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INTRODUCTION

Accountancy isahighly technical subject, which makesit seemtoitsreader a
difficult subject to master. But aclear understanding of the basic concepts can
equip the business managers get abetter |ook at the cost and profit related to the
current operations. Thiswill subsequently enhance planning and decision making,
eventually leading to anincreasein the profits. Cost accounting dealswith the
recording, classifying, assigning and analysing of company’s cost with respect to
specific activitiesand departments. Theredifferent conceptsinvolved herelikethe
cost object and cost centre. Additionally, costsare a so classified into material,
labour, overhead costs depending on their nature. There are numerousways of
recording and studying such costs in order to get a clearer picture of what is
necessary, what can be altered and what needs to be eliminated from the company’s
operations.

M anagement accounting isanother type of accounting crucia for business
to get abetter understanding of their overall business, projectionsand the changes
that can beincorporated. It isdifferent from cost and financia accounting firstly
because it isintended only for the internal decision makers of the company.
Management accounting includesunder itsfold, different typesof analyss, dl amed
at increas ng the profitability of thecompany.

Thisbook, Management Accounting, iswritten with thedistancelearning
sudent inmind. Itispresented inauser-friendly format usngadear, lucidlanguage.
Each unit containsan Introduction and alist of Objectivesto preparethe student
for what to expect inthetext. At theend of each unit areaSummary and alist of
Key Words, to aid in recollection of concepts learnt. All units contain Self-
Assessment Questionsand Exercises, and strategically placed Check Your Progress
questions so the student can keep track of what has been discussed.
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MANAGEMENT ACCOUNTING CONCEPTS

UNIT 1 INTRODUCTION TO
MANAGEMENT
ACCOUNTING

Sructure

1.0 Introduction
1.1 Objectives
1.2 Definition, Featuresand Scope
121 Objectives and Functions
122 Role and Importance of Management Accounting
123 Advantages and Limitations
1.3 Management Accounting vs Financial Accountingand Cost Accounting
1.4 Answersto Check Your Progress Questions
1.5 Summary
1.6 Key Words
1.7 Sef Assessment Questions and Exercises
1.8 Further Readings

1.0 INTRODUCTION

Accounting playsacrucial roleinthefunctioning of an organization. It not only
hel psin enhancing decision making capabilities, but a sofacilitatesthe efficient
utilization of resources. Organizationsacrosstheglobe operateinahighly dynamic
and complex busi nessenvironment, in which managersneed relevant and current
informationto ad themin decigonmaking. Accounting must respondtothechanging
needs of the decision-makersin order to justify itsrelevancein contemporary
business. Infact, thesignificanceof finandd informeation hasa waysbeen recognized,
but in the present busi ness scenario, such information has become aresource
pardld inimportancetofactorsof production. Consegquently, accountinginformation
isbecomingincreasingly critica to the continuing success of an organi zation. With
thegrowingimportance of information asaresource, organizations havefelt the
need for asystem that is capable of managing thisresourceefficiently. Thisis,
perhaps, thebasic reason for bus ness studentsto study the anatomy and operation
of the accounting system, which providesinformation to managersfor decision
making. Inthisunit, youwill beintroduced to thefield of management accounting.
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1.1 OBJECTIVES

After going throughthisunit, you will beableto:
- Explainthedefinition, featuresand scope of management accounting
- Discusstheobjectives and functions of management accounting
- Describetheroleand importance of management accounting
- Examinethe advantages and limitati ons of management accounting
- Differentiate between management, financia and cost accounting

1.2 DEFINITION, FEATURES AND SCOPE

Management accounting isasegment of accounting that ded sspecificaly withthe
analysisand reporting of information to management about the operationsof the
organi zation with an objectiveto facilitate decision making. On the one hand,
management accounting amsto provideadequatefinancid informationto managers
for decision making and on the other, it is oriented towards managerial control.
Management frequently requirestimely financia information concerning different
aspects of the organization, ranging from specia purpose report of a specific
department’s operating performance to the preparation of annual budgets and
forecasts, which encompassthe entirebusiness.

The term “management accounting’ was first formally mentioned in 1950 in
areport entitled ‘Management Accounting’, published by the Anglo-American
Council of Productivity Management Accounting Team after itsvisit tothe United
Satesinthesameyear. Theteaminitsreport defined management accounting as
‘the presentation of accounting information in such a way as to assist
management in the creation of policy and in the day-to-day operation of an
undertaking.

Thereafter, anumber of attempts have been made by various professiona
bodies and associ ationsto define management accounting initsright perspective.
Asaconseguencethereof, numerous definitions on management accounting are
added totheliterature year after year.

All these definitionsplaceemphasi son theinformation processngand decison
meaking aspectsof accounting. Theanaysisof thedefinitionsfurther reved sthat the
system of management accounting isnot designed to apprai seand monitor the past
performance of individua sand groupsbut to assist manageria decisionsaffecting
thefuture. Thus, management accountingisasystemfor gathering, summearizing,
reporting and interpreting accounting dataand other financid information primarily
for theinternal needs of management. Thus, management accounting isasystem
capabl e of generating accounting information that assistsinternal management
in the efficient formulation, execution and appraisal of business plans that
help the organizations to achieve their strategic objectives.



Thus, management accounting inadditionto hel ping managersinthedecision
making process, facilitatesthem inintra-firm resource all ocations, fixation of
repons bilitiesand theeva uation of future policiesand Srategies. All thisbringsto
light an important fact—that management accounting has to perform two separate,
distinct functionsof financial and management reporting and that the dataneeds
for each are often different. Few intelligent financia and economic decisionscan
be madein the absence of that information reservoir. Involvement with both time
dimensions, past and future, placesthe executive near the centre of the control
and decision making processesin any organization.

Features of Management Accounting

Itisclear from the above definitions that management accounting is concerned
with accounting data that is useful in decision making. The main features of
management accounting areasfollows:.

1. Useful in decison making: Theessentia aim of management accounting
isto assist management in decision making and control. Itisconcerned with
al suchinformationwhich can proveuseful tomanagementindecisonmaking.

2. Financdial and cost accountinginformation: Bascaccountinginformation
useful for management accounting is derived from financial and cost
accounting records.

3. Internal use: Information provided by management accounting is
exclusively for use by management for internal use. Suchinformationisnot
to begiven to partiesexternal to the business, like sharehol ders, creditors
and banks.

4. Purely optional: Management accountingisapurdy voluntary technique
and thereisno statutory obligation. Itsadoption by any firm dependsupon
itsutility and desirability.

5. Concerned with future: Asmanagement accounting isconcerned with
decision making, it isrelated with future because decisions aretaken for
future course of action and not the past.

6. Flexibility in presentation of information: Unlikefinancial accounting,
in management accounting there are no prescribed formatsfor presentation
of information to management. Theform of presentation of informationis
|eft to thewisdom of the management accountant who decideswhichisthe
most useful format of providing therelevant information, depending upon
theutility of each typeof form andinformation.

Scope of Management Accounting

Traditionally, the subject matter of management accounting mainly consisted of
financid statement analysisand costing theory. Asorganizationsbegan to operate
inahighly dynamicand complex bus nessenvironment, they redized that theexigting
subj ect matter of management accounting wasinsufficient to meet thechallenges
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of the changing environment. To addressthe emerging chalenges, management
accounting enhanced its scope by includinginitsambit many frameworks, tools
and techniques borrowed from other disciplines such as economics, finance,
mathemati cs, stati sticsand operationsresearch. Thecontemporary subject matter
of management accountingissummarized below:

Financial Accounting: Financial accountingisaprerequisitefor any discussion
on the subject of management accounting. Financial statementsasgenerated by
financial accounting contain enough datathat isconverted into information by
organi zationsand used in their decision making. Infact, management accounting
provides only tools and techniques for interpretation and analysis and the
management accountants get the data for the purpose mainly from financial
accounting. Thus, management accounting cannot exist without efficient financia
accounting system.

Cog Accounting: Although managersgenerdly usefinandd informationindecison
making, they often supplement their decisionswith cost information asthey have
realized that any activity of an organization can be described by itscost. They
make useof variouscost datain managing organi zations effectively. Infact, cost
accounting is considered the backbone of management accounting asit provides
theanalytical tool ssuch as budgetary control, standard costing, margina costing,
inventory control, operating costing, etc., which are used by management to
dischargeitsrespongbilitiesefficiently.

Financial Satement: AndysisManagersfrequently useinformation based on
the datacollected from financia statements. Thisinformation can be obtained
ether by sdlectingindividua numbersfromthe statementsor by developing certain
trendsand ratios. Any attempt inthisdirection isreferred to asfinancia statement
andyss Theanadyssand interpretation of thedatacontained infinancia statements
can provide areader meaningful insghtsand conclus onsabout the organi zation.
Over the past few decades, numeroustechniques have been developed which are
useful for the proper interpretation and analysisof financid statements.

Budgeting: Budgeting, which liesat the heart of management accounting, refers
toasystematic planfor theutilization of organizationa resources. Asamanagement
tool, budgeting aimsto coordinateand integratethe effortsand activitiesof various
departmentswith the cooperation of thosewho seek to achieveacommon godl.
Infact, the organi zations exercisetheir operational control through the budgets
prepared in advancefor every mgor activity of thebusiness.

Inflation Accounting: Inflation accounting attempts to identify certain
characteristics of accounting that tend to distort the reporting of financia results
during periodsof rapidly changing prices. It devisesand implements appropriate
methodsto andyseand interpret theimpact of inflation onthebusinesstransactions.
Management Reporting: Clear, informative and timely reports have always

been recognized as managerid toolsin reaching decisionsthat not only helpthe
organizationstoimprovetheir performance but also makethe best use of their



resources. Thus, one of the basi ¢ responsi bilities of management accountingisto !ntroduction to M:Qfgmt
keep the management well informed about the operations of the business. To 9
dischargethisresponsi bility efficiently, management accounting needsto prepare

quarterly, half-yearly and other interim reports and submit the same to the

management. NOTES

Quantitative Techniques: Many managers recognize that the financial and
economic dataavailablefor managerial decisionscan bemoreuseful if analysed
with highly sophi sticated techniques of analysisand eva uation. Suchtechniquesas
the subject matter of quantitative analysisalow managersto createinformation
fromtheir financial databasethat isnot, otherwise, available. In additionto the
techniqueslike time series, regression analysis and sampling techniques, the
managersa so make useof linear programming, game theory and queuing theory
for thispurpose.

Tax Accounting: Sincetaxation playsanimportant rolein the profitability of a
commercia organization, itisessentia for amanagement accountant to havea
completeknowledge of businesstaxation. Thebusinessprofit and thetax thereon
areto beascertained asper the provision of taxation. Thefiling of tax returnsand
the payment of tax in duetimeisthe exclusiveresponsbility of the management
accountant.

I nternal Audit: Interna audit asadiscipline of management accounting makes
arrangements for performance appraisal of the organization’s various departments.
Thus, amanagement accountant must possess knowledge about the fixation of
responsi bilitiesand measurement of results.

Office Services: To discharge the responsibilities efficiently, amanagement
accountant hasto deal with dataprocessing, filing, copying and duplicating. His
areaof responsbilitiesalsoincluded the eval uation and reporting about the utility
of different office proceduresand machines.

1.2.1 Objectivesand Functions

The basic role of management accounting isto provide accurate and rel evant
informaiontotheinternd partiesof an organizationfor decisonmaking. Todischarge
thisrespons bility effectively, management accounting hasto undertake collection,
processing, analysing and interpreting of data, aswell as communication of the
resulting information to such interna partieswho intend to usethesameintheir
decision making process. Infact, the said activities can berecognized asthe bases
toidentify and examinethefunctions of management accounting and accordingly
themajor functionsare summarized below:

Data Callection: Thefirst function of management accounting isto collect the
requisitedatafrom al possibleresources. Sincethedatawastraditiondly restricted
only to economicandfinancid items/factors, management accountantswould make
useof thefinancia statementslikeprofit & lossaccount and balancesheet for the
purpose. Over the past few years, the activities of management accounting have

Self-Instructional
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m:ggl;;trl]gn to Management - crossed all traditional boundaries by considering not only monetary itemsand
factorsinitsstudiesbut aso non-monetary factorslike. Such paradigm shiftinthe
approach of the management accounting has madeits scope much wider. To meet
the growing demands of the wider scope, management accounting isbound to
NOTES utilize both internal aswell asexterna sourcesof datacollection.

Data Processing: Thedata so collected and stored needsto be converted into
information through processing. Dataprocessing refersto the series of activities
cong sting of compilation, classification, tabulation and summari zationthat aimsto
makedatainformation.

Analyssand I nter pretation: Thedatacollected from variousinterna aswel as
externa sourcesdoesnot haveinherent meaningandinfact, itsmeaningisgenerdly
influenced by thenature and scope of thetool sand techniquesusedfor itsanaysis.
Further, thedataas suchisnot of much usefor the management but it becomes so
onceit isanalysed and interpreted in the context of the nature of the decisions.
Thus, the process of analysisand interpretation makesthe dataso significant for
the successof the organization that it isbeing recognized asastrategic asset for
thecompany inacompetitivemarket. However, the management accountant has
to choosetherelevant and most appropriate techniquefor proper interpretation
of thedataafter takinginto cons deration the nature of the concerned problem.

Communication: Asacrucia function of management callsfor thetransmission
of information to the concerned partiesfor use. Management accounting playsa
special rolein managing the affairs of the business by providing not only the
conventional reportsto the decision makersof an organizationsbut dsointaking
necessary measuresto ensurethe supply of adequateinformation at right timeto
enabl e the decision-makers of the organi zation to addressthe challenges of the
changing environment.

In addition to basi ¢ functions discussed above, management accounting isalso
responsibleto carry out some secondary functionsthat are summarized bel ow:

Coordinating: Management accounting isoften entrusted with therespong bility
to coordinatethevarious activities of abusiness. Organizationsgenerally use
techniques such asbudgeting and financia reporting for the purpose.

Special Sudies: Contemporary businessisoperating in adynamic environment
where evenaminor changeinany of itselementscan haveasignificantimpact on
the business outcomes. Therefore, management isawaysinterested to know the
areasof businesswhich can contributeto thestability and profitability of theconcern.
To meet thisobjective, management accounting carriesout various specid studies
such assalesanaysis, economic forecasts, price spread analysis, etc.

Tax Administration: Inthe modern business organizations, tax administrationis
being recognized as a significant area of study that falls within the scope of
management accounting. Tax adminigtrationinvolvestaskslikethe submission of
necessary documentsand returnto thetax authorities, including the supervision of
al mattersrelating to tax.

Self-Instructional
6 Material



1.2.2 Roleand Importance of Management Accounting Introduction to M:“ageq‘_ent
ccounting

Traditionally, therole of the management accountant has been of afacilitator
responsiblefor providing sufficient accounting information to thedecison-makers
inan organization. Therefore, the management accountant was responsiblefor NOTES
devising and operating an accounting information system that was capabl e of
collecting, processi ng, interpreting and communi cating theaccountinginformation
for usewithin the organization with theaim of attaining organi zationa efficiency
and effectiveness. Thus, traditionally, thejob of the management accountantinan
organization asadvocated by Williamson (2003), hasrevol ved around thefollowing
magor activities:

- Accounting for product valuation and pricing

- Policy formulationand planning

- Decisonmaking

- Cogt control
Recent devel opmentsininformation technol ogy, accompanied by theemergence
of knowledge management, arapidly changing competitive environment and
increasing globaization of businesshaveled corporate housesto introduce strategic
orientation intheir planning process. Thechangein orientationisboundto bringa
drastic changenot only in the nature and scope of management accounting but
asointhetask and role of themanagement accountant in business organi zations.
Redlizing theneed to bring changesin therol e of management accountants, Siegel
and Sorensen satethat therol eof accountants should continually evolvetoremain
relevant inthechanging bus nessenvironment. Thetraditiond roleof themanagement
accountant, which has been restricted to the supplier of operational and financia
information within the organization, isno longer sufficient to meet the growing
demandsof achanging bus nessenvironment. Therefore, themanagement accountnt
needsto grow into ahigh-level decision support specidist whowould hep acompany
instrategic management efforts. Thus, theemerging roleof amanageria accountant
will be quitedifferent from histraditional rolein the sensethat he hasto bean
activeparticipantinthedecis on making process, a ong with thefunctiona managers
in an organization. Such participation will not only make him amember of a firm’s
functiona teamthat isrespons blefor vaue creation but a so changethe nature of
his job from a *staff’ to a *business partner’.

Thenew role of the management accountant, which callsfor achange not
only inthetask but also in hisstatus within an organization, has been captured by
many scholarsas:

Management accountants will get a number of opportunities to initiate and
execute specific actions to address the changes in the global economic
environment. The traditional role of providing accurate, timely and relevant
information of amanagement accountant will be replaced by awider and vibrant
role where he will be an active participant in the strategic process of an
organization.
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The bel ow-mentioned commentsof Siegel and Kuleszaabout thenew role
of management accountant are not different from the above-mentioned views.

M anagement accountants are business partners with their customers (managers
in operating or service units), internal consultants and organizational educators.

These views are also supplemented by the remarks of Siegel and
Sorensen,who said that the characterization of management accountantsin leading-
edge companies has gone from *bean counter’and “corporate cop’ on the periphery
of business decision making, to ‘business partner’and ‘valued team member’ at
thevery centreof strategic activity.

Thus, the emerging role of managerial accountant will be quite different
fromhistraditiond rolein thesensethat hewill beactive participantinthedecison
meaking processa ongwith functiona managersinan organization. Such participation
will not only make him a member of a firm’s functional team that is responsible for
value creation but also change the nature of his job from a ‘staff’ to a *business
partner’. The change in the role of management accountant on the one hand will
widenthehorizon of hisjoband ontheother hand will makehisjob moredemanding
intermsof potentid and skills. Thenew role, infact, will providethe management
accountant more opportunitiesto explore hispotentia in meeting the expectations
of thestakehol dersin an organization. However, to addresstheemerging chalenges
of the new role, the management accountant must be adaptable with sufficient
knowledge of arange of relevant disciplines so asto be ableto providetheright
information a theright time,

To compete and grow in a highly competitive and complex business
environment of thefuture, organi zations need to devel op capacity and competence
to createand ddliver superior delivered valueto customersand usethesameasa
sustai nable competitive advantage. Consegquently, management accountantsare
bound to help their organizations not only in measuring the cost of operation
accurately but dsoinidentifying and devising the meansfor diminating non-vaue
added costswhichthey will beableto do only if they possess adequate knowledge
of theva ue-creating process of their respectiveorgani zations. While commenting
on the opportunities of enhancing the value of a firm’s output, Cooper states that
cost management, like quality, hasto become adiscipline practised by virtualy
every personinthefirm. Sincetheeffective use of cost management techniques
callsfor theagpplication of tool sand techniquesnot only from management accounting
but al so from engineering and other functiona areas of management, thetask of
management accountants has become multifaceted, which demandsknowledge
of project management and manufacturing processes. Thus, management
accountants need to possess sufficient knowledge of thelatest costingtoolsand
techniquesliketarget costing, activity-based costing, throughput costing, strategic
cost management, kai zen costing and bal anced scorecard.



Management Accountant in an Organization

Thequestionsthat generdly strikethemind of astudent whilestudying management
accounting are (i) who isamanagement accountant?and (ii) what ishisstatusin
the organi zation? A management accountant occupiesapivotal positioninthe
organization and isrepong blefor devisng and operating an accounting informetion
systemthat iscapable of collecting, process, interpreting and communicating the
accounting information for internal usersof the organi zation. However, in Indian
corporate houses, the position is commonly known as ‘financial controller’,
‘controller of finances’, ‘financial adviser’, and “director finance’ rather than
management accountant. To answer the question ‘what is the status of management
accountant’ in an organization, one needs to examine a firm’s organizational
structure. Organizationa structure, whichisbas caly aframework withinwhich
peoplework together to achieve organizational godss, involvesbreaking up of the
total work of the organization into workable unitswith clearly defined dutiesand
responsibilities. Such astructure not only hel psthe empl oyees of an organization
to understand their positionsand authority within the organization but al so defines
their relationshipwith each other. Therefore, it isessentid for an organization not
only to haveaclearly defined organi zational structure but aso communicatethe
sametoitsemployees. Themost popular tool to make employeesunderstand the
organizational structure is “‘organizational chart’, which is the schematic diagram of
thevariousjob positions.

Thechart, infact, clearly depictslineand staff positionsin the corporation.
In the context of employees’ authority and role, the position of the corporation can
be conveniently categorized into two forms: “line”and “staff’. Since ina line position,
theemployee hasthe authority to plan, organize, direct and control the activitiesof
theorganization, therefore, heisdirectly involved inattaining organizationd gods.
Whereasadtaff position servesinthecapacity of anadvisor, heindirectly contributes
towardsachievingtheorganizationd gods. Management accountantsaregenerdly
recognized asstaff pogitionsthat are devoid of theforma right to make decisions
and as such have no direct responsibility for accomplishing the obj ectives of an
organization. Therefore, management accountantsare meant to assist functiona
managersin carrying out the tasksthat are necessary for attaining thegoasof the
organization. However, the accountants possess the authority over their staff
deployedinther respectiveunits.

It must be understood that management accountantsin Indiaare generally
membersof grategicteamsinlargeorganizations. Infact, they havetherespongbility
of providing relevant and timely datato theteamin order helpitin planning and
controlling activitiesof theorganization.

Introduction to Management
Accounting

NOTES
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Introduction to Management 1.2 3  Advantagesand Limitations
Accounting

Management accounting offersthefollowing benefitsto theorganizations.
- Itincreasestheefficiency inbusinessactivities.
- Itensuresefficient regul ation of businessactivitiesby establishingan efficient
system of planning and budgeting.
- Itmakespossbletheefficient utilization of theavail ableresourcesand thereby
increasethereturn on capital employed.
- It ensureseffective control by comparing actual resultswith the standards.

- It hdpsmaintain good rel aionswith the public by providing quality service
tothecustomers.

NOTES

- It providesthe meansto motivate the empl oyees.

- It keepsmanagersinformed about the ongoing operations, thereby enabling
them to suggest remedia measuresin case of deviations.

- Ithelps in evaluating the efficiency and effectiveness of the organization’s
bus ness policiesby incorporating management audit.

Limitations of M anagement Accounting

Despitethe benefitsmentioned above, management accounting suffersfrom severd
drawbacks:

- Management accounting uses data that are available from financial
gatements. Thus, thevaidity of thededsonslargdy dependsontherdiability
of thehistorical dataasobtained from conventional financial statements.
Any drawback in such statementsisbound to affect theeffectivenessof the
decision.

- Theapplication of management accounting toolsand techniquesrequires
knowledge about vari ous subjectslike accounting, costing, economics,
taxation, statisticsand mathemati cs, engineering and management. Tofind
amanager inthe organi zation with acomprehensive knowledge of dl these
subjectsisamost impossible.

- Though management accounting attemptsto anayse both quaitativeand
quantitative factorsthat influence adecision, the element of intuitionin
manageria decison hasnot been completdy diminated. Thereisatendency
among business executives to use a short-cut approach to managerial
problemsrather than thelengthy processasrequired by thescientificandys's
prescribed by management accounting.

- Theingdlation of management accounting syslem requiresahugeinvestment
both intermsof money and manpower. Therefore, smaller concernsmay
not beableto affordit.

Self-Instructional
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- Management accountingisinthe process of evol ution and assuchit dill has  Introduction to M:“ageq‘_ent
ccounting

to go through many devel opmental processesbeforereachingafina stage.
Consequently, thetechniques of management accountinglack thesharpness
andfluidity that isrequired of an efficient system. Eventheanaysisand
interpretation cons derably differ from organization to organization.

- The management system cannot be replaced by asystem of management
accounting, asthelatter system simply providesthe necessary datafor a
decisionand not thedecisionitsaf.

- The principle of objectivity isnot aways followed in itsreal spiritin
management accounting asthe collection and analysisare considerably
influenced by the persond bias of the management accountant.

1.3 MANAGEMENT ACCOUNTING VS FINANCIAL
ACCOUNTING AND COST ACCOUNTING

The compartmentalization of accounting into variousbranchesgenerally sounds
somewhat artificial and mideading asal thesebranchesareusudly drawvnfroma
common pool of financia datausedin preparing reportsfor groupswho are often
involvedin making avariety of interdependent decisions. But acloseexamination
of thetwo systems showsthat they differ in several waysfrom each other. Some
magjor differences between thesetwo accounting systemsaresummarizedin Table
11

Objectives. Thebasic objective of accountingisto measurethe businessresult
and assessthefinancial position of an organization. To achievethisobjective,
financial accounting hasto perform functions like recording, classifying and
summari zing bus nesstransactionsof an organization during theaccounting period.
Such functionsarerelated to the preparation of final accounts, i.e., profit andloss
account and ba ance sheet. Contrary tothis, the objective of management accounting
isto facilitate managerial decisions. Management accounting deals with the
preparation of analytical and critical financial reportsto assist management in
improving the organization’s performance.

Nature: Financia accountingishistorical initsoutlook inthesensethat it hasto
maintainrecordsof such bus nesseventsthat havetaken placeduring theaccounting
period. Under financia accounting system atransaction isrecorded asand when
it takesplace. Therefore, prospectivetransactionsare not considered beforetheir
maturity under such system of accounting. On the other hand, management
accounting systemisdevised to hel p managersin shaping future operationsof the
business. It dealswith projection of datato be used for planning and decision
making for thefuture. Thus, management accounting has prospective character.

NOTES
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Table 1.1 Comparison of Financial Accounting and Management Accounting

Areas of Comparison Financial Accounting Management Accounting

Objective * To measurc and asscss the = To help decision-makers by
busincss result and financial providing them relevant and
position of a concern sufficient data

Nature * Historical in its outlook = Prospective in nature

Adherence » Governed by gencrally accepted  +  Docs not focus on gencrally
accounting principles (GAAP) accepted accounting principles

(GAAP)

Subject matter * Financial accounting statements  *  Management accounting reports
arc confined to the business as a arc prepared for cach unit or
whole division of the business scparately

in order to ensure cficctive
planning and control

Compulsion * Obligatory for the organization * Discretion of the orgamization
to maintain a system of financial to have system of management
accounting accounting

Precision * Focus on precision = Based on approximation

Frequency of reports * Financial accounting statements  *  The management accounting
arc prepared at the end of the reports and statements arc
financial period which is usually a preparcd at regular intervals
period of 12 months depending upon the demand of

the decision-maker

Recipients » The statements arc extensively * The statements are exclusively
used by outsiders meant for internal partics

Nature of the data used + Recognize only such business * Recognizes both monctary as well
transaction that can be expressed as non-mongctary data
in monetary units

Publication * Financial statement arc gencrally  +  Management accounting
published cvery year statements and reports arc not

generally published

AdherencetoAccounting Principles: Financia accounting systemisbased on
some accounting principlesand conventionswhich afinancia accountant hasto
strictly follow while preparing financia accountsand statements. Thefinancia
accounting system can be result-oriented only when the accounting principlesand
conventionshavebeen properly followed and gpplied. But management accounting
isnot bound by the constraints of generally accepted accounting principlesand
conventions. The preparation of reports and statements under management
accounting are governed by the requirements of the management. M anagement
can frameitsown ground rules and principlesregarding theform and content of
information requiredfor interna use.

Subject Matter: Financia accounting considersthe businessasone entity and
accordingly financia accounting reports have been confined to the business
operationsasawhole. Such statements present the position and the performance
of theentire business. Whereas under management accounting system each unit/
department/division/cost centre of thebusinessistreated asaseparateentity in
order to ensure effective planning and control. Therefore, profitability and
performancereportsare prepared for each unit or divison of thebusinessseparately.



Compulsion: Thelndian CompaniesAct hasmadeit obligatory for thecompanies !ntroduction to M:Qfgmé

to maintain asystem of financial accounting. At the sametime, the benefitsas
offered by afinancia accounting syssem havemadeit moreor lesscompul sory for
the non-company organi zation. On the other hand, the setting up of management
accounting systemisat the discretion of the management.

Precision: Financial accounting paysmore emphasi son precision and considers
only actual figuresin the preparation of its statements. Thereis no scope for
approximatefiguresinfinancia accounting. But thereportsand statements as
prepared under management accounting System contain more gpproximatefigures
than theactual figures. Thus, management accounting isless preciseascompared
tofinanciad accounting.

Frequency of Reports: The financia statements, the outcome of financial
accounting, areprepared at the end of thefinancia period whichisusudly aperiod
of 12 months. But the management accounting reportsand atementsare prepared
at regular interval s so that management may not face any difficulty in decision
making. Management is constantly informed about the business performance
through thesereportsand statements. Thus, the reporting frequency of management
accounting ismuch higher ascompared to reporting of financial accounting.

Recipients: Financial statementssuch asprofit and lossand balance sheet, are
extensively used by outsidersi.e., shareholders, creditors, tax authorities, etc. On
the other hand, management accounting reports are exclusively meant for
management. Suchreportsarenot easily availableto outsiders.

Nature of Data Used: Thefinancial statements as prepared under financial
accounting contain only such transactionsthat are expressed in monetary terms.
Thenon-monetary eventssuch asnatureof competition, bus nessreputation, change
infashion, arenot at al considered by financial accounting. But management
accounting uses both monetary and non-monetary data.

Publication: Financial accounting statements are published by almost every
bus nessorgani zationfor theinformation of thegenerd public. Thelndian Companies
Act hasmadeit compul sory for every company to publishitsfinad accountsi.e.,
profit and loss account and balance sheet. By contrast, the publication of
management accounting reports and statementsisnot mandatory.

Distinction Between Cost Accounting and Management Accounting

Anexamination of themeaning and definitions of cost accounting and management
accounting indicatesthat the distinction between thetwo isquite vague. Some
writerseven consider thesetwo areas as synonymouswhile others distinguish
between the two. Horngren, arenowned author on the subject, hasgoneto the
extent of saying, “Modern cost accounting is often called management
accounting. Why? Because cost accountants|ook at their organization through
manager’s eyes.” Thus managerial aspects of cost accounting are inseparable

NOTES
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Introduction to Management - from management accounting. One point onwhich al agreeisthat thesetwo types

Accounting of accounting do not have clear cut territorial boundaries. However, distinction
between cost accounting and management accounting may bemadeonthefollowing
pointsmentionedin Table 1.2.
NOTES
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Table 1.2 Cogt Accounting vsM anagement Accounting

Basis Cost Accounting M anagement Accounting
1. Scope Scope of cost accounting is | Scope of management accounting is
limited to providing cost broader than that of cost accounting
information for managerial | asit providesall types of
uses. information, i.e., cost accounting as
well as financial accounting
information for managerial uses.
2. Emphasis Main emphasisis on cost Main emphasisis on planning,

ascertainment and cost
control to ensure maximum
profit.

controlling and decision making to
maximize profit.

3. Techniques employed

Various techniques used
by cost accounting
include standard costing
and variance analysis,
marginal costing and
cost volume profit
analysis, budgetary
control, uniform costing
and inter-firm
comparison, etc.

M anagement accounting also uses al
these techniques used in cost
accounting but in addition it also
uses techniques like ratio analysis,
funds flow statement, statistical
analysis, operations research and
certain techniques from various
branches of knowledge like
mathematics, economics, etc.,
whatsoever can help management in
itstasks.

4. Evolution

Evolution of cost
accounting is mainly due to
the limitations of financial
accounting

Evolution of management
accounting is due to the limitations
of cost accounting. In fact,
management accounting is an
extension of the managerial aspects
of cost accounting.

5. Statutory Requirements

Maintenance of cost
records has been made
compulsory in selected
industries as notified by the
Govt. from timeto time.

Management accounting is purely
voluntary and its use depends upon
its utility to management.

6. Database

It is based on data derived
from financial accounts.

It is based on data derived from cost
accounting, financial accounting and
other sources.

7. Statusin organization

In the organizational set-up,
cost accountant is placed at
alower level in hierarchy
than the management
accountant.

M anagement accountant is generally
placed at a higher level of hierarchy
than the cost accountant.

8. Installation

Cost accounting system can
be installed without
management accounting.

M anagement accounting cannot be
installed without a proper system of
cost accounting.




. What was included in the traditional subject matter of management

. Statetheaim of budgeting.
. Theexistence of which type of accounting depends on the discretion of

. Mentionthedifferenceintheemphas sof cost and management accounting.

Check Your Progress

acoounting?

theorganization?

1.4

ANSWERS TO CHECK YOUR PROGRESS
QUESTIONS

. Thetraditiona subject matter of management accountingincluded financid

statement anaysisand costing theory.

. Theaim of budgetingisto coordinate and integrate the effortsand activities

of various departmentswith the cooperation of thosewho seek to achieve
acommon godal.

. Management accounting isthetype of accounting whose existenceisat the

discretion of the organi zation.

. Thedifferencein the emphasisof cost and management accountingisthat

cost accounting emphasi zeson cost ascertainment and cost control to ensure
maximum profit whereas management accounting emphasizeson planning,
controlling and decis on making to maximizeprofit.

1.5

SUMMARY

- Accounting plays a critical role not only in the efficient use of a firm’s

resourcesbut alsoinitsperformance.

- Management accountingisasegment of accounting that deal s specifically

with theaccounting and reporting of informationto management regarding
thedetail ed operationsof the company in order for decisionsto betakenin
variousareasof business.

- Management accounting hel psan organi zationin theprocess of management,

which generdly consistsof activitieslike planning, organizing, evauating
and communicating.

- Themainfeatures of management accounting arethat isuseful indecision

making, basicinformation isderived from financial and cost accounting
information, itisfor interna use, itispurely option, concerned with future
and hasflexibility when it comesto the presentation of information.

Introduction to Management
Accounting
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kﬂtfodugﬂ on to Management - Thecontemporary subject matter of management accountingincludesareas
ccounting likefinancia accounting, cost accounting, financia statement, budgeting,
inflation accounting, management reporting, tax accounting, etc.

- Themain objectivesand functions of management accountingincludedata
collection, dataprocessing, analysisand interpretation, communication,
coordinating, specia studiesand tax administration.

- Traditiondly, theroleof management accounting hasbeen moreof acatdyst
by hel pingthefirmsto utilizetheir resourcesefficiently.

- Theemergingroleof manageria accountant will bequitedifferent fromhis
traditiona roleinthe sensethat hewill be active participant inthedecision-
making processa ong with functional managersin an organization.

- The compartmentalization of accountinginto variousbranchesgeneraly
soundssomewhat artificid and mideading asdl thesebranchesareusudly
drawn from acommon pool of financial dataused in preparing reportsfor
groups who are often involved in making a variety of interdependent
decisions. But acloseexamination of thetwo systems showsthat they differ
insevera waysfrom each other.

NOTES

1.6 KEY WORDS

- Management accounting: Itissegment of accounting that dedlsspecificaly
with theanalysisand reporting of information to management about the
operationsof theorganizationwith an objectivetofacilitatedecis on making.

- Financdal accounting: Itisadisciplineof accountingwhich hepstoregulate
asystem that is capable of recording, classifying and summarizing the
mercantiletransactionsoccurringin an organization.

- Cost accountancy: isan extension of the general accounting system. Itis
responsi blefor gathering, classifying and analysing the cost datarequired
by the management to attain various organi zational objectives.

- Budgeting: It refersto asystematic plan for theutilization of organi zationd
resources.

- Inflation accounting: It attemptsto identify certain characteristics of
accounting that tend to distort thereporting of financia resultsduring periods
of rapidly changing prices.

1.7 SELF ASSESSMENT QUESTIONS AND
EXERCISES

Short-Answer Questions

1. What ismanagement accounting?
Self-Instructional
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2. List thefeaturesof management accounting. Introduction to M:Qfgmé
3. Writeashort noteon the objectivesand functionsof management accounting.

4. Briefly explaintheposition of management accountant in an organization.

5. Differentiate cost and management accounting. NOTES

Long-Answer Questions

1. Discussthe scopeof management accounting.

2. Describetheroleof management accounting.

3. Examinetheadvantagesand disadvantages of management accounting.
4. Criticaly comparefinancia and management accounting.

1.8 FURTHER READINGS
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Arora, M. N. 2012. A Textbook of Cost and Management Accounting, 10th
edition. New D hi: VikasPublishing House.
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2.3 Toolsof Management Accounting
231 Emergining Tools of Management Accounting
2.4 Management Reporting
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2.6 Summary
2.7 Key Words
2.8 Self Assessment Questions and Exercises
2.9 Further Readings

2.0 INTRODUCTION

M odern accounting as adynamic and growing field isemerging asastrategic
weapon that ishel ping to shapethedirection and growth of organizationsinthe
changing business environment. However, to exploreand utilize thefinancial
information generated by the accounting system of an organization for competitive
advantage, managersmust haveafair knowledge of thetoolsand techniquesthat
they can usefor analysing and i nterpreting the availableinformation. Both the
prerequisites of effective decision making—financial information and analytical
techniques—are covered under management accounting, which involves the study
of accounting information and techniques that managers usein anaysing such
information. Inthisunit, youwill learn aout the stepsinvol ved intheinsta l ation of
agood management accounting system, the mgj or tool sof management accounting
and the concept of management reporting.

2.1 OBJECTIVES

After going throughthisunit, you will beableto:

- Discussthestepsinvolved intheinstall ation of amanagement accounting
gystem

- Describethetool sof management accounting
- Discusstheemerging toolsof management accounting
- Explainthe concept of management reporting

Self-Instructional
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Installation of Management

2.2 STEPS IN THE INSTALLATION OF A Accounting System
MANAGEMENT ACCOUNTING SYSTEM

M anagement accounting, though asystem of accounting for internal usecan play NOTES
adggnificant rolein thefunctioning of an organi zation. Thefollowing arethe steps
that needsto be put in placeto ensurethe effectiveinstall ation of amanagement
accounting system:

- A comprehensive organi zation manual isrequired to be made so that the
roleand functionsof each staff isclearly defined and thereisno duplication.
The adoption of the manual will also make sure that the clear line of
communicationisindicated.

- There should berecruitment, training and devel opment of the staff to be
hired for these particular positions.

- Thereisarequirement for thedesigning, preparation for appropriateform
for the purpose of returns, etc.

- Thereneedsto proper codification and classification of accounts.

- Itmust beensured that asystemisin placefor theseamlessintegration and
useof costandfinancia data.

- Thereneedsto bean efficient system for the purpose of budgetary control.

- Themanagement accountant should set up stlandardsa ongwith thestandard
costing techniques.

- There should bein place cogt, profit and budget centres.

2.3 TOOLS OF MANAGEMENT ACCOUNTING

Management accounting isan information system designed to communicate
meaningful economic and financial information to managers, so that they may
dischargetheir functionsefficiently. It makesextensive use of anumber of tools
and techniquesto meet theincreas ng needs of bus ness. Important among them
ae

Financial Planning: Planning is necessary not only for better organizational
performanceand progress, but also for efficient utilization of availableresources.
Infact, itisrecognized asaprerequisitefor financia functionswherein finance
playsadeciding rolein executingthem effectively. Financia planningistheprocess
of deciding in advance the financial objectives, policies and procedures. An
organi zation can achievelong-term, aswel | as short-term, financial objectivesby
employingfinancid planning. Intheshort term, it can help aconcernin meetingits
obligationsby balancing theflow of funds. At the sametime, itsproper application
can ensureefficient utilization of availablefinancial resourcesinthelongterm.

Self-Instructional
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X‘fctgﬂr?tt:gg g S'\t/'eif]‘agemem Analysisof Financial Satement: Financia statement andysisisagrowingand
ever changing set of systemsand procedures des gned to provide decision makers
with relevant information derived from basi ¢ sources of data such ascompany
financia statementsand government and industry publications. Over theyears, a

NOTES number of techniques have been devised to analysefinancia statementse.g.,
comparativefinancid statements, common-size statements, ratio analysis, trend
andysisand fund flow statement.

Cost Accounting: Cost accounting isavital part of the accounting system. It
includes recording, classifying, analysis and reporting of all cost facetsin a
company’s performance. Cost accounting procedures have to be designed carefully
after takinginto cond deration the nature and requirements of thebusinessand the
datarequired at thedifferent level sof management for effective cost control and
cost reduction.

Sandard Costing: Another mgor techniquecommonly used by the organizetions
for exercising control isstandard costing. Under thisarrangement standard costs
are used to control the major activities of the business. Standard costs are
predetermined targetsagainst which actual resultsareevauated. Thisisthebasis
for asystem of management control for which the proper monitoring of performance
isakey factor. The variances between standard and actua costs are computed
and reported to management.

Marginal Costing: Margina costing isamanagerial techniquethat considers
only varigblecost inthedecis onsconcerning with additiona output. Itisareporting
system that va uesinventory and cost of salesat itsmanufacturing variable codt. It
isfrequently used an interna management reporting system.

Budgetary Control: Budgetary control refersto asystem of business control
that uses budgetsto control the mgor activities of business. Thebudgetsfor al
magjor activitiesof the businessare prepared in advance and the actua operations
are carried out in accordancewith the budget estimates. Generdly thebudgetsare
prepared by updating the previous year’s figures in the light of some forward
projections.

FundsFlow Analysis. Fundsflow anaysisattemptsto highlight the causes of
changeinthefinancial position of abus nessenterprise between two ba ance sheet
dates. Any statement prepared for thispurposerefersto asfundsflow statement.
A fundsflow statement hel ps managersin the efficient management of funds.

M anagement Reporting: Management reporting isconsidered asan essentia
component of awell designed planning and control system. Decision makers
frequently require information on various aspects of business. Thus, it isthe
responsibility of the management accountant to communicate the required
information to management at theright timeand inaright manner.

Satigtical Analysis: Accountantsfrequently confront massesof datafromwhich
they haveto draw systematic andlogica conclusions. Statistica anaysisingenera
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and samplingtheory in particular providesthem ascientificmethodto draw rliable  Installati Xﬂ of Nlanager;ent
and valid conclusionsabout the propertiesof an entire population by studying only coounting System
achosen sampleof the population.

2.3.1 Emergining Tools of Management Accounting NOTES

Theever changing business environment would call for managerial toolsand
techniquesthat areintensive, comprehensive, and closely linked to real world.
Consequently, thetraditional set of tools and techniquesthat have shaped the
scope of management accounting in therecent past would losethelr relevancein
the changing bus nessenvironment asthey would offer very littleto managersin
terms ol utionto the problemsof contemporary business. The changing environment
will have afar-reaching consequence on every activity of business. Toremain
effectivein the changing environment, management accounting needsto adapt its
scopeinthe context of the changes. Therefore, itisimperativefor the studentsto
haveafair knowledgeof theaccountingtoolsand techniquesthat have been devised
over theyearsto addressthechallengesof changing environment. An attempt has
been made in this section of the unit to give an overview of the said toolsand
techniques.

Total Quality Management

TQM, whichisbasicaly an organi zation-wide effort and commitment toimprove
quality inal aspectsof businessthat areimportant to customers, amsto createa
unified system of toolsand techniquesthat ensure theworking of al components
of abus nesssystem together with an objectiveof maximizing customer satisfaction.
Thiswould mean that an organization asawhole hasto becomequality oriented in
itsoutlook to meet the changing scenario of customer expectations. Onehasto
recogni zethefact that no product or service ever atains perfection and that neither
the customer’s expectations nor the quality of competition remains static. It is in
this context, this philosophy of business promotes the concept of continuous
improvement in organi zationa processeswith theaim of making the organi zation
highly competitive. Consequently, the concept of quality shal remain no more
limited to the product only but shall call the attention of management to other
components of the firm’s market offering as well. The success of TQM largely
depends on the extent to which the principlesthat governitsworking have been
followed in its execution. Therefore, it is essential for every member of the
organi zation to understand the natureand implications of such principles.

Just-In-Time

Just-in-time (JIT) callsfor supplies(raw materid sand components) toreach the
production operation in required quantitiesasand when they areneeded. JIT, in
fact, recognizesinventory asunnecessary waste, therefore, advocatesto acquire
anitemasandwhenitisrequiredrather than acquiringitinlot szesand maintaining
its inventory. Thus, it is basically a philosophy that strives to enhance a firm’s
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X‘igﬂ;tii rf:g g S’\t" eif]‘agemem productivity by diminating dl sourcesof wastefromtheentiresystem of production.
Thisperspectiveof JT hasrevolutionized thetraditiona philosophy of maintaining
excessinventory just-in-case (JIC) itisrequired. Thetraditiona approach, infact,
generdlyfalstoensurequaity raw materid, reiablesuppliers, efficient employees

NOTES and equipment by hiding their problemsthrough excessiveinventoriesof different
resources. Thus, J T isademand-pull systemrather than aspecul ative push system
used intraditional manufacturing systems. Redizing thesignificance of the JIT
system, companiesacrosstheworld in different areas of business have adopted
this philosophy inthe past decade.

Business Process Reengineering

To meet thegrowing demands of intense competition, organi sations haveto focus
not only on resources generation but also on their efficient utilization. Every effort
hasto bemadeto maintain ahigher productivity through highlevel of efficiency.
Toatainthisgod, organizationsmay haveto gofor radica changesinthar processes
technically known as “business process reengineering’ or ‘process reengineering’
or simply “reengineering’. Reengineering involves the fundamental rethinking and
radical design of businessprocessesto reduce costs, and increase speed, flexibility
and respong bilitiesto customers. The philosophy of reengineering liesinthefact
that it considersaradical overhaul of businessprocessesrather than tweaking the
existing systeminaseriesof incrementa improvements. Thus, reengineering does
not strive towards asimpl e patching up of an existing process or asearch for
incrementa improvements, rather it involves completely redesigning abusiness
processin order to eiminate unproductive efforts, reduce opportunitiesfor errors
and reduce costs. Reengineering involves many tactical decisions, whichif not
carefully taken, can adversely affect theresults. To make reengineering successful,
organizationsmust focus on the principlesrecommended by expertsfor the purpose.

Life Cycle Costing

Lifecycle costing isacosting approach that considersthe sum of all the costs
associated with aproject during itsoperationd life. It isastructured approach that
addresses all the elements of aproject cost, including planning, designing and
executing costs. Thus, such an approach to costing, which hasbeen growing both
inimportance and scope, aimsto determinethe sum of al thecostsof ownership
of asystemduringitsactivelife. Product life cycle costing he psorgani zations not
only indecision making but asoin bringing high-qudity productsto themarketing
with high efficiency and speed. Many peopleusethe concept of lifecycle costing
for lifecyclemanagement, whichistechnicaly incorrect. Infact, lifecyclecosting
embracesal costsassociated with acquiring, using, maintaining and disposal of
system, whereas life cycle management is awider approach that attemptsto
integrateall the concerned sectorsinvolved in product devel opment. Thus, these
two termsarerel ated but not uniform. Thebasicaim of lifecyclecostingistohelp
management in product costing, whereaslife cycle management aimsto support
Sustainable devel opment.
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Theory of Constraint Installation of Management
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Thetheory of congraints (TOC) isbasically amanagement philosophy that hel ps
afirmto managethe constraintseffectively to enhanceits production efficiency.
The theory recommends not only to differentiate between a firm’s productive and NOTES
unproductive activitiesbut also to useitsresourcesonly on productive activities
which contributetowardsits manufacturing output. Infact, therationd e behind the
TOC istoidentify and examinethecondrantswithintheorganizationwithapurpose
to manage them so that resources are used most efficiently. The concept of
constraint asused in thetheory refersto any bottleneck within afirm that prevents
itfromititsproductiongodls.

Balanced Scorecard

Therehasbeen afeding among bus nessmanagersthat thetraditiond performance
measurement system generaly fail to providethem therequisiteinformationthey
need to becompetitive. Sincethetraditiona performance measurement systemis
purely financia-oriented, it failsto focus on such non-financial measureslike
customer satisfaction, efficiency of internal business process and motivation of
employeeswhichareequally critica for thesuccessof any businessinacompetitive
environment. Therefore, anumber of frameworks have been developed over the
yearsto help managersin thisregard. The most popular among themisthe baanced
scorecard, which measuresthe performance of an organization from different
perspectiveslikefinanciad, customer, learning and growth, and internal business
process. In fact, the perspectives include financial as well as non-financial

dimensions. Such astrategic eval uation technique helpsthe managersto strikea
balance between the different sets of objectivesdevised by thefirmsto meet the
demands of shareholders, customersand operational systems. Itisinthiscontext
that the term “balanced’ has been used in the nomenclature of the technique. Such
acontrolling technique aims to convert the firms’ vision and strategy into a systematic
and meaningful set of measuresfor eva uating performance. Thus, ba ance scorecard
can proveava uabletool in meetinganumber of challengesfaced by organizations
today. Infact, such atool providesafirm opportunity to tie not only resource
allocationwith strategy but al so outcome measureswith the performancedrivers
of outcomes.

Value Chain Analysis

Thevduechain attemptsto find out theamount of value added to aproduct by the
changeafirm makesinit at each step asit passesfrom theraw material stage
through production and distribution to thefina customer. Vauechain analysis
enablesafirmto enhancethevaueof itsproduct by reviewing the activitiesthat
add littleto the product va ue and identifying the possibilitiesto add moreva ueat
each stage. Since every organization takesin inputsand processesthemin order
to producethe output that it passesto the customer, thevalue chain beginswith a
firm’s supplies and ends with its customers. The total value chain, therefore, consists
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categorized into two types. Primary activitiesand support activities. For effective
use of value chain, thefirmshaveto study thelinkagesinthe chainin order to
examinetheinherent rel ationship that existsbetween different activitiescongtituting

NOTES the chain. Such an attempt would hel p the organizations not only to study the
impact of oneactivity on the cost and effectiveness of the other activitiesbut a so
identify theprimary and supporting activitiesthat aremost crucid to provide superior
vaueto thecustomers. The study of value chain aso bringsto light animportant
fact—that the chain is not a collection of independent activities, but a system of
interdependent activities. Therefore, managers should not consider the activities
of vaue chaininisolation and should managethe chain asawhol e system despite
thevaryingimportance of the different links. The successful application of the
value chain concept calls for the benchmarking of competitors’ value chains and
ther performanceinorder toidentify theareaswherethefirm candamacompetitive
advantage. Thestrategic significance of thevaluechainliesinitslinkagesand
therefore, amarketer must understand thedifferent types of linkagesof thevalue
chainand their contribution to value addition or cost reduction.

Check Your Progress

1. Namethereporting system that valuesinventory and cost of salesat its
manufacturing variablecost.
2. How doesdtatisticd anadysisassi st management accountants?

3. Whatislifecyclecosting?

2.4 MANAGEMENT REPORTING

Management reporting asan integral part of management control system provides
adequate businessinformation to various|evel sof management intheform of
reportsand statementsat regular intervas. Thus, the process of supplying adequate
information to the management isknown as management reporting. Itisaformal
systemdesigned to ensuretimely supply of pertinent information to themanagement
for decisonmaking. Sincereporting falswithin the scopeof communication, many
scholars believe that the words communi cation and reporting should be used
interchangeably. Although theremay befew characteristics commonin them, yet
they vary both in nature and scope. Reporting is upward feature whereas
communication isboth upward and downward.

The scope of management reporting system should not berestricted only to
thegeneration and supply of reportsbut the said system should dso hel p managers
inunderstanding thesignificance and useof theinformation containedinthereports.
Usually the company’s executives themselves are not aware of specific information
that would beuseful for themin dischargingtheir duties. Therefore, itisoneof the
basic tasks of the management accountant to make the internal executives
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understand the significance of diversified informationinthe successof decision
making, coveringvariousfunctiona areasof thebusiness. Further, research studies
conducted intherecent past revea that business executivesgenerdly fail not only
to understand ashow they could modify or augment existing reportsto makethem
more advantageousfor their businessbut a so in judging whether aonce useful
report hasbecome obsoletein part or infull because of achangeinthe business
environment. Therefore, the management accountant hasto work closely with
functiona managersto makereguisitemodification and augmentation of thereports

possible.

Oncetheneedto review and revisethereporting systemisrecognized, itis
still not easy for the company’s own executives to undertake the task. Aspecialist
ismore apt to have the skill and experience needed to addresstheissueslike
nature of requisite data, sourcesof data, methods of collecting and analysing data
and techniquesfor effectively organi zing thedatainto areport. Toattainthis purpose,
the management reporting system hasto be flexible and adaptabl eto addressthe
implicationsof thechanging environment.

Significance of M anagement Reporting

Most businessestoday, largeaswed | assmadl, depend ontimely informeation available
tothedecison makers. Infact, informationisrecogni zed asmost strategic resource
for theorganizationsin the contemporary businesswhich ishighly dynamic and
competitive. Managers are dependent on regular and pertinent information to
performthefunctionsof bus nesseffectively and efficiently. Consequently, asuiteble
system of management reportingiscons dered aprerequiStefor successful operation
of thebusiness. Infact, an effective management reporting system not only provides
management with datafor strategic and operationa decisionsbut also dertsthe
management about the need for changesor at least thedesirability of investigating
such aneed. Therefore, such asystem not only signalsthe need for changes but
also reflectstheresults of these changes oncethey are made and indicatesthe
desirability of further action. Thus, management reporting istheinstrument for
making effective decisonsand control. Further, it providesachanceto evaluate
performance and suggestsremedia actionsif performanceisnot intunewith
expectations.

Commenting on the significance of management reporting, Adrain
McDonough, Director, Taylor Management Laboratory statesthat no other field
offers such concentrated roomfor improvement asdoesinformation analysis.
Thisview isfurther supplemented by the following observations of National
Association of Accountants,s(1977):

As an organization grows, management must rely to a greater extent upon
information compiled, summarised and interpreted by the accounting
department and other specialised functional groups in the company. Modern
techniques for collecting, focusing and transmitting information to the

management, have had an important place in making possible the efficient
operation of large organizations needed to utilize the advances in scientific
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and engineering knowledge for producing better and less costly products.
Even in small companies some systematic plan for collecting and presenting
financial information is essential because management cannot personally
observe and organize all the factswith respect to sales, costs and other aspects
of a company’s operations.

The above discussion brings to light an important fact that the flow of
information intheform of reportsand statement hasbecomeaprerequisitefor the
firmsto perform manageria functionsin the contemporary businessworld. The
successof the management reporting systemliesinthere evanceof theinformation
generated by the system to help functional managersin attai ning organi zational
goals. Thereportsmust present theinformation in asystematic manner to address
the principles of completenessand cons stency.

Principles (Characteristics) of a Good Reporting System

A managerial reportisavehiclefor carrying information to different levels of
management intheorganization. Itistheresponghility of themanagement accountant
to preparethe managerid report regul arly and submit the sameto the management
sothat thebusiness affairsof theenterpriseareeffectively and efficiently controlled.
However, thetask of preparing amanagerid report isnot so easy, amanagement
accountant hasto take sufficient carein the preparation of the managerial report
tomakeit managerially effectiveand result oriented. A number of fundamental
principles have been formulated for the effective use of reporting system. The
important among them arelisted below:

- Thereport should present trueand fair view of thebusiness affairs. The
position as depicted by the report must be based on facts and figures.
Every effort must be madeto ensure that the whimsand persona ideas of
the management accountant may not jeopardizethe reported material.

- Theexpected achievementsfrom business activitiesmust be stated inthe
report before such activitiesare carried out. The objectivesof planning
cannot be achieved effectively unless executors of the plansare aware of
the scope of plans.

- Areport should servethebasi ¢ purposefor whichit isprepared. Further, it
must be submitted in theform which best servesthat purpose.

- A report must berdevant to thetime and functionsof the businessenterprise.
Theresponsibilitiesand obligations of the responsi bility centre should be
clearly defined and identified in thereport.

- Thereport should bewrittenin smplelanguageandinadirect style. Asfar
aspossi ble, technica and scientificlanguage should be avoided.

- Thereport must be prompt andtimely prepared. Timeisanimportant dement
inreporting particularly in control reports. However, thepartial solutionto
the problem of timely reporting may be the use of ‘Flash’ reports.



- To make amanagerial report self-contained to the extent necessary for  Installati o of ’Vl?magef;‘em
decision making, supporting materid/figuresor other technical detailsmust coounting System
be attached with thereport in the form of appendix. Thisabbreviatesand
speedsthe presentation of themainideasand alows moreemphasesto be
placed on the datathat bel ong to the body of the report. NOTES

- A report should bein aproper format and must contain gppropriate content.
It should have asuggestivetitle, headings, sub-headings and paragraph
divisons. Thecontentsof thereport should perfectly servethebasi c purpose
of thereport.

- Thereporting system of the organization should bedesigned ontheprinciple
of management by exception. Consequently, reports should depict
exceptional and abnormal metter.

- Thereport should contain only that materiad whichisrequiredfor the purpose
for whichitisintended. However, thereisatendency among businessfirms
to makemanagerid report so genera asto cover dl possiblecontingencies.
Consequently, thereport isso lengthy that itsreview isdeferred or it burdens
the executivewith detail, thereby obscuring significant datawhich should
command hisattention. Theresult may befallureto takenecessary actionin
time

- Theprincipleof cons stency suggeststhat agood reporting system should
follow auniform set of procedure over aperiod of timefor thecollection
and anaysisof the economic and accounting data. However, thisdoesnot
mean that the reporting system should not beimproved over the period of
time by incorporating necessary changesinit. But theimpact on business
affarsasaresult of achangein thereporting system should bedisclosedin
thereport. Further, it isadvisableto present information in aconsistent
matter to variouslevel s of themanagement.

- A useful report should make asfar aspossibleaclear distinction between
controllableand uncontrollable costs.

- A report must be produced at acost whichisreasonable having regard to
the possi ble benefitsfrom the use of thereport.

Theabove-mentioned principlesserve asaguideto effective and efficient
managerid reporting. However, amanagement accountant should not accept these
principlesasrigidrulesof conduct. The main objectiveisto make each report

purposeful.
Types of Reports

Theclassfication of reportsdiffersfrom industry to industry and fromfirmtofirm
inthesameindustry depending upon the nature of businessand the objectivesfor
whichinformationisrequired. However, thefollowing broad d assification of reports
iscommonly usedinactua practice:
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- externd reports,

- internd reports,

- planning reports,

- control reports;

- formal reports; and
- informd reports.

External Reports

The reports meant for the external stakeholders of the business are known as
external reports. Theexternal stakeholders may include government agencies,
investors, creditors, lenders, investigative agencies, and so on. Such reportsare
quite expensive and revea detailed information about variousactivities of the
business. These reports are prepared carefully and hence are costly and time
consuming. Though the businessisnot answerableto externa stakeholdersyet
the Indian Companies Act, 1956, Schedule VI has made it obligatory for all
companiesto publishther find accounts, that is, profit and lassaccount and baance
shest, for theinformation of generd public and submit the sametotheregistrar of
companies, aswell asto the stock exchanges. Thisisdoneto save public from
waste and unproductiveinvestments.

Internal Reports

Internal reportsare confidential reportswhich are prepared within the company
for internd useonly. Thesereportsare prepared to meet therequirement of interna
management and not for the use of external parties. Therefore, such reportsare
not designed in tuneto any statutory standard but as per the needs of theinternal
managers. Internal reportstypically are more detailed and are prepared more
frequently than external reports. For the purpose of study and discussion, this
category of reportscan befurther subdivided into three classes:

Statistical Reports They are basi cally accounting reportswhich are submitted at
periodicd intervals. Suchreportsreved avitd historica Satigticsconcerning various
activitiesof business. These compriseasignificant portion of thefinancial and
operating history of the enterprise. For the efficient operation of the business,
regular accumulation of dataisessentid. In well-managed enterprise such reports
areprepared monthly.

Special Reports They need specid requirementsof themanagement. Such reports
are prepared and submitted at aspecific request of the management. Usually
thesereportsarerequired to plan future action. Specid reportspay moreemphasis
on such elementsand subjectsthat seem important to management. Therefore,
theform and contents of such reportsvary from report to report depending upon
thenatureof the problem. Typical specid reportscan besdesanayss, replacement
of capital investment, economic forecasts and price spread analysis. They are
non-repetitive and mostly non-predictable.



Performance Reports They generally show acombination of performanceagainst
standards plusextraallowances dueto conditionsthat are beyond the control of
thereports. Such reports, prepared onamonthly basis, follow afairly standardized
format. Thesereports hdp themanagement to facilitateinternal control. A selected
seriesof datarelated to specific responsibility centre are shown in performance
reports. The performance reportsattempt to compare actua resultswith goalsor
budgets. They aredesigned to highlight both efficient and inefficient performance
and identify aproblem that demandsaspecia report.

Performance reports must be designed to satisfy the requirements of a
particular environment, however, ingenerd certainrelevant criteriafor their design
and application can beframed. Thus, performancereports should be:2

- formulatedinrelationto organizationd structure;
designed to satisfy the principle of management by exception;
repetitiveand should cover short periods;
specified, smpleand understandable;
prompt and prepared regularly;
- factual and correct; and
suitableto meet therequirement of principle user.

Planning Reports

Planning reports contain the objectives and goal s of the enterprise. Such reports
serve asstandards against which actual resultscan bemeasured. The best example
of such reportscan be budgets. Theplanning reportsare not much popular among
busnessfirms.

Control Reports

Control reportsserve asacontrolling deviceto control different activitiesof an
enterprise. Such reportstake variousformsand reach every management level.
They range from records of routine transactions, through many levels of
summarization and anaysi sto comparativeand eva uativereports. Control reports
reflect the deviation between budgeted and actua performance,

Formal Reports

Formal reports are designed as per the official format of the enterprise. The
collection and analysisof dataare madestrictly as per the norms established for
the purpose by the management. In the reporting of the data, formal reporting
channelsof theorganization are engaged.

Informal Reports

Reportsthat do not contain official documentsarereferred to asinformal reports.
Informal reportinginvolvesora reporting or reporting through the use of notesor
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memorandum. Thissystem of reporting paysno attention to theformal reporting
system but patternsitself moreto the particular needs at hand.

Modes of Reporting

The following modes of reporting are commonly used by business firms for
managerid reporting:
- Written statements
o Formd financid statements
0 Tabulated statistics
- Graphic/Diagrammatic presentation
0 Charteredfigures
o Diagramsand picture
- Ora Reporting
o Group conferences
0 Conversationwithindividuas

Report Format

Theformat differsfrom report to report depending upon the nature, type and
scope of report. However, the basic elementsin thereport format are:

Title Page Title page of the report tells the reader the subject studied, who
conducted the study, and for whom the report was prepared. Thetitle must be
brief, catchy, and at the sametime, state the topic of the study. If thereport is
confidentid, it must beindicated onthecover pagewith thenamesof theexecutives
who areto receiveacopy of thereport, if it isintended for limited circulation.

Preface The prefacefollowsatitle page. The users of managerial report usualy
requireashort summary of theinformation at thetop of thereport whichiscovered
under the head preface. It containsessentid information like purpose, objectives
and methodsin outlinewith condensed recommendationsand conclusions. Thispart
of thereport providesexecutivesan opportunity to know theessential sof thereport.

Tableof Contents Thispart of the proposed format statesthemain divisonsand
sub-divisionsof thereport and the corresponding page number. For specid reports,
it may dsoincludealist of tablesand figures and the pages on which they can be
located.

Text It containsthe report message. It explains acomplete set of information
about thebus nessaffair. Thetext hasdirect impact on themanagement action. It
explainsindetail theideas presentedin theheadline. In addition, pictures, charts
and tablesare used to makethetext of thereport meaningful.

Appendix Theappendix normally precedesthetext of thereports. Thispart covers
theessentid information considered redundant or too technica inthetext section
of thereport.
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Managerial reporting by exception is a means of using the familiar principle—
management by exception, by concentrating attention onthesignificant exceptions
to planned results. Thisisanincreasingly popular techniquethat can be used by NOTES
any company but tendsto have specid advantagesin companiesthat useeectronic
dataprocessing (EDP) for reporting and control . Under exceptionreporting review,
all the available data are performed by employees at a lower level and the
exceptionsarenoted by them for the attention of the management. Thissystem of
reporting hasthefollowing purposesand objectives:

- diminateirrd evant information fromreports;
- keep themanagement informed about the unexpected trends; and

- cdl theattention of higher management to such businessareaswhich cannot
beimproved at lower levels.

