return on Gross Capital = x 100 =22.058%

Earning before Iutercst and Tax y
Net Capital employed

100

Rate of Retuen oo Nel Capital =

Net Capital Employed = Gross Capital Employed ~ Current Lrabilities
=2 34.00,000 - T 4,00,00 = T 30,00,000

7,568,000

———— % 100 = 25%
30,00.000

Rate of Retum on Net Capital Employed =

Earming After Interest and Tax
Net Werth

Eaming aRer Interest and Tax = EBIT — Interest on Debentures — Tax
=7,50.000 - 14% on T 5,00,000 - Tax
=¥ 7,50,008 ~ X 70,000 — Tax
=7 6,80,000 ~ 30% of 6,80,000
=¥ 4,76,000

Net Worth = Share Capital + Reserve

=2 20,00,000 + T 5,00,000 =T 25,00,000
4,76,000
25,00,000

Rate of Return on Net Worth = X 100

Rate of Return oo Net Worth = * 100 = 19.04%

Eaming after Interest and Tax » 100
Paid-up Lquity Capital

Rate of Returnt on Paid-up Equity Capital =

~%4,76,000

= x 100 =23.8%
T 20,00,000

Earning after Interest and Tax
No. of Equity Shares

Earning Per Share =

24.76,000
22,00,000

Total Dividends
No. of Shares

Total Dividend = 40% of Eaming after interest and tax
= 40% of T 4.76.000 =T 1,90,400

Dividend Per Share =



Dividend per Share= i Fl T 0952
2.00,000

Earming per Share

Hl

{vii} Earning Yield ¥ 100

Market Price per Share
T 2.38
T 16.00

Dividend per Share
Market Price per Share

- 100=14.87%

tvin} Dividend Yield

>~ 100

95
- 10952 x 100 = 5.95%
T 16.00

{in} Dividend Coverage Ratio = PHInE per Share

Dividend per Share

T238

m = 2.5 umes

3.6.3 Liquidity Ratias

Liquidity ratios are also known by the name of short-term solvency raios. These
ratias are relating with the short-term financial position of the company. Ligquidiry
ratius are uwsed to find out the ability of the company to pay is shon-term obligations
from its short-term resources. Shorl-term obligations include - creditors, banks,
money lenders, suppliers, employees, etc. Following ratios are calculated to check the
liquidity of the company:

I.  Current Ratio: This ratio is alsc known by the name of Bapker's Ratio or
Working Capital Ratio. This ratio reveals the relationship between current assets
and current liabilities. Current ratio is used to measure the shori-term liquidiry
position of a company means shori-term solvency., This ratie is calculated by
maiching the current linbility with current assets as below:

Current Assets

Current Ratio= ——m————————
Current Liabilities

Where,

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

Current Liabilities are those which are expected to be paid within one year.
These liabilties are — Sundry Creditors, Bills Pavable, Outstanding Expenses,
Shori-term Loans. Provision of Taxation, Long-term Loans Payabte in Current
Year. [ncome Received in Advance. Dividends Payable, Bank Overdraft (if i1 s
not mentioned as long-term arrangement}, ete.

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

ik
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its working capital is adequate. Uf the currcnt ratio of a company is higher than
the ideal ratio, it shows that company has higher capaeity to pay off its shoct-
term liabilities. (f the current ratie of a company is less than the ideal ratio, it s
assumed that its working capital is not sufficient.

This ratio 1s also used to check the adequacy of the working capital of the
business. Working capital is that amount ef cumrent assets which is left afier the
payment of current liabilities. Working capital of a business represents the
margin of safety for short-term abligations. At the time of using the curreat ratio,
the analyst should adopt the following precautions:

(1} Current ratio js aftfected by the window dressing of the balance sheet.

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

(1)) Adcquate provision for the contingent liabilities should be made as per the
nature of [iabilities.

{1v) [nventory should be properly valued.

Liquid Ratie: This ratio is also called by the name of Quick Ratio or Acid Test
Ratio. Current ratio is used to measure the short-term solvency. If the amount of
stock is heavy in the current assets, current ratio may mislead. Therefore. liquid
ratio is also calculated along with the current ratio. Liquid matio is the
relationship of tiquid assets and current liabitities. This ratio is computed as
under:;

Liquid Assets

Current Liabilities
or

Current Assets ~ (Stock + Prepaid Expenses)
Current Liabilities

Liquid Ratio =

Liquid Ratio =

Liguid assets comprise all those assets which are included in current assets
except stock and prepaid cxpenses. It is assumed that stock takes time 10 be
convericd into cash and prepaid expenses cannot be taken back easily.

There is one more concept that liquid ratio should be computed on the basis of
liquid assets and liguid liabikities. Liquid liabilities may be ebtained by
subtracting the bank overdraft from the currcat liabilities. As per the concept the
liquid ratic will be as betow:

Liquid Assets
Liquid Lialities

Liquid Ratio =

Interpreration: The higher of the ratto shows the better ability of the company' to
discharge its shart-tenn liabilitics as and when required. Liquid ratio provides
morc stringent test of short-temm solvency because tiquid assets are more liquid
than the current liabilities. The ideal liquid ratio ts assumed |:}. But it is her
accepted in all types of business. Results on the basis of it may be iltusory. [f the
liquid ratio of a company is less than the ideal ratio of I:1, short-term financial
position of the company is considered unsound. The company does not have the
sufficient cash to meet its short-term liabilities. Continuouvs declining of the ratio
indicates the overtrading which may lead the company into financial difficulty in
future.
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Super Quick Ratio; This ratio is also known as absolule liquid ratio. it reveals
the relationship between super quick assets and current liabilities. Super quick
assets include cash, bank balance and marketable securities. Super quick assets
may be computed by subtracting the debtors and bills receisable from the liquid
assets. This is computed as folfows:

' i ick Assets
Super Quick Ratio = b Quick Assets

Current Liabihties

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

J.6.4 Solvency Ratios

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

X

Debt-equity Ratio: This tatio revcals 1he relationship between external equities
and internal equities. Therefore, 1t is also called the external-internal equiry ratio.
[t is computed on the basis of following forinula;

External Equities or Debts
{ntemal Equities ar Equities

Or

Debt-equity Ratio =

Outsiders Liabilities

Debt-equity Ratio = - —
Shareholders' Fund

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

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

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

Tolal Asscis

Proprietary Ratio =

67
Ratg Analvais



Shareholders’ fund includes the equity capital, preference share capital, fotal
accumulated reserve and surplus. But accumulated losses are subtracted to find the
shareholder’s fund.

For the purpose the total assets include the fixed asseis and cutrent assets. If the
intangible assels have some marketable value. 1hose ase also included. But the
fictitious assets are never included in the fotal assets.

Interpretation: The proprietary ratio is calculated to determine the long-term
solvency of the company. The higher proprietary ratio reveals she stability of the
busipess in the long run. The lesser ratio indicates the failure of the business in
long run. The ideal proprietary ratio of 1:2 is considered satisfactory.

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

(a) Ratio of Fixed Assets to Proprietary Fund = -
Proprietors' Fund

Current Assets

(b) Ratio of Current Assets to Proprietary Fund = .
Proprictor's Fund

Solvency Ratio: This ratio revcals the relatienship between the total assets and
total liobilities of the business. It expresses the company's capability and
soundness to meet its liabifities out of its assets. Among tetal liabilities, Jong-term
and current liabitities are included. [ts calcwlation is dove with the help of
following formulae:

Total Liabilities

Solvency Ratie =
Total Assets

Where,

Total Assets = Fixed Assets + Current Asscts + Intangible Assets (Market Value)

Interpretation: If solvency ratio is less than one (1), company is assusmed solvent
to pay all its labilities, If this ratio is more than one (!). it is assumed that
financial position of the company s not seund. It cannol pay all its liabilities.
Company is going in the state of insolvency.

Fixed Assets Ratio: This ratio reveals the relationship between fixed assets and
tong-term fund and capital. It is calculated as under:

Long-tcom Fund + Capital
Fixed Assets

Fixed Assets Ratio =

Where,
Long-term Fund = Equity Share Capital + Pref. Share Capital + Reserve and
Surplus + Long-term Loans
Fixed Assets = Fixed Assets Less Depreciation + Long-tern Investments +
Shares in subsidiaries

Interpretation: This ratio reveals whether the long-tenn funds are being used to
acquire the fixed assets or not. ln ether wards fixed asseis should be purchased
from the long-term funds. 1.3 of the fixed assets ratio may be considered
satisfactory. It means that the long-term funds are more than the fixed assets,
Some funds are osed in the working capital also, which is good in long-run.



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

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

Capital Gearing Ratio =

Here, the interest bearing loans nean those loans or finance on which the
company has to pay Ihe interesi atl a fixed rare like debenture, bonds and bank
loan, ete,

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

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

(i} Imterest Coverage Ratio. This ratio 18 also known as debt-service ratio. It
expresses the relahonship between the nterest on long-term loans and other
obligations and the net profit before inferest on tax. 1t is computed by the
following formula:

Net Profit before Interest and Tax

Interest on Long-term Loans

Intercst Coverage Ratio =

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

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

Net Profit after Interest and fax
Preference Dividend

Preference Dividend Coverage Ratio =

3-4 times this ratio is considered satisfactory.

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

Liabilities and Capital Amount | Assets Amount

® )

Eyutts Share Capital 200000 | Fixed Asscis Less 6.59.430
Prefcrency Share Capital 300000 | Depreciatiun

Rescrves and Surplus 2,53.500 | Stock 1.48.38¢

Rills Payablc 19.500 | Dechiors 15,130

Creditors 48.000 | Cash and I3ank Balances 78.060

$,21,000 9.21.000
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Ascertain the following Ratio:

(a) Current Ratio
(b} Liguid Ratic
(c) Debt Equity Ratio
(d) Proprietary Ratio
(e) Solvency Ratio
() Capital Gearing Ratio
Solution
(a) Current Ratio L L A‘“g”
Current Liabilities
Current Assets = Stock + Debturs + Cash and Bank Balance
= 14R80 + 25,130 + 78,060
= T 161,570
Current Liabjlities = Bills Payable + Creditors
= T 19.500 + 48,000
= 262500
Current Ratio = 2667];?;)9 = 3.87:)
(b) Liquid Ratio = ispu A\sets
Current Liabilitics
Liquid Assets = Current Assets ~ Stock
= 2.61.570 - 1.48.370
= T1,13.200
Liquid Ratio w Ad2200 =107:1
67.500
() Debeeniity Ratio Fxternal Eguirics

Internal Equities

External Equities = Bills Payable + Creditors
= Y 19.500 + 48.000
= T67500
fmiermal Equities = Equity Share Capiial + Preference Share Capital +

Reserve & Surplus
= 3.00,000 + 3.00.000 + 2.53,500
= Y 8.53.500

67,500
8.33,500

=076 )

i
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Proprietors’ Fund n

(d) Proprietary Ratioc = e~ Ratio Analvsis
Proprietors’ Fund = [ntemal Equities = ¥ §,53,500
Total Asscts = TFixed Assets + Current Assets
= 6,59,430 +2.61,570
= 921,000

Extemal Liabilities

(e} Solvency Ratio =
Total Assets

Caternal Liabtlities =  Extemnal Equities =¥ 67,500

Solvency Ratio = JOT S0 0.07:1
9.21,000
_Equity Share Capital + Reserve & Surplus

Preference Share Capital + Long-term Loans

3,00,000 +2.53,500 _ 5.53,500 _ ]
3,00,000 1.00,000

(f) Capital Gearing Ratio =

3.6.5 Leverage Ratios

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

Following three types of leverage are used in the business:

. Operating Leverage: Operating leverage ratio is used to measure the changes in
operating profit due to slight change in sales. In the words of J. Hampton,
"Operating leverage exists when changes in revenues produce greater changes
in the earning before interest and tax”. This leverage 8 computed as:

Contribution

1l

Onperating Leverage
: ‘ & Operating Profit

Or

Sales — Variable Costs
Earning before Interest and Tax

I

Qperating Leverage =

Or

Percentage Change in Operating Profit
Percentage Change in Sales

Ik

Operating Leverage

Where,

Contribution = Sales — Variable Cost

i

2. Financial Leverage: 1 is the indicator which reveals the impact of using the
debt capital in capital structure on the profit before tax of the company. As per
L.J. Gitman, “Financial leverage may be defined as the ability of a firm to use



fixed finuncial changes 1o magnify the effecis of changes in EBIT on the firm's
EPS". Degree of the financtal leverage can be measured by the following

formuia:
Financial Leverage =

Where,
EBIT =
PBT =

I

Financial Leverage

EBIT
PBT

Earning Befose nterest & Tax

Profit before Tax

Or

Percentage Change in EPS

Percentage Change in EBIT

3. Combined Leverage: It is the multiplication of operational leverage and financial

leverage. It is computed as follows:

Combined Leverage = Operating Leverage = Financial Leverage

Or
Combincd Leverage = T—q-w %
EBST PBT
Or
- C
PBT

Where,

C = Contribution

EBIT= Earning betorc Inerest & Tax

PB7T = Prefit before Tax

Example (Leverage Ratias)

From the following information calculate:

(a) Operating Leverape
(b) Financial Leverage

(c) Composite Leverage

X in Lakhs) ]

| Origilzg: AfRter an Increase of 16%
| on Sales
Sales (4500 wnits iR Lpw) 4,560 4,950
fess: Yariable Cost R 0.60 p.u) 2,700 2,970
} Contribution {.800 198
: Less™ Fixed Cosis 1,350 $.350
| Profit beforc Interest & Tax (EBIT) 450 630
Less. Interest (50 150
| Profit before Tax 300 430
| fess: Vaxat 55% 165 264
Profit after Tax (FAT) 135 216




Solution
Particulars Degree of Operations
Orioi After 10% Increase
riginal
on Sales
; Contribution 1800 1981)
{a) Operating Leverage = — =4 =3.]42
BT T 130 w30
. . ERIT
ib) Financial Levsrsge = L o .50 o 1132
Profit before Tax 300 axe
{c1 Composite Leverage = Operating Leverage - 4x 150 =60 312 - 1313
Fmaneial Leverage =4 188
Fill in the bianks of the following:
T is the engine that drives the business enterpris¢.
2. Ratio is the relationship of each component of cost to sales
which is expressed in percentage.
3. Return on Capital Emploved is also known as
4. represents the eaming of the company derived from each
equitv share of the company.
3 ratios are used to find out the ability of the campany to pay
its short-term obligations from its short-term resources.
6. ratio is used o measure the changes in operating protit
due to slight change in sales.

3.7 LET US SUM UP

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

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

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

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

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

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

e Liquidity means the short-term solvency of a company. Te test the liguidity of a
company the current ratio, liquidity ratio and super-liquid ratio are computed and
interpreted.

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

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

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

3.8 LESSON END ACTIVITY

“Ratio Analysis plays an important role in the process of decision making in
business”. Examine this statement and discuss some impertant ratios for measuring
the financial soundness and protitability of an enterprise.

3.9 KEYWORDS

Ratio: Jt is a numerical expression of relationship between two items, which is
calculated to ebtain a tneaning.

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

Profitabilicy: The profit earning capacity of a business is calied profitability.

Liguidiry: The short-terim debis paying position of a company from jts short-term
resources js called liguidity.

Sofvency: It is company’s ability to meet its long-term liability or obtigations.

Leverage: 1t 1s a tool to accelerate the rate of return by using the fixed intercst bearing
dcbt finance.

3.10 QUESTIONS FOR DISCUSSION

. Explain the role of ratio analysis in the interpretation of fisancial statements.
Exasmine the limitations of ratio analysis.

2. What are financial ratios? Explaip and illustrate the ratios used for testing the
short-term and long-tertn 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 any two
ratios each for measuring (i) profitability and (ii) liquidity.



5. How is the liquidity of a firm tested? Explain its different ratios with examples.

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

Trading and Profit & Loss Account

4 ?
1o Stock J.B1.250 By Sales T 25.25.000
To Purchuses 1576,250 | Less Sales Return 25.000 25.4K).000
To Carc:age 10.500 I By Steck 4,92 500
Ta Wages 25.00Q
To Gross Profit 19.00.000
29,92,500 29.92,500
To Administrative Exp. 5 (15.000
To Financc Expenses
[nterest T onqu
Discaunt T 12060 By Gryss Profit 10.00.000
Bed Debt 2 1700 35,000 By Nan-Opcrating lncome:
To Selhing and Dist. Exp. 60.000 | Int un Securities 7.500
To Nan-Operaling Exp.: 1Yividend on Shares 18.750
1 0ss 0 Salke of Asyets 10.00n (Profii on sale ol Asscls) 1350
To Net Profat 4. 20004
10,30.0600 10,30.000

Calculate: (a) Expenses Ratio (b} Gross Profit Rano (¢} Net Profit Ratio {d) Net
@peration Profit Ratio (e) Operating Ratio and (P Stock Turnover Ratio

7. Thc Balance Sheet of Lalit Mohan Cempany as 31 March. 2008 is as follows:

Liabilities T Assels T
Lyuity Share Capital 3,040,000 Goodwiil 240,001
Prelerence Share Capital 200000 | Fixed Assets 5.60.000
Capual Reserve %.00.000 Stock 126,000
|.ban on Mortpage 320,000 [ Deblors 1.20.000
BBank Overdruft 40.000
‘I rade Credntors 1.60,800 Investment 40,001
Provision for Taxation 80000 | Cash 3.20.0tK1
P& LA 12,000
14,00.000 14,00,000

The profit for the fmancial vear 2007-08 afler taxation and interest on fixed
deposit amounted to T 2,40,000 out of which T 80,000 transterred ta reserve and
T 20.000 were paid as dividend. Sales amounted to 2 24.00,000. Calcuiate the
Ratios for: (a) Testing Liquidity; (b) Testing Solvency: (c) Testing Profitability.
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8. From the following Balance Sheet caiculate (i) Working Capital Ratio (ji)
Liquidity Ratio.

Lisbilities T Assets 2
Paid up Capital 3.00.000 | Cush in hand 250
Bank Qverdrufl 38,000 | Stock 1.28,250
Sundry Creditors 26,000 | Trade Nebtors 1,25,000
Provision for Dept. 35.750 | Land and Building 92.150
Pravision for Taxaiton 2250 | Machkinery & Equipment ‘ 1,28.600
Propased Dividends 15,608 | Prepaid Fxpenses {500 |
General Reserve . 35.000 | Goodwil) 30,000
Profit and Loss A/e 6.750
5,05.750 505,750

9. The following data are being taken from the records of Birta Limited as on 30™
June 2002:

Cash 25,000 | Bitls payahle 3.000
Debrors (rot) 12,000 | Sales 53,000
Inventory 8.000 | Purchascs 34.%00
Prepaid expenses 2,000 | Purchase Retums 750
Creditors 12,000

On the basis of above information, compute the following:
(1)) Waorking Capital Ratio
(i) Acid-Test Ratio
() Imventory Tutnover
(iv) Reccivables Turnover
(v) Average Payment Periad
10. From the {ollowing information cajculate the following ratios:
(1) Total Assets Tumover
(1) Fixed Assets Turnover
(i1t} Current Assets Turnover
(iv) Working Capital Turnover
(v) Net Worth Turnovesx
Balance Sheet as on 31" December 2001

Linbilities T Assets T
Share Capital 32,000 | Y.and and Boilding 24,000
Reserves and Junds 4.000 | Plant and Machinery 15,000
Peofit and Loss Al 12.000 | Fumiure 9.000
Oebeatures 16.000 | .ong-tem [nvestment 12.000
Loog-term Loan 12,000 | Swock 9.000
Sundey Creditors £.800 | Debtors 12,600




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

ended 31% March 2002:

L4 T
Net Sales 3{u.000
Less: Cost ol Gonds Seld:
Opening Stack 3.00,000
Add. Purchases 20,400,000
25.00,000
Less. Closing Stock 7.00.U00 18.00.000
Gross prafit 12.00.000
Less Qperaung Expenses 1,R0.000
Operuting Profir 7.20,000
Less Intercst Charpes 1,80.000
Profit before taration 5.40,000

Additional information as on 3i.3.2002:
Current Assets T 9.73.000
Current Liahilities T 0.00.000
Fixed Assets ¥ 3,25,000

From the above information. calculate any four ratios out of the following;
{iy Operating Ratio

(1) Operating Profit Ratio

(i} Stock Turnover Ratio

{iv) Assets Tumover Ratio

{v} Return on Capital Employed

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

{i) Debt Equity Ratio
{ii) Liquidity Ratio

(iii) Total Assets Turnover Ratio

(iv) Fixed Assets Turnover Ratio

Liabilitics T Asscts L4
5000 Equaty Shares of 2 10 30.000 | Goodwill 10,000
each Fixed Assets 70,000
Reserves 16000 | Slock 15,000
Profit 15.040 | Debtors 15,000
Debentures 40,008 | Advances 5,000
Creditors 28000 | Cash 15.000
Provision lor | axating 13000
150,00 150,000

Sales during the year T 2,80.000

13
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13. Information regarding ABC Company for the year 2001 is as (ollows:
Profil before 1an - T 28.830 fakhs
Tax Rate — 30%
Propused Dividend - 25%
Capital of the Company - 10%
Preference Shares of 2 10.00.009
Equiny Shares of ¥ 35.00.000 (Shares of ¥ 100 each)
Reserve at beginning of the year —I 28 fakhs
Current Market Price of the Equity Share -3 250
Cemnpute for the equity shares:
(i) Earaings per share
(ii} Price-Eaming Ratio
(it) Dividend per share
{iv) Drvidend Payout Ratic
(v) Dividend Yielo Ratio

14. ['otlowing are the statements of Surya Limited (or the year ended 31™ December
2001:

Balance Sheet as on 31* December 2001

Liabilities ‘ 2] Assets q

S0,000 Equety Sharcs 500000 | Loand und Bustding 3,501,000
pf2 Jlhcach Plant and Machmery 2.50,000

{‘ > Srr ‘ l{ >
PENRIPREAE Y 300000 ) Sk 2.00,000
plipnd Lessihie 2.00.000 | Suadry Debiors 3.00.000
S Sra Mo 200400 | Cash ot Basih 1.06.000
l 12.00,000 12.00,000

Trading and Profit & loss Account
For the yeur ending 31" Dec. 2001

L.iabilities T \J | Assets 2

‘ {0 Upening Stock | 1.00.6500 } By Sales (Cecdit) 16,080,000

! To puschases (credn) 2.00.000 | By ¢ lostng Stock 2.00.000
Ta Geoss Profit c/d 9,010,090y

18,00.080 18.00,000

To Admiaisteation Txp 1.00.000 | By Gross Proin b/d 9,00.000

Vo Selfing Expenses ; L3000 | By Prodit on sale of 25000

To Othey Expenses 25.000 ‘ Fixed Assets

Ta Net Profit 6.00.000

9.25.000 9,25.000




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

Tncome Statement

2000 1001
4 ks
Net Sales 1,00.000 1.30.000
Iess: Cost of sakes 70.000 L 10000
Grrons profin 30,000 40,000
Luss: Gperaling Fxpenscs 20.000 25,000
Net Proiit 10,000 15,000
2000 1001
L4 T
Assets

Cash in hand 5,000 3.000
Cash a1 Bank 4 000 J.000
Debtors 44,000 25000
Stock 1 vost 15,000 10,000
Fixed Assets (Net) 36,0000 63,000
120,000 1,140,000

tizhilities
Creditors 36,000 12.00H)
1kills Pavable 2.600 1.000
Maongage Loan 10,000 20,000
Equity Share Capital 60,000 70,000
Reserves and Surplus 12.000 7,000
1,20,000 1,10,000

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

(i) Acid-Test Ratio

(iii) Debtors Turnover Ratio

{iv} Average Collection Period

(v) Stock L'umover Ratio



80

16. Following arc the Balance Sheets of Ramsay Brothers Limited for two years
ending on 34" June of each year.

T T
Equity Shares of T 100 each 2.00.008 2,00.000
Generat Reserve 3232; 423823
Profit and Loss Alc - ;(;000 & 60‘[)00
Loan on Mortgage U 00,
Bank Overdralt § 40.000
Creditors 60.000 1.80.000
Provision for Tas 3:333 :3238002
Proposed Dividend T 8
6,16,000 6,80,000
Fixed Asseis (Net) 4.16.080 3,96.800
Stock-in-trage 60,600 1.20,080
Deblors 30.000 1.60,000
Cash-in-hand 60,000 4.000
Y 6.,16,000 6,868,000

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

Check Your Progress: Model Apswer
i, Profit
Expenses

®)

Return on Investment (ROT)

L

Carping per share
Liquidity

Y

6. Operating leverage
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4.0 AIMS AND OBJECTIVES

After studying this lesson, you should be able to:

& Understand the meaning of Fund Flow

e Discuss the meaning, objectives and {imttations of Fund Flow Statemcnt
® Describe various technigues of constructing fund flow statement

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

® Explain low to calculate Fund from Opcration

4.1 INTRODUCTION

Balance sheet and profit and loss account of & company are iwo basic financial
slatements which are prepared at the cnd of an accounting period. The balance sheet
porteays the overa§l financial position of the busincss while the income statement
{profit and toss account) discloses the revenues earned and or realized and the cost
incurred fo genecale the revenues durtng a particuiar period. Bui these statements do
nol provide the inforrnation regarding the changes in the capital, liabilities and assers
during the period. For the beiter understanding of the [inancing and investing activities
of the busiress which have taken place during an accounting period, one more
statement is also prepared and published whicki is called the “Siatement of Changes in
Financial Position™ (SCFP). This statement provides useful information to the
creditors and owners regarding funds. It has now become an integral part of the
statements. Through this statement an anafysis can easily understand as from where
the funds are coming into busincss during a period and whcee il is being applied. In
other words, this statement disctoses the sources of funds and the uses where procured
funds were put durtng a pariicular period. Sources and uses of the fund during a
particular period provide very useful information regarding the tormation of a
financial policy. Accounting Principle Board of' American Institute of Certified Public
Accountants (AICPA) has encouraged n its opigion No. 3 that “*When financial
statements, purporting 1o present both financial position and results of operation, are
issued, a stalement summarizing changes in financial postiions should also be
presented as a basic financial statement for each period tor which an income statement
is prepared.

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

In fndia AS-3 of JCALI states regarding the statement of changes ol financial position
as. “In many countries it i$ quite common to provide a statement of changes in
financial position as a part of audited accounis. In Tndia, under the existing legal
requirements, companies are under no legal obligatien to publish a statement of
changes in financial position along with their financial statemems, However, there is a
growing practice 1o publish such a statement along with financial staiements
especially in the case of compantes Jisted on the Stock Exchanges and other larse
commercial, industrial and business enterprises in the public and private sectors. The
objective of this Standard is to encourage and strengthen this practice (Para 2)".

The siatement of changes of Financial Position is a statement which gives the
information regarding the sources ol the financial activities of the busincss and the use



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

4.2 MEANING AND CONCEPT OF FUND

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

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

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

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

4.2.1 Mecaning of Flow of Fund

Flow means the change or movement that may be inflow or outflow. ‘Fund flow’
refers the change in the amount of working eapiial in a given period of time or the
transfer of the economic value from cne asset to another asset from one equity to
another from and one asset to any liability. When the amount of working capital
increases due to the transfer of economic value, it is terimed as the source of fund or
inflow of fund. Due to any transfer of economic value, when the amount of working
capital decreases, it is said the application or use or outflow of fund. And if any
transaction does not affect the amount of working capital (neither increase nor
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decrease of fund), it 3s not considered in the statement of changes of fund and is said
non-fund transaclion.

4.3 EFFECTS OF BUSINESS TRANSACTIONS
ON FLOW OF FUND

For the purpose of preparation of fund flow statement, the fund is taken in the broader
sense means et working capital. Net working capita) ¢s required in the business for
day te day operations. Only those business transactions are considered in the business
which affects the net working capital or fund. The ctfect on the tlow of fund means
the increase or decrease tn the size uf fund or working capital. There are many
business transactions which aftect the working capital, Simifarly, there are so many
items which neither increase nor decrease the size of working capital. For the
preparation ol fund flow statement. all the business transactions are divided into
following two categories:

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

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

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

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

(1) Trensactions relating the conversion of one current assel into another current
assef: Due Lo these transactions, the internal items of the current assets change but
total amount of current assets does not change. As a result the net working capital
does not change such as cash received from sundry debiors and bills recetvables.

(it) Transactions which convert one current tiabdility into another current liability:
This is similar 1e the above casc of current assets. The jtems of the curent liability
change but the 10tal amount of current liability does not change. As a result the net
working capital does not change by these transactions such as conversion of
overdraft into short-term bank loan.

(iii) Transactions which take place between the non-current ifems only: Working
capital is not affected by these transactions. The amount of non-current items as
fixed assets, capital and owner's equity arc affected by these items. These
transactions may be between fixed assets as plaat js convened into furniture,
between long-term lhabilities as debentures are converted in long-term loan,
between awner’s equity and long-icom liabilities as debentures are converted into
equity shares, between fixed asscts and long-tenn hability as building is acquired
by the issue of shares,

(iv) The transactions which take place between current assets and current liabilities:
Due to these transactions, on onc side tite 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 purchase of materials.
Suclh types of transactions change ouly the structure of current assets or liabilities
but not affect she net working capital,



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

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

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

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

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

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

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

Fund or Waorking Capital Flow

Curent & ‘t“.“?”' Fund does not Flow Current Assets
Term Liabilities >
&
F
@ v
2 E
CE Fund Flows T8
B =
5 2
= I,
L 4
Long-Term = :
Liagi]mes Fund does not Flow Fixed Assets

Figure 4.1; Effect of Transactions on Fiow of Fund Chart

List of Non-Current Account of Assers and Liabilities

Non-Current Liabilities Non-Current Assels

1. Equity Sharc Capital 1. Goodwill

2. Preference Share Capital 2.  Land & Building

3. Reserve & Surplus 3. Plant & Machinery

4, Debenmres 4. Furniture & Fiiling

5. Premium Ale 5.  Long-term lnvestments

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

7. Capital Reserve 7.  Patents

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

and Debentures
Pravision far Depreciation Preliminary Expenses

e
o
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10. Long-Term Loan 10. Under Writing Commission
1). Bonds 11. P& L Alc. (Debif)

12. Proposed Dividend 12. Development Expenses

13. Provision for Taxation

14. General Reserve

15, Dividend Equalization Fund

16. lnsurance Fund

17. Debentures/Preference Shares Redemption Fung

18. tnvestment [luctuation Fund

Non-Current Linbilities: These are also called fixed tiabslities or long-term Jtabilities.
These are payable by the company after a long period {which is more than one year)
or at the ltquidatien of the company.

