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UNIT 1 MANAGEMENT ACCOUNTING "

Structure

1.0  Objectives

1.1.  Introduction

1.2 Division of Accounting

1.2.1. Financial Accounting
1.2.2. Cost Accounting

1.2.3 Management Accounting

NOTES

1.3  Meaning and Definitions

1.4  Nature or Characteristics of Management Accounting

1.5 Scope of Management Accounting

1.6  Functions or Objectives of Management Accounting

1.7  Tools and Techniques of Management Accounting

1.8 Management Accounting Vs Financial Accounting

1.9  Limitations of Management Accounting

1.0 OBJECTIVES
After going through this unit student will be able to:

. Get an idea about different types of accounting.

. Define the meaning, nature and scope of management accounting.

. Get an idea about the different techniques of management
accounting.

. Structure how management accounting differ from Financial
Account,

1.1 INTRODUCTION

Accounting serves the purpose of providing financial informations
relating to activities of a business. Such information is provided to
Owners (shareholders), managers, creditors, investors, employees,

customers, bankers, and tax authorities. On the basis of types of

accounting information and the purpose, for which such information is

used accounting, may be divided into three categories.

(i)
(if)
(i)

Financial Accounting
Cost Accounting
Management Accounting

Self-Instructional Matérial 1
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1 FIHANCIAL ACGGUN | o
o cial Accounting is concerned wﬂh providing information
Financ such as shareholders creditors, financial analysts

rnal us[ﬁ;ilhﬂrmes ete. Financial Accounting is oriented towargs

'-n”imt ;m of financial statements, which summarise the results of

arati selected period of time and show the financial position of

the business at particular qaie. The inlfnrmallﬂn supplied by financis|

accounting is summarized in the following two statements at the eng o

the accounting period, generally one year.

Profit and Loss Account showing the net profit or Loss during the

Period

(b)  Balance Sheet showing the financial position of the firm at a poiny
of time.

1.2.2 COST ACCOUNTING

Financial accounting are unable to meet information needs aboyt
the cost structure of a product. Cost accounting as a tool of management
Provides management with detailed records of the cost relating to
products, operations and functions. Cost accounting refers to the process
of determining and accdmulating the cost of some particular product or
activity. The Institute of cost and Management Accountants, London,
defines cost accounting as “the process of accounting for cost from the
point at which expenditure is incurred or committed to the establishment
of its ultimate relationship with cost centers and cost units. In its widest
usage it embraces the preparation of statistical data, the application of
cost control methods and the ascertainment of the profitability of activities
carried out or planned.

1.23 MANAGEMENT ACCOUNTING

Management accounting may be defined as the application
of accaunting techniques for providing information designed to help
all levels of management in planning and controlling the activities of
a business enterprise and in decision making. According to the
Institute of chartered Accountants of England “any form of accounting
which enables a business to be conducted more efficiently” may be
to regarded as management accounting infarmation can help
managers identify problems solve problems and evaluate
performance. |

) '

ng?
the prep
operations fO1

(a)

—

1.3 MEANING AND DEFINITIONS

——

Inthe words of R. Anthony, “Management accounting is concermed

with accounting information that is useful to management’.
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The Instiute of Cost and \Works Accountants of India (IC WAI) has
defined management accounting as a system of colleciian and
presentation of relavant economic information relating to an e terprise
for planning, controlling and decision making

The characterized Institute of Management Accounting (CIMA)
of UK has gives a very comprehensive definition as follows:

"Management accounting Is an integral part of management

concerned with identifying, presenting and interpreting Informalion used
tor

{1 Formulating Strategy
Lild Planning And Controlling Activities
(1)  Decision Making
iv)  Optimizing the use of resources

/) Disclosure To Shareholders

vi)  Disclosure employees
(vi)  Safe Guarding Assels

These definitions make it clear that management accounting

plays a vital role in providing the necessary information to managers in

performing their functions of planning, controlling, organizing and decision
making.

1.4 NATURE OR CHARACTERISTICS OF MANAGEMENT
ACCOUNTING

1 Providing Accounting Information :- Management Accounting
based on accounting information which is derived from financial
and cost accounting records,

2. Useful In Decision Making — The essential aim of management
accounting is to assist management in decision making and
control. Itis concerned with all such information, which 2an prove
useful to management in decision making.

<f Technigue Of Selective Nature: - Management Accourting takes
into consideration only that data which include financial planning
and analys’, standard costing, budgetary control, marginal
costing etc.