A proper system of exception reporting differsfrom conventiona reporting
not only in content but d sointiming. Thereisno fixed schedulefor the preparation
of theexception reports. Instead, it seeksto alert the management of significant
development as soon asthey take place, regardless of how littletime has €l apsed
sincethelast report.

Managerial Reportsand their Control

During past few years a huge change is observed in business data, economic
conditions and organi zational environment. Consequently, additional reportsare
required for continuous eval uation which resultsin anincreased cost of report
preparation, lessening itsutilization dueto complexity and duplication of various
reports.

Further, businessgtatisticsin recent yearsreved that therehasbeen significant
increaseinreporting costs of thefirmsas compared to the benefitsarising fromthe
actionstaken onthebasisof contentsof thereports. A modest percentagereduction
in reporting costs can have a significant effect upon a company’s profit. Therefore,
itistheresponsibility of amanagement accountant to identify the areas of cost
reductionin reporting.

Perhapsthefirst stepin cutting cost isto review each report and ask how
much of it or if any of it is really needed. In other words, does the report’s
contribution to profit exceed the cost of preparation? The next question about
eachreport iswhether al executivesreceivingthisreport really need it or whether
the number of copiescould bereduced. Indirect termsthereisthe cost of extra
copiesand filing space and effort to be saved. Indirectly, the company can save by
cutting thetimean executive spendsreading reportsnot pertaining to hisfunctions.
Anunscientificbut rather effectiveway of finding whether anexecutiveredly needs
aparticular report isto continueto produce the report but stop sendingitto him
for awhileand seeif hecomplains. Certain reportsare based on tradition more
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provide adefense againgt possiblecriticism, rather than for constructiveaction. It
isnot possibleto say that all reports based primarily on tradition or defensive
motives can bediminated. But thereiscertainly much opportunity inthisareafor

NOTES appropriate cost cutting by astrong minded and objectiveindividual. All above-
menti oned measures can be put to action with thehelp of “Master Report Control

Schedule’ which attemptsto anayse and compare essential el ementsof thedifferent

reports. TheMaster Report Control Schedulemay consist of thefollowing dements:

- Brief description of thereport;

- Number of copiesprepared;

- Preparation procedure;

- Purposeof report;

- Nameof executivesto whom report isto becircul ated;
- Theretention period;

- Frequency of thereport; and

- Cost of thereport.

Further Master Report Control Scheduleattemptsto find answerstothefollowing
questions:

- Isthisreport necessary?

- Canit be condensed and combined with other reports?

- Are all data pertinent and relevant to the report’s purpose and use?
- Isthereport being successfully used in making decisons?

Check Your Progress

4. How isreporting different from communication?
5. What are control reports?
6. What happensunder the exception reporting review?

2.5 ANSWERS TO CHECK YOUR PROGRESS
QUESTIONS

1. Margina costingisthereporting system that va uesinventory and cost of
saesat itsmanufacturing variablecost.

2. Statistical analysisingenera and sampling theory in particular provides
management accountants a scientific method to draw reliableand valid
conclusionsabout the properties of an entire popul ation by studyingonly a
chosen sampleof the population.
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3. Lifecycle costing isacosting approach that considersthe sum of all the  Installation of Management
Accounting System

costsassociated which aproject duringitsoperational life.

4. Although theremay befew characteristics common between reporting and

communication, yet they vary bothin nature and scope. Reportingisupward
feature whereas communication isboth upward and downward.

5. Control reportsserveasacontrolling deviceto control different activitiesof

anenterprise. Such reportstake variousformsand reach every management
levd.

6. Under exception reporting review, all theavailable dataare performed by

employeesat alower level and the exceptionsare noted by them for the
attention of themanagement.

2.6

SUMMARY

- Management accounting, though asystem of accounting for internal use

can play asgnificant rolein thefunctioning of an organization. Someof the
stepsinvolved include creation of an organization manua, recruitment of
requisitestaff, classfication of accounts, setting up of accountsfor budgetary
control, standard costing, etc.

- Thefollowing arethetool s and techniques of management accounting:

financia planning, analyssof financid statement, cost accounting, standard
cogting, margina cogting, budgetary contral, fundsflow andys's, management
reporting and statistical anaysis, etc.

- Theemerging toolsof management accountinginclude TOM, JIT, business

process reengineering, life cycle costing, theory of constraints, balanced
scorecard, vauechain analysis, etc.

- Management reporting congtitutes an essentiad e ement of acomprehensive

bus ness planning and control system.

- Management reporting isthat part of management control systemwhich

providesadequate bus nessinformation to variouslevel sof management in
theform of reportsand statement at regular intervals.

- A managerid report isavehiclefor carrying information to different levels

of management intheorganization.

- Thefollowing broad classification of reportsiscommonly used in actual

practice: externd, internal, planning, control, formal and informa reports.

- Thebasicdementsof areport includeatitlepage, preface, tableof contents,

text, and appendix.
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2.7 KEY WORDS

- Financial planning: Itistheprocessof decidinginadvancethefinancia
objectives, policiesand procedures.

- Standard costs: It refersto the predetermined targets against which actual
resultsare eval uated.

- Management reporting: It refersto the process of supplying adequate
information to the management.

2.8 SELF ASSESSMENT QUESTIONS AND
EXERCISES

Short-Answer Questions
1. What are the steps involved in the installation of a good management
accounting system?
Writeashort note on thetool sof management accounting.
What isthe significance of management reporting?
What arethedifferent modes of reporting?
Briefly explain areport format.
6. What ismanageria reporting by exception?

a s~ WD

Long-Answer Questions

1. Describetheemerging toolsof management accounting.

2. Discussthe principlesof agood management reporting system.
3. Explaintheclassfication of management reports.

4. Examinemanageria reportsand their contral.

29 FURTHER READINGS

Sahaf, M. A. 2013. Management Accounting: Principles and Practice, 3rd
edition. New Ddhi: Vikas PublishingHouse.

Arora, M. N. 2012. A Textbook of Cost and Management Accounting, 10th
edition. New Dehi: VikasPublishing House.

Maheshwari, S. N., Suneel K. and Sharad K. 2018. A Textbook of Accounting
for Management, 4th edition. New Delhi: Vikas Publishing House.



Introduction to Financial

BLOCK - 11 Satement Analysis
FINANCIAL ANALYSIS

NOTES

UNIT 3 INTRODUCTION TO
FINANCIAL STATEMENT
ANALYSIS

Sructure

3.0 Introduction

3.1 Objectives
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3.0 INTRODUCTION

The fundamental, clear and definite understanding of financial statementsis
recognized as a prerequisite for an accurate, complete and relevant financial
decision. However, this does not mean that decision makers like a business
executive, commercial or investment banker, or investor, specul ator, business
counsellor, mercantile creditman, or financid analyst need to master themselvesin
the preparation of these statements. Infact, qualified financia accountantscapable
of preparing such statements are availablea most everywhereintheworld. But
the unchallenged ability to interpret thesefinancial statementsintelligently and
accurately areessential to understand thefinancia statusand performanceof a
business. Inthisunit, youwill beintroduced to the concept of financid statements
andfinancid satement andyss.

3.1 OBJECTIVES

After going throughthisunit, you will beableto:
- Describethenatureof financia statements
- Discussthelimitationsof financid statements
- Explainthestepsinvolvedinfinancia statement analysis
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- Examinetheabjectivesand importance of financid statement analysis
- Assessthepartiesinterested infinancial statement analysis

3.2 NATURE AND LIMITATIONS OF FINANCIAL
STATEMENTS

Financial statements enabl e areader not only to measure businessresults of an
organi zation but al so to assessitsfinancial position; hence, they are generally
predictive by nature. Such statements contain not only sufficient but also valuable
informati on about the organi zation that woul d hel p managersin decision making.
Thenaureof financid satementswasadmirably summarized ontraditiona grounds
anumber of yearsago by theAmerican Institute of Certified Public Accountants,
1936 inthefollowinglines: Financial statementsare prepared for the pur poses
of presenting a periodical review or report by the management and deal with
the status of the investment in the business and the results achieved during
the period under review.

Thus, financid statementsarereporting insrumentsthat provideasummary
of the accounting data of an organization’s business pertaining to a specific
accounting period. Theobjectivesof such statementsare summarized below:

To measure an organization’s business results and assess its financial
position;

To present trueand fair view of thebusiness;

Torevea implicationsof operating profit onthefinancia positionof a
concern;

To providesufficient and rd evant financid informationto variousparties
interested infinancid statement anaysis, and

To serveasthe basisfor future planning and strategy.

Generally, financial statementsrefer to at least two statementswhich an
organization prepares at theend of agiven period of time. These statementsare:

Profit and | oss accounts; and
Baanceshedt

In additionto the above-mentioned statements, many organizetionsprepare
the following two financial statementsin order to strengthen the accounting
information system:

Profit and LossAppropriation Account An account that showsthe
distribution of profitisknown asprofit andlossappropriation account.
Generdly thisaccount hasthesameformat, i.e, “T’ form, asis followed



in caseof profit andlossaccount. Thecurrent profit of thebusiness(that ! ”trodlg;?ef:rsni\fgj‘cﬁ
istransferred from profit and loss account) a ong with the balance of Y
profit, if any, of thepreviousyear gppear onthecredit sdeof theaccount.

The debit side of the account shows appropriation transactionslike

dividend, incometax, generd reserve, etc. A specimen of thisaccountis NOTES
givenbeow:

Profit and L ossAppropriation Account

4 3
Proposcd dividend xxx | Balance at XXX
Provision for income-tax XXX Profit (Transferred from P&L A/c) XXX
General reserve XXX
Balance ¢/d XXX
XXXX XXXX

Statement of Changes in Financial Position The statement of
changes in financial position, often referred to as ‘Funds Flow Statement”,
providesinformation about theflow of fund (working capita) duringa
particular period. It a so providesinformation about thefinancial and
investing activitiesof abusiness enterprise. Such astatement explains
the cause of changeinthefinancia position (balance sheet) fromthe
beginning of theperiod to theend of the period.

Sincethestudents need to possessknowl edge about the natureand Structure
of profit and loss account and bal ance sheet beforethey analyse such statements
for agiven purpose, inthissection of thisunit an attempt hasbeen madeinthis
direction.

Profit and L oss Account

Profit andloss account reportstheresults of business activitiesfor an accounting
period. Such an account not only reved sthedetails of theincomeand expenditure
of abusinessorganization over aperiod of timebut a so comparethem with each
other with an objectiveto find the deviation which representstheamount of profit
or lossfor the period. If income exceeds expenditurethe differenceiscalled net
profit and in case expenditure exceedsincome, thedifferenceiscalled net loss.
Dataconcerning sales, cost of goods sold, returnsand all owances, selling and
distribution expensesand net incomearenormally presented inthe profit and loss
account. The profit and lossaccount sometimesis called income statement or
the operating statement.

Thereisno specific proformafor the preparation of profit and lossaccount.
However, the proformagiven bel ow iscommonly used for thispurpose:
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ESS BEE Company Ltd.
Profit and L ossAccount
(for the period ended ........ )

Dr. Cr.

Particulars Amount | Particulars Amount
T T

To Purchases XXX By Sales XXX
To Carriage XXX By Discount reccived XXX
To Establishments XXX By Interest received XXX
To Salarics and wages XXX By Commission XXX
To Insurance XXX By Income on investment XXX
To Printing & Stationery XXX
To Advertising XXX
To Distribution Charges XXX
To Discount XXX
To Audit Fee XXX
To Repairs XXX
To Depreciation XXX
To Provision or Reserves XXX
To Rent XXX
To Net profit XXX

(transferred to Capital account) XXXX XXXX

Theabove-given proformaof profit and lossiscommonly used by Indian
organizations. The nameof the concern and thetime period for which theaccount
isprepared iswritten at thetop of the account. Thebody of theaccount contains
detail sabout incomes and expenditures of the concernfor thespecific period. An
accounting system consisting of accounting conceptsand principlesisusedto
identify, recognizeand measure such incomesand expenditures.

Asisevident from the above-mentioned proforma, profit and lossaccount
is divided into two major categories—the left-hand side known as debit sdeand
right-hand side called as credit side. The profit and loss account isnominal in
character, therefore, all expendituresare debited and al incomesare credited.
However, expenditureincurred for the future commonly known as unexpired
costs (assets) likebuilding, plant and machinery costs, land or investmentsare not
reported intheprofit and loss account. Thisrevea sthat only expired costsrel ated
tothecurrent period like cost of goods sold, sdlaries, rent, and soonareshownin
profit and loss account. In the same way, expenses related to the past periods
haveto beexcluded from the profit and loss account. The sameprocedureisa so
applied to incomes. Accordingly, incomes received in advance and incomes
received in respect of past periodsare not included in the computation of profit
for thecurrent period, and therefore, are not shown in the profit and loss account.

Sincetheprofit and | oss account recordstransactionson thebasisof accrua
method, outstanding or accrued expensesandincomesrelating to the current period
but not yet paid or received areto bereported in profit and loss account.



Balance Sheet Introduction to Financial
Statement Analysis

Theprofit and lossaccount discussed above depictstheincome and expenditure
for agpecific accounting period, but it fail sto indicatethe position of theorganization
intermsof itsassetsand ligbilities. To present such aninformation, an accounting NOTES
framework isrequired whichisknown asthe balance sheet. Thebaancesheetis
astatement of thefinancial position of an enterprise as at agiven date which
exhibitsitsassets, liabilities, capital, reservesand other account balancesat their
respective book values (ICAI, 1983).

Thus, balancesheet isastatement which disclosesthefinancial statusof an
organization consisting of the values assigned to its assets, liabilities, and owner’s
equity, at aspecifictime. It containstwo sides, viz., liabilitiesand assets.

Liabilitiesdenote theamount which abusiness owesto otherson different
accounts. It representsclaimsof creditorsand equity of theowners. Theliabilities
areusualy dividedinto threemaor categories:

Current liabilitiesrepresent short-term financia obligationswhichare
expected to be paid within the coming year or the normal operating
cycle. Sundry creditors, bills payable and outstanding expensesarethe
best examplesof suchliabilities.

Long-termliabilitiesareliabilitiesthat are not expected to berepaid
withinthecoming year but areof thelong-term nature. Thus, itincludes
debtsnot falling due until more than ayear from the balance sheet date.

Owner’s equity representstheamount of liabilitiesfor which ownersof
a business have claim. It includes share capital and accumulated
resources.

Assets are the material things or possessions or properties of business
including theamount dueto it from others. Assetsareusually classifiedintothree
Mg or categories:

Current assetsrepresent cash plusthose assetsthat are expected to be
converted into cash or consumed during the year or normal operating
cycle, eg., stock, sundry debtors, billsreceivable, etc.

Fixed asssetsare those assetswhich areto be used in business operation
over arelatively long period of time. Such assets are incidental to
production such asland and building, plant and machinery, furnitureand
fittings, etc.

Intangible assetsa so known asfictitious assets are not represented by
any tangible possession or property. They aredebit balancesof certain
accountswhich are not yet written off such as preliminary expenses,
patents, goodwill, etc.

Thus, theliabilitiess de show sourceswherefrom fundswereobtaned while
assets s de describesthe way inwhich thefundswere utilized.
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For aclear understanding of the balance sheet, one must bewell versed
with the concept of businessentity which saysbusinesshasgotitsownindividudity
asdistinguished from those personswho own, control or otherwiseare associated
withthe busi ness. Such aconcept advocatesthat theorganizationisliableto those
who have advanced money to it, that is, itsliabilitiesare the sums owed by the
businesstotheinternal parties(owners) and externa parties (creditors) who had
advanced money toit. Similarly, its assetswould represent the properties and
services owned or brought by the businesswith the funds advanced. Thus, the
bal ance sheet isarepresentation of the accounting equation*:

Assets=Liabilities+ Capita
A proformaof the bal ance sheet isgiven below:

ESS BEE Co. Ltd.
Balance Sheetason ...

Liabilities Amount | Assets Amount
? T

Capital Fixed Assets

Issucd capital XXX Land XXX

Retained profits XXX Building XXX

Owner'’s Equity XXXX Machinery XXX

Loans XXX Current Assets

Trade Creditors XXX Stock XXX

Overdraft XXX Debtors XXX

Taxation XXX Cash XXX
XXXX XXXX

Limitations of Financial Satements

Fnancid satementssuffer fromthefollowinglimitations:

- Sincefinancid satementsarehistorica innature, they containfinancia data

about the past and fail to reflect onthefuture.

- Financid statementsfail tothrow light on non-monetary factsof the business

despitethefact that they play animportant rolein the profitability of the
concern. Factslike competition, conflict, loyalty, etc., directly influencethe
concern’s profitability but cannot be expressed in monetary units, and
therefore, areignoredinfinancia statements.

- Financial statements are prepared for a particular financial period, and

therefore, such statementsare essentialy interimreportswhich do not depict
the exact bus ness position. Such aposition can be only known at thetime
of closure of thebusiness.

- Afinancid gatementisasnearly astheaccountant can makeit so. Therefore,

such statementsareinfluenced by hispersonal judgementswhich definitely
affect thequdity and utility of the statements.



- Financia statementsfailsto reflect thetrueand fair view of thebusinessas
the preparation of the statementsisgoverned by variousaccounting concepts
and conventionswhi ch suffer from many drawbacks. For example, assets
areto berecorded at cost rather than their redlisablevalue which definitely
hidesthereal positionsof theconcern.

Check Your Progress
1. List some of thetransactionswhich are shown on the debit side of the
Profit and LossAppropriation Account.
2. Mention someof the other namesfor the Profit and LossAccount.

3. What are some of the factors which affect a concern’s profitability but
cannot be expressed in monetary units?

3.3 ANALYSIS AND INTERPRETATION OF
FINANCIAL STATEMENTS

Likelinesinthe pam or horoscope, financid statements can bestudied, puzzled
over, and scrutinized (Woelfel, 1980). The analysis of such statementsprovide
valuable information for managerial decisions. Financial statement is—as nearly as
the financial executive can make it so—simply a report of facts. The utility of the
statement doesnot liein theamount of information it containsbut inthe expertise
andtheskill of theanadys to andyseand interpret theinformation in the statement
in order to get the story behind the facts—to read between the lines. Financial
statement does not speak anythinginand of itself. It merdly containsfinancia data
about businessevents. Theuser gains meaningful insightsand conclus ons about
thefirm only through hisown analysisand i nterpretation of theinformationin the
statements (Woelfel, 1908).

Financial statement analysi sinvolvesasystematic and careful examination
of theinformation contained in thefinancia satementswith adefinitepurpose. Itis
a detailed inquiry into financial data to evaluate an organization’s performance,
futurerisksand potentid. It attemptsto determine the significance and meaning of
the businessinformation as depi cted by financial statements so that prospectsfor
futureearnings, ability to pay interest and debt maturities (both current and long-
term) and profitability of asound dividend policy may beforecast. Accordingto
Myer, 1969 Financid statement analysisislargely a study of rel ationshipsamong
the various financial factors in a business, as disclosed by a single set of
statements and study of these factors as shown in a series of statements.

Thus, financia statement analysisisaprocessof andysingthefinancid data
inorder tojudgetheprofitability and financia position of an organization. Itisthe
evauation of theeconomic and financia datapresented inthefinancia statements
for making decisionsand maintaining control .
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Sepsinvolved in Financial Statements Analysis

The processof financid statement anadysiscong stsof thefollowing six steps:
- determination of scopeand objectivesof anaysis,
- sudy of financid statements;
- collection of rlevant information;
- rearrangement of the data;
- anaysisof databy anaytica techniques; and

- interpretation, presentation and preparation of reports.

Objectives and Importance of Financial Analysis

Financia statement anadysisperformstheessentia function of converting mass
datainto useful information. Such andysed financid information servesmany and
varied purposes, as described below:

1.

Judgingprofitability:  Profitabilityisameasureof theefficiency and success
of abusinessenterprise. A company which earnsprofitsat ahigher rateis
definitely cong dered agood company by the potentid investors. The potentia
investorsanaysethefinancid satementstojudgetheprofitability and earning
capacity of acompany so asto decide whether to invest in acompany or
not.

Judgingliquidity: Liquidity of abusnessreferstoitsability to pay off its
short-termliabilities, whenthey becomedue. Short-term creditors, liketrade
creditorsand bankers, make an assessment of liquidity beforegranting credit
tothe company.

Judging solvency: Solvency referstotheability of acompany to meet its
long-term debts. Long-term creditors, like debenture-holdersand financia
institutions, judgethe solvency of acompany beforeany lending decisions.
They analyse company’s profitability over anumber of years and its ability
to generate sufficient cash to be ableto repay their clams.

Judgingtheefficiency of management: Performanceand efficiency of
management of acompany can beeasily judged by analysing itsfinancia
statements. Profitability of acompany is not the only measure of company’s
managerial efficiency. There are a number of other ways to judge the
operational efficiency of management. Financia anaysistellswhether the
resources of the business are being used in the most effective and
efficent way.

I nter-firm comparison: A comparative study of financial and operating
efficiency of different firmsispossibleonly after proper anaysisof their
financial statements. For thispurpose, itisa so necessary that thefinancia
satementsaremaintained on auniform basisso that financid dataof various
firmsarecomparable.



6. Forecasting and budgeting: Financia analysisisthe starting point for '”trodlgfiton to i\?ﬁa’l‘d?‘
making plansby forecasting and preparing budgets. Anaysisof thefinancia alement Anelysts
statements of the past yearshelpsagreat deal inforecasting for thefuture.

Qualifications of a Financial Analyst NOTES

To bequalified to analysefinancia statements, the analyst should be clear and
familiarwith:

- business systemsand practices,

- purpose, natureand limitation of accounting system of the concern;

- accounting terminology; and

- toolsandtechniquesof anaysis.

Theanaysisand interpretation of afinancia analyst would be more meaningful
and accurate, if he possesses knowledge about thefollowing:

Firm’s Financial History: Financid satementscontaininformationinacondensed
form, therefore, the analyst requires a detailed knowledge about firm’s financial
history in order to draw proper conclusionsfromthefinancia statement analysis.

Depreciation and I nventory Palicies: Theanayst cannot anaysethefinancia
statements in the right perspective unless he is aware of the firm’s accounting
procedure, particularly hemust beclear about depreciation and inventory costing
policiesasinvogueintheorganization.

L ocation and Type of Company: Specificfinancial testsand toolsmay span a
widerangeof acceptability, depending on such festuresasthe geographiclocation
or thetypeof industry inwhich thefirmislocated. The analyst must be aware of
theeffect of location and nature of industry in anadysingfinancid statements.

Non-financial Itemsor Variables: Ananayst should be ableto measure the
impact of nonHfinandd itemsonfinancid performance. Thesevariablesmay include:

- cdlibre, reputation and creetivity of the management;
- publicrdations;

- labour —management; and

- research and development fecilities.

Parties Interested in Financial Satement Analysis

Generally spesking, every segment of thesociety isdirectly or indirectly interested
intheanayssof financid statements. Although every stakeholder isinterestedin
the financial position and operating results of the organization, the primary
information that each seeksto obtain from these statements differsmaterialy,
reflecting the purpose that the statement isto serve. However, itispractically
impossiblethat aset of financia statementswill satisfy the precise needsof each
group. Financial statementsare, therefore, genera purpose statementsintended
to servethevariousneeds of generd stakehol dersas discussed below.
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Ownershavean obviousinterest intheanalysis of financial statementsas
they assumethe primary risk of business by investing their money. Thisgroup
requiresinformeation periodicaly on how their investment isperforming and whether
or not their continued investment in aparticular company isjustified. Theowners,
infact, need periodic reportsto find answers to various questions relating to
profitability and financia position of theorgani zation.

Creditorsareindividuas, agenciesor ingtitutionswho extend credit facilities
toafirm. They areprimarily concerned not only with the safety of their investment
intheborrowing firmbut asoin the prompt recei pt of interest when dueand the
collection of theloan onthescheduledate. Therefore, themoney-lendinginditutions
areinterested in knowing whether afirm that seeksfinancia resourceshasthe
ability tomeet itsobligationsasthey mature. For thispurpose, thelendinginditution
usualy investigatesthe credit standing of thefirm, its past and projected earnings,
and the size of the requested loan in relation to the firm’s financial structure.

Management depends heavily on thefinancial and manageria reportsin
order to formulate company policies, establish organizationd objectives, evduate
company’s performance and its employees, and make other related decisions. In
order to planand control businessoperationsefficiently, functional managersrequire
accurateand current financid informeation pertinent to specificareasof respongbility.
For thispurpose, managers haveto use bothinternal aswell asexternal reports.

Employeesare also interested in the company’s financial position and its
operations. They makefrequent use of availableinformationto gaininsightsinto
such matters asfringe benefits, salary determination and working conditions.
Prospective employees prior to accepting aposition frequently investigate the
company’s past earnings record and other related information that appear in its
financid statements.

Government—central, state and local government agencies—become
increasingly interested intheinterna operationsof businessenterprises. They use
financia statements to ensure that the company is meeting its various legal
obligations.

Financial analystsare expertsin the study of thefinancial information.
Their responsibility isto assembleand examinevolumesof financial information
for useby thar clientsfor investment decision-making purposes.

Ingtitutiond investorssuch asmutud investment companies, banks, insurance
firmsand trustees of large estatesnormally empl oy their own staff for financia
analysis who serve as advisors to the institutions’ management on investment
opportunities.

Investorsinabusinesslearn agreat dedl about acompany fromitsfinancia
statements. Aninvestor would liketo beclear about the natureand prospectus of
investment opportunity offered by aparticular business before he commitshis
money toit. Themost significant agpect of such aninvestigation istheanalysisof
thegrowth potentid of thefirm anditsearning trend ascompared toitscompetitors.



Investorsdesireprimarily abasisfor estimating earning capacity andtherateat  !ntroduction to Financial
which thecapital isutilized. Statement Analysis

Types of Financial Analysis

Themethodsof finandid andlysisaredividedinto different types horizontd, vertic, NOTES
internd and externd.

Horizontal and Vertical Analysis

Inhorizontd andysis, financid dateof two or moreyearsof thecompany ispresented
horizontally inanumber of columnsin comparativeform. Compar ativefinancial
statements and trend percentages are types of horizontal analysis.

Vertical analysiscoversaperiod of only oneyear and anaysisismadeon
thebasisof one set of financial statements. Common sizefinancial statements
and ratio analysisarethetechniquesemployedin vertical anayss.

Internal and External Analysis

Inexternd andys sthe outside partiesincluding thelikes of government agencies,
suppliers, creditors, investors etc. undertake a study based on the reports and
information published by themanagement itself. They haveno accesstointerna
recordsand accounting policies.

Internal andys sisundertaken by themanagement of the company, toandyse
their performancevisavisthe set objectives. Thistypeof anayssisdightly more
reliableasit based ontheinterna policiesand reports.

Check Your Progress
4. What doesafinancia statement analysi sattempt to determine?
5. Whoareinterested injudging theliquidity of afirm?
6. Givesomeexamplesof vertical andysis.

3.4 ANSWERS TO CHECK YOUR PROGRESS
QUESTIONS

1. The debit side of the Profit and Loss Appropriation Account shows
transactionslikedividend, incometax, general reserve, etc.

2. Some of the other names for the Profit and Loss Account are income
statement or the operating statement.

3. Competition, conflict, loyalty, etc., are some of thefactorswhich directly
influence a concern’s profitability but cannot be expressed in monetary units.

4. A financid statement analysis attemptsto determinethesignificanceand
meaning of the busi nessinformation asdepicted by financial statementsso
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that the prospects for future earnings, ability to pay interest and debt
maturitiesand profitability of asound dividend policy may beforecast.

. Short-term creditors, liketrade creditors and bankers, areinterested in

making an assessment of liquidity before granting credit to the company.

. Commonsgzefinancid Satementsandratio andyssareexamplesof verticd

andyss.

3.5

SUMMARY

- Thefundamentd, clear and definiteunderstanding of financid statementsis

recognized asprerequisitefor an accurate, completeand relevant financia
decision.

- Fnancid statementsaretheinstrumenta pandsof abus nesswhich provide

asummary of the accounts of abusinessorganization.

- Anaccount that showsthe distribution of profitisknown asprofit andloss

appropriation accounts.

- Thestatement of changesinfinancia position often referred to asthefunds

flow statement, providesinformation about theflow of fund (working capitdl)
during aparticular period.

- Profit and loss account reports the results of business activities for an

accounting period.

- Balance sheet is a statement which discloses the financial status of the

enterprise, consisting of the values assigned to its assets, liabilitiesand
owner’s equity, at a specific time.

- Fnancid statement analys sinvolvesasystematic and careful examination

of theinformation contained inthefinancia satementswith aspecific purpose.

- Financia statement analysisperformsseverd essentia sfunctionsinclude

judging profitability, liquidity, solvency, efficiency of management, inter-firm
comparison and forecasting and budgeting.

- Various stakeholdersinthefinancia statement analysisinclude owners,

creditors, management, employees, government, financid andydts, investors,
etc.

- Themethodsof financid andyssaredividedinto different types: horizontd,

verticd, internal and externd.

3.6

KEY WORDS

- Financial satements: It refersto thereporting instrumentsthat providea

summary of the accounting data of an organization’s business pertaining to
aspecificaccounting period.



- Profit and L ossappropriation account: Itisanaccount that showsthe
distribution of profit.

Financial statement analysis. Itisaprocessof analysingthefinancia
datainorder tojudgetheprofitability and financid position of an organization.

- Solvency: It refersto the ability of acompany to meet itslong-term debts.

3.7 SELF ASSESSMENT QUESTIONS AND
EXERCISES

Short-Answer Questions

1. Listtheobjectivesof financia statements.

2. What areprofit and | oss gppropriation account and statement of changesin
financid position?

3. What arethelimitationsof financid statements?

4. Ligthegepsinvolvedinfinancid Satementsanayss.

5. Writeashort note onthetypesof financia anaysis.

Long-Answer Questions

1. Describethe preparation of profit and |ossaccount and balance sheet.

2. Examinetheimportancedf financid andyssand thequdification of afinancid
andyd.

3. Discussthepartiesinterestedinfinancia statement andysis.
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4.1 Objectives

4.2 Comparative Statements

4.3 Common Size Statements

4.4 Criticism of Published Accountsand Cost Accounting
45 Answers to Check Your Progress Questions

4.6 Summary

4.7 Key Words

4.8 Self Assessment Questions and Exercises

4.9 Further Readings

4.0 INTRODUCTION

Every company wantsto ensurethat the futureis profitable. For achievingthis
goal, the current financia position aswell asthe past performance needsto be
anaysed. Thiswill helpinfinding out theareas of error, so that they can be dealt
with and there can be somelevel of certainty asto the future decisions being
soundly backed. Financid statement andysishdpswiththiscritica analysisof the
itemsfeaturedinthem. Financia statement analysisiscrucia for themanagement
accountant to help identify relationshi ps between different itemsof thefinancia
statements, so that just conclusions can bearrived at. In the previous unit, you
wereintroduced to the conceptsof financid statementsand thebasicsof financia
gatement andysis. Inthisunit, youwill learn about two such techniquesof financia
statement analysis: comparative satementsand common Sze statements.

41 OBJECTIVES

After going throughthisunit, you will beableto:
- Describethe preparation of comparative statements
- Explainthecommon size statements
- Discussthecriticism of published accountsand cost accounting
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Any financial statement that reports the comparison of data for two or more
consecutive accounting periodsisknown as compar ativefinancial statement.
Commenting on thenatureof comparativefinancid satementsFoulke, 1961 states
that such statementswhich basically revea thefinancial position of the business
aredesigned in such aform asto providetime prospectiveto the consideration of
variousdementsof financial position embodiedin such statements.

Infact, comparativefinancial statements highlight trends and establish
rel ationship between itemsthat appear on the samerow of the statement. Such
statements discl ose changesin theitems of the statement with timein both rupees
and percentage. Each item (such as debtors) on arow for onefiscal periodis
compared with the sameitem in adifferent period. Theanalyst calculatesthe
absolute changes—the difference between the figures of one year and the next—
and a so the percentage changefrom oneyear to thenext, using the earlier year as
the baseyear. Much val uableinformation is obtained from financial statementsin
thismanner. The comparative study helpsan anayst to identify and examinethe
key factors which have affected profitability or the financial position of the
organizetion.

[llustration 4.1 From the following balance sheet of Saher Ltd. prepare a
comparative ba ance sheet and comment onthefinancia position of the concern.

Saher Ltd.
Balance Sheet
Liabilities 2011 2012 Assets 2011 2012
L E 3 T

Equity shares 2.20.,000 2,50,000 | Buildings 1.40,000 1,70,000
Debentures 100,000 1.20,000 | Machinery 1.20,000 150,000
Reserves and surplus 60,000 £0,000 | Furniture 60,000 40.000
Sundry creditors 40.000 25,000 | Sundry debtors 40,000 60,000
Bills payable 35.000 40,000 | Marketing Sccuritics 55.000 30.000
Outstandings 20,000 Stock 40,000 55,000
(Misc. exp) Cash balances 20,000 10,000

4.75.000 5,15.000 475,000 | 5,15.000

Financial Statement Analysis-
Methods and Criticism
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Compar ative Balance Sheet
(As on 31st December, 2011 and 2012)

Particulars 31st December Increase or Increase or
Decrease in Decrease in
2011 2012 Amount Percentage
4 L4 z 7
Assels

A. Curremt Assets

Sundry debtors 40,000 60,000 + 20,000 +50.00
Marketable sccuritics 55,000 30,000 25,000 4545
Stock 40,000 55.000 + 15,000 +37.50
Cash balances 20,000 10.000 10,000 - 50.00
Total (A) 1.55.000 1,55,000

B. Fixed Assets
Buildings 140,000 1.70,000 = 30,000 +21.43
Machincry 1,20,000 1,50,000 + 30,000 +25.00
Furniture 60,000 40.000 - 20,000 -33.33
Total (B) 3,20,000 3,60,000 + 40,000 +12.50
Total Asscts (A + B) 4,75,000 5,15.000 40,000 842

Liabilities

C. Current Liabilities
Sundry creditors 40,000 25,000 - 15,000 -37.50
Bills payable 35,000 40.000 + 5,000 +14.29
Outstanding (Misc. cxp) 20,000 - — 20,000 - 100.00
Total (C) 95,000 63,000 — 30,000 —-31.58

D. Long-term Liahilities
Equity shares 2.20,000 2.50,000 + 30,000 +13.64
Debenture 100,000 1,20.000 +20.000 +20.00
Reserves and surplus 60,000 80.000 + 20,000 +33.33
Total (D) 3,80,000 4,50,000 + 70,000 +18.42
Total Liabilitics (C + D) 4,75.000 515,000 +40.000 +842

I nterpretation

Theandysisof theabove comparative ba ance sheet (seelllustration 4.1) reveds
that the monetary balancein each account hasincreased between theend of 2011
and 2012 with an exception of marketabl e securities, cash balances, furniture,
sundry creditorsand outstanding. Thesgnificant changeswhich haveoccurredin
specific balance sheet accounts during thetwo-year period are:

Thereis50 per cent increasein sundry debtors, 37.5 per cent increasein
stock, 45.45 per cent decrease in marketable securities and 50 per cent
decreasein cash baances. Slower paying customersand/or dower moving
merchandise might beresponsi blefor the changes.



- There has been no changein theamount of current assets during thetwo Finami&' j]atg'mné é”f’i!ys&
periodsbut current liabilities have decreased by 31.58 per cent. Thischange odsandniticism
has contributed to theliquidity of thecompany.

- Therehasbeenincreasein share capital and debentures by 13.64 per cent
and 20 per cent, respectively. All thismight be dueto freshissueof shares
and debentures.

- Theincreaseinfixed assetsduring thetwo periods hasbeen 12.5 per cent.
Theincreaseinfixed assetsdoesnot sound financidly sound when compared
with theamount of current assetsthat has remained constant during the
period under study.

[lustration 4.2 Theincomestatements of aconcern aregivenfor theyearsending
on 31st December, 2011 and 2012. You arerequired to prepare acomparative
income statement and interpret the changes.

NOTES

Income Satementsfor theYear Ending 2011 and 2012

Particulars 2011 2012
4 4

Sales 6.,50,000 7.25.000
Cost of sales 4.25,000 5.00.000
Gross Profit 2.25,000 2,25,000
Operating Expenses:

Selling & Distribution Exp. 60.000 75,000
General Expenses 25.000 40,000
Total Operating Expenses 85.000 1,15.,000
Net profit during the year 1,40,000 1,10,000

Solution

Compar ativel ncome Statement
(for the year ended 31st December, 2011 and 2012)

Particulars 3Ist December Increase or Increase or
Decrease in Decrease in
2011 2012 Amount Percentage
4 T
T T
Net sales 6.50,000 7.25.000 + 75.000 +11.54
Less: Cost of goods sold 425,000 5.00.000 + 75,000 +17.65
Gross Profit 2.25.000 2.25.000

Operating Expenses:

Sclling & distribution cxpenscs 60,000 75,000 + 15,000 +25.00
Genceral Expenses 25,000 40.000 + 15,000 +60.00
Total Operating Expenscs 85.000 1.15.000 + 30,000 +35.29
Opcrating Profit 1.40,000 1.10.000 30,000 2143
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A cursory study of theabove comparativeincome statement (seelllustration 4.2)
revedsthefollowing:

- Thereissignificant changein the operating profit in comparison to other
itemsof theincome statement asit has declined by 21.43 per cent during
the period under study.

- Although the amount of net saleshasincreased by 11.54 per cent during
the period under study yet the cost of goods sold hasincreased by 17.65
per cent that has neutralized the benefit gained from theincreasein sales.
Consequently, theamount of gross profit hasremained constant.

- Theincrease in operating expenses during the period which has been
registered an increase of 35.29 per cent isduetoincreasein selling and
distribution, and genera expenseswhich haveregistered anincreaseof 25
per cent and 60 per cent, respectively during the period.

4.3 COMMON SIZE STATEMENTS

Financial statements that depict financial data in the shape of vertical

percentage are known as common size statements. Since such statements
providethereaderswith avertica analysisof theitemsof profit and lossaccount
and balance shest, thevalues of theitemsare converted into acommon unit by
expressing them as apercentage of akey figurein the statement. Therefore, the
total of financia statement isreduced to 100 and each item of the statement is
shown asacomponent of thewhole. For example, in profit and|oss account, the
value of eachitem isexpressed as a percentage of sales. In the same way, the
assetsand liabilitiescan be shown aspercentage of total assetsandtotd liabilities,
respectively, inacommon-sized bal ance sheet. Sincein common Size statements
each monetary item of thefinancia statement isexpressed as apercentage of the
sumtotal of whichthat itemisapart, such an attempt isreferred to ascommon
szedatement. Consequently, such satementsnot only show there ativesgnificance
of theitemscontained in thefinancia statementsbut al so facilitates comparison.
Common size statements are recogni zed as val uabl e management tool asthey
reved both efficienciesand inefficienciesthat are otherwise difficult toidentify.
However, acommon sizestatement isespecia ly useful when datafor morethan
oneyear are used.

[lustration 4.3 The balance sheets of Shaheen Ltd. aregivenfor theyear 2011
and 2012. Convert them into common-sized balance sheet and interpret the
changes.



Balance Sheet
Liabilities 2011 2012 Assets 2011 2012
T T T L4
Equity share 146,800 | 1.91.000 | Buildings 1.80,000 | 2,00,000
Capital rescrve 50,000 70.000 | Plant and Machincry 40.000 55.000
Revenue reserve and surplus 20,000 30,000 | Furniturc 10,000 20,000
Trade creditors 30.000 40,000 | Frechold Property 20,000 12.000
Bills payable 80,000 60,000 | Goodwill 25.000 30,000
Bank overdraft 90,000 80,000 | Cash balance 25,000 20,000
Provisions 30.000 20,000 | Sundry Dcbtors 30.000 35.000
Inventorics 70.000 57.000
Investment (temporary) 36,500 42,000
Bills receivable 10,300 20,000
4.46.800 4.91.000 4.46,800 4.91.000
Solution
Common-size Balance Sheet
(ason 31st December 2011 and 2012)
2011 2012
Amonunt Percentage Amarnng Percentage
T T
Assets
A, CurrentAssets:
Cash balances 25,000 5.59 20,000 4.07
Sundry debtors 30,000 6.71 35,000 7.13
[nventories 70,000 1567 57,000 11.60
Investments ( Temporary) 36,500 817 42,000 8.5%
Bills receivable 10,300 2.30 20,000 4.08
Total (A) 171,800 3844 1,74, 000 35.45
B. Fived Assets:
Building 1,80,000 4029 2.00,000 40.75
Plant and machinery 40,000 95 55,000 11.20
Furniture 10,000 2.24 200,000 4.07
Freehold proaperty 20,000 448 12,000 2.44
Goodwill 25,000 .60 30,000 6.11
Total (B) 2,75,000 61.56 3,017,000 64.57
Total Assets (A +B) 446,800 100000 4.91,000 100.0D
Liabilities
C. Current Liabifides:
Trade creditors 30,000 6.71 40,000 8.15
Bills payable 80,000 17.91 a0, 000 12.22
Bank overdrafl 90,000 20,14 80,000 16.29
Provisions 30,000 6.71 20,000 4.07
Total (C) 2.,30,000 51.47 200,000 40.73
D. Long-term Liabilities:
Equity share 146,800 3286 1,91,000 38,90
Capital reserve 50,000 11.19 T0,000 14.26
Revenue reserve and sarplus 20,000 4.4% 30,000 611
Total (D) 2,16.800 48.53 2.91,000 59.27
Total Liabilities (C + D) 4 46, 800 10000 4.91,C00 100.C0

Financial Statement Analysis-

Methods and Criticism
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- Thestudy of the above common size balance sheet (seelllustration 4.3)

shows that 61.56 per cent of the total assetsin 2011 were fixed. This
percentageincreased to 64.57 per centin 2012. If the organization requires
considerable investment in fixed assets, these percentages might be
acceptable. However, if the organi zation needsliquid assets, theinterested
parties might have cause to be concerned about the decreasing trend of

liuicity.

- There has been a major shift from the use of creditors’ provided funds to

the use of owner’s equity funds. In 2011, external equity (current liabilities)
and owner’s equity (long-term liabilities) accounted for 51.47 per cent and
48.53 per cent, respectively, of thetotal equities. In2012, these percentages
changed to 40.73 per cent for external equities and 59.27 per cent for
owners’ equity. These changes indicate that the organization has used more
internal sourcesthan external sourcesin the generation of fundsfor the
businessduring the period under study.

- Theorganization hasnot only succeeded in reducingitscurrent ligbilities

from 51.47 per cent in 2011 to 40.73 per cent in 2012 of their respective
total equitiesbut it hasalso increased the percentage of itsrevenuereserve
and surplusfrom 4.48 per cent in 2011 to 6.11 per cent in 2012 of their
respectivetota equities.

[lustration 4.4 From the income statement given below, you are required to
prepareacommon-sized Income Statement.

Income Statements
(for theyear ending 31st Dec, 2011 & 2012)

Particulars 2011 2012
T T

Sales 1, 40,000 1.65.000
Less: Cost of goods sold 85,000 105,000
Gross Profit 55.000 60,000
Operating Expenses:

Selling & Distribution expenses 12,000 16.000
Administrative expenses 10,000 11.000
Total Operating Expenses 22,000 27,000
Net income before tax 33,000 33.000
Income-tax (40%) 13.200 13.200
Net Income 19.800 19,800




Solution Financial Statement Analysis-
Methodsand Criticism

Common Sizel ncome Satement
(for the year ending 2011 and 2012)

Particulars 2011 2012 NOTES
Amount Percentage Amount Percentage
T 4
Sales 1.40,000 100.00 165,000 100.00
Less: Cost of sales £5.000 60.72 1,035,000 63.63
Gross Profit 55,000 319.28 60,000 36.37

Operating Expenses:

Sclling & distribution cxpenscs 12,000 8.57 16,000 9.70
Administrative cxpenscs 10.000 7.14 11.000 6.67
Total Operating Expenscs 22,000 15.71 27,000 16.37
Net Income before tax 33.000 23.57 33.000 20.00
Income-tax (40%) 13,200 942 13,200 8.00
Net Income after tax 19.800 14.15 19.800 12.00

I nterpretation

Thestudy of the above-mentioned common sizeincome statement (seelllustration
4.4) revedsthefollowing facts:

- Out of every rupee of sales60.72 per centin 2011 and 63.63 per centin
2012 accounted for cost of goods sold.

- The percentage ratio of gross profit to saleswas 39.28 per cent in 2011
and the samewas reduced to 36.37 per cent in 2012.

- Theoperating expensesincreased from 15.71 per cent of salesin 2011 to
16.37 per centin 2012. All thisreduced the percentageratio of netincome
after tax to salesfrom 14.15 per cent in 2011 to 12 per cent in 2012.

Inthe ultimateanalysis, it can be concluded that the operating efficiency of the
organi zation has not been satisfactory during the period under study.

Compar ative Satement Ver sus Common Size Satement

Although both statementsaimsto hel p managersin decision making yet they differ
bothintermsof format and gpproach. Themgor differsbetweenthetwo satements
aresummarizedin Table4.1.
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Financial Statement Analysis- Table4.1 Comparison of Comparative Statement and Common Size Statement
Methodsand Criticism

Areas of Comparison Comparative Statement Common-size Statement
Approach = Discloscs changes in the items of a ~ « Converts items of a financial
financial statement over time in both  statement to a common unit by
NOTES , ’
rupecs and percentage form. expressing them as a percentage of a

key figure in the statcment.

Type of Analysis * Since it studics the same item * As the study involves a single
rclated to two consccutive periods, it financial period. it is known as
is recognized as horizontal analysis. vertical analysis.

Popularity = Highly popular among the business  * Few firms prefer to use this analysis;
firms. hence, it has limited application.

Requirements * (Calls for the financial statements * Neceds financial statements of a
related to two consccutive financial single financial period.
periods.

Significance of Items + Fails to indicate the significance of  « Highlights the significance of cach
an item of a financial statcment as item of a financial statcment as a
a component of a key figure in the component of a key figure in the
statement, statement.

44 CRITICISM OF PUBLISHED ACCOUNTS AND
COST ACCOUNTING

Published accountsrefer to thefina accounts of the company which areaudited
and then published or sent to thekey stakehol ders. Even though, you have already
learnt about the limitations of financial statements in the previous unit, let’s briefly
recapitulatethecriticismagaindit:
Itisprovidedinasummary form, whichisto say inasinglesnapshot. This
isnot particularly useful asit givesvery lessinformation. If the stakehol der
doeswant degper information or conduct abetter andysis, he/shewill require
additional data.

It iscalled backward looking sinceit is historical information. Unlike
management accounts, the published accounts do not present information
whichisuseful for predicting futuretrends.

It presentsinformation, whichisonly financial in nature, i.e., in monetary
form. Crucia non-financial indicatorslike customer service, skill level of
the staff, etc. arenot reveal ed.

Human aspect whichisin theform of human resourceisnot mentionedin
the published accounts. Thesearethetrue source of information about the
well-being of the company and itsoperations.

Information provided is not too detailed as it might be of use to the
competition, this means, critical indicators of the company’s workings are
not availablefor andyss.
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or window dressing’ to manipulate the data and present a favourable picture
and thereforetheseare not singularly reliablefor gauging the performance
of thecompany.

Check Your Progress

1. Inwhichform do comparative statementsdisclose changein theitems of
thestatement with time?

2. Why are common si ze statements recogni zed as val uable management
tool?

3. Whichout of thetwo techniquesof financid statementsarepopular anong
businessfirms?

45 ANSWERS TO CHECK YOUR PROGRESS
QUESTIONS

1. Thecomparative statementsdisclose changesin theitemsof the statement
with timein both rupees and percentages.

2. Common size statementsare recognized as val uable management tool as
they reved both efficienciesandinefficienciesthat are otherwisedifficult to
identify.

3. Comparative statementsarethetechniques of financia statementswhich
arehighly popular among businessfirms.

46 SUMMARY

- Anyfinancid stlatement that reportsthe comparison of datafor two or more

consecutive accounting periodsisknown ascomparativefinancid statement.

- Comparativefinancid statementshighlight trendsand establish rel ationship

between itemsthat appear on the samerow of the statement.

- The comparative study helpsan andyst to identify and examinethe key

factorswhich have affected profitability or thefinancial position of the
organization.

- Financia statements that depict financial datain the shape of vertical

percentage are known ascommon size statements.

- Common szegatementsnot only show there aivesgnificance of theitems

contained inthefinancid statementsbut al so facilitates comparison.

- A common size statement isespecialy useful when datafor morethan one

year are used.

- There are chances that companies use what is known as ‘creative accounting Financial Statement Analysis-

Methods and Criticism

NOTES
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4.7 KEY WORDS

- Comparativefinancial statement: It refersto any financial statement

that reportsthe comparison of datafor two or more consecutive accounting
periods.

- Horizontal analysis: Itisatypeof financid analysisinwhichfinancid date

of two or moreyearsof thecompany ispresented horizontally in anumber
of columnsin comparativeform.

- Common sizestatement: Itisafinancial statement that depictsfinancia

datainthe shapeof vertical percentage.

- Vertical analysis. Itisatypeof financia anaysswhich coversaperiod of

only one year and analysisis made on the basis of one set of financial

satements.

4.8 SELF ASSESSMENT QUESTIONS AND
EXERCISES

Short-Answer Questions

1. Writeashort noteon comparativefinancia statements.

2. Comparecomparativefinancid statementswith common sizebaanceshedt.

3. How are common size statements prepared?

Long-Answer Questions

1. Thefollowing arethe bal ance sheetsof aconcern ason 31st December,

2011 and 2012.
Liabilities 2011 2012 Assets 2011 2012
T 4 L § T

Sundry creditors 55.000 83.000 | Cash 25,000 18,000
Bills payable 20.000 16,000 | Sundry debtors 1.60.000 | 2.00,000
Provision for taxation 40,000 50,000 | Bills reccivable 20,000 30,000
Proposed dividend 42,000 50,000 | Stock in trade 77,000 | 1.09.000
6% Dcbenturcs 1.50,000 | 1.00.000 | Machincry 80,000 | 2.00.000
General reserve 40,000 70,000 | Building 2.00.,000 1.70.000
Profit and loss A/c 30,000 48,000 | Goodwill 1.15.000 90,000
Capital 3,00,000 | 4,00,000

Total 6.77.000 | 8.17.000 6,77,000 | £.17.000




Prepare acomparative bal ance sheet of the concern and study itsfinancial Financial Statement Analysis-
posi tion. Methods and Criticism

2. Fromthefollowinginformation prepareacomparative statement and make

brief comments NOTES

Income Satements
(for the year ended 31st March 2011 and 2012)

Particulars 2011 2012
L4 T

Sales 2.80.000 3.10.000
Less: Cost of goods sold 1.92,000 2,22,000
Gross Profit 88.000 88,000
Less: Administrative expenscs 15,000 12,000

Sclling & distribution expenscs 18.000 18.000
Total Operating Expenscs 33,000 30,000
Net income before tax 55,000 58,000
Less: Tax (40%) 22,000 23.200
Net Income after Tax 33,000 34,800

3. Convert thefollowing ba ance sheetsinto common size balance sheet and
makebrief comments
Balance Sheets

(ason 31st March 2011 and 2012)

Liabilities 2011 2012 Assets 2011 2012
4 4 4 T

Share capital 500,000 | 6.50,000 | Machincry 2,80,000 | 3.20.000
6% Debentures 340,000 | 2,00,000 | Building 3.50.000 | 3.50,000
Sundry creditors 1.60.000 67,000 | Investment 240000 | 2.65.000
Provision for doubtful debts 4.500 3.000 | Goodwill 70,000 55,000
Profit & loss A/c 75,500 | 1,65,000 | Bank balance 40,000 30,000
Imventory 60,000 40,000
Bills reccivable 40,000 25,000
10.80.000 | 10.85,000 10,80.000 | 10.85.000

Following income statements of abusinessaregiven for theyearsending
31st December, 2011 and 2012. Prepare acommon size statement and
make commentsonthebusinessresults.
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(for theyearsending on 31st Dec, 2011 and 2012)

Particulars 2011 2012
NOTES M
Gross sales 7.20.000 8.40.000
Sales returns & allowances 40,000 50,000
Net Sales 6.80.000 7.90,000
Cost of goods sold 500000 | 580000
Gross Profit from Sales 180,000 | 2.10.000

Operating Expenscs

Selling Expenses:

Advertising cxpenscs 10,000 12,000
Sales salaries 12,000 16,000
Delivery expenses 7.000 5.000
Depreciation cxpenscs 10.000 16,000
Total Sclling Expenses 39.000 49,000
General and Administrative Expenses:
Office salarics 50,000 75,000
Insurance 20,000 35,000
Depreciation 5.000 16,000
Bad debts 3.000 12,000
Total General and Administrative Expenses TR000 | 138,000
Total Operating Expenses 1.17.000 | 1.87.000
Opcrating Income 63.000 23,000
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Ratio Analysis: Sgnificance

UNIT 5 RATIO ANALYSIS: and Uses
SIGNIFICANCE AND USES

NOTES

Sructure
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5.1 Objectives
5.2 Meaning of RatioAnalysis
521 Objectives
522 Important Managerial uses of Ratio Analysis
5.3 Answers to Check Your Progress Questions
54 Summary
55 Key Words
5.6 Self Assessment Questions and Exercises
5.7 Further Readings

5.0 INTRODUCTION

Thisunit continuesfinancid satement andysisby focusingonfinancid ratios. Ratio
andysisisoneof thepopular toolsof financid statement analysis. Suchanandysis
amstoreducethelargenumber of itemsinvolvedtoardatively small set of reedily
comprehended and economicaly meaningful indicators. However, giventhelarge
number of ratiosavailable, it isdifficult to discern theinter-rel ationships among
them required for acomprehensive understanding of the entity being analysed.
What isrequired isan integrated system of financial ratioswhichwill incorporate
theessentia ratiosand highlight theinter-rel ationshipsamong them.

5.1 OBJECTIVES

After going through thisunit, you will beableto:
- Explanthemeaningof ratioanalysis
- Discusstheobjectivesof ratioanalysis
- Describetheimportant manageria usesof ratioanayss

5.2 MEANING OF RATIO ANALYSIS

Insmplewords, aratio isthequotient formed when one magnitudeisdivided by
another measured inthe same unit. A ratio isdefined astheindicated quotient of
two mathematical expressions and as the relationship between two or more
things. Usualy theratioisstated asapercentage, i.e., distribution expenses might
be stated as 20 per cent of sales. Often, however, theratio isexpressedin units,
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Raéi ?J Analysis: Sgnificance  thus sales might be expressed as 20 timesinventory. Thus, theratio isapure
anarses quantity or number, independent of the measurement units being used.

Afinancia ratioisdefined asarelationship between two variablestaken
fromfinancial statements of a concern. It isamathematical yardstick which
measuresthe rel ationship between two financia figures. Itinvolvesthe breskdown
of theexamined financia report into component partswhich arethenevauatedin
relation to each other and to exogenous standards.

Astheratio represents arel ationship between figures, anumber of ratios
can beformed by taking any two figuresfrom thefinancia statements. However,
such an approach would not fulfill any purpose unlessthe figures chosen are
significantly correlated with each other. Furthermore, many of theratiostendto
deal with different aspects of the samerelationship, and thereislittlepoint in
calculating several ratiosin order to investigate the same point. Experts have
identified someratiosas significant and important sincethey throw considerable
light onthefinancia position of aconcern.

NOTES

I nterpretation of Ratio

Oneof themogt difficult problemsconfronting theanadyst istheinterpretation and
analysisof financid ratios. An adequatefinancial anaysisinvolvesmorethanan
understanding and interpretation of each of theindividud ratios. Furthermore, the
andyst requiresaningght into the meaning of inter-rel ationshipsamong theratios
andfinancial datain the statements. Gaining such aninsight and understanding
requires cons derable experiencein the analysisand interpretation of financial
statements. Moreover, even experienced analyst cannot apply their skill equally
well to analyseand interpret thefinancial statementsof different organizations.
Thecharacteristicsmay differ fromindustry toindustry and fromfirmtofirmwithin
the sameindustry. A ratio that ishigh for one firm at one time may below for
another firmor for thesamefirm at adifferent time. Therefore, theandyst must be
familiar with the characteristics of thefirm of which heisinterpreting thefinal
ratios.

Theanalyst must not undertaketheinterpretation and anaysisof financia
ratiosinisolation from other information. Thefollowing factorsmust be considered
whileandysngthefinancid ratios:

Genera economic condition of thefirm

Risk acceptance

Future expectations

Futureopportunities

Accounting system of theindustry

Analysing and interpretation system used by other firmsintheindustry.

Theanayssandinterpretation of financial ratiosinthelight of the above-
listed factorscan beuseful but the analyst must till rely on skill, insight, and even
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intentionin order tointerpret theratiosand arrive a adecision. Theinterpretation  Ratio Analysis: Sggg(ijcgfg
of theratios can be made by comparing them with:

Previousfigures—trend analysis;
Smilar firms— inter-firm comparisons; NOTES
Targets— individual ratio set to meet the objective.

Trend Analyss Theandys usudly usehistorica standardsfor evaduating
theperformanceof thefirm. Thehistorical Sandardsrepresent thefinancid
ratioscomputed over aperiod of timewhich setsthetrend. Trend andys's
providesenough cluestotheanayst for proper eva uation of thefinancid
ratios. However, the changes in firm’s policies over the period must be
cons dered whileinterpreting ratiosfrom comparison over time. Further,
the average of theratios for several years can also be used for this
purpose.

I nter-firm Comparisons Inter-firm comparisons may advocate the
comparisonsof smilar ratiosfor anumber of different firmsinthesame
industry. Such an attempt would facilitate the comparative study of
financial position and performance of thefirmsin theindustry. The
published ratios of trade associationsor financial ingtitutions can be of
great helptotheanayst ininterpreting thefinancid ratios. However, the
variationsinaccounting systemand changesin thepoliciesand procedures
of thefirm in comparison with theindustry have to be taken care of
whilemaking useof inter-firm comparisons.

Targets Under thismethod, theinterpretation of theratio ismade by
comparing it with the standard set for this purpose. Such astandard
ratio, based upon well-proven conventions serves asameasuring scale
for theeva uation of theratios. The best exampleof such sandardisthe
1:1ratio, whichisto be considered asagood ratio for analysing the
acid-testratio.
Generdly speaking, theuse of singlestandard ratio for theinterpretation of
ratiosisnot much useful. The accounting expertsusually recommend the use of
groupsof standardratiosfor the eva uation of financial ratios.

5.2.1 Objectives

Theobjectivesof ratio analysis can be segregated based on itsusefulnessto the
management, creditors, employees, investors and government. Let’s have a look
at theobjectivesbriefly from each of these perspectives.

M anagement
- Judging the performance and bringing inimprovementsfor management
functions
- Recognizing strengths and weakness of functions

- |dentification of variances and deviationsfrom the standards f’,,i ie'r f?ztlfuctiona' o
|




Raéi ?J Analysis: Significance - Periodicratio analyseshel pthefirminterpret their perfformanceinamore
anarss nuanceway
Creditors

NOTES . Ensuring the payback of credit on specifiedtime

- Judging whether to extend or hold credit based on the solvency ratio
Employees

- Recogni zing sability and security of employment through good ratios

- Ascertaining thefinancid positionto judgewhether payment of sdariesand
wages, increment, promotion and prerequisiteswill beontime.

Investors

- Judgingthesafety of investments
- Gauging whether further investments must bemade
- Assessing thetime period for thereturn of investments

Government

- Finding out the contribution of different sectorstothe GDP
- Ascertaining the requirement and scal e of subsidiesasper theindustry

- Preparing and updating industrial policiesbased on the performance of
differentindustries

- Understanding theoverall economic health of the country
5.2.2 Important Managerial uses of Ratio Analysis

Ratio analysis helps the management to identify specific areas that reflect
improvement or deterioration, aswell asdetect thetrouble spotsthat may prevent
theattainment of objectives. Theinterested partiesundertakefrequent examination
of different areas of business to evaluate the management’s ability to maintain a
sati sfactory bal ance among them, and to apprai sethe fficiency and effectiveness
with which the management directs the firm’s operations. Thus, the purpose of
ratio analysisis to help the reader of financia statements to understand the
information shown by highlighting anumber of key relationships. However, the
following arethe principa advantagesclaimed by ratio analysis:

- It guidesmanagement informul ating futurefinancia planningand policies.
- Itthrowslight on the efficiency of the businessorganization.

- It permits comparison of the firm’s figures with data for similar firms, and
possibly withindustry-wisedata. It aso allowsthe datato be measured
against yardsticksof performanceor of sound financia condition.

- It ensureseffective cost control.
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out information not otherwise apparent.

- It measures profitability and solvency of aconcern.
- It permits monetary figures of many digitsto be condensed totwo or three

digitsand thereforeenhancesmanagerid efficiency.

- Ithepsininvestment decisons.

. List thefactorswhich must be considered whileanalysing thefinancial
. Namethetechniqueof interpretation of ratioinwhich historica standards

. What isthe purpose of ratio analysis?

Check Your Progress

retios.

areused for evaluating the performance of thefirm.

5.3

ANSWERS TO CHECK YOUR PROGRESS
QUESTIONS

. Thefactorswhich must be considered while analysing thefinancia ratios

include general economic condition of thefirm, risk acceptance, future
expectations, future opportunities, accounting system of theindustry and
anaysing and interpretations system used by other firmsin theindustry.

. Trend anadlysisisthetechniqueof interpretation of ratio inwhich historica

standards are used for eva uating the performance of thefirm.

. Thepurposeof ratio analysisisto help thereader of financial statementsto

understand the information shown by highlighting a number of key
relaionships.

5.4

SUMMARY

- Ratioandysisisoneof the popular toolsof financid statement anayss.
- A rdioisdefined astheindicated quotient of two mathematica expressions

and therefore expressesthe rel ati onshi p between two or morethings.

- Hnancid ratio expeditesthe and ysisby reducing thelarge number of items

involvedto ardatively small set of readily comprehended and economically
meaningful indicators.

- Thetrend analys s providesenough cluesto theana yst for proper evaluaion

of thefinancid ratios.

- Inter-firm comparisons may claim the comparisons of similar ratiosfor a

number of different firmsinthesameindustry.

- It providesgreater clarity, perspective, or meaningtothedata, anditbrings Ratio Analysis: Significance

and Uses

NOTES
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- Under the targets method, the interpretation of the ratio is made by
comparing it with the standard set for this purpose.

- Theobjectivesof ratio analysis can be segregated based onitsusefulness
to the management, creditors, employees, investorsand government.

- Ratio anadysis hel psthe management to i dentify specific areasthat reflect
improvement or deterioration, aswell asdetect the trouble spotsthat may
prevent theattainment of objectives.

5.5 KEY WORDS

Ratio: It is defined as the indicated quotient of two mathematical
express onsand the rel ationship between two or morethings.

- Financial ratio: Itisdefined asardationship between two variablestaken
fromfinancia statementsof aconcern.

- Trend analysis. Trend ratiosdeal with therelationship betweenitems
over aperiod of time.

5.6 SELF ASSESSMENT QUESTIONS AND
EXERCISES

Short-Answer Questions

1. What arefinancid ratios? What doesit involve?

2. What arethefactorswhich must be considered whileanaysing financia
ratios?

Long-Answer Questions

1. Explaintheprocessof interpretation of ratios.
2. Discusstheobjectivesof ratio anaysisand itsimportant managerial uses.

5.7 FURTHER READINGS
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Arora, M. N. 2012. A Textbook of Cost and Management Accounting, 10th
edition. New Ddhi: VikasPublishing House.