Non-Current Assets: These are also called fixed assets. These assets arec owned by the
company and arc kept for the running of the business and these are not for sale. These
assels can beangible, imangible, and fictitious.

4.4 FUND FLOW STATEMENT (FES)

Fund Flow Statement means a siatement which depicts the changes of financial
position (working capitaly duriag 1wo pertods. Thus this statement shows the sources
from which the funds have been cellected and those uses on which these are apptied
during an account period. Fund Flow Statement is detined by various authars. Some of
them arc as follows:

“Fund Flow Swtement is a statement prepared leo indicate the increase in the cash
resources and the wilization af such resources of business during the accounting
pertod ™

~Robert N. Anthony

“The Funds Flow Statement is @ method by which we study the net funds flow between
twa points in time”.

—James C. YVan {iome

“A statement of sowrces and application of fund is a technical device designed to
analyse the chonges in the financiul condition ef business enterprise between two
dates .

—Robert Foulke

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

e Sources and Uscs of Fund

e  Where Got and Where Gone Staiement

e lund Statement

¢ Application and Sources of Fund Statentent

e Statcment of Changes in Financial Position

e Swatement of Resourccs Pravided and Applied

e Inflow and Qutflew of Fund Statement



4.4.1 Objectives of Fund Flow Statement

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

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

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

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

4.4.2 Uses or Importance of Fund Flow Statement

Fund flow statement is a very important instrument in ihe kit of l[inancial analysts. 1t
kelps in managing the working capital. The information given in the FI'S is very
uselul for the shareholders, bankers, creditors, managers and invesiors, It helps the
management in taking the different managerial decisions and answer 1o various
imricate or complicated quarries of genreral interest. The importance of this statenment
is discussed in the following points:

1.

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

Determination of Financial Consequences of Businesy Activities: There are
different occasions in which the management finds itself in awkward situation and
seized with a financial dilemma. For example, the P & L A/c reveals the sufficient
surptus and the balance sheet indieates the sound financial position but sufficient
cash is not available 1o pay and declare the annual Jdividend 1o its shareholders.
The management has 1o face the probiem of liquidity because it does not know as
what has happened of the funds generated [rom operations. The answer of this
question is given by the FI'S. The FFS converts the conseguences vf the business
operations into financial information.

Comparative Study of Financial Statements: Fund flow statemcnis make
comparative study of Balance Sheets and Profit and Loss Accounts ol two periods
easy. Changes in the working eapital during the period of two balance sheets are
expressed in the [FS. This statement gives more precise and accurate picture
regarding profils. In this statement profit from operation i1s taken in which
non-operating profits or losses are excluded. On accoum of presenting the
information regarding the financial position, profits and changes in working
capital in this statement and simultaneously, in the comparative study become
possiblc and easy.

Helpful in Securing Bank Loans: When a request for a loan 1s submitted with a
bank. the bank want to know the credit worthiness of the company, its capacity 10
retum the loan, sources of repayment and the amount of loan. For the assessment
of these the bank asks the company to submit its balance sheet, profit and loss
account along with its fund flow statement. A careful analysis of these statements
helps the bank in sanctioning the loan to the company.

8y
Fund Flow Statement
tAccounnng Standard - 3)



9

()

Helpful in Aflocation of Resources: A business has a limited sowrce of funds
therefore it always needs more meney than its availability. A developing
enterprise has different programmes for the expansion. But due to scarcity of
money all the programmes cannot be started simultaneously. Some pregrammes
are started while some are postponed. Thus a problem of allocation of available
resources among the difterent prajects/programmes arises. The financial manager
takes the decision regarding the postponement and starting the projects which is
taken through the projected fund flow statement.

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

<« What is the credit worthiness of the business?
< What are the sources threugh which loan will be repaid?
% How much fund is generated from normal activities of the business?

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

Planning fer Working Capital: FFS reveals the eomplete picture of working
capital regarding 1ts uses and sources. 1t iells whether the firm has adequate
working capital 10 meet its requirement in future. If there is inadequacy of
working capital due to deleting of any source, planning for the temporary
investment of idle funds may be famed. It may also suggest rcgarding he
umprovement of waorking capital.

Helpful in Managerial Decisions: This statement provides the complete
knowledge 10 the management regarding the sources and uses of fund in ihe past.
®n the basis of the analysis of this statement, management may decide us
dividend poliey, frame other policies and prepare the budgets.

4.4.3 Limitations of Fund Flow Statement

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

{a)

(b)

©)

(d)

{e)

Fund flow statement is prepared on the basis of currenl assets and current
liabilities. {t does nat include non-current accounts. Thus it does not show the
complete picturc of financial and operation positien of the company. To have this
view we have to use the balance sheet and profit and loss account.

This siatement is prepared on the basis of the changes in working capital and
changes in cash are no1 considered while those are more important than that of
working capital. @n the basis of this point, it is argued that Cash [low Siatement
is more important than FFS.

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

Struetural changes in the working capital components are not disclosed in this
statement. it deals anly the changes in total amount of working capital such as
cash paid by debtars or mventory purchased on credit (short-term creditors).

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



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

4.5 SOURCES AND USES OF FUNDS

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

(B} Fxtemnal Sources
Increase in et warth

Ingrease in Long-term liabilitics

iDecrcase (sale ) in Dixed assets

Source of

Funds {A) Internal Sources

tProfit from operation}

Increasc (Purchase} m fixed assets

Decrease in long-term liabilitics

Decrease in net worth

Loss from aperation

Figure 4.2: Sources and Uses/Application of Fund

These sources and uses of funds are discussed as below:

4.5.1 Sources of Fund

Those business transactions which increase the size of working capilal are called
sources of fund, The sources of fund are divided imo twvo as following:

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

External Sources; These sources of fund are as follows:

< Decrease in fixed assets: Decreasc in the amount of fixed assets is treated as
source of fund. Decrease in fixed assets should be due to sale of fixed assets
not by depreciation on fixed assets. If sale of fixed assets is done for cash,
cash increases the fund and if fixed assets are sold on credil, debtors increase
the fund. Thus decrease 1n fixed assefs is a source of fund.

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

< Increase in nef worth: Increasc in the net worth or equity or capital is
eonsidered as source of fund. This incrcase should be due ta the issue of
capital for cash or other current asseis. If capital is being issued for the
purchase of fixed asseis or for the payment of any long-term liability, such
issue of capital will not change the amount of working capital. and it will not
be a source of fund.

4.5.2 Uses of Fund

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

® [Increase in Fixed Assers: Uf the increase in fixed assets {Plant and Machinery,
Land and Buildings. Furniture and Motor car) is duc ta the purchase by cash or on
credit {increase in some short-term liability), such increase in assets becones the
use of fund. But this transaction decreases the current assets or increases cufrent
liabilities. As a result the working capttal decreases. For examples, suppose the
working capital in a business is 2 50,000 and a plant is purchased for T 10,000, the
purchase of ptant wil} be ireated as a use ot fund because it will reduce the current
assets by T 10,000, Further suppose furniture worth ¥ 5,000 is acquired on credit,
this will increase the current liabilities. As a resuft the working capital wifl be
decreased by T 5000 and there wilt be a use of fund. Thus an increase in the fixed
assets should not be due to the appreciation in assets. Otherwise thal will not be
the use of fund.

® Decrease in Long-term Liabilities: Decrease in lung-term liabilities means the
payment of long-term liabilities (debentuses, bonds or long-term loan). If fong-
term liabilities are paid by cash, such a payment wil) be trealed as a use of fund.
And if long-term liabilities are paid by the increase of equities or another long-
term liability, that will oot be the use of fund. Suppose, the debentures are
redeemed on maturity by cash, this transaction will be the use of fund. If the
debentures are converted into preference shares on maturity, this will not be
treated as a use of fund becausc it does not affect the working capital.

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

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

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



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

4.6 TECHNIQUE OF PREPARING
OF FUND FLOW STATEMENT

Fund Flow Statemcent is prepared on the basis of those information which are provided
by the balance sheets of two period or dates (generally a comparative balance sheet is
prepared), income statements and some additional information relating to the various
accounts. FFS iy based on the principal of equality of assets and liabilities including
capital. Total of sources of fund should be equal 10 the total of uses of funds during a
period. If funds are not adequate to meet Lhe obligations, loan will be taken from bank
or public or fixed assets will be sold. But total of sources of fund should be equal to
the uses of {unds. There are rwo techniques of the preparation of fund flow statement.
These are (i) Tradivonal Technique and (ii) Modem ‘1 echniques. Under traditional
techrique, IS is prepared an the basis of the concept of total resources. Under this
technique no distinction is made between the current accounts and non-current
accowits, operating and non-operating items and cash and nun-cash items when the
source and uses of the funds are determined. Due to this reason, this technique is nat
accepted by all.

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

e Schedule or Swlement of Changes of Working Capital

® Siatement of Sources and U'ses of Fund

4.6.1 Schedule of Changes of Working Capital

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

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

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

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

L

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

Schedule of Changes in Working Capital

{tems of Components

I Absolute Figures of

Workiag Capital Changes

( Previous |

year (X)

Current year

(9]

Tncrease Decrease

) €3]

a. Current Assets

Cash in Band
Cash at Bank
Inventories (Stock)

Bills Receivables
Notes Receivables
Sundry Debtors
Markeiable Sceuritics
Short-term Investments
Prepaid Expenscs
Accrued Income

Total {A)

. Current Liabilities:

Sundry Creditors
Bills Payables
Accounts Payables
Bank Overdeaft

Short-term Loans
lacomes Keeecived in Advance

Provision for Bad Debes
Qutstanding EXpenscs
Unclaimed Dividend
Croposed Dividend
Provision for Taxion
Tota) (B)

Working Capiai {A-B)

Increase or Decrease i Working
Cupital

TOTAL

Imporiant Peints for Students

At the time of preparation of Schedule of Working Capital changes, the students should
clear that a particular item of liability 1s current liability or not simitarly a particular item
of assets is current assets or pot otherwise the schedule wifl not show the corteet picture of
wurking capital changes. For students, some important posnts sre given below:

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

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

liabilities of the schedule.

Prevision for Taxation should always be treated as current liabilities.

Proposed dividend should not be assumed a current tiability. Therefore, it should

not be shown in the schedule of warking capital changes.



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

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

Example (Schedule of Working Capital Changes)

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

Comparative Balance Sheet

G REER 2006 2007 2046 2007
Liahitities T r Assels e ¥
Share Capital 72000 1,083,000 | Land & Buildings 49 360 1.01.830
P &L Arc 17,550 18,720 | Plam 32,040 46,080
Share Premivm 7.200 14,800 | Furniture 2160 1440
General Roserve 5,400 8.100 | Stock 19,890 23.400
Debenmyres - 23.400 | Debtors 32.830 35190
Provision tor ix 8.820 9,810 | Cash Balance 4.320 3.600
Creditars 30,150 32,760
141,120 2,11,590 141,120 | 2,11,590
Solution:
Schedule of Changes in Working Capital
. 2006 2007 Working Capital Changes
Items of Components 7 7
Increase () Decrease (3)
(a) Current Assets;
Srock 19890 23,460 510
Debiors 312850 35.190 2.340
Cash Balance 4,320 3.600 720
" 57,060 £2,190
th) Current Liabilities:
Pravision for Tax 8,820 9310 990
Creditors 30,150 32.760 2.610
38.970 42,570
Waorking Capital 13.090 19,620 1,530
Increase in Wurking Capital 1,530
15,620 19,620 5850 5,850

4.6.2 Statement of Sources and Uses of Fund

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

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

e Statement Form ofr Report Form

® Account Form

Statement Form

This forms of statement is most popular. To prepare the fund flow statement under this
format, first of all the sources of fund and uses of fund are aggregated then the
difference t5 calculated which s termed as increase or decrease in working capital. {ts
proforma ts grven betow:

Fund Flow Stateraent

Sources of Fund T
1. Fund from Operation
2. (ssue of Share Capital end Bebentures
3. Raising of Bank Loan
4. Salc of Fixed Assets
5§ Sale of Long-term Investment
6. Receipt of Non-tiading [ncomes
7. Deerease in Working Capital*

Total

Uses of Fuad

J.oss from Operation

Redeniption of Pref. Shares and Bebentures
Repayment of Lona-term Loans

Purchase of Fixcd Assets

Payment of Non-trading Items

Pavment of Tax

Increase in Working Capital®

=SS S L DO~

Tolal

* There will be only one increase or decrease in Workiog Capiral. If toral of sources of fund
exceeds, there will be increase in working capital othecwise decrease in working capital.

Account Form

This i« also called T format or seif-balancing form. The fund flow statement is
prepared in the form of an account which has two sides. Left hand side is used for the
Sources of Fund while right hand side is used for the Uses of Fund. The balance ol
these two sides is called incrcase ar decrease in working capital. Its proforma is given
below:

Fund Flow Statement

Sources of Fund ¥ Uses of Fund L
Fund from Operation 1.oss from Operation
issue of Shares or Debentures Redemption of Pecference
Raising of 1.ong-icrm Loans Shares und Dcbenlures
Sale of Fixcd Assets Purchase of Fixed Asw®ls
Sale ef Lomg-termy Jnvestment Payment of Non-trading Jtcms
Reccipts of Non-trading [ncomes Payment of Tax
Decrrase in Working Capita) Increase in Working Capiuat




4.7 PROCEDURE FOR THE PREPARATION OF FUND
FLOW STATEMENT

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

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

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

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

fd

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

4.8 EXPLANATION OF SOME IMPORTANT ITEMS OF
FUND FLOW STATEMENT

Some of the terms are given below:

4.8.1 Fund from Operation

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

Statement Form

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

Calculation of Fund [rem Operation

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

Contd ...
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Less: Non-Operating Incomes: I _]_ o
Profit on Sale ol Fixed Assets KAXX
Profit on Sale of Investment XXX '

Dividends Reeeived XXXX

Appreciation on Fixed Assets XXXX XXX\
Fund frony Operatian

Note:

(i) If the informarion regarding the petf profit for the year is not given in the question then it
will be computed with the help of balance of P & L A/c given in the balance sheers of the
iwo years as follows:

Balance of P & L a/c as per Balance Sheet of current year XXXX
Less: Balance of P & L a/c as per Balance Sheel of Jast vear XXXX
[ncrease or Decrease in Profit NXXX
Add: Appropriations made

Transfer to general reserve XXXX

[nterim dividend XNXX

Propused dividend of current year KXXX

Transfer to other reserves XXXX

Net Profit far the year XXXX

(i} If fund from operation comes in negative, that will be called fund loss from
operation,

(iti) Net profit for the year will be taken afier tax.

Acceant Form

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

Adjusted P & L Account

4 k¢
Te Non-cask Expenses:
Depreciation on Fixed Asscis XXXX By Opening Balance of P. & XXX
Prefiminary Expenses Writicn off OXX L A/c as per 13/S(Cr.)
Goodwill written ofT XXXX 8y Non-Operating inceme: XXX
Discount on Issue of Shares/ Profte on Sale ol Fixed Assels N3 Y
Debentures XXXX Profit on Salc of [nvestments AXXX
Trademark Written off XXNX Dividend Reccived X008
Patenis Writtea off XXX Apprecialion og Asscls
Under Writing Comm. Written ofF XXXX
To Non-Opersting Losses:
Loss on Sale of Fixed Assets
1.0ss un Sale of Invesiment
To Appropriations XXX
Proposcd Dividend NXXX
Intcrim Dividend
Provision for Tax
Transfer to Reserve
Transfer to Contingency Reserve XXX
Transfer to Other Reseive XXXN

Contd..



To Fund from Operation
(Closing Balance)

To Closing Balance of P. & 1. A/
as per B/S (Cr.)

AXKX
KNNX
AXKX
KREXN

h e 60N

XXXX

AXXX

Example (Fund from Operation)

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

31 December, 2007.

Profit and Loss Account

I k4
To Salary 35,000 | By Gross Profit 1,30.000
To Rent 25.000 | By Profit an Sale of Land 22,500
To Provision for Bad Debts 5.000 | By Income Tax Refund 7.500
To Depreciation 7,500
To Goodwill Wrinen oft 6.230
To Loss on Sale of Plant 3.750
To Provision for Tax 15.000
‘lo Proposed Dividend 17.500
To Net Profit 45,000
1,60,000 1,60,000
Solution:
Calculation of Fund from Operation
4 T
Net Profitasper P & L Alc
Aded: Non-Cash & Non-Operating ltems: 45.000
Depreciation 7,500
Goodwill Wrtlten off 6,250
Loss on Salc of Plani 3.730
Provision for Tax 15.000
Proposed Dividend 17,500 30,000
95,000
Less: Non-Operating Recejpts
Profit on Sale of Land 22,300
Income T'ax Refund 7.500 34,000
Fund [rom Operation 65,000

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

taken here.

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

from operation:

Adjusted P & L Afe

T T
To Depreciation 7.308 | By Proiit on Sale of Land 22,500
To Goodwill Wrinen ofl 6.250 | By Income Tax Refund
To Loss on Sale of Flant 3,750 | By Fund from Operation 7,500
To Provision lor Tax 15,000 | (Balancing figure)
I'o Proposed Dividend 17,500 65,000
95,000 95,000
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T 3
Closing batance of P& L A/c
Less. Opening halance of P & 1. A/e 1.20.000
60,000
Add:  Appropriation made - 60.000
Proposed Dividend 60,000
Interim Dividend ' 410,000
Transfer 1 Siaking Fund 20,000
Transfer (0 Gencral Keserve 10,000 [.30.000
Net Profit for the year 1-,9(5,.(_” |
/dd. Non-Cash iterms and Non-Opereting }.0sscs:
Depreciation 1.06,000
Less on Saic of Machiner 6.000 |
Preliminary -xpenses Written ofl’ 0 1.08.000
Less: Non-Operating Incomes 2.98.000
Prolit on Sale of Car 3.000
Fund from @pcration 2.90.000

4.8.2 Sale or Purchasc of Fixed Assets

At the time of preparation of fund flow statement, the decreasc or sale of fixed assets
is treated as a source of fund and the purchase or increase of fixed assets is asswned
use of fund. But there is a condition that decreases 1n the value of fixed asset should
not be due to depreciation or writing off the assets. Sometimes the information
regarding the sale or purchase of fixed asseis is not given in the cxamination
questiens. Therefore, sale or purchase of fixed assts is computed by adjusting the
relating transactions as sale or purchase of other assets, depreciation, writing off the
assers, etc. Sale, Purchase and Depreciation on fixed assets are determined as follows:

(a)

(b)

{c)

Calcutation of Purchase of Fixed Assets when cosi of fixed assets is given:

Cost of Fixed Asscis (at the end of current year)  sveememeeaes
Cost of Fixed Assets of Previous Year ~ =seeemmmeees

- Cost of Fixed Assets Sold  -----aaanee

- Writing off the Assets  meemsmeome= cecmemcedmeee csdeecmieeies

Purchase of Fixed Assets e —

Calculation of Purchase of Fixed Assets when written dewn value of lixed assets

is given:

Written Down Value of Fixed Assets in Current Year ~ =smeemeeeeeeee-
W.D.V. of Fixed Assets in previous year i

{-) Bepreciation ofthe year ~ eememmemaes - i
Purchase of Fixed Assets  cmeeeemea =

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



Calculation of Depreciation

Accumulated Depreciation af the current year  ~eeeceoo—-
Accumulated Depreciation of last year e
(-) Accumulated Depreciation on Assets & Old  -mmmmmmeeen .

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

Add: Purchasc of I'ixed Assets during the year ~ eeeoemeeees

Less: Fixed Assets at theend ™ commmmemeas
{-) Depreciation of the year = eemmmmemee s

Cost of Fixed Assetssold e
Add: Profit on Sale/less: Lossop Sale ™ ceeeeessaeee

Sale of Fixed Assets e

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

4.8.3 Increase or Decrease in Long-Term Liabilities

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

4.8.4 Increase or Decrease in Share Capital

Share capital includes the equity share capital and preference share capital. Increase in
share capital means the issue of equity or preference shares to the public. Tssue of
shares is assumed the source of fund but shares must be issued for cash or current
assets. If issue of shares is for ather than cash, for the purchase of fixed assets or for
the discharge of debentures/bonds etc., it will not be the source of fund because such
an jssue does not affect the working capital. At the time of calculating the source of
fund from the issue of shares the amount of prémium on issue (if any) should be added
to the nominal value of shares jssued and amount of discount on the issue of shares (if
any) should be subtracted from the nominal value of shares. The decrease in share
capital means the preference share capital is redeemed which is treated as a use of
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fund. Redemption of preference shares means the repaysment of preference shares. The
amount of premium (if any) on redemption and the amount of discount {if any) on
redemption must be adjusted 1o caiculate the true value of application of fund by the
decrease of share capilal. if redemption of preference share capital is caused by any
other source not by current assets, such redemption is not considered the application
of fund because it has no flow of fund.

4.8.5 Provision for Taxation

At the time of preparation of fund flow statement, there are two approaches 1o treat
this item. These are:

(i) Treat it as a current }iabtlity

(11} Treat it as an appropriation of profit

As per first approach, the provision for taxation is assumed as a current liabifiry.
Therefore, it must be shown in the schedule of working capital changes. All the
information relating taxation sheuld be ignored as in the case of ather current liabilities.
in this approach, the provision for taxation is neither used in the tund from aperation nor
in the uses of fund in the Fund |-lew Statement as payment of tax liability.

Under second approach, the provision for taxation is treated as an appsopriation ef
profit. Provision for taxation is not shown in the Schedule of Working Capital
Changes. As other appropriations it is added back in the net profits to calculate the
Fund from Opcration. To find the payment of tax of the year provision for taxation
account is prepared. Payment of the tax of the year s disclosed in the Uses of Fund in
the Fund Flow Stateinent, Provision for taxation a‘c is prepared as below:

Provision for Taxation

! 3 ?
To Cash {Paymem of tax) = By balance b/d =
(Balancing figure) Ry P & 1. &/c {current ycar’s =

To batance c/d = PTovisIon)
= =

However, it ts advised to the siudents to adopt the first approach. This approach is
more convenicnt {or the studcnts. Provision for taxation is also disclosed under the
heading of current labilities and provisions in the Balance Sheet of the Company as
pcr the Indian Companies Act. This approach is adopied in the book also.

4.8.6 Preposed Dividend and Dividend Paid

Dividend paid during the year should be treated as an apptication of fund; therefore, it
must be shown in the fund flow statement. Proposed dividend is not accumulated
therefore, it should not be trcated as a current liability. It is assumed that the preposed
dividend of the previous year is patd during the year whether it is said or not.
Therefore, it will be a use of fuid. Proposed dividend and iotesim dividend are the
appropriations against profit. So lo calculate the fund from operation it must be added
back to net profits Jike other approprniaucns. 1t 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 A/c in
the next year. [[ therc is any difTerence between these two figures, difference should
be treated as payment of dividend dusing the ycar.

4.8.7 Provision for Current Assets

There are two treatments for the provisions foc current assets as Proviston for Bad and
doubttut Debis and Provision for Loss of Stock ete. As per first treatment such a
provision is assumed as current liability and is shown in the Schedule of Working
Capital Changes and concerned gross assets are shown in the schedule. As per second



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

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

Bariculars 31™ March 2006 31% March 2007

© L]

Liubilities:
Prelerence Share { apital 1.40,000 1.50.000
Fauiny Share Capital 2,60.000 350,000
Creditors 2.00.000 140,000
Pioac 40,000 60000
6,490,000 100,000

Assels:

Mant & Machincey 1.00.000 120,00
Fumituee & Fixture 40,000 1.50,000
Srock 1.60.000 1060000
Debtors 1.40,000 1.70.000
Cash 2,00,000 1,60.000
6.40,000 700,000

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

Solution:
Statement of Working Capital Changes

o 2006 2007 Working capital changes
sritculars T 2 Increase Decrease
4 4
Curvent Assets:
- 2.00.000 1.60.000 - 1000
Lach 140000 | 170000 | 30,000 =
Dehtars 1.60.000 | 1.00,000 - 60,000
Stk
Current Liabilities: 5,00,000 4,30,000
Creditors 200,000 1.40.000 a.000
WD{‘klhg Capnui 2,“0.0“0 1.40,000
Necrease in Working Capital 30000 290,000
— 10,000 10,6060 B
3,00.000 300,000 100,000 1,00.004)
Fund Flow Statement
Sources of Fund: ¥
I Issuc of Share Capnal
Equity £3.50,000 — 2.60.000 90.000)
Preference {1,50.000 - 1.40.000) 1.0
2. Fuond from Uperation 20000
3. Iecreawe in Working Capital 10.060
130,000
Uses of Fund:
. . 20,004
1. Purchase ol Plunt und Machinery (1.20,000 - 1,00,0600) : ‘I.O‘I\OO
2. Purchase of Fumiturc & Fivtures { 150,000 — 43,000) o
t,30.004)
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Workiag Note:

P& L. Alc Q007

Less: P & L A/c (2006)

Fund foin Operation

Catculation of Fund from Operation

£y

60,000
40.000
20,000

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

Liabilities 2086 2007 Assets 2006 2007

5 4 4 T

Share Capual 1,00.060 2.00.000 | Goodwil 30.000 50,000

Dehentures - 30000 | piant 16,000 1.92,000

PIL Asc 30.000 50,000 | Stock 80,000 70,600
Proposed Dividend 10.080 12.000 | Bebrors 30.060 65.000 .
Smdret-redhtoss 40.000 60,000 | Cash 16,000 12,000 |
048 hapenses 10.000 7000 | preliminary Exp. 8,000 3,000

Overdrafl 10,000 21,000

2,00.000 | 4.00,000 2,00.000 | 400,000 |

Additional Information:

l.

being € 16,000) and it was purchased for T 50,900.

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

During the current vear a plant was sold for T 40,000 (accumulated depreciation

Solution:
Schedule of Chapge in Working Capital
F ) 2006 2007 Werking Capital Changes |
Particulars ) 4 4 Increase Decrease 1
4 T ‘
Carreat Assets
Cash 16,080 18,000 2,000 - ‘
Pebiors 30,000 65.000 35.800 -
Sich 80.000 70.000 = 10.000
[ 1,26.060 153,000
Curvent Lisbilitics
Sundry Cieditors 40,000 60.600Q - 20,000
7S Capenscs 10.000 7.000 | 3.000 -
Overdrafx 10.000 21.000 ~ 11.000
60,000 88.000
Warking Capitat 66,000 65.000
Decrease in Working Capital E 1.000 1,600 -
66,000 66,600 41,000 41.000
Fund Flow Statement
~ Sourges T Uses B
l'und from Operation 43.000 Purchase of plam 2.06.000
Salc of Plant 40,060 | Purchase of goodwill 20.00¢
Pecrease 1a Warking Capitat 1,000 [ avment of dividend 18,000
Refund of tncome Tax 2,000
Debenture {ssucd 50,000
Issue of Capitat 1,00,60
[ 2,36,000 | 2,36.000




Working Note:

|.  Calculation of Fund from Operation

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

Protit of current year

Add: Non-Cash items & Appropriations:

Preliminary Expenses Written off

Depreciation

Proposed Dividends

Less: Non-Operating Incomes

Profit on Sale of Plant

Refund of Tax

Fund from Operation

2. Calculation of Profit on Sale of Plant

Sale of Plant
Cost of Plant
(-) Depreciation

Profit on Sale of Plant

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

3. Calewlarion of Purchase af Plant
Plant A/e.
4 L4
To Balance b 36,000 | By Sale of Plant 40,000
To Profit un Sale of Plant 6000 | By P& L aic (Dep ) 16000
To Cash (Purchase of Plan) 2,06.000 | By Balance ¢/d 1,92.000
2,48,000 2.48,000

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

2007 as follows:

Liabilities 200: 2002 Assgets 2003 '2002
Accounts Payable 58,000 62,000 | Cash 12,001 18.000
Debentures 15.000 | 20,600 | Accounts Reccivable 39200 44,100
tquity Capital 70,000 | 60.00U | Reserve for bad Debis 1,200 1,400
Retained Earnings 21,420 | 11120 | Inventory 78,420 65120

Long-term [nvestments 32,000 16,000
Jumiture & Fixture 16,400 13,000
Aceumnulated Depreciation 2,400 1,700
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Djvidend paid during the year T 10,000.

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

Solution:
Schedule of Changes of Working Capital
31" December Working Capital Changes
Fagenis 2806 2007 Increase Decrease
T T L4 2
Current Assets :
Cash 18,000 12.000 = 6,000
Accounts Receivably 44,100 39.200 - 4,900
Javentary 65.120 78,420 13,300
1,27.220 1,29,620
Current Liabitities: !
Accounts Payable 62.000 38.000 4.000 | -
Reserve for Bad Deblts 1,400 1.200 20 -
63,400 59,20t
Working Capituf 63.820 70,420 =l 3
Increase in Woeking Capiwl 6,600 = | - 6.600
| 70,420 70,420 ] 17,500 17.500

Fund Flow Statement

Sourees T Uses 4 J
Issue of Shares 10.000 | Redemption of Debentures 5.000
Fund from Operation 21,000 | Purchase of Long-term Invesuments 6.000
Purchase of Furniwre & Fixtures 3,400
Payimcni of Dividend 10,000
lucyease in Workiog Capital 5.600
35,000 31,000
Working Note:
(1) Fund from Operation:
Retained Eamings (2007) 21,420
(-) Retaioed Earnings (2006} 11,120
10,500
Add: Depreciatien (2,400 - 1,700) 700
Dividends 10,000
Fund from Operation 21,000
{2) Purchase of Furpiture & Fittings:
W.D.V. of Fumniture & Fittings (2006}
(13,000-1.700) 11,300
Less: Current year Depreciation
(2,400-1,70®) 700
10,600
Less: W.D.V. of Fumiture & Fitings (2007)
(16,400-2,400) 14,000
Purchase of Furniture & Fittings 3,400



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

31sl December 2006 and 2007.