4. Cause And Effect Analysis: - Financial Accounting is only confined
with finding out profit or Loss, but management Accounting goes
a further ahead. If discussed the cause and effect relationship in
management accounting. If there is loss in the organisation, then
find out the reasons for loss and what steps should be taken to

over come the loss. So the study of cause and effect relationship
is required in management accounting.

-‘-.rﬁ.l.llf:.'i'irh'lH I -'.-nn'Ji'r.lr.l_r

NOTES

Selfetnsirctional Material 3
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ment accounting IS INvolve

vith Future ; J
el ='~io:||[’:mking, it is rglated to forgcas! with the future, |y
with d'.,l,IT ning the future because decisions are always taken
helps In PiE not with the past’

for fulure course of aclion and
by management accounting

.. Information provided by
Internet Use: Info agement for Internet use. It s not

ely for use by man ;
is E:{G|I_15|"~"Crt?e5 ke shareholders; creditors, banks etc.
: , ting is a purely volunta
tional = Management ACCOUMT ' "
i‘:f%ﬁz ;:1:*.1 there is nG statutory obligation. Its adoption by any

firm depends upon its utility and desirability.

No Set Formals for information — Marlnagement ECCﬂUIﬂhn-g does
not provide information In 3 prescnhad pmfﬂrr_na like '_hal of
financial accounting. The form of prEEgntatmn .t::—f Ir'!furmal!gn Iaft
to management accountant who dEfmdes which E required to
management ir taking varnous decisions on the various aspecls

of the business.

= SCOPE OF MANAGEME

~edV _ Asmanage
= & | =9

given o pa

NT ACCOUNTING

1

nting is very wide and broad-based.

it

i i

considers alltypes ofinternal financial

services. Cost contro
aclivities are included in the scope 0

Scope of management accou :
not only includes financial accounting and cost accounting, butalso
controls, internal accounting, office

| and other control procedures. The following
¢ management accounting.

Financial Accounting Financial Accounting provides historical
information which helps management to forecast and plan its
financial activities for the future period. So foran effective and
successful management accounting, there should be a proper
and well designed financial accounting system.

Cost Accounting : Many of the techniques of cost control like
standard costing and budgetary control and techniques of profit
planning like marginal costing. CVP analysis, differential cost
analysis are used by management accounting.

Budgeting : Budgeting means expressing the plan, palicies
aqd goal of the enterprise for a definite period in future.
Dﬁfemr:rl targets are set for different departments. The
comparison of actual performance with budgeted figures will
give an idea to the management about the performance of
different departments. |

Cost control procedures : An

<RSI0 : Any system of management

I?If:?:vlir:grij h'mf.: rnrplete without effective cost control procedures
control, costcontrol, labour ¢o sdgetary contro

and variance analysis etc, PR SLEesion o
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Reporting : Foreffective and timely decislans, there should be
a system of prompt and intelliaent reporting to managerment, The
reports are presanted in the lorm of graphs, diagrams, index
number and other devices In ardar 1o make the Information mave
impressive and intelligent.

Internal Audit :- Management accounting Includes the internal
control methods like internal audit and internal check to plug loop
holes inthe financial system of the concern.

Tax Planning : In order to take advantage of various tax laws,
management accountant has to depend upan tax accounting 1o
minimise its tax liahilities and save more funds for the business

Interpretation : Management accounls employs various
techniques to analyse and interpret financial data to make it
understable and useable to the management.

Office Services :- Managemenl accounlant is expectsc 16
maintain and control office routines and procedures like filing,
copying communicating, electronic data processing and otner
allied services.

1.6

FUNCTIONS OR OBJECTIVES OF MANAGEMENT
ACCOUNTING

The main functions of managemernt accounting are —

Planning : Information and data provided by management
accounting helps management to forecastand prepare short-term
and long-term plans for the future activities of the business. For
doing this, the management accountant uses techniques of
statistics like probability, trend, study of correlation and regressian,
budgeting and standard costing, capital budgeting, marginal
custing and funds flow statement etc.

Organizing : The management accountant helps the
management in organizing the human and non-human resources
of the business by analyzing different functicns and assigning
specific responsibilities.

Co-ordination : The co-ordination among different departments
is essential for smooth running of the concern. While preparing
budgets for various departments like production, sale, purchase
etc. there should be full co-ordination, so that there is no
contradiction. '
Controlling: To control the performance of the organisation

management accountant uses standard costing, budgetary
control, accounting ratios, cash and funds flow stalement, cost

reduction programmes etc.