Maheshwari, S. N., Suneel K. and Sharad K. 2018. A Textbook of Accounting
for Management, 4th edition. New Delhi: Vikas Publishing House.
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UNIT 6 TYPES OF RATIOS

Sructure NOTES
6.0 Introduction
6.1 Objectives
6.2 Classification of Ratios
6.21 Profitability Ratios
6.22 Market Value Ratios or Market Earnings Ratios
6.23 Liquidity and Turnover Ratios
6.24 Solvency ratios and Proprietary Ratios
6.3 FactorsAffecting Efficiency of Ratios
6.4 Answersto Check Your Progress Questions
6.5 Summary
6.6 Key Words
6.7 Salf Assessment Questions and Exercises
6.8 Further Readings

6.0 INTRODUCTION

You wereintroduced to the concept of ratio analysisin the previous unit. You
learnt that ratio andys sisavery powerful and most commonly usedtool of andys's
and interpretation of financia statements. It concentrateson theinter-relationship
among thefigures appearing inthefinancial statements. Ratio analysishelpsto
anaysethe past performance of acompany and to make future projections. It
dlowsvariousinterested parties, like management, shareholders, potentid investors,
creditors, government and other analyststo make an evaluation of thevarious
aspects of company’s performance from their own point of view and interest. In
thisunit, youwill learn about the computation of different typesof ratiosand the
factorsaffectingthem.

6.1 OBJECTIVES

After going throughthisunit, you will beableto:
- Discusstheclassfication of ratios
- Explan profitability retios
- Cdculateturnover ratios
- Examineliquidity ratios
- Explain proprietary and market earning ratios
- Discussthefactorsaffecting efficiency of ratios
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6.2 CLASSIFICATION OF RATIOS

Ratios have been classified by different expertsdifferently based ontheir peculiar
characteristics. Some authorities classify ratios on the basis of the financial
satementsor satementsfromwhichthefinancid figuresare sdected. Accordingly,
thefollowing classification of ratios can beformed:

- Profit and L oss Ratios These ratios indicate the rel ationship between
two such variableswhich have been taken from the profit and | oss account.
Basicdly, therearetwo types of suchratios, viz., those showing the current
year’s figures as a percentage of last year, thus facilitating comparison of
the changes in the various profit and loss items; and those expressing
relationship among different items of the current year, for example, the
percentage of distribution expensesto saes.

- Balance Sheet Ratios Top management will probably want to view the
financid structureof thecompany intermsof basicratiosof asset or ligbility
categoriestotota assets. Thisset of ratiosattemptsto expresstherdationship
between two bal ance sheet items, e.g., theratio of stock to debtors, or the
ratio of owner’s equity to total equity.

- Inter-statement Ratios/Mixed Ratios The componentsfor computation
of theseratiosare drawn from both ba ance sheet and profit and | ossaccount.
Theseratiosded with therelationship between operating and ba ance sheet
items. The examples of such ratios are debtors’ turnover ratio, fixed assets
turnover ratio, working capital turnover ratio, and stock turnover ratio.

Someauthoritiesclassify theratiosonthebas sof timetowhichtheratioscomputed
belong. Onthisbas's, theratio can be divided into following two major groups:

- Structural Ratios Structural ratiosexhibit therel ation between two such
itemswhichrelateto thesamefinancid period. Thus, theabove-mentioned
classification of ratios, i.e., profit and lossratios, balance sheet ratiosand
mixed ratiosare covered under structural ratiosif the componentsfor the
computetion of theseratiosaredravn fromthefinancid statement that relate
tothesame period.

- Trend Ratios Theseratiosdeal with thered ationship betweenitemsover a
period of time. Trend ratiosindicatethe behaviour of ratiosfor the period
under study and thus provide enough scopefor the proper evaluation of the
business.

Another classification of ratiosas devel oped by financia expertsison thebasisof
significance of ratios. Someratios are considered moreimportant than others
whenratiosareevauatedin thelight of the objectives of thebusiness. Accordingly,
thefollowing two main groupsof ratiosare covered under thisclassfication:

- Primary Ratios Every commercial concern considers profit asitsprime
objective, andtherefore, any ratio that rel atesto such objectiveistreated



asaprimary ratio. Theratios covered by thiscategory arereturn on capital, Types of Ratios
grossmarginto sales, etc.

- Secondary Ratios Ratios other than primary ratiosareknown as secondary
ratios. Such ratios are treated as supporting ratios to the primary ratios
becausetheseratios attempt to explain the primary ratios. Ratios such as
turnover ratios, expenses ratios, earnings per share are considered as
secondary ratios.

Ratiosarea so classified according to thefinancia characteristicsthey describe.
Accordingly, thefollowing classification of ratiosismade:

- Liquidity Ratios,

- LeverageRatios,

- Profitability Ratios; and

- Adctivity Ratios.
Theclassification onthebasisof characteristicsissmpleto calculateand easy to
understand as compared to other classifications discussed above. Therefore, this
classficationisawayspreferred by thefinancia analyst to evaluatethe business

performance. Accordingly, adetailed discussion followson the classification of
ratiosbased ontheir financial characterigtics.

6.2.1 Profitability Ratios

NOTES

Profit hasa ways been considered asthemain indicator of asuccessful business.
However, thered test of successor failure of abusinessisto evaluateitsprofit-
earning capacity inrelation to capital employed. It isagainst thisbackground that
financia expertsdeve oped profitability ratioswhich areused to measurethe ability
of thefirmto convert salesinto profitsand to earn profitson assets employed.
Theseindicate degree of successinachieving profit levels. Thefollowing are
important profitability ratios:

- GrossProfit Margin Ratio Thisratio indicatestherel ationship between
gross profit and sales. It reflects how well cost of goods sold, amajor
expenseitem, isbeing controlled. It showsthe profit made on salesbefore
taking account of overheads. Thus, the gross profit margin highlightsthe
production efficiency of aconcern. Itisalways preferred to expressthis
ratiointermsof percentage. Thegrossprofit marginiscomputed by deducting
cost of goods sold from theamount of salesas shown below:

Sales — Cost of Goods Sold
Sales

Gross Profit Margin Ratio = < 100

Gross Operating Profit
e Sales s 1.

Ininterpreting thegross profit marginratio, it isimportant to observe any
trend, but in making compari sonsbetween companiesitisvitd to appreciate
that gross profit margins vary considerably from industry to industry. '  syt.instructional
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However, gross profit margin must be sufficient to meet administrativeand
distribution expenses, dividend and accumulation of reserves.

- Net Profit Margin Ratio It monitorsthe net profit made in relation to

sdes. Thisratio, dsoknownasnet operating margin, isca culated by dividing
thenet profit after tax by theamount of saes. Thus, net profit marginsratio
can bewritten asunder:

Nt Profit after Tax
Sales

Net Profit Margin Ratio =

Ininterpreting thenet profit marginratio it isimportant to bear in mind that
such ratiosvary considerably from firmto firm. Firmsengagedinretailing
arelikely to havequiterapid turnover and to operate onlow marginsadlied
to highvolume, whilethosefirmsengagedin sdling afew largeitems must
make ahigh profit in relation to the salesva ue of each one.

Thenet profit marginratio providesare atively dear pictureof how efficiently
thefirm maintainscontrol over itstotal expenses. In addition, theanayst
may wish to ca cul atetherd ationship between each expenseitemand sales
to determinethe extent to which specific expensesareunder control or are
tending to moveout of control. For thispurpose, expensesratiosare used.
Expensesratiosmonitor the variousexpensesincurred inrelation to sales.
A highexpenseratiowouldindicatelow profitability whilealow ratioisan
indication for higher profitability. Thisratio can beworked out asunde:

Particular Expenses

Sales A

Particular Expenses Ratio =

- Return on Assets/Capital Employed Oneof themost widely used ratios

isthereturn on assats.

Since assetsare used to generateincome, the higher theincome, themore
productive assetswere during the period. In computing thereturn on assets,
the analyst must bear in mind that both borrowed aswell as owned funds
areused by the businessfor theacquisition of assets, therefore, thereturn
on assetsshoul d be computed beforeaccounting for theinterest on borrowed
capitd. At the sametime, incometax tooisnot consdered whilecaculating
thisratio becausetaxesare calculated onincome after interest deductions.
Consequently, earning (income) beforeinterest and taxesisusualy used to
measurethereturn on assets. Thus,

Eamings before Interest and Taxes (EBIT)

Avcrage Asscts *

Return on Asscts = < 100

Inthe computation of average assets, thefictious assets must be excluded

When detailsabout interest and tax arenot availablefromfinancid satements,
the analyst may replace earnings beforeinterest and tax by net incomein
thecaculation of thereturn ontotal assets.



- Return on Owners’ Equity Thoughtheratio of net profit to salesisavery Types of Ratios
useful indicator of performance in comparison to the company’s experience
inprior periodsor to the current experience of other companies, it doesnot
giveadirect answer toavita question: isthebusinessproviding an adequate
return on the owners’ investment, taking into account the risk associated NOTES
with the company’s business and what could be the earnings of this investment
inaternativeventures? To help answer thisquestion, theratio of returnon
owners’ equity is needed. The profit earned by the owners of a business is
called return on owners’equity. Thisratio is considered as an effective
indicator of acompany’s profitability because it reflects the management’s
success in efficient utilization of the owners’ investment. The return on owners’
equity isworked out with the help of thefollowing formula:

Met Profit after Taxcs
T < 100
Owmner’s Equity

Return on Owners’ Equity =

- Return on Equity Capital Equity shareholders are more serious as
compared to preference sharehol dersin the profitability of acompany. Itis
perhaps so because equity shareholders assume the highest risk in the
company. Preference sharehol dersare assured of therate of dividend, and
therefore, theprofitability of the company hasno meaning for them. Onthe
other hand, therate of dividend for equity shareholderslargely dependson
theavailability of profits. With theresult, return on equity capita isauseful
indicator for equity sharehol dersto measurethe performance of thecompany.
Return on equity capital monitorstheprofit madeby thecompany inreation
toitsequity capital. Thisratio isworked out asunder:

Net Profits after Tax — Preference Dividend o, 40
Equity Share Capital

Retumn on Equity Capital =

[llustration 6.1: Thefollowing are the summarised profit and | oss account of
Sweety Ltd. for theyear ended 31st March, 2011
Profit and Loss Account

Particulars LS Particulars T
To Opening stock 2,20,000 | By Sales 9.00,000
To Purchases 6.00,000 | By Closing stock 300,000
To Wages 1,60,000
To Gross profit ¢/d 2.20.000
12,00,000 12.00,000
Particulars T Particulars T
To Administrative expenscs 40,000 | By Gross profit b'd 2,20,000
To Sclling and distribution cxpenscs 45,000 | By Intcrest (from investment outside
To Non-operating expenscs 40,000 business) 40,000
To Net profit 1.75,000 | By Profit on sale of investment 40,000
3.00.000 3.00,000
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Typesof Ratios Assumetherate of tax as40 per cent
You arerequired to caculate:
(i) GrossProfitMarginRatio
NOTES (i) Net ProfitMarginRatio
(iii) Sdlingand Distribution ExpensesRatio.
Solution

Gross Profit

= . 0
Salcs 10

Gross Profit Margin Ratio =

_ ¥2,20,000

™29,00,000 - 100=244%

Nct Profit after Tax

Net Profit Margin Ratio = - < 100
™ Salcs
~ 1.05,000 ;
~9.00,000 1™
= 11.66%
. S b i Sclling and Distribution Expenscs =
Selling and Distribution Expenses = - Haica - . 100
__45.000
=79,00,000 < 100
= 5 per cent
Working Notes:
Calculation of profits after tax:
T
Profit as per P&L Alc 1.75,000
Less: Tax (@ 40% 70,000
Profit after tax [,05,000

[llugration 6.2: Onthebassof informationgiveninllugraion andtheinformation
given below, you arerequired to cal culatethefollowing ratios:

(i) ReturnonAssets
(i) Returnon Equity Capital
(iii) Return on Owner’s Equity
Additional Information:
Capital:

5,000, 7% preference shares @ 100 each fully paid: 15,000 equity shares @ 100
eachfully padAssts:

1-4-2010 X 5,50,000
31-3-2011 X 7,00,000
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Earnings before Interest and Taxcs (EBIT)
Avcrage Asscls
_X1.75.000 100
% 6.25,000 NOTES
= 28 per cent
Net Profit after Tax

Return on Asscts = < 100

. Owners Equity = —5 <10
Return on Owners Equity Owners’ Equity 100
¥ 1.05,000
=320.00,000 ~ '%
= 5.25 per cent
ot P T - e — 3 1% -
Return on Equity Capital = Net Profit after Tax — Pref. Dividends ., 100

Equity Share Capital
~ ¥1.05.000 - % 35,000
) T15,00,000
= 4.67 per cent

< 100

Working Notes:
Cdculation of Preferentid Dividend:
= 7/100 x 5,00,000 =X 35,000
Cdculation of AverageAssets:.

Opcrating Balance + Closing Balance
)
_ ¥5,50,000+% 7,00,000

3

=3 6,25,000

6.2.2 Market Value Ratios or Market Earnings Ratios

These are ratioswhich reflect on the stock trends and the performance of the
company.

Earning Per Share (EPS)

Thisratio measuresthe earnings per equity share, i.e., it measurestheprofitability
of thefirm onaper sharebasis. It iscal culated asfollows:

Net profit atter taxes — Preference dividend

Earning per share = -
No. of equity shares
EPSisone of the most commonly quoted and widely publicized ratio.
Accounting Standard (AS) 20 — Earning Per Share has been made mandatory in
nature by thengtitute of Chartered Accountant of India. Accordingly, each company
should show earning per shareinitsProfit and LossAccount. EPSiscommonly
studied by potential investorsfor making investment decisionsin share market.
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Price Earning Ratio (P/E Ratio) or Market Earnings Ratio

Thisratioisthe market price of shares, expressed asmultipleof earning per share
(EPS). Its formula is:

. Market price per equity share
P/E ratio= P F b

Earning per share

Thisratio guidesinvestorsto decidewhether to buy shares of acompany or
o o S X9 anditsmarket priceis
63 per share, thenitsP/Eratiois7 (i.e.,X63, 9).Inother words, market price
of every rupeeof earning is seven times. Accordingly, an investor can decide
whether to purchase share of acompany with aP/E ratio of seven.

Dividend Payout Ratio (Or Payout Ratio)

It indicatesthe percentage of equity share earningsdistributed asdividendsto
equity shareholders. Itsformulais:

= ; ; Dividend per share
Dividend Payout Ratio = 1 -

Earning per share (EPS)
Dividend Yield Ratio

Dividendisdeclared by acompany asapercentage of par valueor paid-up value
or aspecificamount per equity share. Dividendyieldratiois.

Dividend per equitv share

Dividend Yield Ratio = - _
Market price per equity share
Thisratioisimportant for thoseinvestorswho makeinvestment decisions
for the purpose of earning areasonableyied ontheamount of investment.

6.2.3 Liquidity and Turnover Ratios

Theliquidity ratiosindicatetheliquidity of acompany. They, infact, measurethe
ability of acompany to meetsitscurrent liabilitiesasthey fall due. If thecompany
hasinsufficient current assetsinreaiontoitscurrent liabilities, it might beunable
to meet itscommitments, and beforced into liquidation. Thus, ratios comparing
therel ationship between various groups of current assetsand current ligbilitiesare
computed to measure theliquidity position of the company. Suchratioshelpin
ascertaining theeffectivenessof theworking capita management. Togainaningdght,
analysts al so use the variables other than those covered by the term working
capitd. Thefollowing aretheimportant liquidity ratios:

- Current Ratio This is a fundamental measure of a firm’s financial position
intheshort run, namely, itsability to meet normal operating obligations
duringonefinancia year. The current ratio comparesthetotal current assets
withthetota current ligbilitiestofind out whether the net assstsare sufficient
to meet the short-term obligation of thebusiness. It iscomputed by dividing



current assetsby current liahilities. Current assetsinclude cash, stock, work- Types of Ratios
in-progress, marketabl e securities and accountsreceivable. On the other
hand, current ligbilitiesinclude accounts payable, sundry creditors, accrued
incometaxes, proposed dividend, borrowingsfromfinancid ingtitutionsand
outstanding expenses. Usually current ratio isused by trade creditorsto NOTES
estimate the company’s ability to repay its credit. The current ratio is
caculated as:
Current Assets
Current Liabilities

Current Ratio =

A highcurrent ratioindicatesal arge proportion of current assetsareavailable
to meet current liabilities. Usually the higher the ratio, the better isa
company’s current financial position and normally the better it can meet
current obligations. But at the sametime, ahigher current ratio would also
mean that the company may have an excessiveinvestment in current assets
that does not produce asignificant return. On the other hand, alow current
ratiowouldindicatethat sufficient cashisnot avail ableto pay current liabilities.
A frequently used guidelineto eva uatethe adequacy of thecurrent ratiois
2:1 or 2. However, there seemsto be very little justification for such a
standard. For some busi nesses, thismay be an adequate current ratio, for
othersit may betoo high or too low. Therefore, the standard for thisratio
will vary fromindustriesto industries. In fact, many renewed companies
havemuchlower current ratio, aslow as 1. 1. Ineva uaing the gppropriateness
of current ratios, much depends on the nature of thebusiness, composition
of afirm’s current assets, and turnover of the firm’s certain current assets.

- Acid-test Ratio It providesan even morecritical look at the ability of the
company to meet itsday-to-day obligations. It signifiesavery short-term
liquidity of a business concernand is, therefore, also called ‘liquidratio’. If
itis desired to apply a still stiffer and rigorous test for evaluating a firm’s
financial positioninthe short period, the application of acid-testratiois
recommended. Theacid-test ratio iscomputed by dividing current assetsin
liquidformby current ligbilities. Thus, stocksand smilar itemsareexcluded
from current assets, leaving items such as debtors, bills receivable,
marketable securities, and cash, which areaready in liquid form, or may
easily be converted into cash by discounting or factoring. The acid-test
ratio assumesthat stock may not berealizedimmediately and, therefore,
thisitemisexcluded inthe computation of thisratio. Someexpertsadvocate
that thebank overdraft should also beexcluded from current liabilitieswhile
calculating acid-test ratio. Thelogicfor theexclusion of bank overdraftis
based on the fact that bank overdraft is generally a permanent way of
financing. Theacid-test ratio isexpressed asfollows:

Current Assets
Current Liabilities

Acid- Test Ratio =
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Too low aratio suggests not only inability to meet current claimsbut also
inability to take advantage of cash discountsand other rewardsfor prompt
payment (such aslower interest rates on borrowings). Further, acompany
with alow quick ratio may beforced to obtain ashort-termloan plusinterest
charges, or implement some other measuresto obtai n the required cash.
Ontheother hand, an excessiveamount of quick assetscould indicatethat
these assets should be put to more productive or profitable use elsewhere
intheenterprise. An acid-test ratio of 1:1isusually considered ideal and
satisfactory. However, thisisarule of thumb and should be applied with
care. Theadvocacy of ratios depends on theindustry inwhich thefirm
operates.

- Recevables Turnover Another measureof liquidity isreceivableturnover,

which indicates the number of times that the average outstanding net
receivablesisturned over or converted into cash through collectionsduring
each year. Receivablesturnover isthe amount of period required for one
completecycle: Fromthetimereceivablesarerecorded through collection
tothetimenew receivablesarerecorded. Thefaster the cycleiscompleted,
the more quickly receivables are converted into cash. When the customers’
accountsare collected promptly with littleloss or collection expense, the
firmfindsit easier to meet itsobligationswhen they becomedue. Onthe
other hand, along credit period granted to creditorswould adversely affect
the firms’ liquidity position. The receivables turnover is the ratio of sales to
net accountsreceivable. Thisratioisexpressed asunder:

Receivableinclude both debtorsand billsreceivableand averagereceivable
iscaculated as

Receivables at the beginning + Receivables at the end

Average Receivables= >
Recelvable Turnover = Net Sal&e
Average Receivables

Some experts believe that the use of beginning and ending balances of
receivablesto cal culate averagesfail to give accurateresultsbecause year-
end balances may not represent account balances most of thetimeduring
the year due to seasonal variation in business volume. Therefore, itis
advisable to use current year’s monthly or quarterly data instead of beginning
and ending balancesfor cdculating averagereceivables.

Itisimportant to notethat while ca culating receivabl esturnover, only credit
salesshould be used. However, thisinformation oftenisnot availablein the
financia statements, and therefore, the net salesisused for the purpose.

Sometimes the receivable turnover is expressed as the “collection period’,
viz., how many days (on the average) it takesto collect each rupee due.
For the period in question (week, month, quarter, year, etc.), thecollection
periodiscalculated as:



T f Rati
Tota Credit Sales ypes of Ratios

360 (or 365 days)

The collection period can also be cal cul ated with the hel p of thefollowing
formula NOTES

Averagedaily sales=

Total Credit Sales
Receivable turnover (ratio)

Days’s sales in receivable =

Note: We use 360 (or 365) day representing ayear in the cal culation of
average daily sales. Such days can be more or lessin afinancia year
depending on number of sundaysand holidayswhich haveto beexcluded.

Average Recelvable
Average Daily Sales (Credit)

Day'ssdesinRecevable=

A highratio of receivablesto sales suggests over-exposureto credit losses
and excessive costsin termsof interest on the capital required to extend
credit to customers. Whereasalow ratio suggestsinsufficient extension of
credit and therefore, lost sdesand lost profits.

- Inventory Turnover Theliquidity of inventoriesismeasured by the number
of timesper year that inventory isconverted into cost of goodssold. Hence,
it is a device to measure the efficiency of the inventory management.
However, initszeal to show ahighratio, inventoriesare not allowed to
drop down below the danger level. Thisratio isworked out asunder:

Cost of Goods Sold

Inventory Turnover =
Average Inventory

Sometimesitiscons dered morehd pful to expressthere ationship between
inventory and cost of goods sold as the “number of days’ supply of inventory’;
inother words, the number of daystheinventory supply could last. For the
period in question, the number of days’ supply of inventory is calculated as:

Cost of goods sold

Average day's cost of goods sold =
e cdy g Number of daysin period

Average Inventory

Day's supply of Inventory =
s Suppy Y Average day's cost of goods sold

The average day’s supply of inventory can also be computed with the help
of thefallowingformula

Number of daysin period

Day's supply of Inventory =
SRy Y Inventory Turnover (Ratio)

Inventory turnover ratesvary tremendoudy by the nature of thebusiness. It
is usually desirable to compare a firm’s inventory turnover with the turnover
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experience by comparable companies. It isnot unusual for retailers of
perishablecommoditiesto experienceahigher inventory turnover thanthose
retailerswhoded indurablegoods. At theother extreme, retalersof jewe lery
frequently reflect a low yearly inventory turnover. A high turnover
compensatesfor alower margin on each item, producing anormal profit
for thebus ness. On the other hand, abus nessthat sallsdow-moving goods
must make up for thelow turnover by ahigher profit marginon each item
sold. Of great importance, however, istheneed to evauatethetrend inthe
firm under review. Whether thetrend isdesirablewould require detailed
investigationinto such agpectsas changesin manufacturing techniques, labour
dow downs, or inventory stockpiling in anticipation of priceincreases.
[lustration 6.3: Fromthefollowing Balance Sheet of Lily Ltd., youarerequired
to caculatetheliquidity ratiosand give your comments:

Lily Ltd.
Balance Sheet
(as on 31st Dec., 2012)
Liabilities L, Assets L4
Sharc Capital:
60,000 shares (@ 10 cach 6.00,000 | Machinery 2.40,000
6% Debentures 2.50,000 | Building 2.50,000
Rescrves 1.10,000 | Furniture and fittings 1.10.000
Bills payable 60,000 | Investment (share in XY Co. Ltd.) | 1.00,000
Trade creditors 40,000 | Inventorics 1.20.000
Income tax payable 25,000 | Bills reccivable 45,000
Outstanding expenses 40,000 | Tradc debtors 60,000
Bank overdraft 30,000 | Short-term investment 65,000
Cash at bank 1.10,000
Cash in hand 55.000
11.55.000 11.55.000
Solution

Current Asscts
Current Liabilitics

1. Current Ratio =

_1,20,000 + 45,000 + 60,000 + 65,000 + 1, 10,000 + 55,000

60,000 + 40.(

4.55.000

= — ) "
1.95,000 2.33:1

D00 + 25,000 + 40,000 + 30,000

_ Current Assets — Stock _ 4.55.000 - 1.20,000

2. Quick Ratio/Acid-Test Ratio

Current Liabilitics 1.95,000
N 3.3:}.[}0(} 17201
1.95.000 S

Usingthetraditiona guidelines, onewould concludethat Lily Ltd. hasadequate
liquidity. Thevalue of the current ratio indicates that the company has current
assetsof X 2.33to pay acurrent liability of I1. At thesametime, acid-test ratio of



the company indicatesthat for every current liability of ¥ 1the company hasthe Types of Ratios
quick assetsof X 1.72. Depending upon the circumstances, thismay beenough to
assuretheliquidity of thecompany.

[llustration 6.4: M/sSunlight Ltd. submitsthefollowing informationfor theyear

ending 31% December 2012: NOTES

Sales durning the year

Cash 3.00,000

Credit 1.60.000 | ¥ 4.60,000
Stock:

Opening T 40.000
Closing T 60,000
Gross profit for the year T 1.60.000
Trade debtors:

1-1-2012 ¥ 10,000
31-12-2012 T 14,000
Bills receivable:

1-1-2012 ¥ 9.000
31-12-2012 T 7.000

You arerequiredto ca culate Inventory Turnover and Receivable Turnover ratio
from theabovegiveninformation.

Solution
1. Inventory Turnover Ratio = Costof Goods Sold _ ¥ 3.00.000
) : Avcrage Inventory T 50,000
= 6 times

. ; Net Sales (Credit) T 1,60,000
2. Reccivable Turnover Ratio = nes L Dt
Average Receivable 20,000

= 8 timcs
Workings.

l. Cost of goods sold = Sales — Gross Profit
=¥ 4,60,000 - T 160,000
=¥ 3.00.000

T 40,000 + 60,000
7

=¥ 50,000
o+ — T19.000+21.000

5

2. Average Inventory =

3. Average Receivabl

T

=% 20,000
Turnover Ratios

Activity ratiosmeasuretheefficiency of afirmin utilizingtheavail ableresources.
Suchratiosreflect thesuccessof afirmin utilizingitsresourcesinbusinessactivities.
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Activity ratiosare popul arly known asturnover ratios becausethey highlight the
ability of management to convert or turnover the assets of thefirminto sales.
Theseratios makeacomparative study of thelevel of sdlesandtheinvestmentin
variousassetsaccounts. A sharp riseinthisratio may indicate that thecompany is
expanding too quickly and isallowing salesto increase morerapidly than the
underlying asset-base, a situation often referred to as ‘over trading’. Conversely,
areductionintheratio canindicateadeclineinefficiency or afall indemandfor a
firm’s products. The important activity ratios are mentioned below:

- Fixed assetsturnover

- Tota assetsturnover

- Inventory turnover

- Averagecollection period

Thelast two ratios of the above-mentioned activity ratios have already been
discussed under liquidity ratiointheearlier inthissection of thisunit.

- Fixed Assets Turnover Theratio measurestheefficiency intheutilization
of fixed assets. Theratio of salesto fixed assets measuresthe turnover of
the plant and machinery and isexpressed asunder:

Sales
Met Fixed Asscts

Fixed Asscts Turnover =

- Total Assets Turnover Thisratio measurestheoverall performanceand
activity of the businessorganization. Itiscomputed by dividing salesby
total assets. Thefollowing formulaisapplied to computethisratio:

Sales
Total Asscts

[lustration 6.5: Computethe Fixed Assets Turnover and Total Assets Turnover

fromthefollowing particulars:

Total Asscts Tumover =

Sdles ¥ 3,00,000
Sales Return ¥ 40,000
Assts:
Fixed 2,00,000
Curent 1.50.000 ¥ 3,50,000
Solution
Fixed Asscts Turmnover = ﬁ
_ ¥2,60,000
~F2.00.000
1.3:1
oy g o Sales
Total Asscts Tumover _Ti'li'.il o
~ ¥3.50.000
= 0.74:1



6.2.4 Solvency ratios and Proprietary Ratios Types of Ratios

Leverageisareflection of the useof borrowed funds by acompany to increase
the return on owner’s equity. Leverage ratios measure the contribution of financing
by owners compared with financing provided by the firm’s creditors. As the liquidity NOTES
test measurestheability of afirmto meetitscurrent financia obligations, leverage
ratios, which gauge a firm’s solvency, attempt to monitor the ability of a firm to
pay all of its debts—current as well as non-current, as they become due. The
capital structure of amost every company consists of two major components,
viz,

- Equity capital—capital that belongs to owners-investors

- Debt capital—amount that belongs to creditors

The proportion of debt capital tothetotal capital of afirmisusualy referredto as
‘leverage’ or trading on the equity. The fundamental economic principle
underlying leverageisthat whenever fundsareborrowed at alower rateof interest
than the borrower can earn on those funds, the rate of return of owner’s equity is
increased over what it otherwise would have been had the borrowed funds been
provided by the owners (Hobbs and Moore, 1979). Borrowing too heavily,
however, caninvitefinancia difficulty primarily becauseinterest paymentsand
principa repaymentsare contractua obligationsthat must behonoured. Theability
to obtain and to repay along-term debt often depends on a firm’s ability to obtain
capital from shareholders. Therefore, the relationship between shareholders’ equity
and creditors’ equity is evaluated. The leverage ratios commonly used are discussed
below.

- Debt-Equity Ratio It developsthe relationship between owned funds
and the borrowed funds. Thisreflectsthe extent to which borrowed capital
isusedin placeof equity capital. Businessfirmsacquire assets both with
owners’ and creditors’ funds. The larger the portion of funds provided by
owners, thelessrisk isassumed by creditors. Thedebt-equity ratioisworked
outas:

Total Debt

Debt - Equity Ratio = -
Total Owners' Equity

Theratio representsthe proportion of external equity tointerna equity in
thecapital structure of thefirm. Theexternal equity representsthe amount
of debtg/liabilitiesto outsiders. It includes both short-term aswell aslong-
termliabilities. On theother hand, ownersequity includesdl suchliabilities
that belongto the shareholders, e.g., sharecapitd (both preferentia aswell
asequity), reservesand surpluses. However, theaccumul ated lossesand
deferred expenses are to be deducted from the owner’s equity in the
calculation of debt—equity ratio.

Either too high or too low aratio may bedisadvantageous. Too high suggests
that management isnot taking advantagesof opportunitiestomaximizeprofits' syt nstructional
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through borrowing. Toolow suggestsundueexposureto risksof bankruptcy
and to afixed burden of interest expensesintheevent of aperiod of rdaivey
low profit (whentherate of returnon total capital islessthantheinterest
rate on borrowed capital). As a rule of thumb, debt—equity ratio of less than
2:1istaken asacceptable, but thisisnot based onany scientificanaysis.
However, many financial analysts prefer to consider 1:1 assafe. Asthe
ratio increases, theamount of risk assumed by creditorsincreases, because
theratioindicatesdecreasing solvency. Infact, theacceptablelevd of ratio
will vary fromfirmtofirm. For example, bankingingtitutionswill havemuch
higher debt—equity ratio as compared to manufacturing or trading concerns.

- Equity Ratio/Proprietary Ratio A variant to the debt—equity ratio is the

proprietary ratio which indicates the relationship between owner’s equity
and total assets. It measures the proportion of a company’s assets that are
provided or claimed by the owners. The ratio of owners’ equity to total
assetsisameasure of thefinancial strength or weaknessof the enterprise.
Recall that the owners’ equity is the residual interest in a firm’s assets after
alowance hasbeen madefor the claimsof creditors against the assets. If
the owners’ equity is a small proportion of the total assets, the enterprise
may be considered financially weak, becausetheownershavearelatively
small investment in the firm as compared to the creditors. On the other
hand, alow proprietary ratio wouldindicate arelatively larger degree of
security for the company. Thisratioisworked out asfollows:

Owners’ Equity
Total Asscts

Equity Ratio =

The components of the proprietary ratio are owners’ equity and total assets.
The owners’ equity includes share capital both preferential and equity,
undistributed profits, reserves and surplus. The amount of owners’ equity
must be deducted by the amount of accumulated | oss, if any. On the other
hand, thetota assetsrepresent thetota resources of the company. However,
some expertsare of the opinion that thetotal assets of acompany for the
purpose of proprietary ratio should include only tangible assets.
Consequently, theamount of goodwill shal beexcluded fromthetota assets
in the computation of owners’ equity to total assets.

- Ratio of External Equitiesto Total Assets (Solvency Ratio) Thisisa

variant of the proprietary ratio. Thisratio measuresthe proportion of a
firm’s assets that are financed by creditors. To the creditor, a low ratio
would ensuregreater security for extending credit to thefirm. However, a
too low ratio suggests that management is not using its credit most
advantageoudly. Thisratioisexpressed asunder:

External Equity

Solvency Ratio =
pias i Total Assests



Theterm external equitiesrepresent all debts, both long-term aswell as Types of Ratios
short-term. On the other hand, total assetsrefer to total resources of the
concern.

- Fixed Assets to Net Worth Ratio (Ratio of Fixed Assets to
Proprietor’s Funds)

Thisratio indicatesthe percentage contributed by ownersto thevalue of
fixed assets. It can beworked out asfollows:

NOTES

Fixed Asscts

Fixcd Asscsts to Net Worth = Nct Worth

Fixed assetsrepresent cost of acquisition of thefixed assets deducted by
theamount of depreci aion thereon upto the period. Thenet worth represents

. I.e, sharecapitd, reservesand surpluses.
F nanad expertsareof theop| nionthat in manufacturing concerns, investment
inplantsshould bemadeout of equity rather than borrowed capital, therefore,
aratio of at least 1:1 isconsidered desirable. On the other hand, alower
ratio suggestsan undue burden of debt onthe enterprisethat tendstoincrease
theinternal rate a which an enterprise can borrow.

- Current Assetsto Net Worth Ratio Thisratio signifiestherelationship
between the current assetsand net worth. In other words, itisacorrelation
between current assetsand net worth. We can put thisas under:

Current Asscts

Current Asscts to Net Worth Ratio = Nt Worth

This ratio indicates the extent to which shareholders’ funds have gone into
thefinancing of the current assets. Itisadvisableto study theratio of current
assetsto net worth with theratio of fixed assetsto net worth.

- Interest Coverage Ratio A company isconsidered solvent if itsrevenueis
morethan itsinterest and other expenses. Consequently, the company that
hasrevenue sufficient to meet only the expenses and leaving nothing asnet
incomeis considered less solvent. Against this background, one of the
approachesto test solvency of theenterpriseisinterest coverageratio. This
ratio measureshow many timesacompany could pay itsinterest expenses.
Thisratioiscalculated by dividing interest expensesinto earningsavailable
for payment of interest expense. We can put thisasunder:

Met Profit before Interest and Tax
Fixed Interest Charges

Interest Coverage Ratio =

Interest coverageratio measurestheability of afirmto protect theinterests
of long-term creditors. It isoften stated that in order to ensure adequate
protection to long-term creditors, thisratio should be 2 or more.
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Typesof Ratios [llustration 6.6: From thefollowing balance sheet you arerequired to calculate

leverageratios:
Balance Sheet
NOTES Liabilities t Assets @)
3.000 Equity sharcs @ ¥ 100 cach 3.00,000 Building 2.50,000
7% Debenturcs 1.50.000 Furniture 40.000
Reserves and Surplus 80.000 Machinery 2.10,000
Sundry creditors 30,000 Stock 60,000
Bills payable 50,000 Debtors 30,000
Cash balances 20,000
6.10,000 6.10.000
Solution
Total Debt _ ¥ 2.30.000

Dk Equity Ralio = el Oy Equity ¥ 3,80,000

=10.61 (approx.)

Owner’s Equity ¥ 3,80,000
Total Assets T 6,10,000

=0.62 (approx.)

Equity Ratio =

External Equity
Total Asscts

]

External Equitites to Total Asscts Ratio
¥ 2,30.000
T 6,10.000
= 0.38 (approx.)
Fixed Asscts
Net Worth

_ ¥5.00.000
~ T 3.80.000

Fixed Asscts to Nct Worth Ratio =
= 1.32 (approx.)

Current Asscts
Nct Worth

_ T1.10.000
~ ¥3.80.000

0.29 (approx.)

Current Asscts to Net Worth Ratio =

6.3 FACTORS AFFECTING EFFICIENCY OF
RATIOS

Ratio anaysisisnot the best bet when it comesto serving asatool for financial
datement andyss, therearemany factorswhich affectsitsefficiency. Thefollowing
aresomeof them:

It does not take into account the inflationary changesand relieson real
prices. Thismeansthat the changesin theinventory and depreciation val ues
will resultindifferent interpretations.
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- It may show different resultsin casethe accounting policies, and operationd

structure changes. Thisincludeschangesintermsof financia metricswhich
heavily affectsthemanner of computation. In casethisisnot similar across
different periodsand different companies, theratiowill beincomparable.

- It may suffer from problemsof misrepresentati on of detain casethecompany

attemptswindow dressing, or the purpose of analysisismurky.

- Itisproblematicinthe sensethat it does not takeinto consideration the

seasonal factorslikeholiday season, weather conditions and geographical
locationsthe different businessesare set in affecting their accounts.

Check Your Progress

1. What arestructura ratios?
2. List someof examplesof secondary ratios.
3. How isacid-test ratio ca culated?
4. What doesinterest coverageratio measure?
5. Whichtype of earningsare used to measurethe return on assets?
6.4 ANSWERS TO CHECK YOUR PROGRESS
QUESTIONS
1. Structurd ratiosexhibit there ation betweentwo suchitemswhichrelateto
thesamefinancial period.
2. Ratios such asturnover ratios, expenses ratios, earnings per share are
cons dered as secondary ratios.
3. Acid-test ratioiscalculated by dividing current assetsin liquid form by
currentliabilities
4. Interest coverageratio measurestheability of afirmto protect theinterests
of long-term creditors.
5. Earnings(income) beforeinterest and taxesare usually used to measurethe
return on assets.
6.5 SUMMARY

- Profit and |l ossratiosindicate the rel ationship between two such variables

which have been taken from the profit and loss account.

- Balance sheet ratios attempts to express the relationship between two

balance sheet items e.g., the ratio of stock to debtors, or the ratio of owner’s
equity tototal equity.

Types of Ratios
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- Inter-statement ratios deal with the rel ationship between operating and

ba anceshedt items.

- Structurd ratiosexhibit the re ation between two such itemswhichre ateto

thesamefinancial period.

- Trend ratiosdeal with thereationship between itemsover aperiod of time.
- Primary ratiosrefer to any ratio that relatesto such objectiveistreated as

primary ratio.

- Secondary ratios represent such ratiosother than the primary ratio.
- Theliquidity ratiosindicatetheliquidity position of acompany.
- Thecurrent ratio comparesthetotal current assetswith thetotal current

lighilities

- Acid-test ratio provides an even more critical look at the ability of the

company to meet its day-to-day obligations.

- Receivablesturnover isthe amount of period required for one complete

cycle: From thetimereceivabl es are recorded through collection to the
time new receivablesarerecorded.

- Leverageratiosmeasurethe contribution of financing by ownerscompared

with financing provided by the firm’s creditors.

- Debt-equity ratio devel ops relationship between owned funds and the

borrowed funds.

- Equity Ratio/Proprietary Ratio measures the proportion of the company’s

assetsthat are provided or claimed by the owners.

- Ratio of externa equitiesto total assetsratio measuresthe proportion of

the firm’s assets that are financed by creditors.

- Fixed assets to net worth ratio indicates the percentage contributed by

ownerstothevaueof thefixed assats.

- Theratio of current assetsto net worth signifiesthe rel ationship between

thecurrent assetsand net worth.

- Interest coverageratio measures how many timesacompany could pay its

interest expenseswhichiscalculated by dividing interest expensesinto
earningsavailablefor payment of interest expense.

- Profitability ratiosare used to measurethe ability of thefirmto convert

saesinto profitsand to earn profitson assets employed.

- Grossprofit marginratioindicatesthere ationship between gross profit and

sdes.

- Thenet profit marginratio monitorsthenet profit madeinrelationto sales.
- Return onAssety Capital Employed measuresrel ationship earning before

interest and taxes and a firm’s average assets.



- Return on owner’s equity ratio is considered an effective indicator of the Types of Ratios
company’s profitability because it reflects the success of management in the
efficient utilization of the owner’s investment.

- Return on equity capital monitorstheprofit madeby thecompany inrdation
toitsequity capitd.

- Theearnings per sharerepresent averageamount of net incomeearned by
sngleequity share.

- Activity ratiosmeasuretheefficiency of afirminemployingtheavailable
resources.

- Fxed assetsturnover ratio measurestheefficiency in theutilization of fixed
assets.

- Tota Assetsturnover ratio measuresthe overall performance and activity
of thebusinessorganization.

NOTES

6.6 KEY WORDS

e Liquidityratios Itreferstotheratioscomparing there ationship between
variousgroupsof current assetsand current ligbilitiesto measuretheliquidity
position of the company.

e Solvencyratios: It refersto the ratioswhich measure the contribution of
financing by owners compared with financing provided by the firm’s creditors.

e Profitability ratios. It refersto theratioswhich measurethe profit-earning
capacity of afirminrelation to thecapital employed.

o Activityratios. It referstotheratioswhich measuretheefficiency of afirm
inutilizingtheavailableresources.

6.7 SELF ASSESSMENT QUESTIONS AND
EXERCISES

Short-Answer Questions

1. Statethesignificance of each of thefollowing ratiosand turnoversand tell
how eachiscalculated:

() Current Ratio

(i) RecaivableTurnover
(iii) Solvency Ratio

(iv) Inventory Turnover
(v) ReturnonAssets

2. “The return on Capital Employed is often taken as measure of efficiency of

an organization’. Comment. Self-Instructional
Material 87




Typesof Ratios 3. What do you understand by Liquidity Ratio, Leverage Ratio, Profitability
Ratio andActivity Ratio?

4. A company hasa2to 1 current ratio. List several reasonswhy thisratio
maly not be adequate.

5. What arethefactorsaffecting theefficiency of ratios?

NOTES

Long-Answer Questions

1. Explaintheclassification of ratios.
2. Discusstheusefulnessof thefollowingratios:
(@ Acid-TestRatio
(b) Debt-Equity Retio
(c) Net Worthto Fixed Assets
(d) Inventory Turnover.
3. Thefollowingisthebaance sheet of SHE Ltd. ason 31st December, 2012:

2

Liabilities
Share capital 2,00,000
General reserve 50,000
Profit and loss 30,500
Bank loan 70,000
Sundry creditors 1,50,000
Provision for tax 30,000

5,30,500
Assets
Buildings 2,00,000
Machinery 1.50.000
Inventory 1,00,000
Sundry debtors 60,000
Cash in hand 20,500

5.30,500

You arerequired to comment on theliquidity position of the concern.
4. Followingaccountinginformationisobtained rdatingto alimited company:

s
Sales 435,00,000
Cost of goods sold 25,00,000
20,00,000
Administrative expenses 7,00,000
13,00,000
Taxes 8.00,000
Net profit 500,000
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Balance Sheet

Liabilities T Assefs T
7% Pref. share capital 30,00.000 | Building 30,00,000
Equity share capital 15,00,000 | Machinery 25,00,000
Reszerves 5,00,000 | Debtors 3,00,000
&% Debentures 5,00,000 | Stock 3,00,000
Current liabilities 600,000 | Goodwill 1.00,000
Cash 2.00,000
64, 00,000 6, 00,000

Opening stock was X 3,00,000. Assume 360 daysin ayear. Compute the
following ratios.

(i) Current ratio
(i) Debtorsratio
(iii) Gross profit ratio
(iv) Net profit ratio.
5. Thefollowing information isgiven:
Current retio
Acid-test ratio
Net current assets
Find out:
(@) Current assets
(b) Current liabilities
(o) Liquid assets.
6. (@ Findout current ligbilities when current assets are X 6,00,000, current
ratio 2.5:1
(b) Find out quick ratio when:
Current assets = X 2,40,000
Current ligbilities =¥ 1,60,000
Stock =% 80,000

2.8
1.5
1,62,000
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UNIT 7 USES OF RATIO ANALYSIS

Sructure NOTES
7.0 Introduction
7.1 Objectives
7.2 Usesand limitations
7.3 Congtruction of Profit and L ossAccount and Balance Sheet with Ratiosand
Relevant Figures
7.4 Problemsand Solutions
7.5 Answersto Check Your Progress Questions
7.6 Summary
7.7 Key Words
7.8 Salf Assessment Questions and Exercises
7.9 Further Readings

7.0 INTRODUCTION

Asyou havedready learnt inthepreviousunits, ratio anaysisisof critical anadysis
when it comesto understanding the profitability, liquidity, solvency and operationa
efficiency of the companies. Thisanaysisisbased on theratiosof theitemsinthe
financial statementsitself and therefore, itiscritical to notethat based onthe
information of theseratios, itemsof thefinancia statements can be computed and
thereby financid statementslikeprofit andlossaswell asba ance sheet beprepared.
Inthisunit, youwill ssesomepractica problemswhichwill reflect thiscomputation.
But ratios cannot berelied upon entirely, there are somefactorswhich affect its
efficiency asyou havelearnt inthe previousunit. Inthisunit, youwill so discuss
themaor limitationswhich comeswiththeuseof suchratios.

7.1 OBJECTIVES

After going throughthisunit, you will beableto:
- Discusstheusesand limitationsof ratio analysis

- Explaintheconstruction of profit andlossaccount and balance sheet with
ratiosand relevant figures

- Practice someof theratio analysis problems

7.2 USES AND LIMITATIONS

You have already learnt about the uses of ratio analysis in Unit 5, let’s briefly
recapitul atethe advantages of ratio analysishere:
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Advantages of Ratio Analysis

Asdated ealier, ratio andysisisoneof themost important toolsof financid  andyss.
Financial health of abusiness can be diagnosed by thistool. Such an analysis
offersthefollowing advantages:

1. Useful in analysisof financial statements: Ratio analysisisthe most
important tool availablefor analysingthefinancia statements, i.e., Profit
and LossA ccount and Balance Sheet. Such anaysisismade not only by
the management but also by outside partieslike bankers, creditorsand
invetors.

2. Useful inimproving futureperformance: Ratio analysisindicatesthe
weak spotsof the business. This hel ps management in overcoming such
weeknessesand improvingtheoverdl performance of thebusinessinfuture,

3. Useful ininter-firm comparison: Comparison of the performance of one
firm with another can be made only when absolute datais converted into
comparableratios. If Afirmisearning anet profit of ¥50,000 whileanother
firm B isearning¥1,00,000, it does not necessarily mean that firm Bis
better off unlessthisprofit figureisconvertedinto aratio and then compared.

4. Useful in judging the efficiency of a business. As stated earlier,
accounting ratios helpin judging the efficiency of abusiness. Liquidity,
solvency and profitability of abusinesscan beeasily evaduated withthehelp
of various accounting ratios, like current ratio, liquid ratio, debt—equity ratio
and net profit ratio. Such an eval uation enables the management to judge
the operating efficiency of thevarious aspectsof the business.

5. Useful in simplifying accounting figur es: Complex account- ing data
presented in Profit and Loss Account and Balance Sheet is simplified,
summarized and systemati zed with the help of ratio analysis, so asto make
it easily understandable. For example, gross profit ratio, net profit ratio,
operating ratio, etc., give amore easily understandable picture of the
profitability of abus nessthan the absolute profit figures.

Limitations of Ratio Analysis

Ratio analys sisavery useful technique. But oneshould beawareof itslimitations
aswdl. Thefollowing limitations should bekept in mind whilemaking use of ratio
andydsininterpretingthefinancia statements:

1. Reliability of ratiosdependsupon thecorrectnessof thebasic data:
Ratiosobvioudy will beonly asrdiableasthebasic dataon whichthey are
based. If the Balance Sheet or Profit and Loss Account figures are
themselvesunreliable, it will beamistaketo put any reliance ontheratios
worked out onthe basis of that Balance Sheet or Profit and LossAccount.

2. Anindividual ratio may by itself be meaningless: Except in afew
cases, an accounting ratio may by itself be meaningless and acquires



significance only when compared with relevant ratios of other firmsor of Usesof Ratio Analysis
thepreviousyears. Infact, ratiosyield their best advantage on comparison

with other smilar firms; dsoif ratiosfor ayear arecompared withratiosin

thepreviousyears, it will beauseful exercise. Comparisonisthe essentia

requirement for using ratiosfor interpretingagiven situationinafirmor NOTES
industry.

. Ratiosarenot always comparable: When the ratios of two firmsare
being compared, it should be remembered that different firmsmay follow
different accounting practices. For example, one firm may charge
deprecidion ongraght linebas sandtheother ondiminishingvaue Smilarly,
different firms may adopt different methods of stock valuation. Such
differenceswill not make some of the accounting ratios strictly comparable.
However, use of accounting standards makestheseratios comparable.

. Ratiossometimesgive a misleading picture: One company produces
500 unitsinoneyear and 1,000 unitsthe next year; the progressis 100%.
Another firm produces 4,000 unitsin oneyear and 5,000 inthe next year,
theprogressis 25%. The second firmwill appear to belessactivethanthe
firstfirm, if only therate of increaseor ratioiscompared. It will be much
more useful if absolute figures are also compared along with rate of increase—
unlessthefirmsbeing compared areequal indl respects. Infact, one should
be extremely careful while comparing theresults of onefirmwith those of
another firmif thetwo figuresdiffer inany significant manner, say insize,
| ocation, degree of automation or mechani zation.

. Ratiosignorequalitativefactors. Ratiosareasamatter of fact, tool s of

quantitativeandyss. Itignoresqualitativefactorswhich sometimesareequaly
or rather moreimportant than the quantitative factors. Asaresult of this,

conclusionsfrom ratio analysismay bedistorted. For example, despitethe
fact that credit may be granted to acustomer on the basis of information

regarding thefinancial position of businessasdisclosed by certainratios,
but thegrant of credit ultimately depends upon the credit standing, reputation

and manageria ability of the customer, which cannot be expressedinthe
formof ratios.

. Changein pricelevelsmakesratio analysisineffective: Changesin
pricelevelsoften make comparison of figuresfor anumber of yearsdifficult.
For example, theratio of salesto fixed assetsin 2018 would be much
higher than in 2005 dueto rising prices becausefixed assetsarestill being
expressed on thebasis of cost incurred anumber of yearsago whilesales
arebeing expressed at their current prices.

. Thereisnosinglestandard for comparison: Ratiosof acompany have
meaning only when they are compared with some standard ratios.
Circumstances differ from firmto firmand the nature of each industry is
different. Therefore, the standards will differ for each industry and the
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circumstancesof each firmwill haveto bekeptinmind. Itisdifficult tofind
out aproper basisof comparison. Therefore, the performance of oneindustry
may not be properly comparable with that of another. Usuadly it is
recommended that ratios should be compared with the average of the
industry. But theindustry averagesarenot easily available.

8. Ratiosbased on past financial statementsarenoindicator sof future:
Accounting ratiosare ca culated on thebasisof financid statementsof past
years. Ratios thusindicate what has happened in the past. Sincepastis
quitedifferent fromwhat islikely to happeninfuture, it isdifficult to use
ratiosfor forecasting purposes. Thefinancid anaystismoreinterestedin
what will happen in future. The management of acompany hasinformation
about the company’s future plans and policies and is, therefore, able to
predict futureto acertain extent. But an outsider analyst hastorely only on
the past ratios which may not necessarily reflect the firm’s future financial
positionand performance.

Concluson: Onthebasisof advantagesand limitationsof ratio andysisdiscussed
above, it may be concluded that ratiosare extremely useful if used with caution.
Ratio anaysisshould not be performed mechanically. Thismay prove not only
mideading but also dangerous. Limitationsof ratio analys sshould dwaysbekept
inmind asprecautionswhile drawing any conclusonsfromtheretios.

7.3 CONSTRUCTION OF PROFIT AND LOSS
ACCOUNT AND BALANCE SHEET WITH
RATIOS AND RELEVANT FIGURES

Itispossibleto usetoratiosor financid ratiosand other rel evant figuresto construct
important financial statementssuch asthe Profit and LossAccount and Balance
Sheet. Thenumerical ratiosor figures provided are used asastarting point for
deriving missing figuresthrough interpol ation. Thiscan bebetter explained with
thehelp of examples.

[lustration 7.1: Followinginformationisgiventoyou:

I
|. Currcnt liabilitics 100,000
2. Reserves and surplus 50,000
3. Bills payable 40,000
4. Decbtors 35.000
5. Current ratio 1.75
6. Acid-test ratio 1.15
7. Fixed asscts to proprictor’s funds A5

The current assetsof thefirm consist of debtors, stock and cash. The firm does
not haveany long-termliability. You arerequired to prepare abal ance sheet.



Solution Uses of Ratio Analysis

Balance Sheet
Liabilities T Assets T
Capital 2.50,000 | Fixed asscts 2.25.000
Rescrves and surplus 50,000 | Stock 60,000 NOTES
Bills payable 40,000 | Debtors 35.000
Sundry creditors 60,000 [ Cash 80,000
4.,00,000 4.00.000

Working Notes:

|. Calculation of Current Assets:

Currcnt Asscts
Current Liabilitics

Current Ratio =

- _ Current Assets
175 ==%7.00.000

Current Asscts = T 1,00,000 = 1,75
=¥ 1,75.000

Liquid Asscts

Il. Acid-test Ratio —_—
Current Liabilitics

Liquid Asscts
T 1,00,000
Liquid Asscts =¥ 1,00,000 = 1.15 =% 1.15,000

L}S =

Calculation Stock:
Stock = Current Asscts — Liquidity Assect®
=¥ 1,75.000 - % 1,15.000
=¥ 60.000

|11, Calculation of Cash Balances:
Cash = Liquid Assets — Debtors
=T 1.15.000 — ¥ 35.000
= ¥ 80,000

V. Cdculation of Fixed Assets:

Since the firm does not have any long-term liability therefore, shareholder’s
equity should be equal to total net assets. If the fixed assetsare 0.75to
proprietor’s funds, net current assets should be 0.25 of the total net assets.
Thus, fixed assetsshdl be:

Met Current Assets = Current Asscts — Current Liabilitics
=T 1.75.000 - F 100,000 — ¥ 75,000
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V. Calculation of Shareholder’s Funds:

# Net Current Asscis =

02

Lol

< 75,000 **=% 2,25,000

If fixed assets are 0.75, shareholder’s funds should be 1.00. Therefore,
when fixed assetsare equal toX 2,25,00 then shareholder’s funds will be :

100 .,
75

2.25,000 =% 3,00,000

V1. Cdculation of Share Capitd:
Shareholdersfunds
Less: Reservesand Surplus
Share Capita

VII. Cdculation of Sundry Creditors.

Current Lighilities

Less

BillsPayable

Sundry Creditors

[lustration 7.2: From thebel ow given particul ars, preparethe Ba ance Sheet of
Electro Ltd. on 31 March 2011.

3,00,000

= 50,000

2,50,000

i

1,00,000

= 40,000
= 60,000

T

Annual sales
Sales to net worth

Current liabilities to net worth
Total debt to net worth

Current ratio
Sales to inventory

Average collection period
Fixed assets to net worth

1,40,000
4 times
50%
80%

2.2 times
8 times
40 days
70%

Assumethat all salesare madeon credit.

Solution
Balance Sheet of Electro Limited

Liabilities I Assets T
Net worth 16,00,000 Fixed assets 11.20.000
Long-term debt 480,000 | Stock 50,000
Current debt 8,00,000 Debtors 44,444
Cash 16,65.556
28,80,000 28,80,000




Working Notes: Uses of Ratio Analysis
1 Net Worth:
Sales to net worth = 4 times
< 4,00,000 x 4 =< 16,00,000 NOTES
2. Current Liability:
Current Liability to net worth 50%
< 16,00,000 x 50/100 =X 8,00,000
3. Total Liability:
Total debt to net worth 80%
3 16,00,000 x 80/100 = 12,80,000
4. Long-term Liabilities:
= Total Liabilities — Current Liabilities
=3 12,80,000 - X 8,00,000
=3 4,80,000
5, Current Asscts:

Current Asscts
Current Liabilitics

Current Ratio =

~ » — Current Asscsts
o T 8.00,000
Current Assets =¥ 8,00,000 x 2.2
=T 17.60,000
6. Inventory:
Sales to Inventory = 8 times

40,000
B 8

=T 50,000
7. Decbtors:

Average collection period = 40 days

360
=T 44444
8 Cash: T
Current asscts 17.60,000
Less: Stock T 50,000
Dcbtors 44444 94 444
16.65.556

9. Fixed Asscts:
Fixed asscts to net worth 70%
_ 216,00,000 X 70
100
[lustration 7.3: From thefollowinginformation you arerequiredto preparea
ba ance shest:

1 Current ratio 175
2 Liquid ratio 125

=% 11.20.000
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Uses of Ratio Analysis 3. Stock turnover ratio (Cost of sales/Closing stock) 9
4. Gross profit ratio 25 per cent
5. Debt collection period 1% months
6. Reserves and surplus to capital 02
NOTES 7. Turnover to fixed assets 12
8. Capital gearing ratio 06
9. Fixed assets to net worth 125
10. Sales for the year ¥ 12,00,000
Solution
Balance Sheet
Liabilities T Assets T
Share capital 5.00,000 | Fixed assets 7.50.000
Reserves and surplus 1.00.000 | Stock 100,000
Long-term liabilitics 3.00,000 | Debtors 1,50.000
Current habilitics 2.00.000 | Cash 1.00.000
11,00,000 11,00,000

Working Notes:
1. Caculationof Cost of sdles:
Cost of Sales = Sales — Gross Profit = 12,00,000 — (25 + 100 x 12,00,000)
=12,00,000 - 3,00,000 =¥ 9,00,000
2. Cdculation of Closing stock:

Cost of Sales = 9,00, 000
Stock Turnover Ratio 9

Closing Stock = =¥ 100,000

3. Cdculation of Debtors:

LA

Debtors = Total Sales x Debt Collection Period = 12,00,000 x > —%
1,50,000

4. Cdculation of Current asset:

5|

Current Ratio ., Stock

Current Assct = Stock Ratio

=L75 « 1.00,000 =% 3.50,000
05*

5. Cdculationof Liquid assts.
Liquid Assets = Current Assets — Stock =< 3,50,000 —X 1,00,000
=% 2,50,000

6. Cdculationof Cash:
Cash = Liquid Assets — Debtors =¥ 2,50,000 — X 1,50,000
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=% 1,00,000

7. Cdculation of Fixed assets:

Fixed Assct =

Cost of Sales _ 9,00, 000

Fixed Assct Turmover 1.2

=¥ 7.50,000

8. Cdculationof Currentlidbilities:

Current Ratio = —

or

Current Liabilitics =

Current Asscts

_ ¥3.50.000

Current Liabilitics

Current Asscts
Current Ratio

175 = F2.00.000

9. Cdculation of Sharecapitd:
Share Capital = Net Worth — Reserves and Surplus
= 6,00,000 - 1,00,000

=% 5,00,000

10. Cdculationof Long-termliahilities:
Long-term liabilities= Share Capital x Gearing Ratio =5,00,000 % 0.6

=% 3,00,000

[llustration 7.4: Ashwin Ltd. commenced manufacture of Scooterson 1.4.15
with apaid-up capital of I 100 lakh. The company had obtained alicence to
manufacture 2000 vehicles per annum. For the year ended 31.3.16 the company
produced 1,500 vehicles and sold 1,250 vehicles at a price of ¥ 24,000 per
vehide Theoperating satementsof the company reved ed thefollowinginformation

andratios:
Information

(@ Cepitdl

(b) Dividend

(©) Loan

. Thecompany raised an additiond capita of 50 lakh

on1l.2.16.

: Thecompany paid aninterim dividend at 10% on

31.10.15. A further dividend of 10% was provided
out of the profits on 31.3.16. No dividend was
payableon theadditional capital raised.

. Along-termloan of Y100 lakh at 20% rate of interest

was obtained on 1.4.15. Thisloanisto bepaidin
fiveannua equal ingtd ments. The company paidthe
interest aswell asthefirstingtament of ¥ 201akhon
31.3.16.

Uses of Ratio Analysis
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(d) CashBaance

(e Investment

(f) Cost of Production :

(9) Tota Assets

(h) Finished Goods

Ratios

You arerequiredto:

Preparethe Profit &
Sheet ason that date.

. The cash on hand and at bank on 31.3.16 wasX 6

lakh.

: Thecompany invested asum of ¥ 100lakhin Govt.

Bondson 1.6.15, carrying an interest of 12%. The
interest wasreceived at theend of every month. All
moneyswereduly received.

Cost of production conssted of Raw materids, Direct
labour, Manufacturing overheads and Depreciation.
Direct labour was 35% of the production cost.

. Thetotal assets (Net fixed assets, Investment and

Current assets) of the company as on 31.3.16
equalled the SalesTurnover of theyear.

. Thefinished goodswere valued on the basis of the

full production cost.

. Currentratio 2
Debtors’ turnover 6times
Creditors’ turnover 6times
Interest coverage at 4times
Debt servicecoverageratio 1.75times
Profit after tax 10% of

sdesturnover

Raw materiasturnover 4times
(based on closing stock)
LossA/cfor theyear ended 31.3.16 and the Balance

Notes: (1) Indicateyour figuresinlakh.