Liabilities znog 2001 Assels zoog 20“;
Equity Sharc Capital 4.00.000 4.80.000 | Land & Buildings 4,000,000 3.80.000
(reneral Reserve 1.00,000 1,40,000 | Plant & Machinery 3.00,004 3.48.000
Profit and loss afc 61,000 61.200 | Invenory 2,00,000 1.48,000
Short-term Bank 1.0an 1,40.000 — | Sundry Deblors 1,60.000 1,28.400
Sundry Creditors 3,00,000 2.70.400 | Cash in Hand 1.000 3,000
Provision for Taxation 60,000 70.000 | Cash al Bank - 14,207

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

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

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

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

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

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

Schedule of Changes of Working Capital

31 December Working Capital Changes
Particutars 2006 2047 Increase Decrease
T {4 2 L4
Current Agsels :
Cash at Bank - 14.200 14.200 -
Cash in Hand 1.000 1.0nH) 2.000 -
Sundry {Jeblors 1.60 K} 1.25.400 - 31,600
{nventory 200,004 1 48.000 - 52.000
J.61.000 233,600
Cuarrent Liabilities :
Bank Loan 140,04} - |, 4010 =
Creditors 100,000 270400 29.600 -
Provision for Taxation 60,000 .00 - 10,000
5.00,000 340400
Working Capital —-1.39.000 —46.800
Increase in Working Capital —92.200 $2.200
- 1,3%.000 | -1,39,000 185,800 1,85,800
Fund Flow Statement
Sources T | Uses ¥
Fund from Operation 1,08,200 | Purchasc of Plant 76,000
Sale of Land & Building 20,000 | Payment of Dividends 44,000
Issue of Shares 80,000 | Increase in W.C. 62,200
2,08,200 2,08,200
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Working Note
(1} Parchase of Plant

Balance of Plant (2007) 3.48,000
Less: Balance of Plant (2006) 3,00,000
- Bepceciation 28,000 2,72,0600
76,000
(2) Fund from Opcration
Balance of P & L. A/c (2007) 61,208
Balance of P & L A/c (2006) 61,000
Add:  Depreciation 28,000 200
Dividend 40,000
General Reserve 40,000 1.08,000
1.08,200

Example: From the followinyg Balance Shect of Suraj Limited, make out (i) Statement
of Changes in Working Capital and (ii) Fund Flow Statements.

Comparative Balance Sheet as on 30 June, 2008

o o -
Liabilities }L 200; 2002 [ Assets 2(10; 200:
Equity Share Capital { 80.0n0 1.00.000 ’ Guodwill 18,000 16.000
Preference Share Capital [ +0.800 36,000 [ Land and Buildings 56.000 40.600
Debentures [ 10.000 ~ | Plant & Machinery 20.000 36.000
Capital Rescrve - 6.000 | Investments 6.000 12.000
(eneral Reserve 2,000 6.000 | Bebtiry 36.000 42.000
P Alc 6.900 9,000 | Stek 16.000 20,000
Pruposed Dividend 12.000 12,000 | Cash @ 3ank 8.000 13,000
Creditors 6,008 £0.000 { Prelimiary Exp. 4.000 2.000

Provision for Taxation 8.000 8.000
| 1,64,000 | 181,000 | 1,64,000 | 1,81,000

)

The following additional information is also available - (a) Paysment of interim
dividend T 6,008; (b) Payment of tncome tax ¥ 10,000; (c) a piece of land had been
sold out during the year and the profit on the sale has been credited to capital reserve;
{d) Preference shares were redeemed al 5% premium; {e) Depreciation on plant
¥ 3,000, (f) Machine whose written down value was T 7.200 was sold for ¥ 8,000.

Solution:
Sehedule of Working Capitat Changes
B 30 June Working Capital Changes
Detsils 2007 2008 Increase Decrease |
T k4 (4 T
Current Assels :
Deheors 36.000 42,000 6,000 -
Stach 16,000 20,600 4.000 -
Cash at Bank 8,000 13,000 3.000 -
60.000 75.000
Current Uinbilitees ¢
Creditors 6,000 10.000 - 4,000
Provision for Taxation 8,000 3,000 -
[ 14,000 18,000
| Wirrking Capital 40.080 57.0¢0 -
| Tncreasc in Working Capital 11.000 - 11.000

57,000 | 57000 | 15,000 15,000




Fund Fiow Statement

Saurces ¥ Uses 4
Sale of Machine 8.000 | Redemprion of Preference Shares 10,500
Issue of Capital 20,000 | Redemption of Debentures 10.000
Sale of Land 22000 | Payment of Interim Dividend 6,000
Fund l'rom CGperation 31700 | Payment of Dividend of Last year 12000
Purchase of Invesiment 6.000
Purchase of Machine 26.200
Increase in Working Capetal 11,000
81,700 Bi,700
Working Notes:
(1) Purchase of Machincry
Plant & Machinery €2007) 20,000
Less: Depreciation 3,000
Cosl of Sale of Plant 7,200 10.200
9,800
Less: P & M {2408) 36,000
26,200
(2) Sale of Land T
Land & Building (2007) 56,000
Less: Land & Building (2008) 40,000
Cos1 of Sale of Land 16,000
+ Profit on Sale of Land 6,000
22,000
(3} Fund from Operation
P & L A/c (2008} 9,000
Less. ' & L a/c (2007} 6,000
Add- Appropriations: 3,000
Interim Dividend 6,000
Propascd Dividend 12,000
Transfer to G.R 4,000 22,000
Net Profit fur the yeay 25,000
Add: Non-Cash ltems
Goodwill Written off 2,000
Preliminary expenses Written off 2,000
Premium on Redemption of Prel Share
Woitten off 500
Depreciation 3.000 7.500
32,500
Less: Profit on Sale of Machine 800
31,700

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

Lid.. preparc a statement of sources and use of fund.
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Liabilities:
Share Capital
Reserve
Profit and Loss Account
Debenturcs
Income Tax Provision
Trade Creditors
Propased Dividend

Assely :
Goodwilt
Plants & Machinery
Ochenture Biscount
Prepaid tixpenses
luvestments
Sundvy Debtors
Stock
Cush and Bank

31.12.2007 | 31.12.2006
z 2
8.00,600 6.89.000
2,00.000 1.60.006
1,00.800 60.000
2.00.000 3.00,000
$0.000 1.00.000
[ 1,40.000 1.80.000
£0,000 60.000
16,068,008 14,60,000
1,80,000 2.00.0006
8.58.500 5,96.000
10,000 16,800
| 11,500 8.000
| 1,20.060 2.00,000
2,20,000 3.20,000
1,60.000 1.00,000
40.0000 20,000
16,00,000 14,60,000 |

(1) 15% dcpreciation has been charged in the accounts on Plant and Machinery.
{2} Old machines cost ¥ 1.00,000 (WDV T 40.000) have been sold for T 70,000).
{3) A machine costing ¥ 20,000 (WDV T 6.000) has been discarded.

(4) T 20,000 profit has been eamed by sale of investments.

(5) Debentures have been redecemcd at 5% premium.

(6) R 90,080 income tax has been paid and adjusted against Income Tax Provision

Account.
Solution:
Schedute of Working Capital Changes
Jtems 31 December Working Capital Changes
2006 2007 [ncrease Decrense
3 T T L4
Current Assets: |
Cash and Bank | 20,000 40.000 20,000 ~
Stock 1,00,000 1.60.000 60,000 -
Sundry Bebiors 3.20.800 2.20,000 - 1,00,000
Prepaid Expensey 2,000 - L5500 | 3,500 ~
4,48,000 431,500
Current Liabilities :
Provision for Tax ( 1,00.000 80.000 20.000 =
Trade Creditors 1,380,080 1.40,0Q0 40,000 -~
2,80,000 2,20,000
Working Capitil 1.68,000 3,11.500
lacrease in Working Capital '1 43.300 e - - 43,500
2,11,509 2,11,500 1,423,500 1,43,500




Statement of Sources & Uses of Fund

5

Saurces ¥ Uses T

Fssue ot ¢ apreal 200,000 | Redemption of Debentun: with Premium t as aon
Sawe of Muchme 70000 | Payment of Dividend a0.000
Sale of Invesiment 1 LA | Purchase of Plam 4.640,000
Fund from Operatian 299,500 | [ncrease in Working Capital 41,500
6.69.500 6,069,500

Working Note:

(1) Depreciation on old Machines lor current year

W.D V. of Plant {2006) 3.96,000

Less' Mant Disposed 40.000

Plant Written off 6,000 46,000
5,50,000

W.D.V, of Old Machines
550,000 x 15

15% Dep. on Old Machines < 00 = 82,500
{2) Purchase of Plant and Depreciation thereon
W.12.V. of Old Machines (calculated above) 5.50,000
Leas- Current year's Deprecialion $2,500
1,67,500

Less Closing Balance of Plant given 8.58,500

W.D.V. of Additional Plant 391,000

Purchase Price of Additional Plant = 3—91’02—%@ - 4,60,000

Depreciation of Additional Plant = i‘% = 69,000

(3) Fund from Operation
P & T. Account (2007) 1.00,000
Less. T & L Account {2006) 60,000
T 40000

Add. Goadwil] Written off 20,000

Deh. Discount Written off 6.000
Transfer to G.R. 40,000
Proposed Dividends 80,000
Depreciation (69.000 + 82,500) 1.51.500
Lcss on Machine Discarded 6,000
Premium on Redemplion of Debentures 5,000

3.48.500

{.ess Profit on Sale of Invesiment 20.000

Protit on Sale of Machine 30,000 50,000

Fond from Operation 2,98,500
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Check Youy Progress

Fifl in the blanks of the following:

e are payable by the company after a long period {which is
more than one year) or at the liquidation of the company.

(E8]

means the change or movement that may be inflow or outflow.

o8 )

Fund from operation s the only source of fund.

Loss from opcration the working capital.

SN L

I
Schedule of Changes of Working Capital has celumns for |
amount. i

|

6. Provision for Taxation should always be treated as

4.9 LET US SUM UP

Fund flow statement ts prepared to indicate the changes in the fund betwecn two
periods.

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

Flow of fuad means the movement in the working capital. 1t can be positive or
negative. Positive movement means the increase in net working capital. Nepaljve
movement meags decrease jn working capital.

[f any transactien increases the net working capital, it is said the source of fund.
Stmilarly, il any transaciion decreases the net amount of working capital, it is said
the uses of fund.

The sources of fund are — fund from operation, decrease in {ixed assets, incrcase
in long-term liabilities and increase in net worth.

Uses of fund are — increase in fixed assets, decrease in fong-term liabilities.
Decrease inn net worth and loss from opcration,

The fund flow statement is used for (i) Analysis of financial statement (ii)
Determimation of financial consequences of busimess activities, (iti) Comparative
study (iv) Providing information for securing loan, (v) Allocation of resources,
(vi) To answer many intricate quarries and (vii) Planning of working capital.

Fund Flow Statement has also some limitations as (i) historical analysis. (ii)
ignorance of non-fund items, (jii) structural changes in working capttal are not
disclosed.

in the modern tcchnique of preparing the fund flow statetnent, the following two
statements are prepared: (i) Schedule of working capital changes (ii) Fund tlow
stateinent.

To prepare the schedule of working capital changes the following rules are kept in
mind: (i) an increase in current assets increases the working capital (i) a decrease
in cuirent assets decreases the working capital (iii) an increase in current Jiability
decreascs the working capital (tv) a decrease in current liabifity increases the
working capital.

Fund Flow Statement is prepared on the basis of uses of fund and sources of fund.



e Tund from Operation is computed by adjusting the Non-Cash ilems and Non-
Opcrating Items in Net Profits.

4.10 LESSON END ACTIVITY

“The analysis of flow of fund through ap organisation can be very useful to the
management”. Clucidate this statement and explain the limitations of fund flow
staternent.

4.11 KEYWQORDS

Fund: Fund means the net working capital.
Flow; Flow means movement or change that may be inflow or autflow,
Working Capital: 11 is the dillerence between current assets and current ligbilities.

Current Assets: Those assets which can be converted into cash within a year as ~
stock, debtors, B/R etc.

Current Liabilities: Those obligations of the business which are to be paid within a
vear as creditors, B/P, outstanding expenses, etc.

Seurces of Fund: Those items which increase the net working capital are called
sources of fund.

Uses of Fund: 1t tncludes those items which decrease the net working capital,

4.12 QUESTIONS FOR DISCUSSION

. What do vou mean by the lerm ‘Fund’ and ‘Fluw® in relation to Fund Flow
Statement? How Fund Flow Statement is prepared. Explain.

2. Which transactions of the business affect the working capita) and which nor?
Explain.

3. What do you understand by Fund Flow Statement? Explain its objectives.

4. Define Fund Flow Statement. Give its uses and importance.

5. What do you mean by the Schedule of Working Capital Changes? Fxplain how it
is prepared?

6. What do you mean by Fund Flow Statement? Give its objectives and limitations.

7. Prepare a Schedule of Working Capital Changes with imaginary fipures.

8. What are the reasons ol Working Capital Changes? How are these detected?
Explain.

9. Write shorl notes on the followings:
{i} Sources of Fond
(i1) Uses of Fund
{iii} Fund from Operation
(iv) Current and Non-Curren{ Accounts

(v} Working Capital
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10. From the following information extracted from the beoks of Vijay & Sons Ltd.,
prepare Statemnent of Changes in Financial Position in proper form:

Balance Sheet

Assels:
Fixed Assets (Net)
Lung-tenn [nvesanenls
Current Assets
Discount on Issue of Shares and Behentures

Liabitities and Capital:
Equity Share Capiiat
6% Iref. Share Capital
6% I>cbentures
Resceves and Sarptus
f Provisien fer Doubtful Bebts
Current Liabifities

Additienal Information

31.3.2007 31.3.2008
t T
102,000 1,24.000
6.000 16,000
48,000 75,000
2,080 1,000
158,000 2,16,000
60.000 70.000
20.000 40,800
40,000 | 20,000
22,000 54.000
2,000 3.080
14,000 29,000
1,58,000 2.16,000

(i A machine costing T 14,000 with book valuc of ¥ 8.000 was seld {or T 5,000.

(ii) A dividend of 15% was paid on equity shares during the current year.
(i1i) Provision for Depreciations T 30,000 (2007) and T 38,000 (2088)

(iv) Debentures were redeeined at a premium of 5% stock which was valued at
T 18,080 on 2007, was wtitten up to cost T 20,000 for preparing the P & L
Aje of 2008, Debtars ace likely 10 reatized in full.

It. The comparative balance sheets of Raja & Co. L.id. as on 31" Dec. 2006 and

2007 are given befow:

2086 2007
{ T z
Share Capita! |
120,000 Shares ot' T 19
each) 200000  2.60.000
Generai Reserve ~ 12.000
6% Debentures - 2,00,000
Bank 1.0an - 80,000
Credilors 72,600 88.000
Proposed Dividend 12,000 -
Provision for Tax 24,800 32,000
PrL. Ase 60,000 1,40.00

3.68,000  7,52,000

Plant at Cost
Less: Deprediation

Freehold Propeny
Invesunents
Stock

D brars

Cash at Bank

2006 2007
T 7
RO.000  1.00.000
32,000 48,000
48,000 52.000
-~ 4.00.000
€0.000 -
120000 1.76,000
80,000  1,20.000
60.000 | 4,000 I

J

J
368,000  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 into account the following facts:

(i} 8% dividend was declared iv the ycar 2007,

(1) During the year 2007 plant was sold for ¥ 14,000 which was purchased for
T 20,000 and accumulated depreciation on which was R 7,200.

(i)} Total bank loan raised during the vear 2007 was T 1,12,000,



12. Foilowing are the Trial Balances of Lakshi Co. Ltd. as gn 31¥ March 2007 and 115

2008 Fund Flow Smfcment
: {Avgounting Siandaed - 3)

Items 31 March, 2007 31" March, 2008
Dr. (O Cr. (@ Dr. (T) Cr(%)
Fixed Assels 11,68 480 12.30,250 -
Current Asscis 1.80,270 3,95.900 -
Debenture Discount 15.000 12.500 =
Equity Share Capital - 7.50,000 — 7.50,000
Preference Sharc Capital = 1,530.000 - 2,00.000
Security Premum - 13,000 - 20,000
Debentures - 3.50,000 - 2.50.000
Curtent Liabilities - 3110.000 - 2,20.000
Provision for Deprcciation RIPRVITY 97.500
Provision for Debenturs
discount _ 3.000 N 2,500
Dividend lor 2007-08 _
Elf:?::)c:so}izrfl Afe from _ 75.000
Net Profit for (he year L e
B3.530 779060
16,63,780 16,63,750 17,13,650 17,131,650

Additional Infurmation

(1) During the year 2007-08 machinery costing ¥ 1,00,000 (Accumulated
depreciation T 30,000) was sold lor T 75,000.

(it) 50,000 Preference Sharc Capital was issued during 2007-08 at a Premium of
10%.

(111) The Net Profit for 2007-08 has becn arrived after taking credit for the profit
on sale of machinery reducing the provision for doubtlul debts and writing
off the discount on issue of debentures.

You are required to prepare a Statcment of Changes in Working Capital and a
Fund Flow Statement.

13. A statement of retained earnings of Rashuni T.1d. ts given below:

Balanee of retained earnmings on 1™ April, 2007 z

Add : Net Prolit after Lax 3.23.000

6,48,480

Add: Refund of Tax 9,74,080
25,740 |

Less; Loss on sale of P &M 9.99.550

14,460

Less: Grodwill written oll’ 9,85,090

Dividend paid 95,370
Balance of Retained earning, 31March, 2008 4.70,350 5,65.720
| 4,19.370

Additional Information

(i} Plant & Machinery having a written down value of 3 54,360 was sold on 1
Jan. 2008 Depreciation of ¥ 68,250 has been deducted while arriving at net
profit



1la

(i) Debentures of T 72,800 have been redeemed during the year
(itr) Increase in working capital during the year in T 2,38,950

Prepare Funds Flow Staiement on the above information.

Check Your Pregress: Medel Answer

. Non-Curcent Liabilities

2. Flow

3. Infternal

4. Decreases

S. Four

6. Curtent liabilities

S—
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5.0 AIMS AND OBJECTIVES

After studying Lhis Jesson. you should be able to:

# Understand the meaning, significance and limifations of Cash Flow Analysis

@ Discuss the classication of business activities

® Describe direct and indirect method to calculate the cash flow from operating

activities

e FExplain calculation of cash flows from investing and financing activities

e Explain how to prepare of cash flow siatements
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5.1 INTRODUCTION

In the fund flow statement, (he changes in the fund {working capital) are summarized.
This stalement also gives a picture of the causes of changes in working capital.
Working capital is the difference of current assets and current lhabilities. 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 shorn- term
abitity of the company to pay their dues. Change in working capital does not mean the
changes in cash. Change in working capilal may be due to several factors including
non-current items. Financial position {working capital) of a company may be sound
but cash position may be adverse. Thus. fund Row statement does not reveal the
changes in cash. To solve this object the cash flow statemeni is prepared. Secing its
inportance, in 1995, the Securiries and Exchange Board of India (SEBT) amended its
clause 32 of listing agreement. As per this amendment every listed company has to
prepare and publish its cash fluw statement along with its balance sheet and profir and
loss account. Jn 1997, the Institute of Chartered Accountant of India also revised its
AS-3 relating the statement ot changes of financial position. [CA] issued AS-3: Cash
Flow Statement replacing its existing AS: Statement of Changes of Financial Position.

5.2 MEANING OF CASH FLOW STATEMENT (CFS)
Cash flow statement is like tund flow statement. The basis of fund flow statement is
fund (working capital), while cash and cash equivalents are the basis of cash flow
statement, Thus, it is a statement which indicates the changes of cash during an
accoupting period. CFS also shows the sources of inflow of cash and applications or
uses o[ outflow of cash during a specified period (that may be a month or a ycar). To
prepare CFS the information are used from the analysis of the balance sheet and the
profit and foss account and the opening and closing balances of the cash during a
period are also used in it. The Institute of Cost and Works Accoumtants of Tndia
(ICWAI) has defined 1he CFS as, “Cash-flovw Statement is a staterment sefting our the
Slew of cash under different heads of seurces and their utitization to determine the
requiremants of cash during the given period and to prepare for its udequate
provisions .

Thus, cash flow statement is a statememt in which the sources of inflow of cash and
applications of outflow of cash of a husiness entity are indicated during an accounting
period.

In the cash flow statement the flow of cash and cash equivalents are recorded.
Therefore. 1he meaning of cash and cash equivalent should be cleared. Here cash
includes cash in hand and demand deposits with banks. Demand deposits mean that
deposits with banks which can be withdrawn by the company from bank any time. A
cash equivalent refers to sbort-term highly ligquid invesiments. These investments
should be realizable within three months ar less periods as government securities and
treasury bills. Cash equivalents are held by the companies for the meeting of short-
term cash commitment not for investment purposc. Now, the meaning of Flow of Cash
can be understood easily. Cash flow includes inflow and outflow of cash and cash
equivalents. Inflow of cash is that which increases the total of cash while cash outflow
is that which decreases the iotal of cash. If total of inflow of cash exceeds the total of
outflow of cash, it is called nct cash inflow otherwise net cash outflow,



5.3 OBJECTIVES AND IMPORTANCE OF CASH

FLOW STATEMENT

The objective of the cash flow statement is to provide the information about the cash
flows of a husiness to the various users of the financial statements during an
accounting pertod. Thus, it is very important tool for the financial analysis used for the
followings purposes:

Knowledge of Cash Position: CFS is prepared on the basis of cash which
indicates the changes 10 cash position of a concern during a specitied period. It
also discloses the causes of such a change of cash.

Kuowledge of Cash Inflow and Cash Reguirements: This statement is used to
throw the light on the various sources of cash from where the cash is penerated
duning an accounting penod. The cash requirement in the coming time can also be
furecasted by the preparation of project CFS.

Knawledge of Short-term Solvency: CFS helps in the analysis of shon-term
solvency af a company. Cash is more relevant 1o meet the immediate obligations
of a company.

Helps in Framing the Financial Policies: CFS may also be used to get the help

in framing the linancial policies of a business regarding the souwrces and uses of

cash during a period.

Helpful in Dividend Policy: CFS helps the management of a company reparding
taking the decision of cash paymeni of dividend such as, how much cash would be
available for the payment of dividend.

Helpful in Casly Budget: 1t provides the base to prepare the cash budeet regarding
the receipts and payment of cash during a particular period.

Useful for External Investers: CFS is very useful for the extemal investors ol a
company, They use it to know the ability of the company (0 repuy the outsiders’
obligations in shont period. On the basis of that they iake the decision whether
they should give loan to the company or not.

Studdy of Sources anid Uses of Cash from Various Activities: Under the CFS all
the activities of the business are classified into three — operating. investing and
financial activities. The sources and uses of cash (rom all these activitics are
mentioned in the CFS, Thus. we can study the trend of cash inflow und outflow
from CFS.

S.4 LIMITATIONS OF CASH FLOW STATEMENT

Despite a number of uses of CFS, there are some noteworthy limitations, these are as
follows:

1.

L¥W]

Acerual Concept of Accounting is ignored: CFS is prepared on the basis of cash

sources and uses during a period. Only cash transactions are recorded. Thus it
ignores the accrual concept of accounting.

It i not a Complete Substitute of Income Statement: CFS cannot be a substitute
of profit and loss account. The net cash flow depicted by CFS canpot equal (o the
net profil of profit and loss account.

It is not a Substituie of Fund Filow Statement: CFS canoot be replaced fund flow
statement. 1t is prepared on the basis of cash only. Cash is a very narrow concept
which does not indicale the comrect financial position of a company.

119
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4. Non-Cash Transactions are ignored in CFS: CFS is constructed on the basis of
those wansictions which are relating to cash only. Non-cash transaciions are
ignored in it as purchase of fixed assets by the issue ef shares or debentures.

ton

CFS Presents the Misleading Comparison: If inter-firm companson is dene an
the basis of cash only, it may mislead in drawing the conclusion.

Tn spite of the above limitations of CFS, it provides very useful information to the
users of financial statemenis. Therefore. it is being prepared and publishes along with
the other financial statements. As per AS-3 (revised) it is mandatory for companjes.

5.5 DIFFERENCE BETWEEN CASH FLOW STATEMENT
AND FUND FLOW STATEMENT

In spite of having similarity in the cash tlow statement and fund flow statement that
hoth the statements are prepared to judge the finapcial position of a company, there
are a numbecr of differences between these two statements. These are as follows:

1. Cash flow statement is prepared on the basis of cash mnflow and cash out{ow
dunng a period. white the fund flow statement is made on the basis of inflow of
fund and outflow of {und during a period.

2. 1n cash flow statement the changes of financial position on the basis of cash only
is disclosed while fund flow statement depicts the financtal position of a company
for a period on the basts of fund means working capital.

In the vash flow statement a very narrow concept fe cash only is adopted while a
broad concept s adopied in fund flow statement ie. fund or working capital
(dilference of current assets and current liabilitics).

Ld

4. Cash basis accouniing’ is supporfed by the cash flow statement while “Accrual
Basis Accounting’ is supported by the fund flow statement.

5. Cash flow statement is prepared to judge a very short-term planning while fund
flow statement is prepared for long-term ptanning.

6. A Schedule of change of working capital is prepared in fund flow analysis but
such a statement is por (nade in the case of cash flow statement.

7. Tcchniques of the preparation of both the statements are different. ln the fund
flow statement fund from operation is computed with adjusting the current assets
and current liabilities while such an adjusument is not made in the cash from
operation. The opening and closing balances of cash are taken to preparc the CFS.

8. As per AS-3 (revised) the cash flow statemcnt is prepared by classifying the
inllows and outflows of cash among operating, investing and financial activities.
‘Tte diffcrence of inflows and outflows shows the net increase or decrease of cash.
But i fund flow staiement the net difference of sources and uses of fund shows
the increase or decrease of working capital.

5.6 CLASSIFICATION OF CASH FLOW

As per AS-3 (revised) the cash flow statement s prepared in a manner reponing the
cash tlows into following categories:

1. Cash flow from operating activities
2. Cash flow from investing activities

3. Cash flow from linancing activities



5.6.1 Cash Flow from Operating Activities

Cash flows from operating activities are earned from the principal revenue —
producing activities of an enterprise. Through these activities the net profit or loss of
the business is also determined. Examples of such a (low from operating activities are
given in AS-3 (revised} as follows:

(a) Cash receipts from the sale of goods and rendering of services;

(b) Cash receipts fram royalties, fees, commissions and other revenue;
(c) Cash payments to suppliers for goods and services;

(d} Cash payments to and on behalf of employees;

(e) Cash receipts and cash payments of an insurance enterprise [or premiums and
claims, annuities and other policy benefits;

(fy Cash payments or refunds of income taxes unless they can be specifically
identified with financing and investing activities, and

{2} Cash receipts and payments relating to {uturc contracts, forward contragis, optioen
contracts and swap contracts when the comtracts are held fur dealing or trading
purposes.

Some transactions, such as the sale of an item of plant, may give rise 1o a gain or toss
which is included in the determination of net profit or loss. However, the cash flows
relating to such transactions are cash flows from investing activities.

Cash Flows
|
v v
Cash Inflows Cash Qutflows
v v v v v
Casly Sales Receipts Recelpts Refund of Receipts
from from Tax from
Debtors Royalties Future
Fees, Commission Contracis
and Others
¥ y
Cash Pavment Payment Payment Payment
Purchases of of of of Credilors
Salaries Tax Contracis

Figure 5.1: Presentation of Cash Flows from Operating Activities

5.6.2 Cash Flow from Investing Activities

Investing activities of an entcrprise include the purchase of fixed assets {as plant and
machinery. land and buildings. furniture and {ixtures) with an intention to generate the
future incomes. On account of being an importam activity, a separate disclosure of the
cash flows [rom these activities is made. Examples of cash flows arising from
investing activities are in AS-3 (revised) as foflows:

(a) Cash payments of acquired fixed assets {including intangibles). These payments
include those relating to capitalized research and development costs and self-
constructed fixed assets;
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(b) Cash receipts from disposal of fixed assets (including intangibles);

(c) Cash payments 1o acquired shares, warranis or debt instruments of other
enterprises and interests in joint ventures (other than paymems for thase
instruments considered 10 be cash equivalents and those held for dealing or trading
purposes);

(3) Cash receipts from disposal of shares, warrants or debt instruments of other
enterprises and interests in joint ventures (other than receipts from those
instruments considered 10 be cash equivalenis and those held for dealing or trading
purposes);

{e} Cash advances and loans made to third parties (other than advances and loaos
made by a financial enterprise);

(f) Cash receipts from the repayment of advances and loans made 1o third parties
(other than advances and loans ef a financial enterprise);

(g) Cash payments for future contracts, forward contracts, oplion contracls and swap
contracts except when the comracts are held for dealing or trading purposes. or the
payments are classified as financing activities: and

(h) Cash reccipts [rom {uture cowtracts. forward contracts, option contracts and swap
contracts except when the contracts are held for dealing or irading purposes, or the
receipts are classificd as financing activities.

When a contract is accounted for as a hedge of an idemifiable position, the cash {lows
of the contract are classified in the same manner as the cash flows of the position
being hedged.