Wiirermitng A FFRFRIT R

NOTES
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statements and ratio analysls etc, it uitirnately halps the exacutives,
investors and creditors.

Historical Cost Accounting : Historical cost actounting
provides infarmation of each job, process and deparimont 1o the
management. The actual cost is comparad with the standard cost

and the variation helps the management in taking cost control in
future periad.

Standard costing: In standard costing costs are determined in
advance. Under this method comparisons are made detween
standard costs and actual costs and calculation of variance
indicates to management whether costs are under control or not,
A favourable variance occurs when actual costs are less than
standard costs, but an unfavorable variance shows a remedial
action to improve the performance.

Budgetary control : It is a powerful technique available to the
management for the purpose of cost control and maximization of
profits through the same. It enables the management to utilize
the available resources in the most profitable manner.

Marginal costing : The management accountant uses the
technique of marginal costing, differential costing and break even
analysis for cost control, decision making and profit maximisation.

Funds flow statement : Funds flow statement is a tecanique to
analyse the changes in the financial condition of a business
enterprise between two dates. [t gives an information where from
the funds are coming and how these are being used in the
business.

Cash flow statement ; Cash flow statement is an impaortant tool
of cash control because it summarizes sources of cash inflows
and uses of cash out flows of a firm during a particular period of
time, say a month or a year. It is a very useful tool for liquidity
analysis of the enterprise.

Responsibility Accounting,: Responsibility accounting is an
important information system. It reports information of actual and
planned performances, with variances, to managers at a time
when they need it for effective control and improved future
performance.

Decision Making : When different alteratives are there o do a
particular work, it is necessary lo select the best out of
alternatives. Management accounting helps the management
through the techniques of marginal costing, capital budgeting,
differential costing to select the best alternative which will

maximize the profitin the business.

Mt nl A cedrnimiing

NOTES
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Graphical techniques : Ma"ageman
arious statistical and graphical techniqueg ¢ t
the management in decision making, Thn
tment chart, linear programming, Staliﬁth;:;

11. Statisticﬁl and
Sl acc::::uﬂ!antusesu
that it may help
\echniques are Inves
- quality control elc.

NOTES Management Information system : Now-a-days it is ye,
12. e;;smrto racord and classify data, reporting tﬂ‘, management i
the development of electranic devices. E!anmng, organizing, e,
ordinating and controlling all are possible in the organisatio,

through management information system.

13, MANAGEMENT ACCOUNTING VS. FINANCIAL
ACCOUNTING

Financial Accounting and Management Accounting are two major
systermns of accounting information system. Both are involved with revenuyes
and expenses, assets and liabilities and cash flows. Though they have
similarities, but major differences between the two arises because they
serve different audiences. The main points of differences are

e

Basis Financial Accounting  Management Ac l::uunﬁn_g'
7. Purpose  Financialaccounting's Managementaccounting
purpose is to provide purpose is specifically to

financial statements that  assist managementin
will be meaningfulto any  planning and control.
invested parties l.e., share
holders, creditors and
bankers etc.

2. Users The people who use finan- The people who use
cial informations are prim- management accounting
arily extemal, thatis outside informations are inte mal

the organisation. that is inside the organisation.
3. Accounting Itis based on double entry Itis not based on double
Methods  systemforrecording entry system.
business transactions

4. Timeorien- The information that finan- Management accountant
tation cial accountants gather  deals with the future plan
relates primarily to the past and policies sometimes
or historical records. management relies on
the past records for
formulation of future policies-
5. Analysisof Financial accounting shows Management Accounting
costand  profitorloss of the business provides detailed inform-
| profit; asawhole. It does not show ation about individual P
! the costand profitof indi- ducts, plants departments
vidual products, processes or any other responsivifty
or d&gan'rhgnts ete. centres.

I
| 8 Self-tstructional Material
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8. Compulsion Ineach and every organis- Management accounting Mandgemeit AcCouning
ation the preparation of fin- is not compulsory, It s
ancial accounts is compul- only a service function and
sSOry. is halpful to management =R
In administration of the NOTES
business.
7. Statutory  Undercompany lawand. Management accounling
requirem- tax laws, financial account- is oplional though its
ents ing is obligatary to satisfy  utility makes it highly
vanous statutory provisions. desirable lo adopt it

8. Accounting Companies are required to Management accounting

standards prepare financial accounts is not bound by accounting
according to Accounting  standards, It may use any
standards issued bythe  practice which gives
Institute of Chartered useful information to the
Accountants of India (ICAl) management.