(2) All working notesmust form part of your answer:

Solution
AshwinLimited
Profit and Loss Account
for the year ended 31st March, 2016
Particulars (% inlakh)
Sales 300
Less  Cost of goods sold
Raw material consumed:
Purchases 120
Less Closing stock 24 3]
Direct labour &



Manufacturing overheads: 40 Uses of Ratio Analysis
Depreciation 2
Cost of production 240
Less  Closing stock of finished goods 40 200
Grossprofit 100
Less  Selling & administration expenses 30 NOTES
70
Add:  Investment income 10
Profit beforeinterest and tax (PBIT) &
Less  Interest 20
Profit beforetax (PBT) &0
Less  Tax 30
Profit after tax (PAT) 0
Appropriations:
Interim dividend (10% on 100 lakh) 10
Final dividend (10% on 100 |akh) 10 2
Profit transferred to reserve and surplus 10
30
AshwinLtd.
Balance Sheet
as on 31st March, 2016 (X in lakh)
Liabilities i Assets g
Share capital 150 |Fixed Assets:
Reserve and surplus 10 |Grossblock 100
Less: Depreciation 20 80
Loan 100 Investments 100
Less: Instalment paid 20 80 |Current Assets:
Current Liabilities and Raw materials stock 24
Provisions:
Sundry creditors 20 Finished goods 40
Provision for tax 30 Debtors 50
Proposed dividend 10 60 |Cash balance on hand and at bank 6 120
300 300
Working Notes:
( Zin lakh)
| (1) SaesTurnover (1250 x % 24,000) 300
(@ PAT (10% of 300 1akh) 0
(3 Interest (20% of 1001akh) 20
@ PBIT = Interest x Interest Coverage Ratio=201lakhx 4= &
G PBIT = PBIT-Interest=80-20= 60
(6) Tex = PBT-PAT=60-30= 0
(7) Investment income (100lakhx[12,100] x[10, 12] 10
I (1 Total assets = SaesTurnover 300
(2 Total liabilities = Total Assets 300
(3) Reserves & surplus = PAT- Interim Dividend — Final Dividend =30-10-10=10
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Uses of Ratio Analysis (4) Currentsliabilities = Total Liabilities — (Share Capital + Reserves & Surplus +

Loan)
= 300-[150+10+80]= 60
(5) Current assets = CurrentLiabilitiesx2=60x2= 120

NOTES (6) Sundry creditors = Total Current Liabilities —
(Provision for Taxation + Proposed Dividends)
= 60-(30+10)= 20
(7) Sundry debtors = Sales/Debtor Turnover Ratio = 300/6 = 50
Il (1) Purchase (credit) = Creditors’ Turnover Ratio ” Creditors =6 x 20 = 120
(@ Rawmateriasstock = Raw ,\-I:I?crialls consumed - = Purchases — Closing Stock
Raw Materials Turnover Ratio 4
_ 120—Closing Stack
4

Let Closing stock of raw materials be x. The following equation can be made:

x= 120-x, 4
bx= 120
Xx= 24

Closing Stock of Raw materials
(3) Raw materialsconsumed = Purchases — Closing Stock of Raw Materials
=120-24= %
(4) Closing stock of finished goods = Total Current Assets — (Raw Materials
Closing Stock + Closing Debtors
+ Closing Cash on Hand and at Bank)
= 120-(24+50+6) = 40

Vehicles Produced

(5 Cost of production = Cost of Closing Finished Stock x

Vehicles in Closing Stock

=40x[1500, 250] = 240
(6) Directlabour = 35% of Cost of Production= (35, 100) x 240= &
(7) Depreciation:
. . PAT + Depreciation + Interest
Debt Service CoverageRatio = Loan Instalment + Interest
30+ Depreciation + 20
17 = 20+ 20
Depreciation =(1.75" 40)-50= 2

(8) Manufacturing overheads = Cost of Production — (Raw Materials Consumed
+ Direct Labour + Depreciation)

= 240-[96+84+20] 40
(9 Cost of goods sold = Cost of Production — Closing Stock of Finished Goods
= 240-40= 200
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(10) GrossProfit

Sales — Cost of Goods Sold

= 300-200= 100
(1) Selling and administration expenses =
Gross Profit— (PBIT - Investment Income)
= 100-(80-10)= D
IV (1) Net fixed assets = Total Assets — (Investments + Current Assets)
= 300-(100+120)= &0
(@ Grossfixed assets = NetFixed Assets+ Depreciation=80+20= 100

[lustration 7.5: With thefollowing ratios and further information given below,
prepare atrading account, profit and loss account and abalance sheet of Shri

Naran:
(i) GrossProfit Ratio 25%
(ii) Net Profit/Sales 20%
(iii) Stock-turnover Ratio 10
(iv) Net Profit/Capita 15
(v) Capital toTotal
Liabilities 12
(vi) Fixed Assets/Capital 5/4
(vii) Fixed Assetg/Tota
Current Assets 57
(viii) Fixed Assets %10,00,000
(ix) Closing Stock ¥1,00,000
Solution:
Tradingand Profit & L ossAccount
for the year ended...
Particulars 4 Particulars %
To Opening Stock 20.000 By Sales 8.00,000
To Purchases (balancing figure) 6.80,000 By Closing Stock 1.00.000
To Gross Profit ¢/d 2.00.000
_9 00,000 900.00(_!
To Expenses 40,000 By Gross Profit b/d 2,00,000
To Net Profit 1.60.000
2.00,000 2.00,000
Balance Sheet
ason....
Liabilities 4 Assets +
Capital: Fixed Assets 10.00.000
Openings balance 6,40.000 Closing Stock 1,00.000
Add: Net Profit 1,60.,000 8.00,000 Other Current Assets 13,00,000
(balancing figure)
Liabilities 16,00,000
24.00,000 24.00,000
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Uses of Ratio Analysis Working Notes:
1 Fixed Assetsare¥10,00,000
Fixed Assets, Capital =5, 4
NOTES \ Capitd =10,00,000" 4, 5=%8,00,000
2 Capital is1/2 of Tota Liabilities
\ Liabilities=8,00,000" 2=3%16,00,000
3. Net Profitis1/5 of Capital
\ Net Profit=8,00,000" 1/5=%1,60,000
4. Net Profitis20% of Sales
\ Sales=1,60,000" 100, 20=%8,00,000
5. GrossProfit Ratio is25% of Sales
\ Gross Profit=%2,00,000
6. Stock Turnover Ratio (i.e., Cost of Sales/Average Inventory) is 10
Cost of Sales= Sales — Gross Profit
=38,00,000-2,00,000=36,00,000
\ Average Inventory is¥6,00,000
7. Closing Stock is¥1,00,000
Average Inventory is¥60,000
\ Opening Stock is320,000
8. Fixed AssetsareX10,00,000
Fixed Assets/Total Current Assets=5, 7
\ Total Current assetsare 10,00,000” 7/5314,00,000
Stock is%1,00,000
\ Other Current Assetsare313,00,000

7.4 PROBLEMS AND SOLUTIONS

Now that you have learnt al about the computation of ratios statementsfrom
ratios. Inthissection, you are provided with practical problemsfor practice.

Problem 7.1

From thefollowing information, determine opening and closing stocks:

Stock Turnover 5times
Total Sales ) %2,00,000
Gross Profit ) 25% of sales

The closing stock val ue was more by 34,000 than the opening stock.

Solution:

GrossProfit = 2,00,000 x 25% = ¥50,000
Self-Instructional
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Cost of Goods Sold = Sales — Gross Profit Usesof Ratio Analysis
= %2,00,000 - 50,000 = ¥1,50,000
Let theOpening Stock = X
ClosngStock = X + 34,000 NOTES
Stock Turnover = 5times

Cost of Goods Sold
Average Stock

Stock Turnover Ratio

%1,50,000
% (X + X + 24,000)

5 =

5X +%10,000 = 1,50,000
5X = %1,50,000 - ¥10,000
X = 328,000 (Opening Stock)
ClosngStock = 328,000 + %¥4,000 = ¥32,000
Thus, opening stock is328,000 and closing stock is332,000.

Problem 7.2

Assuming the current ratio of acompany is 2, state in each of the following
cases whether the ratio will improve or decline or will have no change—with
reasons.

(a) Payment of current liability

(b) Purchase of fixed asset

(c) Cash collected from debtors

(d) Billsreceivabledishonored
Solution:

Suppose current assets areX40,000 and current liabilities 20,000 so that the
current ratio is40,000: 20,0000r 2: 1

(a) Payment of current liability Suppose current liability of ¥5,000is
paid. Then the changed current assets would be 340,000 - 5,000 =
%35,000 and changed current liabilities = 20,000 — 5,000 = ¥15,000

The new ratio would be 35,000 : 15,000 or 2.33: 1 Thustheratio has
improved.

(b) Purchaseof fixed assets  Suppose machinery of 310,000 ispurchases.
Current assets (cash) will be reduced from 40,000 to 30,000 without
affecting current liabilities. The new ratio would be 30,000 : 20,000, i.e.,
1.5: 1. Thustheratio has declined.

(c) Cash collected from debtors Thiswill reduced debtors but increase
cash. Both items being current assets, the current assetswill not change

Self-Instructional
Material 105



Uses of Ratio Analysis

106

NOTES

Self-Instructional
Material

and current ratio will aso not change.

(d) Billsreceivabledishonored Thecurrent ratiowill not change because
therewill beno changein current assetsor current liabilities.

Problem 7.3
From theinformation given below, calculate thefollowing ratios:
(i) Quick Ratio (i) Stock Turnover Ratio
(iif) Debt-Equity Ratio (iv) ReturnonInvestment

Information: Current Assets35,00,000; Opening Stock ¥50,000; Closing
Stock ¥1,50,000; Cost of Goods Sold ¥12,00,000; Gross Profit ¥2,00,000;
Indirect expenses¥20,000; Equity Share Capital ¥7,00,000; 10% Preference
Share Capital ¥3,00,000; 12% Debentures ¥2,00,000; Current Liabilities
%2,00,000; General Reserve<1,00,000.

Solution:

Quick assets _ 5,00,000- 1,50,000 _ 3,50,000
Current liabilities 2,00,000 2,00,000

=175:1

(i) Quick ratio=

Cost of goods sold

(i) Sock turnover ratio=
Average stock

12,00,000 _12,00,000

= = = 12 times
1/(50,000 +1,50,000) ~ 1,00,000
. . L -t debt:
(iii) Debt—equity ratio = ONgTIeTn b
Shareholders funds
_ 2,00,000 ~2,00,000
7,00,000 + 3,00,000 +1,00,000 11,00,000
=211

(iv) Return oninvestment

Profit before intrest and tax (PBIT)
Capital employed

Gross Profit - Indirect exp. + Interest on debentures

Eq. share capital + Pref. capital + Debentures + General Reserve

_ 2,00,000- 20,000 + 24,000
7,00,000 +3,00,000 +2,00,000 +1,00,000

_ 2,04,000 .

= ——"100 = 15.69%
13,00,000



Problem 7.4 Uses of Ratio Analysis
Cd culate thefollowing ratiosfrom the given Balance Sheet:
(i) Current Ratio
(i) Fixed Assetsto Net Worth Ratio NOTES
(iii) Debt—Equity Ratio
(iv) Returnon Capita Employed

Balance Sheet

Liabilities 4 Assets 4
600 Shares of ¥100 each 60,000 Land 40,000
Genera Reserve 35,000 Plant 20,000
Dividend Equalization Reserve 5,000 Machines 27,500
Long-term Loans 20,000 Investments 25,000
Bills Payable 30,000 Inventories 30,000
Provision for tax 5,000 BillsReceivable 13,500
Profit and LossAlc Cash and Bank 12,000
Balance 1,000 Preliminary expenses 8,000
Current year 20,000 21,000
1,76,000 1,76,000

Solution:

Current Assets _ ¥55,500

i rrent Rati -
() CurrentRatio = o Tiabiliies . 35,000

=156:1

CurrentAssets = Inventories+ Bills Receivable + Cash and Bank
= 30,000 + 13,500 + 12,000 = 55,500
Current Ligbilities= BillsPayable+ Provision for Tax

330,000 + 5,000 = X35,000

Fixed Assets _ ¥1,12,500
Net Worth %1,13,000

=099:1

(i) Fixed Assetsto Net Worth Ratio =

Fixed Assets = Land+ Plant + Machines+ Investments
= 40,000 + 20,000 + 27,500 + 25,000 =%1,12,500
Net Worth = Share Capital + General Reserve + Dividend

Equalization Reserve
+ Profit and Loss Account — Preliminary expenses
60,000 + 35,000 + 5,000 + 21,000 — 8,000
31,13,000

Long-term debts _ 20,000
Shareholder’s funds 1,13,000

(iif) Debt-Equity Ratio = =017:1
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Long-termdebts = Long-term|oans=320,000
Shareholder’sfunds= Net Worth =%1,13,000

(iV) Return on Capital Employed - Net Profit before interest and tax x 100

Capital employed
¥25,000
= - = 18.79%
233000 019

Net profit before interest and tax = Net Profit + Tax
= 20,000 + 5,000 = ¥25,000

Capita employed = Share capitd + General Reserve +
Dividend Equdization Reserve

+ Long-term loans + Profit
—Prel. expanses
= 60,000 + 35,000 + 5,000 + 20,000
+ 21,000 - 8,000
=%1,33,000
Problem 7.5

A company having anet working capital of 32.8 lakh ason 30-6-2012 indicates
thefollowing financia ratiosand performancefigures.

Current ratio 24
Liquidity ratio 16
Inventory turnover (on cost of sales) 8
Grossprofiton saes 20%
Credit dlowed (months) 15

The company’s fixed assets is equivalent to 90% of its net worth (share
capital plusreserves) while reserves amounted to 40% of share capital.

Prepare the Balance Sheet of the company as on 30-6-2012 showing step
by step calculations.

Solution:
1. Calculation of current assetsand current liabilities

Current ratio = _ current Assets (CA)
Current Liabilities (CL)
CA
24 = L
CA=24CL



Net Working Capital = CA — CL =32,80,000 Usesof Ratio Analysis

2.4 CL - CL = 2,80,000

1.4 CL = 2,80,000
NOTES
2

L= ’Sf’foo — 32,00,000
Thuscurrent liabilities = ¥2,00,000

Current assets = 2.4 CL = 2.4 x 2,00,000 = %4,80,000
. Calculation of Stock

Liuidity ratio = €A —Stock
quiaity oL

4,80,000 — Stock
16= 2,00,000

2,00,000 x 1.6 = 4,80,000 — Stock

Stock = 4,80,000 - 3,20,000 = ¥1,60,000
. Calculation of Cost of Sales
Inventory turnover ratio=8

_ Cost of Sales _ Cost of Sales
Stock 1,60,000

Cost of Sales = 1,60,000 x 8 = ¥12,80,000
. Calculation of GrossProfit
GrossProfit on sales = 20%
\  Grossprofit on cost of sales=25%
Grossprofit = ¥12,80,000 x 25% = ¥3,20,000

. Calculation of Sales

Cost of sales %12,80,000
Add:  GrossProfit  3,20,000

Sdes 316,00,000

. Calculation of Debtors

Debtors

Averagecollectionperiod = ————""">  x 12 months
Credit Sales
15months= _Pebtors 95
16,00,000
12 x Debtors = 16,00,000 x 1.5
Debtors = w — 32,00,000
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7. Calculation of Cash

Current assets = Stock + Debtors + Cash

4,80,000 = 1,60,000 + 2,00,000 + Cash
Cash = 1,20,000
8. Calculation of Fixed Assets
Fixed assets = 90% of net worth
Net worth = Capital + Reserves
Also, Net worth = Fixed assets + Net working capital
= 0.9 Net worth + 2,80,000
0.1 Net worth = 2,80,000

Net worth = 2'88'1000 = 328,00,000

Fixed assets = 28,00,000 x 90% = ¥25,20,000
9. Calculation of Capital and Reserves
Net worth (i.e., Capital + Reserves) =328,00,000
Reserves = 40% of Capital
\ Capital + 0.4 Capital = 28,00,000
1.4 Capital = 28,00,000

. 28,00,000
14

Reserves = 20,00,000 x 40% = ¥8,00,000
Balance Sheet as on 30 June 2012

= %20,00,000

Liabilities 4 Assets 4
Share capital 20,00,000  Fixed assets 25,20,000
Reserves 800,000  Stock 1,60,000
Current liabilities 2,00,000 Debtors 2,00,000

Cash 1,20,000
30,00,000 30,00,000
Problem 7.6
Prepare aBaance Sheet from the particulars furnished hereunder:
Stock Vel ocity . 6
GrossProfit Margin o 20%
Capita Turnover Ratio .2
Fixed Assets Turnover Ratio . 4
Debt Collection Period . 2months
Creditors Payment Period . 73 days



Gross Profit was60,000; Excess of closing stock over opening stock was Usesof Ratio Analysis
%5,000.

Differencein Balance Sheet represents Bank Balance. The entire salesand
purchases are made on credit basis.

Solution:
Computation of variousitemsfor balance sheet:
1. Calculation of cost of goods sold

NOTES

Gross Profit Ratio = —XoSSProfit 109
Sales
Or Sdes = Gross Profit
Gross Profit Ratio
Sdes = 9009 — 33 00,000
20%
GrossProfit = 3,00,000 x 20% = %60,000

Cost of Goods Sold = Sales — Gross Profit
= %3,00,000 - %¥60,000 = X2,40,000
2. Calculation of Opening and Closing Stocks
Taking stock velocity as stock turnover

Stock Veloity = Cost of Goods Sold
Average Stock
6 = 32,40,000
Average Stock
Averagestock = &"OOO = 340,000
Openingstock = 40,000 — 5'200 = ¥37,500
Closingstock = 40,000 + 5'200 = 342,500
3. Calculation of Capital
. . Cost of Sales
Capita Turnover Ratio = ~Capital
. Cost of Sales
tad =
o Copita Capital turnover ratio
: 2,40,000
Capitd = — - %1,20,000
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4. Calculation of Fixed Assets

Fixed Assets Turnover Reatio =

Fixed Assets

5. Calculation of Debtors
Debt collection period

Debtors Turnover Ratio

Also Debtors Turnover Ratio=

Debtors

6. Calculation of Creditors
Creditors’ payment period

Creditors’ Turnover Ratio

Cost of Sales
Fixed Assets

%2,40,000
Fixed Assets

240,09~ 260,000

2 months

12 months

Debt Collection period -

Credit Sales
Debtors

3,00,000

o =%50,000

73 days

365 days
73 days

=5times

Theamount of credit purchasesisdetermined asfollows:
Cost of Goods Sold = Opening Stock + Purchases — Closing Stock
2,40,000 = %37,500 + Purchases — 342,500

Purchases = 32,45,000

Creditors’ Turnover Ratio =

Credit Purchases

Creditors
o Creditors = Cr- Purchases
Capital turnover ratio
i 2,45,000
Creditors = ——_—— = 349,000

12

=6 times



Balance Sheet ason ........ Usesof Ratio Analysis

Liabilities ¢ Assets ¢
Capital 1,20,000 Fixed Assets 60,000
Creditors 49,000 Closing Stock 42,500
Debto?s 50,000 NOTES
Cash (Balancing Figure) 16,500
1,69,000 1,69,000

AlternativeMethod Inthecdculationsshown above, cost of goods sold
has been taken in computing capital turnover ratio and fixed assets turnover
ratio. Alternatively, instead of cost of goods sold, sales may be taken. In that
case,

. . 1
Capitd turnoverratio = Sa =
Capital
. Sales
or it =
C Capital turnover ratio
Capitd = %2000 = 31,50,000
. . Sales
Fixed assetsturnoverratio = ——
Fixed assets
or Fixedassets = — Sales :
Fixed assets turnover ratio
Fixedassets = ﬂéooo = 75,000

Thevauesof Capita and Fixed Assets have changed and the Balance Sheet
figureswill dso changeaccordingly asfollows:

Balance Sheet ason..................

Liabilities 4 Assets 4
Capital 1,50,000 Fixed Assets 75,000
Creditors 49,000 Closing Stock 42,500
Debtors 50,000
Cash & Bank (Balancing Figure) 31,500
1,99,000 1,99,000

Check Your Progress

1. ‘Reliability of ratios depends upon the correctness of the basic data’.
Explan.

2. Why areratiosnot aways comparable?

3. What doesthe difference between net worth and reserves and surplus
gives?
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7.5

ANSWERS TO CHECK YOUR PROGRESS
QUESTIONS

1. Ratiosobvioudywill beonly asrdiableasthebasic dataonwhichthey are

based. If the Balance Sheet or Profit and Loss Account figures are
themsavesunreliable, it will beamistaketo put any relianceontheratios
worked out onthebasisof that Balance Sheet or Profit and LossAccount.

When theratiosof two firmsare being compared, it should be remembered
that different firmsmay follow different accounting practi ces. For example,
onefirmmay charge depreciation on straight line basisand the other on
diminishingvaue. Similarly, different firmsmay adopt different methods of
stock valuation. Such differenceswill not make some of the accounting
ratios strictly comparable. However, use of accounting standards makes
theseratioscomparable.

Thedifference between net worth and reserves and surplusgivesthe share
capitd.

7.6

SUMMARY

- Ratioandydsisoneof themogt important toolsof finenda andyss. Financid

health of abusiness can be diagnosed by thistool. Such an andysisoffers
thefollowing advantages: It isuseful in analysisof financial statements,
improving futureperformance, inter-firm compari son, efficency of abusness,
and smplifyingaccountingfigures.

- Ratio analysisisavery useful technique. But one should be aware of its

limitationsaswell. Thefollowing limitationsshould bekept inmind while
making useof ratio andyssininterpretingthefinancid satements Rdidbility
of ratios depends upon the correctness of the basic data, theindividual
ratio may bemeaningless, ratiosare not dwayscomparabl e, they sometimes
givemideading picture, it ignoresqualitativefactors, the changesin price
levelsmakeit ineffective, thereisno single standard for comparison, they
arenoindicatorsof future, etc.

- Itispossibleto useto ratiosor financia ratiosand other relevant figuresto

construct important financid statements such asthe Profit and LossAccount
and Balance Sheet. Thenumerical ratiosor figuresprovided areused asa
gtarting point for deriving missing figuresthroughinterpolation.

1.7

KEY WORDS

- Balance Sheet (or Statement of Financial Position): It reflects the

assets, liabilitiesand capital ason acertain date.



- Profit and L ossAccount (or | ncome Satement): It showstheresults of Usesof Ratio Analysis
operations, i.e., profit or lossduring acertain period.

7.8 SELF ASSESSMENT QUESTIONS AND

NOTES
EXERCISES
Short-Answer Questions
1. What arethe advantages or usesof ratio anaysis?
2. Ligthelimitationsof ratioanayss.
3. Fromthefollowinginformation, find out:
(@) CurrentAssets (b) CurrentLiabilities
(©) LiquidAssts (d) Proprietor’s Funds
(e) ShareCapitd () FixedAssets
(g) Stock-in-trade
Information: (i) Current ratio 2.5; (ii) Liquid ratio 1.5; (iii) Proprietary
ratio (fixed assets/proprietary funds) 0.75; (iv) Working Capital X 60,000;
(V) Reserves and Surplus X 40,000; and (vi) Bank Overdraft ¥ 10,000.
Thereisnolong-termloan or fictitious asset.
Long-Answer Questions
1. A company having a net working capital of ¥2.8 lakh as on 30-6-2012
indicatesthefollowing financid ratiosand performancefigures:
Currentratio 24
Liquidityratio 16
Inventory turnover (on cost of sales) 8
Grossprofitonsales 20%
Credit dlowed (months) 15
The company’s fixed assets is equivalent to 90% of its net worth (share
capita plusreserves) whilereserves amounted to 40% of share capital .
Preparethe Ba ance Sheet of the company as on 30-6-2012 showing step
by step calculations.
2. PrepareaBaance Sheet from the parti cularsfurni shed hereunder:
Stock Vel ocity . 6
GrossProfit Margin . 20%
Capital Turnover Ratio : 2
Fixed Assets Turnover Ratio : 4
Debt Collection Period . 2months
Creditors Payment Period : 73days Self-Instructional

Material 115



Uses of Ratio Analysis Gross Profit was60,000; Excess of closing stock over opening stock
was5,000.

Differencein Balance Sheet represents Bank Baance. Theentiresalesand
purchases are made on credit basis.

NOTES
3. Thefollowingfiguresand ratiosrelateto acompany:
1. Sdesfortheyear (all credit) X301akh
2. Grossprofit ratio 25%
3. Fixed assetsturnover (based on cost of goodssold) 1.5
4. Stock turnover (based on cost of goods sold) 6
5. Liquidratio 1:1
6. Currentratio 15:1
7. Debtorscollection period 2months
8. Ratio of reservesand surplusto share capita 06:1
9. Capitd gearingratio 0.5
10. Fixed assetsto net worth 1.20:1
Calculate the necessary details and prepare the Balance Sheet of the
company.

7.9 FURTHER READINGS
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UNIT 8 FUND FLOW ANALYSIS

Sructure NOTES
8.0 Introduction
8.1 Objectives
8.2 Meaning and Definition of Fund
821 Need, Managerial Usesand Limitations of Fund Flow Analysis
8.3 Preparation of Schedule of Change in Working Capital and the Fund Flow
Statement
8.4 Problemsand Solutions
8.5 Answers to Check Your Progress Questions
8.6 Summary
8.7 Key Words
8.8 Sdlf Assessment Questions and Exercises
8.9 Further Readings

8.0 INTRODUCTION

Thetraditional balance sheet reved sthefinancial position of an organization by
mentioning not only the sources of itsresources but a so the deployment of its
resources. However, suchastatement fail stoidentify thefactorsthat areresponsble
for thechangeinthefinancid position of the organization between two financial
periods. Theidentification and analysis of the said factors are essential asthey
haveadirectimpact ontheworking capitd. It ispertinent to mention herethat the
management of working capita hasawaysbeen recognized asaprerequisitefor
the smooth functioning of the organization. Therefore, the management aways
prefersto have astudy that would help it to identify and anaysethefactorsthat
result in the change of working capita. Infact, such changesgenerdly takeplace
ether dueto aninflow or outflow of fund whichisnot revea ed by thetraditiona
bal ance sheet. The most popul ar framework used for thispurposeis statement of
changeinfinancia postion. Thesaid statement aimsto describethechangesinthe
financid position of aconcern during aparticular period. Infact, such astatement
providesthebasisfor policy formulation by acting asafinancia reporting media
Thegtatement of changesinfinancid postionisaso known asfundsflow satement,
where got were gone statement, management funds statement, etc. However, we
may usetheterm fundsflow statement in thisbook.

8.1 OBJECTIVES

After going throughthisunit, you will beableto:
- Explainthemeaning and definition of fund
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- Discusstheneed, managerid usesand limitationsof fund flow andysis

- Describethe preparation of schedule of changeinworking capital andthe
fundflow statement

8.2 MEANING AND DEFINITION OF FUND

For aclear understanding of thefundsflow andysis, themeaning of thetermsfund
and flow must be clear in one’s mind.

Fund

Theterm fund can be used both in broader and narrow sense. In broader sense,
it represents the working capital (current assets—current liabilities) of a concern
whilein narrow senseit representsonly cash balances of afirm. Accordingly two
statements can be prepared, viz.,

- Fundsflow statement: A statement prepared on the basis of net current
assets'working capital whichiscal culated by subtracting current liabilities
from current assets.

- Cashflow statement: A statement that isgoverned by the narrow sense of
fund, i.e., cash balances, and therefore, considers only receipts and
paymentsof cash and transactionsaffecting cash positioninits preparation.

Flow

Flow of fund refersto abus nesstransaction that causesachangein theamount of
fund (working capital) that existsbeforethe maturity of thetransaction. Theflow
of fund isrecogni zed from the degree of changein theamount of working capita.
If atransactionincreasesthe amount of working capitd, itisreferred to assource
of fund (inflow) whereas thetransaction that decreasesthe amount of working
capital resultsin theapplication of fund (outflow). If atransaction failsto cause
achangein theamount of working capital, it doesnot amount to flow of fund.
Suppose a company has a fund (Current assets—Current liabilities) of X 1,20,000
on 31 December 2018. On 1January 2019, it purchased acomputer costing X
10,000 that brings declinein theamount of cash to the extent of I 10,000 which
inturn decreasestheamount of working by X 10,000. Accordingly, theamount of
fundisreducedto 1,10,000 (1,20,000-10,000). The purchase of computer is
treated asflow of fund (outflow) becauseit brought achange in theamount of
working capita (fund) from< 1,20,000 toX 1,10,000.

After andysingtheaboveexample, itisclear that achangeintheamount of
working capital from3 1,20,000toX 1,10,000 istheresult of changeinthetwo
items of the company. Firstly, theamount of cash (acurrent item) isreduced by X
10,000, and secondly, the amount of fixed asset (non-current item) isincreased
by the same amount. From thisfact, we can concludethat:



- theflow of fund (changein working capital) occurswhenasimilar changeis
observed simultaneously in one current and one non-current account asa
result of asingletransaction;

- thetransaction that involves only current accounts or only non-current
accountsdoesnot amount to flow of fund (changeinworking capitd); and

- theflow of fund, i.e., changeinworking capital hasasmilar impact both on
current and non-current accounts. Symbolically, thiscan be expressed as

aDWC =3aDCA =aDNA
where, &D = aggregate changein
WC = working capital
CA = current accounts
NA = non-current accounts

Thus, the aggregate changein theworking capital of aconcern duringa
particular period can be computed by considering al changes which occurred
either inthe current accountsor in the non-current accounts. The changeswhich
occurred in the current accounts as aresult of flow of fund arereflectedina
statement known as schedul e of changesin working capital, whereas similar
changesin the non-current accounts are shown in the statement of changesin
financial position also known as funds flow statement.

Inthe above paragraphswe saw that theflow of fundisidentified by andysing
changesin currentitemsand non-current items. Therefore, it becomesimperative
to haveadetailed list of current and non-current accounts.

Current Accounts

Current accountsconsist of current assetsand current liabilities, like:
- Current assets.
inventories
billsreceivable
cash and bank balances
investments
sundry debtors
prepaid expenses (temporary)
- Currentligbilities:
0 hillspayable
0 sundry creditors
0 outstanding expensesand dues
0 proposed dividend

o O O O O O
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0 provisonfortaxation
0 bank overdraft
0 provisonaganst current assets

Non-cur rent Accounts

Non-current accountscomprisefixed assetsand long-term liabilitieslike:
- Fixedassts:
- landandbuilding
- plant and machinery
- furniture
- long-terminvestment
- goodwill
- prdiminary expenses
- trademarks
- patentrights
- deferred expenses
- discount onissueof shares/debentures
- debit balancesof profit and loss account
- Long-termliabilities
- sharecapita (equity and preferential)
- gharepremium account
- shareforfeited account
- capital redemptionreserve
- capital reserves
- loans(long-term)
- debentures
- generd reserves
- provisionfor depreciation on fixed assets
- bank loan
- credit balances of profitsand lossaccount

[llustration 8.1: Explain theeffect of the bel ow-mentioned transactionson fund
(working capitd):

(i) Purchase 6,000 sharesat X 10 each (temporary).

(i) Further capital of ¥ 12,000invested during theyear.



(iii) Saleof unused plant (completely depreciated) for ¥ 40,000. Fund Flow Analysis
(iv) Paid cashto sundry creditors 30,000.
(v) Purchase of InsurancePolicy (5 years) of % 65,000.

Solution NOTES

() Thistransactionwill not affect theworking capital (fund) becauseof its
temporary nature. On onehand, current assetswill beincreased by temporary
investment in sharesto the extent of X 60,000, and on the other hand, cash
will go out of the businesswhichwill reducethe current asset by the same
amount. Hence, current assetswill not be affected.

(i) Theadditional capital of ¥ 12,000 will increasethe share capital, anon-
current item, and at thesametime, it will dsoincreasecash, acurrent item.
Thusit will result in theinflow of fund (source).

(i) Ontheonehand, saleof unused plant will decreasethe non-current asset
(plant), and on the other hand, it will increasethe amount of current asset
(cash) by X 40,000. Therefore, it theamount of fund will increase.

(iv) Thetransactionswill changeonly current account, viz., cash and sundry
creditors, leaving fund unaffected.

(v) Purchaseof insurancepolicy will affect current asset (cash) ontheonehand
and non-current asset (insurance policy) on the other hand. Thus, the
transaction will result in the outflow of fund to the extent of X 65,000.

8.2.1 Need, Managerial Uses and Limitations of Fund Flow Analysis

Fundsflow statement indicates the amount of changein variousbalance sheet
items between two accounting dates. It showsthe sources and usesof fundsduring
an accounting period. A funds statement isprepared in summary formto indicate
changes (andtrendsif prepared regularly) occurringinitemsof financid conditions
between two different bal ance sheet dates. According toAnthany, 1970:

The funds flow statement describes the sources from which additional funds
were derived and the use to which these sources were put.

Foulke, 1976 definesfundsflow statement as:

A statement of sources and application of fundsis atechnical device designed
to analysethe changesin thefinancial condition of abusiness enterprise between
two dates.

Asper professor MA Sahaf, fundsflow statement isatechnique used to
summarizethefinancial operations of an organization by studying the sources
and application of funds during the accounting period. Such astatement helps
toidentify the changeswhich have taken place and to demonstrate their impact
upon theliquid resources of the business. It provided aclear indication of the
changeswhich havetaken placeinthefinancid position of theenterprise, particularly
for the peoplewho are not well versed in reading balance sheets.
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Managerial Uses of Funds Flow Satement and Need

Fundsflow statement playsasignificant roleintheeva uationof overal performance.
Such astatement providesinsghtsinto thefinancial and investing operationsof a
business. It throwslight on thefinancial strategy of afirm and guidesfinancial
expertsintheinterpretation and predictionsof the same. TheNationa Association
of Accountants, 1971 intheir bulletinlist thefollowing usesof thisstatement:

- estimating theamount of fundsneeded for the growth;
- improving rate of income on assets;
- planningtemporary invesmentsof surplusfundsand planningfor theworking

capitd;

- securing additiona fundswhen needed; and
- planning the payment of dividends.

Further, an effectivefundsflow andysi scan offer thefollowing benefitstoabusiness

fim

- It hdpsthemanagement in operating and investment decisionshy providing

acompletepicture of sourcesand applicationsof funds.

- It guidesexpertsintheformulation of futurefinancia policiesasit discloses

thefinancia deficienciesof aspecified period.

- It canmakepossbletheefficent and economicd utilization of futurefinancia

resources.

- It providesadditiona and significant datafor decision makingwhichisnot

presented by historical statements.

- Ithighlightstherel ationship between theworking capital and thenet income.
- Itevauatespast financid performanceby disclosing themeansand uses of

resources.

- It provesameaningful techniquefor economic anaysis.

Limitations of Funds Flow Satement

Despiteits number of uses, the fundsflow statement suffersfrom number of
limitationswhich arelisted below:

- Itfallsto cover assufficient information as discl osed by income statement

or ba ance sheet and as such cannot replace such statements.

- Itisof secondary nature asit is prepared with theinformation as supplied

by financid statements.

- Thestatement ignoresthe changesinworking capital items, and therefore,

falstothrow light on thefinancia position of the concern.



- Asthisstatement issimply re-arrangement of dataas supplied by financial Fund Flow Analysis
statement, theaccuracy of the statement isdoubtful.

- Itisacrude device compared tofinancial statement becauseit does not
touch non-funditems.

- Itfalstoreved continuouschanges.

NOTES

Check Your Progress

1. Definetheterm fundinthe broader and narrow sense.
2. Wherearethe changesin the non-current accounts of afirm represented?

3. Namethe category of non-current accountswhich comprises of patents
and deferred expenses.

8.3 PREPARATION OF SCHEDULE OF CHANGE
IN WORKING CAPITAL AND THE FUND
FLOW STATEMENT

Statement or schedule of changes in the working capital is a statement that
compares the change in the amount of current accounts (current assets and
current liabilities) on two baance sheet dates and highlightsitsimpact on working
capital. Theformat of this statement is as follows:

Satement or Schedule of Changes in Working Capital

Amosunt Ameunt Effect on Working Capital
Ist ¥ear 2nd Year Increase (+) | Decrease (—)
=) i) ] i
A, Current Assels:
Cash
Trade debtors
Stock

Bill receivables

Pre-pavments

Others

Total Current Assets (A)
B. Current Liabilities:

Trade creditors

Bills payable

Cutstanding expenses

Provision for income tax

Proposes dividend

Others

Total Current Liabilities (B)
Working Capital (A - B)
Increase/Decrense in working capital
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The changesin current accountsi.e., current assets and current ligbilities
are to be computed by comparing the figures for such accountsin the current
period with that of the previous period. The amount of change so computed for
each item of the current account alongwith itsimpact on the amount of working

capital isto be recorded in the schedule of change in working capital.

To analyse the effect on working capital asaresult of changein current

assets and current liabilities, the following facts should be considered:

Nature of transaction

1. Increasein current asset Increase (+)
2. Decreasein current asset Decrease (-)
3. Increasein current liabilities  Decrease (-)

4. Decreasein current liabilities  Increase (+)

[lustration 8.2: The comparative balance sheet of M/s Suman Ltd. ason 31t

December, 2011 and 2012 were as follows:

Effect on working capital

Items 3isr December
201 2oz
i) ()
Assets!
Land and building 1,02,000 110,000
Plant and machinery 56,000 44,000
Sundry debtors 32,000 24,000
Inventory 70,000 61,000
Billz receivable 23,000 | 7,000
(Cash and bank balance 40,000 47000
Total 3.23.000 3.03.000
Trems 3ist December
2011 2002
(%) ()
Liabilities:
Share capital 140,000 130,000
Diebenturas 38,400 28,600
Reserves QT 900 1.02.550
Prowision for taxation 2,700 2850
Proposed dividend 24,000 18,000
Bills payable 10,000 10,000
Sundry creditors 10,000 11,000
Total 3.23,000 303,000




Prepare a schedule of changes in working capital .

Solution

Schedule of Changesin Working Capital

ftems Effect on Working Capital
201 2012 Trcrease (+) | Pecrease ()
) () () ()
A. Curvent Assels:
Sundry debtors 32,000 24,000 8,000
Inventory 70,000 61,000 9,000
Bills receivable 23000 17,000 6,000
Cash and Bank balance 40,000 47,000 7.000
Total Current Assst (A) 165,000 1.49.000
B. Current Liahilities.
Prowision for taxation® 2,700 2,850 150
Proposed dividend* 24,000 18,000 6,000
Bills payable 10,000 10,000
Sundry creditors 10,000 1 1,000 1.000
Total Current Liabilities (B} 46,700 41,850
Working Capital (A - B) l,18.300 107,150
Decrease in working capital 11,150 11,150
118300 118300 24,150 24,150

Remember, both provision for taxation and dividends aretreated here as current

items.

[Hlustration 8.3: The summarized balance sheet of M/s Sugee Ltd. ason 31st

March are given below:
Liabflities 20 208z Assets 201 2012
(%) () i i

Share capital 2,000,000 250,000 | Land & Building 2,00,000 150,000
Debentures 50,000 90.000 | Machinery 1.50,000 1.74.000
Profit & Loss Afc 30,500 30,600 | Inventory L.00.000 74,000
Bank loan 70,000 - Sundry debtors 20,000 94,200
Creditors 150,000 1,35.200 | Cash 500 8,600
Prowision for taxation 30,000 35,000

5.30.500 5.40.800 5.30.500 5.40.800

You are required to prepare schedule of changes in working capitd.
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Solution
Schedule of Changesin Working Capital
frems Effect on Working Capital
2011 2042 I rease (+) Decrease (—)

(%) () i i

A Curvent Asseis:

Inventory 100, 000 4,000 26,000

Sundry debtors B0, 000 24,200 14,200

Cash 500 B.600 &.100

Total Current Asset [ A) LA0.500 176,800

B. Cusvent Liahilities:

Creditors 150,000 1.35.200 14,800

Provigion for taxation 30,000 35,000 5.000

Total Current Liabilities (B) 130,000 1,70,200

Working capital (A — B) 500 6,600

Increase in working capital 6, L0
6,600 6,600 37100 37,100

Statement of Sources and Applications of Funds
For the preparation of statement of sources and application of funds, we should
be clear about the terms sources and applications.

Sources (inflow) refer to such business transactions that increase the amount
of fund (working capital) and applications (outflow) means such transactions
that result in the reduction of fund.

As discussed aready, such an increase or decrease in the fund may take
place when current and non-current items are changed simultaneously as a
result of atransaction. Theincrease in the fund (source) is recorded as a credit
and the decrease in the fund (application) is recorded as a debit. Therefore,
credits represent sources of fund and debits represent application of fund. For
better understanding of the concept of fund, important sources and uses of
funds are summarized below:

Sour ces of Funds
Operational profits or funds from operation;
Issue of share capital or debentures,
Sdle of fixed assets and long-term investments (actual amount realized);
Income from investments (dividend received); and
Long-term |oans.
Applications of Funds
Repayment of capital (including redemption of preferential shares);
Redemption of debentures;



Payment of long-term |oans;
Purchase of investments;
Purchase of fixed assets;

Payment of taxation/proposed dividend if treated as non-current items,
and

Operationd loss

Thus, from the above discussion, we may conclude that:
Increase in non-current assets = Applications of funds
Decrease in non-current assets = Sources of funds
Increase in non-current liabilities = Sources of funds
Decrease in non-current liabilities = Applications of funds

The dua-aspect concept of accounting suggests that the total amount of sources
of funds must reconcile with the total amount of applications of funds. This
principal issimilar to that of the balance sheet principal wheretotal assets are
equal to totd liabilities. Therefore,

Sources of funds = Applications of funds
Increasein ligbilities + Decrease in assets = Decreasein liabilities + Incresse
in assets.
Format of Funds Flow Satement
Different formats are used for this purpose depending upon the objective of
analysis. However, the commonly used format is “account form’ (as given below)

where sources are shown on the | eft side and the application of funds on right
side of the statement.

Statement of Sources and Application of Funds

Sources (7 Applicatiomns (%)
Issue of shares XX Redemption of shares XX
Issue of debentures xx Redemption of debentures XX
Sale of fixed assets ix Purchase of fixed assets XX
Sale of long-term investments xX Repayment of loans XX
Bank loans i Purchase of investments XX
Long-term loans ix Operational loss XX
Operational profit xX Increase in working capital (as per
Decrease in working capital (as per schedule of change in WC) X
schedule of changes in WC) XX
xX XX

Fundsfrom Operation/Oper ational Profit

Themain sourceof fund for an enterpriseisthefundsfromoperation that represents
actual amount of profit asgenerated by the bus ness. For thefundsflow statement,
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thenet profit asdisclosed by profit and lossaccount isadjusted in order to caculate
the actual amount of fund from operation. Thisisdoneto find the effect of the
items such asdepreciation and distribution of profits(general reserve, dividend,
provisonfor taxation), lossfrom sale of asset, etc., on net profit which actualy do
not result inthe outflow of fund but weretreated soin the preparation of profit and
lossaccount of thefirm. Inthe sameway, theimpact of itemslikedividend received
oninvestment, capital gains, etc., which do not represent income (inflow) from
businessoperation, must betreated properly. The procedurefor adjusting profits
asdisclosed by profitsand lossaccount in order to ascertain fundsfrom operation
isasunder:

® ®
Net profits as per profit and loss account
Add: Items which do not result in the outflow of fund: XXX
- Depreciation charged during the year XXX
- Loss on sdle of fixed assets/investments XX
- Capital expenditure (like goodwill, preliminary expenses, patents)
written off against profit and loss account XX
- Provision for income tax/proposed dividend XXX
- Any other item X XXX
Less: Items which do not result in the inflow of funds:
- Gains on sale of fixed assets/investment XX
- Dividend received on investment (credited to profit and
loss account) XX
- Any other item ot X
Profit from business operation or fund from operation X0

Adjustment of Typical Items

Before attempting a practical problem, we must be familiar with the treatment
of sometypica transactions. Accordingly, the discussion that follows dealswith
adjustment procedure of typicd transactionsin fund flow anaysis.

Provision for Taxation There are two approaches to adjust the item of
provision for taxation, viz.,

- As a current item Under this approach, the item of provision for
taxation istreated as current liability and accordingly it is adjusted in the
schedule of changesin the working capital. However, while attempting
apractica problem on fund flow anaysis, the item of tax (if any) given
outside the trial balance should be omitted under this approach. The
logic behind the omisson isthat such an adjustment item (actuad payment
of tax) will affect two current accounts, i.e., cash and provision for
taxation. Therefore, the transaction will not result in the flow of fund

(application).



- As a non-current item Under this approach, it is considered as an Fund Flow Analysis
appropriation of profits and thus a non-current liability. Accordingly, the
amount of current provision for taxation is to be adjusted in the funds
from operation and the actual payment of tax appears in the funds flow
statement as an application. NOTES

Note: Students may note that it is desirableto treat the item of provision
for taxation as current ligbility as generdly it isthe immediate obligation
of the concern to pay tax to the government. As such, it seems somewhat
irrational to treat provision of tax as an appropriation of profit.

- Proposed Dividend It has the same treatment as that of provision for
taxation.

- Interim Dividend It isthedividend paid in between two balance sheet
dates. It isanon-operating item and as such is adjusted in the caculation
of profits from operation.

- Depreciation The depreciation isanon-fund item that does not result in
the flow of cash. It involves smply abook entry without actual payment
of cash. This entry in the book account which debits profit and loss
account and credits the fixed asset account, reduces the amount of profit
and the book value of the fixed assets. As such, depreciation does not
affect the amount of fund (working capitd). Thus, the amount of depreciation
is adjusted in the computation of profits from operation.

- Preliminary Expenses Preliminary expenses like depreciation isanon-
fund item which smply involves abook entry. Every year aportion of such
expensesiswritten off by debiting them to profit and loss account. However,
thistrestment to preliminary expenses neither resultsin the flow of fund nor
it is considered as an operating charge. Thus, the amount of preliminary
expenses written off during the current period is to be added back to the
net profit as to determine funds from operation.

- Goodwill The amount of goodwill written off does not involve flow of
funds but requires simply book entry—debited to the profit and loss account.
Therefore, while computing the funds from operations, the amount of
goodwill written off during the current period is added back to the net
profits for the year.

- Creation of the Reserves Since reserves are created out of profits,
therefore, such reserves congtitute an appropriation of profit and not an
operating charge against profits. Further, the creation of reserve does not
affect the amount of fund. Therefore, the current amount of the reserveis
to be added back to the net profit to determine funds from operation.

- Gain or Lossfrom the Sale of a Fixed asset Firms often transfer gain
or loss from the sdle of asset to profit and loss account. The treatment of
this item in the funds flow analysis is that it is to be adjusted in the
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computation of funds from operation, this being anon-fundsitem. Thus,
the gain from the sae of the asset is deducted from the net profit and vice-
versato determine profits from operation.

Preparation of Working Accounts and Notes (Hidden Transaction)

Preparation of working accounts and notes is an important step in the funds
flow statement. The need for such accounts and notices arises to find out some
hidden information required for the funds flow statement. Theinformation like
depreciation, provision for taxation, sale or purchase of assets etc. is made
avalable by thisstep. Thefollowingillustration will hepin the dear understanding
of this attempt.

Example The information relating to X Co. Ltd. regarding amachinery stands
&

31t Dec. (2011)  31st Dec. (2012)

®Q ®Q
Value of Machinery 1,00,000 2,25,000
Depreciation on machinery during the year 2012 30,000

Calculate theactual amount of application used for the purchase of machinery
during theyear 2012.

Solution Apparently it looks that the amount of application for the purchase of
machinery during the year 2012 is ¥ 1,25,000 (2,25,000 — 1,00,000). But
actually itis 1,55,000 (1,25,000 + 30,000). The value of machinery ason
31st December, 2012 (2,25,000) isthe adjusted amount from which the amount
of depreciation has aready been deducted. In order to calculate the actual
amount of gpplication for the purchase of machinery, the amount of depreciation
should be added back to the value of machinery. Thus, actual amount will be:

®)
Value of machinery as on 31st December, 2012 2,25,000
Add: Depreciation charged during the year 30,000
255,000
Less: Value of machinery as on 31st December, 2011 1,00,000
Value of machinery purchased during the year (Application) 1,55,000

The value of machinery purchased during the year 2012 can aso be
ascertained with the help of an account stated as follows:

Machinery Account

Particulars (%) Particulars (h

To Balance bid 1.00,000 | By depreciation 20,000
To Cash-purchases (balancing figure) 1.55,000 | By Balance c/d 2,25,000
255,000 2,55,000




In the above account, entries regarding opening and closing balances,
depreciation, profit or loss from sale of machinery, profit or [oss on revaluation
etc. areto be recorded. The balancing figure in the account will represent either
sale proceeds or acquisition cost of the machinery.

In the same way, ledger accounts may be prepared to find out inflow/
outflow of funds from other non-current assets and liabilities like investment
account, building account, capital account, debentures account etc.

8.4 PROBLEMS AND SOLUTIONS

Now that you have learnt the theory about fund flow statement, let’s apply it to
practica problems.

Problem 8.1

Balance Sheet of Sdlf RidgesL td.

Liabilities Fist Dec. | FIst Dec. | Assers Fist Dec. | Fist Dee.
2011 2012 2001 2012
] ] (%) )

Share capital 200000 | 230,000 | Plant and machinery 1,90,000 | 2.10,000
Trade creditors 80,000 | 100000 | Building 1,05,000 | 137,000
Bank loan 40,000 25000 | Inventory 20,000 27.000
Mortgage - 25000 | Trade debtors 40,000 55,000
Profit & Loss Afe 65,000 23,000
Cash 30,000 34,000

385,000 | 4,683,000 285,000 | 4,653,000

Prepare from the above comparative bal ance shest:
(& A schedule of changein working capital; and
(b) Fundsflow statement.

Solution
Scheduleof Changesin Wor king Capital

Items Effect on Working Capital

2011 2012 Increase (+) Decrease (—)
(#) () () ()

AL Current Assets!

Trade debtors 40,000 55,000 15,000

Iventory 20,000 27,000 T.000

Cash 30,000 34,000 4,000

Total Current Asset (A 90,000 116,000

B. Current Liabilities:

Trade creditors 80,000 100,000 20,000

Total Current Liabilities | B) 80,000 100,000

Waorking Capital (A - B) 10,000 16,000

Increase in working capital 6,000 6,000
16,000 16,000 26,000 26,000

Working Note:

Theincrease in working capita is ascertained by subtracting working capital of
2011 from the working capital of 2012. The working capital for 2011 and
2012 is calculated as under:

Fund Flow Analysis

NOTES
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Fund Flow Analysis Working capital as on 31st December, 2011
= Total Current Assets — Total Current Liabilities
(as on 31st Dec., 2011) (as on 31st Dec., 2011)
NOTES =% 90,000 - X 80,000 =X 10,000
Working capital ason 31st December, 2012:
= Total Current Assets — Total Current Liabilities
(as on 31st Dec., 2012) (as on 31st Dec., 2012)
=% 1,16,000 — ¥ 1,00,000 = ¥ 16,000

Therefore, increase in working capital = Working capita ason 31st Dec., 2012
— Working capital as on 31st Dec., 2011

=% 16,000 — ¥ 10,000 =X 6,000
Funds Flow Satement

Sources Amount | Applications Amowint
i) i)

Share capital 30,000 | Plant and machinery 20,000
(230,000 — 2,00,000} (2,010,000 — 1,50,000)

Maortgage 25,000 | Building 32,000
Profits'Funds from operation 18,000 (1.37.000 — 1,05,000)

(83,000 — 65.000) Bank loan L 5,000

(40,000 — 25,000 )
Increase in working capital 6,000
73,000 73,000

Note: In the above illustration, working accounts and notes have not been
prepared as there is no adjustment item. Now, in the next few illustrations we
will study the adjustment of typical items and also the preparation of working
accounts.

Problem 8.2: From the following balance sheets of Oriental Company Ltd.,
prepare (a) schedule of changesin working capitd, and (b) Funds flow statement.

Liabilities st Dec. | Flst Dee. | Assefs Fist Dee. | Fdsr Dec.
2009 2000 2009 2010
&) i i it

Capital 1200000 150,000 | Plant 100 D00 125,000
Sundry creditors 37.000 25,000 | Land and building 75,000 90,000
Bills payable 15,000 17,000 | Patents rights 7.000 9500
Profit & Loss Alc G0.000 69,000 | Cash 17.000 23,000
Sundry debtors 33.000 13,500

2,32,000 261,000 2.32,000 2.61,000

Additional Information:

Depreciation of ¥ 20,000 and ¥ 25,000 have been charged on plant, land and
building respectively in 2010.
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Solution Fund Flow Analysis

Satement of Changesin Working Capital

frems 2049 201 Effect on Working Capiral (%)
() (%) Increase (+) | Decrease (—) NOTES
AL Current Assels:
Cash 17.000 23,000 6,000
Sundry debtors 33,000 13,500 19,500
Total Current Asset (A) 50,000 36,500
B. Current Liahilities:
Sundry creditors 37.000 25,000 12,000
Bills payable 15,000 17,000 2,000
Total Current Liabilities (B 52,000 42,000
Working Capital (A - B) {—) 2000 {—) 5,500
Diecrease in working capital (—) 3.500 3.500
(—15.500 (—) 5,500 21.500 21.500

FundsFlow Satement

Sources Amaunt | Applications Amonnt
%) (%)

Capital 30,000 | Purchase of plant® 45,000

Funds from operations' 54,000 | Purchase of land and building? 40,000

Decrease in working capital 3,500 | Purchase of patents 2,500

87,500 87,500

Working Notes:

1. Cdculation of fundsfrom operation: ® ®
Profit as per P&L A/c (closing balance) 69,000
Add: Depreciation 20,000
Plant 25,000 45,000
Land and building 1,14,000
Less: Opening balance of profit 60,000
Funds from operation 54,000

2. Calculation of plant purchased during the year:

Plant Account

f o
To Balance b/d 100,000 | By Depreciation 20,000
To Cash—purchase 45,000 | By Balance o'd 1.25.000
{Balancing figure)
145,000 145,000

3. Calculation of land and building purchases during the year:
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Fund Flow Analysis L and and BuildingAccount

1 1
To Balance b'd 75,000 | By Depreciation 25,000
To Cash—purchase 40,000 | By Balance o/d 90,000
NOTES {Balancing figure)
L 15,000 L 15,000

Problem 8.3 From the following balance sheets of MAS Ltd. prepare:
(i) Statement of change in working capital (ii) Fund flow statement

MASLtd.
(Balance Sheet)

Liabilities I ¥ear () I Year (%) | Assefs I¥ear (%) | I ¥ear (7)
Share Capital:
Equity shares 450,000 | 6,00,000 | Goodwill 120,000 | 1,40,000
6% Redeemable pref. shares | 2,25,000 1.50,000 | Plant 160,000 | 2,50,000
Profit & Loss Afc 60,000 75,000 | Building 2.40.000 1.95,000
Proposed dividend 55,000 67,000 | Inventories 22,000 | 1,25,000
Trade creditors 72,000 90,000 | Trade Debtors L75.000 | 235,000
Bill payable 32,000 25,000 | Bill receivables 45,000 37,000
Provision for taxation 60,000 72,000 | Cash 52,000 77.000

9.54,000 | 10,79,000 954,000 | 10,79,000

Additional Information:
1. Aninterim dividend of ¥ 35,000 has been paid in Il year.
2. Payment of income-tax ¥ 52,000 was paid during Il year.

3. Depreciation of ¥ 35,000 and X 42,000 have been charged on plant and
building respectively in Il year.

Solution
Schedule of Changesin Working Capital
Trems Effect on Working Capiral
I Year 1T Year Increase (+) | Decrease (—)
() () () (%)

A, Current Asseils:

Inventories 92,000 1.25.000 33,000

Trade debtors 175,000 235,000 60,000

Bills receivables 45,000 57,000 12,000

Cash 52,000 T7.000 25,000

Total Current Asset (A) 3.64,000 4,594,000

B. Current Liabilitics:

Proposed dividend 55,000 67,000 12,000

Trade creditors T2,000 Q0,000 18,000

Bills payable 32,000 25,000 7.000

Prowision for taxation 0,000 T2,000 12,000

Total Current Liabilities {B) 219000 [ 254,000

Working Capital (A — B) 145,000 2.40,000

Increase in working capital 95,000 95,000
Self-Instructional 2.40,000 2.40,000 1.37.000 1,37,000
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Sources i) Applications (=}
Issue of equity share 1,50,000 | Redemption of pref. share capital 75,000
Sale of building! 3,000 | Purchase of plant® 1,235,000
Funds from operation® 1,77.000 | Interim dividend 35,000 NOTES
Increase in working capital 95,000
3.30,000 3,30,000

Working Notes:
1. Calculation of building sold during Il year:

BuildingAccount

i) ()
To Balance bvd 2,40,000 | By Depreciation 42,000
By Balance c/d 1,95,000
To Cash-sale (Balancing figure) | 3.000
2,400,000 240,000
2. Calculation of funds from operation: 9] ®)
Profit as given (Il year — | year) 15,000

(75,000 — 60,000)
Add: Non-operating items:
Depreciation on:

Plant 35,000
Building 42,000 77,000
Goodwill (written off) (1,90,000 — 1,40,000) 50,000
Interim dividend 35,000 1.62,000
Funds Flow Operation 1,77,000
3. Calculation of plant purchase during Il year:
Plant Account
(%) (<)
To Balance b'd 160,000 | By Depreciation 35,000
To Cash—purchase 1.25.000 | By Balance c/d 2,50,000
iBalancing figure) |
285,000 285,000

Note: Theadjusmentitems(additiona information) relatingtoprovisonfor taxation
and proposed dividend have been omitted because of being treated theseitemeas
currentliabilities

Alternatively, if these items are treated as non-current ligbilities then:

(i) Thecurrent provison of such itemswill be added to profitsin the caculation
of funds from operation.

(i) Actud payment on these accounts during the current year will appear in
the funds flow statement as gpplication. However, under this dternative
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theseitemswill not be shown in the schedule of change in working capitd
and as aresult, the working capital will increase by ¥ 24,000 (12,000
+ 12,000). Now the practical solution of this problem will take the

following form.

Schedule of Changesin Wor king Capital

Items I¥ear I Year Ejffect on Working Capital
i) () Increase (+) | Decrease (—)
() ()

AL Curvent Assels;

Inventories 2,000 1,25,000 33,000

Trade debtors 1.75.000 2,35,000 60,000

Bills receivables 45,000 57,000 12,000

Cash 52,000 77,000 25,000

Total Current Asset (A) 3.64,000 4,594,000

B. Current Liabilities:

Trade creditors 72,000 90,000 18,000

Bills payable 32,000 25,000 7.000

Total Current liabilities (B 104,000 115,000

Waorking Capital (A — B) 2,60,000 | 3,79,000

Increase in working capital 1,159,000 1,19,000

3,79.000 | 3,79.000 1,37,000 1,37.000
FundsFlow Satement
Sources Amaunt | Applications A et
) *)

Issue of equity share 1.50,000 | Redemption of pref. share capital 75,000
Sale of building 3,000 | Purchase of plant® 1,25,000
Profits from operation! 3,08,000 | Interim dividend 35,000

Payment of proposed dividend? (Ist Year) | 55,000

Payment of Income Tax* 52,000
Increase in working capital [ 1,18,000
4,61,000 4,61,000
Working Accounts and Notes (For alter native method) ®
1. Computation of Funds from Operation

Profit as given (Il year — | year) (75,000 — 60,000) 15,000

Add: Non-operating items:

Depreciation:

Plant 35,000

Building 42,000 77,000

Provision for taxation® 64,000

Proposed dividend 67,000

Interim dividend 35,000

Goodwill (written off) 50,000  2,93,000

Funds Flow Operation 3,08,000




2. Calculation of the building sold during the year—same as in the first

dternative.

3. It has been assumed that the provisioin for dividend madein first year is
paid in second year.

4. Provision for Taxation A/c
() i)
To Bank (Paid) 52,000 | By Bal. bid 60,000
To Balance e/d T2.000 | By PEL Al 64,000
Being provision made during
the vear ( Balancing figures)
1,24,000 [ 1.24.000

Problem 8.4 The following comparative balance sheet of Super Max Ltd. for
2009 and 2010 are available:

Liahilities Zivrw 2010 Assers e 2aie
(%) () () (%)

Equity share capital 9.00,000 | 10.50.,000 | Fixed assets 15,350,000 | 18,560,000
&%, Preference share capital | 6.00.000 300,000 | Investment 90,000 | 240,000
Debentures 300,000 6,00,000 | Current assets 720,000 | 11,25,000
Profit and loss account 3.30,000 810,000 | Discount on debentures 30,000 15,000
Current liabilities 2,40,000 4,580,000

23,770,000 [ 3240000 23,70,000 [ 32.40.000

Additional Information:
(& A machine costing ¥ 1,20,000 was sold for ¥ 75,000.

(b) A redemption at a premium of 15% was done for preference shares on

31st December, 2010.
(0 Equity shares were paid adivided at 15% for 2009; and

(d) Depreciation was charged on fixed assets during the year was3 1,80,000.
You are required to prepare statement showing the sources and application of

funds for the year ended 31st December, 2010.

Solution
Proj ected FundsFlow Statement

Sources () Applications i)

Equity share capital 1,50,000 | Redemption of pref. share capital

Debentures 2,00,000 | including premium?

Sale of fixed asset® 75,000 (3.00,000 + 45,000) 3,435,000

Funds from operation’ 9.48,000 | Purchase of fixed asset 6,530,000
Payment of preference dividend® 48,000
Payment of eq. dividend 1,35,000
Investment acquired 150,000
Increase in working capital 165,000

14,723,000 14,773,000

Fund Flow Analysis

NOTES
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Working Notes:

1. Calculation of Fundsfrom Operation

Profit as per P&L A/c for 2009 (8,10,000 — 3,30,000) 4,80,000
Add: non-fund/non-operating items appearing in P&L A/c:

Loss on sale of machine 45,000

Premium on pref. shares redeemed 45,000
Preference dividend 48,000

Equity dividend 1,35,000
Depreciation 1,80,000

Discount on debentures written off 15,000 4,68,000
Funds flow operation 9,48,000

2. Cdculationof premium on prefrenceshares.
= ]EET # Amount to be redeemed = lll 0 * 3,000,000 =T 45,000

3. Calculation of dividend: It is assumed that preference dividend was a so
paid as equity dividend cannot be declared without declaration of pref.

dividend. Preference dividend = % % 6.00.000 = Z 48.000

Equity dividend = W % 9,00,000 =% 1,35,000
4. Fixed Asset Account
) )

To Balance b/d 15,30,000 | By Depreciation 1,80,000
To Cash—purchase 6,30,000 | By Sale 75,000
(Balancing figures) By P&L A/c - (loss from sale of asset) 45,000
By Balance c/d 18,60,000
21,60,000 21,60,000

Problem 8.5 From the following balance sheet of X Ltd., you are required to
prepare;

(1) Statement of changesin the working capital; and

(i) Fundsflow statement

Liabilities Year I Year Il | Asscts Year I Year IT
(%) (%) ) %)

Equity share capital 1,20.,000 | 1,60,000 | Building 1,18,000 | 1,290,000
Share premium 20,000 22,000 | Machinery 40,000 80,000
Keserves 14,000 16,400 | Furniture 6,000 3.000
894 Debentures = 60,000 | Inventories 20,000 30,000
Corpuration laxes 20,000 28.000 | Sundry deblors 30,000 84,000
Sundry creditors 70,000 84,000 | Cash 16,000 29,400
Profit and Loss acecunt 36,000 46,000

280,000 ]4.16400 2,580,000 | 4.16,400




During the year machinery was written off by ¥ 30,000 and furniture by X Fund Flow Analysis
2,000.

Solution
Scheduleof Changesin Wor king Capital NOTES
Particulars Effect on Working Capital
I Year 1i Year Increase (+) | Decrease (—)
(<) (%) ) )
A. Current Assets:
[nventories 20,000 30,000 10,000
Sundry dehtors /0,000 84,000 4.000
Cash 16,000 29,400 13.400
Total Current Asset (A) 1,16,000 1,143,400
B. Current Liabilities:
Corporation taxcs 20,000 28,000 8,000
Trade creditors 70,000 84,000 14,000
Total Current Liabilities (B) 90,000 1,12,000
Working Capital (A—B) 26,000 31.400
Net increase in working capital 5,400 5,400
31,400 31,400 27.400 27,400
Proj ected FundsFlow Satement
Sanrces 7) Application )
Issue of equity share 40,000 | Building' 72,000
Share premium 2,000 | Machinery? 70,000
8% Debentures 60,000 | Net increase in working capital 5,400
Sale of furniture? 1,000
Profits From operation®* 44,400
1.47.400 1,47 400
Working Notes:
1 Building Account
To Balance b/d 1,18,000 | By Balance c/d 1,90,000
To Purchase 72,000
(balancing figure)
1,90,000 1,90,000
2. Machinery Account
To Balance b/d 40,000 | By Balance c/d 80,000
To Cash—purchase 70,000 | By Depreciation 30,000
(balancing figure)
1,10,000 1,10,000
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Fund Flow Analysis 3. Furniture Account

To Balance b/d 6,000 | By Balance c/d 3,000
By Depreciation 2,000
NOTES By Cash sale
(balancing figure) 1,000
6,000 6,000
4. Calculation of Fundsfrom Operation
Profit for IT year as per P&L A/c (46,000 — 36,000) 10,000
Add non-fund/non-operating items appearing in P&L App. Alc:
Reserves 2,400
Depreciation:
Machinery 30,000
Furniture 2.000 | 32.000 34.400
Profit/Funds Flow Operation 44,400

Problem 8.6 From the following balance sheet of M/sWestern Company Ltd.,
as on 31st December, 2007 and 2008, you are required to prepare:

(@ Fund Flow Statement; and
(b) Schedule of changesin working capital.