Cash Flow
v
v ¥
Cash T‘r'\ﬂow Cash Outflow
v v v 4
Disposa) Disposal Receipts Reccipts
ol Fixed of Shares of Repayiment [rom Future
Assets & Warrants of Advances  Contracis
& Loans
v
v v v v
Purchase of Purchase of Advances &  Paymeni o
Fixed Assets Shares, Losns to Future
Warrants Third Pacties  Coniracts

Figure 5.2: Presentation of Cash Flows {rom Investing Activities

5.6.3 Cash Flow from Financing Activities

Under financial activities those activittes are included which are relating to the size
and composition of capital (equity and preferences) and borrowing or loans. As per
AS-3 (revised), the separate disclosure of cash flows arising from financing activities
is important because it is useful in predicting claims on fufure cash flows by providers
of funds (both capital and borrowings) to the enterprise. Examples of cash flows
ansing from {inancing activities are:

{(a) Cash procecds from issuing shares or otBer similar instruments,



(by Cash proceeds from issuing debenturcs, loans, notes, bonds and other short or

long-term borrowings: and

(c) Cash repayments of amounts borrowed.

Cash Flow
+
; |
Cash l:ﬂov. Cash Qutftow
v ¥ ¥
Tssue of Shares Issue of Debentures Raising of
{vquity & preterence long-term loans

luan, bonds, etc.}

¥ v v v
Redemption of Repayment of Payment of Payment of
preference shares leans interest dividends
and bonds

Figure 5.3 Prescotation of Cash Flow from Financing Activities

5.7 TREATMENT OF OTHER ITEMS

Besides the above cash flow activities AS-3 (revised) also give the dealing of the
some other items. Thesc other items are as tollows:

]

Foreign Currency Cash Flow: Unrealized gam or loss on account of change in
the foreign exchange rate is nat treated as cash flow. But the effect of change of
foreign exchange on the cash and cash equivalents held in a foreign currency is
recorded in the cash flow stalement 1o reconcile the cash and cash equivalents at
the beginming and at the end af the period. This amount is not adjusted with
operating, nvesting and financing activities but it is shown separately.

Extraordinary Hems: Cash tlow ansing from the extraordinary item is shown in
the cash How statement after clussilying it into operating, investing and financing
activities. This is done so (hat ordinary users may understand them easily. For
example, loss by fire in siore 1s compensated by insurance company. l will be
treated as cash low from operating activities.

Interest and Dividends: If a financial enterprise is receiving interest and dividend
then such a cash flow arising from interest and dividend will be considered into
operating activittes. L interest and dividend are recetved by other enterprise, such
a cash flow arising trom interest and dividend will be considered into investing
activities and if interest and dividend is paid, such a cash {low arnsing from
interest and dividend is considered inio financing activities This cash flow arising
from interest and dividend paid or received is disclosed separately.

Taxes on Income: If no adverse information is given relating to taxes paid on
incomes, cash (low arising trom the taxes paid as income is ¢lassified in operating
activities. [T taxes are paid on such income which is relating to finance, such a
cash fow will be classified inta financial activities.

Non-Cash Transactions: The non-cash transactions are not recorded in cash flow
statement because they do not have a direct iimpact on Lhe current cash flow while
they affect the capital and assets as purchase of fixed assets by the issue of shares
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or debentures. In AS-3 {revised) examples of non-cash wansactions are mentioned
as below:

(2) the acquisttion of assets by assuming directly velated habilities,
{(b) the acquisition of an enterprise by means of issue of shares, and

(c) the conversion of debt to equity.

6. Balances of Foreign Branches: {n some situanions, the bafance of cash and cash

equivalent held with foreign branches are not availabfe due to foreign exchange
control or other legal restrictions. So the management should use that amount
which can be measured in cash and cash equivalent.

5.8 FORMAT OF CASH FLOW STATEMENT (CFS)

AS-3 (revised) does mot give any standard format of cash [Jow statement. In ils
paragraph 18 of AS-3 (revised) the two metheds of the preparation of cash (low
statement are mentioned. These are as followes:

(i) Direct Method 10 prepare CFS
(i) [ndirect Method to prepare CFS
Format of Cash Flow Statemen( By Direct Method
XYZ Company Limited

Cash Flew Si1atement
(Fer the vear ended ...........)

Particulars 4 L4

(1} Cash Flow from Operating Activities:
|

Cash Receipts from:

Sale of Goods and Services -
Debturs or Bills Reccivables s
Row alties rele
Fees s
Commission o

lcss: CashPadfor: | -

Purchases -
Credilors -
Operanonal Services a—— e

-----

Cash Generated from Operating Activities

+ Cash Flow irom Extra-Otdinary {tems

| “—.eaw

Net Cash from {used in) Operating Aclivitics
Conid ..



{2) Cash Flaws from Investing Activities;
Purchase af Fianed Assely
Purchase of [nvestients
Nale of Fived Assces
Sale of [avestments
Imterest Recvived

Dnidend Reeceived

Beei Cash From (B lsed Ing [nvesting Activities

{31 Cash Flows from Financing Activities:
Cash Reccipts From
Bssuc of Shares (Tequity And Prelerenoes)
Dehentures aned Baneds
Long-term Loans Cr Barrowings
Repeyment of Prefervnce Shares
Repuy ment of Debentures
Repasment ol Loan
bmterest Paid

Dividend Paul

Net Cash lrom (Lsed In) Dinamcing Aclivilies
Ney Ingrease (Decieaser In Cash And Cash Equivalents

Add Cash and Cash Equivalont At The Bepmmng Gf Period

Cash and Cash Equivalenis at the End of the Period

Note: Fipures menuoncd in the brichets indicale the outllow of cash and figures without brachets inflow

of vash.
Format of Cash Flow Statement by Indirect Method
XYZ Company Limited
Cash Flow Statement
(For the yearended .............
Particubars f T

(1} Cash Flow from Operating Activitics:
Net Prodit Befure Tax
Add Aadpusiments For Non-Cash and Non-Operating [tems
Depreciation
1.a5s on Sale ol [ined Assets

Croodw il Written Of

Cond
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Predimninary Expenses Written Off
Undenwriting Fxpenses Written OfY
Translers 16 Rescrves

Loss on Revaluation of I ixed Asscts

Foreign Exchange (0ss

Less: Adjustments for Non-Cash and Noa-Operating [ncome
Profit on Sale ot Fixed Asses
Profi( on Sale of Jvesimenis
Profit on Revaluation of Fined Assers

Foreign Exchanpe Gains

Cipernting Prolit Before Werking Capital Changes

Add decrease in Currehl Assets

lnerease w Current Liubilities

Less: Ihcecase tn Curret Assels

Decrease in Current Liabilines

Cash Generated from Qperation

Less Tax Paid
Cush Flows J3ctore kxira Ordinary Ttems
= Extraordinary Trems

Net Cash from Operational Activities

————

(2) Cash Flows from lavesting Activities:
Purchase of Fixed Assels
Purchase of Investmenis
Sale of Fixed Assets
Sale of Investments
Intcrest Reeeived

Dividends Receaved

Net Cash From (Used In) Investing Activities

Comd...



(3 Cash Flows from Financing Activities:
Cush Recepts from,

Issue of Shancs (Equity or and Prefercoce s

Debentures and Bonds R

Long-term Loans vr Borrowings e

Repay ment of Preference Shares {-=—}
Kepayment of Debentures Fiwail
Repayment of Loan (maee)
interest Pad fasse]
Ihvidend Paid (-}

Nt Cash frain (Used In) Financing Activities
Net Increase {Decrease) in Cash And Cush Equivalents

Add" Cash and Cash Lyuivalents at the Beginning of Period

Cash and Cash Equivalents at the End of Period —

Note: As per the amendment of Clause 32 of the Listing Agreement of SEBI, 1995, all the
listed companies have to prepare and publish their Cash Flow Statement as per the above
formats with their annual financial statements in the reporis. SCBI recommends the indirect
method to prepare Lhe cash flow statemem.

5.9 PROCEDURE TO PREPARE CASH FLOW
STATEMENT AS PER AS-3 (REVISED)

After 2004, every listed company has to prepare a cash flow statement as per the
recommendationts given in the AS-3 (revised). As per these recommendations, the
procedurc 1o prepare the cash flow statement has changed drastically. Now to prepare
the cash flow statement as per these recommendations, first of all. ail the information
velating to cash flow statement are collected in the balance sheets and income
statements of two periods (information regarding sales of assets, payment of tax and
dividends, non-operating incomes and non-operating losses and non-cash ttems). Then
following steps are generally initiated to prepare the cash flow statement (CFS):

1. Opening and closing balances of cash and cash equivalents are determined, These
balances are calculated by the addition of the followings:

{a) Cash in hang
{b} Cash at bank
{v) Marketable Securities

(dY Shori-term im estment {3 and less than 3 months)

2. Net Cash provided (or used} by Operating Actvities of the business is calculated.
This can be computed by direct or indirect method. (These methads will be
discussed later in this chapter.)

3 Net Cash provided {or used) by the [nvesting Activities is determined.

4. Net Cash provided (or used) by the Financing Activities is calculated.

5. Net increase or decrease in Cash and Cash Equivalents is dctermined by the

apgregation of net cash provided (or used) by the operating, investing and
financing activities which are calculated above in 3, 4" and 5" steps.
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6. In the last step, the net increase or decrease in cash and cash equivalents is
reconciled with the opening and closing balance of cash and cash equivalent. The
difference of opening and closing balance of cash and cash equivalents should be
equal to the net increase or decrease in cash and cash equivalents.

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

5.10 DPETERMINATION OF CASH FLOW FROM
OPERATING ACTIVITIES

Profit and Loss Account is prepared by the companies on the accrual basis. Accruat basis
means the recording of revenues at the time of eaming and expenses at the time of
incurming. Therefore, Net Profit (Book Profit) shown by the Profit and Loss Account
cannot be equal 1o the Cash Profit (cash generated from the uperating activities).

Before, proceeding further, it would be benter to understand the distinction between
the net profit and cash profit.

Distinction between Net Profit {Book Profit) and Cash Profit (Cash generated by
operational activities)

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

(a) Non-operating {ncomes and Losses: At the time of preparation of Profit and Loss
Account all the incomes and losses incurmed in the business during a period from the
operational and non-operational aclivities 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) Noa-cash Items: In the computation of net profit, all the expenses of the business,
whether cash and non-cash expenses, are considered. Non-cash expenses may be
as depreciation, amortization of goodwill and preliminary expenses writing off.
discount on issue of shares and debentures, etc. Thus net profit of a company is
found different from cash profit.

{c) Recording of Transactions: [n 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 pot
considered in cash prefit. Therefore, cash profits are found different fram net
profit.

From the abave discussion it is clear thal cash profits of a company cannot be equal to

net profit as per Profit and Loss Account. The cash profit is also affected by the

transactions of the working capital cemponents (current asseis and current liabilitias).

Thus. to calculate the cash generated by (used in) operating activities, the revenues

and expenses of the business are replaced by the receipts and payments during a

period. AS-3 (revised) recommends the followiny two methods to calculate the cash

Mow from the operational activities - Direct Method and Indirect Method.

5.10.1 Direct Method

Under this method of caleulating the cash flows from operating activities, the cash
reccipts from the operating activities {as cash sales, collection from debters) and the
cash payments (as cash purchases, payment to creditors, payment 1o employees and
labour) during a period are calculated. Then the balance of these two items is
determined that is called cash provided by (used in) operating activities. Thus it is



calculated as profit is determined in P & L A/c. The format of this method is as
follows:
FORMAT
Cateulation nf Cash Flow from Operating Activities
{By Direct Method)

Particulars ? L4

Cash Sules _—
Add (ash Receipts from Deblons s
Total of Cash Reccipr tfrom Operating Actvites -—
Less Cash Paymenis —_—
Cash Purchases 1 e
Cash Paid 1w Creditors SRR
Pavment of Operating Fxpenses | eeeee | e
ush Generaled From Opergting Activities ]

Less: TawPad | e
Cash Flow belore Extraordinary lems e
Ada/Less Fxiraordinary ltems - Crres

Mct Cash Provided by {Used in) pomting Activities S

Note: Al the time of calculating of cash flow from operating activities by direql
method, cash receipts, cash payments and payment Lo employees tor wages and
salaries are determined firsi as follows:

(a) Cash Receipts from Debtors: Cash receipts from debtors and bills receivables are
calculated keeping in mind the opening and closing batance of Debtors and B/R. It
is calculated as follows:

Calculation of Cash Receipts from Debtors

?
Credit Sales during the period e
Add: Cpening balance of Debtorsand B3/ 2 e
Less: Closing balance of Debtors and B/ emenes

Cash Reccipts from Debiors RR—

(b} Cash Puyment to Creditors: Cash payment to creditors and B/ T is made keeping
in mind the opening and closing balances of creditors and bills pavables.

Calculation of Cash Payment to Creditors

T
Total Purchases during the Perind s
Less. Cash Purchases i
Credit Purchases e
Add: Opening Balance of Creditors & B e=eas

Loss: Closing Balance of Creditos & B/ eeeen
Cash Payment to Creditors e

L0
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L3 (c) Cash Puayment of Operating Activities: Tt is calculated keeping in mind the
outstanding and prepaid expenses. Tlis figure 1s calculated as follows:

Casb Payment to Employees ?
Total Operating Expenses due During the Period  weees
Add: Outstanding Expenses at the Beginning e
Less: Outstanding Expensesatthe Fpd -~ eeeen

Add: Prepaid Expenses at theblnd e
Less: Prepaid Expenses at the Beginnmg  ~ eeee-
Total Cash Payment to Employee =
Example: (Calculation of Cash Receipts and Payments)
From the following information calculate:

() Cash Receipts from Sales and Debtors and (ii) Jotal Cash Payinent te Creditors
for Purchases:
Trading Account
{For the year ending 31" December, 2007)

Particulars 4 Particulars T ]
To Purchaes: By Sales: ’
Cash Purchases 400,000 | Cash Sates 5,00.000
Credit Purchascs 200,600 [ Credir Sajes 2.50.000
l'o Wages 50.000
To Gross Profit 1,00,000
| 7550.000
Additional Information:
(i) Opening Debiors T 50,000
(13} Closing Pebtors Z 80.000
{ii1) Opening Creditors T 40,000
(iv) Closing Debtors T 50,000
Solution:

(i} Calculation of Cash Receipts from Sales and Debiors

I
Cash Sales 5,00.000
+ Credit sales 2,50,080
7,50,000
+ Opeiting Debtors 50,000
8.00.000
- Closing Debtors 80,000

Cash Generated from Sales & Debtors 7.20,000



(ii) Calculation of Cash Payment to Creditors for Purchases

Cash Purchascs
+ Cradit Purchases
Toial Purchases

+ Opening Creditors

- Closing Creditars

Cash Pavment to Creditors for Purchases

Example: (Direct Method to calculute cash from operating activities)

From the following intormation calculate cash from operational activities hy direct

method:
Income statement on 31* December, 2007
H
Total Safes 16,487,500
Less: Cost ol Sales 12,531,875
Gross Profit 455,625
[ess: Administration Expenses 1.55.625
Depreciation 135000
Qther Fxpenses (including
Preliminary Expenses written off
T 15.000 67.500 1.58.125
Profit before Tax 97.500
Less: Income Tax 30,000
Profin afler [ax (PAT) 67,500
Other Balances
31.12.2006 31.12.2007
2z LS
Debtors 3.15.000 4,35.000
B/R 87.060 75,000
Prepaid expenses 25,500 30,000
Inventories 2.53.125 3.37,500
Creditors 2.02.500 2.85.000
B/ 9,000 52,500
Outstanding Expenses )8.750 22,500

4
4,00,000
2.00.0(:

6.00,000

40,000

6,40.000

50,000

5.90.000
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123 Solution:

Calculation of Cash from Operational Activities

Cash Flows (rom Operational Activitics ?
Cash Receipts from Sales & Dettors 15.79,508
Less: Cash Paid to Supplies 12,73.250
Payment Jor Expcoses 2.08.875 14,80.123
99.375
Cash Generuted fresm Operation Activities
Less: Tax Paid 30.000
Cash Flows from Extraordinary ltem 69,375
Add Lxtraordinary itcms -
Net Cash from Operating Activities 69.375
Working Netes:
(1) Calculation of Cash Paid to Suppliers:
%
Cost of Sales 12,31,875
Add: Inventory (3].12.2007) 3,37,500
15,69,375
Less inventory (31.12.2000) 2,53,125
T13,16250
Add: Creditors {31.12.2006} 2,02.500
B/P on (31.12.2006) 90.000
16,08,750
Less: Creditors (31.12.2007) (2,85,000)
B/P on (31.12.2007) (52,000)
12,71,750
2) Cash Payment for Expenscs S
Administration Expenses 1,355,625
Other expenses (67,500 — 15,000) 32,500
2.08,125
Add: @utstanding expenses (31.12.2000) 18.750
Prepaid expenses (31.12.2007) 30,000
2.56,875
Less: Outstanding Expenses on (31.12.2007) 22,500
Prepaid Expenses (31.12.2006) 25,500 48,000
2.08,875
(3) Cash Receipts from Sales and Debtors
Total Sales 16,87,500
Add: Debtors (31.12.2000) 3,15,000
B/R on 31.12.2006 87.000 4,02.000
20,89.50¢
Less: Debtors (31.12.2007) 4,35.000
B/R an 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 nei profit or loss shown by Profit and Loss



Account. The necessary adjustments are relating 1o the nan-operating and non-cash
items and the changes in the components of working capital. In the AS-3 (revised)
both, the direct and indirect, methods are discussed but there is nof any such
mnstruction regarding the usage of methods, Results of both the methods are same.
Here the students are advised to vse indirect method to calculate the nei cash flow
from vperational activities because it is easy to use and i also explains the causes of
differences befween the net cash flow from operating activities and net profit as per
profit and loss account. Following is the format of indirect method:

FORMAT

Calculation of Net Cash Flow from Operating Activities by Indirect Method

.

Net Profu Before l'ax and Extraordinary [tems
Adid: Non-L'ash & Nen-Opcrating [tems:
Depreciation on Fixed Assels

Goodwill Wriuen Off

Preliminary Lxpenses Written OfF
Discount on [ssue of Shares or Debentures
I rademark Writlen Gy’

Under Writing Commission

Loss on Sale of Fixed Assets

‘I eansier 10 General Reserve

| ransfer to Sinking Fund

P'rovision for Contingency Reserve

Losy ont Sake ol Tnvesiment

Less: Non-Operating Incomes
Prafit on Sale of Fixed Assels
Prafit on Salc of Investments
Dividend arcl Iniercst Recerved
Relund of Income Tax

Retransier of Excess Reserve ond Peovision

Net Profit Before Working Capital Changes
Add Deerease in Current Assets Except Cash:
Increuse in Cuarrent Fiabilities Excepl Bank Overdrafl

Less. Increase in Current Assels Except Cash:
[recrease in Current Liabilities Except Bank Overdralt
Cash Generated from Operating Activilics Before

Tax And Extraordinary liems

Less Income Tax

Net Cash Flow Beforc Extraordinary liems

Add/Less. Extraordinary liems

Net Cash Flow frem Operating Activities

?

i

B SRS

Example: (Indirect methad to calculate net cash flow from operational activities)

From the foliowing information you are required to calculate cash flow from

operational activities by indirect method.
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Particulars ¢
Sales 10.03,000
Less Operating Cast 7.00.000
Depreciation 1,00.000 8.60.000
Nct Profit Before Tax (PBT) T2,00000
Add; Gain on Speciatisation 50,600
T 2,50.800
Less: Provision tor Tex 30% 75,000
Net Profit ARer Tax (PAT) 1.75.000

Additional Informatien
(1) Included in operating cost is lass on sale of machinery ¥ 20,000
(2) Actual taxes paid tn respect of the year ¥ 70.000

(3) Following are the balances of current items

Current year Previous year
4 ¢
Trade Debtors 80.080 60,000
Inventories 65,000 70,000
Sundry Creditars 90.000 85.000

Solution:

Calculation of Cash Flow from Operational Activities by Indircct Method

4
Net Protit Before 1'ax And Extraordimary lems 2,00,000
Add Nou Cash & Non-Qperating liems:

Depreciation 1.06,000
Loss on Sale of Machinery 20.600 1,20.000
320,000

Add: Decrease in inventory 5.000
tnerease in Creditors 5,000 10,000
Less: inerease in Debiors 20.080
Cash Flow From Qperating Activ ities 3.10.000
Add Extraordinary Itern 50,000
Net Cash Flow Before Tax 3.60.000
1 css: Tux Paid 70,000
Ner Cash Flow From {Iperaticnal Activities 2.90,000

Cush Flow from Investing Activities

1n the second part of cash flow siatement, the net cash flow from investing activities is
shown. Sales of fixed assets, sale of long-term investiments and income from
investments are the items which mflow the cash, while purchase of fixed assets, and
purchasc of investment outitow 1he cash in business. Purchase or sale of fixed assets
may be compuied by preparing the relative assets account or a statement. The



difference of cash inflow from investing activities and cash outflow from investing
activities is called net cash provided by {used in) investing activities.

Cash Flow from Financing Activities

This s the third part of cash flow statement. (n ihis parl all these activilies are
ncluded which changes the owners” equity and the size of long-term: laans. Under this
heading the cash inllows from issue of equity and preference shares. debentures with
premium or discount and rising of long-term loans. And cash out-flow includes the
redemption of preference share capital, and debentures (premium or discount on
redemption of preferences shares and debentures is also adjusied with the amount of
redemption). Payment of loan, interest and debentures are also considered as cash
outlow:

Example: (Cash flow from Investing and Financing Activities}

A company has the following balances

Particulars 2007 2008

[4 4

Plam at cost 400,000 560 004
Accomulated Deprecation on the above Assels 1.20.000 1.§0,000
Capiai 13.00.000 1 1.00.000
Bank Loan 3.00.040 1,50,000

Plant costing T 80,000 was sold at 2 profit of T 60,000. Depreciation on plant charged
during the year amounted to T 1,00,000.

You are required to calculate the cash flow from investing and financing activities.

Solurion:
(1) Calculation of Cash Flow from Investing Activifies .
Cash Inflow from Sale of Plant 1,00,000
- Cash QuifNow from Purchase of Plant
Plant (2007 4,080,000
- Sold 80,000
3,20,000
Plant (2008) 560,000 140,000
Cash Outflow from Jnvesting Activities 40,000
{2) Calculation of Cash Flow from Financing Activities:
4
Cash [nflow from Issue of capital 4.00.000
(-1 Cash Qutflow in Repayment of Loan tﬂm
Cash Inflow from Financing Activities 2,50,000

Example: (Cash Flow Siatement)

From the following summarized cash book of Dehradun Litd. for the year ended 31"
March 2008, prepare cash flow statement in accordance with AS 3 (revised):
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Cash Book
$ 1 4
To J3afance BD 7500 | By Payment 10 Credilors 3.90,000
Fo Receipls From Debtars 4.50,000 | By Purchasc of Assets {0,000
To Sale of Iixed Asyets 67.500 | By Wages & Salaries 36,000
1o Jesve of Shares 1.50,000 | By Rent & Taxes 15.008
To Interest Reegived 2,500 | By Commissina 2.500
By Redemptian of Debentures 22.500
By Tax 7.500
3y Dividend 15.000
By Balance ¢/d 1.35.000
6,77.500 6,77,500
Solution:
Casb Flow Statement (for the year ended 31 March, 2008)
] &
{1}  Cash Flow from Operating Activities
Receipts from Debiors 4.50.000
- Payment 1o Crediters 3.90.000
Wagces and Saturics 30,000
Rent & Taxes 15,000
Commission 2.500 | 3.32.500
Cash (cperated from Operatiopal Activjlies before Tax 12509
1.¢ss iwome Tax
Net Cash Inflow [rom Operating Activilics 7.500)
(2) Cash Flow From I[nvesting Activities 5.000 |
Cash Payment for the Purchase of Assets
Cash Reccipts from the Sale of Assets (60.8600)
Reeeipts of Interest 67,000
Net Cash [nflow from Invesiiog Activities 2,500
{31 Cash Flow from Financing Activities 10.000
Receipt frum the Issue of Share Capitat 1,50.000
Redenption of Debentures {22.500}
Payment of Dividend {15,000)
Net Cash Inflow from [ingneing Aglivities
Net Increase in Cash
+ Opening Balance of Cash 112,500
Clasing Baiaoce of Cash on 31 March. 2008 1,27.500
7.500
1.35,000

Note: In this problem net cash flow from operational activities is computed by direct
method because infarmation regarding the net profits from Proftt and Loss Account is

10l ZiVen.

Example: (Cash flow statement by indirect method)

Given below is the balance shect ot Kamal Manufacturing Ltd. as on 31.3.2008 and
31.3.2007. you are required to prepare (he cash flow statement for 1he year 2007-08.



Balance Sheet
(T in thousand)

Particulars

March 31, 2007

Equity Share Capilal
General Reserve
P& L A/
Sharc Premiam
Shareholders’ Fund
Secured Loans
Unsccored [.0ans
Loan Funds
Total Sources
Fixed Assets
Gross Block
Less: Aceumutated Depreciation
Net Bloch
Capital in Progrcss
Lnvestments
Current Assels
Inventories
Debtors
Cash & Bank Balance
Loans
Advance T'ax

Current Liabilities
Creditors
Ouistanding Expenses
Tax Provision
Proposed Dividend

Working Capital
Miscellancous Expenses

Total Applicanions

March 31, 2008
2,750
2,550
225
750

6275
900
1.130

2,050

8,325
7.500
90N

6,011}

600

R50
[.255
545
120
330
425
3,195
325
1.050
425
1.100
3.100

43

180

8325

2.000
2.100
00

4,300
1.700
600

2,300

6,600
6 000
650

5.350

350

700
[.303)
]
170
100
350
13510
&0
770
350
800
2,520

Nil

h{});

6,600

Othier Information

1. TFixed assets costing ¥ 60,000, accumutated depreciation T 30,000, were sold for

T 35,000.
2.
3.
4,
income were ¥ 2,21.00.
5

Actual 1ax liability for the year 2007-08 was T 3.50,000.

Loans represent long-term loans given to group companies.

. Investment costing ¥ 3,00,000 was seold for T 3,50,000.

Tnterest on loan funds for 2007-08 was ¥ 2,97,250 and interest and dividend
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Solution:

Kamat Manufacturing Co. Lid.
Cash Flow Statement
{As on 31° March, 2008)

T in'000
). Cash tnflow from Operating Activities 2,201.25
2. Cash Outflaw from Investing Aclivities (2,404)
3. Cash Inflow from FFinancing Activities 152,75
Net I2ecrease in Cash (50)
+ Opening Balance of Cash 170
Closing Balance of Cash 120
Waerking Note:
(1) Calculation of Cash Flow from Operating Activities T°000
{increase in Net Profit (225-200) 25
Add: Non-cash and Nan-operating {lems
Transfer to Genera) Reserve 430
Proposed Dividend 1,100
Provision for Tax 425
Depreciation 280
Misceilaneous Expenses 20
interest Paid 297.25 2,572.25
2,597.25
Less: Non-operating Incomes
Profil on Sale of Assets 5
Profit on Sale of [nvestment 50
Interest and Dividend Reccived 221 276
Cash Flow from Qperating Activities before e e
Adjusting Working Capital Chansges 2.321.25
Add: Decrease in Curren( Assets and Increase in Current Liabilities
Inventories 45
Debtors S5
Outstanding Expenses 280
380
- Decrease in Creditors 75 305
Cash Flow from Operating Activities before Yax 2,626.25
Less. Income Tax 425

Cash Inflow fram Operating Activities
{2) Caleulation of Cash Flow from Jnvesting Activities

Cash Outflow:

Purchase of Fixed Assets (1,560)

Capital W.1.P, ( 250)

Purchase of [nvestment { 450)
Payment of Loan ( 750)

(3.010)

2,200.25



Cash Infllow | 34
{ash Flyw Smterwnt

Sale of Fixed Assels as sAccaunting Standard ~ 31
Sale of lnvestments 350
Interest & Dividend 22
Net Cash Quiflow 2,404
{3) Calculation of cash flow from Financing Activities
Cash Loflow
Issue of Shares at Premium £,500
Raising of Unsecured Loans 550
2,050
Cash Outflow
Repayment of Secured Loan &00
Payment of [nferest 297.25
Payment ot Dividend (20617) 800 1.897.25
Net Cash fnflow 152.78

Example: (Cash Flow Statement by Direct Method)
You are given below the balance shect and P & L A/e of Uttarakhand Chemical Lid.

Balance Sheet
(as on 31" December, 2006 and 2007)

X 000)
2006 2007
Asseis:
Cash on Hand fin 73
Short-rerm Insestents 2,010 403
Sundry Debiors 5.100 3.600
Interest Recevahles 30 2
Inventnries 2. 700 4,850
Long-icrm Investments 7,500 7.500
Fixed Assets at Cosl 6.540 874
Aceumulated Depreciation (4.350) {3. 1R}y
20,400 19,980
Liabililies:
Sundry Creditors 430 870
Intcrest Payables 0% 3
Income Tax Pavubies 1.200 3,00
Long-term Debis 3330 3.120
Toual Liabilities 5,670 12.0%0
Share Capital 4.500 3.750
Reserves 10.230 4,140
Sharehiolders” Fuad 14,730 7.89%
Talal [iubility Side 0,400 19.980
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P & L Account for the vear ending on 31 Dec. 2007

30060
Sales 91.950
Cost ot Sales (78.000)
Grass Profit 13,950
Depreciation {1,350)
Administration & Selling Expenses 2,730}
Iruerest {Expenses) (1.200)
[nterest {Income) %00
Dividend lncome 680
Foreign Exchange Loss (120)
Net Profit before Tun and Exicaordinacy llems 10,059
Extrasrdinary Jtems
tssuance Proceeds for Larthquake Disaster Seltlement 540
Net Profit before Tax 10,390
Income Tax (800)
Net Profit Alier Tax (PA1) | 9,690
-}

Additional Information (Figures T #60)

(a) Anamount of ¥ 750 was raised from thc issue of sharc capital and a further T 750
was raised from long-term borrowings.