9. Precision Infinancial accountingonly In management accounting
actual figures are recorded no emphasis is givento
and thereis noroomfor  actual figures. As it relates
using approximate figures. tofuture plan so approximate

figures are considered.

10. Monetary  Financial accounting provi- Itincludes both monetary

andnon-  des information which can and non-monetary events.

monetary be measuredintermsof Forexp-information may

transactions money only. be expressed in terms of
rupees, units of quantity,
machine hours, labour
hours etc.

11. Period Infinancial accounts profit In management ccounting
and loss account are prep- reports are prepared, i.e.
ared for one accounting year these may be monthly,
and balance sheet is prep- weekly or even daily

. ared for a particular date. depending on managerial
requirements.

12. Publication Financial statements, that Management accounting

and Audit is profitand loss Alcand  statements are for intemal
Balance sheet are publis- use and thus neither
hed for general publicuse published for general
and also sent to share public use nor these are
holders. These are requi- required to be audited by
red to be audited by chartered accountants.
chartered accountants.

1.9 LIMITATIONS OF MANAGEMENT ACCOUNTING

The management accounting renders various services to .
management, stillit suffers from certain limitations.

Self-Insteuctionad Materiol 9
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orlcal data : Management accounting helpg
ing decisions for the future but is mainly
| data supplied by financial accounting angq
nanclal data is not reliable or accurage
will provide absurd result, '

Based on hist
management in mgk
hased on the histonca
cost accounting. If ﬁ_
management accounting
L ack of wide knowledge : For taking a sound decisiong
management must have knowledge on varous fields lika
m-.c:m{nhm , slatistics, geonomics, taxation arld_rﬂalhgma[icm
lechniques etc. Lack of knowledge on these subjects limils the

quality of management accounting.

Complicated approach : Management accounting provides
various accounting and non- accounting subjects for decision
making purpose. But sometimes management avoids this
complicated and lengthy course of decision making and makes
decisions based on intuition. This intuitive decision limit the
usefulness of management accounting.

Not a substitute of administration : The technigues suggasted
by management accountant are not substitute of good administration.
but a supplement to the sound management and administration.

Costly system : The installation of management accounting
system in an organisation is a costly affair and can be used by
big concerns only. Small concerns can not afford it suitably due
to this heavy cost.

Developing stage : Management accounting is not yet reached
a final stage and is in the process of development. This limits the
utility of this system to management in making perfect and correct
decisions.-

Biasness : The interpretation of information provided by
management accounting may be influenced by personal bias of
the interpreter of data. Personal prejudices and bias affect the
objectivity of decisions.

Resistance from staff : The existing accounting and
management staff may not welcome the introduction of
management accounting system. They look the system with
suspicion that it will add to their work and responsibilities.

QUESTIONS

Define management accounting explain its objectives.
What are the functions of management accounting?
Explain the nature and scope of management accounting.

In what respect management accounting differs from cost
accounting 7
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UNIT Il _FINANCIAL STATEMENTS

Structure
2.0 Objectives NOTES
2.1  Intreduction

2.2 Typesoffinancial statements

24 Limitations of Financial Statements
25  Meaning of analysis of financial statement
26 Ratio analysis

2.6.1 Introduction

2.6.2 Classification of Ratios

2.6.3 Tumover Ratios

2.6.4. Profitability Ratios

2.0 OBJECTIVES

After going through this unit student will be able to

. Define final statements

. |dentify the different types of financial statistics
. Know the limitations of financial statements.

. Define Ratio Analysis & its classifications.

2.1 INTRODUCTION

Accounting refers to the recording of various financial transactions
in the books of accounts which ultimately aims at preparing the ‘Financial
statements.” Financial statements consist of balance sheet, profit & loss
account and statement of changes in financial position in fi nancial
statements is useful to different categories of users of ﬁnar—cial data.
These are managers, shareholders, creditors, govemment, auditors and
other interest parties who are interested to know the profitebility and

financial position of a firm.