Liahilities 2007 2008 Assets 2007 2008
) (<) ) (%)
Share capital 3.,50,000 435000 | Building 3,00, 000 3,400,000
Debentures 225,000 | 320,000 |Plant 3.25,000 | 3,75.000
Ceneral reserves 120,000 175,000 | Investment 1.65,000 LES 000
Profit and Loss account 75,000 05,000 | Preliminary expenses 9,000 -
Depreciation reserve 90,000 135,000 | Inventories 75,000 1.45,000
Sundry creditors 75,000 95,000 | Sundry debtors 95,000 1,75,000
Bills payable 90,000 | 1,10,000 | Bills receivable 40,000 65,000
Cash in hand 16,000 £0,000
10,25,000 | 13.65,000 10,25,000 | 13,65,000

Additional Information:
(i) Dividend for 2007 @ 15% was paid during the year 2008;

(i) A plant costing X 75,000 (Depreciation provided ¥ 25,000) was sold for
¥ 55,000;

(iii) Investment amounting to X 40,000 were realised for I 32,000.
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Solution
Scheduleof Changesin Working Capital
Particulars Effect on Working Capital (%)
2007 (%) 2008 (%) Increase (+) Decrease (—)
A. Current Assets.
Inventories 75,000 1,45,000 70,000
Sundry debtors 95,000 1,75,000 80,000
Bills recenvable 40,000 65,000 25,000
Cash 1n hand 16,000 HOL000 64,000
Total Current Asset (A) 2,26,000 4,65,000
B. Current Liabilities:
Sundry creditors 73,000 45,000 20,000
Bills payable 90,000 1,10,000 20,000
Total Current liabilities (B) 1,65,000 2,05,000
Working Capital (A —B) 61,000 2,60,000
Net increase in working capital 1,99,000 1,99,000
2,60,000 2,60,000 2,30,000 2,39,000
Proj ected FundsFlow Statement
Senrces ) Applicationy (%)
Issue of capital 85,000 | Purchase of plant 1,25,000
Izsue of debentures 05,000 | Purchase of building! 40,000
Sale of plant® 55,000 | Purchase of investment’ 60,000
Sale of investment 32.000 | Payment of dividend 32500
Profits from operation’ 2,09,500 | Net increase in working capital 1,99,000
4,76,500 4,76,500
Working Notes:
1. Building Account
To Balance b/d 3,00,000 | By Balance ¢/d 3,40,000
To Cash—Purchase 40,000
(balancing figure)
3.,40,000 3.40,000
2. Plant Account
To balance b/d 3,20,000 | By Depreciation on the plant sold | 25,000
To P&L account gain* 5,000 | By Sale 55,000
To Cash—purchases 1,25,000 | By Balance c/d 3,75,000
(balancing figures)
4,55,000 4,55,000

Fund Flow Analysis
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Fund Flow Analysis *Calculation of gain from sale of plant:

Cost of plant sold 75,000
Less: Depreciation charges 25,000
NOTES Written down vaue 50,000
Sde proceeding 55,000
Gain (Sale — WDV) (55,000 — 50,000) 5,000
3. I nvestment Account
) (%)
To Balance b/d 1,65,000 | By Balance c/d
To Cash—purchase 60,000 (40,000 — 32,000) 8,000
(balancing figure) By Sale 32,000
By Balance c/d 1,85,000
225,000 2,25,000
4, Calculation of Funds from Operation 3
Current year’s profit as per P&L Alc 20,000

(95,000 — 75,000)
Add: Non-funds/non-operation items debited to P&L App. Alc:

Depreciation reserve 45,000

Depreciation charged 25,000

Loss on sale of investment 8,000

Preliminary expenses 9,000

General reserve 55,000

Dividend paid (15/100 x 3,50,000) 52,000 1.94,500
Total 2,14,500

Less: Non-operating expenses already credited to P&L A/c:

Gain on sale of plant 5,000

Profit/Funds from operation 2,09,500

Problem 8.7 The balance sheet of Double Company Ltd. at the end of 2008
and 2009 are given below:
Liabilities 2008 2009 Assets 2008 2009
() (5] (%) )
Capital 10,00,000 | 12,00,000 | Cash 3.00,000 | 3.80.000
Trade creditors 220,000 | 2,60,000 | Trade debtors 330,000 | 2.00,000
Bill pavable 20,000 60,000 | Inventcrizs 3,00,000 | 2,00,000
Bank overdraft 100,000 = Prepaid expenses £,000 6,000
Provision for tax 1,50,000 | 1,30,000 | Fixed asscts 10,00,000 | 9.,60,000
General reserve 1,60,000 | 1,60,000 | Goodwill - 120,000
Profit and Loss account 1,68,000 56,000
19,338,000 | 18,66,000 19,38,000 | 18,660,000
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Additional Information: Fund Flow Analysis
(i) A dividend of ¥ 68,000 was paid in 2009;

(i) Asset of another company were purchased at ¥ 2,00,000 payable in
10,000 shares of X 20 each. The assets included stock of X 20,000; fixed NOTES
assets ¥ 60,000, and goodwill X 1,20,000;

(iii) Income tax paid in 2009 was X 20,000;
(iv) Net profitin 2009 wasX 76,000 before charging tax;
Prepare a statement showing sources and uses of funds during 2009.

Solution
Schedule of Changes in Working Capital
Particulars Effect on Working Capital
2008 2009 Increase (+) | Decrease (—)
() ) (T) (84
A, Current Assets:
Cash 3.,00.,000 3.80.,000 80,000
Trade debtors 330,000 2,00,000 1,30,000
Inventories 3,000,000 2,00,000 100,000
Prepaid expense 8,000 6.000 2,000
Total Current Asset (A) 9,38,000 7.86,000
B. Current Liabilities:
Trade creditors 2,580,000 2,60.000 20,000
Bills payable 50,000 60,000 20,000
Bank overdraft 1,00.000 e 100,000
Provision for taxation 1,50.000 1,30,000 20,000
Total Current Liabilities (B) 6,10,000 4,50,000
Working Capital (A — B) 3,28,000 3,36,000
Net increase in working capital 8,000 8,000
3,36,000 3.36.000 2,40,000 2.,40,000

Funds Flow Satement

Sources (%) Applications (%)

Funds from operation 56,000 | Payment of dividend 68,000

Issue of shares 20,000* | Net increase in working capital 8,000
76,000 76,000
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Fund Flow Analysis Working Notes:

l. Fixed Assets Account
() (%)
NOTES To Balance b/d 10.00,000 | By Balance c/d 9,60,000
To Share capital 60,000 | By Depreciation 100,000
{balancing figure)
1 0,60,000 L0,60,000
Note: Theincreasein fixed asset of ¥ 60,000 due to share capital will not be
deemed as application.
. Share Capital Account
() ()
To Balance ¢/d 12,00,000 | By Balance b/d 10.00,000
By Stock (source) 20,000
By Goodwill 1,20,000
By Fixed assets 60,000
12,000,000 12,00,000
nl. Calculation of Fundsfrom Operation
4
Net profit for 2009 (1,68,000 — 56,000) (—)1, 12,000

Add: Non-fund and non-operating items already
debited to profit and loss account:

Depreciaton of fixed assets([) 100,000
Dividend 68,000

I (+)1,68,000
Funds from operation 56,000

Problem 8.8 From the following balance sheets as on 31st December, 2009
and 2010, prepare a funds statement:

Liabilities 2009 2010 Assers 2009 2040
%) (%) (7) (%)
Share capital 5,00,000 | 5,04,000 | Machinery 3,50,000 | 3.60.000
8% Debentures 2,00.000 | 2,40,000 | Land and building 2,00.000 | 2.50.000
Profit and loss account 1,50,000 | 2,52,000 | Sundry debtors 147,000 | 138,000
Sundry creditors 1,20,000 | 1,05,000 | Stock 2.50,000 | 2.74.000
Depreciation reserve: Cash 83,000 | 1.45.000
Machinery 30,000 32,000 | Preliminary expenses 5,000 4,000
Land and building 30,000 34,000
Provision for doubtful debts 5.000 4,000
10,35,000 | 11.71,000 10,35,000 | 11,71,000
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During the year 2010, Machinery costing X 7,000 (accumulated depreciation
thereon X 1000) was sold for X 5,000. Further dividend of ¥ 50,000 was paid
during the year ending 31st December, 2010.

Prepare statements to show the change in working capital for the year 2010
and the source and application of funds for 2010.

Solution
Schedule of Changesin Working Capital
Particulars Effect on Working Capital
2009 2000 Increase (+) | Decrease (—)
) () () ()
AL Current Assets.
Sundry debtors 1.47,000 1,38,000 9,000
Stock 2,50,000 2,74.000 24,000
Cash 83,000 1,45,000 62,000
Total Current Asset (A) 4,580,000 5.57.000
B. Current Liabilities:
Sundry creditors 1,20,000 1,05.,000 15,000
Provision for doubtful debts 5,000 4,000 1.000
Total Current Liabilities (B) 1,25,000 1,090,000
Working Capital (A — B) 3,55,000 448,000
Net increase in working capital 93,000 93,000
448,000 448,000 1,02,000 1,02,000
Funds Flow Statement
Saurces (%) Applications ()
To Capital issue 4,000 | By Purchase of machinery! 17,000
To [ssue of 8% debentures 40,000 | By Purchase of land and building 50,000
To Sale of plant® 5000 | By Payment of dividend 50,000
To Fund from operation* 1,61,000 | By Increase in net working capital 93,000
2.10,000 [ 210,000
Working Notes:
1 M achinery Account
(%) (%)
To Balance b'd 350,000 | By Balance c/d 3,560,000
To Cash—purchases 17,000 | By Sale (at cost) 7.000
(balancing figure) _
367,000 3,67.000
2. Machinery Sale Account
(%) %)
To Cost price 7.000 | By Depreciation {accumulated) 1.000
By Cash 5,000
By Loss {ransferred to P&L account) 1.000
7,000 | 7.000

Fund Flow Analysis
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3. Depreciation (M achinery)
() ()
To Machinery sold account By Balance b'd 30,000
iaccumulated depreciation By Profit and loss (current
transferred on sale) 1,000 provisions made during the year)
To Balance c/d 32,000 i balancing figure) 3,000
33,000 33,000
4, Calculation of Fundsfrom Operation
T
Profit made during 2010 as per P&L account
(2,52,000 — 1,50,000) 102,000
Add: Won-fund and non-operating items already
debited to profit and loss account:
Loss on sale of machinery 1000
Depreciation:
Machinery? 3.000
Land and Building (34,000 — 30,000) 4.000 7000
Preliminary expenses 1,000
Dividend 50,000 59,000
Funds from operation 161,000

Problem 8.9 From the following comparative balance sheets and additional
information relating to GMT Ltd., prepare:

(i) Schedule of changesin working capita, and
(i) Fund Flow Statement for the year ending 31st December, 2010

Balance Sheet

Liahilities 2009 2010 Assets 2009 201
() () () (<)

(000) (000°%) @aasy | (000%)
Share capital 591 90 Cash 390 135
General reserve 444 936 Work-in-progress 427 S8R
Bank loan i secured) 261 = Trade debtors 272 420
Trade creditors 754 294 | Prepaid expenses 43 63
Provision for taxation 195 Sl6 [rvestments 33 30
Fixed assets 1,080 1200
2,245 3036 2,245 3,026

Additional Information:

1. Accumulated depreciation on fixed assetswas< 5,40,000 and X 4,80,000
as on 31st December 2010 and 31st December, 2009 respectively.

2. Machinery costing 60,000 (accumulated depreciation thereon being X
30,000) was discarded and written off during 2010.



3. ‘ y ‘ o ~ 90,000 Fund Flow Analysis
4. During the year 2010, investment costing ¥ 15,000 were sold for ¥ 14,000.
5. Government Securities of ¥ 12,000 (Face value) were purchased during

the year 2010 for ¥ 11,250. NOTES
6. The balance in the General Reserve account on 31st December 2010 is
arrived a asfollows:
4
Balance (1-1-2010) 4,44,000
Net Profit for the year 5,95,000
10,39,500
Less: Dividend 1,03,500 9,36,000
19,75,000
Solution
Schedule of Changesin Working Capital
Particulars 2009 010 Effect on Working Capital
(%) (<) Increase (+) | Decrease (—)
{HI* 5) {000 5) (%) (T)
AL Currenf Asseis:
Cash 390 135 255
Work-in-progress 427 588 161
Trade debtors 272 420 143
Prepaid expenses 43 63 20
Total Current Asset (A 1.132 1,206
B. Current Liahilities:
Trade creditors T34 294 140
Provision for taxation 1595 516 321
Total Current Liabilities (B 49 1410
Working Capital { A - B) 183 (1204
Decrease in working capital (+)287 387
183 183 Tl6 716
Funds Flow Satement
Sources (=) (@00%) | Applications {(T) (NI 5)
Izsue of shares o9 Purchase of fixed assets' 240
Sale of investment™ 14 Purchase of government securities 11
Fund from operation™ 716 Payment of dividend 104
Decrease in working capital 387 Payment of bank loan 26l
1216 1216
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Fund Flow Analysis Working Notes:

l. Fixed Assets Account
e T
NOTES To Balance bid (1,080 + 480 1,560 | By Provison for Dep. A'c
(accumulated depreciation on
discarded machine) 30
To Cash—purchases 840 | By Loss on machine discarded
i balancing figure) (transferred to P&L Afc 30
By Bal. o/d (1,800 + 540) | 2340
2,400 2,400

. Provision for Depreciation Account

5 5
To Fized assets Afc 30 By Balance c/'d 480
To Closing balance 540 By Current provision _ o0
5710 570
[I. I nvestment Account
* 4
To Balance b/d 33 By Balance c/'d 30
T Cash—pchase 12 By Loss on sale
{transferred to P&L Afc) 1
By Sale | 14
45 45
V. Calculation of Fundsform Operation
2 (000%)
Met Profit for the year (given) 555
Add: Won-fund and non-operating items already debited to profit
and loss account:
Provision for depreciation 4]
Loss on sale of investment™ |
Loss on machine discarded” 30 121
Funds from operation | 718

Note: Friction has been ignored in the calculation.

Problem 8.10 From the following Balance Sheets of ABC Ltd., prepare Funds
Flow statement.
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Balance Sheet Fund Flow Analysis

Liabilities 2018 2011 Assets 2016 2041
&) ] (%) (%)
Equity share capital 3.00,000 | 400,000 | Goodwill 115,000 90,000
Pref. shares 150,000 | 1,00,000 | Land and Building 200,000 | 1,70,000 NOTES
General reserve 40,000 70,000 | Plant and Machinery 20,000 | 200,000
Profit & Loss Afe 30,000 48,000 | Debtors 160,000 | 200,000
Proposed dividend 42,000 50,000 | Stock 77000 | 109,000
Creditors 55,000 23,000 | Bills receivable 200,000 [ 3,00,000
Bills payable 20,000 16,000 | Cash in hand 15,000 10,000
Prowision for taxation 40,000 50,000 | Cash at bank 10,000 2,000
677,000 | 817,000 6,77.000 | 817,000

Additional Information:
(& Dividend provision made during 2010 has been paid during 2011.
(b) Depreciation:
¥ 10,000 on plant and machinery
¥ 20,000 on land and buildings.
(¢) Aninterim dividend of ¥ 20,000 has been paid in 2011.

(d) Income tax ¥ 35,000 has been paid during 2011. (ACS,
Final, adapted)

Solution
Schedule of Changesin Working Capital
Items 2000 20rt Increase (+) | Decrease (—)
(%) (<) () %)

A Current Assets:
Debtors 160,000 200,000 40,000
Stock 77,000 105,000 32.000
Eills receivable 20,000 30,000 10,000
Cash in hand 1 5,000 10,000 5,000
Cash at bank 10,000 &, 000 2,000
Total A 2,382,000 3,57,000
B. Current Liabilities:
Proposed dividend 42,000 50,000 8,000
Creditors 55,000 23,000 28,000
Bills payable 20,000 16,000 4,000
Provision for taxation 40,000 50,000 10,000
Total B 1,57,000 1,599,000
Working capital (A - B) 1,25,000 158,000
Met increase in working capital 33,000 33,000

158,000 1, 58,000 26,000 26,000
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Fund Flow Analysis Funds Flow Satement

Sources (%) Applications (<)
Issue of equity shares L0000 | Redemption of Pref. share capital 50,000
Sale of land and building® 10,000 | Purchase of plant and machinery! 1,30,000
NOTES Funds from operation® 1.23,000 | Interim dividend 20,000
Increase in working capital 33,000
2,335,000 2,33,000

Working Notes:
1. Caculation of Plant and Machinery purchased during 2011

Plant and M achinery A/c

T £
To Balance b'd 80,000 | By Depreciation 10,000
To Cash-purchases 1,230,000 | By Balance c/d 2.00.000
i balancing figure)
2,10,000 210,000

2. Caculation of land and building sold during 2011.
Land and Building A/c

T i
To Balance b/'d 2.00,000 | By Depreciation 20,000
By Balance c/d 1, 70,000
By Cash—sale
(balancing figure) 10,000
2,00,000 | 2.00.000

3. Caculation of funds from operation:

Profit as given (2011 — 2010} 15,000
(7 48,000 — T 30,000)

Add: Non-operating items

Depreciation:
Plant and Machinery L0000
Land and Building 20,000 30,000
Goodwill (written off)
(1,135,000 — 90,000 25,0060
Interim dividend 20,000
Transfer to General reserve
{ 70,000 — 40,000 30,000 105,000

125,000

*Note Adjusment items (additiond information) relating to provison for taxation
and proposed dividend have been omitted because of being treated them as
current lidbilities.
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. Givean exampleof non-funditem.
. What effect doesan increasein current liabilities have on theworking

. Definefundsfrom operation.
. How isgoodwill treated in thefund flow andysis?

Check Your Progress

capitd?

8.6

ANSWERS TO CHECK YOUR PROGRESS
QUESTIONS

. Inthe broader sense, fund representsthe working capita (current assets

and current liabilities) of aconcernwhileinthenarrow senseit represents
only cash balancesof afirm.

. Thechangeswhich occur inthe non-current accountsif afirmisreflectedin

thestateof changesinfinancid postion aso known asfundsflow statement.

. Patentsand deferred expensesfall under the category of fixed assetsunder

the non-current accounts.

. Depreciation on fixed assetsisan exampleof non-fund item.
. Anincreasein current liabilitiesresultsin adecreasein theworking capital.
. Thefund from operation isthe main source of fund for an enterprise that

represents actua amount of profit asgenerated by the business.

. Whilecomputing thefundsfrom operations, theamount of goodwill written

off during the current period isadded back to the net profitsfor theyear.

8.7

SUMMARY

- Statement of changesinfinandd positionisastatement designed to describe

thechangesinthefinancia position of aconcern duringaparticular period.

- Fund ina broader sense, represents the working capital (current assets —

current liabilities) of aconcern whileasin narrow senseit representsonly
cash balancesof afirm.

- FHow of fund would mean when abusi nesstransaction causesachangein

theamount of fund (working capital) that exists beforethe maturity of the
transaction.

- Funds Flow Statement is a technigue used to summarize the financia

operationsof aconcern by studying the sources and gpplication fundsduring
theaccounting period.

Fund Flow Analysis

NOTES
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- Statement or Schedule of changesinworking capital isastatement that

comparesthe changein theamount of current accounts, current assetsand
current.

- Sourcesrefer to ad tuation when atransaction increases theamount of fund

(working capitd).

- Application meansatransaction that resultsin thereduction of fund.
- Thedual-aspect concept of accounting suggeststhat thetotal amount of

sourcesof fundsmust reconcilewith thetotal amount of application of funds.

8.8

KEY WORDS

- Flow of fund: It refersto abusinesstransaction that causesachangeinthe

amount of fund that exists beforethe maturity of thetransaction.

- Fund flow statement: It isastatement prepared on thebasisof net current

assets'working capital whichiscalculated by subtracting current liabilities
from current assets.

- Schedule of changes in the working capital: It is a statement that

comparesthe changein theamount of current accounts (current assetsand
current liabilities) on two bal ance sheet datesand highlightsitsimpact on
working capita.

- Sources: It refersto such businesstransactionsthat increase the amount of

fund (working capita).

- Applications: It refersto such transactionsthat result in the reduction of

fund.

8.9 SELF ASSESSMENT QUESTIONS AND

EXERCISES

Short-Answer Questions

1. Explaintheterms:

(i) Funds (i) How of Funds (iii) FundsHow Statement

2. Discusstheprocedurefor the preparation of Funds Flow Statement.
3. What information would you requireto prepare astatement of sourcesand

aoplication?

4. \Writeshort noteon:

(8 Non-operatingitems
(b) Fundsfrom operations
(©) Current



Long-Answer Questions

1. What isaFunds Fow Statement? Examineits managerial uses.
2. Examinethemajor sourcesand applicationsof working capita.
3. Thecomparative baance sheet of MASLLtd., ason 31st December, 2008

and 2009 were asfollows:

Assets 2o0E 2009 Liabilities 2ig 2oge
) ) () (=)

Building 500,000 5.10.000 | Share capital 550,000 700,000
Furniture and fixtures 2,20,000 2,50,000 | Debentures 300,000 315,000
Plant 300,000 3.40,000 | Profit and Loss account 3.55,000 3.75.000
Stock 1,235,000 1.75.000 | Bills pa‘:'able 30,000 40,000
Bills receivables 0,000 90,000 | Bank overdraft 30,000 20,000
Cash balance &0.000 25,000

12,835,000 14.50,000 12,385,000 14,550,000

You are given the following additional information:

(i) Depreciation on building and plant during the year were 20,000

and 10,000 respectively.
(i) Dividend amounting to X 10,000 was paid during 2009.

Prepare afunds flow statement and a statement of changesin working

capitd.
4. The summarized balance sheet of ESS BEE Enterprises on 31st of Dec.
2008 and 2009 are given below:
Balance Sheet of ESS BEE Enterprises
Liabilities 2008 2009 Assers 2008 2009
7 (T () (7
Trade creditors 85.000 60,000 | Bank balance 100,000 100,000
Accounts payvable 40,000 50,000 | Trade debtors 0,000 1, 00,000
Bank overdraft 15,000 17.000 | Stock 70,000 60,000
Provision for income tax 60,000 80.000 | Building 3,200,000 3.50,000
P &L Al 2.20,000 270,000 | Plant 3.50.000 420,000
Share capital 800,000 9.20,000 | Investment 3,00,000 3,67.000
12,220,000 13.97,000 12,20,000 13,97,000

Thefollowing additiona information is obtained from the genera ledger:

(1) Income-tax paid during the year amounting to X 45,000

(ii) Depreciation charged to building and plant during the year was X

40,000 and 35,000 respectively.
You are required to prepare:

() Schedule of chargesin working capital, and
(i) Funds flow statements.

5. TheBalance Sheet of MSLtd. ason 31st Dec. 2010 and 2011 aregiven

bdow:

Fund Flow Analysis
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Liabilities 2000 2011 Assers 2080 2041
(%) (%) (%) ()

Equity share capital 200,000 | 340000 | Plant 2,40.000 | 260,000
6% preference Share capital | 2,50,000 | 3,20,000 | Building 250,000 [ 270,000
Reserves 40,000 45,000 | Preliminary expenses 60,000 40,000
Provision for taxation 60,000 48,000 | Inventories 635,000 T3.000
Proposed dividend 90,000 90,000 | Sundry debtors T0,000 96, 00
Profit and loss Afe 100,000 - Cash balances L30,000 | 1.45.000
Sundry creditors 70,000 75,000 | Receivable 75,000 99,000
Bills payable 0,000 40,000
Bank cverdraft 40,000 25,000

9,10,000 9,83,000 9, 10,000 983,000

Additional Information:
(i) Tax liability in respect of 2010 comesto X 35,000.

(i) During the year 2011 a plant costing ¥ 42,000 (accumulated
depreciation X 25,000) was sold for ¥ 20,000.

(i) Actual dividend paid during the year 2011 amounted to ¥ 55,000.
Prepare
() FundsHow statement; (ii) Schedule of changesin working capital.

6. The following are the summaries of the Balance Sheets of SBG Ltd. as
at 31st December, 2009 and 31st December, 2010.

Liabilities 2010 2011 Assers 201 2011
() () =) =}

Equity share capital 200,000 | 340000 | Plant 240,000 | 2.60.000
6% preference Share capital | 2,50,000 3,20,000 | Building 250,000 | 2,770,000
Reserves 40,000 45,000 | Preliminary expenses 60,000 40,000
Provision for taxation 60,000 48,000 | Inventories 65,000 73,000
Proposed dividend 90,000 90,000 | Sundry debtors T0.000 9, 000
Profit and loss Ade 100,000 — Cash balances 150,000 145,000
Sundry creditors 70,000 75,000 | Receivable 75,000 99,000
Bills payable 60,000 40,000
Bank overdraft 40,000 25,000

9, 10,000 9,853,000 9. 10,000 9,835,000

You arerequired to prepare fund flow statements.
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UNIT 9 CASH FLOW ANALYSIS
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9.0 Introduction
9.1 Objectives
9.2 Meaning, Need, Managerial Uses
921 Limitations
922 Differences Between Fund Flow and Cash Flow Analysis
9.3 Preparation of Cash Flow Statement as per AS3
9.4 Problemsand Solutions
9.5 Answersto Check Your Progress Questions
9.6 Summary
9.7 Key Words
9.8 Saf Assessment Questions and Exercises
9.9 Further Readings

9.0 INTRODUCTION

Cash flow hasrightly been recognized aslife stream of asuccessful businessas
thereishardly any bus nesstransaction that doesnot involve cash. Many research
studies havereveal ed that profitable ventures havefail ed because of insufficient
cash and unprofitable ones have continued for long periods because sufficient
cash was somewhat pumped into the bus ness system. Consequently, management
of cash hasemerged asastrategic areafor the growth and prosperity of firmsin
contemporary bus ness, and therefore, hasrecel ved cons derabl e attention of both
academiciansand practitioners. Recogni zing the significance of management of
cash in contemporary business as a strategic resource, businessfirms need to
control and monitor cash flowsefficiently and effectively so that adequatecashis
availableto meet therequirementsof thebusiness. To attainthisobjective, business
firms make use of cash flow statement which providesthem the detail s about
cash received and spent on various activities during the period under studly.

9.1 OBJECTIVES

After going through thisunit, you will beableto:
- Explainthenatureand significance of cash flow statement
- Discussthe sourcesand application of cash
- Describetheformsof cash flow statement; and

- Identify the adjustments of typical itemsin the preparation of cash flow
Satement
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9.2 MEANING, NEED, MANAGERIAL USES

Inthissection, wewill learn about the meaning and uses of cash flow statement.
Meaning

Cash flow statement attempts to measure the inflows and outflows of cash that
result from various business activities during a particular accounting period. In
cash flow anaysis, attempts are made to explain the causes of changein the cash
position of aconcern during the period. Such an andysis hep the busnessfirms
inidentifying the areas of business that either have surplus or deficit cash and
accordingly help them in the creation and utilization of cash effectively. Thus, cash
flow statement isatool that managers utilize to evauate their ability to manage
cash efficiently and effectively. Therefore, a cash flow statement focuses on cash
rather than on working capital as advocated by a fund flow statement. The
Institute of Cost and Works Accountants of India, 2000 defines cash flow
statement as ‘a statement setting out the flow of cash under distinct heads
of sources of funds and their utilization to determine the requirements of
cash during the given period and to prepare for its adequate provision’.

As per author MA Sahaf, a cash flow statement is a statement which
provides a detailed explanation for the change in a firm’s cash during a
particular period by indicating the firm’ sources and uses of cash during
that period. Such a statement is only useful for management and does not have
any utility for externa users.

Uses of Cash Flow Satement

A cash flow statement isavitd anaytica tool that helps afinancial manager in
effective management of cash. As aresult, the application of cash flow statement
offers the following advantages to the users:

- It ensures effective planning and coordination of financial operations. The
analysis of cash flow statement provides afinancial manager sufficient
basis to assess the position of the firm’s cash that can be generated
internally as against the total amount of cash required to meet future
obligations of the concern. With the result, proper arrangements can be
made well in advance for the avail ability of adequate cash if the future cash
requirements of the business cannot be met internaly.

- A comparison of the cash flow statement with the projected cash flow
statement is very useful in evauating cash forecasting.

- It may be an useful tool for the proper allocation of the firm’s cash among
itsvarious activities/divisons.
The analysis of cash flow statement can also help the management in
formulating gppropriate financid policies regarding debts, credits, collections,
dividends, etc.



- It helps the management in investment decisions. Cash Flow Analysis

- Acomparative analysis of the firm’s cash flow statements enables a financial
manager to assess the liquidity position of the firm.

- A careful study of cash flow statement provides answer to some typical NOTES
guestions like why cash position of the concern istight, in spite of high
incomes or vice-versa

Concept of Cash Flow

The basic objective of cash flow andyssisto identify the business transactions
technically known as cash flow that cause the change in the firms’ cash and
cash equivalents. In fact, cash flow can result either in inflow or outflow of
cash and cash equivalent. Cash inflow refers to a business transaction that
generates cash, and therefore, technically it isreferred to as source. In the same
way, cash outflow refersto abusiness transaction that utilizes cash and therefore,
technicaly it is known as application. In fact, such cash flows can result from
the following three mgor activities of an enterprise:

- Operating activities include such activities that have direct impact on the
enterprise’s business results. Therefore, such activities either result in
operating incomes or operating expenses,

- Investment activities refers to such activities that result in either purchase
or sale of long-term assets,

- Financial activitiesinclude activities that are responsible for the change
in the company’s capital structure and therefore are concerned with the
capital and debt of the business.

Wewill discussthesetopicsfurther inthe Unit.

To meet the above-mentioned objective of cash flow andys's, one hasto use
the same approach that is devised to analyse funds flow (net working capital).
However, such an approach would call for slight modification to make it
appropriate for the analysis of cash flows. In cash flow anays's, the non-current
accounts, i.e., fixed assets and long-term liabilities are given the same treatment
asisrecommended for such itemsin fund flow andysis. However, the changes
in current accounts (except cash) which were reflected in the schedule of changes
inworking capitd in case of fund flow anaysis are now reflected in cash flow
statement a ong with the changesin non-current accounts. The cash flow can be
determined symbolicdly as

DC =DA - DL
where
D = Change in C = Cash
A = Total assets except cash L =Totd liabilities

The above equation clearly reveals that change in cash can be computed by

analysing the changes that occurred in al non-current and current accounts™  seif-Instructional
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except cash. Theimpact on cash position of aconcern by the change in balance
sheet itemsis given below:

Change in balance sheet items Impact on cash
—Increase in current assets other than cash ~ Outflow of cash
—Decrease in current assets other than cash  Inflow of cash

—Increase in non-current assets Outflow of cash
—Decrease in non-current assets Inflow of cash
—Increase in current liabilities Inflow of cash
—Decrease in current liabilities Outflow of cash
—Increase in long-term liabilities Inflow of cash
—Decrease in long-term liabilities Outflow of cash

Sour ces and Application of Cash
The major sources and uses of cash are mentioned bel ow:

Sour ces of Cash

Issue of capita
Issue of long-term debts such as debentures
- Sdleof assets
- Cash from operation
Decrease in current assets
Increasein current liabilities
Application of Cash
Redemption of capital
Purchase of fixed assets
Repayment of long-term debt
- Cash lost in operation
Increasein current assets
Increase in current liabilities

9.2.1 Limitations

Thefollowingarethelimitationsof cashflow statement:
- Itisnot areplacement for fund flow or income statement given that each
performsadifferent uniquefunction.

- Itisnot at par withincome statementssinceit doesnot take into account
non-cash items. Thenet cash arrived at cannot betermed asthenetincome
of the respective company.



- Thecashflow statementsare not atrue representation of theactud liquidity Cash Flow Analysis
position of thefirms since companies may try to manipul ate the data by
rescheduling purchasesor payments.

- Itisnot useful for ng the profitability of thefirmssinceit doesnot
consider cost or revenueitems.

- It assessescash flowsof thepastinthe sensethat it ishistorical and provides
no true pictureof projected cash flows.

- Itisnot anideal tool for comparisons since every industry hasdifferent
levelsof capital invested which affectsthe magnitude of itscash flows.

NOTES

9.2.2 Differences Between Fund Flow and Cash Flow Analysis

In fact, cash flow statement and fund flow statement do not differ much with
each other as both the statements depict the same picture—transactions which
result in the change of financial position during a particular accounting period.
Commenting on the difference between these two statements Myer, 1961 is of
the opinion that though “these statements containing essentially the same story
of financial events’ have certain differences between them as summarized below:

- A fund flow statement gives abroad perspective by indicating changesin
working capital whereas a cash flow statement indicates specifically the
inflow and outflow of cash which isthe one of the components of working
capita asused in afund flow statement. Therefore, cash flow isanarrow
term as compared to fund flow.

- Fund flow analysisis governed by the mercantile system of accounting,
i.e., accrual basis. On the other hand, cash system of accounting is used
for the preparation of cash flow statement.

- Theamount of information as contained by afund flow statement provides
sufficient basisfor long-range planning. In contrast, a cash flow statement
tends to be more useful in short-run analysis.

- A fund flow statement attempts to identify the inflows and outflows of
funds while cash flow statement is prepared with a purpose to recognize
the inflows and outflows of cash.

- Under fund flow andlysis, the changes in working capita items are shown
in a separate statement known as “schedule of changes in working capital’
because fund flow statement fails to indicate such changes. In contrast, in
cash flow analysis changesin both current and non-current accounts appear
in the cash flow statement. Therefore, the preparation of a separate
statement to indicate the changes in working capital components does not
arisein cash flow andysis.
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Check Your Progress

1. Which accounting tool followsacash system of accounting?
2. How doesdecreasein non-current asset impact cash?
3. Istheredemption of capita asource or application of cash?

9.3 PREPARATION OF CASH FLOW STATEMENT
AS PER AS3

AccordingtoAccounting Standard (AS)-3, enterprisesin Indiathat haveaturnover
of morethan3 50 crorein afinancial year need to prepare cash flow statement
(CFS) inadditionto basic financia statementsi.e., profit and loss account and
bal ance sheet. Such astatement refl ectsthe various sourcesfrom where cashwas
generated (inflow of cash) by an enterpriseduring therel evant accounting year and
how theseinflowswere utilized (outflow of cash) by theenterprise. However, the
Standard isnot mandatory for small and medium scale companies. It ispertinent
to mention herethat the Internationa Financid Reporting Standard (IFRS)-7 adso
prescribesthat the enterprises must prepare acash flow statement. Although both
standards, i.e.,,AS-3and IAS-7, by and large prescribe the same mechanism for
the preparation of cash flow statement except the treatment for bank overdraft
and extraordinary items. IAS-7 mentions clearly that bank overdraft must be
included in cash and cash equiva ent and extraordinary items need not to be shown

Separately.
In accordance with the standards, an enterprise needsto takethefollowing steps
to prepare acash flow statement:

- |dentification and ca culaion of cash flowsfrom variousectivitieslikeoperating,
investing andfinancing; and
- Ascertaining net change (increase/decrease) in cash and cash equivaents.

A cashflow statement basically providesinformation to al stakeholdersonthe
historical changesin cash and cash equivadentsduring thefinancid period for which
thebasicfinancia statementshave been prepared by the enterprise. The statement
hel pstheusers of accounts:

- Toidentify thehigtorical changesintheflow of cash and cash equivdents.

- Todeterminethefuturerequirement of cash and cash equivaents.

- Toassesstheahility to generate cash and cash equivaents.

- Toestimatethefurther requirement of generating cash and cash equivalents.
- Tocomparethe operationd efficiency of different enterprises.

- Tostudy theinsolvency and liquidity position of an enterprise.



Since the understanding of the terms “cash” and ‘cash equivalent’ are a prerequisite Cash Flow Analysis
for the preparation of the cash flow statement, therefore, it becomes mandatory

for the students of accounting to know the meaning of thetermsin the context of

the standard. The term “cash’ as used in this standard includes cash on hand and

demand deposits with banks. The term “cash equivalents’ as referred to in this NOTES
sandardincludes:

- Short term (maxi mum three months of maturity from thedate of acquisition)
- Highlyliguidinvestments

- Reaedily convertible

- Convertibleamountsof cashisknown

- Subject toaninggnificant risk of changesinvaue

A cash flow statement is recognized as a strategic tool for the management
accountantsasit addressesthefollowing vital questions:

- Wheredid cash comefrom during the period?
- What wasthe cash used for during the period?
- What wasthe changein cash balance during the period?

The standard a so providesthetreatment of specid itemslikeinterest, dividend,
taxesonincome and some other specid items.

Source: Adapted from Training Material, Implementation of Accounting Standard
with Specific Referenceto Educational Institutions, Thelnstitute of Chartered
Accountantsof India, New Delhi, 2012.

Let usnow discuss some of theimportant concepts mentioned in theAccounting
Standard 3:

OperatingActivities

Theamount of cash flowsarising from operating activitiesisakey indicator of the
extent to which the operations of the enterprise have generated sufficient cash
flowsto maintain the operating capability of the enterprise, pay dividends, repay
loansand make new investmentswithout recourseto externa sourcesof financing.
Information about the specific componentsof historical operating cash flowsis
useful, in conjunctionwith other information, in forecasting future operating cash
flows.

Cashflowsfrom operating activitiesare primarily derived from the principa
revenue-producing activitiesof theenterprise. Therefore, they generaly result from
thetransactionsand other eventsthat enter into the determination of net profit or
loss. Examplesof cash flowsfrom operating activitiesare:

(@ cashreceiptsfrom the sale of goodsand the rendering of services;
(b) cashreceiptsfromroyalties, fees, commissionsand other revenue;
(c) cash paymentsto suppliersfor goodsand services;
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(d) cash paymentsto and on behalf of employees;

(e) cashreceiptsand cash paymentsof aninsuranceenterprisefor premiums
and clams, annuitiesand other palicy benefits;

(f) cash paymentsor refundsof incometaxes unlessthey can be specifically
identified with financingand investing activities, and
(g) cashreceptsand paymentsrelating to futurescontracts, forward contracts,

option contracts and swap contractswhenthe contractsare held for dealing
or trading purposes.

Sometransactions, such asthesaeof anitem of plant, may giverisetoa
gainor losswhichisincluded inthe determination of net profit or loss. However,
the cash flowsrd ating to such transactionsare cash flowsfrominvesting activities.

An enterprisemay hold securitiesand loansfor dedling or trading purposes,
inwhich casethey aresmilar toinventory acquired specificdly for resde. Therefore,
cash flowsarising from the purchase and sale of dealing or trading securitiesare
classfied asoperatingactivities Similarly, cash advancesandloansmadeby finencid
enterprisesareusually classified as operating activitiessincethey relateto the
main revenue-producing activity of that enterprise.

Investing Activities
Theseparatedisclosure of cash flowsarising frominvesting activitiesisimportant
because the cash flows represent the extent to which expenditures have been

madefor resourcesintended to generatefutureincome and cash flows. Examples
of cashflowsarisngfrominvesting activitiesare:
(@ cashpaymentsto acquirefixed assets(includingintangibles). Thesepayments
includethoserelating to capitalized research and devel opment costsand
self-constructed fixed assets;

(b) cashreceiptsfrom disposa of fixed assets (including intangibles);

(c) cash paymentsto acquire shares, warrants or debt instruments of other
enterprisesand interestsin joint ventures (other than paymentsfor those
instruments considered to be cash equivad entsand those held for dealing or
trading purposes);

(d) cashrecaiptsfrom disposa of shares, warrantsor debt instrumentsof other
enterprisesand interestsin joint ventures (other than receiptsfrom those
instruments considered to be cash equivad entsand thosehel d for deding or
trading purposes);

(&) cash advancesand loans madeto third parties (other than advancesand
loansmadeby afinancia enterprise);

(f) cash receiptsfrom the repayment of advances and loans made to third
parties (other than advancesand loans of afinancia enterprise);



(9) cash paymentsfor futures contracts, forward contracts, option contracts Cash Flow Analysis
and swap contractsexcept when thecontractsare he d for dealing or trading
purposes, or the paymentsare classified asfinancing activities; and

(h) cashreceiptsfrom futurescontracts, forward contracts, option contracts
and swap contractsexcept when thecontractsare hed for dealing or trading
purposes, or thereceiptsare classified asfinancing activities.

When acontract isaccounted for asahedge of an identifiableposition the cash
flowsof the contract are classified in the same manner asthe cash flowsof the
position being hedged.

NOTES

Financing Activities

The separatedisclosure of cash flowsarising from financing activitiesisimportant
becauseitisuseful in predicting claimson future cash flowsby providersof funds
(both capital and borrowings) to the enterprise. Examplesof cashflowsarising
fromfinancing ectivitiesare:

(8 cashproceedsfromissuing sharesor other smilar instruments,

(b) cash proceedsfromissuing debentures, |oans, notes, bonds, and other short
or long-term borrowings, and

(c) cashrepaymentsof amountsborrowed.
Cash equivalents

Theseareheld for the purpose of meeting short-term cash commitmentsrather than
for investment or other purposes. For aninvestment to qualify asacash equivaent,
it must be readily convertible to a known amount of cash and be subject to an
indgnificant risk of changesinvaue. Therefore, aninvestment normaly qudifiesasa
cash equivaent only when it hasashort maturity of, say, threemonthsor lessfrom
thedateof acquisition. Investmentsin shares are excluded from cash equivaents
unlessthey are, in substance, cash equivaents; for example, preferencesharesof a
company acquired shortly beforethelr specified redemption date (provided thereis
only aninggnificant risk of failureof the company to repay theamount at maturity).

Other Important SandardsInclude:

- Anenterprise should report separately major classesof gross cash recei pts
and gross cash paymentsarising frominvesting andfinancing activities, except
to the extent that cash flows described under reporting of Cash Flow ona
net basis.

- Cashflowsarigngfromthefollowing operating, investing or finencing activities
may bereported onanet basis: () cash receiptsand paymentson beha f of
customerswhen the cash flowsrefl ect the activities of the customer rather
than those of the enterprise; and (b) cash recel ptsand paymentsfor itemsin
whichtheturnover isquick, theamountsarelarge, and the maturitiesare
short.
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- Cashflowsarisngfromeach of thefollowing activitiesof afinancid enterprise
may be reported on anet basis: (a) cash receipts and payments for the
acceptance and repayment of depositswith afixed maturity date; (b) the
placement of depositswith and withdrawal of depositsfrom other financia
enterprises; and (c) cash advances and loans made to customersand the
repayment of thoseadvancesand |loans.

- Cashflowsarisngfromtransactionsinaforeign currency should berecorded
in an enterprise’s reporting currency by applying to the foreign currency
amount the exchange rate between the reporting currency and theforeign
currency at thedate of the cash flow. A rate that approximatesthe actual
rate may beusedif theresult issubstantially the sameaswould ariseif the
rates at the dates of the cash flows were used. The effect of changesin
exchangerates on cash and cash equivalentsheld in aforeign currency
should bereported asa separate part of thereconciliation of the changesin
cash and cash equiva entsduring the period.

- Thecash flowsassociated with extraordinary items should beclassified as
arising from operating, investing or financing activitiesas appropriateand
separately disclosed.

- Investing and financing transactionsthat do not require the use of cash or
cash equivalents should be excluded from acash flow statement. Such
transactionsshould bedisclosed € sawherein thefinancia statementsina
way that providesall the relevant information about these investing and
financingactivities

- Anenterprise should disclosethe components of cash and cash equivaents
and should present areconciliation of theamountsinitscash flow statement
withtheequivaent itemsreported in the balance shest.

- Anenterpriseshould discl ose, together with acommentary by management,
the amount of significant cash and cash equivalent balances held by the
enterprisethat arenot availablefor useby it.

Calculation of Cash from Operations

The major source of cash for abusinessis cash from trading operations. When
the accounting system is based on cash system, the net profit as shown by profit
and loss represents the cash from operations. However, in actual practice,
commercia organizations maintain mercantile system of accounting. With the
result the profit as disclosed by profit and loss account is not considered the
actual cash from operation as it includes many transactions of notional cash.
Thus, net profit as shown in profit and loss account isto be adjusted asto arrive
at actual cash from operation. The non-cash transactions like outstanding incomes/
expenses, prepaid expenses, etc., should be adjusted. Further all non-fund items
such as depreciation, preliminary expenses written off, etc., are also to be adjusted



asisdonein case of fund flow statement. A detailed proforma of the statement Cash Flow Analysis
showing computation of cash from operationsis given below:

Satement Showing Computation of Cash from Operations

NOTES

Parficulars Amenns
i}

et profit (as given m P&EL A%)
Add:
[a) Decrease in Crrems Assets:
Sundry debtors
Ball recemable
Prepaid experses
Awoned incoma
(b) Inarease in Croremn Liabiiises:
Sundry credibors
Balls payable
Owistmding expenses
Inoome teceived in advancs
(0} Non-fumd dems debited to Profit and Loss docoses:
Dlepaeciation
Goadwill written off
Loss on smle of assets
Preliminary experesss wntten off
Lass:
{a) frorease m Crerrersd Asseis:
Sundry debtors
Ball receivable
Prepaid experses
Ancerued income
(b Deorease in Charrentt Licobdli s o
Sundry creditors
Ball peyakle
Omistanding expenses
Inoome tecerved in advance
(o) MNon-fumd iems credited to Prafir and Loss Aocouns:
Profit on sale of assets

Cash from opembons

Note: The current assets and current liabilities will not include cash balances and
bank overdraft respectively in the determination of cash from operations.
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CashFlow Analysis [lusgtration 9.1: From the following balance sheet of M/s S.B. Company Ltd., as
on Dec. 31, 2010 and 2011, calcul ate cash from operation:

Liabilities 201 2011 Assers 2010 2011
NOTES : () ) _ (1) (%)
Share capital 120,000 | 1,50,000 | Building 65,000 65,000
P&L Alc 45,000 65,000 [ Machinery S0,000 ( 1,20,000
Sundry creditors 30,000 22,000 | sStock 20,000 15,000
Dutstanding expenses 1.200 400 | Sundry debtors 18,000 20,000
Bill pavable 18,000 22,000 [ Cash at bank 17,000 32,300
Cash in hand 4,200 7.100
214200 | 2.59.400 214200 | 2.59.400
Solution:

Calculation of Cash from Operation

{7)
Met profits as given (635,000 — 45,000) 20,000
Add:
{a) Decrease in Current Assets:
Stock 5.000
(b} Increase in Current Liabilities:
Bills payable 4,000 9,000
29,000
Less:
ia) Increase in Current Assets:
Sundry debtors 2,000
(b} Decrease in Current Liabilities:
Sundry creditors 8,000
Cutstanding expenses 200 2.800
10800
Cash from Operations 18,200

Methods of Reporting Cash Flows from Operating Activities: Direct
and Indirect
Anenterprise should report cash flowsfrom operating activitiesusing either:

(@ thedirect method, whereby major classes of gross cash recel ptsand gross
cash paymentsaredisclosed; or
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(b) theindirect method, whereby net profit or lossis adjusted for the effects of Cash Flow Analysis
transactions of anon-cash nature, any deferrals or accrual s of past or future
operating cash receipts or payments, and items of income or expense
associated withinvesting or financing cash flows.

Thedirect method providesinformation which may beuseful in estimating future
cash flowsand whichisnot availableunder theindirect method and s, therefore,
considered more appropriate than theindirect method. Under the direct method,
information about major classes of gross cash recel ptsand gross cash payments
mayy be obtained either:

(& fromtheaccounting recordsof theenterprise; or

(b) by adjusting sales, cost of sales (interest and ssmilar incomeand interest
expenseand Smilar chargesfor afinancid enterprise) and other itemsinthe
statement of profit and lossfor:

) changesduring the period ininventoriesand operating receivables
and payables;
ii) other non-cashitems; and
iii) other itemsfor whichthe cash effectsareinvesting or financing cash
flows.

NOTES

Under theindirect method, the net cash flow from operating activitiesis
determined by adjusting net profit or lossfor the effects of:
(& changesduring the period ininventories and operating receivablesand
payables;
(b) non-cash items such as depreciation, provisions, deferred taxes, and
unrealized foreign exchangegainsand losses; and

(c) al other itemsfor which the cash effectsareinvesting or financing cash
flows.
Alternatively, the net cash flow from operating activities may be presented under
theindirect method by showing the operating revenuesand expensesexcluding
non-cashitemsdisclosedinthe statement of profit and lossand the changesduring
the period ininventoriesand operating recei vablesand payabl es.

For ms of Cash Flow Satement

A cash flow statement can be prepared in two forms:

() Report Form, and
(i) Account Form.
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The format of a cash flow statement (Report Form) is given below:

Cash Flow Statement for the Period Ending

Particulars Amount
()
Balances at the Beginning:
Cash in hand
Cash at bank
Add: Cash Inflows:
Issue of share capital
Issue of debentures
Long-term loans
Sale of fixed assets
Cash from operations
Less:  Cash Outflows:
Redemption of share capital
Redemption of debentures
Payment of long-term debts
Purchase of fixed assets
Non-trading payments e.g, dividends, taxes, etc.
Cash lost in operations
Balances at the end
Cash in hand
Cash at bank
Alternatively, it may be shown in an account form as follows:
Cash Flow Statement for the Period Ending
Sonrces Amaount Application Amount
(%) (%) (%

Balance in the Beginning:

Cash in hand

Cash at bank

Add:  Cash Inflows:
Issue of share capital
Issue of debentures

Long-term loans

Sale of fixed assets

Cash from operations

Cash Qutflows:
Redemption of share capital
Redemption of debentures
Payment of long-term debts
Purchase of fixed assets
MNon-trading payments
Cash lost in operation
Balance at the end:

Cash in hand

Cash at bank

[llustration 9.2: Prepare cash flow statement from the comparative balance
sheet of S. B. Company Ltd. asgivenin lllustration 9.1.



Solution: Cash Flow Analysis

Cash Flow Satement
for the period ending December 31, 2011

Particulars (2 NOTES
Balances at Beginning:
Cazh in hand 4,200
Cash at bank 17,000 21,200
Add:  Cash inflows

Issue of share capital 30,000

Cash from operation 18,200 48,200

69,400

Less: Cash outflows:

Machinery 30,000 30,000
Balance at the End:
Cash in hand 7.100
Cash at bank 32,300 39,400

Adjustment of Typical Items

The treatment of the typical items like depreciation, dividend, profit on sae of
assets, etc., in the cash flow analysisis the same asis recommended for such
itemsin the fund flow andysis. However, the provision for taxation istreated as
anon-current item. The actual amount of tax paid during the year is shown in
the cash flow statement as cash outflow. The current provision of taxation is
added back to the amount of profit in order to ascertain cash from operation.

Preparation of Working Accounts and Notes (Hidden Transaction)

The preparation of working accounts and notes is asimportant in cash flow
analysisasisin case of fund flow analysis. The procedure for ascertaining the
hidden information is the same asis devised in the case of fund flow analysis.

9.4 PROBLEMS AND SOLUTIONS

Problem 9.1: Thefollowing schedul e shows balance sheetsin con- densed form
of ESSEMM Co. Ltd., at the beginning and end of theyear 2011.
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Liabilities [-1-2001 | 31-12-2012 | Assets 1-1-2011 | 31-12-2012
%) (%) (&9 (%)
Sundry creditors 55,000 83,000 | Cash balances 25,000 18,000
Bills payable 20,000 16,000 | Sundry debtors 160,000 2,00,000
Provision for tax 40,000 50,000 | Bills recervable 20,000 30,000
NOTES Propased dividend 42,000 | 50,000 | Stock in trade 77,000 | 1,09,000
6% Debentures 1.50,000 100,000 | Machinery 80,000 2,00,000
General reserve 40,000 70,000 | Building 2.00,000 1,70,000
Profit and loss account 30,000 48,000 | Goodwill 115,000 90,000
Capital 3.00.000 4.00,000
6,77,000 8,17,000 6,77,000 8,17,000
The following information concerning the transactionsis available:
(i) Aninterim dividend of X 20,000 was paid in 2011.
(i) Depreciation of 10,000 and X 20,000 have been charged on Machinery
and Building respectively in 2011.
@iii) Income-tax X 35,000 was paid during the year.
Solution:
Calculation of Cash from Operations
(*)
Net profits as given (48,000 — 30,000) L&,000
Add:
(a) Increase in Current Liabilities:
Sundry creditors 28,000 28,000
(b} Non-fund items Debited to P&L Alc:
Goodwall 25,000
Depreciation:
Machinery 10,000
Building 20,000 30,000
Proposed dividend 50,000
Interim dividend 20,000
Provision for tax 45,000
General reserve 30,000 2,00,000
2.46.000
Less:
(a) Increase in current assets:
Sundry debtors 40,000
Stock in trade 32,000
Bills recervable 10,000 82,000
(b) Decrease in current liabilities:
Bills payable 4,000 4,000 26,000
Cash from Operations 1,60,000
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Statement of Sources and uses of Cash Cash Flow Analysis

()
Cash Balance at the Beginning: 25,000
Add:  Cash Inflows: NOTES
[ssue of share capital 100,000
Cash from operation 160,000
Sale of building 10,000 2.70.000
2,95,000
Less: Cash Outflows:
Redemption of debentures 50,000
Purchase of machinery 1,30,000
Payment of dividend 42,000
Payment of interim dividend 20,000
Payment of tax 35,000 2,77.000
Cash balance at the end 18,000
Working Notes:
Provision for Tax Account
() )
To Tax paid 35000 | By Balance b/d 40,000
To Balance ¢/d 50,000 By P&L A/c (balancing figure) 45,000
85,000 85,000
M achinery Account
() )
To Balance b/d 80,000 | By Depreciation 10,000
To Purchases (balancing figure) 1,30.000 | By Balance ¢/d 2,00,000
2,10,000 2,10,000
Building Account
) )
To Balance b/d 2,00,000 | By Depreciation 20,000
By Balance c/d 1,70,000
By Closing balance (Sale of building) 10,000
2,00.000 2,00,000
Problem 9.2: The income statement and balance sheet of an enterprise for the
year ended 31st December, 2012 was as follows:
(& Income statement for the year ended 31st Dec, 2012 ()
Sdes 5,00,000
Cost of sales 3,50,000
Tax provison 40,000
Dividend provison 20,000
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Liabilities F-1-2012 | 31-12-2012 | Assets 1-1-2012 | 31-12-2012
(<) =) ) )
Capital 1.20,000 1,20,000 | Fixed Assets (Gross) 140,000 1,90,000
NOTES Reserve 40,000 | 130,000 | Depreciation (40,000) | (50,000)
Debentures 70,000 80,000 | Inventory 90,000 75.000
Sundry ereditors 20,000 40,000 | Bills recervable 55,000 1,72.000
Bill payable 18,000 26,000 | Cash balances 23,000 29,000
Dividend provision - 20,000
2,658,000 416,000 2,68,000 4,16,000
You are required to prepare cash flow statement for the year ended Dec. 31,
2012.
Solution:
Calculation of Profit from Operation
(%)
Sales 5,00,000
Less: Cost of sales 3,50,000
Profit before tax 150,000
Less: Tax 40,000
Net profit after tax 1, 10,000
Calculation of Cash from Operation ®
Net profit after tax 110,000
Add:
(a) Decrease in Current Assets:
[nventory 15,000
(b} Increase in Current Liabilities:
Sundry creditors 20,000
Bill payable 8,000 28,000
(¢) Non-fund items Debited to P&L Ale:
Dividend 20,000
Depreciation 10,000 30,000 73,000
Less: 1,83,000
(a) Increase in Current Assets:
Bill receivable 117,000 1,17,000
Cash from operation 66,000
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Cash Flow Satement Cash Flow Analysis
for the year ended 31st December 2012

()
Cash balance as on 1-1-2012 23,000 NOTES
Add: Cash Inflows:
Cash from operation 66,000
Debentures 10,000
76,000
90,00
Less: Cash Outflows:
Purchase of fixed assets 50,000
Dividend 20,000
0000
Cash balance as on 3 1st December, 2012 20,000

Problem 9.3: Shabnam Co. Ltd. wantsto prepare acash flow statement for the
year ended December 31, 2012 from the comparative bal ance sheetsgiven bel ow:

Compar ative Balance Sheets

Liahilities 2001 2012 Assets 2011 2012
%) (%) (%) (%)
Share capital 5.00.000 6.,50,000 | Machinery 2,320,000 3,20,000
Debentures 3.40,000 2,00,000 | Building 3,50,000 3,50,000
Sundry Creditors 160,000 67,000 | Investment at cost 2,40,000 2,65.000
Provision for doubtful debts 4,500 3.000 | Goodwill 70,000 55,000
Profit and Loss Account 75,500 1,20,000 | Bank balance 40,000 -
Bank overdraft - 45,000 | Inventory 60,000 70,000
Bills receivable 40,000 25,000
10,80,000 | 10,85,000 10,380,000 | 10,385,000

Thefollowing additiond information isavailable:

(i) Depreciation charged to profits on machinery for the year 2012 amounts
to < 40,000.

(i) Dividends paid during the year 2012 were as follows:
(a) 2011 (fina) on the capital as on 31-12-2011 at 10% less 25% tax
(b) 2012 (interim) 5% free of tax.
Explain how the overdraft of ¥ 45,000 as on 31st December 2012 has arisen.
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Cash Flow Analysis Solution:
Calculation of Cash from Operation

(T}
NOTES Profit as given {1,20,000 — 75,500) 44.500
Add:
(a) Decrease in Current Assets:
Bills receivable 15,000
(b} Mon-fund items Debited to P&L Afc:
Depreciation on Machinery 40,000
Goodwill 15,000
Dividend Paid:
Final 2006 37.500
Interim 2007 32,500 70,000 1.25.000 140,000
1.84.500
Less:
(a) Increase in Current Assets:
Imventory 10,000
(b} Decrease in Current Liabilities:
Sundry Creditors 93,000
(¢} Non-fund items Credited to P&L Al
Diecrease in provision for doubtful debts 1500
1.0, 500
Cash from Operation | so000

Cash Flow Statement
for the year ended 31st Dec., 2012

Cash balance on 1-1-2012 40,000

Add: Cash Inflows:
Share capital 150,000
Cash from operation 80,000
230,000
270000
Less: Cash Outflows:
Purchase of machinery B0,000
Purchase of investment 25,000
Redemption of debentures 140,000
Dividends paid:
Final - 2004 37,500
Interim - 2007 32,500 T0,000
3,15,000
Overdraft on Dec. 31, 2012 | 45000
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Workings:
M achinery Account
() (%)
To Balance b/d 2,280,000 | By Balance o/'d 3,20,000
To Purchases 20,000 | By Depreciation 40,000
{balancing figure )
360,000 3,60,000

Problem 9.4: Mr Smart submits the following statement in respect of hisfinancial
position as on 31st March, 2011 and 2012:

Balance Sheet
Liabilities 31-3-2001 | 31-3-2002 | Assets F1-3-2001 | 31-3-2012
() (1 i) i)

Sundry creditors 60,000 45,000 | Building 1,20,000 90,000
Bills payable 45,000 50,000 | Investments 60,000 60,000
Capital 1,75.000 1.20,000 | Bills receivable 30,000 2,500
Stock in trade 30,000 35,000

Cash balances 40,000 27.500

280,000 215,000 2,580,000 2,15,000

Mr Smart further reports that there were no drawings and no purchase or sale
of buildings. You are required to prepare a Statement of Cash Flow.

Solution:

As reported by Mr Smart there were no drawings during the year and as such
the decrease in the amount of capital from X 1,75,000 to X 1,20,000i.e., X
55,000 has been due to trading loss during the year. Accordingly the cash lost
in operation is computed as under:

Computation of Cash Lost in Operation (%)

Trading Loss {1,75,000 — 1,20,000) (—) 55,000

Add:
(a) Decrease in Current Assets:
Bills receivahle 27,500
(b} Increase in Current Liabilities:
Bill payable 5,000
(¢} Mon-fund items Debited to P&L Ale:
Depreciation on building

20,000 (+) 62,500

(+) 7,500

LI.".'I'S.'
(a) Increase in Current Assets:
Stock in trade 5.000
(b} Decrease in Current Liabilities:

Sundry creditors 15,000

i) 20,000
i~} 12,500

Cash lost in Operation

Cash Flow Analysis
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Cash Flow Analysis Cash Flow Satement
for the year ended 31st March, 2012

i)
NOTES Cash balance on 1-1-2011 40,000
Add: Cash Inflows: E
| 40,000
Less: Cash Outflows:
Cash lost in operation 12,500
Cash balance as on 31-3-12 . 27,500

Problem 9.5: Thefollowing were the Balance Sheets of the Beauty Corporation
for 2010 and 2011. Prepare a Cash Flow Statement for the year.

Balance Sheets of Beauty Corporation

Liabilities FI-12-2000 | 31-12-2011 | Assets F1-12-2010 | 31-12-2001
) (%) () ()

Capital 2.50,000 2,50,000 | Fixed assets (Net) 2.00,000 180,000
Reserve & surplus 0,000 1,320,000 | Depreciation (accumulated) | (70,000) {90,000
Accounts payable 45,000 52,000 | Sundry debtors 48,000 40.000
Sundry creditors 38.000 26,000 | Stock 65,000 72000
Outstanding wages 6,000 10,000 | Prepaid rent 4,500 6,000
Cash balances 111,500 1.70.000
4.29,000 4,68.000 4,259,000 4.68,000

The following additional information is also available:

Sales 3,82,000
Cost of goods sold 2,65,000
Wages 45,000
Rent 12,000
Depreciation 20,000
Solution:
Computation of Net Profit
(7}
Sales 3,82.000
Less: Cost of goods sold 265,000
Wages 45,000
310,000
Less: Rent 12,000
Depreciation 20,000 32,000
Net profit 40,000
Self-Instructional
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Computation of Cash from Operation (%) Cash Flow Analysis

Met Profit 40,000

Add:
(a) Decrease in Current Assets: NOTES
Sundry debtors 8,000
b} Increase in Current Liabilities:
Accounts pavable 7,000
Ctstanding wages 4,000 11,000
() Mon-fund items Debited to P&L Afc
Diepreciation 20,000
39,000
79,000
Less:
(@) Increase in Current Assets:
Stock 7000
Prepaid rent 1,500 8,500
b} Decrease in Current Liabilities:
Sundry creditors 12,000
20,500
Cash from Operation 58,500
Cash Flow Satement
for the year ended 31st Dec., 2011
()
Cash balance on 1-1-2011 111,500
Add: Cash Inflows:
Cash from operations 58.500 58,500
170,000
Less: Cash Cutflows: -
Cash balance as on 31-12-2011 170,000
Check Your Progress
4. Listthetwo stepsrequired to prepareacash flow statement asper AS 3.
5. Which category of activitiescomprise of option and swap contracts?
6. Definedirect method.
7. Mention the accounting treatment of provision for taxationin the cash
flow statement.
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9.5

ANSWERS TO CHECK YOUR PROGRESS
QUESTIONS

Cash flow statement i sthe accounting tool which used the cash system of
accounting.

Decreasein non-current assets resultsininflow of cash.
Redemption of capital isan application of cash.

Thetwo stepsrequiredto prepareacash flow statement are: (i) identification
and cal culation of cash flowsfrom variousactivitiesand ascertaining net
changein cash and cash equivalents.

Option contracts and swap contractsfall under the category of investing
activities.

The direct method is amethod of reporting cash flows from operating
activitieswhereby major classes of gross cash receipts and gross cash
paymentsare disclosed.

Theprovisionfor taxation in cashflow statement istreated asanon-current
item. The actual amount of tax paid during the year isshowninthe cash
flow statement as cash outflow. The current provision of taxation isadded
back to theamount of profit in order to ascertain cash from operation.

9.6

SUMMARY

- A cashflow statement isastatement which providesadetailed explanation

for the change in a firm’s cash during a particular period by indicating the
firm’s sources and uses of cash during that period.

- Cashflow statement isgoverned by the cash system of accounting.
- Thebasicam of cash flow andys sisto determinewhat transactions caused

the cash balanceto change during aparticul ar period.

- Cashflow statement isgoverned by the cash system of accounting.
- To determine cash flow, the non-current accountsi.e., fixed assets and

long-term ligbilitiesareanad ysed asbefore, and changesin current accounts
except cash are a so analysed.

- Thechangein cash can be computed by analysing changethat occurredin

al non-current and current accounts except cash.

- Themajor source of cash for abusinessiscash from trading operations,
- A cashflow statement isavitd andyticd tool inthehand of financia manager

that hel pshimin the proper management of cash.



- Acomparative analysis of the firm’s cash flow statements enables a financial Cash Flow Analysis
manager to assesstheliquidity position of thefirm.

- A careful study of cash flow statement provides answer to sometypical
guestionslikewhy cash position of the concernistight, in spite of high

. . NOTES
Incomes or vice-versa.

9.7 KEY WORDS

- Cash flow statement: It is a statement which attempts to measure the
inflowsand outflowsof cashthat result from variousbusinessactivitiesduring
aparticular accounting period.

- Operatingactivities: It refersto such activitiesthat havedirect impact on
the enterprise’s business results.

- Investment activities: It refersto such activitiesthat resultin either purchase
or saleof long-term assets.

- Financial activities: Itincludesactivitiesthat areresponsblefor thechange
in the company’s capital structure.

- Cash from oper ations: It isthe net profit as shown by profit and loss,
when theaccounting system isbased on cash system.