(b) Intercst expenscs were T 1200 of which T 525 were paid during the period. ¥ 300
relating to interest expense of the prior period were alse paid during the period.

(c) Dividend was paid T 3,600.

(d) Tax deducted at source on dividends received (included in the tax expense of T
900 for ihe year) amounted to T 120.

(e) During the period, the company acquired fixed assets for T 1.850. The payment
was made in cash.

(£) Plant with original cest of ¥ 240 and accumulated depreciation of ¥ 180 was sold
for X 60.

(g) Foreign exchange loss of T 120 represents reduction in carrying amount of a short-
term tovesttment in fereign currency designated bands arising out of a change in
exchange rate between the date of acquisition of the investments and the balance
sheel date.

(h) Sundry debrors and sundry creditors include amount relating to credit sales and
credit purchase only.

Yeu are required to prcpare the cash flow siatemment by direct method of AS-3.



Solurion:

Uttarakband Chemicals Ltd.

Cash Flow Statement
(For the year ending on 31% Dec., 2007)

T in thousand
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I Cash Flow trom Qperating Activities

Cash Receiprs from Sales & Dcbtors 90.450

Cysh Paid for furchascs 80,070

Cash Paid for Expenses 2.730 82,800

Cash Gencrated from Operating Activities 7,630

lncome | ax Paid 2,580

Cash Flow before kxtraordinary Liems 5.070

l*siraordinary [tems (Rarthguake Disaster  Scrtlerment) 340

Nei Cash Flow from Operating Aciivities 5610
2. Cash Flow from Investing Activities

Purchase of Fied Assels {L.030}

Sale of Plant 60

Interest Reccived &00

Dividend Received 480

Net Cash Flow rom Investing Activities ok
3 Cash tHow from Financing Acuvities

Issue of Caplial 750

Raising of Long-term Debts 750

Repavment uf Long-term Debis (340}

Payment of Intcres {810)

Payment of Dividend {3604)

Net Cash used in Finangial Activities (3,450

Net [nerzase in Cash 2,230

Add: Opening 3alance of Cash & Equivalents 480

Closing Balance of Cash & Tquivalents 2,730

Working Notes;

1. Caleulation of Opeping & Closing Balance of Cash & Equivalents

{¥ in thousands)

Particulars 2006 2007
Cash on Hand 600 73
Short-lerm Investments 2010 105
2610 480
Flfect uf Changes in Cxchange Rawe 190
2,730 | 480
2. Calculation of Cash Receipts from Sales and Bebtors
Credit Sales (given) 91,950
+ Opening Debtors 3.600
95,350
- Closing Debtors 5,100

90,450
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3. Cash Payment for purchases & creditors

Cost of Sales (given} 78,800
+ Closing Inventories 2,700
80,700
- @pening Inventories 5,850
Purchases during the Year 74,850
+ Opcning Creditors 5,610
80,520
- Closing Creditors 450
80,070
4. Cash Payment fer Income Tax
Income Tax (given) 00
+ Income Tax Payable (Opening) 3,000
3,900
~ Income Tax Pavable (Clasing) 1,200
2,700
- Tax Deducted at Source 120
2,580

5. Cash Payment fer lnterest
= Opening Balance + Accrued — Closing Balance = 300 + 1,200 - 690 =8J0
6. Pavment of Long-term Debts
= QOpening Balance + Debts Raised — Closing Balance = 3,120 + 1,000 — 3,330 = 540

Check Your Progress
Fill in the blanks of the following:

1. A refers to short-term highly liquid investments.

2. The opening and closing balances of cash are taken to prepare the

3. If no adverse information is given relating fo taxes paid on incomes, cash
Mlow arising from the laxes paid as income is classified in activities.

4. Protit and Loss Accouns is prepared by the companies on the
basis.

5. Change in working capital may be due te several factors including
ttems.

6. LIf total of inflow of cash exceed the total of eutfllow of cash, it is
called

5.11 LET US SUM UP

® The cash flow statement is a staiement which indicates the changes in cash during
an accounting period. It also shews the sources and the uses of cash.

e Cash (low statement is prepared to know the position of cash of a business, cash
inflow and cash requirements, short-term solvency, frame the financial poticies,
dividend policy and cash budget, elc.



Cash flow statement has some limitations also as (i) accrual concept of accounting
is ignored (ii) CFS is nat complete substitute of income statement (iii} non-cash
transactions are ignored in CFS (iv) CFS presents the wisleading comparison,

Fund flow statement s prepared on the basis of fund {working capital) while cash
Mow statement is prepared on the basis of cash and cash equivalent,

Cash flow 1s classified into following three:
+ Cash Flow from Operational Activities
*» Cash Flow from [nvesting Activities
<+ Cash Flow from Financing Activities

Cash flow from operational activities can be calculated by Direct Methad and
Indirect Method.

The addition of cash flow from operational activities, investing activities and
financing activities is cailed net increase (decrease) in cash and cash equivalents.

Changes in the components of the working capital are also adjusied in the cash
flow slatement.

5.12 LESSON END ACTIVITY

Cash flow statcment shows negative from operating activities but shuws positive on cash
at the end of'the period. Is that possible? If yes, give reasons t0 suppornt your answer.

5.13 KEYWORDS

Cash; 1t includes cash in hand and demand deposits with bank.

Cavh equivalenis: It refers shori-term risk free highly liquid investment.

Flow of cash: 1t means the change in cash. {t also includes the inflow and oulflow of cash.

Cash flow starement: The statement which indicates the flow (moyvement) of ¢ash
Juring a perioad.

5.14 QUESTIONS FOR DISCUSSION

Fe

L)

=

A}

What do you mean by cash flow statement? Explain its objectives and importance.
What 1s fund Now statesnent? How is it prepared as per AS-17

What do you understand by cash flow statement? Explain its importance.

W rite short notes an the followings:

{1) Fund Flow from Operational activities

{ii) Fund Flow from Investing Activities

(111} Fund Flow [rom Financing Activines

Explain the direct and indirect method to compute the cash flow from operational
activities.

Write the procedure of Cash Flow Statement as per AS-3.

Give (he format of cash flow statement by indirect method.
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8.

Write notes an the follewings in 50 words each.

(1)
(i)

Non-cash items
Non-operating items

(ii1) Direct method of presenting cash llow statement
Kajol Co. Ltd. earned a profit of ¥ 16,00.000 after charging the following items:

s
i.  Dep. on Fixed Assets 28,000
ii. Amorttization of Development Exp. 24,000
i1i. Loss on sale of Furniture 2,000
1v. Provision for D/B 4,400
v. Provision for Taxation 2,40.000
vi. Transfer of General Reserve 28.000
vii. Profit on Sale of Machinery 12,000
The [oliowing additional information has been supplied to vou:
31 March

2006 2007
B/R 40,000 34,000
B/P 32,000 24,000
Q/s Exp. 20,000 16.000
Debtors 48.000 60,000
Creditors 40.000 60.900
Prepaid Exp. 800 1.200

You are required to calculate cash {lows from operational activities.

12,57,600 16,34,400

. From the following information prepare Cash Flow Statement by both direct and
yndirect methed:
Balance Sheet

Lisbilities [ 31300 JIT(ET Assets | 313.06 ]7 1.3.07

e ¢ R 3
Share capilal 6.00.000 7.28,000 Fixcd Assets 4.80,000 744,000
Profit & |.oss a/c 1,44,000 3.60.000 | Gowt. Sccurities (S1) 24,0003 40,800
10% Dcbentutes 3.R0.000 1,44,000 Stock 3. 15.600 3.93.600
Prevision for tax 36,000 52,800 Debiors 372000 | 447,600
(s Yixpcnses %.600 12.000 (ash i hand 20,400 14,400
Creditors 2.%8,000 3.30,000 Cash at Bank 9.600 L
Bank Overdralt - 15.600 Prefliminary Cxp. 36.000 24,000

12,57,600 | 16,34,400

. ©

e A ——




Income Statement
(for the year ended 31" March, 2007)

Sales

Less Depreciation

Interest Exp.

Operating Fxp

Less Cos of Gords Snld

Prcliminary Exp. wrmen off
Provision for Tax

Nel Income

? 2
43,20,004)
33,96,000
9. 24.000
Se.0Nn
5348000
18 010
12.040
48 ang EALRLLT]
2.18.000

t1. From the following Balance Sheets of Srinagar Plywood Co. Ltd. and the

additional information given. make out a Cash Flow Sratement.

Liabilitics 31.3.06 31307 | Assets 31,3.06 31.3.07
? ¥ 7 ?
Equily Share Capital | 600,000 | 3.00.000 | Gouduwill 2.30.000 | 1,80.000
8% Redesmable Land and Buildings 400,000 | 3.40,000
Preference Sharcs 100000 | 200000 | Plant Logann | 4.00.000
General Reserve 80,000 140,000 | Debrors 3.20000 | 4.00,000
I"rofit and Loss Asc LHRHL 96,000 | Siack 154000 | 2.18.000
FPropused Dividend 84.000 | 1,00.000 | Bilts Recvivable 40000 60,000
Creditors 1.10,000 166,000 | Cash m Hand 310,000 20,000
Biils Payable 41LG00D 12,000 | Cash at Bank 0,000 b6.008
Provision for the Tax £0,000 1,00.000
13,54.000 | 16,34,000 13.54,000 | 16.34,000

Addisional Information:

{i) Depreciations of ¥ 20.000 and T 40,000 have been charged on plam account and

fand and buildings account respectively in 2006-07
(i) Aninterim Jividend of T 40,000 has been paid in 2006-07.

Income tax T 70,000 was paid during the vear 2006-07.

2. CF5

3. Operating
4. Accrual

3. Non-current

i. Cash equivalent

6. Netcash inflow

Check Your Progress: Model Answer
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6.0 AIMS AND OBJECTIVES

After studying this lesson, you should be able to:

e Understand marginal cost and marginal costing
e State the advantages and disadvantages of marginal costing
e Understand cost-volume-profit analysis

® Analyse break-even point analysis and prepare different types of break-even
charts

@ Apply marginal costing technigue to various decision-making areas



8 Undersiand the concept of DifTerential Cost and Revenues
e Explain various feafures of Differential Cost Analysis

¢ Describe the similarities and differences between marginal costing and ditTerential
costing

e Understand the applications of differential cost analysis i taking decisions

® Discuss applications of marginal costing and selecting the suitable product mix.

6.1 INTRODUCTION

Fixed cxpenses rernain constant in aggregate amount and do not vary with the increase
or decrease in production upio a particular ievel of output or production. Just contrary
Lo this, variable expenses increase or decrcase in proportion to increase or decrease in
output or production and rentain constant per unit of output. Fixed expenses per unif
continue fo vary with the increase or decrease in production because these expenses
remain constant upto a certain level of production. Thus, fixed overheads lead to
difTerent costs per unjt at different Jevel of production. On account of this, a technigue
known as marginal cosiing has been developed which excludes fixed overheads
entirely {from cost of production and gives us the samie cost per unit upto particular
level of output. Thus, under marginal technique, fixed expenses are not alecated to
cost units but are charged against “fund' which arises out of excess of sciling poce
over toial variable costs. The technique of marginal costing is relaied to the concept of
marginal cost. Marginal costing s one of the special technigues of costing used for
analysis and interpreting cost data for the purpose of assessing the profitability of the
products, departments and €051 centres.

A management of any type of business orzanization is confronied with the problem of
making approprate decision. “Bebavicur of cost” plays a vital and crucial role in
decision-making areas, Although the historical costs serve as an effective 100l for
predicting future costs, they arc not suitable to decision-making process. Elements of
cost can broadly be pul inte two categories. Fixed Costs are those costs which do not
vary but remain constant within a given period of time and range of activity in spite of
fluctuations in production units for examples of rent, insurance charges, management
salarjes, ete. On thc other hand, Variable Costs are costs which vary in direct
proporiton fo any change tn the voiume of output. The costs of 2 direct nraterials,
direct wages, efc. can be put inio this category. The cost of a product or process can he
ascertained using the diffetent elements of cost according 1o any of the following two
lechniques: Absorption Costing and Marginat Costing,

6.2 MARGINAL COSTING

Marginal cost means the same thing as variable cost. The accountant’s concept of
marginal cost differs (rom economists’ concepi of margina! cost. Economists define
marginal cost as the additional cost of producing one additional unit of product. This
shall include an element of fixed cost also.

According to Certifted [nstine of Management Accountamts, London, “Marging! cost
means the amount at any given volume of ouiput by which aggregaele costs are
changed if the voluine of owpur is increased or decreased by one unit.” Marginal cost
(s also termed as variable cost because within the capacity of the industry or
organisation, an increase of one unit in production will causc an jncrease in variable
cosis only.

154
Margingl and Diffarensial
Costing



Thus, marginal cost is the amount by which total cost changes when there is a change
in oulput by one unit. To ascertain the marginal cost, we need the following elements
of cost:

(1) Direct materials,

(1) Direct labour or wages,
(i) Direct expenses, and

(iv) Total variable overheads.

Batty defines marginal costing as .4 technique of cost uccounting which pays speciul
attention (o the behaviour of costs with changes in the volume of outpur.”

According to CIMA. London, “Marginul costing is a technigue where enly the
variable costs are changed 1o cost unils. the fixed ailributable being wrilten of) in full
againsi the contribution for that period. ™

The ICWAI] defines marginal costing as “A method thot considers onfy the variable
cast as cost of production, leaving out period costs to be ubsorbed from the marginal
contribution.”

[n other words, marginal cost is “The cast of any unit of productien is ithe increase in
fotal costs te which the firms become committed by the production of that unit. But, if
one part of total costs is fixed, this part will remain unchanged, as output expunds-
only the variable costs will increase. ™

In marginal costing, only variable costs are charged to cost units. Variable cost is one
which tends to vary directly with the volume of output. Variable cost changes wiih the
increasc or decrease in production. In direct costing, variable cost is knewn as direct.

Other lerms in use for marginal costing are contributory costing and cemparative
costing. In the marginal costing. profit is calculaled by contribution minus fixed cost.
6.2.1 Marginal Cost Equation

The element of cost can be written in the form of an equation. This equation is known
as ‘marginal cost equation’. The equation is shown below:

Sales = Variable cost + Fixed cost + Profit ORS=VCA+FC+P
Sales — Variable cest = Fixed cost + Prafit QR S—VC=FC+P
Salcs — Variable cost = Contribution ORS-VC=C

From the above marginal cost equatjon, we can understand that in order to eam profit,
the contribution must be more than the fixed cost. To avoid any loss. the contribution
must be equal to fixed cost.

6.2.2 Features of Marginal Costing

The main features of marginal costing may be expressed in the following ways:

1. In marginal costing, a difterentiation is made between the fixed costs elements
and the variable costs elements. No other category of costs is taken inte
consideration.

2. ln marginal costing, only variable costs are taken into account for computing cost
of production.

3. The finished stocks and werk-in-progress are valued at marginal cosl.

4. In marginal costing, prices are determined on the basis of marginal costs plus
contribution.
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Marginal income or marginal contribution is known as the income or the profit.
Fixed costs remain constant irrespective of level of activity.

The ditferance between the conribution and fixed costs 1 the net profit or loss.
Sales price and variable cost per unit remain the same.

Cost-velume-profit relationship is fuly employed 10 reveal the siate of
profitability at various fevels of production activity, and

In marginal costing technigue. first profit is determined in respect of each product
or department.

Exumple: A lactory produces 600 units of fan per annum. The varable cost per unit is
2 60. The fixed expenses are T 12,000 per annum. Thus. the cost sheet of 500 fans will
appear as fallows:

Variable Cost (601 < ¥ 60} ¥ 36,060
Fixed Cost ¥ 12,000
T 48,060

Solurion. 1f production is increased by one upit, ie.. it becomes 601 fans per annum,
the cost sheet will then appear as follows:

Variable cost (601 ~ T 60) ¥ 36,060
Fixed cost T 12,600
Tuotat Cost T 38,060

T 48.060

Marginal cost per unit is, therefore, T 60.

Marginal cost is, thus, the total variable cost becauvse within the capacity of the
organisation, an increase of one unit in production wifl cause an increase in variabile
cost only. The vartable cost consists of direct materials, direct Jabour, vanable direct
expenses and varigble overheads. The wam ‘all variable overheads” includes variable
overheads plus the variable portion contained in semi-variable overheads,

6.2.3 Advantages of Marginal Costing

Following are the main advantages of marginal costing:

1.

e

Fixation of Selling Price: The differcotiation between fixed costs and variable
costs is very helpful tn determining the selling price of the products. Sosnetimes.
different prices are charged for the same product in different markets to meet
varying degrees of competition.

Helpful to Management: I enables the management o start a new line of
production which is advantageous. 1t is helpful in determining which is profitable
- whether 10 buy or tnanofacture a product. The management can lake decision
regarding pricing and endering.

Effective Cost Contrei: It divides cost into fixed and variable. Fixed cost is
excluded from prodect. As such, management can control marginal cost
effectively,

Helps in Production Planning: 1t shows the amount of profit at overy fevel of
output with the help of cost volume profit reiationship. Here the hreak-even chart
is made use of.
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Helpful in Budgetary Control: The classification of expenses is very helpful in
budgeting and flexible budgel for various levels of aclivities.

Helpful in Making or Buying Decision: Sametimes a decision has to be made
whether (0 manufacture a component/product or to buy it readymade from the
market. The decision to purchase it weuld be having taken if the price paid
recovers soime of the fixed expenses.

Berter Presentation: The statements and graphs prepared under marginal costing
are betier understood by management. The break-even analysis presents the
behaviour of cost, sales, contribution etc. in terms of charts and graphs.

Preparing Tenders: Many business organisations have to compete with other
organisations in the market in quotng the lowesl price. Total variable cost, when
separately calculated, becomes the “floor price’. Any price above this floor price
may be quoted to increasc the total cortribution.

6.2.4 Disadvantages of Marginal Costing

Marginal costing technique suffers from the following limitations:

1.

-2

Difficulty in the Fixation of Price: Under Inarginal costing, selling price is fixed
on the basis of contribution. In case of cost plus cantract. it is very difficult to fix
price.

Difficulty to analyse Overhead: Separation of costs into fixed and varniable is a
difficult problem. Tn marginal costing. semi-varable or semi-fixed costs are not
considered.

Unrealistic Assamption: Assumption of sale price will remain the same at
different levels of operation. in real life. they may change and give unrealistic
results,

Problem of Variable Overheads: Marginal costing overcomes the problem of
over and under-absorption of fixed overlieads. Yet there is the problem i the case
of variable overheads.

Unreliable Stock Vatuation: Under marginal costing, stock of work-in-progress
and finished stock is valued at variable cost anly. No portion of fixed cost is added
to the value of stocks. Profit determined, under this method, is depressed.

Complete or Full Information not given: It does not explain the reason for
increase in production or sales.

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

Auatomation: Now-a-days, increasing automation is leading to increase in fixed
costs. [f such increasing fixed costs are ignored, the costing system cannot be
effective and dependable.

6.3 ABSORPTION COSTING

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



Absarption costimg afso known as ‘full costing” is a conventional technigue of
ascertaining cosl. It is the practice of charging all cosis both variable and fixed to
operations, processes and products. Tt is the oldest and widely used technique of
ascertaining cost. Under this technique of costing, cost is made up of direct costs plus
overhead costs absorbed on somg suiiable basis.

Under this technigue, cost per unit remains same only when the level of output
remains same. But when the level of output changes the cost per onit also changes
because of the presence of fixed cost which remains constant.

The change m cost per unit with 4 change in the level of outpur in absorption costing
technique poses a problem to the management in laking managerial decisions.
Absorption cosung is useful if there 15 only ong product. there is no inventory and
overhead recovery rate is based on normal capacity instead of actual feve) of activity.

Two distinguishing, fcaures of absorption costing are that fixed factory expenses are
in¢luced in:

{i} Usnit cost
(i1} Inventory value
Ascertainment of Profit under Absorption Costing:

Under this techpigue of costing the [oilowing proforma is vsed for the ascentainment
of prafit;

Income Statement

Rl e e,

4 ?
Sales AN
Less Cost ol Grsrdy Manufuctorvd
Direct Materidl AKX
Direct |abour NXK
Yaciory Overheads: 3 41
Varable LEaN
Vixed tat uctual production hasis) M
Add Value of Opaonrp Snek AN
XEX
Fess: Value of Uloxing Stock an Currein Cost KN
K
Add- linderabsorption {or Less Overabsorption) of Fixed Tactoey Wy XN
{verhicads %N
Cirons ol
Lesss Administeanon. Selling & Disiribution Expenses :
Fi\it.'.d Y
l Variable A 4 XXX
l Net Incorme (or Profin) KX

Example: Following data relate 10 XYZ Company:
Norma) capaciry 40,000 units per month

Variable cost perunit ¥ 6

Actual production 44, 000 unns

Sales 40,000 wnits i T 15 per unst

Fianed manufacturing overheads T ), 00000 per month or T 2.50 per unit at nommal
capacity.

Other fixed cxpentses T 2.40,000 per month.

Prepare Income Statement under absorption costing.
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Solution:

{ncome Statement
T 4
Sales (40.000 % T 15)
Leys : Cost of Goods Monufactured 6:00:00¢
| Variablc cost {@ ¥ 6 per unit for 44.700 urits, 2.64.900
Fived manufacturing oveewads @ ¥ 2.50 for 44,000 units. 1.10,000
4. 000 |
Less Clasing inventory AN xT 174.0‘0] 3.74.000
44.000 . 34,000
Less. Overabsorption of Rxed manufaciuring everheads 3.40,000
(T 1.20,000 - 7 1.00,000)
10,000
3.30.600
Grross Profit 2.70,000
| Less: Other Dxed expenscs 2,40,000
Nel Income 30.000
F

6.3.1 Absorption Costing Componcats

The key costs assigned to products under an absorption costing system are:

L)

Direct materinls: 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 10 operate a manufacturing facility,
which vary with production volume. Examples are supplies and electricity for
praduction equipment.

Fixed manufacturing overhead: The costs to operate a manufacturing facility,
which de not vary with production volume. Examples are rent and insurance.

6.3.2 Advantages of Absorption Costing

Following are the main advaniages of absorptien costing:

i

tJ

Tt suitably recognises the importance of including fixed manufacturing costs in
product cast determination and framing a suitable pricing policy. In fact all costs
(fixed and variablc) related to production should be charged to units
manufactured. Price based on absorption costing ensuses that all costs are covered.
Prices are well regulated where fuil cost is the basis.

It will show correct protit calculation in case where production is done to have
sales in future (e.g., seasonal sales) as compared to variabie costing.

It helps to contorm to accrual and matching concepts which require matching cost
with revenue for a particular period.

It has been recognised by various bodies as FASB (USA), ASG (UK), ASB (India)
for the purpose of preparing external reports and fer valuation of inventory.

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

It discloses inefficient or efficient utilisation of production resources by indicating
under-absorption or over-absorption of factory overheads.

It helps to make the managers more responsible for the costs and services
provided to their centres/departments due to correct allocation and apportionment
of fixed faclory overheads.

It helps to calculate gross profit and net profit separately jn income statement.



6.3.3 Disadvantages of Absorption Costing

Foltowing are the matn bmitations/dtsadvantages of absorption costing:

1

Difficalty in Comparison and Controf of Cost: Absorption costing 1s dependent
oit fevel of output; so differem unit costs are obtained for different Jevels of
output. An increase in the volume of output normally resulis in reduced unit cost
and 2 reduction in output results in an increased cost per unit due to the exislence
of fixed expenses. This makes comparison and controt of cost difftcult,

Not Helpful in Managerial Decisions: Absorption costing is not very helpful in
taking managertal decisivns such as selection of suitable product mix, whether to
buy or manufacture, whether to accept the export order oy not, choice of
alternatives, the mimimum price to be fixed during the depression, number of vniis
10 be sold to earn a desired profit etc,

Cost Vitiated because of Fived Cost included in Invenmory Valuation: In
absarption «osting, a portion of fixed cost is carried forward o the next period
because closing stock is valued ar cost of prodoction which is inclusive of {ixed
COST.

Fived Cost Inclusion in Cost nor justificd: Many accountants argue tha fixed
manufactoring, administration and selling and distribution overheads are period
costs and do not produce future benefits and, therefore, should not be included in
the cost of product.

Apportigrunent of Fixed Overheads by Arbitrary Methods: The validiny of
product costs under this technigque depends on correct apportionment of overhead
costs. But i practice many overhead cosis are apportionsd by using arbitrary
inethods which ultimately make the product costs inaccurale and unreliable.

It is nor helpful for Preparativn of Fiexible Budget: jn absorption costing, no
distinction is made between fixed and variable costs. It is not possible to prepare a
flexible budget without making this distinction.

6.4 SEPARATION OF SEMI-VARIABLE COSTS

For marginal costing for segregation of all costs between two parts fixed and variable
ts done. This means that the semi-variable cost will have to be segregated into fixed
and variable clements. This may be done by any one of the following methods:

Levels of vutput compared to levels of expense method
Range method

Degree o variability method

Scatter-graph method

Leas1 sguares method

Fach o1 the above methods has been discussed in detail with the help of the following
details:

1.

Level of Outpur Compured of Levels of Expense Methad: According to this
method, the ocutpul at two different levels is compared with coresponding level of
expenses. Since the fixed expense remains constant, the variable overheads are
arrived at by the ratio of change in expense te change in output.

Range Method: This method is similar to the previous method except that on the
highest and lowest points of output are considered oui of various levels. The
method is also designated as “high and low’ method.
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3. Degree of Variability Method. In this method, degree of variability is noted feor
each ilem of semi-variable expense. Some semi-variable items may have 30%
variability while others may have 70 % variability. The method is easy to apply
but difficulty is faced in determining the degree of variability.

4. Scutter-graph Method. 1n this method the given data are plotied on a graph paper
and line of best fit is drawn. The method is explained below:

< The volume of production is plotted o the horizontal axis and the costs are
plotied on the vertical axis.

Corresponding to each volume of production costs are then plotted on the
graph paper, thus, several points are shown on it.

< A swaight 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
be the amount of fixed element.

< A line parallel to the herizontal axis is drawa from the point where the line of
best fit intersects the vertical axis. This is the fixed cost line.

% The variable cost at any level can be known by noting di(lerence between
fixed cost and total cost lines.

Line ol Best Fit
(leta) Cost
N Linc)

Variable Cost

{in?)

Jiixed Cost Line

Semi-Variable Expenses

Productien {In Units)

Figure 6.1: Scatter-graph Method

6.4.1 Method of Least Squares

This method is based on the mathematical technique of sitting an equation with the help of
observations. The linear equation, i.¢., a straight line equation, can be assumed &s:

3 = a+ bx and the various sub-egquations shall be
DI = na+bhrx;
L\)} = ayx+ b&z

An equation of second order, i.e., a curvilinear, can be drawn as y = a + bx, x*and the
various sub-equations to solve it ie.. to find out the values of constant a, b, and ¢ shalt
be:

Yy = na+bXx
Yxy = aXx +bIx7+crx’
Xy = aXx’ +bI&’+cIx’

Similarly, the equation can be fitted for any number of order or degree depending
upon the number of observations avaiiable and the accuracy desived.



6.5 COST-VOLUME-PROFIT ANALYSIS

Cost-volume-profit analysis is a part of marginal costing. The cost-voluine-proftt
analysis is the analysis of three variables, viz., cost, volume and profit. In cost-
volume-profil analysis, an atternpt is made 1o measure variations of various costs and
profit with the volume. Profit as a variable is the reflection of a number of inlernal and
external conditions which exert influence on sales revenue and costs,

According to CIMA, London, "Cost-volume-profit analysis is the study of the effecty
on future profits of changes in fixed cost, variable cost, sales price. guantity and mix.”

In the words of Heiser. "The most significant single factor in profit planming of the
average business is the relutionship between the volume of business. costs und profit”

The cost-volume-profit analysis is the relationship among cost, volume and profit.
Profit of a business organisation depends upon a number of factors such as selfing
price, sales volume, per unit of veriable cost, fixed cost and sales mix. The
cost-volume-profif analysis explains the inter-relationships of thesc variables for
deciston-making. The management is always interested in knowing that which product
or product mix is most profitable; what eflect a2 change in the volume of cutput will
have on the cost of production and profit ete. Under cost-volume-profil anatysis, when
volume of ouiput increases, unit cost of production decreases, and vice-versa. hecause,
the fixed cost remains unaffected when the output increases, the fixed cost per umit
decreases. Therefore, profit will be more, when sales price remains constant. The
basic purpose of cost-volume-profit analysis is to determine the impact of (uctuations
in cost and volume on the financiat results of the business firm or organisation. All
these problems are sotved with the help of the cost-volume-profit analysis.

6.5.1 Objcctives of Cost-Volume-Profit Analysis
Following are the main objectives of cost-volume-profit analysis:

1. To achieve the minimum level of sales for avoiding losses

2. To arrive at the desirable product mix so as 10 maximize profit

3. The required level of sales that will fetch the planned rate of profit

4. To ascertain the maost viable product and the feast profits required to gain ground
in the market

5. To deternmine the resultant tmpact on cosi-volume-profit relationships on account

of the planncd expansion of activities

6. To ascertain the effect of changes in the volurne of cutput, costs and prices on the
planned profit, and

7. Todetermine the sale of a product of a plant to be discontinued or the operation of
the business firm should be temporarily stopped.