In the words of John N. Myer, “the financial stat.ements_ provide
a summary of the accounts of a business fenterprisa. the ba!anr.ne sheet
reflecting the assets, liabilities and capital as on a certain date and
the income statement showing the results of operation during a certain

' d result of
eriod.” Financial statements are prepared as on end result 0
gnancial accounting and the major sources of financial information of

an enterprise. Salf-bngtructional Marerial 11

_Julges
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e
; L. STATEMENTS

2.2 T_‘fF’ES OF FINANCIA | T
_ The term financial statements refers to two basic statemenys.

| Balance sheel
2 Profit and loss account

Other statements are:

3 Profit and loss appropriation account
4 Funds how statement
5. Cash flow statement.

Balance sheet

A balance sheet is an accounting statement prepared frop,
accounting balances at a given date. [t shows the financial position of
4 business by detailing the sources of funds and the utilization of thess
funds. Balance sheet communidates information about the assets
liabilities and owners equity for a business form on a specific date

Profit and loss account

Profit and loss.account reflects the results of operations for a
period of time. Itis a flow statement. It shows the summary of revenues
expenses and net income (or net loss) of a firm for a period of time. Sg
itis called the "score board" of the firms performance during a particular
period of time that is called one "accounting period.” Normally i is
prepared yearly basis.

Profit and loss appropriation account

: This shows how profit of a business is utilised for declaring
dividends, transfer to general reserve or other reserves etc. So this
account show the utilisation of profits earned by the company. The

balance of this account always shows a debit balance becauss
appropriation ¢an not be more than profits.

Funds Flow Statement

I‘:'unds flow statement shows the changes in the financial condition
of a business enterprise between the opening and closing balance shest
dates. It shows the various means by which funds were obtained during

a particular period and the ways to which these fu ed.It
shows two statements: nds were employ

i, Statement of changes in working capital.
il Statement of sources and application of funds.
Cash flow statement

A statement of changes in cash position between the beginning

and end of the accounting period is known as cash flow statement.
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focuses attention on cash changes only. It dascribes the inflow and outhiow
of cash.

—ee

2.3 IMPORTANCE OF FINANCIAL STATEMENTS

number of parties as given below
5

The Information given in the financial statemoent |s verry usaful 1o a

Owners: Tha ownere provide funds for the oparation of &
bosiness and they want 1o know whether thair funds are baing

propefy usiised or not Financial stalements nre propared o
satiely their curiosity

Creditors: Creditors include short term creditors like debantures
holders and financial Instilutions elc are Interasted in the
profitability because profit is viewed as the primary source for
payment of interes! on loans and debentures.

Investors: Prospactive investors who want 1o invest money in a
firm would like to know the future financial position of a concern.
They not only analyse the present financial position but also study
the future prospects and expansion plans of the concerm.

Employees: Employees are interested to know the financial

position of the concern, because the payment of bonus depends
upon the size of profit earned.

Government: Financial statements are used by various
govemnment departments like income tax, sales tax, excise duty
etc 1o determine the tax liability of the company. On the basis of
such financial statements the government determines tax policy,
import-export polity, industry policy etc,

Research scholars: Since, financial statements act as a mirror
of the financial position of a firm, these statements are of immense
help to the research scholar who wants to study the financial
soundness of a particular firm.

Consumers: Consumers are iglerested in the establishment of
good accounting control so that cost of production may be
reduced with the reduction of the prices of goods thay buy,

Purchaser of business: Any person interested in the purchase
of a going concern analyse the financial statements to determine
its real value. He can make an assessment of the strengths and
weakness of the business,

Trade associations: Trade associalions provide service and
protection to the members. Worker trade union analyse the
financial statements to prepare ground for collective bargaining,

to elaim bonus etc,

NOTES
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nanclal statements are precise, a:aﬂcl and final, ,,
fain limitations, These are:

Interim reports: Financlal staterments do not qeplﬂ the girge
position of a concern, The dala Is only given I approsim,
|.n;mrml. Tha exact data can only be known if the business s g

or closead.

Effect of accounting concepts and conventions: Var,, .
concept and conventions of accounting affect the values 4
assels and liabilities as shown in the balance sheel. Similay

profit or loss disclosed by P&L A/C is also affected by these
concepts and conventions. For exp, on account of the gojn
concern concept and also the convention of conservatism i
balance sheet does not show current economic values

various assets and liabilities.