9.8 SELF ASSESSMENT QUESTIONS AND
EXERCISES

Short-Answer Questions
1. Write a short note on the concept of *Cash Flow’. What objectives of cash
flow analyss?
2. What isthedifference between fundsflow and cash flow statement?
3. Writeshort noteson:
(& Notiona cashand
(b) Non-cashitems.
4. Draw acashflow satement with thehelp of imaginary figures.
5. Listthemajor sourcesand application of cash with examples.
6. What istheutility of preparing cash flow statement?

Long-Answer Questions

1. Explainthe procedure of preparing acash flow statement.

2. Discussthe proceduresof ascertai ning cash from operation asrequired for
the preparation of acash flow statement.
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CashFlow Analysis 3. Explain the procedure of preparing a cash flow statement.
4. Discussthe procedures of ascertaining cash from operation as required for
the preparation of a cash flow statement.
5. Following are the comparative balance sheets of IQRA Ltd.

NOTES
Liabilities 2011 2012 | Assets 2011 2012
) (%) (T} (3]

Share capital 1,380,000 | 190,000 | Cash 60,000 40,000
Sundry creditors 64,000 76,000 | Sundry debtors 155,000 | 1,90,000
Profit and loss Afe 29,000 35,600 | Land and building 50,000 62,000
Patent rights 2,000 9,000
273,000 | 3,001,000 2,753,000 | 301000

Prepare a Cash Flow Statement.
6. Super Max Co. Ltd. wants to prepare a ‘Cash Flow’ statement for the
year ended December 31, 2012, from the details given below:
(a) Income statement for the year ended 31-12-2012

Sdes 29,000

Cost of sales 19,900

Tax provison 2,500

Dividend provided 1,600

) Balance Sheets
Liabilities 2011 2012 Assels 2011 2042

i) () (4] i)
Capital 8,000 8,000 | Fixed assets (Gross) 12,000 18,500
Reserves and supplies 6,000 11,000 | Depreciation (3.500) [ (5.500)
Bank loan (long-term) 4,000 6,000 | Inventory 8,000 7000
Current liabilities 3,000 5,200 | Accounts receivable 4,000 &6,800
Dividend provided - 1,600 | Cash 500 5,000
21,000 31800 21.000 31,800

5. Following are the balance sheets of Super & Superior Company Ltd.

Liabilities Dec. 2011 | Dec. 2012 | Assets Dec. 2011 | Dec, 2012
(1) () () (%)

Share capital T, 000 74,000 | Land 20,000 30,000
6% Debentures 12,000 6,000 | Goodwill 10,000 5,000
Bills payable 10, O 11000 | stock 49.200 42,700
Sundry creditors 1060 1,640 | Debtors 14900 17,700
Profit and loss Afc 10,040 10,560 | Cash 2.000 7.800

103,100 1.03,200 103,100 1.03,200

Additional Information:
(i) Dividends were paid totalling ¥ 3,500.
(i) Land was purchased for ¥ 10,000 and amount provided for the
amortization of goodwill totalled X 6,000.
(iii) Debentures loan was repaid X 6,000.

Self-Instructional You are required to prepare cash flow statement.
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6. From the following bal ance sheets of Sweety Limited as on December 31, Cash Flow Analysis
2011 and 2012, you are required to prepare cash flow statement for the
year ended December 31, 2012.

Liabilities 2011 2012 | Assets 2001 2012 NOTES
i) (%) () )
Share capital 2,00,000 [ 2,00,000 | Machinery 87.000 86,000
Profit and loss 30,000 31,000 | Building 52,000 48,000
Sundry creditors 8,000 5,400 | Investment 78,000 80,000
Bills payable 1,200 800 | Stock 30,000 23,400
Prowision for taxation 16,000 18,000 | Bills receivable 2,000 3,200
Prowigion for doubtful debts 400 600 | Cash at bank 6,600 15,200
255600 2.55800 255600 | 2,55800

Additional Information:

(i) Depreciation chargedto plant 4,000. (ii) Provisionfor taxation of X 19,000
wasmadeduring 2012.

9.9 FURTHER READINGS
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BLOCK - 11
COST ANALYSIS

UNIT 10 BUDGETING

Sructure

10.0 Introduction
10.1 Objectives
10.2 Meaning of Budget
1021 Budgetary Control: Importance and Limitations
10.3 Classification of budgets and budgets preparation
1031 Sales budget, Production budget and Cash budget
10.4 Answersto Check Your Progress Questions
10.5 Summary
10.6 Key Words
10.7 Self Assessment Questions and Exercises
10.8 Further Readings

10.0 INTRODUCTION

Budgetary control isanimportant tool of planningand control. Planninginvolves
looking systematically at thefuture so that decisions can be madetoday which will
bring the company itsdesired results. Control isthe process of measuring and
correcting actual performanceto ensurethat plansfor implementing the chosen
course of action arecarried out. Inthisunit, you will learn about the concept of
budgeting and budgetary control.

10.1 OBJECTIVES

After goingthrough thisunit, youwill beable:
- Explainthemeaning of budget
- Discusstheimportance and limitations of budgetary control
- Describetheclassification of budgets
- Examinethepreparations of sales, production and cash budgets

10.2 MEANING OF BUDGET

Budget isgenerdly recognized asaplan of actionto be pursued by an organization
during adefined period of timein order to achieveitsobjectives. Itisastatement
of anticipated resultsexpressed ether infinancid or non-financid terms. According
toWilliamson (2003) A budget isaformal plan of action expressed in monetary



and other quantitativeterms. Gordon and Shillinglow (1974) state, Budgetisa
pre-determined detailed plan of action developed and distributed asa guide
to current operationsand as a partial basisfor the subsequent eval uation of
perfor mance.

CIMA (1991) defines A budget isa financial or quantitative statement
prepared prior to a definite period of time of the policy to be pursued during
that for the purpose of attaining a given objective.

Sizer (1979) explains Budgets are financial and/or quantitative
statements prepared and approved prior to a defined period of time of the
policy to be pursued during that period for the purpose of attaining given
objective.

Author MA Sahaf isof the view that a budget isa detailed schedul e of
the proposed combinations of the various factors of production which the
management deems to be the most profitable for the defined period. It may
beaforecast of sales, production costs, distribution costs, and administrative
and financial expenses—and, therefore, of profit or loss. It serves as a road
map for executivesand makes them aware when the company isstraying fromits
planned route.

Consderationsin Preparing Budget

Thefollowingimportant points must bebornein mind while preparing budget:

- Budgetsare prepared to achieve the objectives of the business. No useful
budget can be prepared without acompl ete knowledge of the objectives,
nature and policiesof thebusiness.

- Theduration of the budget must be determined according to the special
circumstancesof each business. Ordinarily, every company needsboth short-
term aswell aslong-term budgets. Short-term are usually in the form of
income, expenditure, cash and sales. Similarly, theexamples of long-term
budgetsarecapitd expenditure, training of business personnd, and expanson
of thebusiness.

- The personswho prepare the budgets must be honest and sincere. They
should possessfull knowledge of the nature, targets and the resources of
the company. They must have foresight and competenceto preparewel |-
balanced budgets.

- Adequate, accurateand reliabl e stati stical information must beavailablefor
the preparation of agood budget. Past experience hd psin projecting future.

- Budget must be reasonably e astic and flexible. It must be capable of being
adjusted and changed according to new changes.

- Anoverenthusiastic businessmay fix-up extraordinarily hightargets. They
may proveto beunredistic or incapableof being achieved. Effortsmadein
preparing the budgets may go waste. To avoid these dangers, budgets must
be prepared by men of experienceand foresight. Onthe onehand, they will
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try tofix up thetargets according to their resources and on the other hand,
they will keep thetargets of the previous budgets quite separate from the
new targets.

10.2.1 Budgetary Control: Importance and Limitations

Commercial organizationsawaysamto attain the highest volumeof salesat the
minimum cost inorder to maximizetheir profits Toatainthisobjective, organizations
need toredizethat planning and control of activitiesbecome essential absolutely.
Itis, infact, the system of budgetary control that providestheorganizationswith
theframework which hel psthem to achievethisobjective.

Budgetary control isasystematic process designed to plan and control the
major activities of a firm’s business through budgets prepared in advance with an
objective to ensure effective use of resources. In the words of Batty (1978),
Budgetary control is a system which uses budgets as a means of planning
and controlling all aspects of producing and/or selling commodities or
services. According to Scott (1970), it is the system of management control
and accounting in which all operations are precasted and so far as possible
planned ahead and the actual results compared with the forecasted and
planned ones.

CIMA (1991) defines budgetary control as, the establishment of budgets
relating to therespong bilities of executivesto therequirementsof apolicy andthe
continuous comparison of actud with budgeted results, ether to secureby individud
action the objectiveof that policy or to provideabasisfor itsrevision.

In the opinion of Brown and Howard (1975), Budgetary control is a
system of controlling costs which includes the preparation of budgets,
coordinating the departments and establishing responsibilities, comparing
actual performance with the budgeted and acting upon results to achieve
maxi mum profitability.

As per MA Sahaf, budgetary control is a process of managing an
organization in accordance with an approved budget in order to keep total
expenditure within authorized limits. It is designed to assist the management
in deciding thefuture cour se of action and to develop the basisfor evaluating
the efficiency of operations. Thus, abudgetary control consists of:

- Preparation of budgetsfor mgjor activitiesof thebusiness;

- Measurement and comparison of actual resultswith budgeted targets;
- Computation of deviation, if any; and

- Revison of budget, if required.

Thus, budgetary control requires preparation and designing of the budgets
revealing clearly thefinancial responsibilities of executivesin relation to the
requirements of the overall policy of the company followed by a continuous
comparison of actud businessresultswith budgeted resultsto securethe objectives
of thepolicy. If the principlesof budgeting are carried out in aproper manner, the



company can beassured that it will efficiently usedl of itsresourcesand achieve
themost favourableresults possibleinthelongrun.

Objectives of Budgetary Control

Themain objectives of budgetary control areasunder:

- Toprovideuseful, accurate and reliable information to enable managers
formulatefuturebusinesspalicies.

- To help the organi zations in exercising control over costs by preparing
separate budgets for each department To evaluate theresults of various
policiesand facilitate supervision over thevariousfactorsof production.

- Todiminatethedanger of over capitalization and under capitalization by
determining thetotd capita requirementsof abusinessfirmwiththehe p of
production budget and working capita estimates.

- Tolocate deficienciesin production system by preparing separate production
capabl e of ascertaining the efficiency of production.

- To promote research and development activities of an organization as
budgetary control policies and programmes are usually based on past
experience.

I mportance of Budgetary Control

Budgetary control is perhapsthe most useful tool used by the management for
planning and controlling major activitiesof the bus ness. However, thesystem of
budgetary control initself doesnot ensuregood planning or control but it helps
executivesto plan ahead and exercise control over peopleand operating events.
Infact, such asystem not only providesinformation on probablefuture business
resultsbut a so theresourceslikemoney, men, materialsand facilitiesrequired to
achievesuchresults. Thefollowing most notable benefitsderived fromthesystem
of budgetary control explainitsimportance:

- Throughitsdisciplined gpproach, it coordinatesthe planning of dl functiond
executivestowardsthe common profit makinggod.

- Motivatesexecutivesto think ahead by impressng uponthemtoformalize
their planning efforts.

- Providesmanagersan opportunity for self-eva uation by offering them goals
and obj ectives against whi ch they can evaluatetheir performance without
any difficulty. Such an arrangement makes each member of the organization
clear about hisroleand contribution in attaining organi zationa godss.

- Enablesan organization to predeterminethe benefitsand costs of the projects
under variousaternative operating conditions. Suchacomparaiveanadyss
helpsit to evaluate the most appropriate all ocation of resources.

- Providesaframework that specifies measurabl e periodic objectivesfor
each phaseof planning.
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- Helpsmanagersto identify expected operation problemsfrom business
activities but al so providesthem the basi sfor solving these problemsor
avoiding them before they occur.

- Make employees of the organization conscious of the needsto conserve
businessresources.

- Maximizebenefitsof decentraization.

- Makesit obligatory for theenterpriseto maintain adequatefinancia records
that can be associated with the budget.

- Servesasan excellent vehi cle and effective communi cation system for the
exchange of ideas and coordination of plans among various levels of
management.

- Reveasbudgetsprepared for efficient and effective use of resources.

- Increases participation of employeesin the preparation and execution of
budgetsthereby boosting the mora eamong them whichinturn contributes
totheoutput.

- Helpsacompany meet market competition efficiently by keeping the cost
a theminimumleve.

Limitations of Budgetary Control

Despite the benefits mentioned earlier, budgetary control suffersfrom serious
limitations. M anagement must keep such limitationsin mind whileus ng thetool of
budgetary control. Themgjor limitationsof budgetary control sysem aresummarized
beow:

- Since budget estimates are based on approximations and personal
judgements, therefore, they area waysdoubtful. Infact, thequdity of budgets
isawaysassociated with theintel ligence, skillsand experience of thebudget
persons.

- Thepremisesof thebudgetary control system changerapidly withthechange
inbusnessconditions. Asaresult, businessexecutivesfacealot of difficulties
intheexecution of budgets.

- Thesuccessof budgetary control largely dependsonitsexecutionwhichin
turn depends on the cooperation and participation of all levels of
management. Every member of the organization must direct hiseffortsto
achievethe objectives of the budget. Any lapsein their coordination or
cooperation may result in poor performance.

- Theingd lation of budgetary control systemisacostly affair, and therefore,
small organizationsmay not afford it. Evenfinancially sound enterprises
must adopt this system only after analysing properly itscost and benefits.

- Budget targets sometimes are considered as pressure tactics which lower
themoraleof theempl oyees.



- Theformulation of thebudgetsisati me-consuming processasagood amount Budgeting
of timeiswasted intheir preparation, evauation and revision.

- There is an old saying to the effect that “a man is usually down or what he
isn’tupon’. Often executives do not realize the utility of the budgetary control
sysem.

- Under budgetary control system every budget centretriesto achieveits
objectiveswithout taking into cons derati on the obj ectives of other budget
centresand overall objectivesof thebudgetary control system. Thiscreates
conflict among variousunits of the organization which ultimately interrupts
theefficiency of thesystem.

NOTES

Essential Characteristics of a Good Budgetary Control

A good budgetary control must possessthefollowing characteristics:

- Theremust beacommon authority to enjoy therightsand privilegesaswell
astofulfil theobligation. Actual users must be consulted before actually
alocating different resources.

- Thesupervisory staff must be held responsiblefor al thefunctionsof the
businessand proper utilization of all the resourcesof the business.

- Independence of action must be ensured for the administration in those
matters for which they are accountable. In such matters, they must be
consulted and their views should begiven dueweightage.

- Onewho givesordersmust a so providefacilitiesfor theexecution of those
orders.

- Theremust betest checking of thework at regular intervalsand theresults
must be compared with thetargets. Shortcomings must be ascertained and
measures should be suggested to overcomethem.

- Theremust be some system for rewarding better resultsand pendizing poor
results. Incentivesfor better work must be provided. Inefficiency must not
be condoned.

Requirementsfor Budgetary Control
The prerequisitesfor good budgetary control are essentidly the sameasfor sound
busi nessmanagement. For effective budgetary control, thefirmsneed to:

- develop the statement of objectivesand policiesto guide management in
reachingitsbusinessgods;

- build upasound plan for the organi zation with d early defined respongbilities
and authoritiesfor each management and supervisory position;
- establishaclear understanding of cost behaviour and product cost structure;

- developaplan of operationsover agiven period of timeto achieve objectives
efficiently and effectively;,
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- providefor measurement of performancethroughtimely comparative control
reports,

- take necessary action inthe execution of plansto set right unsatisfactory
performance;

- revisethebudgetswhen required.

The concept of budgetary control formalizes the process implied in these
requirementsby incorporating theabove stepsinto acomprehensivefinancid plan
or budget. It should be obvious that the financial plan or budget isnot just a
forecast or asummary of the businessresultsayear ahead. It isinstead aplan of
operation. The plan must be based on good operating practices and soundly
conceived management strategy. It should haveacertain extent of flexibility, a
‘stretch’ in it. This means that operating men should incorporate in the budget
performance, god sthat are attainable by hard work and dedicated effort. An easy
test of whether or not a business budget has been built on good planning and
control concept isto check these points:

- Sdlesand production requirements should be defined interms of quantities
by products.

- Thevariableandtotal costsof producing each product should beidentified
on apredetermined basisin the budget.

- Budgeted costsand expenses shoul d be stated for each responsibility centre.

- Thedegreeof capacity utilization of major equipmentsand facilitiesshould
be clearly defined in the budget plan.

- All departmenta budgets should be based on the same volumes of product
and service requirementsand should meet an acceptable profit goal .

If an organization’s budgetary control system does not meet these tests,
functional executive need to discussthelgpseswith the budget personnel to seek
improvementsinthe system.

Check Your Progress
1. What are the thingswithout whose knowledge no useful budget can be
prepared?
2. Listtheconstituentsof abudgetary control.

3. How does budgetary control hel p organizations eliminatethe danger of
over cgpitaization and undercapitalization?




10.3 CLASSIFICATION OF BUDGETS AND
BUDGETS PREPARATION

Different authorities havegiven different classificationsof budgets. Someclassify
them on the basis of functionsinvolved, period covered, nature of transactions
while othersclassify them according to activity levels. Accordingly, thefollowing
classficationsaregiven:
Budgetsaccordingto activity levels:

- Fixed budget

- Hexiblebudget
Classfication onthe basisof natureof transactions:

- Operating budget

- Capita budget
Period classification:

- Long-term budget

- Short-term budget
Functiona dassfication:

- Master budget

- Subsidiary budget

However, dassfication onthebas sof functionsismore popular and common
amost in every businessconcern.

Fixed Budget

Although this approach to budgeting is not popular among thefirmsyet afew
firmsdo usefixed budget in certain areas of expenses management. Generally
fixed budget isreferred to aspredetermined costs proj ected at aparti cular capacity
level. That is, once capacity is projected at a particular level, the individual
department gathersand classifiestheir costsat that level . Thebudget thus prepared
isknown asafixed budget. Such budgets assumethat theamount of rupeesshown
inthebudget istriggered by the passage of timeirrespectiveof productionlevels
or thevolume of activity. The CIMA (1991) defined fixed budget as abudget
whichisdesigned to remain unchanged irrespectiveof thelevel of activity actualy
attained. In thewords of Wilson (1975) a fixed budget isonethat iscompiled
for a given set of assumed operating conditions and for a clearly specified
but estimated level of activity, and which management proposes to leave
unchanged during the period to which it relates—regardless of changes in
theactual level of activity experienced or inthe conditionsfacing the company
during that period. Thus, fixed budget isaplan that expressesonly onelevel of

Budgeting

NOTES

Self-Instructional
Material

189



Budgeting

190

NOTES

Self-Instructional
Material

estimated activity or volume. Such abudget isa so known asstatic budget. The
term “fixed budget’ is probably a misnomer because this budget really is never
fixed. Bus ness and economic conditions constantly change and the management
hasto review and changethe budgetsinthelight of those changes.

Flexible Budget

Frmsthat recognizethetendency of fixed overhead to vary with substantial changes
inproduction prefer to useaflexiblebudget. Thisissmply aseriesof fixed budgets
that apply tovarying levelsof production. Accordingto CIMA (1991), aflexible
budget is a budget which, by recognizing the difference between fixed, semi-
fixed and variable costs, is designed to change in relation to the level of
activity attained. Thus, aflexiblebudget isaseriesof cost budgets, each prepared
for adifferent level of capacity. The capacity levels are set at percentages of
capacity or a the production of aspecified number of unitsat set levelsof capacity.
Infact, costsare broken downintofixed, variable, and semi-variableunder various
levelsof capacity. Although flexible budgets genera ly do not distinguish between
variable and fixed overhead yet they provide a single rate for both types of
overheads. Thisrateisestablished by dividing estimated overhead at the normal
production level by thenormal volumeof production.

Flexible budgeting can be incorporated in one of two ways—step budget,
whereinbudgetsaredeve oped for different level sof operation, or variablebudget,
wherebudgetsare prepared on avariable cost bas sproviding progressively greater
budget dlowancesasthevolume of activity increases. Business executives prefer
thetechniqueof flexiblebudgeting asit can be easily understood by the supervisors
a al levelsand with al degrees of education because of theredlisticway inwhich
such budgets accommodate actual operating conditionsinthe plant. Themajor
significanceof flexiblebudgetingisthat it providescompletely redlistic budget
amounts. Therearevery lesschancesfor variances, which too can betheresult of
inefficient control or changesin operating conditions.

[llustration 10.1: Thecost detailsobtained from financial recordsof SafaLtd.,
for production of 500 unitsaregiven below:

Particulars Per Unit (%)
Material 40
Labour 30
Variable overhead 12

Selling and distribution expenses (20 per cent fixed) 10
Administrative expenses (40 per cent variable) 15

Fixed overheads (% 7.500) 15

Selling cost per unit 122

You arerequired to prepare abudget for production of:
(i) 700 units; and (ii) 900 units.



Solution:
Safa Ltd.
Flexible Budget
ouUTPUT
500 Unirs 700 Units 900 Units

Per Amount Per Amount Per Amount

Unit 4 Unit (£4] Unit [£4]
Material 40 20,000 10 28,000 40 36,000
Labour 30 15,000 30 21,000 30 27,000
Variable overhead 12 6,000 12 8.400 12 10,800
Selling & distribution
Expenses
Fixed (20 per cent) 2 1,000 1.43 1,000 1.11 1,000
Variable (80 per cent) 8 4,000 8 5,600 g 7,200
Administrative Expenses:
Fixed (60 per cent) 9 4,500 6.43 4,500 5 4,500
Variable (40 per cent) 6 3,000 6 4,200 6 5,400
Fixed overhead 15 7,500 10.71 7,500 8.33 7,500
Total Cost of Sales 122 61,000 1145 80,000 110.44 99,400

Operating Budget

The operating budget isaplan of the expected revenues and expensesfrom norma
operationsand activitiesto becarried out by theorganizationin thefuture. Such a
budget containsadetailed programme of activitiesthat afirm desiresto perform
during the budget period which normaly consistsof oneyear. The profit and loss
itemslikesal es, production, distribution expensesand admini strative overheads
aredso projectedinthisbudget. Infact, the budget often states such performance
measures which are not apparently seenin the financial statements. The best
examplesof operating budgetsareraw materia budget, inventory budget, |abour
forcebudget, and so on The natureand scope of varioustypesof operating budgets
arediscussedinalater section of thisunit.

Capital Budget

Capital budget isaplan reflecting theinvestments of the businessin fixed assets
and oftenincludesamountsfor largeexpenditurethat havealong-termimpact on
the firm’s financial position and growth. The activities that fall within the scope of
capitd budget mainly cons stsof programmesoninfrastructure deve opment, output
expansion, andincreasein productive resources. Sincetheoutlay of capita budget
isnormally higher ascompared to operating budget, they requirecareful planning,
analysisand eva uation. Such budgets, infact, aim to contributemaximumto the
organizationd goa sand objectives.

Short-term Budget

Short-term budgetsrefer to such budgetswhich cover activities of thebusinessfor
aperiod of ayear or shorter. Generaly, firms prefer to prepare such budgetsfor
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Budgeting salesand cash overheads. However, such budgets can be broken down to shorter
periodsof Sx months, threemonthsand possibly even onemonth. Expertsgeneraly
believethat managersenjoy moreflexibility by bresking downtheperiod of budget
in shorter periods. Normally, departmental executivesareresponsiblefor the

NOTES preparation of short-term budgets. Various departments of theenterprise need to
work in coordination for the preparation of short-term budgets asthetop-level
management coordinatesthefinal budget on the basisof short-term budgets.

L ong-term Budget

To meet the demands of growing business and competition, firmsneed to move
beyond the short-range plan to look ahead for more than oneyear. Long-term
budgets may cover periods of one, three, five and even more years depending
upon the nature of the business. According to the National Association of
Accountants, America, along-term budget isa systematic and formalized process
for purposeful directing and controlling future operations towards a desired
objective for periods extending beyond one year. The responsibility for the
preparation of long-term budgets generaly restswith top-level management. The
top-level management isgenerdly responsiblefor strategic decisions concerned
with growth and prosperity of business. Sincethe preparation of such abudget
demandsthe study of both internal factorsaswell asexternd factorslikeindustry
competition, economic growth, socia and cultural change, and technological
development, it callsfor strategic capabilitieson the part of management.

Master Budget

The master budget sets out a firm’s plan for the operations and resources expressed
infinancial termsfor agiven period. It isasummary of the budget schedulesin
capsuleform madefor the purpose of presentingin onereport thehighlightsof the
budget period. The CIMA (1991), defines it as, The summary budget,
incorporating its component functional budgets which is finally approved,
adopted and employed.

Davidson and others state, The master budget, sometimes called the
comprehensive budget is a complete blueprint of the planned operations of
the firmfor a period.

Thus, the master budget isan overall budget of afirmwhichincludesall
other smd | departmentd budgets. It isnetwork cons sting of many separate budgets
that areinterdependent. Infact, the master budget contai ns consolidated summary
of dl thebudgets prepared by the organization. Such abudget coordinatesvarious
activities of the business, directing them towards a common goal. Few top
executives of the business are supplied with copies of master budgets. Such a
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budget is of no use to departmental executives. It draws the attention of the Budgeting
management tothoseissueswhich must requireimmedi ate attention or which must
be avoided without any delaysin theinterest of the business.

Preparation of a Master Budget: It isacomplex process that requires much
timeand effort by the management at al levels. It includesthe preparation of a
projected profit and loss account (income statement) and projected balance shest.
The preparation of master budget involvesthe preparation of:

- salesbudget;

- production cost budget;
- cost budget;

- cash budget;

- projected profit and lossaccount onthebasis of information collected from
the above stated four steps; and

- projected balance sheet from the information available in last year’s balance
sheet and with the help of the steps stated above.

Theformat of the master budget isgivenin Tables10.1 and 10.2.

NOTES

Table10.1
........ Co. Ltd,,
Master Budget
(For theyear endingason.......... )
Particulars Previous | Budgeted | Particulars Previous | Budgeted
Period Period Period Period
Amount Amount Amount Amount

(&) ) (&) )
To cost of product (as per By sales (as per sales
production cost budget) budget)
Direct material 4 (a) x product ...
(....Units@ 3...) XXX units @3.... XEX
Direct wages Xxx (b) x product......
Prime cost XXX units @ ¥ XXX
Factory overheads
(a) Variable XXX
(b) Fixed XXX XXX
Work cost XXX
Administrative, selling
and distribution XXX
overheads
To Net Profit XXX

XXX XXX
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Table10.2
Budgeted Balance Sheet
Liabilities Previous | Budgeted | Assets Previous | Budgeted
Period Period Period Period
Amount Amount Amount Amount
) ) ) %)
Shareholders Equity: Fixed Assets:

Pref. share capital Plant & Machinery

Equity share capital Building
Furniture
Current Liabilities: Current Assets:
Bill payable Bill Receivable
Sundry creditors Sundry debtors

Bank loan Cash in hand and at bank

Inventonies

Subsidiary Budget

Subsidiary budgets are those budgets which show income or expenditure
appropriateto or theresponsbility of aparticular activity of thebusiness. They are
prepared on the basi s of the guidelinesframed by the master budget. Theremay
be different kinds of subsidiary budgets depending on the size, nature and policy
of theconcern but thefollowing arefrequently prepared:

- sdlesbudget

- production budget

- production cost budget

- maeridsbudget

- labour budget

- manufacturing overhead budget
- expensesbudget

- plant budget

- cash budget.

10.3.1 Salesbudget, Production budget and Cash budget

Inthissection you will discussthethreemgor typesof budget including thesaes,
production and cash budgets.

Sales Budget

It isan estimate of future sales expressed in quantities and/or money. Such a
budget, in fact, calls for projection of a firm’s sales on a periodic basis. The
preparation of an effective sales budget demandsthe study of both internal and
external factors. Theinternal factorsto be considered for the purpose are past
activity, present and projected plant capacity, proposed management policies,
financia position, salesforce size, availability of materials, and promotional
campaign. Theexternd factorsthat must be analysed to enablemanagersprepare



salesbudget include extent of competition, government policiesand regulations,
economic conditionsof the country and genera trade prospectus. The management
should constantly review the above-mentioned factorsin order to find out the
guantum of changein them and itsimpact on product demand.

Generally, salesbudget isrecognized asthekey budget that |eadsto the
preparation of al other functiona budgets. Thesuccessof any commercid enterprise
largely dependsupon thequick turnover of itsproduction. Against thisbackground,
every company wantsto maximizeitssales. However, themaximization of sales
has awaysremained acomplex problem that requires proper attention from the
management. Every effort must be madeto achieve sd estargets. The salesbudget
can bebroken down by:

- product lines

- geographicterritories
- timespan

- typesof customers.

A forecast of saleson anindustry-widebasis must be broken down so that
it appliesto aparticular firm. Each firm studiesits position rel ative to thetotal
market and cal cul atesits share of themarket. In someareasandin certain product
lines, onefirm may dominatewhilein other areasand in other product lines, the
sdesmay beshared by thefirmsin different proportions. Thefollowing techniques
areusedfor salesforecasts:

- pasttrends
- sdlesexecutivesopinion
- survey methods

Thefollowingillustrationwill further clear theideaabout the preparation of sales
budget.

[llustration 10.2: MAS Co. Ltd. operates two sales divisions by selling two
quality cement products—White and Black in them. For the purpose of submission
of salesbudget to the budget committee, thefoll owing information hasbeen made
avalable

Budget salesfor the current year were asfollows:

Product Division 1 Division Il
White 800 at T 100 600 at T 100
Black 400 at T 80 500 at T 80

Actua salesfor the current year wereasfollows:

Product Division I Division 11
White 1,000 at T 100 700 at T 100
Black 600 at T 80 450 at T 80
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Budgeting Thesalesdivision of the company hastaken thefollowing decisionsat a
meding:
(i) The sales manager observed that product White is popular but
underpriced. Therefore, the price of product should beincreased by
% 20.

(i) Theproduct Black haslessmarket and themain reason responsible
for itisthe over price of the product. However, if the price of the
product isreduced by X 5, it isexpected to generate more demand.

Onthebasisof these price changes and reportsfrom the salesforce, the
following estimates have been prepared by divisiona salesmanager:

Percentageincreasein salesover current budget.

NOTES

Product Division I Division IT
White 5 20
Black 10 10

You arerequired to prepare asales budget to be presented to the budget

committee.
Solution:
Sales Budget
MAS Co. Ltd.
Division | Product Budget for Budget for Actual Sales for
Future Period Current Period Current Period
Oty. | Price Value Oty. | Price | Value Oty. Price Value
) ) ) ) ) )
L. White 840 | 120 | 1,00,800 800 | 100 80,000 | 1,000 100 | 1,00,000
Black 440 75 33.000 400 80 32,000 600 80 48.000
Total 1,280 1,33,800 | 1,200 1,12,000 | 1,600 1.48,000
I1. White 720 120 86,400 600 100 60,000 700 100 70,000
Black 550 75 41.250 s00 80 40,000 450 80 36,000
Total 1,270 1.27.650 | 1.100 1,00,000 | 1.150 1.06,000
Total White | 1,560 | 120 | 1,87.200 | 1.400 | 100 | 1,40,000 | 1,700 100 | 1.70,000
Black 990 75 74.250 900 80 72,000 1.050 80 84,000
Total 2,550 2,61.450 | 2,300 2,12,000 | 2,750 2,54.000

[lustration 10.3: Super National Company Ltd. hasthreeitemsinitsproduct
line—EX, YEE and ZED. These products are sold in two markets—Super and
Superior. Thefollowing information onthesdesof these productsinthese markets
isavalable
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Product Units Budget Sales for Current Year Actual Sale of Current Year
Super Market | Superior Market | Super Market | Superior Market
(Unit) (Units) (Unit) (Units)
EX 18,000 22,000 20,000 25,000
YEE 9.000 12,000 7.000 10,000
ZED 15,000 8,000 12,000 7.000

TheEX product issold at X 5 per unit whereas productsY EE and ZED are
soldfor ¥ 4andX 7 respectively, in both markets.
Theresearch department of the company submitted thefollowing proposas
to bekept in mind while preparing sal esbudget:
(@ Product EX hasdtiff competitionin futureand asaresult of whichthesaes
may decline. To maintain present state of demand the price of the product
may be reduced by 10 per cent.

(b) Product YEE ispopular but underpriced. It isreported that if itspriceis
increased by 25 per cent it will ill find aready market.

(¢) Thesaeof product ZED may decline by 10 per cent due to entrance of
new firmsintheindustry.

(d) Withthehedp of anintensive campaign 5 per cent additional sdlesover the
estimated sales are expected in all productsin both markets except of
product ZED in superior market.

The management has approved the proposal without any change. You are
required to prepareabudget for salesincorporating the above proposals.

Solution:

Sales Budget
Super National Company Ltd.
Market and Budget for Budget for Budget for
Product Future Period Current Period Current Period
Q. | Price Value Qty. | Price | Value Q. Price Value
(Units) | (%) () (Units) | (3) ) (Units) ) (4]
Super
EX 18,900 | 4.50 85,050 | 18,000 | 5.00 90,000 | 20,000 5.00 | 1.00,000
YEE 9,450 | 5.00 47,250 | 9.000 | 4.00 36,000 7.000 4.00 28,000
ZED 14,250 | 7.00 99,750 | 15,000 | 7.00 | 1,05,000 | 12,000 7.00 84,000
Total 42,600 2.32.050 | 42.000 2.31.000 | 39,000 2.12.000
Superior
EX 23,100 | 4.50 | 1,.03,950 | 22.000 | 5.00 | 1.10,000 | 25,000 5.00 | 1.25,000
YEE 12,600 | 5.00 63,000 | 12,000 | 4.00 48,000 | 10,000 4.00 40,000
ZED 7,600 | 7.00 53,200 | 8.000 | 7.00 56,000 7.000 7.00 49,000
Total 43,300 2,20,150 | 42,000 2.14,000 | 42,000 2,14,000
Total (Summary)
EX 42,000 | 4.50 1.89,000 | 40,000 | 5.00 | 2.00.000 | 45.000 5.00 | 2.25,000
YEE 22,050 | 5.00 1.10,250 | 21.000 | 4.00 84,000 | 17,000 4.00 68,000
ZED 21,850 | 7.00 1.52.950 | 23.000 | 7.00 | 1.61.000 | 19,000 7.00 | 1,33,000
Total 85,900 4,52,200 | 84,000 4.45,000 | 81,000 4.26,000
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Production Budget

After the preparation of salesbudget, the management turnsitsattentionto the
preparation and designing of a production budget. Production budget is a
component of the master budget that establishestheleve of production planned
for budget period. It fixesthe target for the future output. In abroader sense,
production budget attemptsto estimatethe number of unitsof anitem of theproduct
linethat acompany isplanning to produce during the budgeted period. Sufficient
amount of goodswill haveto be avail ableto meet sales needs of the budgeted
period and the quantity of inventory needed at theend of the period. A portion of
thesegoodswill aready exist intheform of an openinginventory. Theremainder
will haveto be produced. The quantity to be produced isdecided after taking into
condderationthefollowing:

- Openingand closingleve sof inventories, and
- Quantity required to meet projected sales.

Further, abudget executive has a so to analyse the factors mentioned below to
enable himself preparethe production budget:

- Maximum production capacity of thebusiness,

- Production planning of theorganization;

- Managing policy regarding produce or purchase of components;
- Availablestoragefacilities, and

- Amount of investment required.

The production department must schedul eits productionin such away so
asto ensure prompt deliveriesto the customers. To achievethisobjective, the
sa esdepartment must be closely coordinated with the production department.
Neither department can plan and direct itsactivitiesinisol ation. The department
of saleshasto depend on production from the production department and at the
sametime, the production department guidesits production levelson the basis of
sales estimates as submitted by the sales department.

A format of adetailed production budget isgiven asunder:

Production Budget
January, February and March 20xx

Particulars January February March
Sales in quantity (as per sales budget) XXX XXX XXX
Add: Desired inventory at the end XXX XXX XXX
Total quantity required XXX XXX XXX
Less: Stock at beginning XXX XXX XXX
Quantity to be produced XXX XXX XXX




[Hlustration 10.4: From thefollowinginformation prepare aproduction budget
for 3months of NICE Cement Co. Ltd.

() Theestimated salesfor the budget period asreported by salesmanager are;

Division Types of Products
White Black Red Green
(Tonnes) (Tonnes) (Tonnes) (Tonnes)
North 7.000 12,000 16,000 10,000
South 5.000 8,000 10,000 3,000
(i) Estimated stock onJunel, 2012

Typesof Product Tonnes

White 1,200

Black 1,500

Red 1,800

Green 1,200

(ii) Desired closing stock on 31st August, 2012
Typesof Product

White
Black
Red

Green
Solution

Tonnes
1,500
1,800
1,400
1,000

Production Budget for Three Monthsfrom Juneto August, 2012

Estimated Sales Types of Products
During Budget Period White Black Red Green
(Tonnes) (Tonnes) (Tonnes) (Tonnes)

North 7.000 12.000 16,000 10,000

South 5.000 8,000 10,000 3,000

Total 12,000 20,000 26,000 13,000

Add: Desired stock on

31st August, 2012

(closing stock) 1,500 1,800 1.400 1,000
13,500 21.800 27.400 14,000

Less: Estimated stock

on June Ist, 2012

(opening stock) 1.200 1,500 1,800 1,200

Quantity to be produced 12.300 20.300 25,600 12,800

Production Cost Budget: Itisfollowed by production cost budget that includes
thesummariesof direct material budget, direct |abour budget and manufacturing
overhead budget. Each of these budgets must cons der the quantitiesto be produced
asreflected inthe production budget and the prices of thefactorswhich afirm
expectsto prevail during the budget period.
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Cash Budget

Theavailability of cashin adequate quantity at proper timeat areasonablecostis
essentiad for smooth operation of abusiness. The cash budget attemptsto estimate
cash requirementsof abusinesswell ahead of time. Accordingto Soloman, (1968)
‘the cash budget is an analysis of flow of cash in a business over a future, short or
long period of time. It is a forecast of expected cash intake and outlay’. The cash
budget convertsall planned actionsinto cash inflows and cash outflows. Thus, it
showstheanticipated flow of cash and thetiming of recei ptsand disbursements
based upon proj ected revenues and expenses. Thisbudget issignificant because
it hel ps management in planning to avoid unnecessary idle cash balancesonthe
one hand and avoidabl e expensive borrowings on the other. It indicatesnot only
thetota amount of financing required but itstiming aswell. Thecash budget generdly
consistsof thefollowing two major sections, viz., receipt section and payment
section.

Normally, themajor source of cash receiptsfor any businessissales. For
credit sales, accountsreceivable are eventually converted into cash asdebtors
pay their accounts. However, in this connection, management hasto estimate
properly thetimetakento collect outstanding accounts. At thesametime, provisions
must bemadefor discounts, returns, allowance granted and uncoll ectibleaccounts.
From astudy of past records and recent experiencein therate of collection, it
should be possibleto predict approximaterecel pts on accounts.

Specid itemssuch asincreasein cash from sale of equipment, i ssuance of
shares, borrowing, and so on must beconsidered inthe estimation of cash receipts.
Thus, cash receipts are expected to be generated from thefoll owing sources:

cashsdes,

collectionfrom debtors,

non-operating incomeslikedividend, commission, interests, and soon,
saleproceedingsfrom capital assets;

share capital and debentures, and

loansand overdrafts.

The payment section of the cash budget consists of dl cash paymentsthat
are planned for the budget period. These paymentswill include paymentsfor
merchandise and overhead acquired or incurred for the current budget period as
well asfor payableson the past budget period. Paymentson variousaccountsare
not made simultaneoudly with the cost incurred or materialsand services used.
The expenditureon variousitemslikeinsurance, rent and advertising are often
paidinadvancewhile paymentsfor materids, |abour and other costs of operation
frequently follow acquisition and use. Capital expendituresfor expansion and
replacement inaddition to mandatory expendituresfor avariety of other purposes



such astaxes, donations, repayments of |oans, dividends, and so on must betaken
into account. Themgjor items of paymentsare:

- payment for variousinputslikematerias, |abour and machinery;
- payment of loansand deposits,

- redemption of capital and debentures; and

- invesments.

The difference between cash receipts and payments represents cash
overage or shortage. If ashortage exists, the company will haveto arrangethe
cash through bank loans or other financing methods. If an excessexists, funds
borrowed in previousperiod can berepaid, or theidlefunds can betemporarily
invested.

How frequently cash budget should be prepared and the timeintervals
covered by the budget depend on the individual company’s circumstances,
problemsand objective. However, cash budget should be broken downinto time
periodsthat are as short asfeasible. Many organizations mai ntain cash budgetson
aweekly basisand even someprefer todoit ondaily basis. But firmsprefer to
have case budgets on amonthly basis. However, afirm might beinterested to
prepare acash budget every quarter if itiscons dering expansion.

Cash budgets may be prepared in three ways with varying formats and
gppearances. However, dl formsrequire the same estimatesand resultinthe same
forecast. Themethodsare

- Recei pt and payment method,;
- Adjusted profit and lossmethod; and
- Baance sheet method.

Rece pt and Payment Method: Thismethod isaline-by-line estimate of receipts
and payments. A good starting point for devel oping the cash budget isthe opening
cash balanceto which expected cash recei pts during the budget period are added.
Thefigure so obtained isreduced by the amount of cash payment that is planned
for the budget period. The outstanding payments and receiptsare excluded from
cash budget asthismethod is based on the concept of actual cash flowsrather
than on their accrual. Accordingly pre-payments and pre-receipts are to be
consderedinthe preparation of cash budget. Thereceipt and payment method of
cash budgetisdemonstrated in lllustration 10.5.

[lustration 10.5: Prepareacash budget for thefirst four monthsfromthefollowing
estimated revenueand expenses.

Month Sales Purchase Labour Overhead Overhead
) [E4) (Tages) Administrative Distribution
) ) )
April 60,000 60,000 12,000 2.000 1,200
May 66.000 42,000 14.000 2.200 1.400
June 72.000 40,000 16.000 2.200 1.400
July 78.000 36,000 18,000 2,400 1.600
August 84,000 34,000 20,000 2,600 1,600
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Additional I nformation:
(i) Cashbaanceson 1st April was3 35,000.

(i) 50 per cent of salesare on credit basi swhich areredised in the subsequent
month.

(iii) Suppliersarepaidinthemonthfollowing themonth of supply.
(iv) Delayin payment of wagesand overheadsis 30 days.

(v) Dividendsoninvestments amounting X 10,000 may bereceivedinApril
and duly.

(vi) Company plansto purchaseamachinefor X 60,000 for whichit hasto pay
theconsideration inthreeequal instalmentsinthe month of April, Juneand

Jduly.
Solution:
Cash Budget
for the Period April to July
Details April May June July
(%) (%) (%) (%)
A. Balance b/d 35,000 55.000 42,800 32,200
B. Receipts
Cash sales (50 per cent) 30,000 33,000 36,000 39,000
Debtors — 30,000 33,000 36,000
Dividends 10,000 — — 10,000
Total (A + B) 75,000 1.18.000 1.11.800 1.17,200
C. Pavments,
Creditors 60,000 42,000 40,000
Wages 12,000 14,000 16,000
Adminmistrative overhead - 2.000 2,200 2,200
Distribution overhead 1.200 1,400 1,400
Machine 20,000 20,000 20,000
Total C 20,000 75.200 79,600 79,600
Balance (A + B—C) 55,000 42,800 32,200 37,600

Adjusted Profit and Loss Method: Under thismethod, the profit forecast for
the budget periodisadjusted for non-cash transactionsand for expected changes
inassetsand liabilitiesnot involvedin theca culation of profit. Thus, net estimated
profit for the budget period isincreased by the amount of no-cash transactions
like depreciation, provisions, outstanding expenses, and so on, whichinturnis
added by capital receipts, reductionin assetsand increaseinliabilitiestoform
total cash receipts. Theamount so cal cul ated i sreduced by theamount resulting
from payment of dividends, pre-payments, increase in assets and decreasein
ligbilities. Theresultant figurewill betheamount of cashavailableat theend of the
budget period. Thetop management always prefersto use adjusted profit and
lossfor cash forecasting but most firmsarecompd led to usetheline-by-lineestimate
to providethedetail ed information needed by lower management level sfor contral.
Theessentia information for the preparation of adjusted profit and lossaccount is



collected from profit and loss account and balance sheet. Illustration 9.8 will
demonstrate the process of preparation of cash budget as per adjusted profit and
loss account method.

[llustration 10.6: Thefollowing dataismadeavailableto you to prepareacash
budget under the adjusted profit and loss method:

Balance Sheet
ason 31st March 2012

Liabilities (3) Assets (<)
Share capital 2.00,000 Building 1.25,000
Debentures 75,000 Machinery 75,000
Reserves 35,000 Furniture & fixtures 55,000
Profit & loss a/c 20,000 Debtors 25,000
Creditors 60,000 Bills receivable 20,000
Bills payable 20,000 Closing stock 45.000
Bank balances 65.000
4.10,000 4.10,000

Projected Trading and Profit and L oss Account
for the Year Ending 31st March, 2013

Particulars ) Particulars <)
To Opening stock 35,000 By Sales 4.20.000
To Purchases 2,20,000 By Closing stock 85,000
To Carriage 12,000
To Gross profit ¢/d 2,38,000
5,05.000 5.05.000
To Establishment 1,00,000 By Gross Profit b/d 2.,38.000
To Discount 12,000 By Commission 12,000
To Administrative Exp. 38.000 By Interest 10,000
To Distribution Exp. 22,000
To Depreciation on machinery 16,000
To Advertisement 18,000
To Net profit ¢/d 54,000
2,60,000 2.60.000
To Dividends 22,000 By Balance of profit from last year 20,000
To Balance ¢/d 52,000 By Net profit b/d 54,000
74,000 74.000

Thefollowing closing balance of certainitemsason 31st March 2013 arealso
given asadditiond information:

Sharecapita % 2,40,000
Debentures % 90,000
Building ¥ 1,40,000
Machinery % 80,000
Billspayable % 25,000
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Solution:
Cash Budget
(%) (%)

Cash balances as on Ist April, 2012 65.000
Additions to cash:

Net profit of the year 54,000

Depreciation 16,000

Issue of share capital 40,000

Issue of debentures 15,000

Increase in B/P 5,000 1.30.,000
Cash available 1.95,000
Deduction of cash:

Dividends paid 22,000

Purchase of buildings 15,000

Purchase of machinery 5,000

Increase in stock 40.000 82,000
Closing balance as on 31st March, 2013 1,13.000

Balance Sheet Method: Under this method the cash balances at the end is
computed with thehel p of aprojected balance sheet. The projected balance sheet
beginswith the current bal ance sheet and the sameis adjusted in accordance with
the data contained in the other budgets. All the balance sheet items except cash
balancesare adjustedin thelight of changesthat might take place between current
bal ance sheet and the proj ected bal ance sheet. The difference between projected
assetsand projected liabilities represents cash balance.

Check Your Progress

4. What isthefunctiond classification of budgets?

5. Defineoperating budget.

6. Namethekey budget that leadsto preparation of al other functiona budgets.
7. Mention thetwo magjor sectionsof acash budget.

10.4 ANSWERS TO CHECK YOUR PROGRESS
QUESTIONS

1. No useful budget can be prepared without acompl ete knowledge of the
obj ectives, natureand policiesof thebusiness.



2. A budgetary control consistsof: Budgeting
Preparation of budgetsfor mgjor activitiesof thebusiness;
M easurement and comparison of actua resultswith budgeted targets;
Computation of deviation, if any; and NOTES
Revisonof budget, if required.

3. Todiminatethedanger of over capitalization and under capitaization by
determining thetotd capita requirementsof abusnessfirmwiththehe p of
production budget and working capita estimates.

4. Thefunctiond classificationof budgetsis:
Master budget
Subsidiary budget

5. Operating budget isaplan of the expected revenues and expensesfrom
normal operationsand activitiesto becarried out by theorganization inthe
future.

6. Saesbudget isrecognized asthe key budget that |eadsto the preparation
of al other functiona budgets.

7. Thecash budget generally consistsof the following two major sections,
viz., recel pt section and payment section.

10.5 SUMMARY

- Budget is generally recognized as a plan of action to be pursued by an
organization during adefined period of timein order to achieveitsobjectives
Itisastatement of anticipated resultsexpressed either infinancial or non-
financid terms.

- Whilepreparing abudget, certain factorsmust beconsidered. Thisincludes
complete knowledge of objectives, determination of the duration of the
budget, availability of competent and experienced budget managers, ensuring
themaking of e astic and flexiblebudgets, redisticams.

- Budgetary control isasystematic processdesigned to plan and control the
major activities of a firm’s business through budgets prepared in advance
with an objectiveto ensure effective use of resources.

- Budgetary control consistsof preparation of budgetsfor major activitiesof
the busi ness; measurement and comparison of actud resultswith budgeted
targets, computation of deviation and revision of budget.

- Theobjectivesof budgetary control includesproviding accuraeinformation
to themanagers, hel ping the control of costs, eiminating thedanger of over
capitalization and under capitdization, locating deficienciesintheproduction
system and promoting research and devel opmentd activities.
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- Benefitsof budgetary control includeshelp inthecoordinating of planning
of the executive functions, motivating the executives, self-evaluation of
managers, predetermination of benefitsand costs, conserving resources,
and increase of participation of employeesetc.

- Limitations of budgetary control consists of doubtful data due to
approximation and persona judgements, high costs, over consumption of
time, dow adaptation to the changing business conditionsetc.

- Different authoritieshave given different classifications of budgets. Some
classify them on the basis of functionsinvol ved, period covered, nature of
transactionswhileothersclassify them accordingto activity levels.

- Budgetsaccordingto activity level sincludefixed budget and flexible budget.
Classfication onthebasi sof nature of transactionsincludes operating budget
and capital budget. Period classification consists of long term and short
term budgets. Functiond dassficationindudesmaster and subsidiary budget.

- Thepreparation of master budget involvesthe preparation of salesbudget,
production of cost budget, cost budget, cash budget, projected profit and
loss account on the basis of information collected from the above stated
four steps; and projected balance sheet from theinformation availablein
last year’s balance sheet and with the help of the steps stated above.

- A subsidiary budget requiresthe preparation of salesbudget, cash budget,
production cost budget, materia s budget, labour budget, manufacturing
overhead budget, expensesbudget, and plant budget.

10.6 KEY WORDS

- Budget: Itisaplan of action to be pursued by an organization during a
defined period of timein order to achieveitsobjectives. It isastatement of
anticipated resultsexpressed ether infinancia or non-financid terms.

- Budgetary contral: Itisasystematic process designed to plan and control
the major activities of a firm’s business through budgets prepared in advance
with an objectiveto ensure effective use of resources.

- Budget centre: Itisasection of theorganization of an undertaking defined
for the purpose of budgetary control.

10.7 SELF ASSESSMENT QUESTIONS AND
EXERCISES

Short-Answer Questions

1. What arethe considerationsto be kept in mind while preparing budgets?
2. Listtheobjectivesof budgetary control.



3. Writeashort noteon theessentid characteristicsof agood budgetary control.

4.

Briefly mentionthe prerequisitesfor agood budgetary control.

Long-Answer Questions

1

Discussthe benefitsand limitation of abudgetary control system.

2. Describemajor classificationsof budgets.
3.
4. Chenna Engineering Co. Ltd manufactures two products X and Y. An

Explainthewaysinwhich acash budget is prepared.

estimate of number of units expected to be sold in the first seven months

of 2018 isgiven below.

Product X Product Y
January 500 1,400
February 600 1,400
March 800 1,200
April 1,000 1,000
May 1,200 800
June 1,200 800
July 1,000 900

It is anticipated that:
(@) there will be no work-in-progress at the end of any month:

(b) finished units equd to half the anticipated sales for the next month
will bein stock at the end of each month (including December 2017)
The budgeted production and production costs for the year ending 31

December 2018 are as follows:

Product X Product Y
4 ¢
Production (units) 11,000 12,000
Direct materials per unit 12 19
Direct wages per unit 5 7
Other manufacturing charges
apportionable to each type of product 33,000 48,000

You are required to prepare:

(@) A production budget showing the number of units to be

manufactured each month.

(b) A summarized production cost budget for the 6-month period—

January to June 2018.
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5. Thefollowing information relatesto JBK Auto Ltd.
Month Wageincurred Materials Purchased Overheads Sales

¢ ¢ ¢ ¢
February 6,000 20,000 10,000 30,000
March 8,000 30,000 12,000 40,000
April 10,000 25,000 16,000 60,000
May 9,000 35,000 14,000 50,000
June 12,000 30,000 18,000 70,000
July 10,000 25,000 16,000 60,000
August 9,000 25,000 18,000 50,000
September 9,000 30,000 14,000 50,000

(i) 1tisexpected that the cash balance on 31st May will be ¥22,000.

(i) The waves may be assumed to be paid within the month they are
incurred.

(iii) Itiscompany policy to pay creditors for materia s three months after
receipt.

(iv) Debtors are expected to pay two months after delivery.

(v) Included in the overhead figure is ¥ 2,000 per month which
represents depreciation on two cars and one ddlivery van.

(vi) Thereisaone-month delay in paying the overhead expenses.

(vii) 10% of the monthly sales are for cash and 90% are sold on credit.

(viii) A commission of 5% is paid to agents on all the sales on credit but
thisisnot paid until the month following the salesto which it relates,
the expenseis not included in the overhead figures shown.

(iX) It isintended to repay aloan of ¥25,000 on 30th June.

(X) Dédlivery is expected in July of anew machine costing ¥45,000 of
which ¥15,000 will be paid on delivery and ¥15,000 in each of the
fallowing months.

(xi) Assumethat overdraft facilities are availableif required.

You arerequired to prepare a cash budget for each of the three months of
June, July August.
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UNIT 11 PREPARATION OF
DIFFERENT BUDGETS

Sructure

11.0 Introduction

11.1 Objectives

11.2 Materials Purchase and Other budgets

11.3 Fixed and Flexible Budgeting

11.4 Master Budget

11.5 Zero-Based Budgeting and Performance Budgeting
11.4 Answersto Check Your Progress Questions
11.5 Summary

11.6 Key Words

11.7 Self Assessment Questions and Exercises
11.8 Further Readings

11.0 INTRODUCTION

The successof any bus ness dependson theright combination of severd different
factors. Planning isat the heart of running any businessand crucial to efficient
planningisthe concept of management accounting. Catered specifically for the
relevant departmental heads and decision makers of the company, management
accounting providestimely reportsfor specific departmentswith crucid information
to help takeimportant bus nessoperations. Thesearetargeted only for theinterna
staff of the company, so that changes can be made quickly and the specific
department ison track with itstarget and ahead of itsproblems. Since, itismeant
for internd useonly, thereisno specific format to befollowed and sothecompanies
have the freedom to make use of the tool s of management accounting for their
uniqueneeds. Therearedifferent tool swhich figurein the process of management
accounting. Budgeting and budgetary control isone of themost crucia forward
looking tool used for understanding thefinancesof the operationsthat gooninthe
company. A right budget setstheright start for theactivitiesto go oninthecompany.
An understanding of management accounting will hel p the management of a
company to undertakeitsactivitieswith minima wastage and maximum profits.

You havea ready learnt the bas csof budgeting and budgeting control inthe
previous unit. Inthisunit, thediscussionwill continue on to the preparation of
certain typesof budgets.



11.1 OBJECTIVES

After going throughthisunit, youwill beableto:
- Describethe preparation of materials purchaseand other budgets
- Explainfixed andflexiblebudgeting
- Examinethe concept of master budget
- Discuss zero-based and performance budgeting

11.2 MATERIALS PURCHASE AND OTHER
BUDGETS

InUnit 10, you wereintroduced to three mgor types of budgetsincluding sales,
production and cash budgets. Inthissection, certain other typesof budgetsincluding
materialspurchase, capital expenditure, etc. are discussed.

Raw Material Budget

Thisbudget showsthe estimated quantitiesof al theraw materialsand components
needed for production demanded by the production budget. Raw materia budget
servesthefollowing purposes.

(@) Itassgtspurchasing department in planning the purchases

(b) 1t helpsinthe preparation of purchase budget

(¢©) Itprovidesdatafor raw material control.
It should be noted that raw material budget generally dealswith only the direct
materids. Indirect materia sand suppliesareincludedin the overhead cost budget.
Purchase or Materials Purchase

Careful planning of purchases offersoneof themost significant areasof cost saving
in many companies. The purchase manager should be assigned the direct
responsibility for preparing adetailed plan of purchasesfor thebudget period and
for submitting theplanintheform of apurchase budget.

The purchase budget provides details of the purchaseswhich are planned
to be made during the period to meet the needs of the business. It indicates:

(a) The quantities of each type of raw material and other itemsto be
purchased;

(b) Thetimingof purchases;
(¢) Theestimated cost of material purchases.

Factors: In preparing apurchase budget, anumber of factorsmust be considered,
indudingthefollowing:

(a) Opening and closing stocksto be maintained, asthey will affect material
requirements

Preparation of
Different Budgets

NOTES

Self-Instructional
Material

211



Preparation of
Different Budgets

212

NOTES

Self-Instructional
Material

(b) Maximumand minimum stock quantities
(c) Economicorder quantities
(d) Financid resourcesavailable

(e) Purchase orders placed before the budget period against which supplies
will bereceived during the period under consideration

(f) Policy of the management regarding materials or components to be

manufactured within the bus ness, as distinct from those purchased from
outside.

Purposes. Themain purposes of apurchase budget areasfollows:

(a) Toenablethe purchasing department to plan its purchases and enter into
long-term contracts, where advantageous.

(b) Torecordthemateria pricesonwhich the plan represented by the budget
isbased.

(c) Tofacilitatethemanagement of financeof the business by defining thecash
requirementsin respect of the budget period and for shorter runs.

The purchasebudget differsfrom theraw materia budget inthat purchase budget
specifies both quantities and rupee costs, whereasraw materia budget isusualy
limited to quantitiesonly. Secondly, purchase budget includesdirect and indirect
materials, finished goodsfor resae, serviceslikee ectricity and gas, etc. whileraw
meaterial budget includesonly direct materia requirements.

[llustration 11.1: Thesalesmanager of Mahindra& Co. Ltd reportsthat next
year he expectsto sall 50,000 unitsof acertain product.

The production manager consultsthe storekeeper and castshisfiguresas
follows: Two kindsof raw materials A and B are required for manufacturing the
product. Each unit of the product requires 2 kgsof Aand 3kgsof B. Theestimated
opening balances at the commencement of the next year are—Finished Product,
10,000 units; A, 12,000 kgs, B 15,000 kgs. Thedesirable closing balances at the
end of thenext year are: Finished product, 14,000 units; A, 13,000 kgs; B, 16,000
kgs.

Draw up aMateria s Purchases Budget for the next year.

Solution:

Asproduction quantity during theyear isnot given, it isca culated asunder:

Salesduring theyear 50,000 units
Add: Desired stock at the end of next year 14,000 units
Total 64,000 units
Less: Expected stock at the beginning of the next year 10,000 units
Estimated production 54,000 units




Pur chases Budget
for the period ...........
Item Material A Material B
kgs kgs

Consumption during the year:

A—54,000 units @ 2 kg per unit 1,08,000 —

B—54,000 units @ 3 kg per unit — 1,62,000
Add: Desired stock at the end of next year 13,000 16,000

1,21,000 1,78,000

Less: Expected stock at the commencement

of next year 12,000 15,000

Quantities of materials to be purchased 1,09,000 1,63,000

Labour Budget

Labour cost isclassfiedinto direct and indirect. Some companiespreparealabour
budget that includes both direct and indirect labour, while othersinclude only
direct labour cost and includetheindirect labour in the overhead cost budget.

Thelabour budget representsthe forecast of |abour requirementsto meet
the demands of the company during thebudget period. Thisbudget must belinked
with production budget and production cost budget. The method of preparing
labour budget islikethis. The standard direct labour hours of each grade of 1abour
required for each unit of output and standard wage rate for each grade of labour
areascertained. Multiplication of units of finished goodsto be produced by the
labour cost per unit givesthedirect labour cost. Theindirect labour isnormaly a
fixed amount, so should be easy to calculateintotal for the period.

Purposes: Thelabour budget servesthefollowing purposes:

(a) Toestimatethelabour cost of production.

(b) Todeterminethedirect labour requiredintermsof |abour hoursand hence
the number and grade of workers required to meet the production
requirements.

(¢) Toprovidethepersonnd department with personnd requirementsso that it
may plan recruitment activities.

(d) To providedatafor determination of cash requirementsfor payment of
wages.

(e) Toprovidedatafor managerial control of labour codt.

Production Over heads Budget

After budgeting of materiad and labour cost, next logica stepisto prepareabudget
for production overheads. The production overheadsbudget representstheforecast
of al the production overheads (fixed, variable and semi-variable) to beincurred
duringthebudget period. Thefact that overheadsinclude many dissmilar typesof
expenses creates considerable problemsin:

(a) Thedlocation of production overheadsto products manufactured; and

(b) Control of production overheads.
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The production overheads budget involvesthe preparation of overheadsbudgets
for each department of the factory as it is desirable to have estimates of
manufacturing overheads prepared by thoseindividua swho havetheresponsibility
for incurring them. The budget expensesfor each sub-period during the budget
period should beindicated and the classification of expenses should bethe same
as used by the accounting department. The budgeted overhead costsof service
departmentsaretotalled and apportioned to producti on departments according
to the services received by each such production department. The budgeted
overhead costs of servicedepartmentsaretotalled and apportioned to production
departments according to the services received by each such production

department.
Factors: Thefactorsto be consideredin preparing thisbudget areasfollows:
(a) Theclassficationof al overhead costsinto fixed and variableelements. In
thecaseof semi-variableitems, thedegree of variability should beascertained.
Theleve of output at whichfixed costs change a so be determined.
(b) Theleve of activity likely to beachieved during the budget period, likeunits
of output, labour hours, etc.
(¢) Policy of management regarding matters, like overtimewaork, number of
shiftsto beworked, depreciation, replacement of hand labour by machines,
etc.

(d) Individua itemsof costincurredinthepast.
Selling and Distribution Cost Budget

Thisisclosely related to sales budget and represents the forecast of al costs
incurred in selling and distributing the company’s products during the budget period.
Asagenerd rule, the salesbudget and the sdling and distribution cost budgetsare
prepared s multaneoudy, since each hasadefiniteimpact on the other.

Thesdesmanager isrespons blefor salling and distribution cost budget. He
preparesthisbudget with thehe p of heads of sub-divisonsof the sd esdepartment.
Somecompanies prepareaseparate advertising budget, particularly when spendings
on advertising are quite heavy.

Administration Cost Budget

This budget represents forecast of all administration expenses, like directors’ fees,
managing director’s salary, office lighting, heating and air conditioning, etc. Most
of these expensesarefixed, so should not betoo difficult to forecast.

Capital Expenditure Budget

Thisbudget representsthe expenditureon dl fixed assets during the budget period.
Itincludessuch itemsasnew buildings, machinery, land and intangibleitemslike
patents, etc.



Special Features: The capital expenditure budget has certain characteristic
featureswhich distinguishit from other functiond budgets. Theseare:

(a) Capital expenditure budget dealswith itemsnot directly related to profit
and loss account. Expenses related to capital expenditure such as
depreciation, repairsand maintenance, etc., are, however, correlated to
thisbudget and they areincluded in overheads budgets

(b) Capital expenditureisfrequently planned anumber of year in advance,
perhapsfivetoten years, in which caseit isbroken down into convenient
periods, likeyearsor months. Ascompared to this, other functiona budgets
arenormally prepared for ashorter period, say, oneyear

(©) This budget involves large amount of expenditure which needs top
management gpprova. Thecapita expenditurebudget is, therefore, subject
to astrict management control.

Purposes. Thefollowing arethe objectivesof capita expenditure budget:
(a) Toenablethecompany to establishasystem of prioritiesin expenditure
(b) Tocorrect capacity imbalances
(c) Toprovideatool for controlling capital expenditure
(d) Tomakeproper financia provisionto meet planned expenditure

(e) Toprovidebudgetsfor depreciation and maintenance costsfor inclusionin
the departmental expense budgets.