To know the cost-volume-profit relationship, a study of the fotlowing is essential:

}. Marginal Cost Equation,

2. Profit-¥olume Ratio,
3. Break-Even Anaiysis,
4. Margin of Safety,

5. Break-Even Chan, and
6. Angle of Incidence.

139
Marginal and DaBereniial
Costing



160

6.6 PROFIT-VOLUME RATIO

The prolit-volume ratio. popularly known as the P/V ratio. expresses the relation of
contribution to sales. This ratio 1s also known as contribution to sales or the marginal
income ratio. The profit-volume ratio is oficn expressed as a percentage and is a guide
to the profitability of a business lirm. Normally, this ratio is expressed in percentage.
P/V ratio is very important in decision-making. [t can be used for the calculation of
BEP and in problems regarding profit sales relationship. The formula for computing
the P/V ratio is given below:

_ Contribution

P/V Ratio = ————~ {00 OR =EHOO
Sales S
P/V Ratio = Qon'rrubut{onp_m‘ un.n 180 OR _(RLumt._‘ 100
Selling price per unit SP perunit

In addition to above, the P/V ratio can be expressed n the fallowing further forms:

P/V Ratio = Fixed COLHPIONt |y gp = FHP g,
Sales S
= i -V
P/V Ratio = Sales - Variable cost 100 OR = S (00
Sales S

Change in profit (lnt_two periods)
Change insales(ln two periodsi

P/V Ratio = 100

Improvement of P/V Ratio

Profit-valume ratio is the function of sales and variable costs. Therefore, an
improvement of the ratio will mean increasing the pap belween sales and variable
costs. This ¢an be done by:

(1) [ncreasing selling price,
(11) Reducing or decreasing variable costs, and

(iii) Altering sales mixture. i.e.. product having low P/V ratio will be substituted by a
product with a higher ratio.

6.6.1 Uscs of Profit-Volume Ratio

The profit-volume ratio is usually used to ascenain the following:

(1) To determine the variable cost for any volume of sales,

(i) To detenmnine the volume of sales required (o earnn a given profit,
(iit) To fix the selling prices.

(iv) To locate the break-even point and marpin of satety.

(v) To determine the volume of sales required for maintaining the present level of
profit, if selling price is reduced, and

(vi) To compute the profit when nargin of safety is given.



Example: Calculate P\ ratia from the following information:
Sales ¥ 50,000
Marginal cost 320,000

Solution:
Contribution = Sales ~ Marginal cost
= 30,000 - 20,u00
=¥ 30,000
PAV Ratio = Congribution 100
Sales
30,000
= <100 = 60%
50,000

6.7 BREAK-EVEN ANALYSIS

Break-even analysis is a technique of studying cost-volume-profit relasivaship. This
analysis may be interpreted in bread as well as in narrow sense. In its narmow sense,
the break-even analvsis determines the break-even pobn. Jt is a point to indicate no
profit and no [oss situation af the project taken up for implementation. If the same is
used in broad sense. the analysis is to indicate the probable profit or loss at anv given
level of activity. Break-even analysis is also known as cosi-volume-profit analysis.

According 10 Josepb Baggott, “Break-even umalysis refers 1o a svsicm of unalysing
cost into its fixed and variable compunenis 16 determine the probable profits ar given
fevel of activipy ™

6.7.1 Assumption of Break-Even Analysis

Break-even analysis is based on the following assumptions:

1. All costs can be classified into fixed cost and variable cost,

2. Totat fixed costs remain unchanped,

Variable casts per unit remain unchanged and rotat variabie costs change with the
change in the volume of output in direct proportion,

L]

4, With the changes in the volume of sales, selling price docs not change,

5. General price-level will pot change,

6. Stocks are valued at marginal cost,

7. 1In case of multi-product sales programme, sales mix will reruain coustant,
8. Costs and revenues are influenced only by volume.

9. Productivity per worker remains unaficcted. and

10. There fs sy nchronisation between production and sales.

6.7.2 Break-Even Point

Break-cven point is a poigt where the total sales or revenue are equal to total costs. [n
break-even point, there is no profit or Joss in the volume of sales. Tn other words, it is
a point at which no profit no Joss sjtuation prevails in the operating activity of a

1o}
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. business firm. This indicates thal the break-even point is the minimum level of
production at which total cost is recovered and no profn or no loss is sustained.

The following fundameatal formula is used to calculate break-even point:

I'ixed cost x Sales _ Fixedcost

Break-even Point (in3) = — OR .
Contribution P/V ratio
;L P ; i t
Break-even Point (in units) = - Ixe_d % — OR 2% -
Contribution per unit C per unit

Example: From the [ollowing particulars, calculate (he break-even point:

Selling price T 20 per unit

Variabie cost T 14 per untt

Fixed cost T 60,000
Seolution:

Fixed cest x SP per unit
Contribution pcr unit

Break-even Point (in ¥) =

60,000 <20 _12.60,000

6 6
=7 2.00,000
Break-even Point (in units) = Eixe,d s :
Contribution per unil
60,000

6
10,000 Units

FVorking note:

Calculation of contribution per unit:

Contribution = Selling price per unit — Variable cost per unit
Contribution =20 — 14 = 6 per unit

Example: You are required to calculate the breah-cven point from the following

information:
Selling price T 30 per unit
Variable cost ¥ 20 per unit
Fixed cost T 1,20,000

Estimated sales ¥ 3,00,000
Solution:
Contribution = Selling price per unit — Variable cost per unit
Contribution =30 - 20
10

I

Contribution perunit

P/V Ratio = —— - :
Selling price per unit

100




. 100 =133.33%
30

Fixedcost x SP per unit
Contribution per unit

Break-even Point (in Ty =

_ 1,20,000x30 _ 36,00,000
10 10

¥ 3,60,000

it

Fixed cost
Contiibution per unit

I

Break-even Point (in uniis)

1.20,000
0

12,000 Units

6.7.3 Caniribution

This refers to the excess of selling price over the variable cost. It is also known as
‘gross margin’. The amount of profit (loss) can be ascertained by deducting the fixed
cost from contribution.

The important clement of the marginal cost equation is the *contribution’ factor which
is resulted from the sales value after deduction of variable costs. 1t has been stated
above that ‘contribution’ is the composition of fixed costs plus profit. Contribution is
also known as gross margin. in the other words, contribution is the difference between
sales and imarginal cost. Confribution enables to meet fixed costs and add to the profit.
Contribution minus fixed cost is profit, but where {ixed cost is more than contribution,
the difference is toss.

In other words, fixed cost plus profit is equivatent 1o contribution. It can be expressed
by the following formula;

Contribution = Sales — Marginal cost ORC=S-MC
Contribution = Sales — Variable cost ORC=8-VC
Contribution = Fixed cost + Profit ORC=FC+P
Profit = Conrribution - Fixed cost ORP=C-FC

Sales — Variable cost = Fixed cost + Profit ORS -V =[F+P
Exampfe: Variable Cost = 90,000

Fixed Cost = T 40,000
Selling Price = ¥ 130,000
Contribution = Selling Price — Variable Cost
= T 1,30,000 - ¥ 30,000
= T50,000
Profit = Contribution — Fixed Cost

= ¥ 50,000 - T 40,000
= 30,000
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Hence, centribution exceeds (ixed cost and, therefere, the profit is of the magnitude of
T 10,000.

Example: From the fellowing information. find out the (a) Contribution, and
(b) Amounl of profit earned during the year:

Fixed cost T 5.00.000

Variable cost T 10 per unit

Selling price T 13 per unit

Outpul T 1,530,000 unit
Solurion:

{a} Calculation of contribution:

Contribution = Sales - Marginal cost
Centribution = (],50.,000 x 15) - (1,50,000 = 10)
Contribution = 22.50,000 - 15,00.000
Contrihution = 3 7,50,000

(b) Calculation of amount of profit:
Profit = Contribution — Fixed cosl
Profit =7,50.000 - 5,60.000
Profit =% 2.50.000

6.8 MARGIN OF SAFETY

Margin of safety is an important concept in marginal costing approach. Margin of
safety is the difference between the actual sales and the sales at break-even point. This
is represented by excess sales aver 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 diffcrence between the actual sales and sales at the break-even point.
Margin of safety indicates the soundness of the business firm. High margin of safery
indicates the soundness of a business ficm because even with substantial fall in sale or
fall W production, some profit shall be made. Small margin of safety on the other hand
is an indicater of the weak position of the business firm and even a small reduction in
sale or production will advcrscly affect the profit position of the business finn Te
improve the margin of safety. the following measures may be adopted:

(i) Increase the level of production,

(1) Increase the selling price,

(1) Reducing the fixed and variable costs,

(iv) Substitute the existing preducts by more profitable products, and

(v) Changing to a product mix that improves P/V ratio.
Margin ol safety can be calculated with the help of the following formula:
Margin of Safety = Total sales — Sales at B.E.P.

Profit

OR Margin ol Safely = ———
Ein ¥ P/V ratio
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OR Margin of Safety = —aeun g
B o Conmibution Costing
Margin of Safety (as a percentage) = Margin of safety (00
Total sales

Example; From the following details find out:
(1) P/V Ratio, (i) Break-even Point, and (i5i) Margin of safety
Sales 7 1,00,000
Total cost ¥ 75.000
Fixed cost < 20,000
Net profit ¥ 25.000
Selwtion:
_ Contribution
Sales

_ 45,000
1,00,000

Fixed cost
P/V ratio

() P/V Ratio 100

100 =45%

(i1} Break-even Point (in T)

_ 20,000 .00
43

=¥ 44,444

Profit

iit) Margin of Saf e
{1it) Margin of Safety IV 1atio

_ 25;(;00 <100

T 55,556 (Approx.)

OR Margin of Safety = Actual sales — BDreak-even point sales
= 1,00,000 — 44,444

=3 35,556

i

6.9 BREAK-EVEN CHART

A break-even chart is a graphicel representation of marginal costing or cost-volume-
profit analysis. 1t is an inportant aid to profit planning. It has been defined as "A chart
which shows the profitability or otherwise of an wndertaking at various levels of
activity and as q result lndicates the point at which neither profit nor loss is made. ™

According to Dr, Yance, “If is a graph showing the amounts of fixed variable costs
anel the safes revenne of different volumes of operation. It shows ar what volume the
Jirm first covers all costs with revenue of break-even

A break-even chart presents the foflowing information:
(1) The profit or loss at various levels of activity,

(i) The margin of safety and the angle of incidence,
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(ii1) The inter-relationship between different costs of produaction.

{iv) The sales value and break-even point, and

(v) The amount of contribution.

At different activity levels, the interaction of volume, selling price, variable costs and
fixed costs, the refevant variable and their impact upon profit are considered
simultaneously. The most important use of the break-even chart is the ascertainment
of a break-even paint from the chart, which is a valuable guide to the management.

6.9.1 Assamption of Break-even Chart

Foilowing are the assumsptions of break-even chart:

2,

7.

Costs can be classified into fixed and varable costs,

Iixed costs wili remain constant and wil} not change with the change in level of
output,

Variable costs will tluctuate in the same proportion, in which the volume of outpur
varies,

The number of units produced and sold will be the same so that there is no
opening or closing steck.

Selliog price will remain constant irrespective of change in volume of production,

There is only one product or in the case of many products, product mix wili
remnain unchaunged, and

There will be no change in operating efliciency.

6.9.2 Form of Break-even Chart

A break-cven chart can be presented in different forms as given below:

I 9

Simple break-even chart: This can be prepared by any of the fol]owing two
methods:

First Merhod: On the X-axis of the graph is plotted the volume of production or
the quantities of sales and on the Y-axis (Vertical line) costs and sales revenues
arc represented. The tixed cost line is drawn parallel to the X-axis because with
any volume of preduction the fixed costs shall remain the same. The variable cost
line is depicted above the fixed cost line, which shows that the cost is increasing
with the increase in the volume of output. This line can also be regarded as the
total cost lines because il starts from the point where variable cost is zero and
certawn fixed cost has been incurred. Thereafter, figures of sales are ploited from
the origin and a line is drawn up which goes in 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-profit no-loss’
position. since the total costs are equal to total sales revenue here. If the business
produces less than this tevel of output. it shall be running at a lass. The lower sales
line and upper total cost line show the portion of loss. If the business produces
more units than the break—even level, profit shall result and it shall be higher and
higher as the production / sales increase. This is indicated by upper sales line and
lower total cost line.



Example: From the following data calculate the break—even point with the Twip
of a break—even chatt:

Selling Price per upit ¥ 4.00

Variable Cost per unit T 3.00

Toal Cost per unit T 20.000
Solution:

As explained earlier. break—cven point is a point of "o profit no fess”. The point
will. therefore, be there where totad costs are equal (o total sales. In other words, if
the two data are plotied on the graph paper, at the break-cven point, the 1wa lines,
i.e.. the total cost tine and the total sakes line will interested ¢ach ather. However,
for ploiting the data on the graph paper, we need at least {wo points — one for
plotting the total cost line and the other for platting the 101af sales line. 1t is shown
betow;

Output Variable Costs Fixed Costs Total Cost Sajes

{(Ugits) T 4 L 4 T

10,000 30.000 20,000 60,000 40,000
30.000 60.000 20,000 80,000 80.000
30.000 90,000 20,000 1,00,000 1.20,000
40,000 1.20,000 20,000 140,000 1,60,000
50,000 1,50.000 20,000 170,000 2.00,000
60,0000 1.80.000 20,000 2.00,000 240000

The data can now be plotied on the graph paper as {ollows:

!

Secand Methed Avother of drawing a break-even chan is showing the variable cost bine
first and therefore drawing ihe fixed cost line above the variable ¢nst line. The laner,
however, will be 1he total cost bine 25 in the firsy case, The difference under this method
fron the first method is that the fixed cost line shown above the variable cost line is
paraliel to the latter, whereas under fitst method the fixed cost line is parallel to the
X-axis, The sales [ine is drawn as usual and therefore the added advantage of this method
is that ‘cootnbuiions’ at varying levels of ourput are awtomatically depicted in the chart
{*contribwtion’ comnotes the differcnce of sales revenue and the vanable cost). The
break even point is indicated by the intersection of the total cost Iime and the sales e,

a7
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]

The break-even chart on the basis of data given in illustration will appeat as
shown on the next page according to this method.

Mofi
Fixec

Cost

Total cost Eine

Sales Line
o

Variable

L

Contribution break-even chart: The chart in ascertaining the amount of
coatribution at different levels of activity besides the break-even point. {n case of
this chart, first the fixed cost is plotied parallel to the X-axis. The conzibution line
is then drawn from the botiom. or the origin, which goes up with the increase of
output/sales. The sales line is plotted as wsual from the ‘0" point but since there is
no total cost line, the question ol intersection of sales line with it to show the
break—even point does not arise. [n such a case, the contribulicn line crosses the
fixed cosl line and the point of intersection is treated as break-even point. At this
level, the fixed cost shall be equal to contribution which means that there shall be
no profit and no loss. As the contribution increascs (0 more than the fixed cost,
profit shall arise to the business at different levels of output/sales and as the
contribution steps down from the level of fixed cost, business shall be operated at
a loss at varying levels of production/sales. On the basis of data given in example,
the break-cven chart will appear as given bejow:

v
3 |
< FIXEC COST
> ANALE OF RODENCE
TR —
2
%‘ BREAK EVEN SONY
<
= MARGINOF SAFETY___
<
w2 ]
2
8
1
— i
Y o Py 2000 gz X
Outpe {in Units}

Figure 6.2: Contribution break-cven chart



Profit Chart: The break-even point can aiso be found cut graphically by means of

a Profit Chart.

Example: On the basis of figures given in illustration compute the Break-even Point

Cost and Revenue {§ in takhs)

|
5.
[
g
e -]
14
5
1+
34
BREAK EVER PORT PROFT
: FiXED COST LINE
whk
?@,w“ FIXED COST
7
o
I} J } Jr
8] 1000 20 2000 #h0a s X
Qg (30 Units)

by means of 2 Profit Chart.

Solution:

Outpin
(Units}
10,0600
20,000
30,000
40.000
50,000
60,000

Fipure 6.3: Profit Chart

Total Cosis Sales Profit/Loss

7 4 4

40.600 25,000 -15,000

60,000 50,000 -10,000

806,000 75,000 - 5,000
t.00.000 1,00,000 -

},20.600 1,25,000 15,000
140,000 1,50,000 +10,000

e BEF Profit
—

: Sales (Jakhs of

_ Rupees)

el Production (in thousand units) —~——

ELIY
Marpinal and Diflerential
Casting
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Example: Draw a break-even chart from the following figures:

Sales Profit (% lakhs)
Year 1 160 4
Year 2 175 10

From the above chart predict (he variable cost, contribution, fixed cost and profit
associated with a sales volume of T 250 lakhs, and set out your prediction in the form
of a profit statement.

Solution:
Statement Showing Costs & Profit at Sales of T 250 Lakhs
Sales 4 T 250 lakhs
Less: Variable Cost 150 lakhs
Fixed Cost 60 lakhs T 210 lakhs
Profil * * 2 40 lakhs

* The fixed cost1s ¥ 60 lakhs since )oss at ‘nil’, sales is T 60 lakhs.

** The perpendicular at salcs of T 250 lakhs meet on prolit of 2 40 lakhs as depicted
on the graph.

= Break-even chart /

Profit —»

1 [ N WA I 1 1

(L.akhs of
Rupees)

I

!

Sales {lakhs of
== Rupees)

4+ Losses

6.9.3 Advantages of Break-cven Chart
Following are the rain advantages of break-even chart:
1. The chart is very useful for furecasting costs and profits at various levels of sales,

2. A break-even chart is useful for studying the rejationship of cost, volume and
profit. The chart is very use{ul for taking managerial decisions,

3. A break-even chart is a tool [or cost controi because it shows the relative
importance ol the fixed cost and the vanable cost,

4. Profitability of various products can be vompared with the help of break-even
chart,

5. Itis helptul in knowing the effect of increase or reduction in selling price,



Profitability of various products can be studied with the help of break-even chart
and a most prafitable product mix can be adopted. Profits at different levels of
activ iy can also he ascertained,

Information provided by the break-even chart can be understood by he
mapageinent mose easily than contained in the profit and loss account and the cost
statemients because a break-even chart s the simple presentation of cost, volume
and profit of the company, and

The profit patemitalitics can be best judged from a sudy of the position of the
break-even point and the angle of incidence in the break-even chart.

6.9.4 Limitations of Break-cven Chart

The main limitations of break-even chart arise from the number of assumnptions which
are tnade in drawing break-¢cven charts. These limitations are given as undet:

1.

F-)

5.
5.

The eflect of varipus praduct mixes on profits cannot be studied {rom a single
break-even chart,

A break-even chart is based on a number of assumptions which may not hold
upright. In the break-even charl, we have seen that the total cost line and the sates
fine took straight limes. This is possible only with a number of assumptions. But,
in practice, the (otal cost Jine and the sales line are not straight lines because the
assumptions do not hutd good.

A break-even chaer does not take nto consideration capital employved which s a
very mpertant (actor in taking managerial decisions. Therefure. managerial
decisions on the basis of break-even chart may not be reliable.

A Hmited amount of information can be shown, in a break-even chart. A number
of chars will fave to be drawn up to study the effects of changes in fixed custs,
varjable costs and selling prices,

Nu imporiance is given 10 opening and closing stocks, and

Cuoustans selhing price is not froe.

6.9.5 Construction of Break-Even Chart

The comian method, followed in the construction of simple break-even chart, is
stated here as under:

"
.

A break-even char is drawn on a graph paper.

There are two sides on a graph which are known as ‘axes’. The horizontal side at
the bottom of the graph is “x-axis’ and the vertical side is the y-axis".

On the graph, the x-axis shows the volume of production and the y-axis shows the
cost and salkes price,

Draw both axes on the suitable graph paper on the basis of appropriate scale

Fixed cost line is drawn on the graph. Fixed cost line 15 drawn parallel to the
X-axis because fixed cost remains the same.

Total cost tine is drawn above the fixed cost line. For this purpose. the variable
eust is added 1o the fixed cost to arrive at the total cost and drawn at cach and
every scale of production.

Sales revenue fine is drawn comniencing at zero and finishing at the Jast point.

Then the sales line cuts the total cost ling, fe., sales equals the total cost. This is
known as a break-even point. When a line is drawn from BEP (u x-axis, it

t71
Maepinal and Differential
Costmyg



172

indicates break-even point in units and when a line is drawn from BEP iy y-axis, it
indicates break-even point in rupces.

9. The difference between the sales line and total cost line to the right of BEP
indicates the profit. The position to the left of the BEP ou the graph indicates the
loss, and

18. Then the graph indicates the break-even point, profit or loss at various levels of
output, contribution, relationship between the marginal cost. fixed cost, total cost
and margin of safety.

Example: From the following infermation, prepare the break-even chart.
Fixed cost T 2.000

Variable cost < 0.50 per unit
Salcs or setling price X 1 per unit
Units produced and sold 2,000; 4,000; 6,000; 8,000 and 10,000.
Solution:
| Yj,
000 & '
*\0
co,b\@f’ Profit
800~ m
= I ; eﬁ‘(‘a
~ [N
§- \Q,d\\“ ]
@ G000 ; ‘?5\9 0{}\,\\
- .\0\'8\6
H : \rizhe
= 4 cost
8 NVergn of safety
P
2000 ot
L [ 1 L&x
a 2000 4D 600 8O0 GO0
Quipud (nuits)

Figure 6.4: Break-Even Chart

Angle of Incidence

This is the angle between sales and total cast line. This angle is an indicator of profit
earning capacity over the break-even point. Therefore. the aim of the management will
be to have a large other hand, a small angle will mean that even if profits are being
made, they are being made at a low rate. This in turn suggests that variable costs form
a major parl of cost of sales.

Angle of Incidence is formed at the inter-section of total cost line and total sales line.
As a mateer of fact there are two angles of incidence:

e The angle formed at the right side of the break-even point;
e The angle {ormed at the left side of the break-cven point.

The angle formed at the right side of the break-even point indicates the profit area
while that fonined at the lefl side indicatcs the loss area. The size of the angle of



jncidence is indication of the quantum ot profit or loss made by the firm at different
output/sales levels, For example, if the angle of incidence is parrow to the right ~ide of
the BEP, it indicates that the quantum of profits made by the firm is also low.
Similarty. if it is narrow to the lefl side of the BEP, # indicates that the gquantum of
Joss made by the fim is also Jow. In other words, a narrow angle of incidence shows 2
siow rate of profit caming capacity while a wider angte of incidence shows a swift rate
of profit eaming capacity of the {irm. A parmow angle also mdicates that the variable
cost as a proportion to sales is quite high and therefore very little has been lefi by way
contribution.

it should be remembered that a large angle indicates high margin of profit aiter
covermg lixed cost. Similarly, a small angle indicates low margin of profit whicl
reveals that variable cost is mare in total cost. If margin of safety is considered ajong
with angle of incidence it may be suggested that a large angle of incidence with high
margin of safety indicates extremely favourable condition.

The foltowing graph will show the *Angle of incidence’ of a firm:

?
%

Fead Cost Line

o

Cost and Revenue (in t '0I0}

8
=

ne
o
!

L O | IR S | | L L1
0 2 4 B B W 12 W K 1@ .2

Proguction Yolume {in '000)

Figure 6.5: Showing Angte of Incidence

However, if margin of safety and angle of incidence 15 considered together, they will
be more informative. For example, a high margin of safety with a large angle of
incidence will indicate the most favourable conditions of a business fimm or even the
existence of nonopoly position.

6.10 DECISION-MAKING

Marginal cost helps management to make decision involving consideration of cost and
revenue. Basically, inarginal costing furnishes informabon regarding additional eosts
to be incurred if an additional activity is to be taken up or the saving in costs which
may be expected if an activity is given up. This can be compared with the benefit
expected from the proposed course of action and thus the management will be ablic to
take the appropriaie decision.

Decision-making deseribes the process by which a course of activn is selected as the
way 10 deal with a specific problem. A decision jnvolves the act of choice and the
alternative chosen out of the availnble alternatives,
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According to Heinz Weihrich and Harold Koontz, “Decision-making is defined us
the selection of a course of action fr om among alternatives ™

George R. Terry says, “Decision-making is the selection based on some criteria from
fwa ar more possible alternatives.”

According to Haynes and Masie, “Decisivn-maoking is a couwrse of action which is
consciously chosen for achieving the desired results. ™

Follawing are the important areas of decision-making or applications of marginal
costing:

I.

1

Fixation of Price: Product pricing is a most important function of management.
One of the purposes of cost accounting is the ascertainment of cost for fixation of
selling price of product. Marginal cost of a product represents the minimum price
of the product. During normal circumstances, price of product is based on full
cost. The theory is that only those products should be produced or sold which
make Lhe largest contribution towards the recovery of fixed costs. The selling
price fixation is also done under different circumstances.

Example: P/V ratio is 50% and the marginal cost of the product is ¥ 60. What will
be the seliing price?

Solution:
. . Variable cost 60
Selling Price = — = —
(100 P/V ratio} (100 - 50%)
60 %100
=——— =120
50
Conutributi S-V
Verification: P/V Ratio B, . x]100 OR = =100
Sales
_ 120 - 60 ¥100
120

60
—— %100 = 50%
= 50%

Decision to Make or Bup: A business [irm may make some products, parts or
tools or sometimes, it may buy the same thing from outside. The management
must decide which is more profitable to the business firm. I[ the marginal cost of
the product is lower than the price of buying from outside, then the business firm
can make the product.

Example: A Pen Manufacturing Company finds that while it costs T 6.25 10 make
each component X 2730, the same is available in the market at T 4.85 each, with
an assurance of continued supply. The breakdown of cost is:

Raw material T 2.75 each pen
Direct wages ¥ 1.75 each pen
Other variable cost T 0.50 each pen
Fixed cost T 1.25 each pen

T 6.25 each pen
Should you make or buy?



Solution: Variable cost of manufacturing is ¥ 5 (T 6.25 — 1.25), but the market _ I
price is ¥ 4.85. J{ the fixed cost of ¥ 1.23 is also added. it is not profitable to make blarginat and Dﬁf(\e-r;::::;
the component. Because there is a profrt of ¥ 0.15 even in vartable cost, it is

profitable to procure frem outside.

3. Selection of a Profitable Product Mix: Tn a nulti-product manufacturing
organisation, a problem is faced by the manapement as 0 which product mix or
sales mix will give the maximum profit. The product mix which gives the
maximum profit must be selected. Product mix is the ratio in which various
products are produced and sold.

The marginal costing tlechnique helps the management in taking decisions
regarding changing the ratio of product mix which gives maximuwm contribution or
in dropping unprofitable product line. The product which has comparatively less
contribution may be reduced or discontinued.

Example: Present the following information to show to the managemeni: () the
marginal cost of product and the contribution per unit. (i1} the tota) contribution
and profits resulting from each of the following sales mixtures:

Type of Products  Perunit ()

Materials X 10
¥ 9

Wages x 3
Y 2

Fixed cost T 2,000
Variable cost is allocated to produets as 100% of wages,
Selling price X 20
Y 26
Sales mixtures;
(3 1,000 units of product X and 2,000 units of product Y,
(b) 1.500 mnits of product X and 1.500 uniss of product Y.
(¢) 2,000 units nf product X and #,000 units of product Y,
Solution:
(1) Statement of Marginal Cost;
Type of Products

X Y
Materials 10 9
Wages 3 2
Variable cost (100% of wage) 3 2
Marpinal Cost 16 3
Selfing price 20 16
Less: Marginal cust 16 13
Contribution 9 3



(ii) Product Mix Choice:

Particulars ()T 13R4 ©F
Total sales 52,000" 54,000 56,000
Less: Marginal cost 42,000 43,500% 45,000
Contriburion 10,000 10.500 11,000
Less: Fixed cost | 2000 2,000 2,000
Profit 8,000 8,300 9,000

Therefore, sales mixture {¢) will give the highest profit and as such, mixture
(c) can be adopted.

Working notes:

L. (1,000 x 20 + 2,000 x 16) = 52.000, (1,500 x 20+ 1,500 x 16} = 54,000, and
(2,000 x 20 + 1,000 % 16) = 56,000

2. (3000 x 16 + 2.000 < 13) = 42,000, (1,500 x 16 + 1.500 > 13) = 43.300. and
(2.000 x 16 + 1,000 x 13) = 45,000

4. Deciston to Accept a Bultk Order: Large scale purchasers may demand products at
less than the market price. A decision has to be taken now whether 1o accept the
order or to reject it. By reducing the normal sales price, the volume of output and
the sales can be increased. If the sales price is below the total cost. rejection of the
order is aimed at.

fn marginal costing, the offer may be accepted, if the quoted sales price is above
marginal cost, because of the rcason that existing bunsiness contribution caa
recover the [ixed cost and the margin of profits. In such cases. the contribution
made by bulk orders will be an addition 1o the profit. But the sales price should
not be less than the marginal cest. However, it should not affect the normal market
price.

Example: ABC te industrial depression, a plant is running at present, at 30% of its
capacity. The following details are available:

Cost of Production per unit
Materials T3
Labour T1.5
Variable cost T30
Fixed cost RS
Total Cost 8.5

Production per month in units 20,000
"T'otal cost of production (20,000 x 8.5)= ¥ 1.,70,000

Sales price ¥1,50,000
Loss T 20,000

An exporter offers to buy 6,000 units per month at the rate of 2 7.50 per unit and
the company js reluctant te accept the offer for fear of increasing its already
operating losses.

Advise whether the company should accept or dechine this offer.



Solwtion:
) Existing (20,000 | Offer {6,000 Total ()
Particulars units) () 1 units) [©)
{3) Sales 150,000 | 45,000 1,95.000
{b} Marpinat cost - [
A Ty Py LI T |
| Matcriats @ 2 2.5 per tnit 50.000 | 15.000 63,000
Labour 72 T 1.5 per unit 30,000 5,000 39,000
1
Variable cost @@ ¥ 3 per unit 60.000 18,000 78,000
Total Marginat Cost | 140,000 | 42,00¢ .82,000
Contribation {4 -- h} 16,000 3.0 13,000
l.ess ; Fived cost 30,000 - 30,000
ProfivLoss | -} 20,000 3,000 | (=)17.000

The firm must accept the offer, because the amount of loss stands reduced from
% 20.000 to T 17,000.