Effect of personal judgement: Financial statements z-

influenced by the personal judgement of the accountant. Forex.
the amount of provision for bad and doubtful debts depencs

entirely on the judgement and past experience of the accountan:
Similarly, an accountant has also to make a judgement about the
method and rate of depreciation for fixed assets. The quaiity of
the financial statements thus depends upon the competence and
integrity of the accountant who are responsible for prepanng

these slatements.

Record only monetary transactions: Financial statements

Jecord only those items which can be expressed in terms of monsy.
But there are many factors which are qualitative in nature and
can not be expressed in terms of money. These non-monetary
factors do not find any place in the financial statements.

Historical in nature: Financial statements disclose data which
is basically historical in nature i.e. it tells what has happened 0
the past. These statements do not give future projections.

lgnores human resources: No business can prosper withoU!
an efficient work force. But financial statements do not includé
human resources which is a very important asset for a business:

Ignores social costs: Apart from earning a fair return o
Investments, a business has certain social responsibilities:

rhough fi
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Financial siatemants do not muke any attampl to show the social ¥ il Stofeasety
cost of its activities. Examples of scoial costs of a manufacturing

company are air pollution, water poliution, odeupational diseases

ele.

e S S N S R —— NOTES

2.5 MEANING OF ANALYSIS OF FINANCIAL STATEMENT

Analysis Is the process of critically examining in detail acizounting
information given in the financlal statements, Flnancial analysis is the
process of identifying the financial strength and weakness of tha firm by
properly establishing relationship between the items of the balanze sheet
and the profit and loss account. The purpose of financial analysis Is 1o
diagnose the information contained in financial statements so as to judge
profitability and financial soundnass of the firm. In the words of Myers
“Financial statement analysis is largely a study of relationship among
the various financial factors in a business as disclosed by a singjle set of
statements and a study of the trend of these factors as shown in a series
of statements.”

Objectives of financial analysis:
The main ocbjectives of financial analysis are:

I To know the present and future earning capacity or profilability of
the concern.

To assess the operational efficiency of the concern as a whole
and of its various parts or departments.

iii.  To find out short term and long-term solvency of the concermn for
the benefit of the trade creditors and debenture holders.

iv. To have a clear idea regarding the financial stability of a business
concerm,

V. To judge the solvency of the undertaking.
vi.  To know the real meaning and significance of financial dlata.
Methods of financial statement analysis:

Generally there are four methods which describe about the
financial statement analysis:

3 Comparative financial statements
2. Common size financial staterments
3.  Trend percentages

d.' Ratio analysis

Comparative Financial Statements

Comparative financial statements mean to compare the financial
position in between two er more periods. The statements of twe or more
years are prepared to show absolute data of two or more years, increases Self Insructionit Moteriol 15
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llustration: 2.1

1505 N absolute d
aralive glatements ca
position statemen

comparative Income Statement (or profit and loss Alg).

frorn the operation 0

or loss for a no of ye

ata in value and in terms of Percep,
n be prepared for both income gia
t or balance sheet,

income statement shows lhe net profit or net 13::55 feg
f a business for a definite period of time
e staternent is prepared 1o show the ne
ars in comparative form. By comp
incoma statement for two or more years, itis possible o Obge
the progress of a business.

Ap,

\ DF'.::ht

[ Fil’Lg
e

From the following information, prepare a comparative i“COmE

statement: ==
31.03.2003 (Rs.) 31.03.2004 (Rs,
Sales 10,00,000 8,00,000
Cost of goods sold 6,00,000 4,00,000
Adm, selling and distribution 2,00,000 1,40,000
eXPenses
Other incomes 40,000 20,000
Income tax 1,20,000 1,40,000
Solution
Comparative income statement for two year 2003 and 2004
Particulars Year Change |
2003 2004 Absolute % |
Sales 10,00,000 | B,00,000 | -2,00,000 | -20000"
Less-cost of goods sold 6.00,000 | 4,00,000 | -2,00,000 | -3333
Gross profit 400,000 [ 4,00,000 Nil Nl
Less-Operaling Expenses
Admn. Selling and dist. exp. | 2,00,000 | 140,000 | -60,000 | -30.00
Net operating profit 200000 | 260,000 60,000 30.00
Other Incomes 40,000 20,000 -20,000 | 5000
Net proft before loan 240,000 | 280000 40,000 16.67
I:Dsrst-lnmma Tax (50% of Net | 1,20,000 | 1,40.000 20,000 1667
it)
Net profit after Income Tax 1,20,000 | 1,40,000 20,000 'iE.E?_j

progressive outlook of the

following illustration.