11.3 FIXED AND FLEXIBLE BUDGETING

You have aready learnt in Unit 10 that based on level of activity or capacity
utilization, budgets are classified into fixed budget and flexible budget. Let’s
recapitul ate the concept with examples.

Fixed Budget

A fixed budget isonewhichisprepared keepinginmind onelevel of output. Itis
defined as abudget “which is designed to remain unchanged irrespective of
the level of activity attained.” If actual output differs from budgeted level of
output, varianceswill arise. Fixed budget isprepared on theassumption that output
and salescan beestimated with afair degree of accuracy. Thismeansthat in those
situationswhere sales and output cannot be accurately estimated, fixed budget
doesnot suit.

Flexible Budget

In contrast to a fixed budget, a flexible budget is one ‘whichisdesignedto change
inrelationtothelevel of activity attained.” The underlying principle of flexible
budget isthat abudget isof littleuseunlesscost and revenuearerd aedto theactud
volumeof production. Fexiblebudgeting hasbeen devel oped with theobjective of
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changing thebudget figuresto correspond with theactua output achieved. Thusa
budget might be prepared for variouslevel sof activity, say, 70 per cent, 80 per cent,
90 per cent and 100 per cent capacity utilization. Then whatever theleve of output
actually reached, it can be compared with an gppropriateleve.

Flexible budgetsare prepared in those companieswhereit isextremely difficult to
forecast output and saleswith accuracy. Such asituation may ariseinthefollowing
Cases.

1. Where nature of businessis such that salesaredifficult to predict, e.g.,
demand for luxury goodsisquite unpredictable.

2. Where salesare affected by weather conditions, e.g., soft drink industry,
woollengarments, etc.

3. Wheresdesare affected by changesin fashion, e.g., readymade garments.
4. Where company frequently introduces new products.
5. Wherelarge part of output isintended for export.

Usesof Flexible Budgets: Thefiguresin flexible budgets are adaptableto any
given set of operating conditions. They are, therefore, morerealistic than afixed
budget whichistrueonly in oneset of operating conditions.

Flexible budgets are also useful from control point of view. Actua
performance of an executive should be compared with what he should have
achievedintheactual circumstancesand not with what he should have achieved
under quitedifferent circumstances.

In brief, flexible budgets are moreredlistic, practical and useful. Fixed

budgets, on the other hand, have alimited gpplication and are suited only for items
likefixed costs.

Distinction between Fixed and Flexible Budgets

Themain pointsof distinction betweenthetwo areasfollows:

1. Fixed budget assumesstatic businessconditionswhereasflexiblebudgetis
based on the assumption of changing business conditions.

2. Fixed budget isprepared for only onelevel of activity but flexible budgets
may be prepared for different capacity levelsor for any level of activity.

3. Fixed budget figuresare not changed when actud level of activity changes.
But inflexiblebudgets, thefiguresare adjusted according to the actudl level
of activity attained.

4. Whenactud levd of activity differsfrom budgeted leve of activity, thenin
fixed budgets meaningful compari son between actual and budget figuresis
not possible. But inflexible budgets, such compari sonsarequite meaningful.

5. Under changing businessenvironments, fixed budgetshavevery limited use
for control. But flexible budgets are very useful for cost control and
performance eva uation under changing bus nessenvironments.
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The preparation of flexible budgets necessitatesthe andysisof al costsintofixed
and variablecomponents. Thisandys's, of course, not peculiar toflexiblebudgeting,
ismoreimportant inflexiblebudgeting thanin fixed budgeting. Thisisso because NOTES
inflexiblebudgeting, varying levelsof output are considered and each class of
overhead will bedifferent for each level. Inflexible budgeting, aseriesof budgets
areprepared for every mgjor level of activity sothat whatever that actua leve of
output, it can be compared with gppropriate budget or can beinterpol ated between
budgetsof theactivity levelson either sde. For example, budgets may be prepared
for, say, 60 per cent, 70 per cent, 80 per cent, 90 per cent and 100 per cent levels
of activity. If theactual leve of activity is85 per cent, then thebudget alowance
for 85 per cent activity should be computed.

Whilecomputing fixed cost at variouslevels, itisto benoted that fixed cost
intotal amount remainsunchanged at various|evelsof activity. However, fixed
cost per unit decreaseswhen level of output increasesand viceversa, i.e., fixed
cost per unitincreaseswhen level of activity decreases.

Regarding the behaviour of variable costs, itisimportant to notethat total
variable cost increasesin proportiontoincreasein thelevel of activity and vice
versa. However, variable cost per unit doesnot changewiththechangeinleve of
adtivity.

Semi-variable cost should be separated into fixed and variable components.
Fixed component of the semi-variable cost will not change between levelsbut
variable part of the semi-variable cost will changein the proportion of level of
activity. Thisisexplained inthefollowing Illustrations.

[lustration 11.2: Draw up aflexible budget for overhead expensesonthebass
of thefollowing dataand determine the overhead rates at 70%, 80% and 90%

plant capacity.
At 80% capacity

F
Variable overheads:

Indirect labour 12,000

Stores including spares 4,000
Semi-variable overheads:

Power (30%fixed, 70% variable) 20,000

Repairsand maintenance (60% fixed, 40% variable) 2,000
Fixed overheads:

Depreciation 11,000

Insurance 3,000

Salaries 10,000
Total overheads 62,000
Estimated direct labour hours 1,24,000 hrs

(ICWA Inter)
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Solution:
Flexible Budget
for the period .......
At 70% At 80% At 90%
capacity capacity capacity
Variable overheads: 4 4 4
Indirect labour 10,500 12,000 13,500
Storesincluding spares 3,500 4,000 4,500
Semi-variable overheads:
Power: Fixed 6,000 6,000 6,000
Vaiable 12,250 14,000 15,750
Repairs and Maintenance:
Fixed 1,200 1,200 1,200
Vaiable 700 800 900
Fixed overheads:
Depreciation 11,000 11,000 11,000
Insurance 3,000 3,000 3,000
Saaies 10,000 10,000 10,000
(A) Tota overheads 58,150 62,000 65,850
(B) Estimated direct labour hours 1,08,500 1,24,000 1,39,500
Direct labour hour rate (A + B) 30.536 0.500 0.472

Working Notes:

1. Indirect labour cost a 70% = 12,000 x % =%10,500
at 90% = 12,000 x % =313,500

Similar calculation can be made for other variable items, i.e., stores.
2. Power — Fixed =%6,000, Variable =314,000.
Varisble power & 70% = 14,000 x % = 712,250
90 ~%15750

at 90% = 14,000 x ——
80

Similar calculations can be made for repairs and maintenance.

70

3. Direct labour hours at 70% = 1,24,000 x 30 =1,08,500

at 90% = 1,24,000 x % = 1,39,500
[lustration 11.3: Thefollowing istheexpensesbudgeted for production of 10,000
unitsinafactory:
7 per unit

Materials

Labour

Variable overheads

Fixed overheads(31,00,000)

Variable expenses (direct)

Selling expenses (10% fixed)

BaoBBNRI



Distribution expenses (20% fixed) 7 Preparation of

Administration expenses (350,000) 5 Different Budgets
Total 155
Prepare a budget for the production of (a) 8,000 units, and (b) 6,000 units.
Assume that administration expenses are rigid for all levels of production. NOTES
Solution:
Flexible Budget
for the period.....
6,000 units 8,000 units 10,000 units
Per unit Total Per unit Total  Per unit Total
4 4 4 ¢ 4 4
Materials 70  4,20,000 70 5,60,000 70 7,00,000
Labour 25 1,50,000 25 2,00,000 25 2,50,000
Direct exp. (variable) 5 30,000 5 40,000 5 50,000
Variable overheads 20 1,20,000 20  1,60,000 20 2,00,000
Fixed overheads 16.67 1,00,000 1250  1,00,000 10 1,00,000
Sdling exp: Fixed 217 13,000 1.63 13,000 130 13,000
Variable 11.70 70,200 11.70 93,600 11.70
1,17,000
Distribution expenses:
Fixed 2.33 14,000 1.75 14,000 1.40
14,000
Variable 5.60 33,600 5.60 44,800 5.60
56,000
Adm. exp.: Fixed 8.33 50,000 6.25 50,000 5.00 50,000
Total Cost 166.80 10,00,800 159.42 12,75,400 155.00 15,50,000
Notes:

1 Material, labour, direct expenses and variable overheads are variable costs and do not
change per unit. Total amount changes in proportion to number of units produced.

2. Fixed overhead total amount remains at ¥1,00,000 at all levels of output. Per unit fixed

overhead cost is ¥ 1,00,000 divided by the number of units produced.

Adm. expenses are also fixed. It is calculated in the same manner as fixed overheads.

4. Sdling expensesare 10% fixed when output is 10,000 units, i.e., ¥13,000 (31.30 x 10,000
units). Variable selling expenses per unit are 90% of 313, i.e., T11.70. Total fixed cost
of ¥13,000 remains the same at each level and per unit is calculated by dividing 13,000
by the number of units at each level. Variable salling expense per unit is¥11.70 which
remains the same at each level. Total variable selling expenses are calculated by
multiplying ¥11.70 by the number of units at each activity level.

5. Distribution expenses are calculated in the same way as selling expenses.

w

In the aforementioned flexible budget, the following important points should be noted:
1. Totd fixed costsfor each level remainsunchanged.
2. Per unit fixed cost decreaseswhen leve of output increases.
3. Tota variablecost increasesin proportiontoincreaseinthelevd of output.
4. Per unit variable cost remainsunchanged at each level.
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Check Your Progress

1. What isthedifference between purchase and raw materia budget?
2. What doesadministration cost budget represent?
3. Statetheunderlying principleof flexiblebudget.

11.4 MASTER BUDGET

When adll thefunctional budgets have been prepared, these are summarized into
what isknown asamaster budget. Thusamaster budget isaconsolidated summary
of al thefunctiona budgets. Accordingto CIMA, London, ‘master budget is a
summary budget incor porating its component functional budgets and which
is finally approved, adopted and employed.’

A master budget hastwo parts (i) operating budget, i.e., budgeted profit
and lossaccount, and (ii) financial budget, i.e., budgeted balance sheet. Thus, a
projected profit and | oss account and abal ance sheet together congtitute amaster
budget.

Themaster budget is prepared by the budget director (or budget officer)
andis presented to the budget committeefor approval. If approved, itissubmitted
to the Board of Directors for final approval. The Board may make certain
amendments/alterationsbeforeitisfinaly gpproved.

[lustration 11.4: Glass Manufacturing Company requiresyou to present the
budget for the next year from thefoll owing information:

Sdles.
Toughened Glass %6,00,000
Bent Glass %2,00,000
Direct material cost 60% of sales
Direct wages 20 workers @ %150 per month

Factory overheads:
Indirect labour —

Works manager 3500 per month

Foreman %400 per month

Stores and spares 2.5% on sales
Depreciation on machinery 312,600
Light and power 33,000
Repairs and maintenance 38,000
Other sundries 10% on direct wages
Administration, selling and distribution expenses 36,000 per year



Solution:
Master Budget
for the year ending....
4
Sles:
Toughened Glass 6,00,000
Bent Glass 2,00,000
Total Sales 8,00,000
Less: Direct materials (60% of 38,00,000) 4,80,000
Direct wages (20 x 150 x 12 months) 36,000
Prime Cost 5,16,000
Fixed Factory Overheads:
Works manager’s salary (500 x 12) 6,000
Foreman’s salary (400 x 12) 4,800
Depreciation 12,600
Light and power 3,000 26,400
Variable Factory Overheads:
Stores and spares 20,000
Repairs and maintenance 8,000
Sundry expenses 3,600 31,600
Works Cost 5,74,000
Gross Profit 2,26,000
Less: Adm., selling and dist. expenses 36,000
Net Profit 1,90,000

11.5 ZERO-BASED BUDGETING AND
PERFORMANCE BUDGETING

ZBB isarecent development in the area of management control systemandis
steadily gaining importancein the businessworld. Before preparing abudget, a
baseisdetermined from which the budget process begins. Quite often current
year’s budget is taken as the base or the starting point for preparing the next
year’s budget. The figures in the base are changed as per the plan for the next
year. Thisapproach of preparing abudget is called incremental budgeting since
the budget processisconcerned mainly with theincreases or changesin operations
that arelikely to occur during the budget period. For example, salesof the current
year’s budget may be taken as the base and next year’s budget for sales will be
current year’s sales plus an allowance for price increases and expected changes in
salesvolumes. Themain drawback of thisapproachisthat it perpetuatesthe past
inefficdencies.

Zero Base Budgeting or Zero-based Budgeting (ZBB) isan dternativeto
incrementd budgeting. ZBB wasintroduced a TexasInstrumentsin USA in 1969,
by Peter Phyrr, whoisknown asthefather of ZBB. Itisnot based onincremental
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approach and previous year’s figures are not taken as the base for preparing next
year’s budget. Instead, the budget figures are developed with zero as the base,
which meansthat abudget will be prepared asif it isbeing prepared for anew
company for thefirsttime.

Peter Phyrr hasdefined ZBB as ‘a planning and budgeting process which
requireseach manager tojustify hisentire budget request in detail fromscratch
(hence zero base). Each manager states why he should spend any money at
all. Thisapproach requiresthat all activities beidentified asdecis on packages
which will be evaluated by systematic analysis ranked in order of importance.’

Accordingto CIMA, London, ZBB isdefined as ‘a method of budgeting
whereby all activitiesare revaluated each timea budget isset. Discretelevels
of each activity are valued and a combination chosen to match funds
available.’

Insmplewords, ZBB isasystem whereby each budget item, regardless of
whether itisnew or existing, must bejusdtifiedinitsentirety each timeanew budget
isprepared. Itisaformaized system of budgeting for the activitiesof anenterprise
asif each activity were being performed for thefirst time, i.e., from zero base.

Thenove part of the ZBB isthe requirement that the budgeting process
startsat zerowith al expendituresto be completely justified. Thiscontrastswith
theusua approachinwhich acertainlevel of expenditureisallowed asastarting
point and thebudgeting processfocuseson requestsfor incremental expenditures.

In ZBB, budget requests for appropriation are accepted on the basis of
cost/benefit approach which ensuresvauefor money. It questionslong standing
assumptionsand systemati ca ly examinesand perhaps abandonsany unproductive
projects. Thismeansthat thoseof the activitieswhich areof no vauefind no place
intheforthcoming budget even though thesemight have been anintegra part of
the past budget prepared under the traditional approach. ZBB inaway triesto
locate those activitieswhich arenot essentidl.

Main Features of Zero Base Budgeting (ZBB)

Themainfeaturesof ZBB areasunder:
1. All budget items, both old and newly proposed, areconsidered totaly afresh
2. Amount to be spent on each budget itemisto betotally justified

3. A detailed cost benefit analysis of each budget programmeisundertaken
and each programme hasto competefor scarceresources

4. Departmenta objectivesarelinked to corporategoals

5. Themain gtressin not on “how much’ adepartment will spend but on ‘why’
it needsto spend

6. Managers at all levels participate in ZBB process and they have
corresponding accountabilities.



ZBB isnow-a-dayswidely used. Infact, when Jimmy Carter becamethe Di;;egnif gﬂgg eft’;
President of USA, hedirected that all federal government agenciesadopt ZBB.
Onareview of literatureontheuseof ZBB, it isfound that in many organi zations,
ZBB hasled to aconsiderableimprovement in the budget process. But at the
sametime, in many organizationsit hasnot proved successful. NOTES

Advantages. Themain advantagesof ZBB are:

1. InZBB, d| activitiesincluded in the budget arejustified on cost benefit
congderationswhich promote more effectivedl ocation of resources.

2. ZBB discardstheattitude of accepting the current positioninfavour of an
attitude of questioning and chalenging eachitem of budget.

3. Inthecourseof ZBB process, inefficient and |oss-making operationsare
identified and may beremoved.

4. It addspsychologica pushto employeesto avoid wasteful expenditure.

5. Itisaneducationa processand can promote amanagement team of tal ented
and sKillful peoplewho tend to promptly respond to changesinthebusiness
environments,

6. Cost behaviour patternsare more closely examined through ZBB.

7. Déliberately inflated budget requests get automatically weeded out inthe
ZBB process.

Disadvantages.  Despitebeingauseful technique, ZBB suffersfromthefollowing
disadvantages.
1. ZBB leadsto an enormousincreasein paperwork and resultsin high cost
of preparing budgetsevery year.
2. Managersmay resist new ideas and changes. They may fedl threatened by
ZBB becausedl expendituresare questioned and need to bejustified.

3. InZBB, thereisdanger of emphasi sing short-term gains at the expense of
long-term benefits.

4. It hasatendency to regard any activity not foreseen and sanctioned inthe
most recent ZBB asillegitimate.

5. For introducing ZBB, managers need to be given proper training and
education regarding thisnew concept, its prosand consand implementation.

6. It may not alwaysbe easy to properly rank decision packagesand thismay
giveriseto conflicts.

Performance Budgeting

Performance budgetingisa so arecent devel opment which triesto overcomethe
limitationsof traditiona budgeting. Intraditiona system of budgeting, asusedin
bus nessenterprisesand government departments, themain defect isthat the control
of performanceintermsof physical unitsand therelated costsisnot achieved.
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Thisisbecausein such budgeting, money concept is given moreimportance.
Performance budgetingisarel atively new concept which focuses on functions,
programmesand activities.

Inother words, in case of traditional budgeting, both input and output are
mostly measured in monetary unitswhile performancebudgeting laysemphasison
achievement of physical targets. Performance budgetsare establishedinsucha
manner that each item of expenditurerelated to aspecific responsibility centreis
closely linked with the performance of that centre. Thus performance budgeting
lays stress on activities and programmes. It tries to answer questions like—what is
to beachieved?How isit to be achieved? Whenisit to beachieved? etc.

The Government of India has now decided to introduce performance
budgeting in all itsdepartmentsin aphased manner. An exampl e of performance
budgetingin government system of accounting may bethat generdly expenditure
is classified under the heads like pay and allowances, transport, repairs and
maintenance, etc. In performance budgeting, the classification of expendituremay
be setting up of asteel mill, construction of arailway station, computerization of
railway booking system, purchase of an aircraft carrier, etc. and other physical
targets. When work on these activitiesis started, funds are obtained against these
physical targets. Reports are then prepared for any under-spending or over-
spending which arethen analysed for corrective action to betaken.

Check Your Progress

4. Mention thetwo partsof themaster budget.
5. What isthenovd part of theZBB in contrast withthe usual approach?

6. Statethefocusof performancebudgeting.

11.6 ANSWERS TO CHECK YOUR PROGRESS
QUESTIONS

1. Thepurchasebudget differsfrom theraw material budget in that purchase
budget specifies both quantities and rupee costs, whereasraw material
budget isusualy limited to quantitiesonly.

2. Adminigtration cost budget representsforecast of al administration expenses,
like director’s fees, managing director’s salary, office lighting, heating and
ar condition, etc.

3. Theunderlying principleof flexible budget isthat abudget isof littleuse
unless cost and revenue arerelated to the actual volume of production.
Flexible budgeting has been devel oped with the objective of changing the
budget figuresto correspond with theactua output achieved.



4. A master budget hastwo parts (i) operating budget, i.e., budgeted profit Preparation of

and loss account, and (i) financial budget, i.e., budgeted balance sheet. Different Budgets
5. Thenove part of the ZBB isthe requirement that the budgeting process
startsat zerowith al expendituresto becompletely judtified. Thiscontrasts NOTES

withtheusua approachinwhich acertainleve of expenditureisalowed as
agtarting point and the budgeting processfocuses on request for incremental
expenditures.

6. Performance budgeting focuses on functions, programmesand activities.

11.7 SUMMARY

- Careful planning of purchases offers one of themost significant areas of
cost saving in many companies.

- The purchase budget providesdetails of the purchaseswhich are planned
to be made during the period to meet the needs of the business.

- Thelabour budget representstheforecast of |abour requirementsto meet
the demands of the company during the budget period.

- The production overheads budget represents the forecast of all the
production overheads (fixed, variable and semi-variable) to beincurred
during the budget period.

- Capita Expenditure budget representsthe expenditureon all fixed assets
during thebudget period. It includessuch itemsas new buildings, machinery,
land and intangibleitemslike patents, etc.

- Basedonlevd of activity or capacity utilization, budgetsareclassified into
fixed budget and flexible budget.

- Afixed budget isonewhichisprepared kegpinginmind oneleve of outpuit.
It is defined as a budget “which is designed to remain unchanged irrespective
of the level of activity attained.” In contrast to a fixed budget, a flexible
budget is one “which is designed to change in relation to the level of activity
attained.”

- Zero basebudgeting (ZBB) isamethod of budgeting whereby al activities
arereva uated each timeabudget is set. The nove part of the ZBB isthat
the budgeting process startswith zero asthe base, with al budget itemsto
bejustified asisdoneinthe case of anew company.

- Performance budgeting is a relatively new concept which focuses on
functions, programmesand activitiesasit |ays emphasi son achievement of
physcal targets.
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11.8 KEY WORDS

- Fixed budget: Itisabudget whichisprepared keepingin mind onelevel

of output.

- Flexiblebudget: Itisabudget ‘which is designed to change in relation to

the level of activity attained.’

- Zerobased budgeting: It isamethod of budgetingwhereby al activities

arerevaluated eachtimeabudget isset.

- Performancebudgeting: Itisardatively new concept which focuseson

functions, programmesand activitiesasit |ays emphasi son achievement of
physica targets.

11.9 SELF ASSESSMENT QUESTIONS AND

EXERCISES

Short-Answer Questions

1
2.
3.
4.
5.
6.

List the purposes of preparing raw material budget.

Write short note on labour and production overheads budget.
Mentionthefeaturesof capital expenditurebudget.
Differentiate between fixed and flexible budgets.

What isamaster budget?

Write ashort note on performance budgeting.

Long-Answer Questions

1.
2. Explaintheusesand preparation of flexible budgets.

3.

4. Thefollowing dataare availablein amanufacturing company for ayearly

How isamaterias purchase budget prepared?

Examinefeatures, advantages and di sadvantages of zero base budgeting.

period:

Fixed expenses: ¢ lakh
Wages and salaries 95
Rent, rates and taxes 6.6
Depreciation 74
Sundry administration expenses 65

Semi-var iable expenses (At 50% of capacity):

Maintenance and repairs 35
Indirect labour 79
Sales department salaries, etc. 38
Sundry administration salaries 28



Variable expenses (At 50% of capacity):

Materias 217
Labour 204
Other expenses 79

Total cost 980

Assumethat thefixed expensesremain constant for al level sof production;
semi variable expenses remain constant between 45 per cent and 65 per
cent of capacity, increasing by 10 per cent between 65 per cent and 80
per cent capacity and by 20 per cent between 80 per cent and 100 per

cent capacity.

Sales at various levels are: ¢ lakh
50% capacity 100
60% capacity 120
75% capacity 150
0% capacity 180
100% capacity 200

Prepare aflexible budget for the year and forecast the profit at 60 per
cent, 75 per cent, 90 per cent and 100 per cent of capacity.

. A factory iscurrently running at 50% capacity and produces 5,000 units
at acost of T90 per unit as per details below:

]
Materials 0
Labour 15
Factory Overheads 15 (R6fixed)
Administrative Overheads 10 (5fixed)

The current selling price isT100/- per unit.
At 60% working, materia cost per unit increases by 2% and selling price
per unit fallsby 2%. At 80% working, material cost per unit increases by
5% and selling price per unit fallsby 5%.

Estimate profits of the factory at 60% and 80% working and offer your
comments.

. Thefollowing overhead expensesrelateto acost centre operating at 50%
of normal capacity. Draw up a flexible budget for the cost centre for
operating at 75%, 100% and 125% of normal capacity.

Indi cate the basi s upon which you have estimated each item of expenses
for thedifferent operating levels.

Consumable stores

Overtime bonus

Machine depreciation
Total

4

Foremen 60
Assistant Foremen 0
I nspectors &b
Shop labourers 0
Machinery repairs 100
Defective work 5
20

Nil

110

460

Preparation of
Different Budgets

NOTES

Self-Instructional
Material

227



Preparation of

Different Budgets 11.10FURTHER READINGS

Sahaf, M. A. 2013. Management Accounting: Principles and Practice, 3rd
NOTES edition. New Ddhi: Vikas PublishingHouse.
Arora, M. N. 2012. A Textbook of Cost and Management Accounting, 10th
edition. New Ddhi: VikasPublishing House.

Maheshwari, S. N., Suneel K. and Sharad K. 2018. A Textbook of Accounting
for Management, 4th edition. New Delhi: Vikas Publishing House.

Self-Instructional
228 Material



UNIT 12 MARGINAL COSTING AND
BREAK EVEN ANALYSIS

Sructure

12.0 Introduction
12.1 Objectives
12.2 Definition: Margina and Absorption Costing
1221 Concept of Marginal Cost and Marginal Cost Sheet
12.3 Marginal Costing VsAbsorption Costing and Segregation of
Semi-Variable Costs
1231 Justification and Features of Marginal Costing
12.4 Contribution and Key Factor
125 Answersto Check Your Progress Questions
12.6 Summary
12.7 Key Words
12.8 Sdlf Assessment Questions and Exercises
129 Further Readings

12.0 INTRODUCTION

Decision making isthe dominant activity undertaken by managers. Thisactivity
has a bearing on the company’s operations and the resultant profit/loss. Under
cost behaviour, you learnt that the costs may be variable or fixed. Wherefixed
costsdueto its nature cannot be easily changed in short term nor generally is,
variable costs arise due to the manager’s decision to produce additional outputs
or services. Margina costing hel pswith theanalysisof such costs. It takesinto
account the variable costs unlike the traditional method of costing, whichis
absorption costing. Inthisunit, you will beintroduced to the concepts of margina
costing. The concept of break-even andysis, which requiresan understanding of
marginal costing, will bediscussedinUnit 14.

12.1 OBJECTIVES

After going throughthisunit, you will beableto:
- Explanthemeaning of margina costing
- Differentiate between margina and absorption costing
- Discussthejudtificationfor margina costing
- Explainmargind cost sheet and segregation of semi-variable costs
- Examinethe conceptsof contribution and key factor
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12.2 DEFINITION: MARGINAL AND ABSORPTION
COSTING

There are mainly two techniques of product costing and income determination —
(&) Absorption costing; (b) Margina costing.
Absorption Costing

Thisisatotal cost technique under which total cost (i.e., fixed cost aswell as
variablecost) ischarged as production cost. In other words, in absorption costing,
al manufacturing costsare absorbed in the cost of the products produced. Inthis
system, fixed factory overheads are absorbed on the basi s of apredetermined
overhead rates, based on normal capacity. Under/over absorbed overheadsare
adjusted before computing profit for aparticular period. Closing stock isalso
valued at total cost whichincludesall direct costsand fixed factory overheads
(and sometimesadministration overheadsa so).

Absorption costing is a traditional approach and is also known as
Conventional Cogting or Full Cogting.

Marginal Costing

An alternative to absorption costing is marginal costing, also known as ‘variable
costing’ or direct costing. Under this technique, only variable costs are charged as
product costsand included in inventory va uation. Fixed manufacturing costsare
not allotted to products but are considered as period costs and thus charged
directly to Profit and LossAccount of that year. Fixed costsalso do not enterin
stock vauation.

Both absorption costing and margind costing treaet non-manufacturing costs
(i.e, adminigtration, selling and distribution overheads) asperiod costs. In other
words, these arenot inventoriable costs.

Product Costs and Period Costs

Product costs are those costs which become a part of production cost. Such
costsared soincludedininventory va uation. Period costs, on theother hand, are
those costswhich are not associated with production. Such costsaretreated as
an expense of the periodinwhich these areincurred. Thesedo not form part of
thecost of productsor inventory. Thesearedirectly transferred to Profit and Loss
Account of the period.

12.2.1 Concept of Marginal Cost and Marginal Cost Sheet

Margina costistheadditiona cost of producing an additiond unit of product. Itis
the total of al variable costs. It is composed of al direct costs and variable
overheads. The CIMA London has defined marginal cost ‘as the amount at any



givenvolumeof output by which aggregate costsare changed, if volumeof output
is increased or decreased by one unit’. It is the cost of one unit of product which
would beavoidedif that unit werenot produced. Animportant pointisthat margina
cost per unit remainsunchanged, irrespective of thelevd of activity.

[llustration 12.1: A company manufactures 100 unitsof aproduct per month.
Total fixed cost per monthis 5,000 and marginal cost per unitis 250. Thetota
cost per month will be:

£
Margina (variable) cost of 100 units 25,000
Fixed cost 5,000

Total cost 30,000

If output isincreased by oneunit, the cost will appear asfollows:
Marginal cost (101 x 250) 25,250
Fixed cost 5,000
Total cost 30,250

Thustheadditiona cost of producing oneadditional unitis 250, whichis
itsmargina cost. However, wherefixed costs may a so increasewith theincrease
inthevolumeof output, but thismay betheresult of increasein production capecity.
Such increases in fixed costs are dealt with as a part of what is known as “differential
cost analysis’.

[lugtration 12.2: Followinginformationrel atesto afactory manufacturing pencils:

Production Direct Direct Other Variable Fixed Total
in Material Labour Cost Costs Cost
Units 4 4 4 4 4
500 1,000 750 500 1,000 3,250
1,000 2,000 1,500 1,000 1,000 5,500
1,500 3,000 2,250 1,500 1,000 7,750
2,000 4,000 3,000 2,000 1,000 10,000
2,500 5,000 3,750 2,500 1,000 12,250

Show theeffect of increasein output on per unit cost of production throughachart
and calculatethemarginad cost of production.

Solution:

Production Total Variable Cost Fixed Cost Per Total Cost
Per Unit Unit Per Unit

Units 4 4 4
500 4,50 2.00 6.50
1,000 4.50 1.00 5.50
1,500 4.50 0.67 5.17
2,000 4,50 0.50 5.00
2,500 4.50 0.40 4.90
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Theabove chart showsthat with anincreasein production, thetotal cost per
unit isdecreasing. Thisisbecausethefixed overheadsare constant at every level
and their effect per unit goeson decreasing with increasein volumeof outpuit.

Themargind cost of production per unit hasremained constant and thefixed
cost per unit haslowered down from32t030.40. Thiswill affect to agreat extent
firm’s decision to increase production in the present illustration.

Marginal cost inthe present illustration can be cal culated with the help of the
folowingformula

Marginal Cost = Direct Material Cost + Direct Labour Cost + Other
Variable Costs
Or
Total Cost — Fixed Cost

When the production is500 units, themargina cost of production shall be
equal t031,000 + 3750 + 3500, i.e., 2,250 (or X3,250 —%1,000). Marginal
cost at other level s of output can be knowninthesimilar fashion.

Check Your Progress

1. Mention someof the other names used for absorption costing.
2. How arefixed manufacturing coststreated in margina costing?
3. Doesthemarginal cost per unit changeas per thelevel of activity?




Marginal Costing and

12.3 MARGINAL COSTING VS ABSORPTION Break Even Analysis
COSTING AND SEGREGATION OF SEMI-

VARIABLE COSTS
NOTES

The points of distinction between marginal costing and absorption costing are
summarized asfollows

1. Treatment of fixed and variablecogts. Inmargina costing, only varigble
costsare charged to products. Fixed costs aretreated as period costsand
charged to Profit and LossA ccount of the period.

In absorption costing, all costs (both fixed and variable) arecharged tothe
product. Thefixed factory overhead cost isabsorptionin unitsproduced at
arate predetermined on thebasisof normal capacity utilization (and not on
thebasisof actua production).

2. Valuation of stock: In marginal costing, stock of work-in-progressand
finished goodsarevaued at margind cost only.

Inabsorption costing, stocksareva ued at total cost whichincludesboth
fixed and variable costs. Thusstock valuesin marginal costing arelower
than that in absorption costing.

Direct materials Charged to Charged as
+ Direct labour cost of —————> expenseswhen
+ Variable factory goods produced goods are sold
overheads
+ Fixed factory
overheads
All selling and Charged as
adm. overheads » expenseswhen
incurred

Fig. 12.1 Absorption Costing Approach

Direct materials Charged to Charged as
+ Direct labour | —3) cost of —| expenses when
+ Variable factory goods produced goods are sold
overheads
Fixed factory Charged as
overheads and all | —y| expenses when
selling and adm. incurred
overheads

Fig. 12.2 Marginal Costing Approach

3. Measurement of profitability: Inmargina costing, relative profitability
of pro-ductsor departmentsis based on astudy of relative contribution
made by respective productsor departments. Themanageria decisonsare

thus guided by contribution. Self-Instructional
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In absorption costing, relative profitability isjudged by profit figureswhichisaso
aguidingfactor for manageria decisons.

Income Determination under Marginal Costing and Absor ption Costing

The net profit under thetwo systemsmay be same or may bedifferent. Difference
in profit may be because of thedifferent basisof inventory vauation. Inmargina
costing stocks of work-in-progress and finished goods are val ued at variable cost
whereasin absorption costing stocks arevalued at total cost.

Income statement under thetwo systemsmay be prepared in theformats
givenbeow:

Format of Income Satement (Absor ption costing)

Sales 1 =awxxx :

Production Costs:

Direct material consumed | | xXxxxx

Direct labourcost [ axxxx

Variable manufacturing overheads | | xxxxx

Fixed manufacturing overheads [ | xxxxx

Cost of goods produced

Add:  Opening stock of finished goods

(valued at cost of previous period’s production)

Cost of goods avallable forsale | | s

Less: Closing stock of finished goods | | xxxxx

(valued at production cost of current period)

Cost of goods sold XK X

Add: (or less ) Under (or over) absorption of fixed

manufacturing overheads || o

Add: Administrationcosts | mwxxx

Selling and distributioncosts [ omxxx | xexxx

Total Cost || oxxxxx
Profit (Sales —Totalcost)y | | sxxxx

[lustration 12.3:
Zen Ltd suppliesyouthefollowing data:
Direct material cost 48,000
Direct wages 322,000
Variable overheads—Factory 313,000
—Adm. and selling 32,000
Fixed overheads —Factory 320,00
—Adm. and selling 38,000
Sales 3 1,25,000
Prepare anincome statement under absorption costing.




Solution:
I ncome Statement (Absor ption Costing)
T
(A) Sales 1.25.000
Direct materias 48,000
Direct wages 22,000
Factory overheads—Variable 13,000
—Fixed 20,000 33,000
Cost of Production 1,03,000
Adm. and selling overheads
—Variable 2,000
—Fixed 8,000 10,000
(B) Total Cost 1.13.000
Profit (A — B) 12,000

Format of Income Satement (M ar ginal Cogting)

Sales
Variable manufacturing costs
Direct material consumed
Direct labour
Variable manufacturing overheads
Cost of goods produced
Add: Opening stock of finished goods
(valued at variable cost of previous period)
Less: Closing stock of finished goods (valued at current variable cost)
Cost of goods sold
Add: Variable adm., selling and dist. overheads
Total Varlable Cost
Contribution (Sales — Total variable cost)
Less: Fixed costs (Production, adm., selling and dist.)

Net Profit

[llustration 12.4: Fromthedatagivenin lllustration 12.3, prepare anincome

statement under margina costing.
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Solution:
Income Satement (M ar ginal Costing)
T
(A) Sales 1.25,000
Direct materials 48.000
Direct wages 22,000
Variable overheads—Factory 13.000
Adm. and selling 2.000
(B} Variable cost 85.000
(C) Contribution (A - B) 40.000
Fixed overheads Factory 20,000
Adm. and selling 8.000
(D) Total fixed overheads 2.8000
Profit (C - D) 12,000

Comments: Profit under absorption costing and marginal costing isthe same.
Thisisbecausethereareno opening and closing stocks. However, whenthereare
opening and/or closing stocks, profit/lossunder thetwo systemsmay bedifferent.

Differencein Profit under Marginal Costing and Absor ption Costing

Profit under thetwo systems may bedifferent because of differencein the stock
va uation. Pogtioninthisregard issummarized asfollows:

(a) Production is equal to sales

(i) When thereareno opening and closing stock, profit/lossunder absorption
and marginal costing systemsareequal.

(i) When opening stock isequal to closing stocksthen al so profit/l ossunder
thetwo systemswill beequal provided thefixed cost element in opening
and closing stocksisthe sameamount.

(b) Production is morethan sales

When production during aperiodismorethan saes, i.e., when closing stock is
more than opening stock, the profit as per absorption costingwill be morethan
that shown by marginal costing. Thisisbecausein absorption costing apart of
fixed overheadsindudedin dosing sock vaueiscarried forward to next accounting
periodintheform of closing stock.

(c) Production is less than sales

When production during aperiod islessthan saes, i.e., when opening stock is
morethan closing stock, profit shown by margina costing will bemore than that
shown by absorption costing. Thisisbecause under absorption costing, cost of
goods sold is higher because a part of fixed cost from the preceding periodis
added to the current year’s cost of goods sold in the form of opening stock.



To summarizethe effect on profit under marginal costing and absorption Marginal Costing and

. Break Even Analysis
coding:
Effect of Profit in marginal costing Profit in absorption costing
|. Production = Sales 13,000 Equal NOTES
2. Production > Sales Lower Higher
3. Production < sales Higher Lower

[Hlustration 12.5: XY Z Ltd suppliesyou thefollowing data, for theyear ending
31 December 2017.

Production—1,100 units, Sales 1,000 units

Therewas no opening stock.

3
Variable manufacturing cost per unit 7
Fixed manufacturing overheads (tota) 2,200
Variablesdling and administration overheadsper unit 0.50
Fixed selling and administration overheads (totd) 400
Sdling priceper unit 15

Prepare

(@ Incomestatement under margina costing
(b) Income statement under absorption costing
(c) Explainthedifferencein profit under margina and absorption costing, if any
Solution:
I ncome Statement (Absor ption Costing)
for the year ended 31 December 2017

T

Sales (1.000 units @ T15) 15,000

Variable manufacturing overheads (1.100 units (@ ¥7) 7.700

Fixed manufacturing overheads (1,100 units (@ ¥2) 2,200

Cost of goods produced 9,900

Less: Closing stocks (100 units (@ ¥9)* 900

Cost of goods sold 9000

Add: Selling and adm. overheads

Variable ( 1,000 units = ¥0.50) 500

Fixed 400 900

Total cost 9.900

Profit (Sales — Total Cost) 5,100

*Closing stock isvalued at manufacturing cost per unit, i.e., X 7+ 2= 9 per unit.
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Income Satement (M ar ginal Costing)
for the year ending 31 December 2017

¥
Sales (1,000 units (@ T15) 15,000
Variable manufacturing cost (1,100 units (@ ¥7) 1,700
Less: Closing Stock (100 units (@ ¥7) 700
Cost of goods produced 7.000
Add: Variable selling and adm. overheads (1000 units (@ %0.50) 500
l'otal variable cost of goods sold 7.500
Contribution ( Sales — Total variable cost) 7.500

Less: Fixed overheads—Manufacturing 2,200
Selling and adm. 400 2.600
Profit 4,900

Comments: Profit under absorption costingis 5,100 and under margind costing
% 4,900. Thedifferenceof ¥ 200in profit isdueto over-va uation of closing stock
in absorption costing by X 200 (i.e., X 900 — 700).

12.3.1 Justification and Features of Marginal Costing

Thejudtification of marginal costing can beunderstood through themgjor features
which makeit stand out.

Theessentid characteristicsand mechanism of marginal costingtechniquemay be
summed up asfollows.

1.

Segregation of cogtsintofixed and variableedements. Inmargina costing
al costsareclassified intofixed and variable. Semi-variable costsarea so
segregated into fixed and variable el ements.

Margina costsasproductscosts. Only margind (variable) costsarecharged
to products produced during the period.

Fixed costsas period costs. Fixed costsaretreated as period costsand are
charged to Costing Profit and LossAccount of theperiod inwhichthey are
incurred.

Va uation of inventory: Thework-in-progressand finished sscocksareva ued
at marginal cost only.

Contribution: Contributionisthedifference between sdesva ueand margind
cost of saes. Therelative profitability of productsor departmentsisbased
on astudy of “‘contribution” made by each of the products or departments.

Pricing: In marginal costing, prices are based on marginal cost plus
contribution.

Margina costing and profit: Inmarginal costing, profitiscalculated by a
two-stage approach. First of dl, contributionisdetermined for each product



or department. The contributions of various productsor departmentsare Marginal Costing and

i . . Break Even Analysis
pooled together and such atotal of contributionsfrom all productsiscalled Y
‘Fund’. Then from this fund is deducted the total fixed cost to arrive at a
profit or loss.
NOTES
Sales of Sales of Sales of
product A product B product C
Less Less Less
Marginal Marginal Margnal
cost of A cost of B cost of C
Contribution Contribution Contribution
ol A o B ol C

1,

Tatal
Contribution
Poal

Less

Talal
fixed cost

Fig. 12.3 Profit Ascertainment in Marginal Costing in a Multi-product Company

Infurther units, you will learn about the advantages and limitations of the
technique.

12.4 CONTRIBUTION AND KEY FACTOR

Contributionisthedifference between salesand the margina (variable) cost of
sales. It is also known as contribution margin (Cm) or gross margin. Thus
contributioniscal culated by thefollowing formula

Contribution = Sales — Variable cost (C=s-V)

Also, Contribution = Fixed cost + Profit (C=F+P)
or Contribution = Fixed cost — Loss (C=F-L)
Fromthis, thefollowing marginal cost equationisdevel oped:
S-V =F+P
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If any three of the abovefour factorsin the equation areknown, thefourth
onecan beeasily found out. Thus:

or P=S-V-F
P=C-F
F=C-P
V =S-F-P
Example:
Sdles =3 12,000
Variablecost =3 7,000
Fixed cost =% 4,000
Thus
C =S-V
C =12,000 - 7,000 =X 5,000
P=C-F
P =5,000 - 4,000 =% 1,000

Thusprofitis 1,000.
If salesfigureisnot given but contributionisgiven then salescan befound
out asfollows:

S =C+V

S =5,000 + 7,000 =¥ 12,000
Whenfixed cost (F) isnot given but profitisgiven, then:

F=C-P

F =5,000 - 1,000 = ¥ 4,000
Whenvariablecost (V) isnot given, then:

V =S-C

V =12,000 - 5,000 =X 7,000

Theconcept of contributionisextremey helpful inthestudy of bresk-even andysis
and management decision making.

The objective of abusinessisto earn maximum profit. However, it isnot
adwayseasy to achievethisobjective because profit earning isaffected by avariety
of factors. For exampl e, an undertaking may have sufficient orderson hand, ample
skilled labour and production capacity, but may beunableto obtainal thequantity
of materia it needsfor themanufacture of maximum quantitieswhich could be
sold. Thus, materia isthefactor which limitsthe size of output and preventsan
undertaking from maximizingitsprofit. Smilarly, sometimesabusinessisnot able
tosdl al that it can produce. In such acase, salesisthelimiting factor.

A limiting or key factor may thus be defined asthefactor intheactivitiesof
anundertaking, which at aparticular pointintimeor over aperiod will limit the
volumeof output. Examplesof limitingfactorsare:

(i) Sdes
(i) Materids



(iii) Labour of particular skill
(iv) Production capacity or machinehours
(v) Financid resources.

Thepurposeof thelimiting factor techniqueistoindicatethemost profitable
courseof actioninall such caseswherealternativesarepossible.

Contribution per unit of key factor—When a key factor is operating, the
most profitableposition isreached when contribution per unit of key factor is
maximum. For instance, if achoiceliesbetween producing product A whichyidds
acontribution of 15 per unit and product B which yieldsacontribution of 20
per unit, product B would bemore profitable.

If, however, product A takes 3 kg of materid (whichisalimiting factor) and
product B takes5 kg the respective contributions per kg of material would be:

Product A =315+ 3kgs=35
Product B =320 + 5kgs=%4

productA, whichgivesthegreater contributionintermsof per unit of limiting
factor will bemoreprofitable.

[lustration 12.6: Thefollowing dataat isgiven:

Product A Product B
Direct materials i 24 14
Direct labour @ X3 per hour 3 6 9
Variable overhead @ 34 per hour 3 8 12
Selling price i 100 110
Standard time 2hrs 3hrs

Statewhi ch product you would recommend to manufacturewhen:
(& Labourtimeisthekey factor
(b) Salesvaueisthekey factor

Solution:
Product A Product B
¥ ¥

Selling price (S) 100 110
Direct material 24 14
Direct labour 6 9
Variable overhead 8 12
Variable cost (V) 38 35
Contribution (S - V) 62 75
(a)Contribution per labour hour T62 = 2 hrs TI5=3 hrs
T3l 25

(b) Contribution per rupee of sales value =362 = 100 75+ 110
_| 62 paise 68 paise
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Concluson

(@ product A isrecommended when labour timeisthe key factor because
contribution per [abour hour of product A ismorethan that of product B.

(b) When salesvalueisthekey factor, product B isrecommended because
contribution per rupee of sales value of product B is more than that of
productA.

() When sdlequantity isthekey factor, product B ismore profitable because
itscontribution per unit ishigher than that of productA.

Check Your Progress

4. Inwhichtypeof costingisstock valueslower?

5. What isthe nature of profit/lossunder absorption and margina costingin
casethereisno opening and closing stock?

6. Inwhichtypeof industriesismargina costing lesseffective?
7. What isthe purpose of limiting factor technique?

12.5 ANSWERS TO CHECK YOUR PROGRESS
QUESTIONS

1. Someof the other namesfor absorption costing are conventiona costing or
full codting.

2. Inmarginal costing, fixed manufacturing costsare not alotted to products
but are considered as period costs and thus charged directly to Profit and
LossAccount of that year.

3. Themargina cost per unit remainsunchanged, irrespective of theleve of
activity.

4. Stock valuesin marginal costing arelower than that in absorption costing
sincethey arevalued at marginal cost only.

5. When there areno opening and closing stock, profit/lossunder absorption
and marginal costing systemsareequa.

6. Incapitd-intensveindustries, theproportion of fixed costs(likedepreciation,
maintenance, etc.) islarge, themarginal costing technique, whichignores
fixed cost, thusproveslesseffectivein suchindustries.

7. Thepurposeof limiting factor techniqueistoindicatethemost profitable
courseof actioninal such caseswhereaternativesarepossible.
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12.6 SUMMARY Break Even Analysis

- Absorption costing and marginal (variable) costing are the two main
techniques of cost ascertainment and income determination. NOTES

- Absorption costing isatraditional method under which al manufacturing
costs (variable and fixed) are treated as Product Costs while non-
manufacturing costs (e.g., selling and admini strative expenses) aretreated
asPeriod Costs.

- Products costsbecome apart of production cost and period costsare not
associated with production.

- Margina or variablecosting isamanageria techniqueunder which, only
variable manufacturing costs are treated as products costsand all fixed
manufacturing costsand all non-manufacturing costs aretreated as period
costsand charged directly to Profit and LossAccount.

- The CIMA London has defined marginal cost ‘as the amount at any given
volumeof output by which aggregate costsare changed, if volumeof output
is increased or decreased by one unit’. It is the cost of one unit of product
whichwould beavoidedif that unit werenot produced. Animportant point
isthat margina cost per unit remainsunchanged, irrespectiveof thelevel of
adtivity.

- The essential characteristics of marginal costing include factors like
segregation of costsinto fixed and variableelements, taking marginal costs
asproduct costs, consideration of fixed costs as period costs, val uation of
inventory at marginal cost only, pricing based on marginal cost plus
contribution and the pooling of contribution from different productsand its
deductionformtotal fixed coststo arriveat profit or loss.

- Thepointsof difference between marginal and absorption costing areon
account of treatment of fixed and variabl e costs, val uation of stock and
measurement of profitability.

- Inmargina costing stocksof work-in-progressand finished goodsareva ued
at variable cost whereasin absorption costing stocksare valued at total
cost.

- Profitsunder the absorption and margina costing may bedifferent because
of thedifferencein stock vauation.

12.7 KEY WORDS

- Absorption cogting: It refersto thetota cost techniqueunder which total
cost (i.e, fixed cost aswell asvariable cost) ischarged as production cost.
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- Marginal costing: Itistheaccounting systeminwhichvariablecostsare
charged to cost unitsand fixed costs of the period are written off infull,
againgt the aggregate contribution.

- Contribution: Itisthedifference between sdesvaueand margind cost of
sdes.

- Limitingor Key factor: It may bedefined asthefactor inthe activities of
an undertaking, which at aparticular pointintimeor over aperiodwill limit
thevolumeof output.

12.8 SELF ASSESSMENT QUESTIONS AND
EXERCISES

Short-Answer Questions

1. What are product and period costs?

2. What arethepointsof distinction between margina and absorption costing?
3. Mentionthemgor characteristicsof marginal costing.

4. Writeashort noteon contribution and limiting or key factor.

Long-Answer Questions

1. Explainindetail theconcept of margina cost and the preparation of margina
cost sheet.

2. Examinethedifference between margind and absorption costinginterms
of incomedetermination and profit.
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13.0 INTRODUCTION

Decision making isoneof thebas ¢ functions of management. Strategic decision
making involvessd ecting among dterndtive strategiesto servetheoveral godsof
theorganization. Thus, management iscontinuoudy engaged in eva uating various
alternative courses of action and in selecting the best out of these. For each
manageria problem, generaly thereare at | east two aternatives available. For
example, inacompany, whichismanufacturing televisions, the management may
haveto decide whether to makethe picture tube within the company or to buy it
froman outside supplier. Similarly, acompany may haveto decidewhether to s
inthedomestic market at aprofit or to accept an export order at lessthan prevailing
domestic price. Thedecision to betakenwill be affected by cost and non-cost
factorsand the cost accountant must useall theinformation at hisdisposal to help
management maketheright decision. Inthisunit, youwill learn about the concept
of decision-making and steps of decision-making.

13.1 OBJECTIVES

After going throughthisunit, you will beableto:
- Explainthemeaning of decision making and profit planning techniques
- Describethepricing decisions
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- Discussmakeor buy and mix of saledecisions

- Examinemethod of production, plant shutdown and leve of activity planning
decisons

13.2 DECISION MAKING AND PROFIT PLANNING
TECHNIQUES

Beforelearning about decisions of product prioritiesand profit decision, itis
important to learn some basi c concepts.

Decision making being oneof the basi cfunctionsof amanager takesplaceat
every level intheorganization. Sinceamanagement accountant isresponsiblefor
generating relevant and requisiteinformation for usein decision making, therefore,
he needsto possessthe understanding of the natureand process of decision making.
Decison makingisthe process of making choi ces between aternative courses of
action. Toensurearight choice, adecis on maker hastofollow asystematic gpproach
indecisonmakingwhich consagtsof thefollowing seps

* |dentification and anaysisof the problem;

* |dentification of ternatives,

 Evduationof dternatives,

» Sdection of andternative;

* Detailed planfor carrying out of thedternative; and
* Evauationand control.

Identification and Analysis of the Problem

Every rationd decision making processbeginswith theidentification of theproblem.
Theidentification of aproblem providesadecision maker an opportunity towork
for the solution of the problem.

However, mereidentification of the problemwill not help adecis on maker
to find asolution for the problem. Every problem callsfor anin-depth study as
generally the problems are characterized by ‘ice-berg’ principle where a little portion
isvisibleand themagjor portionishidden about which the decision maker hasno
clue. Therefore, adecision maker hasto makeall effortsto identify and examine
every issueinvolved in the problem before making any attempt to find alogical
solutionfor theproblem. Infact, such an attempt callsfor problemaudit whichwill
hel p adecision maker not only toidentify the possible causes of the problem but
a soformulatethe objectivesto bemet in solving the problem.

| dentification of Alternatives

Theandysisof the problemisfollowed by theidentification of feasibledternaives
that may serveas potential solutionsto aproblem. Thisstep of decision making
cdlsforapredictionwhich, infact, isitsaf adecision about how to makedecision.



However, adecision maker hasto remember that best possible solutionsdo not
automatically submit themsel vesto the decision making process, hehastoformulate
avariety of waysof devisngdternatives. Although anumber of toolsand techniques
likelateral thinking, digging aholee sewhere, and morphol ogica approach have
been devel oped over the year to help decision makersinthisregard, yet suchan
attempt callsfor alot of effort onthe part of decision makersintermsof continuous
research and thinking. In the past this activity was purely based on a manager’s
intuition, however, at present, many managersprefer to usedecision support system
for thispurpose.

Evaluation of Alter natives

Inthisstep of decision making, amanagement accountant hasatremendousrole
to play by providing adequateinformation to the decision maker ontheeconomic
and financia worth of thedternativesthat isessentid for evaluation. To discharge
thisfunction effectively, amanagement accountant needsto possess knowledge
about anumber of toolsand techniqueslike profit planning, capital budgeting, risk
techniques, linear programming, decision tree and forecasting techniques.

Selection of an Alternative

The central task of decision making isthe choice from among alternatives. To
choosethebest alternative, adecision-maker needsto devisethesdection criteria
which may not be easy. Generally, the choice of the best alternativeissimply
accomplished by sel ecting the alternative which best meetsthe chosen criterion.
Logicaly, a decision maker would prefer to choose the best alternative but
practically speaking it is difficult to define the ‘best’ as different criteria would
result in different decisionsfrom the same set of dternatives. Although, for certain
decision Situations, decision makers can devisethe sd ection criteriathat would
helpthemtoidentify thebest dternative, yet somedecis on Situationsare so complex
that devising any selection criteriafor themispractically impossible. However, a
decision-maker hasto takeanumber of factorsincluding the oneslikeresources,
competence and experienceof the company that have greater impact onthechoice
of thealternative.

Detailed Plan for Carrying out of the Alternative

Oncetheselection of the aternativeismade, adecision-maker hasto carry out
the same. Such astep may demand theimplementation of plansand programmes.

Evaluation and Control

After the plansand programmes, have been implemented to attain the desired
outcome of thedecision, adecision maker hasto evauatethe actua performance
with apurposeto find how actual resultsreconcilewith the desired outcomes.
Thiswould also mean to devise and implement the necessary measuresif the
actud performanceisnot in tunewith the standards.
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Decision of Product prioritiesand profit decision

Thefocusof thisunitison short-term decisions, such as:.
(i) Whether to sell aproduct inthe domestic market or export it
(i) Whether to make a component part inhouse or buy it from an outside

supplier
(iif) Whether to changethe present product mix to makeit moreprofitableor not

M ost managers consider adecision asashort-termif it involvesaperiod of one
year or less. Thiscut off periodisarbitrary but commonly used, though abetter
diginctionisthat long-term decisonsnormally requiresubstantia capitd investment
withimplicationsfor severa futureyears. Moreover, short-termdecisonsaremore
easily reversed than long-term. For exampl e, price of aproduct can alwaysbe
changed according to market conditions, export sales can bestopped, if necessary,
and soon.

Long-term decisionsinvolve cons deration of return on capital employed,
discounted cash flow, etc. Such decisionshave not been discussed in thisunit.

Relevant Costs and Relevant Revenues

When management makes decisions, it hasto concentrate on relevant costsand
relevant revenues. Not dl costsand revenuesarerelevant. Thereevant costsand
relevant revenues arethose expected future costs and expected future revenues
that differ under different alternative courses of action being considered. Thus
relevant costsand rel evant revenues should have two characteristics:

(a) Thecostsand revenuesmust relateto future; and
(b) They must differ among different coursesof action.

Thefocusison thefuture because decision to be madeaffect only future. Nothing
can be doneto changethe past. Management cannot changethe cost of plant and
machinery purchasedin 2001. It can changefuture costsby itscurrent decisions.
Hence, relevant costsarefuture coststhat will differ depending onthe actions of
themanagement. For each decision, themanagement must decidewhich costsare
relevant.

Cost and Non-cost Factors in Decision Making

In strategic decision making, the management hasto assess not only cost factors
but also certain non-cost factors. Cost factorsor quantitative factorsarethose
which canbequantified in monetary terms. For example, indetermining thesdling
priceof aproduct, thecost of production of whichis3100 per unit, themanagement
will add, say 20% margin of profit and decidethe selling priceat ¥100 + 20 =
%120 per unit. Whilethecompany issdlingitsproduct at 120 per unit, acompetitor
entersthe market and starts selling the same product at 395 per unit. Now the
company will incur aloss of 5 per unit if in order to compete, it sellsthe product
at competitor’s price because its own cost is 100 per unit. So, on cost



cons derationsa one, thecompany should stop sdlling the product because selling
resultsin alossof X5 per unit. The management hasto decidewhether tosdll at a
lossor stop production of the product to avoid theloss or how to establishalong-
term competitive advantage.

Insuch asituation, itisdifficult to makeadecision on cost factorsaone. It
isessential that non-cost factorsor qualitative factors must be brought to the
attention of themanagement in decision making process, snceotherwisethereisa
danger of wrong decision being made. Non-cost factors are those which cannot
be expressed in monetary termswith accuracy. For example, it may not bepossible
to quantify in monetary termstheeffect of adeclinein the moraeof employeesor
lossof customer goodwill, if thecompany cl osesdown themanufacturing facilities
of aparticular product.

Non-cost factorsvary according to the decision under consideration. For
example, acompany plans to enter export business and it receives an export
order a apricewhichislessthanthe own cost. On cost factors, the export order
should be outrightly rejected becauseit does not cover even the cost. However,
the management should cons der the non-cost factors such asgoodwill earned by
the company for getting the export house status, earning va uableforeign exchange
from the order, and so on. For getting these benefits, the company should consider
incurringasmall and tolerableamount of loss, if it can affordiit.

Check Your Progress

1. Statethefirst stepintherational decision making process.

2. Mention someof thetoolsused for evd uation of dternativesinthedecision
making process.

3. List thecharacteristicswhich areamust for relevant costsand rel evant
revenues.

13.3 DIFFERENT DECISIONS AND MARGINAL
COSTING

Inthissection, youwill learn about the gpplication of margina costing to different
typesof decisions.

13.3.1 Pricing Decisions

Although pricesare regul ated more by market conditions of demand and supply
and other economic factorsthan by the decisions of management, the management
whilefixing priceshasto keepinview thelevel of profit desired. Inthelong-run,
the selling prices of products or services must be higher than the total cost as
otherwisethe profit cannot be earned. But frequently circumstances arise for
management to consider special conditionsand sell itsregular product at aspecid
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pricewhich may belower than thetotal cost. Such conditions may belikethe
following:

(@) Under normd circumstances
(b) Intimesof competition and/or tradedepression
(c) Acceptingadditiond bulk ordersat lower pricesto utilizespareplant capacity
(d) Pricingof export sdes
(a) Sdling prices under normal circumstances

Inthelong run, under norma circumstances, the salling pricemust cover total cost
(i.e., variable cost plusfixed cost) and also give areasonable amount of profit.
Thisisessentia for thesurvival of abusiness.

Inthe short run, the selling price may haveto befixed below total cost but
it should beabovevariablecost. In other words, thesdling pricemay betemporarily
fixed at marginal cost plus contribution basisand the amount of contribution
depends upon demand and supply, acuteness of competition, non-cost factors,
etc. But it should be noted that fixation of selling price bel ow total cost may be
made only on ashort-term basis.

(b) Pricing in competition and depression

When thereisacute competition or in periods of depression, products may have
to be priced below total cost, if such a step is necessary to meet the special
situation. Whenmarginal cost techniqueisused for pricing, theprice should be
higher than themarginal cost so that it makes acontribution towardsfixed cost
and help reducetheloss. When priceisjust equal to margina cost, theamount of
losswill also beequal to theamount of fixed cost becausein such situationsthe
salling pricesmake no contribution towardsfixed cost.

Thus, under specid circumstances, likethetrade depression or competition,
if selling priceishigher than marginal cost, even thoughitisbelow tota cost, the
production should not be stopped. Thisisbecausefixed costswill haveto be
incurred irrespectiveof whether productioniscontinued or not, and continuing the
production will helpin reducing theamount of loss.

Asanoteof caution, fixation of selling price below total cost should be
made only on ashort-term basis. Pricing based on margind cost pluscontribution
hel ps companiesto take advantage of short-term opportunities. But at the same
time, nofirm can afford toincur losson along-term bas sand thusin thelong-run,
thesalling pricemust cover total cost and give areasonableamount of profit.

Example:
Fixed cost 31,00,000 (tota)
Marginal cost 7 per unit
Current market price 38 per unit
Output 50,000 units

Should company sell or not?



Solution:
Marginal cost (50,000 units @ X7) %3,50,000
Fixed cost ¥1,00,000

Total cost 34,50,000
Cost per unit =34,50,000 + 50,000 units =39

Although thesdling pricedoesnot cover thetotal cost, yet itiswiseto continueto
produce and sell because such astep will reduce theloss (on account of fixed
cost) that will beincurred if productionisstopped. If productionisstopped, the
losswould be¥1,00,000 (theamount of fixed cost), but if productioniscontinued
thelosswill beasfollows:

Sales (50,000 units @ X8) 34,00,000
Less. Total cost (Marginal cost + Fixed cost) 34,50,000
Loss 350,000

Thus, by continuing to produce and sell at below total cost, thelossis
reduced by ¥50,000, i.e., from ¥1,00,000 to ¥50,000.

Selling Price Below Marginal Cost

When sdling pricefdlsbe ow margind cogt, thelosswill be morethan theamount
of fixed cost. In such an eventuality, it will bebetter to stop production so asto
reduce theamount of |oss because stoppagein production meanslosswill bejust
equal tofixed cost.

However, in certain special circumstanceslikethefollowing, production
may be continued evenif the salling priceisbelow themargina cost:

1. Topopularizeanew product. A new product introduced inthe market may
besold at avery low price so asto makeit popular.

2. Toeiminate competitorsfromthe market.
3. Todispose of perishableproducts so asto avoid total |oss.

4. Toexport so asto earn foreign exchange. Government may allow import
guotaagainst foreign exchange earnings and profit fromimport quotamay
be morethan theloss on exporting the product at |ow prices.

5. Tokeep plant and machinery in operation asidle machinesmay beliableto
deterioration.

6. To prevent lossof future ordersastemporary closure may break business
connectionswith customersthat can bere-established at aheavy expenditure.

7. Tohdpinthesaeof aconjoined product whichismaking large profits.
8. Tomaintain production and to keep employees occupied.

(c) Exploring New Markets at Lower Pricesto Utilize Spare Plant Capacity

Sometimes, acompany isnot abletofully utilize plant capacity whensdling a totdl
cost plus profit basis. In such a case, it may explore new markets and find
opportunitiesto receive additional bulk order or export order at apricewhich
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may be below total cost but above marginal cost so that the price makes a
‘contribution’. The entire amount of contribution from such sales is profit because
fixed cost isaready recovered from current sales at total cost plus profit basis.
Such additiona salesat below tota costispossibleonly becausein accepting bulk
ordersand export sales, pricediscriminationispossible. Inthisway spare plant
capacity can beutilized to earn additiona profit.

[llustration 13.1: A manufacturer of plastic buckets makes an average profit of
%2.50 per piece on asalling price of ¥14.50 by producing and selling 60,000
piecesat 60% of potential capacity. Hiscost of saesis:

3 per piece
Direct materials 400
Direct wages 100
Factory overheads (variable) 300
Selling overheads (variable) 025

Total fixed cost is%2,25,000

During the current year, heintendsto produce the same number of units,
but anticipatesthat (a) fixed cost will go up by 10%, and (b) material and |abour
costswill go up by 5% each.

Under thesecircumstances, heobtainsabulk offer for afurther 20% of his
capacity. What minimum price you would recommend for acceptanceto ensure
anoverdl profit of 31,60,000?

Solution:
Budgeted Statement for the Current Year Prior to Acceptance of
20% Capacity Order
Per piece Total
¢ ¢
Sales (60,000 pieces) 14.50 8,70,000
Direct material (34 + 5%) 4.20 2,52,000
Direct labour (X 1 + 5%) 1.05 63,000
Variablefactory overheads 3.00 1,80,000
Variablesdling overheads 0.25 15,000
Variablecost 8.50 5,10,000
Contribution (Sales — Variable cost) 6.00 3,60,000
Fixed cogt ¥2,25,000 + 10% =32,47,500
Profit = Contribution — Fixed cost
=3,60,000 - 2,47,500 =%1,12,500
Planned profit =%1,60,000
Increase in profit (or contribution) required =1,60,000 - 1,12,500 = X47,500
Variable cost of additional 20,000 pieces (order
for 20% capacity, i.e., 20,000 x X8.50) %1,70,000
Add: Additional contribution desired 347,500
Total sales value 32,17,500

Selling price per unit =32,17,500 + 20,000 units =310.875
Thus, minimum price for sale of additional 20,000 unitsis310.875, so asto ensure an
overall profit of ¥1,60,000.