Closure of a Department or Discontinuing a Product: Marginal costing
technique shows the contribution of each produet to fixed cost and profit. If a
depariment or a product coniributes the least amount, then the depariment can be
closed or its production can be discontinued. It means the product which gives a
higher amount of contribution may be chosen and the rest should be discontinued,

Example; The records of Rajesh Limited which has three departments, give the
following figures:

Paititibiis Department X | Department Y | Deparfment Z Taotal
£4] %) @] Amount (%)

Sates 13,000 19.000 | 23.400 57.000
Marginal cost td4,000 7.000 V7.000 IR.000
{Ficdeon | 3,000 i 4,000 11,000 18.000
Tota) cost 174000 | L1.000 28,000 56,000

[ Pofivioss | () 2,600 | (+) 8,000 (~} 3,000 (+) 1.600

The management wants o discontinue product Z immediately as it gives the
maximum Joss. How would you advise the management?

Sofution:
Statement of Margingl Cost
Particalars X YR Z® Total ()
Sales 15.000 19.000 23,000 57,000
Lecss ¢ Marginal cost 14,000 7,000 17.030 38,000
Coninbution 1.000 12.000 6,000 159600
Fixed epst 18,000
Profit 1,000

Depariment Z gives a contribution of T 6,000. If department Z is closed, then it
may lead o further loss. Therefore, Z will be continued.

Mainteining a Desired Level of Prafit: A manufacturing organisation has to cut
ar reduce prices of its products from time to time due o competition, governiment
policies and other reasens. The contribution per unit on account of such cutting is
reduced whilc the organisation s interested in maintaining a minimum fevel of its
profits. Marginal costing technique can ascertain how many units have to be sold
w mamtain the same level of profits. According to Charles, “When desired
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profits are agreed upon their atlainability may be quickly appraised by computing
the number of units that must be sold to secure the wanted profits. The
compuluation is easily mude hy dividing the fixed costs plus desired profits by the
contribution margin per unit.”

Sales are required to earn a desired profit:

Sales (in 7) = Fixed cost + Defired profit OR = F+P
P/V ratio PV
P Fixed CL)E.it +pe5|red pr'oﬁt OR = FEHP
Contribution per unit C
Example:
Sales 20.000 units @ T 20 per unit
Variable cost % 10 per unit
Fixed cost ¥1,50.000

Find out the sales for earning a profit of¥ 1,00,000.
Solution:
Sales to earn a profit of T 1,00,000:

Fixed cost + Desired profit

Contribution

A 0
=.1:50,000+1,00,000 10 000
2,00.000

_ 250,000 o0 000
2, 00,000

=7 5,00,000

7. Evaluation of Performance: Marginal costing helps the management in
measuring the performance efficiencies of a department or a product line or sales
division. The dcpartment 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 SPECTAL ORDERS

All business decisions should not be evaluated in the saine way. Sometimes special
orders or one time orders often have different characteristics from recurring order.
Therefore, each ordcr should be evalvatcd based on costs relevant to the situation and
the goals of the business firm. The question of special orders arises when a company
has excess or idle production capacity and management considers the possibility of
selling additional products at less than normal selting prices, provided that such a
special order will not affect the rcgular sales of the same product.

The basic problem is to determine an acceptable price for the special order units. Cost
analysis using the contribution approach is a osefui technique to determine the
short-run profit effects of specia) ordcr transactions. In deciding the pricing of special
orders where normal operations are not disturbed and where unused production
capacity exists, it is not advisable to attach fixed costs to products. Price determination
should take into account the recovery of incremental (variable) costs caused by



accepting the special order. 1f the normal Gixed costs are included in the price of the 7

special order. the price may be too high and the business firm could fose the entire

harpmai und Dificrental
Costmg

order and the cantribution margin to be earned on the special order. Only the relevant
{variable} costs should be used in the decision analysis to amive at an appropriate
price. Fixed cost js refevant only if incurred to facilitate the special order,

The following example 1llustrates the special order decisions:

A manufacturing comnpany produces 20,000 upits by operating at 60% of the capaciry
and swells at a price of TI000 per unit. The budgeted figures for the year 2002 are as

folfows:

Production (20,000 uniis) T

Raw materials @ 428
Dircet Jabour wr 575

8500000
1,45,00.000
I $5.00.000

Varahle fuctory overhead it 773

Fised lactimn v averhead

Vanable xelling costs 2759

o 0f selling price

Fined woliing and admipistrative ensis

1,25,00.000

72 50,000

—

The company receives a special order for 10,000 units from a firm. The company
desires to earn a profit af T 100 per unit and no selling expenses are to be incurred for
the special urder. The minimum price on the special order and income statements are

as follows;

Pricing of Special Order

B {)0,000 wnits) ¥
Yaoahle costs to be incurcd:
Raw matersals 435
Darece Jalwour 575
Varnable (v orhead 715
Variahle cost per wuit (no seiling expenses) 1758
Desired proit we
ddininmm price ki
{ Increase m sales = 100G unis < T 1875 =T 1.87,50,000
]
thtome Statement
o Without special Special order With speciat
arder (T ) ) order (T}
Sales 6,00,00,000 1,87.50,G00 7.87.50,000
Less, Variuble vosts, 85,002,000 42,50,000 §.37.50,000
Direct labowr 115,000,000 57.50,000 1.22.50.000
Variable laciory averbead 5,55.00,000 77.50.00 2.32.50,000
Variable selling costy 16.50.000 -ens 16,530,000
{1.75%0 of selling price)
Futal vanable yosig 3.71.50.000 1.77.50.000 .49 00 000
Less Trixed costs: ; 0,000 | SR
Fixed factony overhead 2500004 - 1.;1. 3 :r.\
Tiagd scHing & admn o813 72,50.000 o 3:30.000)
3, sen
PN — l.??.:—ﬂ.t][)ﬂ 197,850,000
1 o 5.69.00,000 1.77.50.000 7A46,50.000
ota) vasis
31,00,000 10,00.000 41.00.000

Net ingome betone taes

—
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From the abovc analysis it is clear that the acceptance of the special order will
increase the profit by ¥ 10,00,000. Also the bid price (T 1873) is significantly less than
the normal price of ¥ 3000. However, before arriving at a proper decision,
management should consider factars other than just the inmediate gnpact on income.
An important pornt is the effect on regular customerss. If regular customers are paying
more for the products, they may demand price reduction or quit buying from the firm
and seek another source of supply. Another consideration is the possibility of special
order customers belng the regular customers.

6.12 REPLACEMENT DECISION

Tt is very important decision. The differential costs which are importan! 1o retain or
replace decisions are change in fixed overheads costs, loss on sale of old equipment.
capital invesument and related costs such as rate of return and interest. Management
should also vonsider differcntial benefits likely to be derived such as higher
production and increascd sales, realizable value of old machine, saving in operating
costs, tax advantages, if any.

Example: If a company has purchased a plant for ¥ 2,00,000 five years ago which has
a life of 10 years with no salvage value. The present book value is ¥ 1,50.000.
Management is considering the replacement of this plant with a new plant costing ?
1.80,000 having a life of five years with no scrap value at the end of jts life. The costs
of operating prescnt plant and the proposed plant are as follows:

Present Plant

Proposed Plant

T T
Variable costs:
Labour. supplics. power ctc. 90.000 58.000
Fixed costs:
Insurance. 1axes cic. 20,000 22.0600
20.000 16.000
Deprecianon 130,000 96,000

Jtappears that the proposed plant would result into cost savings of ¥ 54,000. However.
the book vahie of the present equipment is a sunk cost and not relevant in the decision,
The (ollowing analysis belps in making a better use of the data:

4 T
Variable costs:
Labour, supplics. power elc. 90.000 58.000
Fixed costs: 20.00¢ 22,000
Jusurance, taxes elc. 0 16,000
Depreciation 1,10,000 96,000

6.13 SHUTDOWN OR CONTINUE DECISIONS

Sometitmes a business is faced with the possibility of a temporary shutdown. This
analysis has to be made whether the firm is better off operating than not operating. As
Jong as the products sold recover their valuable costs and make a contribution towards
the recovery of fixed costs, it may be preferable to operate and not to shutdown. There
are some others costs too. Even if sales do netl 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.
The shutdown may necessitate the incurrence of maintenance procedures in order ta
preserve machinery and buildings during periods of tnactivity. The shutdown may
require the incurrence of legal expenditure and employee maintenance pay. There may
be sore other costs too which have © be analyzed.



Example: An orgamisation is experiencing problems and thus the direclors are
considening whether or not the following should be closed down temporartly.

A flexible budget is cospiled giving the following detatls:

Fived costs Production capacity
{Fited costs and Variabie cosls)

Doﬂ'}: \“"’}:: 0% | 60% 80% 100%
Facrory overheads 5060 TOOE | 10,600 [ 1).4000 12,008 1301
Admn, Ouerheads S0 HIKIG 6,500 a0 Fa00 LLIIY
Sethng & Distribution 5000 T 7,000 S0 G I AE I
vverheads
MisceHapgous 100G 1000 1300 200 25400 3000
Direet labour = - 13,000 15000 10,014 25,000
Ihrect malenal - - 12006 § 1800 24,000 12.000

Following information is given:

1.

-3

Present sales at 50% capacity are estimated at T 3,000 per annum.

Cost of closing down is estimated to be € 4500, For maintentance of plant and
machinery T 800 per annum are spent.

Cost of reopening is ¥ 2000 for overhauling of machines and getting ready and ¥
1400 for training of personnel.

it is estimated that sales should (ke an upward swing at around 70% capacitv at
prices which would produce revenue of ¥ 1.00.000 in approximately twelve
months® time.

Advise 10 close down and temporarily or continue operations indefinitely,

Sulution:
Statement of Profit (loss)
Particwars Percentage Capacity Level
Salues Q 54 M
Casts Nil 30.00u 10000
Variable costs Nil 33,000 47,000
Fixed costs 15,000 21,000 IR0

{a} 150 units of X and 250 units of Y
For Product X: 150 units X 3 450

For Product Y: 250 units X 6 1500
1950
Less Fixed overheads 950
Profit 1060
ib} 400 urits of Y only
Contribution 400 X 6 2400
i.ess Fixed overbeads 950
145
{c) 400 units of X and 100 units of Y
Product X: 400 X 3 1200
Product Y: 100 X 6 _600
1800
Less Fixed overheads 5850

830
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Thus out of above (b) is the best alternative because it gives the maximum profit
of 1450.

6.14 DIFFERENTIAL COSTS AND REVENUES

Differential revenues and costs (also called relevant revenues and costs or incremental
revenues and costs) represent the difference in revenues and costs among altemative
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 with marginal costs. The main reason behind
such confusion is due to the fact that both (marginal costing as well as diffcrential cost
analysis) the techniques are based on the same concept of costs—variable and fixed.
But “differential cost analysis’ is a broader concept and it is more fundamental concept
than the marginal cost. Differential costs deal with all the costs—variablc and fixed. It
is the change in the total costs associjated with each aliernative.

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 the change in total cost associated with each
alternative. In the language of the AAA Committee on cost concepts and standards “it
is the increase or decrease in total costs, or the changes in specific elements of cost
that result from any variation in operations. As far as nature and variability are
concermed, it includes variable and fixed costs if thc project involves some
expenditure of fixed nature. For example, a part is presently being purchased from a
supplier for ¥ 14,000. The company is thinking of manufacturing the part and the
increase or decrease in costs as a result of this decision is:

Direct material—X 12,950), Conversion cost—= 10.250 and Specific fixed cost—
32.500.

Note: Decrease in costs shown within brackets.

These increases or decreases in cost are known as djfferential cost.

6.15 DIFFERENTIAL COST ANALYSIS

The increase or decrease in the total costs at a particular level of activity with respect
to another is referred to as differential costs. The technique employed to analyse
differential cost is known as ““differential cost analysis” or “difterential costing”. The
terminology of CIMA defines differential costing as “a technique used in the
preparation o[ 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 level.

The technique ‘differential costing’ deals with the impact on costs and revenues of a
proposed course of action. Differential costs arise only when an organisation is
thinking of making a change in its existing business. Consequently, it can be said that
this concept does not apply to a business which is expected to be set up. This is



because differential costs are future costs that arise when one alternative is selected
{nstead of another and include variable as well as fixed costs.

6.15.1 Salient Features of Differential Cost Apalysis

Some of the salient feateres of differential eost analysis are given below:

® [In differential cost analysis, costs are usualhy presenied on the basis of {otal
costing technigue (absorption costing).

® \anable costs are the differential costs when the additional outpul does not
involve the additional fixed costs.

e It is used for planning and decision-making only and not incorporated in the
accounting records. {Books of accounts)

e [tis intended for the comparison of the expeeted changes in costs and revenues.

o lris applied only o the existing business and not suitable for new business set-up,
s Differennal costs are future costs.

e Ditfergntial cost analysis is eamed on using oaly relovant costs.

e [tignores the effect of residual costs.

¢ Ifs purpose is to make a choice among aleernatives. That is the cause for
subtracting the costs at one fevel from that of another.

6.16 MARGINAL COSTING VS. DIFFERENTIAL
COSTING ANALYSIS

Baoth marginal costing as well as differential costing techniques analyse the basic
behaviour of costy. that is. the fixed and variable costs. Due to tlus fact, both
lechniques are similar in some aspects and vary in some other factors. We foeus on the
similarities and dissimilarities between these two fechnigues 2s follows:

6.16.1 Similaritics between Marginal Costing and Differential Costing

Similarities between marginal costing and differential costing are:

Cost Anaiysis: Doth are techniques of cost antaysis—that 15 behaviour of costs,
espeecially fixed costs and variable costs.

e Decision-making: Both techniques undenake cost anlaysis to formulate policies
and for taking decisions.

e Uniform resufts: Marginal costing as well as differential costing would provide
the same results whereas the fixed costs remain unchanged for alternative course
of actions.

® Resemblance in Concept: An economist’'s concept of marginal cost bears
resemblance to differential cost concept.

e information to Management: DBesides decision-making process. boib the
teclurques provide other related information on cost analysis 1o the snanagemeni.

6.16.2 Differcnces between Marginal Costing and Differcatial Costing

Differenccs between marginal costing and differential costing are given as following:

®  Scope: Differential costing has a wider scope. It can be successfully used for a
larpe number of alternative proposals. On the contrary, the application of marginat
costing is limited.
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Ascertainment: tn practice, it is difficuit to ascertain differential costs in a precise
manner. However, marginal costs can be ascertained with case by adding prime
cost 1o variable sverheads.

Period Covered: Differential costing can be used in short, medium and tong-term
decision making while marginal costing is used for short-term and medium-term
decision making.

Part of Accounting Systerm: Marginal costing can be incorporated into the
accounting system while in the case of differential costing, acceunting
information is used.

Tools Used: Ditferential costing makes use ot incremental costs, mcrecmental
revenues and incremental profit as tools for decision making. However, marginal
costing uses break-even analysis, PV ratio, CVP analysis as tools.

Compatible with Other Cost Systems: Differential costing can be used bath under
marpinal cost system and absorplion costing system. while it is not the case with
Jmarginal costing.

6.1_7 APPLICA;IONS OF DIFFERENTIAL COST ANALYSIS

Generally, a management may seek the assistance ol differential-cost-analysis
techniques fer taking any valuable policy decision and planning fer profit, which are
as follows:

Acceptance of Order: At times, a management is confronted wilh the problem—
whether or not to accept special orders at a price below the existing price of the
product. Differential cost analysis assists in deciding such actions like whether to
accept or reject the order.

Make-or-buy Decisions: The other problem that frequently daunts the
management is whether it is mare profitable to make or buy the component parts,
This can be solved by applying di(Terential cost analysis.

Further Process Decision: Some of the products (semi-finished products) may
attain a consumable stage. At this stage, the management may not be able to
decide on the issue whether the product can be sold in that semi-finished stape
itself or to process them further, differential cost analysis will provide a suitable
solution for this.

Pricing Decisions: Proper pricing of products is necessary. Interplay of factors—
cost and revenue—<an be analyzed best by this technique.

Operation vs. Shut-dewn Decisions: At times ol economic recession, many
managers may be in a dilemma whether to run the production continuously or shut
down temporarily till the economic scenario 1mproves. Proper differential cost
analysis will provide an apt decision whether to aperate or shut the plant.

Sales Policies: Diflerential cost analysis assists m arriving at a decision with
respect to the following:

< Introduction of a new product.
4 Expansion of selling activities geographically.
< Sales promotion activities. etc.

Volume of Productlon: Differential cost analysis is helpful in deciding the
volume of production upon which a maxunurn profit can be eamed.



6.18 TYPES OF CHOICE DECISIONS

Most management decisions may be referred 10 as aliernative choice decisions.
Alternative chotrce decisions cover situations with tbvo or more altemative courses of
action from which the manager (dccision maker) must select the best alternative. A
decision involving more than two altematives is called 2 multiple alternative choice
decision. Some examples of altermative chowe decisions are: make or buy, own or
lease, retain or replace, repair or renovate, now or later, change versus status guo,
slower or faster, cxport versus Jocal sales, shutdown or continue, expand or contract.
change the produce-mix, takhe or refuse orders, place special orders, select sales
territories, replace present equipment with new machinery, seil at split-up point or
process furrher, etc.

Some of the above altemative choices decisions and the information refevant to the
decisions arc discussed below:

6.18.1 Lease or Sell

Management may have a choice between Jeasing or selling a piece of equipment that
is no longer needed in the business. The relevant factors to be considered are the
differential revenues and differential costs associated with the leasc or sell decision,

Example: A corpuration can sell an asset for $200,000 less a 6% selling conunission.
An alternative would be to lease the asset for five years at TG00 per year less
T35.000 in costs over the Dive vears. Which decision would you make?

Dafferennal Revemte frny alicmatives

Revenue Brom setiing Z 200,000
Revermue from leasing T 200.000
thlterential Revenue 20

J
DiiTerenttal cost of ghemarm ey

Costof sclhng, Commyssions 6% of sales powe 2 12.600
P

Custof leasing opersiug costy 2 35,010
b
Inflerential cost -2 23,000

Nedl ditTerentta) foss from leasing -2 23,000
et 2

Thercfore we should sell the asset and save T 23,000 0 additional costs.

6.18.2 Discontinue & Segment or Product

When a product or a department, branch, territory. or other segment of a business is
generating losses, the manapement may consider eliminating the product or segment.
It is often assumed. sometimes in error, that the total incorne from operations of a
business would be increased if the operating loss could be eliminated. Discontinuing
the product or sepment vsually eliininates all of the product or segment'’s vartable
costs. However, it the product or seament is a relatively small part of the business,
discontinuing it may not decrease the fixed costs.

1f contribution margin - ¢ then continue production.
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Example:

Conditioner

Shampoe Lotion Total
Sales T 500,000 2 400,000 2 100,000 ¥1.000.000
Cost of goads sold
Variable T 220,000 ¥ 200.000 ® 60,000 T 480,000
Fixed ¥ 120.000 ¥ 80.000 2 20,000 T 220,000
Total CGS ¥ 340.000 ¥ 280.000 ? 80,800 7 700.000
Gross prefit T 160.000 T 120,000 T 20,000 T 300.000
Operating cxpenses
Variable % 95,000 R 60,000 ¥ 25.000 2 180,000
Fixed T 25.000 7 20,000 ¥ 6,000 ¥51,000
Total T (20.000 ¥ 80,000 ¥ 31.000 ¥ 231.000
Income T 40.006 7 40,000 T (11,000) % 69.000
Should we discontinue the production of Lotion?

Sales T 100,000

Variabic cest of goods sold T 60,000

Manufacluring margin T 40,000

Variable operaling expenses T 25,000

Contabution Margin T 15,000

Since contribution margin is positive. we continue production of the product.

6.18.3 Make or Buy

The assermnbly of many parts is often a major element in manufacturing some products,
such as autos. The product’s manufacturer may make these parts or they may be
purchased. Management uses differential costs 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 neced 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. fiad given a contract to the Neutur Technical Training Foundation, Bengaluru to
design the tool for the pancl and 1@ manufacture regularly to the tune of the orders.

The leading four wheelers manufacturer in India is buying the panel froin the NTTF
on contract basis instead of manufacturing.

Example: A factory has unused capacity and is considering the production of a part
for its product. The cost of making a part is direct materials ¥ 80, direct labour T 75,
variable factory overhead 252 and fixed factory overhead T 68. The cost of purchasing
the product is ¥ 249 a unit. Should we make or buy?

Solution: Does it have unused capacity? Yes

Total variable costs of production:

Direct materials T 80.00
Direct Iabour T75.00
Variable factory overhead 3 52.00
Total variable costs ¥ 202.00
Total cost of purchasing T 240.00

Since it is cheaper to produce than buy, we will produce and save ¥ 38 per unit.



6.18.4 Replace Egquipment

The usefulness of fixed assets may be reduced long before they are considered to be
worn out. Equiprnent may ne longer be efficient for the purposes [or which it is used.
On the other hand, the equipment may not have reached the point of complete
inadequacy. Decisions to replace usable fixed assets should be based on relevant costs,
The refevant costs are the future costs of continuing to use the equipment versus
replacement. The book valoes of the fixed asscts being replaced are sunk costs and are
irrelevant.

Example: The business is considering the disposal of a machine with book value of
100,000 and an estimated remaining life of five years. The old machine can be seld
{or T25.000. The pew machine has a cost of T 250.000. The new machine would have
a tife of five years and no residual value. Analysis indicates that the estimated annual
reduction tn variable manufacturing costs from ¥225,000 with the old machine 1o
T150.000 per year with the new machine. Should we buy the new machine?

Solution:

’ Sales prce of old T 25.000 I
Uost savings: 4
Old machine 2 225,000
Wew machinc g 150,000
Savings per year 2 75.069
X bive years X § years T 375,000
Fonat savings T 400.000

} Cosi nf new machine Z 250,000

E Differentiat income ¥ 150,000

We should sell the old machine sioce the savings from the new machine does
outweigh the costs,

6.18.5 Process or Sel

When g product 15 manuflactured. it progresses through vanous stages ol production.
Ofien a product can be sold at an intermediate stage of production, or it can be
processed further and then sold. Only pracess further if the revenuc is greater than the
tolaf costs of production.

Example: Assume that a business produces kerosepe in batehes of 4,000 gallons.
Standard quantities of 4.000 galloas of direct materials are procgssed which cost
T 0.60 per gallon. Kerosene can be sold without further processing for ¥ 0.80 per
pallon. 1i can be processed further to yield gasoline, which can be sold for ¥ J.25 per
gatton. Gasaoline requires additional processing costs of ¥ 650 per batch and 20% of
the gallons of kerosene will evaporate during production. Should we sell or process
further?

Solution:
i Kerosene [
Sales: 4.000g x X 0.80 7 3,600 |
Costs of production: T 2400
4000 x T Q.40
Revenue from sales of kerosenc T 8OO
{iasoline
Seles; 3,200p* x T 1.25 T 4000
Cowtd ..
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Cost of production:

Kerosene T 2,400

Grasotine T 6350

Total costs of production 2 3.050
Revenue from sales of gasoline ? 950

Since the revenue from sales of kerosene is less than revenue from sale of gasoline,
then gaseline will be produced.

6.18.6 Accept Businesses at a Special Price

Differential analysis is also useful in deciding whether to accept additional business at
a special price. The differential revenue that would be provided from the additional
business is compared to the differential costs of producing and delivering the product
to the customer. [f the company is operating at full capacity, any additional production
will increase both fixed costs and variable. However, the normal production el the
company is below full capacity. additional business may be undertaken without
increasing fixed production costs. Only view variable costs.

Example: Assume that the monthly capacity is 12,500 units. Current sales and
production are 10,000 units. The current manufacturing cosis arc I 20 per unit with
fixed costs of T 7.50. The norma) selling price of the product is T 30. The
manufacturer receives from an exporter an offer for 5,000 uuits at T 18 per unit. The
production can be spread over three months. Should we accept the special offer?

Do we have unused capacity?

Solution: Yes, capacirty is 12,500 units and we are producing 10,000 units. So we can
praoduce an additional 2,500 units per month. The order is 5,000 units over 3 months
and that 1s feasible,

Costs of production ¥20.00
l.ess lxed cosis T 7.50
Variable costs of production T 12.50
Special offet T 18.00
Revenue from special offer 25.50

Since revenue from special offer is positive, we should take the offer.

6.18.7 Setting Normal Product Selling Prices

Differential analysis may be useful in deciding to lewer selling prices for speciat short
run decistons, such as whether to accept business at a price lower than the normal
price. Ihc normal selling pricc must be set high enough to cover all costs and
expenses and provide a reasonable profit. The normat selling price can be viewed as
the targeted selling price to be achieved in the long run. The basic approaches to
setting this price are as follows:

Market Methods Cost plus Methods

Demand based Total cost concept

Compettion based Praduct cost concept
Variable cost concept

Managers using the market methods refer to the external market to determine the
price.

Pemand based methods sel the price according to the demand for the produet.



I there is high demand for the product, then the price may be set high, white the lower
demand may require the price to be set Jow.

Managers use the cost plus methods price of the product in order to achieve a target
profit.

Managers add o the cost a2 amount calied MARKUP.

6.18.8 Worth of Production
Cost of the production = Price of the product available 1n the market

The firm is befter advised to take the course of preduction rather than purchase of the
product.

6.18.9 Worth of Purchase
Cost of the production > Price of the product available in the market

The product available in the market is dame cheaper thap the manufacturing of a
product. The {irm 15 betier advised to buy the product rather than the manufacturing of
the product. it the product price comes down to the price of T 16, facifitates the firm to
save Re ] from the cost of manufacturing.

Example: A refrigerator manufacturer purchases a certain component @@ T 50 per unit.
§i{ he manufactures the same product he has to incur a fixed cost of T 20,060 and
variable cost per unit is ¥ 40, when can the manufacturer make on his own or when he
can buy from outsidc?

Whea the requirements are ¥ 5,000 units, will you advise to make or buy?
Solution: The very first point to be found is that Break-even point i units.

The break-even point is derermined in units at which the cost of buying is equivalent
to the cost of manufacturing.

The cost of purchase per unit is ¥ 50,
[T the same product is manufactured, what would be the total cost of manutacture?
Total cost of manufacture = Total fixed cost + Variable cost

The cost of buying is felt that an exorbitant one than the cost of manufacturing.
Having observed, as a manufactarer vadergoes for the manufacturer ol a component.
If he manufactures a component, be could save T {0 ® 50 - T 40), which in other
words known as contribution per unit.

Before finding out the Break-even point in units, the contribution of the product
should be found out.

Contribution margin per unit = Selling price in the market — Cost of manvfacture
Contsibution margin per unit is nothing but the amount of savings to the manufacture.
Amount of savings out of the manufacture = Purchase price — Variable cost

Though the firm enjoys savings, it is required to additionally incur fixed cost of
operations ¥ 20,000

L . Fixed cost
Break-even point in units =

Purchase price — Variable cost

At 2,000 units, the firm considers both alternatives are incurring equivalent volume of
Cosr in manufacturing.
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Cost of buying for 2,000 units
= 2,000 units *x ¥ 50 per unit=7% 1.00,000

Cast of Buying Break even in Rupecs
=¥ 20,000 + 2,000 units x T 4¢ =¥ 1,00,000

From the above, it is obviously understood that both are bearing equivalent amount of
costs. It means none is profitable or non-profitable.

Which one is better for the firm?

I'-No‘ of Units Manufatturing coss Buying cost Decision |
' i@ 2081 units T 20,000 + T 80,0040 2001 = ? 50 Manulacruring ¢ost < Buying cost
=7 1.00,040 =3 100,050 Advi<able Lo manufacture
@ 1.999 units T 20,000 + T 79,960 1,999 ~ €50 Manufacturing cost > Buying cost
=%99,960 2 99.950 Advisable 10 Buy

The next step is to identify the worth of either manufacturing the units or buying the
umits at 5,600.

If the manufacturer buys from the outsiders = 5,000 x 2 50 =< 2,50,000
1f the same manufacturer produces the component instead of buying
=7 20,000 + ¥ 2,00.000 = ¥ 2,20,0600

Froin 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 levet of profit, the existing formula
for finding out the break even sales has to be redcsigned.
Fixed Cost

Break Even Sales (Rupees) = :
PV ratio

The above formula is in accordance with the method of coverage i.. covering the
fixed cost and profit.

Contribution = Fixed Cost + Prefit

To eam desired level of profit, which the firm intends to earn should have to be
combined with the fixed cost, are the two different comnponents to be covered only in
order to find oul the caontribution leve) te the wne of unchanged selling price and
variable cost per unit.

Fixed Cost + Desired Level Profit
PV ratio

Example: From the following informatien relating to Quick Standards L.1d.. you are
required to find out (i) PV ratio (ii} break-even point (31} margin of safety. Calculate
the volume of sales to eam profit of T 6,000.

Total Fixed Costs T 4,500

Total Variable Cost T 7,500

Total Sales T 15,000

New volume of Sales (Rupees) =



Selution: First step to find out the Contribution volume

Sales Z 15,000
Variable Cost T 7.500
Contribution T 7.500
Fixed Cost 24,500
Profit T 3.000
{i} Second step to determine the PV ratio
PV ratio = Contribution N _ 1,500 X 100 = 50%
Sales 13,000

Third step to find out the Break even sales

(it} Margin of safety can be found out in two ways
{a} Margin of Safety = Actual sales — Break even sales
=T 13,000 -T 9,000 =¥ 6,000
Proftit T 3,000

PVratio 50%

{b) Margin of Safety = =T 6,000

(iv) Sales required to earn profit =¥ 6,000
To determine the sales volume to earn desired level of profit

_ Fixcd cost + Desired Profie

PV ratio
500 +
_ 74,500 4+ T 6,000 721,000
50%
Example:
Break even sales T 1.60,000

Sales forthe vear 1987 T 2,060,000

Profit for the year 1987 ¥ 12 000

Caleulate:

{a} Profit or loss on a sale value of T 3.00,G00

{b) During 1988, it is expected that selling price will be redueed by 10%. What
should be the sale if the company desires to earn the same amount of profit as
in 19877

Solution: The major aim is to compute fixed expenses.
In this problem, the profit volume is given which ammounted ¥ 12,000
Profit = contribution — Fixed expenses
From the above equation, the volume of contribution only is to be found out.
To find out the volume of coniribution, the PV ratio has to be found out.
Befare finding out the PV ratio, the margin of safety shoujd be found out.
Margin of safety = Actual sales — Break even sales

=T 2,00.000 - T 1.60.000 =¥ 40,000
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(a)

(b

~—

Aunother formula for to find out the Margin of safety is as follows:

Profit
PV ratio

Profit _ %12,000
Margin of safety ¥ 40,000

Margin of safety =

PV ratio = =30%

What is PV ratio?

Contribution .

PV ratio= 100

Sales
30% = Contribution
T 2,00,000
Contribution = ¥ 2,00,000 30% =¥ 60,000

Now with the help of the available information, the fixed expenses are to be found
out from the illustrated formula

Fixed expenses = Contribution — Profit =% 60,000 - R §2,000 =T 48,000

The next one is lo Nind out the corresponding variable cost. The variable cest
could be found out with the help of the following formula:

Sales — Variable cost = Contribution
T 2,00,000 — T 60,000 = Variable cest =T 1,40,000
Profit or loss on the sale value of T 3,00,000
For a sale value of T 3.00,000 what is the contribution ?
Cantribution for T 3.00,000 sale =T 3,00,000 x 30% =T 90,000
Profit or Loss = Contribution — Fixcd expenses
=T 90,000 ~ T 48.000 = T 42,000 (Protit)

Sales to be found out to eam same level of profit
Sale vaiue reduced 10% frem the actual

¥ 2,00,000 -% 20,000 =% ,80,000

Variable cost =¥ 1.40.000
Contribution =T 40,000

For the new level of sale volume in rupees. the new PV ratio has to be found out

Contribution . 100 = T 40,000
Sales T 1,80,000

PV ratio = x 100 = 2/9 times

The next important step is to determine the volume of the sales to eamn the desired
level of profit

Fixed expenses + Desired level profit
PV ratio

¥ 48,000 + T 12,000
2/9

=T 2,70.000

it
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: ) : Margiral and Differential
relating 1o the year 1979; Costing

Particulars l First half of the year Second haif of the yeer
Sy
Sales } T 45,000 2 50,000

I Fotal cost [ T 40.000 T 43.000

Assuming that there is no change in prices and variable costs that the fixed
expenses are incurred equally in the two haif year periods, calculated for the year
{979. Calculate the following:

{a)} PV ratio

{b)} Fixed expenses

{c) Break even sales

{d} Margin of safety

Solution: (a) The first siep is to find out the PV ratio

Change in Profit 100

Formula for PV ratio = :
Change tn Sales

To sdentify the chanrge in profit, the profits of the two different periods should
be known

Profit = Sales — Total cost

Profit of the first halfof the year =3 45,000 -2 40,000 = T 5,000
Profn of the second half of the year = 50,000 —¥ 43,000 =3 7,000
Change in profit =% 7,000 - ¥ 5,000 =% 2,000

Change in sales = ¥ 50,000 — ¥ 45,000 =¥ 5,000

> 2000 * 100 = 40%

PV ratio =

(b) Fixed capenscs, to fird out the contribution should be initially found out
Contribution = Sales x PV ratio
=¥ 50,000 = 40% = ¥ 20,000
The fixed expenses 10 be Tound oul through the following equation:
Contribution — Fixed expenses = Profit
T 20,000 - 7.000 = T 13,000 = Fixed expenses
The fixed expenses found only for six months; for the entire year
=¥ 13,000 « 2 =T 26,000
(c) BE Sales
" Fixed expenses o’ E 26,000
PV ratia 40%
(d} Margin of safety = Total sajles — BF sales

=7 65,000

The next component 1o be found owt is total sales

Total sales = Sale ol ihe first balf of the year
+ Sate of the second half of the year

=¥ 45,000 + ¥ 50,000 = ¥ 95,000



F Margin of safety =T 95,000 ~ ¥ 65,000 =¥ 30,000

¥ 30,000

Margin of safely in pefcentage of sales =
2 % T REeenTiEe % 95,000

x 100 = 31.578%

6.20 ACCEPTING THE EXPORT OFFER

Example:

Thie cost stalement of a product is furnished below:

Direct material
Direct wages
Factory overhead
Fixed T1.00
Variable Z£1.00
Administralive expenscs

Selling or distribution overheads

Fixed 2 0.50
Variable 21.00

Selling price per unit T 24.00

The above ligures are for an output of 50,000 units. The capacity for the firm is
65.000 units. A foreign customer is desirous of buying 15,000 units a price of T 20 per

unit.

Advise the manufacturer whether the order should be accepted, what will be your

Z10.00
T 6.00

%2.00
T1.50

advice if the order were from the tocal merchant?

Solution: The acceptance of the order is mainly based on the two important coyenants
viz. Additional cost and Additional revenue.

If the additional demand of the foreign buyer is able to generate the additional revenue
more than the additional cost of the operations, the firm should have to accept the

foreign order.

Decision criteria

Marginal/Additional cast for the additional order of 15,000 unils

Per unit ) 15,000 units
Selling price 20 3,00,000
Less: Marginal cost R
Dircct material 10.00
Direct wages 6.00
Varijable overhead
Factorv .06
Selling & Disiribution 1.00 18 2,70.000
30.000

The acceplance of the order will generate marginal profit of ¥ 30,000 which should be
accepted. The fixed portion of the factory and selling overheads were already met out
which sheuld not be included again in the computation of the marginal or additional
cost of the forcign order placed by the business enterprise.




Instead. if the firm accepts the tocal order at the rate of ¥ 20; which automatically will
speil the relationship with the foval customers whe regularly purchase at the rate of T
24, I'his will lead 1o cannibalization of the existing pricing strategy.

6.21 KEY FACTOR

Key factor is nothing but a limiting factor or deterring factor on sales vofuene,
produciton, labour, mateyials and so on.

Ihe limiting factor normally differs from one to anather.
Volume of sales: the limiting factor is thar production of required number of articles.

Votume of production: the limiving factors are as follows in adequate supplv of raw
materials, tabour. wability to sell the produced articles and so on.

The limiting factors are studted in the tights of the contribution. The limiting tactor is
bearing, the inverse relationship with the volume of contribution. To study the worth of
the business proposals among the limiting factors, the contribution is considered as a
parameter 10 rank tliem one afler another.

FExample: From the following data, which product would you recominend to be
manufactured in a factory. time being the key (actor?

ST
Particulars | Per unit of Per unit of ]
Product A T Product B 2
o
irect Matepal 24 td
o
Dircet Labows @ T 1 perhr i 3
Vanahle overieixl 2 2 per hr 4 &
~elling price 100 ! LD ]
I_St:md.ud e 1o poduce 2 Howrs ] ¥ itours

Solution: The produci is being chosen by the manufacturer based on the ability of
generating higher contribution. The higher coniribution leads to a betler the posttion
for the hiom. The worth of the product is being selected on the basis of folinwing:

Particulacs Per unit of Product AT Per unit of Product B2
Selling price 160 Pl
Lesy: Direct Malerial 24 14
Direct Lahour rg T 1 per br 2 3
Variable overhead T 2 per be “ 36 6 23
b tm e s e T e e e
Contributhm 70 87
I Standerd time 10 produce 2 Haurs 3 Hours
Coatribution per hour per product | T 70/2 Hs =T 33 TR U= 20 ]

From the above calculation, it is obviously understood that the firm 15 having higher
contribution mmargin per hour in the case of product A over the other anc, portrays the
product A is betres than B.

Example: The following particulars are obiained from costing records of a factary:

Particulars Per unit of Product A ¥ [ Per unit of Product BY
Dircer Mutenial 2 20 pes Kg 80 : ke |
Pirect Labaur ¢ 3 Y per hr 100 200
' Vanable overhead 40 bl
Selling price 400 LK
Tolal fixed overhieads £ 30,000
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Cemment on the profitability of each product during the following conditions:
(a) Inadequate supply of raw material

{b) Production capacity is hmited

(c) Sales quantity is limited

(d) Sales value 1s lunited

Solution: The Brst step is to determine the contrithition per product.

Accerding 1o the constraints given in the problem, contribution of two products should
be cempared.

Particulars Fer unit of Product AT Per unit of Praduct BT
Seiling price 400 1,000
Direct Material ® 20 per Ke 80 320

Direct Labor ‘@ T 10 pee hr 100 1 w0

Varigble overhend | 48 220 20 600
Cenuribution margin per umit 180 400

New the contribution per uril has found eut with the help of abeve given information
the next step is 1o study the contribution margin per unit to the wne of given
canstraints of the firm.

. The first constraint is inadequate supply of the raw material. The raw materials are
considered to be precious due to insufficient supply to the requirement of the firm.
Having considered the scarcity of the raw material, the constraint in availing the
raw material is denominated in terms of ability of contribution generation.

Particulars Per unit of Per unit of
Product A X Product BT

Contribution margin per imit 180 400
Consumpiion of raw materal per
unit
Cost of raw material pee unjt 780 =4 Kgs 2320=16 Kgs
Cost of material pes Kg 20 20
Contribution per Ky T 180 =245 3400=2 25

4 Kgs 16 Kgs

It obviously understood that the firm enjoys greater contribution margia per k.g. in
the case of Product A during the scarcity of raw material than the product 8.

2. Then the production capacity of the firm is subject to the availability of the tabour

and the hours noomally consumed by them for the production of a single product.
Due 10 shortage of the labeur, the firm should identify the product which requires
lesser labour hours as well as able to geperate more contribution margin per
labour hour.

In the next step, Costribution margin per hour should be calculated.

Particulars Per unit of Product A Per unit of Product B T
Contribution margin per unit 180 400

Consumption of Labour Hrs
Cost of Labour per unit

Cost of Labour per Hour 2100 =10 Hrs 2200=20Hrs
10 10
Contribution per Hr of the | T 180 =218 T400=2 20

product 0 Hrs 20 Hrs




The contribution per hour is greater in the case of the product B, considered to be
as a benier product aimong the piven. It means that the firm has betier opportunity
to ecarn greater contribuiion in the case of product B than A,

3. The next une is that sale of the quantities is the major limiting factor. It means that
the vendor finds somewhat difficulties i selling the articles, While considering
the difficultics in selling the quantities. the firm shosld identify the product which
is able to penerate greater contribution.

From the earlier calculation. it is clearly understood that, the product B is bearing
greater value of contribution margin per unit than the product,

4 Hhe sales value is considered 1o be 2 limiting factor. to choose one among the
given products PV ratio is being applied as a measure. 1t means that the sales
value of the products is ignored for comparison in benween them. Tu identify the
better product, irrespective of the poce, PV ratio should be applicd. The PV ratio
of the Product A & B is calcolated as follows:

Cowtribution "

Profit velume ratio = 100
Sales
For A = 45%
For B = 40%
The PV ratio s greater in the case of product A than B. The product A has to be
chosen.

6.22 SELECTING THE SUITABLE PRODUCT MIX

in the market, dealership is offgred by the various companies 1o the individual
tntermediaries in promoting the sale of products. Before reaching an agreement with
the company 10 act as a dealer. normally every individual considers the profitability of
the product mix offered by the firm. For example, there are two different companies
brouglt forth their advertisements i offering the dealership to the individual trading
firins viz. HCL and 1IBM.

The profitability under the dealership banner should be appropriately comudered prior
to take decision. To fake rational decision, the {irm should compare the profitability of
both different dealerships of two different giant industriat beands. The preater share of
the profitability in volume will be sclected and vice versa.

Example: Following information has been extracted of EXCEL Rubber Products Lid.

{hreet nuatenals A Zib
Direct materials B o £12
'_Dircct wiges A 24 Hrs at 30 paise per howr
Direct wapes B 16 Hrs at 3 parse pet hour T
Variablc averheads 1507 of wages }
Fixed overheads T1.500 ]
Selling price A T 50
Selting prive B T A )

The directors want to be acquainted with the desirability of adopting any one of the
following alternative sales mixes in the budget for the next period.

(a) 250 units of A and 230 units of B
{b} 400 units of B only

{c) 400 units of A and 100 units of B
(d) 150 units of A and 350 units of B
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State which of the alternative sales mixes you would recommend to the
management?

Solution: The first step is to detcrmine the cantributien margin per unit of A and B.

The determination of 1the coniribution of product A and B are through the preparation
of Marginal costing statement.

Particulars Praduct A Product B¥
Selling pnce 50 4¢
Less: Direct Materials 16 12
Direct wages 12 8
Variablc everheads 18 (2
Variable cost 46 32
Contribution 4 8

The next step 15 to detenmnine the profit level of every mix.

(a)

250 units of A and 250 units of B

The first step is to determine the total contribution of the mix. Why the total
contribution has to be found out?

The main reason is to determine the profit level of the mix through (he deduction
of the [ixed overheads

Product of A 250 units T 4 = T 1,000
Praduct of B 250 unitsT 8 = 32,000
Contribution ? 3,000
Fixed overheads T LS00
Profit 1,500
(b) 400 units of B only
Product B Contribution 400 units ¥ 8 = T3,200
Fixed overheads T 1.500
Profit 31,700
(¢) 400 units of A and 100 umts of B
Preduct of A 400 units T 4 ¥ 1.600
Preduct of B 100 units T 8 ¥ 80O
Contribution ¥ 2,400
Fixed everheads ¥ 1.500
Profit X 960
{d) 150 units of A and 350 units of B
Product A 150 units T 4 T 600
Praduct B 350 units T 8 T 2.800
Contribution T3,4K
Fixed overheads 21,500
Profit 1906
[ M ]1_5 B ¢ D
[ Contribution (3) 1,500 [ 1700 900 1.900

The profit level among the given various mixes. the mix (D} is able to generate
highest volume of profit over the others.



6.23 DETERMINING OPTIMUM LEVEL OF OPERATIONS

Under this method. the tevel has to be found out which is having lesser selling price,
cost of operations and greater profits known as optimum level of operations.

Example: A Tactory engaged in manufacturing plastic buckets is working at 40%
capacity and produces 10,000 buckets per annum.

The present cost break up for bucket 15 as under:

Material TI0
{.abour 23
Overheads T 5 (60% fixed)

The selling price 15 T 20 per bucket,

IT it ts decided to wark the factory at 50% capacihy , the selling price falls by 3%. At 90
% capacity 1he selling price talls by 5% accompanied by a similar fall in the prices of
material. You are required w calcutate the profit at 50% and 90% capacities and also
calculate break-gven point for the same capacity productions,

The very first step is 10 compute number of units at every level of capacity i ¢ 50%
and 90%.

But in this problem, 40% capacity utilization is given which amouated 10,000 units,

10,000 | . .
For 50% = -units - 30 = 12 500 units

0,000 units .
For90Y% = oo i B0 = 22 500 units

40

The imponant information is that 1h¢ changes laken place in the selling price of the
product.

Selling price = 20 ta, 40% i ¢ . 10.000 units
Selling price '@ 50% ie¢ 12500 units =¥ 20~ 2% on T 20 =T 19,40
Selling price (@90% ie 22,500 units =T 20— %% onT 20=T 19

While preparing the marginal costing statement, the fixed cost portion should not be
included for the computation of the contribution.

The next siep is to prepare the marginal costing statement.

Particolars 50 % capacity 90% capacity
{12,500 Units) & (22,500 unils
Fer unn ¥ Totat? Per unif ¥ Total ¥
Selling price 19 40 2,42.500 19.00 £.27.500
Less: Pirect Materinds 0 125,040 YA 13,750
Direct wages 3 37,500 i 67.500
—-
Vanable overheads 2 15,000 ud 45 (Kl
Martable cosl B 14,50
Conribution 4.4 55400 430 1.3, 250
| Fixed costs 30,000 U000
t- g
Profu 25,060 11.250

Jug
Marginal and Difl ereniial
Costing



200

The last step is to determine that the break-cven paint

Particulars 50 % capacity 12.500 units 98% capacity 22,500 units
Break-even point in units 2 30.000 % 30.000 o
= Fixed cest 30 2450

Contribution wargin per wait | = 4,818 units = 6,667 units
Break-cven psint in vatue _(;:us units x < 19,46 6,667 units < T }9
[P in units x Selling price =¢132,269.2 =T 1,26.673

6.24 ALTERNATIVE METHOD OF PRODUCTION

It is a method to identify the best method of production to generate greater
contribution as well as profit. The methad which is able te earn greater profit only will
be considered. known as limiting factor methed.

Example: Product X can be produced either by machine A or machine B. Machine A
can produce 100 units of X per haur and machinc B 150 units per hour. Total machine
hours available during the year are 2,500. Taking inte account the following data
determine the method of profitable manufacture.

Per anit of Product X
Machine A | Machine B
¢ z
Margina! Cost 3 6
Selling Price 9 9
ﬁid Cost B 2 2
Solution:
Profitability Statement
[ Machine A | Machine B
Sclling Price per unit () 9 9
Less . Marginaf Cost (T} S 6
Contribulions per uait () 4 3
Output per hour 104 unit 1508 units
Conlributsons per hvue (%) 400 450
Machine Hours per year 2.500 2,508
Annual Contribution {T) 10.00.000 11.25,009
tlence, production by machine B i more profituble,

6.25 MARGINAL COSTING VS. ABSORPTION COSTING

Marginal costing is also termed as variable costing, a techuigue of costing which
includes only variable manufacturing costs, in the form of direct materials, direct
labour, and variable manufacturing overheads while determining the cost per unit of a
product. Whereas Absorption costing is a costing technique that inclndes all
manufacturing costs, in the ferm of direct materials, direct labour. and both variable
and fixed manufacturing overheads, while detennining the cost per unit of a praduct.
1t is alse referred to as the fuli-cost technique.

In the costing of product/service, a marginal cesting technique considers the
behavioural characteristics of cosis (segregations of costs into fixed and variable
elements), because per unit variable cost is fixed and total costs are variable in nature,
whereas total fixed costs are fixed and per unit fixed cost is variable in nature and
furthermore variable cosis are controflable in nature, while total fixed costs are



un-controllable ip nature. Marginal costing is useful tor short-term planning, control
and decision-making, poarticutarly tn a business where multi-products are produced. In
marginal costing technjgue. the contribution is calculated afier deducting variablke
costs from safes value with reference to each product or service, in order 10 calculate
the total contribtion from all products/services which are made towards the total
fixed costs incurted by the business. As the fixed costs are treated as period cosis, are
deducted (rom jotal conribution to arrive at net profit.

in the coniext of costing of a product/service, an absorption casting considers a share
of all costs incurred by a business to each of its products/services. In absorption
costing techmque, costs are classified according to their functions. The gross profit is
calculated afler deducting production costs from sales and from pross profit, costs
incurred in relation o other business functions are deducted 1o arrive at the net profit,

Absorption costing gives berier information for pricing products as it includes both
variable and fixed custs,

Marginal costing may lvad 10 lower prices being offered if the firm is operating befow
capacity. Customers miay siill expect these lower prices as demand/capacity increases.
6.25.1 Profit Stalements under Marginal and Absorption Costing

The net prolit shown by marginal costing and absorption costing techniques may not
be the sume due to the different treatment of fixed manufacturing overheads. Marginal
costing teclungque treats [ixed manufacturing overheads as period costs, where as ip
absorption costing techpique these are absorbed inta the cost of goods produced and
only charped against prefit in the perrod in which those goods are sold. In absorpiion
cosfing income statemen(. adjusunent penaining to under or over-ahsorptiop of
overheads 1s also made to arrive at the profit,

Termms are explained as below:
Produtet and Period Costs:
. Product cosrs: The costs of manufacturing the products:

2. Period costs: These arg the costs other than product costs that are charged to.
debited to, or written off to the income statement each period.

A Cage Lxample on Marginat and Absorption Costing:

Data for a Quarter far a manutacturing company:

| Level of Activiey 60% 0% |

sales and Praduction {Units) 36,000 bO.LDY

2 (" 0O0) T ({00)

Sales 432 72

Preduction costs

{Variable and fixed) 366 Sty B
ST [

Sales, distribuljon and adminstration vosts

(Variuble and fived) 126 {50 R

The normmal leve!l of activiny Jor the current year is 60,000 vnits, and fixed costs are
iscurred evenly throughout the year.

There were no stocks of the product at the start of the quarter. in which 16,500
units were made and {35300 units were sold. Acrual fixed casts were the same as
budgeted.
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then, various calculations regarding Absorptien vs. Marginal costing can be worked

out as under:

Production Sales ctc.

Costs (T ) costs @)

Yotal costs of 60.000 units (fixed plus variable) 5,10,000 1,50,000
Total casts of 36,000 units {fixed plus variable) 1,66,000 1,26.000
Diflcrence = variable costs of 24.000) anils 1,44,000 24,000
Variable cosls per unit 26 E|
Production Sales etc.

el e = Casts (¥ ) Costs (¥ )
Jotal costs of 6U.000 units 5.10,000 1,50,000
Variable costs ¢f 60,080 unjss 3.60.000 60.000
Fixed costs 1,50,000 90,000

The rate of absorption of fixed preduction overheads will there fore be:
Z.1.50.000 + 60,000 =T 2.50 per unit.

() The fixed praduction overhead absorbed by the products would be 16,500 units

produced x T 2.50 =T 44,250

(1t) Budgeted annual fixed production overhead = 1,50,000

k4
Actual guarterly fixed production overhead = budgeted qum:'?l_)j_ﬁxcd 37,500
production overhead (1.50.000 = 4}
Production overhead absorbed ino production [see (i) above] 41,250
Ovecr-absorption of tixed praduction overhead ] 3,750
{iti) (@) Profit siatement for the quarter using Absorption Costing
‘ s k4 g
| Sales (13,500 < T 12) 162,000
Costs of predixtion (ne opening stocks)
Yaulue of swcks produced (16.500 > Z 8.50) 1.40,250
Less value of closing stock
(3.000 units > full production cost of T ¥.50) (25.500) } |
1,14,750
Sates ete. Costs
Variable {13,500 x 2 1) 13,500 R
Fixcd (1/4 of ¥ 90.000) 22,500
36,000
Total cost of saies 1.50.750 |
Less over-absorbed production averhead 3.750
T 1.47.000
Profit 15,000
(b) Profit statement for the quarter using Marginal Costing
[ 3 z
Sales (13.508 = T 12) 1.62.000
Varable costs of production (16,500 » T 6) 99,000
Less value of clesing siocks (3,000 <% 6) 13.000
Variable production cost uf sales 81,000
Variatle sales ete, cosls (13.300 x T 1) 13.500
Total variable cost of sales {13,500 x T 7) 94 500
Contribution (13,500 x ¥ 5) 67.500
Fixed Costs: Productian 37.500
Sales etc. 22,500
60,000
Profit 7,500




Conclusion: Henee, Profits as shown by Margimal and Absorption Costing techniques
are not the same, due 10 the reasons explained above.

—

Check Your Progress

Fill in the blanks of the following:

1. Marginal cost is the amoont by which total cost changes when there is a
change in output by

2. Absorption costing also known as

3. The _expresses the relation of contribution to sales,

9. is a technique of studying cosi-volume-profit refationship,

5. Contribution reicrs to the excess of selling price over the variable cost is

also knownas

6. The angle forined at the right side of the break-even point indicates the
area.

6.26 LET USSUM UP

Margmal casting is one of the spectal techniques of costing used for analvsis and
interpreting cost data for the purpose of assessing the profitability of the products,
depariments and cost centres. Economists define marginal cost as the additional

cost of producing one additional unit of product. This shall include an etement of

fixed cost also.

Marginat cost is the amoum by which total cost changes when there is a change in
output by one umt. In marginal costing. only variable costs are charped 1o vost
unily Variable cost is one which tends to vary directly with the volume of autput,
in marginal costing, a differentiation is made between the fixed costs elements
and the variable cosis elements. No other category of costs is taken into
consideration. Sometimes a decision bas to be made whether to manufacture a
costpenent or a product or 1o buy it readvmade from the market. The decision to
purchase it would be having taken if the price paid recovers some of the fixed
LXpenses.

Under margimal costing, selting price is fixed on the basis of contriburion. In case
of cost plus contract, it is very difficult to fix price. Cost-volume-profit analysis is
a part of marginal costing, The cost-volume-prohir analvsis is the analysis of three
variables, wz.. cost, volume and profit. In cost-volume-profit analysis, an atlempt
is made to measure variations of various costs and profit with the volume. The
element of cost can be wrilten in the form of an equation. This equation is known
as “marginal cost equation’. The important ¢lement of the marginal cost equation
is the "contribution’ factor which is resuited from the sales value after deduction
of variable cosry.

The protit-volume ratio, popularly known as the P/V ratio, expresses the relation
of contribulion to sales. The marginal costing technique heips the management in
tahing decisions regarding changing the ratio of product mix which gives
maxinum conltribution or in dropping unprofitable product line. Marginal costing
technique shows the contribution of cach product to fixed cost and profi.
Marginal costing technigue can ascertain bow many units have 1 be sold o
inatntain the same leve! of profits. Marginal costing helps the management in
measuring the perfonnance efficiencies of a depariment or a product line or sales
division.
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® A managerment of any type of business organisation 5 confronted with the
problem of making appropriate decision. “Behaviour of cost “plays a vital and
crucial role in decision-making areas.

o Diflerential revenuves and costs (also called relevant revenues and costs or
mcremental revenues and costs) represent the difference in revenues and cosis
among alternative courses of action. Differential cost is a broader and moare
fundamental concept than marginal cost. Differential Costs are all the costs and
only 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 (s
referred to as differential costs. The tecbnique employed to analyse differential
cost is known as ““differential cost analysis” or “‘differential costing”.

e Both marginal costing as well as differential costing techniques analyse the basic
behaviour of costs, that is, the fixed and variable casts. Due to this fact. both
fechniques are similar in some aspects and vary in some other factors. Most
management decisions may be referred to as altermative choice decisions.
Alternative choice decisions cover sitnations with two or more alternative cousses
of action from which the manager (decision maker) must select the best
alternative. A decision involving more than two alternatives is called a multjple
alternative choice decision.

The limiting factor nonnally differs from one to another.

Volume of sales -- the limiting factor is that production of required number of
articles.

Tn the market, dealership is offered by the various companics to the individual
intennediaries in promoting the sale of products. Before reaching an agreement
with the cormpany to act as a dealer, normaily every individual considcrs the
profitability of the product mix offered by the firm.

6.27 LESSON END ACTIVITY

“Marginal costing is essentially a technique of cost analysis and cost presentation.”
Discuss the statement with reference to advantages and limitations of marginal
costing.

6.28 KEYWORDS

Marginal Cost: The amount of any given volume of output, by which apgregate
variable costs are changed if the volume of output is increased by one unit.

Marginal Costing: Marginal costing is not a special method of costing but is an
application of the existing methods in such a way that costs are presented in a
particular forim by segregating fixed and varizhle costs.

Contribution: Contribution margin of a product is the difference betwcen the sclling
price and its variable eost. It is obtained bv subtracting marginal cost from sales
revenue of a given activity. The difference between sales revenue and variable cost is
called contribution since it contributes towards fixed expenses and profit of the entire
business.

P/V Ratio: The profit-volume ratio is the contribution expressed as a percentage of
sales.

Break-even Point: 1t is the level of activity at which total costs of the urits equal to
total revenue, leaving no profit of loss.
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profit relationship, §t depicis the profitability/loss, breakeven of the undertaking at Codmg
different levels of outpui.

Differential Revenue: U is the amount of increase or decrease in revepue cxpected
from a course of action as comparced with an alternative.

Differential Cost: 11 is lhe amount of increase or decrease in cost thai is expected from
a course of actian as compared with an altemnative.

Differential Income ar Loss: It is the difference batween ihe differential revenue and
the differential costs.

Differential Analysis: It focuses on the effeet of alternative courses of action on the
relevant revenues.

6.29 QUESTIONS FOR DISCUSSION

1

e

13.
14,

What do you mean by marginal costing? Explain the main features of marginal
costing.

Discuss the meaning, advantages and disadvantages ot marginal costing.
Distinguish between marginal casting and ahsorption costing.
What do you mecan by break-even analysis? What are its assumptions?

Briefty explain the termn “Break-even point” and give its uses. How can the
break-even point be computed?

Cxplain the following terms:

{a) Contribution, (b) P/V Ratio. {c)} Break-even poimt, {d) Margin of safety,
(e) Angle of mcidence.

From the following figures, you are required to calculate:
{a) P/V ratio, {b) Break-even sales volume, (¢) Margin of safery. and (d) Profit.
Sales T 4,000; Variable cost ¥ 2.000; Fixed cost T 1,600

Given:

Fixed cost ¥ 8,000
Break-even units 4,000

Sales (unifs) 6,000
Sefling price T 10 per umt

You are required to work out: (a) variable cosf per unit, and (b) profit.
From the following data, you are required o calculate:

(a) Profit, (b} P/V Ratio, {c} Break-even units, and (d) Break-even sales volume.
Production/Sates 200 units @ T 20 per unit,

Variable cost (@ T 10 per unit, and

Fixed cost T §00

. Define differential cost and revenves.
, List out the featores of differential cost analysis.

. Elucidate the various similarities between marginal cosiing and differential

costing.
Write brief notes on applications of differential cost analysis.

Distinguish between the marginal costing and differential costing,
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15. List out the types of choice decisions taken with the help of differential analysis.
16. Write about the make or buy decision under difTerential analysis.
17. Write briefly on adding or dropping a product.

18. Elucidate the key factor analysis.

Check Your Progress: Model Amswer
{. One unit
2. Full costing
3. Profit-volume ratio
4. Break-even analysis
5. Gross margin
6. Profu
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