(d) Pricing of Export Sales

Additional ordersmay be accepted from aforeign market at below normal price
or belowtota cost but abovemarginad cost. Export sdesyied additiond contribution
when such salesareat apricewhichisabove marginal cost.

While determining profitability of accepting export orders, thefollowing
additiond factorsshould be considered.

1. Export sales may result in additional costs, like specia packing cost,
additiona quality checks, freight and insurance charges, etc., if not borne
by importer. These costs should be deducted from contribution to determine
profit from export order.

2. Export salesmay result in certain cost benefits, like export subsidy from
government, exemption or concessionsin excise duty or duty drawbacks,
etc. Indetermining profit from export order, theseitems should bededucted
from cost or added in contribution.

[lustration 13.2: Indo-British Company hasacapacity to produce 5,000 articles
but actualy produces only 2,000 articlesfor homemarket at thefollowing costs:

F
Materials 40,000
Wages 36,000
Factory Overheads — Fixed 12,000
— Variable 20,000

Administration overheads — Fixed 18,000
Selling and distribution overheads ~ — Fixed 10,000
— Variable 16,000

Total Cost 152,000

Thehomemarket can consumeonly 2,000 articlesat asdlling price of I80
per article. Anadditional order for the supply of 3,000 articlesisreceivedfroma
foreign country at 65 article. Should thisorder be accepted or not, if execution of
thisorder entailsan additional packing cost of ¥3,000.

Solution:
Satement of Marginal Cost and Contribution
(of 3,000 articlesfor export)
T
Materias @ Y20 per article 60,000
Wages @ 318 per article 54,000
Variable overheads — Factory @ 10 per article 30,000
— Selling and dist. @ I8 per article 24,000
Marginal cost of sales 1,68,000
Sales (3,000 articles @ %65) 1,95,000
Contribution 27,000
Less: Additional packing cost 3,000
Additional profit 24,000
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Acceptance of thisexport order resultsin additional profit of 24,000 and
thusthe order should be accepted.

Note: Fixed overheads have not been taken into account in deciding the acceptability of this
order because fixed overheads have already been recovered from sale in the home market.

Non-cost Factors or Qualitative Factors. Apart from cost and profit
cong derations, certain non-cost factors should a so bekept in mind whilemaking
anexportingdecison. Theseinclude:

(a) Forelgnexchangeearnings
(b) Export housestatus
(c) Enhancement in company prestigeand goodwill

(d) Employment opportunities
Concluson

1. Innormal times, prices should be based ontotal cost plusprofit.

2. Inmarket conditionsliketrade depression and competition, price may be
fixed onmarginal cost plusbasisso asto makeacontribution. Thisisvdid
only for ashort period.

3. Inorder to utilize spare plant capacity, bulk ordersfrom home market or
from foreign market may be accepted at less than total cost but above
margina cost. Thisaddsto thetota profit of thecompany. Thisispossible
only when pricediscriminationissuch sdesin different marketsispossible.

13.3.2 Make or Buy Decisions

Margina cost andysisrendersuseful assistancewhen adecision hasto betaken
by themanagement onwhether acomponent part should bemanufacturedinternaly
or purchased from an outsidefirm. Insourcingis producing the goods by thefirm
itself whereas outsourcing isthe process of purchasing the goods or services
from outsdesuppliers. For example, acar manufacturemay rely on outs devendors
to supply some component parts but may choose to manufacture other parts
interndly.

Thisisparticularly commonwhen acomponent part isavailablein themarket
ata price below firm’s own total cost. This type of decision based on total cost
analysismay be misleading. Such adecision can bearrived at by comparing the
outside supplier’s price with firm’s own marginal cost. On the face of it, since the
only cost to manufacture the component isitsmargina cost, then the amount by
which marginal cost falls below supplier’s price is the saving that arises in making.
Therefore, it will be profitable to buy from outside only when supplier’s price is
below firm’s own marginal cost.

For example, total cost of making acomponent isI100 per unit, consisting
of I80 asvariablecost and 320 asfixed cost. Suppose, an outsidefirmisprepared
to supply this component at X90, it may appear that it is cheaper to buy the



component. But astudy of cost analysiswill show that each unit if manufactured
makes acontribution of 20 towardsrecovery of fixed cost. Thisfixed cost hasto
beincurred whether we makeor buy. Thereal cost of making the component part
isonly X80 whichisitsvariable cost. Thisoffer of 90 per unit should not be
accepted becauseif accepted, the component will really cost 110, i.e., 390 of
purchase price plus20 of fixed cost which cannot be saved if component isnot
produced.

However, beforearrivingat find decision, due cons deration should begiven
to other factors. For example, it should a so be considered asto whether plant
capacity rel eased by the non-manufacture of the component part isput to some
dternativeuseor not.

[lustration 13.3: Auto PartsLtd hasan annud production of 90,000 unitsfor a
motor component. The component cost structureisasbelow:

Materials 3270 per unit
Labour (25% fixed) 3180 per unit
Expenses:
Varigble 390 per unit
Fixed 3135 per unit
Total 675 per unit

(a) Thepurchasemanager hasan offer fromasupplier whoiswilling to supply
the component at I540. Should the component be purchased and production
stopped?

(b) Assume the resources now used for this component’s manufacture are to
be used to produce another new product for which the saling priceis3485.

Inthelatter case, the material pricewill beX200 per unit. 90,000 unitsof this
product can be produced at the same cost basi sas abovefor labour and expenses.
Discusswhether it would be advisableto divert the resourcesto manufacture that
new product, on thefooting that the component presently being produced would,
instead of being produced, be purchased from the market.

Solution:
3
Materid 270
Labour (75% of 3180) 135
Variable expenses D
Total variable cost when component is produced 495
Suppliersprice 50

Excess of purchase price over variable cost = 540 — 495 = %45

(a) Fixed expenses have to be incurred whether the component is made or purchased.
Thus company should make the component itself because if purchased from
outside it will have to pay I45 per unit more and on 90,000 units @ 45 it comes
t0 ¥40,50,000.

(b) Cost implications of proposal to divert available production facilities for a new
product:
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3

Selling price of per unit of new product 485
Less.  Variable costs — Materid 200
Labour 135

Expenses D 425

Contribution per unit &0

Loss if present component is purchased = 540 — 495 = %45,

If company divertstheresourcesfor the production of anew product, it will
benefit by 15 (i.e., T60 — 45) per unit.

On 90,000 unitsit will save @15, i.e.,313,50,000. Thus, it isadvisable
todivert theproduction facilitiesin the manufacture of the new product and the
component presently being manufactured should be bought from outside. Thiswill
result inadditiona profit of ¥13,50,000.

Outsourcing and Idle Capacity: When a firm has no spare capacity and
manufacturing a component involves setting aside other work, the loss of
contribution of displaced work should a so be given due consideration. In other
words, it will beprofitableto buy only when the purchase priceisbelow margina
cost pluslossof contribution of displaced work. Thelossof contributionisusualy
best found by the use of contribution per unit of key factor.

[lustration 13.4: Manufacture of product A takes 20 hourson machineno. 101.
It hasasdlling price of ¥150 and margina cost of ¥110. Component part Y could
be made on machineno. 101 in4hours. Themargina cost of component partis
%9 of which outside supplier’s price is I15.

Should onemakeor buy component Y. Discuss in both situations when—
(&) Machineno. 101 isworking at full capacity.
(b) Thereisidlecapacity.
Solution:
(@) Contribution per unit of A=%150-110 =340
Contribution per machine hour =340 + 20 hrs=32 per hour.

If component Y in manufactured then as it takes 4 hours, the loss of
contributionis38 (i.e., 4 hrs @32). Thetotal cost to make component Y
will beX9+3 8=317.

This is more than supplier’s price of ¥15 and so it isbetter to buy than to
make component Y.

(b) If, however, thereissomeunutilized machine capacity, thentherewould be
nolossof contribution and so the cost of making component Y would only
beits marginal cogt, i.e., 9. In such acase, it would be economical to
makethe product than buy it.



Non-cost or Qualitative Factors: While making adecision on makeor buy a
component, thefollowing non-cost factors should al so be cons dered.

(a) Assuranceof continued supply, if bought from outside
(b) Assuranceof quality of the product by the supplier
(¢) Assuranceof no priceincrease during the period of agreement

13.3.3 Mix of Sale

Salesmix or product mix denotesthe proportion in which various products are
sold or produced. The problem of selecting aprofitable mix of salesthus, arises
only when abusinessenterprise hasavariety of product linesand each makinga
contribution of itsown. Any changein slesmix a so resultsin the changein profit
position. Thetechniqueof marginal costing hel psthemanagement in determining
themost profitablesdemix.

The discussion on selection of the most profitable product mix may be
discussed intwo parts.

(a) Whenthereisnokey factor; and (b) When thereisakey factor.
(a) When there is no key (or limiting) factor

Whenthereisno key factor, the product mix that providesthehighest amount of
contributionisconsdered asthemost profitablesalesmix. Thisholdsgood when
fixed cost doesnot change dueto changesin sdesmix.

However, when changesin salesmix are associated with changesin fixed
cost, then that sales mix which providesthe highest profit isconsidered asthe
most profitablesalesmix. In other words, relative profitability of mixeswill be
evauated onthebasisof their profit and not onthebasisof their contributionwhen
achangein product mix isassociated with changeinfixed cost.

[Hlustration 13.5: Allied Manufacturing Company given you the following
information.
Product A Product B
< T
Fixed overheads — 10,000 p.a.
Direct materials per unit 20 5
Direct labour per unit 10 15
Variable overheads (100% of direct labour)
Selling price per unit 60 100

You arerequired to present astatement showing the margina cost of each
product and recommend which of thefollowing salesmixes should be adopted:
(a) 900 unitsof Aand 600 unitsof B
(b) 1,800 unitsof Aonly
(¢) 1,200 unitsof Bonly
(d) 1,200 unitsof A and 400 unitsof B
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Solution:
Marginal Cost Satement
Per unit
Product A Product B
4 4
Direct materials 20 25
Direct labour 10 15
Variable overheads 10 15
Marginal cost 40 55
Contribution 20 45
Sdlingprice 60 100
Satement of Contributionsand Profits of Different Sales M ixes
] Contribution Contri- Total Fixed Profit
Sales mix per unit bution contribution cost
4 4 4 4 4
(@ A- 900 units 20 18,000
B- 600 units 45 27,000 45,000 10,000 35,000
(b) A- 1,800 units 20 36,000
B- Nil 45 Nil 36,000 10,000 26,000
(©0 A- Nil 20 Nil
B- 1,200 units 45 54,000 54,000 10,000 44,000
(d A- 1,200 units 20 24,000
B- 400 units 45 18,000 42,000 10,000 32,000

Thus, sdesmix (c) isrecommended asit yieldsthe highest profit of ¥44,000.
Thisisbecause contribution per unit of Bismorethanthat of A, andtherefore, any
salesmix that takesinto account the maximum number of unitsof B would be
moreprofitable.

(b) When thereis a key factor

When akey factor isoperating, sel ection of themost profitablesalesmix isbased
on contribution per unit of key factor. Theproduct which makesthe highest amount
of contribution per unit of key factor, isthemost profitableoneanditsproduction
ispushed up. The second preferenceisto be given to product which yieldsthe
second highest contribution per unit of key factor and so on and in theend that
product should be produced which yieldsleast contribution per unit of key factor
andtotheextent of availability of the key factor.

In caseanumber of key factors are operating simultaneously, the basic
principleremainsthe same but problem becomes more mathematical in nature
and one hasto resort to Linear Programming to determinethe optimal product
miX.



[lustration 13.6: A company manufacturesthree products. Thebudgeted quantity,

sdlling pricesand unit costsareasunder:

Raw materials (@ 320 per kg)
Direct wages (@ 35 per hour)
Variable overheads

Fixed overheads

Budgeted production (in units)
Selling price per unit (in)

Required:

J8>Lo'5‘m8«“>

140

(i) Present astatement of budgeted profit.
(i) Set optimal product mix and determine the profit, if the supply of raw

materialsisrestricted to 18,400 kgs.
Solution:

w
BREN8ES 4o

N
SEERBEB A0

0] Satement of Budgeted Profit
A B C Total ¥
Budgeted production (units) 6,400 3,200 2,400
Selling priceX 140 120 20
Sdes(S) 8,96,000 3,84,000 2,16,000  14,96,000
Raw materials 5,12,000 1,28,000 48,000
Direct wages 32,000 48,000 24,000
Variable overheads 64,000 96,000 48,000
Total variable cost (V) 6,08,000 2,72,000 1,20,000  10,00,000
Contribution (S - V) 2,88,000 1,12,000 96,000 4,96,000
Less: fixed cost* 1,71,200
Profit 3,24,800
*Calculation of Fixed Cost
A = 6,400 unit x 39 357,600
B = 3,200 units x 322 70,400
C = 2,400 units x 18 43,200
Total fixed cost = 31,71,200
(i) When raw material isthe key factor
A B C
Raw material per unit of output 4 kgs 2 kgs 1kgs
Total raw material consumed (kg) 6400 x 4 3200 x 2 2400 x 1
= 25,600 = 6,400 = 2,400
_— . %2,88,000 %1,12,000 296,000
* = = = = 4
Contribution per kg of raw material 25,600 kgs 6,400 kgs 2,400 kgs
=311.25 =3%17.50 =340

Ranks

* Contribution per kg of raw material is calculated as:
Total contribution + Total raw materials consumed
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Managerial Uses of Suggested sales mix (raw material is the key factor)

Marginal Costing Rank | — Product C — 2,400 units x 1 kg = 2,400 kgs
Rank 11 — Product B — 3,200 units x 2 kgs = 6,400 kgs

Rank 111 — Product A — 2,400 units x 4 kgs (balance) =9,600 kgs

NOTES Total materials 18,400 kgs

Thus product mix is: A — 2,400 units, B 3,200 units and C — 2,400 units

260
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Calculation of Profit

Product A 2,400 units @ 345 p.u.
B 3,200 units @335 p.u.
C 2,400 units @ %40 p.u.
Total contribution
Less. Total fixed cost

Profit

Contribution
¥1,08,000
31,12,000

396,000
33,16,000
¥1,71,200
31,44,800

13.3.4 Sdlection of a Suitable Method of Production

Sometimes the management is confronted with the problem of choosing from
amongst aternative methods of production. For example, anew product may
have been devel oped and the management i sfaced with the problem of determining
the best method of production, i.e., whether to employ amachineor to produce
entirely by hand labour. Similarly, management may have to decidewhether to
employ an ordinary machine or an automati c machine. The management should
sdlect the method which givesthelargest contribution (i.e., thelowest margina

cost), keepinginview thelimiting factor.

Example: X Ltd has devel oped anew product which can be manufactured on

Machinel or II.
Machinel Machinell

(a) Tota machine hours per annum 3,000 3,000
(b) Production per hour 5 units 8 units
i 3

(c) Selingprice per unit 200 200
Material per unit 70 70
Labour per unit 30 20
Variable overheads per unit 50 70

(d) Margina cost per unit 150 160
(e) Contribution per unit (c —d) 50 40
(f) Contribution per hour (e x b) 250 320
(g) Contribution per annum (f x @) 7,50,000 9,60,000

Apparently, machinell ismoreprofitable asit makealarger contribution

provided thereisno other factor to be considered.

13.3.5 Plant Shutdown Decisions

Themanagement under certain circumstances might fed that plant shutdown, i.e.,
closing downthe business, isbetter than operating at aloss. However, margina
costing analysismay provethat thisisnot dwaysso. Thistypeof situationusualy

ariseswhen sufficient sales cannot be achieved.



Thistypeof decision may beeither (a) temporary suspension of production M,?Anagf?r i;' gs? of
activities, or (b) permanent closing down of production. arginal Costing

Temporary Closing Down: Temporary suspension of activitiesisashort-term
measure. Theobject isusualy to stop operationsuntil trade depression has passed.
The question before management is: when shoul d operations be suspended?or in
other words, how long should the operations be continued? The answer to this
guestionisthat if products are making a contribution towardsfixed cost, then
generally speaking, production should not be suspended. Thisis so because
continuing productionwill he pminimizinglosswhichwould beincurredif plantis
shut down. Thus, theinformation needed to solvethistypeof probleminvolvesa
comparison between probable loss at agiven level of output and thelossthat
would be suffered if productionissuspended temporarily.

Example: A manufacturing company supplies you the following information:;

NOTES

Normal capacity of plant 10,000 units
Fixed cost %1,00,000
Marginal cost per unit 375
Estimated selling price 380
Estimated sales volume at this selling price 5,000 units

Marginal Cost Satement

i

Total sales (5,000 units x ¥80) 4,00,000

Less: Marginal cost (5,000 units x X75) 3,75,000
Contribution 25,000

Fixed cost 1,00,000

Loss (-) 75,000

If plant isshut down, thelossdueto fixed cost would be¥1,00,000. However,
if plant isoperated, thelosswould only beX75,000. Thisisbecausesdlling price
isabovethemargina cost and ismaking acontribution towardsfixed cod.

Roleof Committed and Discretionary Fixed Costs Sometimes, certain fixed
costs can be avoided by management when plant is not operative. These are
termed asdiscretionary fixed costs. Committed fixed costs, on theother hand, are
thosethat cannot be avoided evenif production isdiscontinued.

In decisionsto close down temporarily, contribution should be compared
with fixed cost whichisto beincurred when plant is shut down, i.e., committed
fixed cost.

Examples of fixed costs which may be avoided by closing down are
advertisement costs, research and devel opment, part of salaries, etc. Longer the
period of shut down, thelarger the amount of avoidablefixed costislikely to be.

Example:
Normal capacity of plant 10,000 units
Fixed cost when plant is operating 31,00,000
Fixed cost when plant is shut down 380,000
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Variable cost per unit 375
Selling price per unit 380
Estimated sales volume at this price 5,000 units

Marginal Cost Satement

i

Sales (5,000 units @ X80) 4,00,000

Less: Margina cost (5,000 units @ X75) 3,75,000
Contribution 25,000

Fixed cost if plant is operating 1,00,000

Loss (-) 75,000

Now if theplant isshut down, thelossdueto fixed cost would beX80,000
whereas, if plant is operated, the loss would be X75,000. The effect of plant
operatingisonly asmall amount of loss of 35,000 (i.e., 80,000 — 75,000). Thus
keeping in view this small amount, operating a plant offers certain non-cost
advantages|ikekeeping theplant in gear, retaining the customers, retaining dl the
skilled labour and manageria personnel. Thus, it would be advisableto continue
theproduction evenif thereisasmall amount of |oss becausethe non-cost factors
outweightheloss.

In casethesdlling priceisbe ow themargina cost and makesno contribution
towardsfixed cost, then on cost considerations, the plant should betemporarily
shutdown. But afind decisionintheregard should betaken after considering non-
cost factors, likeeffect of shutdown on plant, fear of losing themarket, effect on
relationship with workersand suppliers, etc.

Permanent Shutdown: So far as permanent closing down of business is
concerned, suchadecisionisadrastic step and should betaken only wheninthe
long run, the business does not expect to earn asufficient return to cover therisk
involved. Inother words, inthelong-run, selling pricemust not only cover thetota

cost but should aso giveareasonablereturn on the capital empl oyed.
13.3.6 Levd of Activity Planning

Tounderstand the concept of decison makingintermsof leve of activity planning,
theconcept of differentia cost needsto beintroduced. Differentia cost andysisis
aspecia techniqueto help management in decision making which shows how
costsand revenueswoul d bedifferent under different alternative coursesof action.
Itisobtained by subtracting the cost of one alternativefrom the cost of the other
dternative. For example, when management isconsidering achangeintheleve of
production, differential cost will be calcul ated by substracting the cost at lower
leve of production fromthat of ahigher level.

Determination of the Optimum Leve of Production

Theoptimum leve isthat level of production where profit isthemaximum. In
order to arriveat adecision of thistype, thedifferentia costsare compared with



incrementa revenueat variousleve sof output. Solong astheincrementa revenue M,’i‘/l”;rg?g i;' g::f r?f
exceedsdifferentia costs, itisprofitabletoincreasetheoutput. But assoon asthe g a
differential cost equalsor exceedsincrementa revenue, itisno moreprofitableto

increasethevolumeof output.
NOTES

[Hlustration 13.7: A company has a capacity of producing 1,00,000 units of a
certain product in a month. The sales department reports that the following
schedule of sale pricesis possible:

\olume of production Selling price per unit
At 60% capacity 60,000 units 090
At 70% capacity 70000 units 080
At 80% capacity 80,000 units 0.75
At 9% capacity 90,000 units 067
At 100% capacity 1,00000 units 061

Variable cost of manufactureis 15 paise per unit and tota fixed cost ¥40,000.

Prepare a statement showing incrementd revenue and differentid cost of eech
stage. At which volume of production will the profit be maximum?

Solution:
Satement of Differential Cost and I ncremental Revenue
Units  \Variable o Total  Differential Incre-
Capacity of cost cost cost cost Sales mental
output @ ¢0.15 revenue
4 4 4 4
4 4
60% 60,000 9,000 40,000 49,000 — 54,000 —
70% 70,000 10,500 40,000 50,500 1,500 56,000 2,000
80% 80,000 12,000 40,000 52,000 1,500 60,000 4,000
90% 90,000 13,500 40,000 53,500 1,500 60,300 300
100% 1,00,000 15,000 40,000 55,000 1,500 61,000 700

At 80% volume of production, profit is maximum. Thisis because at this
level, incrementd revenueis34,000 wheress, differentid cost is31,500, resulting
in additional profit of 2,500 (i.e., 4,000 — 1,500). After 80% level, differential
cost exceeds incrementa revenue thereby resulting in aloss.

Check Your Progress
4. What should the selling price befixed according tointhe short run under
normal circumstances?

5. Listthenon-cost factorsthat should be considered whilemaking adecision
on make or buy acomponent.

6. When doesthe problem of selecting aprofitablemix of salesarise?
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13.4 ANSWERS TO CHECK YOUR PROGRESS
QUESTIONS

1. Everyrationd decision making process beginswith theidentification of the
problem.

2. To discharge the function of evaluation of aternatives effectively, a
management accountant needsto possess knowledge about anumber of
toolsand techniqueslikeprofit planning, capital budgeting, risk techniques,
linear programming, decision tree and forecasting techniques.

3. Relevant costsand revenues should havethefollowing two characteristics:
Thecostsand revenuesmust relateto thefuture; and
They must differ among different coursesof action.

4. Intheshort run, the selling price may haveto befixed bel ow total cost but
it should be abovevariable cost. In other words, the selling price may be
temporarily fixed a margina cost ply contribution basisand theamount of
contribution depends upon demand and supply, acuteness of competition,
non cost factorsetc.

5. Whilemaking adecision on makeor buy acomponent, thefollowing non-
cost factors should a so be considered:

a) Assurance of continued supply, if bought from outside
b) Assuranceof quality of the product by the supplier
¢) Assuranceof no priceincrease during the period of agreement

6. Theproblem of sdectingaprofitablemix of sdesarisesonly whenabusiness
enterprisehasavariety of product linesand each making acontribution of
itsown.

13.5 SUMMARY

- Decision making being one of thebas ¢ functions of amanager takesplace
at every level intheorganization.

- Decisonmakingisthe processof making choicesbetween dternative courses
of action.

- Thesystematic approach in decison making consstsof thefollowing steps:
identification and analysis of the problem, identification of alternatives,
evaudtion of dterndtives, selection of andternative, detailed planfor carrying
out of theadternative; and eval uation and control.

- When management makesdecisions, it hasto concentrate on relevant costs
and relevant revenues. Therelevant costsand revenues arethose expected
future costs and expected future revenues that differ under different
aternative courses of action being considered.



- Although prices areregul ated more by market conditions of demand and M,’:‘A”ag?f ggs? of
supply and other economic factorsthan by the decisionsof themanagement, arainer -osing
the management whilefixing priceshasto keepin view thelevd of profit
desired. Such conditions may be like the following: under normal
circumstances, intimes of competition and/or trade depression, additional NOTES
bulk orders, and pricing of export sales.

- Margina cost analysisrenders useful assistancewhen adecision hasto be
taken by the management on whether a component part should be
manufactured internally or purchased from an outsidefirm.

- Thetechniqueof marginal costing hel psthe management in determining the
most profitable salemix, choosing from amongst aternative methods of
production or deciding whether shutdown decisionsmust betaken.

13.6 KEY WORDS

- Decison making: Itistheprocessof making choicesbetween dternative
coursesof action.

- Cost factorsor quantitativefactors: It refersto thosefactorswhich can
be quantifiedin monetary terms.

- Non-cost or qualitativefactors: It refersto thosefactorswhich cannot
be expressed in monetary termswith accuracy.

- Salesmix: It denotesthe proportion inwhich various productsare sold or
produced.

13.7 SELF ASSESSMENT QUESTIONS AND
EXERCISES

Short-Answer Questions
1. Write short notes on therelevant costs, rel evant revenues, cost and non
cost factorsin decision making.
2. What isthe sdlection of asuitable method of production?
3. Briefly explaintheplant shutdown decisions.
4. How isthelevel of activity planning decision made?

Long-Answer Questions
1. Explainthestepsinvolved inthe processof decision making.
2. Describetheconditionswhich affect the pricing decisions.

3. Examineindetail the considerationsto bemadein makeor buy decisions.
4. Assessthemix of sdledecision.
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5. A company producing 24,000 units provides you the following information:

F
Direct material 1,20,000
Direct wages 84,000
Variable overheads 48,000
Semi-variable overheads 28,000
Fixed overheads 80,000

Total cost 3,60,000

The product is sold at 20 per unit.

The management proposes to increase the production by 3,000 units for
sdesintheforeign market. It is estimated that the semi-variable overheads
will increase by 31,000. But the product will be sold at ¥14 per unitin
the foreign market. However, no additional capital expenditure will be
incurred. The management seeks your advice as a cost accountant. What
will you advise them?

7. XY Ltd manufactures auto parts. The following costs are incurred for
processing 1,00,000 unitsof acomponent:

Direct materia cost 35 lakh
Direct labour cost 38 lakh
Variable factory overheads 36 lakh
Fixed factory overheads 35 lakh

The purchase price of the component is¥22. The fixed overheads would
continue to be incurred even when the component is bought from outside
athough there would be reduction to the extent of 2 lakh.
Required:
(1) Should the part be made or bought, considering that the present facility when
released following a buying decision would remain idle?

(@ In case the released capacity can be rented out to another company for
31,50,000, what would be the decision?

8. A multi-product company providesthefollowing costsand output datafor
thelast year.

Products

X Y z
Salesmix 40% 35% 25%

3 3 3
Selling price 2 Y] 0
Variable cost per unit 10 15 18
Total fixed cost %1,50,000
Total sales 35,00,000



The company proposes to replace Product Z by Product S. Estimated
cost and output data are:

X Y S
Salesmix 50% 30% 20%
3 3 3
Sdling price 20 5 2
Variable cost per unit 10 15 14
Total fixed cost 31,50,000
Total sales 35,00,000
Analyse the proposed change and suggest what decision the company
should take. (ICWA Inter)
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UNIT 14 BREAK-EVEN ANALYSIS

Sructure

14.0 Introduction
14.1 Objectives
14.2 Break-even Meanings and Assumptions
1421 Algebraic Cdculation
1422 Chart and Graph
14.3 P/V Ratio and Margin of Safety
14.4 Advantagesand Limitations of Marginal Costing
14.5 Differentia Costing
14.6 Answersto Check Your Progress Questions
14.7 Summary
14.8 Key Words
14.9 Self Assessment Questions and Exercises
14.10 Further Readings

14.0 INTRODUCTION

Cost-volume-profit andysis (CVPanalyss) isan extens on of the principlesof
marginal costing. It studiestheinterrel ationship of threebasic factorsof business
operdions.
(@ Cost of production
(b) Volumeof productior/sales
(c) Profit
Thesethree factorsareinterconnected in such away that they act and react on
oneanother because of causeand effect relationship amongst them. Thecost of a
product determinesits selling price and the selling price determinesthelevel of
profit. Thesalling pricea so affectsthevolume of saleswhichdirectly affectsthe
volumeof production and volume of productioninturninfluencescost. In brief,
variationsin volumeof production resultsin changesin cost and profit. CIMA
London has defined CVP analysis as, ‘the study of the effects on future profits of
changes in fixed cost, variable cost, sales price, quantity and mix.’
Anunderstanding of CVP analysisisextremely useful to managementin
budgeting and profit planning. It explainstheimpact of thefollowing on the net
profit:
(@ Changesinsdlingprices
(b) Changesinvolumeof sdes
(¢) Changesinvariablecost
(d) Changesinfixed cost



Infact, CVP andysishelpsin determining the probabl e effect of changein Break-Even Analysis
any oneof thesefactorsontheremaining factors.

Inthisunit, youwill study the concept of break-even anaysisindetail.

NOTES
14.1 OBJECTIVES

After going throughthisunit, youwill beableto:
- Explainthemeaning and assumptionsof break evenanaysis
- Describethe a gebraic and chart methods of computing break-even point
- ExaminetheP/V ratio and margin of safety
- Discusstheadvantagesand limitationsof margina costing
- Comparemargina and differential cost andysis

14.2 BREAK-EVEN MEANINGS AND ASSUMPTIONS

Break-even anadysi sisawidely-used techniqueto study the CVPreationship. It
isinterpretedin narrow aswell asbroad sense.

Initsnarrow sense, break-even andys sisconcerned with determining breek-
evenpoint, i.e., that level of production and saleswherethereisno profit and no
loss. At thispoint total costisequal to total salesrevenue.

When used in broad sense, bregk-even andysi sisused to determineprobable
profit/lossat any given level of production/sales. It isa so used to determinethe
amount of salesto earn adesired amount of profit.

Assumptions underlying Break-even Analysis

Thebreak-even anaysisisbased onthefollowing assumptions:
1. All costscan be separated into fixed and variable components.

2. Variable cost per unit remains constant and total variable cost variesin
direct proportion to thevolume of production.

3. Totd fixed cost remains congtant.
4. Sdling priceper unit doesnot change asvolume changes.

5. Thereisonly oneproduct or inthe case of multiple products, the salesmix
doesnot change. In other words, when severa productsarebeing sold, the
saleof variousproductswill awaysbein some predetermined proportion.

6. Thereissynchronization between production and sales. In other words,
volumeof production equasvolumeof sales.

7. Productivity per worker does not change.
8. Therewill beno changeinthegenerd pricelevel.

Self-Instructional
Material 269



Break-Even Analysis 14.2.1 Algebraic Calculation

Break-even point: The break-even point is the volume of output or sales at
whichtota costisexactly equal tosdes. Itisapoint of no profit andnoloss. This
NOTES istheminimum point of production at which total cost isrecovered and after this
point profit begins.
Thefundamentd formulato calculate bresk-evenpointis:
Total fixedcost ~ F

Bresk-evenpoint (inunits) = —————— — ==
Contribution perumit 55— Vv

. . Total fixed cost Fx5
Break-even point (inRupees) = ———————— = Sales = T+

Contribution

o Total fixed cost
or Break-even point (in Rupees) = S R

P/V ratio
Example: Followingdataisgiven:

Total fixed cost =%12,000

Sdlingprice =312 per unit

Variable cost =39 per unit
Thus

Contribution =S-V

=12 -9 =33 per unit
. C 3 =
P/V ratio = = —x 100 = —x 100 = 25%
S 12
. . . Fixed cost 12,000 = :

Bresk-evenpoint (inunits)= e 4,000 units

Total fixed cost

Bresk-even point (in%) e e Sales
- 12000 ., =%48,000
3
Also,
Bresk-even point (in%) = Tut;?i':;:;“—t = _%1;1143_0 — 248,000
Veification

Break-even point may beverified asfollows:
Total cost  =Fixed cost + Variable cost
Total cost  =3%12,000 + (4,000 units x 39)
=348,000
Thesalesvaueandtota cost at break-even point areexactly equal.
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Additional Calculations Break-Even Analysis
Inaddition to the cal cul ation of break-even point, the aboveformulacan also be
used in making certain additiona calculations. Theseare:

1. Caculationof profit at different sdlesvolumes NOTES

2. Cdculation of salesfor desired profit

3. Findingmissngfigures
Example Thefollowingdataisgiven:

Fixedcogt =3%12,000 (total)
Slingprice =312 per unit
Variablecost =39 per unit

Calculation of profit at different salesvolumes: What will bethe profit when
sales are (a) ¥60,000 (b) ¥1,00,000?

Py |
— = &0 0

42

P/V ratio=

|

(8 Whensdes =360,000
Contribution = Salesx P/V ratio
=360,000 x 25% = ¥15,000
Profit = Contribution — Fixed cost
=315,000 - ¥12,000 = X3,000
(b) Whensdes =31,00,000
Contribution =31,00,000 x 25% = ¥25,000

Profit =325,000 —¥12,000 =313,000
Cdculation of sdlesfor desred profits Continuing thesamefigures, what will
betheamount of salesif itisdesired to earn aprofit of (a) ¥6,000; (b) ¥15,000?

Fixed cost + Desired profit

Salesfordesred profit = B7V ratio
@ _ 312,000 +36,000 _ 75 500
25%
12,000 + ¥15,000
(b) = =31,08,000

Cdculationof missingfigures

Example:
Gven:  Break-evenpoint =330,000
Profit =31,500
Fixedcost =36,000 _
. . Self-Instructional
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Solution:
Contribution = Fixed cost + profit
=%6,000 +31,500 =37,500
Fixed cost

Break-evenpoint = ———— « Sales

Contribution

b, 000
?:30,000 = m x Sales
7,500
= == = ¥ 3] =¥37.5
Sdes % 000 30,000 = ¥37.500

. _ Contribution 7,500
PVrallo = == ==X 100~ 25

Variablecost =100 -P/V ratio
Variablecost =100 —20% = 80% (of sales)
\ Variable cost (80% of sdes) = 337,500 x 80% = 330,000
Variable cost at break-even sales = 330,000 x 80% = %24,000
Also, variable cost at Break-even sales= 30,000 — Fixed cost
= 30,000 - 6,000 = X24,000.

< 100 = 20%

Example:
Sdes =4,000 units @10 per unit
Break-even point = 1,500 units
Fixed cost =%3,000
What istheamount of (a) variable cost; and (b) profit?

Solution:

Fixed cost

Break-even point (inunits) =

Contribution per unit

3,000

Contribution per unit

1,500 =

o _ 3,000
Contribution per unit = 1,500 anits — 2
(@) Variablecost = Selling price — Contribution
=310 -32 =38 per unit
Contribution at sales of 4,000 units =4000 units x ¥2=38,000
(b)  Profit = Contribution — Fixed cost
=38,000 — 3,000 = 35,000



Example:

Given:
Fixed cost %8,000
Profit earned 32,000
Break-even sales 340,000

What istheactual sales?
Solution:
Contribution at break-even point isequal tofixed cost.

i e C 8000
Thus P/V ratio= ¢ = =2

Actual Sales = Fixed cost + Profit

P/V ratio

8,000 + 2,000 _ 10,000

= S 20 = 50,000
Example:
Sdlingprice —3 150 per unit
Variable cost -3 90 per unit
Fixed cost —36,00,000 (total)

What isthe break-even point?
What isthesdling priceper unit if break-even point is 12,000 units?

Solution:

B int Fixed cost
reak-even poin = — x " :

pO Contribution per unit
6,00,000 6,00,000

150-90 60

= 10,000 units

When break-even point is 12,000 units, contribution iscal culated asunder:
6,00,000

i | R, T —————
12,000 = Contribution

T6,00,000

= ———=%50
12,000 units

Contribution
C=S-V
50 =S-90
S =50+90
S =3140

Thus, salling priceis¥140 when break-even point is 12,000 units.
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14.2.2 Chart and Graph

Break-even chart isagraphic presentation of break-even analysis. Thischart
takesitsnamefromthefact that the point at which thetota cost lineandthesales
lineintersect isthe break-even point. A break-even chart not only showsthe bresk-
even point but also shows profit and loss at variouslevels of activity. Thus, a
break-even chart portraysthefollowinginformation:

(i) Break-even point—the point at which neither profit nor loss is made
(i) Theprofit/lossat different levelsof output
(iif) Therelationship between variable cost, fixed cost and total cost
(iv) Themarginof safety
(v) Theangleof incidence, indicating therate at which profit isbeing made

(vi) Theamount of contribution at variouslevelsof sales. (thiscan be shown
only on a specially designed ‘contribution break-even chart.”)

2B0 -

260 -
240 - «°
220- &5

200 -
180 -
160 -
140 -

Angle of
incidence
Break-even

Margin of
safety

!
i Variable cost

Cost and sales (T '000)

120 -] W v e
100 -
BO - | N
60 - |\I’g;3 i Margin
e Of —
40- safety Fixed cost
20 -
0-

2 4 6 8 10/12 14 16 18_{."20 22 24 26 28
B.E. sales Actual sales
Volume of sales (Units "000)

Break-even Chart

Angle of Incidence

Thisangleisformed by the intersection of salesline and total cost line at the
break-even point (see Fig. 14.1). This angle shows the rate a which profits are
being earned once the break-even point has been reached. The wider theangle,
the greater istherate of earning profits. Therefore, the am of management will
be to have as large an angle as possible.



The angle of incidenceis of particular importance in boom periods when Break-Even Analysis
sales are expanding. Taking in conjunction with margin of safety, therefore, a
large angle of incidence with a high margin of safety indicates and extremely

favourable position.
Pes NOTES

Construction of Break-even Chart
The principal stepsin the construction of a break-even chart are asfollows:

1. Select a scaleon X-axis: The X-axisisahorizontal baselinewhichis
drawn and spaced into equal distances to represent any one or more of
the following factors:

(i) Volume of output (units)

(i) Volume of output (in rupee value)
(iif) Volume of sales (units)
(iv) Volume of sales (in rupee vaue)
(v) Production capacity (in percentage)

2. Select scaleon Y-axis: TheY-axisisavertical line a the extreme | eft
of the chart which is spaced into equal distances. On this Y-axis, it is
usual to show cost and sales in rupee value.

3. Draw thefixed cost line: Thisisdrawn pardld to X-axis, starting from
an gppropriate point on Y-axis. For example, when fixed cost is< 30,000,
it will be plotted asis shown in Fig. 14.2.

4. Draw thetotal cost line: The variable cost is depicted in the chart by
super-imposing it on the fixed cost line. Thus atotal cost lineisdrawn
starting from the point on the Y-axis which represents fixed cost. For
example, when tota variable cost is< 50,000 (fixed cost being *30,000),
atota cost lineis drawn from X 30,000, the fixed cost point of Y-axis,
to the “80,000 cost point on the right side of the Y-axis. This is shown
inFig. 14.3.

5. Drawn the salesline: Thisline starts from the O point at the |eft (the
intersection of X-axis and Y-axis, where there is no production at a nil
cost) and extends to the point of maximum or any other sales value.
Further assuming sales X 1,00,000 (Fixed cost ¥ 30,000, variable cost
% 50,000), the sales line will be drawn from O point at the left to the
¥ 1,00,000 point on theright Y-axis. Thisisillustrated in Fig. 14.4.

The sdeslineintersectsthe tota cost line a bresk-even point representing
% 60,000 sales and outpuit.
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Fig. 14.1 Break-even Chart Seps 1, 2 and 3
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Fig. 14.2 Break-even Chart Sep 4
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Fig. 14.3 Break-even Chart Sep 5
[Hlustration 14.1:
Thefollowingdataissupplied:
Fixed cost < 40,000
Variable cost % 60,000
Sdes % 1,40,000
Sales/production 1,40,000 units

Draw a break-even chart.

Solution:

Cost and sales revenue (3I)

1,40,000
1,20,000 Py
\‘Z'GJI\\{\
1,00,000 P g
05\\\(\
M\
80.000 Break-even ‘W\ia;(/
! point \] /]’
70,000 R SR —— o ;
ariable cos
60,000 ]
=
40,000 4= 3
20,000 Fixed cost
O W
20,000  [60,00070.000| 100000 140,000
40,000 80,000 1,20,000

Volume of sales (units)

Fig. 14.4 Break-even Chart
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The break-even point in the above break-even chartisat ¥70,000.
Thisisverified by thefollowing cdculations:

Fixed cost

Break-even point———>"_x Sales

Contribution
Contribution=S-V
=31,40,000 - 360,000 =380,000

40,000

Break-even point= 80,000

x 1,40,000 =X70,000

Contribution Break-even Chart

Thisisandternateform of bresk-even chart and showstheamount of contribution
at different levelsof output. In such charts, variable cost isdrawn first and fixed
cost issuper-imposed on the variabl e cost line. The shaded space between total
variable cost and sdeslinerepresentscontribution. ThisisshowninFig. 14.5with
theamountsof thelllustration 14.1.

1,40,000 -
1,20,000
&
e
& 1,00,000 Contribution
z margin
2 Break even
@ 80,000 point \l
T 70,000 S s I -
® ! Fixed|cost
~ 60,000 Wl
] ot -
c0 /
8 10\M
L~ | > \{‘/
@ T
40,000 G e
o \ec,o?’/
N \ia"\ab
20,000 - Variable cost
J/
v
g I, 40,000 470,000 1,00,000 1,40,000
20,000 60,000 80,000 1,20,000

Volume of sales (units)
Fig. 14.5 Contribution Break-even Chart
Analytical Break-even Chart

This type of break-even chart can be constructed to show greater details by
breaking down fixed and variable costsinto sub-classifications. Fixed costs, for
example, may bedivided into fixed factory overheads and fixed administration,
sdlling and distribution overheads. Similarly, variable costsmay beclassfied into



direct materids, direct |abour, variablefactory overheads, variableadministrative,
sdlling and digtribution overheads. Even profit areamay be subdivided, indicating
appropriation of profit to incometax, interest and dividend payments, reserves,
etc. Thistypeof break-even chart will appear asshowninFig. 14.6.

1. 400000
«* o-ﬁ-:’
1,20,000— Variable administration, selling 5 ¥
and distribution overheads ey
= Hﬁ‘-._\ﬁ
% |
1,00 000 o o de‘?:)u e 4\1\*
i
— .n\?-:‘e'
% 3\‘3\‘}u
2 80,000 ; 3
) Break-even Point
] — et
o _ay OV
- ‘_‘H‘-_;i-ur\j
"B =s188 8 & ATiALE
i 0 O o WE W L -'|H'l‘“"."
] - Al COF et
«) L 1.:" \
IE =i . .
P 40,000 Direct materials
o Fixed and administration, selling and
distrbution overhaads
0 000—
] Fixed factory overbaads
0 Volume of
I I I L | I | I I I I sabs (Units)

Volime of sales (units)

Fig. 14.6 Analytical Break-even Chart with Assumed Data

Profit-Volume Chart

Theprofit-volumechart or profit graph portraysthe profit and loss at different
levelsof sdesandisan dternative presentation of thefactsillustrated in the break-
even chart. Such achart can be constructed from the samebasi c datafrom which
abreak-even chart can be drawn.

Construction of Profit-Volume Chart

Thefollowing steps should betaken to construct aprofit-volumechart.

1. Sdect ascaleon horizontal axis: Thehorizontal axisinthe profit-volume
graph representssales. Thishorizontd line, known assdesline, dividesthe
graphinto two parts.

2. Select ascaleon vertical axis: Thevertical axis showsfixed cost and
profit.

Thefixed costsare market below the saleslineon theleft hand verticd line
and profit isshown abovethesaleslineontheright hand vertical line.
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Fixed cost (Y)

3. Plot fixed cost and profit: Pointsareplotted for the given fixed cost and

profit. These points are connected by adiagonal line which crossesthe
sdeslineat break-even point.

Example:  Fixed cost 35,000
Sales320,000 (1,000 units @320)
Variable cost 310,000 (1,000 units @3 10)
Calculations

S-V _ 20,000-10,000

Profit-Volumeratio=
S 20,000

% 100 =50%

Fixed cost _ %5,000
P/V ratio 50%

Break-evenpoint = =310,000

Profits=S - F -V =20,000 - 5,000 — 10,000 = %5,000

8,000 8,000
-
— - 6,000 3
- 5,000 =
A
T - 4,000 —

2000 Breakl-even ot Profit — 2,000

point \
0 | | 0

15,000 20,000
Sales (%)

Margin of safety

Fig. 14.7 Profit-Volume Chart

1. Definebreak-even analysisinthe narrow sense.
2. What doestheangle of incidence show?

Check Your Progress




14.3 P/V RATIO AND MARGIN OF SAFETY

The profit/volumeratio, better known as contribution/salesratio (C/Sratio),
expressestherel ation of contribution to sales.

. . g Contribution C 5-V

=PVratno= ——= — =
Symbolicdly, P/V rétio ratio e = 5
By transposition, wehave

(i) C=SxP/V ratio

R -
(”) S= P/V ratio

Example:
Sdes =3%10,000
Variablecost = 38,000
Then PV ratio :i€:5‘cz1ﬂmm—31mn_zﬂm1_g

5 5 10,000 10,000 10

When expressed in percentage, P/V ratio= x 100 = 20%.

When P/V ratioisgiven, the contribution can be quickly cal culated from any given
level of sales. In the above example, if only sales and P/V ratio were given,
contribution could becal culated asunder:

C =SxP/Vratio

C =10,000 x 20% =%2,000

P/V ratio may a so be computed by comparing the changein contribution

to changein sales(or changein profit to changein sales.) Any increasein profit
will meanincreasein contribution becausefixed costsare assumed to remain
congtant at dl levelsof production. Thus:

Change in confribution Change in profit

P/V ratio =

Change in sales Change in sales
Example:
Year Sdes Net Profit
4 4
01 20,000 1,000
2012 22,000 1,600
Change in profit 1,600 -1, 000 600
P/Vratio= — - E aim e KM x 100 = 30%
Change in sales 22,000 - 20,000 2, 000
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Usesof P/V ratio

P/V raioisoneof themost important ratiosto watch in business. Itisan indicator
of therateat which profitisbeing earned. A high P/V ratioindicateshigh profitability
andalow ratioindicateslow profitability inthebusiness. Theprafitability of different
sections of the business such assales areas, classes of customers, product lines,
methods of production, etc., may ad so be compared withthehep of profit-volume
ratio. TheP/V ratioisaso used in making thefollowing typeof calculations:

(@ Cdculation of break-even point
(b) Cdculationof profit at agivenlevd of sdes
(c) Cdculation of thevolumeof salesrequired to earn agiven profit
(d) Calculationof profit when margin of safety isgiven
(e) Cdculation of thevolume of salesrequired to maintainthe present leve of
profit, if saling priceisreduced
Improvement in P/V Ratio

AsP/V ratioindicatestherateof profitability, any improvement inthisratio without
increaseinfixed cost would resultin higher profits. Asanoteof caution, erroneous
conclusions may be drawn by merereferenceto P/V ratio. therefore, thisratio
should not beusedinisolation.

P/V ratioisthefunction of salesand variablecost. Thus, it can beimproved
by widening the gap between sales and variabl e cost. This can beachieved by:

(@ Increasingthesdlingprice

(b) Reducingthevariablecost

(¢) Changingthesadesmix, i.e., selling more of those products, which
havelarger P/V ratio, thereby improvingtheoveral P/V ratio.

Margin of Safety

Margin of safety may be defined asthe difference between actud salesand sales
at break-even point. In other words, it isthe amount by which actual volume of
salesexceedsthe break-even point. Margin of safety may beexpressedin absolute
money termsor asapercentageof sales. Thus,

M/S = Actual sales — Break-even point



Example:
Company X Company Y
Actual sales ¥1,20,000 60,000
Less: Break-even point T40.000 40,000
Margin of safety TRO.000 20,000
Margin of safety as a % of sales 80.000 20000 -
— x 100 % 100
1,20,000 60,000
g
Z, 1
bb—""0 a4 ta
3 33 3"

Thesize of themargin of safety indicates soundness of abusiness. When
margin of safety islarge, it meansthe business can still make profitseven after a
seriousfal insdes. Insuchagtuation, the businessstands better chance of surviva
intimesof depression.

A largemargin of safety usually indicateslow fixed costs. When margin of
safety islow, any loss of salesmay beamatter of aseriousconcern.

Margin of safety isdirectly related to profit. Thisisshown below:
Profit =Margin of safety x Profit/volumeratio
P =M/SxP/V ratio
Thus M/S = L
P/V ratio
If profitis10% and P/V ratiois40%, then

10%
= = 250
M/S = =25%

When actual sales are given—
Profit =M/Sratiox P/V ratio x Actual sales
When profitisnot known but M/Sisknown, then

P =M/Sx P/V ratio
P = 25% x 40% = 10%
[llustration 14.2:

Calculate margin of safety in each of thefollowingindependent Situations:
(i) Break-even point 40%, Actual sales340,000
(i) Actual sales—40,000 units, Break-even point 25,000 units
(iii) Break-even point—75%
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Break-Even Analysis (iv) PIV ratio 40%, Profit 35,000

(v) Contribution per unit 20, Profit 315,000
Solution:
(i) Marginof safety =Actual sales—B.E. Point
=340,000 - 40% = ¥24,000
(i) Marginof safety =Actual sales— B.E. point
=40,000 units — 25,000 units = 15,000 units
(i) Marginof safety = 100 — B.E. Point = 100 — 75% = 25%

NOTES

Profit _ 3,500

P/Vratio 40% — (87500

(iv) Marginof safety =

Profit _ 15,500
Contribution per unit 20%

(v) Marginof safety = =750 units

Improvement inM/S: Whenmargin of safety isnot satisfactory, thefollowing
stepsmay betakentoimproveit:

(8 Increasethevolume of sales; (b) Increasethe selling price; (c) Reduce
fixed cogt; (d) Reducevariablecodt; (€) Improvesdesmix by increasingthesdes
of productswithlarger P/V ratio.

The effect of aprice reduction is awaysto reduce P/V ratio, raise the
break-even point and shorten the margin of safety.

Thisisillugtrated on thefollowing page:
Example:

Suppose priceisreduced from 7510360, variable cost T50 per unit, fixed cost
10,000, caculatemargin of safety.
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Beforeprice After price
reduction reduction
T 2
Selling price per unit (S) 15 60
Variable cost per unit (V) 50 50
Total fixed cost (F) 10,000 10,000
Contribution (S - V) 25 10
P/V ratio 25 1 10 1
75 3 60 6
r _ 10,000 i 10,000
Break-even point | m i - ﬁ T 1/6
30,000 = 60,000
Actual sales (assumed) 75,000 75.000
M/S (Actual sales — B.E. Point) 75,000 — 30,000 75,000 — 60,000
= 45,000 15,000




[llustration 14.3:

TheP/V ratio of X Ltd. is50% and margin of safety is40%. The company sold
500 unitsfor ¥5,00,000% you arerequired to calcul ate.

(i) Breaker even point, and
(i) Salesinunitsto earn aprofit of 10% on saes.

Solution:
(i) Sales500 units @ 31000 =35,00,000
Break even point = Sales — Margin of safety
B.E. point =5,00,000 — 40% = ¥3,00,000
B.E. pointinunits =%3,00,000 + 1,000 = 300 units
(i) Salestoearn 10% profit onsales
Fixed cost =Salesat B.E. point x P/V ratio
=33,00,000 x 50% = ¥1,50,000
Variablecost = Sales — Fixed cost
= 3,00,000 - 1,50,000 =%1,50,000
Variablecost per unit =%1,50,000,300 units=3500.
Suppose number of unitsto be sold to earn 10% profit on sales=x
Thussales =FC. +V.C. + Profit

1000x = 1,50,000 + 500x + 100x
400x = 1,50,000
x = 1,50,000 + 400 = 375 units

Check Your Progress

3. What doesahigh P/V ratioindicate?
4. What arethewaysin which margin of safety may be expressed?

14.4 ADVANTAGES AND LIMITATIONS OF
MARGINAL COSTING

Thefollowing advantagesare claimed for marginal costing over total absorption
coding:

1. Helpin managerial decisons: Themost important advantage of margind

codingistheass sancethat it rendersto management intaking many va uable
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decisons. Information regarding margina cost and contributions provided
by margind costingfacilitatesmaking policy decisonsin problems, likefixing
salling pricesbe ow cost, makeor buy, introduction of anew product line,
utilization of spare plant capacity, selection of themost profitable product
miXx, etc. Thishasbeen discussedindetall later, in aseparate unit.

. Cost control: Greater control over cost ispossible. Thisisso because by

classifying costsinto fixed and vari able, the management can concentrate
more on the control of variablecostswhich aregenerally controllableand
pay lessattention to fixed costswhich may be controlled only by thetop
management and that too, to alimited extent.

. Simpletechnique: Marginal costing iscomparatively smpleto operate

becauseit avoidsthe complicationsinvolved in all ocation, apportionment
and absorption of fixed overheadswhichis, infact, arbitrary division of
indivisblefixed costs.

. Nounder and over-absor ption of overheads. Inmargind costing, there

isno problem of under or over-absorption of overheads.

. Constant cost per unit: Marginal costing takesinto account only variable

costswhich remainthesameper unit of product, irrespectiveof thevolume
of output. It therefore avoidstheeffect of varying cost per unit asit ignores
fixed costswhich areincurred on atimebasisand havenorelation with the
sizeof production.

. Realistic valuation of stocks: In marginal costing, stocks of work-in-

progress and finished goods are valued only at variable costs. Thusno
fictitiousprofits can arisedueto fixed cost being absorbed and capitalized
inunsold stock. Thisisbecausemargind costing preventsthecarry forward
in stock valuation of some portion of current year’s fixed costs. Stock
vauationinmargina cogting, is, thereforemoreredistic and uniform.

. Aidtoprofit planning: Toad profit planning margina costing technique

enables data to be presented to management in such away as to show
cost-volume-profit rel ationship. Graphic presentation in theform of bresk-
even chartsand profit-volume chartsare a so used to facilitate planning
future performance.

. Valuableadjunct to other techniques. Margina costingisavaluable

adjunct to standard costing and budgetary control.

Limitations: Themain Limitationsof marginal costing areasfollows:
1. Difficult analyss. Margina costingassumesthat al costscan beanalysed

into fixed and variablee ements. In practice however, it may bedifficult to



segregate all costsinto fixed and variable components. Certain costsare
caused purdly by management decisionsand cannot bedtrictly classified as
fixed or variable, e.g., amenetiesto staff, bonusto workers, etc.

2. Ignorestimefactor: By ignoring fixed costs, timefactor isa so ignored.
For instance, margina cost of twojobsmay beidentica but if onejob takes
twiceaslong to complete asthe other, thetrue cost of thejob taking longer
time ishigher thanthat of the other. Thisisnot disclosed by margina costing.
Production cannot be achieved without incurring fixed costsbut margina
cogting crestesanilluson tha fixed costshavenothing to dowith production.

3. Difficulty in application: Itisdifficult to gpply margina costing technique
inindustrieswherelarge stocks of work-in-progressarelocked up. Thusin
ship building or construction contracts, if fixed overheadsare not included
inthevaluation of work-in-progress, there may belosses each year, while
onthecompletion of contracts, theremay be huge profits. Such fluctuations
inprofitscan beavoided if total absorption costing isemployed.

4. Less effective in capital-intensive industries: In capita-intensive
industries, the proportion of fixed costs (like depreciation, maintenance,
etc.) islarge. Themargind costing technique, which ignoresfixed cogt, thus
proveslesseffectivein suchindustries. With theincreased automationin
industries, marginal costingis, therefore, left with alimited scope.

5. Impraoper basisof pricing: Wherepricesarefixed by competition, margind
costing givestheimpression that solong as prices exceed margina cost,
productionisprofitable. It ignoresthe danger of too much saesbeing made
at margina cost or margina cost plussomecontribution asit may resultin
overall losses. Although in certain circumstances product may be sold at
lessthantota cogt, pricesinthelong run must cover total cost asotherwise
profit cannot be earned.

14.5 DIFFERENTIAL COSTING

Asyou havelearnt inthe previousunit, differentia cost isthedifferencein cost
between oneaternativeand another. It isobtained by subtracting the cost of one
dternativefromthe cost of theother aternative. For example, when management
isconsderingachangeintheleve of production, differentid cost will beca culated
by substracting thecost at lower level of production from that of ahigher level.
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Example:
Alternative Alternative Differential
I I cost/revenue
Output (units) 5,000 7,500 2,500
i 4 4
Materias 20,000 30,000 10,000
Labour 6,000 9,000 3,000
Variable overheads 4,000 6,000 2,000
Fixed overheads 5,000 6,000 1,000
Total cost 35,000 51,000 16,000
Sdes 50,000 70,000 20,000

Thus, inorder to produce additional 2,500 units, additional costis316,000
(i.e,51,000-35,000). In other words, differential cost for 2,500 units is ¥16,000.
It should be noted in thisexamplethat if additional output doesnot involve any
additional fixed cost to beincurred, thedifferential cost will beequal to margina
or variablecost. Thus, when fixed costsremain constant, thedifferential costis
synonymouswith thevariable costs of producing the n-units. It isfor thisreason
that differential costissometimesreferred to asmarginal cost.

Sometimestheterm incremental cost isalso interchangeably used with
differential cost. Thereaders should notethat incremental cost actually means
only anincreasein cost from onealternativeto another. Inthe aboveexample, it
costs51,000 to produce 7,500 units and ¥35,000 to produce 5,000 units, the
incremental (and differentia) cost of producing additional 2,500 unitsis316,000.
Inthe sameway, differential cost may bereferred to adecremental cost, were
decreasein output isbeing considered.

Incremental Revenue: Differenceinrevenueof two aternativesistermed as
incrementd revenues. Indifferentid cost analys's, decisonsaretakenonthebasis
of comparison of differential cost with incrementa (or decremental) revenue. An
dternativeisconddered profitablewhenincrementd revenueismorethandifferentia
cod. Intheaboveexample, differentid cost is316,000 whereasincrementd revenue
1520,000. Thismeansalternativell produces additional profit of ¥4,000(i.e.,
20,000 - 16,000) and is thus, acceptable.

Differential Cost Analysis vs Marginal Costing

Differential cost may be synoymouswith marginal cost. Infact, the theory of
margind costingisonly apart of themore comprehensivetechniqueof differentia
cogting. Thesetwotechniquesaresimilar in somerespectsbut dso differincertain
other fields. Thepointsof smilarity and differenceare summarized bel ow:



Similarities: Thesetechniqueshavethefollowing smilarities: Break-Even Analysis

1. Boththetechniquesare based on the classification of costsinto fixed and
variable. When fixed costsdo not change, thedifferentia cost and margina
cost arethe same.

2. Bothdifferentid costingand margind cogting aretechniquesof cost andysis
and presentation.

3. Boththetechniquesare used by the management in decision making and
formulating policies.

Differences. They havethefollowing differences:

1. Thetechniqueof margind costing excludesall fixed costsfromitsanayss,
whereas, differential cost analysisincludesidentifiableor traceablefixed
costs. (Identifiablefixed costsare thosewhich change between dternatives
sgncetheseareidentifiablewith specific dternatives).

2. Margina costsmay beincorporated into theforma accounting sysemwhile
differential costsareworked out separately for reporting to management
for making specificdecisons.

3. Inmargind costing, contribution, P/V ratio, key factors, etc., arethemain
yarddticksfor evauation of performanceand making decisons. Indifferentid
cost analysis, ontheother hand, comparison ismade between differential
cost andincremental revenuefor decision-making purposes.

4. Differentid cost analysiscan bemadein the case of both absorption costing
aswell asmargina costing.

NOTES

Check Your Progress

5. Why isit saidthat thereisredlistic va uation of stocksin margind costing?
6. What isincrementa revenue?

14.6 ANSWERS TO CHECK YOUR PROGRESS
QUESTIONS

1. Initsnarrow sense, breek-even analysisisconcerned with determining breek-
evenpoint, i.e., that level of productionand saleswherethereisno profit
and noloss. At thispoint total cost isequa tototal salesrevenue.

2. Angleof incidenceisformed by theintersection of saleslineand total cost
line at the break-even point (seeFig. 14.1). Thisangle showstherate at
which profitsare being earned oncethe break-even point hasbeen reached.

3. AhighP/V ratioindicateshigh profitability.
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4.

5.

6.

Margin of safety may be expressed in absolute money terms or as a
percentage of sales.

In marginal costing, stocks of work-in-progress and finished goods are
valued only at variable costs. Thusnofictitiousprofitscan ariseduetofixed
cost being absorbed and capitalized in unsold stock. Thisisbecausemargina
costing preventsthe carry forward in stock val uation of some portion of
current year’s fixed costs. Stock valuation in marginal costing, is, therefore
moreredisticand uniform.

Differenceinrevenueof two dternativesistermed asincrementa revenues.

14.7 SUMMARY

- Cost-volume-profit (CVP) anaysisor break-even analysisisapowerful

tool of profit planning based onmargina costing approach.

- CVPanalysis is ‘the study of the effects on future profits of changes in fixed

cost, variable cost, sales price, quantity and mix.’

- Break-evenpointisthat level of saleswherethereisno profit and noloss.
- Break-evenanadys s can be performed with thehel p of dgebraic formulae

or by graphic presentationin break-even charts.

- PIV ratio hel psin ca cul ating the break even point and also cal culation of

salesfor achieving desired leve of profit, etc.

- Thedifferencebetween actua salesand bresk-even salesismargin of safety.

A largemargin of safety indicatesthat the business can still make profit
whenthereisaseriousfall initssaes.

- Thefollowing advantages are claimed for marginal costing over total

absorption costing: it hel psinmanagerid decisons, cost control, isasimple
technique, thereisno under and over-absorption of overheads, aidsprofit
planning and isavaluable adjunct to other techniques.

- Themaindisadvantagesof margind costing areasfollows difficult andyss,

ignorestimefactor, difficulty inapplication, islesseffectivein capitd-intensve
industries, and isimproper basisof pricing.

- Differentid costisthedifferencein cost between onedternativeand another.

Itisobtained by subtracting the cost of onedternativefrom thecost of the
other dternative.

- Differential costingand margina costing are s milar in somerespectsbut

adsodiffer incertain other fidds.
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14.8 KEY WORDS

- Profit/ivolumeratio: It expressestherelation of contributionto sales.

. Margin of safety: It may be defined as the difference between actual NOTES
salesand salesat break-even point.

- Differential cost: Itisthedifferencein cost between onedternativeand
another.

- Incremental revenue Itisthedifferencein revenue of two alternatives.

149 SELF ASSESSMENT QUESTIONS AND
EXERCISES

Short-Answer Questions

1. Listtheassumption of break-even analysis.
2. Briefly explain thea gebraic computation of break-even point.

3. What are the uses of P/V ratio? How can improvement in P/V ratio be
achieved?

4. What ismargin of safety? How isit calculated?
5. Comparethesimilaritiesand differencesbetween marginal and differentid
costanaysss.
Long-Answer Questions

1. Describethe construction of break even and profit volumecharts.
2. Explaintheadvantagesand limitationsof margina costing.

3. HaryanaTractorsLtd haveaningalled capacity of 5,000 tractorsper annum.
They arepresently operating at about 35 per cent of installed capacity. For
the coming year, they have budgeted asfollows:

Production/sales 4,000 units
Costs: X (crores)
Direct materids 8.00
Direct wages 0.60
Factory expenses 0.80
Adminigrativeexpenses 0.20
Sdlingexpenses 0.20
Profit 1.00
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Factory expensesaswell asselling expenses are variableto the extent of
20 per cent. Calcul ate the break-even capacity utilization percentage.

4. State briefly the effect of the following on break-even point and profit—
volumerdio:
() Reductioninvariablecostratio
(i) Increaseintotal fixed cost
(iii) Increaseinpriceof the product
(iv) Increaseinquantity of sales
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