Comparative Balance Sheet

This statement prepared on two or more different dates can be.
used for comparing assets and liabilities and to find out any increase of

decrease in these items. This facilitates the comparison of figures ¢!

two or more periods and provide necessary information which may e
usefulin forming an opinion regarding the financial condition as well &

concern. This will be more clear from (¢
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Giare — 2008 = '9%}:—::
Farticulars M, ____ [__% Df—nﬁﬂ*‘“—"‘;ﬂ-—%

e 8,00,000 | g
10,00,000 | 100,00 0.00
: | 4,00,000 | 5004

,' Soalns 00 HONL .
| L oss-cost af goodls sold i!gg:gﬂb 40.00 4,00,000 55'_6'[']"--,

GIro%s |1I'I!_"|1I[ ) - 4 o o ] BT - .
| ¢.Oparating EXpanses 2,00,09% '20.00 2,60,000 3280

'S Lipss £
e | Mol -_||-r‘.~r.I-||rll"| prt:-frl z.-l?jﬂ[‘:j?'j?]u 4.00 Eﬂ',ﬂﬂ'ﬂ 5 b
[ (Her Incomes e 1 S 250

I ::l'fuﬁ-'rlqlf;ll[hrr.'l'll'u faw 2.40,000 E‘i-ug %ﬂg.ggg i‘?u‘ﬂ

'I l Jncoma Tax (50% of 1,20,000 12.0 k. 50
Nt profit) | I B
; | 1,20,000 | 12,00 1,40,00 -—115_@%

| Mol 51.|u1|t after § o (I
Common Size Balance Sheel

In common size balance sheel, each item of a'ssetlll's_shgwn asa

tem of capital and liabilities is shown

percentage of tolal assets and gach | . L
a5 a percentage of total liabllities and capital. Both side of balance shee

s taken as 100 percent and each item appearing on assets and liabilities
<ide is shown as a proportion of the total of 100.

Ilustration: 2.4
Referto illustration 2.2 Acommon size balance sheet is prepared

as follows.
Common size balance sheet
Particulars 31" March 2003 31" March 2004 |
Rs. | % of total Rs. | %oftotall
Liabilities and Capital 0
| Equity share capital 4,00,000 46.40 6,00,000 57.03
Debentures 2,00,000 23.20 3.25.000 30.89
| Sundry creditors 2,55,000 29.58 1,17,000 11.13
Bank overdraft 7,000 B2 10,000 85
Total liabilities and capital | 8,62,000 100 10,52,000 100
Assets |
Plant and machinery 1,00,000 11.60 2,00,000 19.01 |
Land and bullding 3,60,000 | 41.76 | 540,000 | 51.33 |
Investments 2,70,000 31.32 1,70,000 16.16
Sundry debtors 1,00,000 11.60 88,000 B.37
Cash-in-hand 32,000 3.72 54,000 513
| Total Assets 8,62,000 100 10.52,000 100
Interpretation

In 2003 out siders liabilities is more than share holders, where
as in 2004 share holders is more than outsiders liabilities. Fixed
assets investment in 2004 is more than in 2003, So it is a good sign
%at; :hare holders fund invested more in fixed assets in 2004 than

Trend Percentages

Trend percentages is a technique of studying finan ents
_ Trend peroentages is a technique of studying financial statemer™
of a camgangl over a number of years. Under this method, 2

I8 Self-lnstructivial Material
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representative vear is selecled as the base year are assumad to be
100. Then the relationship of each item In the subsequent years |5
expressed as a percentage of the same item in the base year. This
means, when an item is expressed as 100 all other values exprassed in

terms of the base yearwill reflect in trend, upward or downward, in relation
to 100. Any year may be taken as the base, but generally starting or

initial year is taken as base year
Advantages:

Trend percentages is of immense use in making a comparative

analysis over a series of years.

It is easy to identify changes and interpret the same tecause
percentage figures disclose more than absolute figures.

ustration : 2.5

Calculate trend percentages from the following figures taking

1995 on the hase:

Year Sales Stocks | Profit before tax (PBT)

1995 1,881 708 321

1996 2,340 781 435

1997 2,655 816 458

1998 3,021 944 527

1999 3,768 1,154 672
Solution

The formula for calculating the trend percentages.

Current Year

Base Year X109
Year Sales Stock PET
85 100 100 100
2340 781 435
——x100=12440 —=100=110. itdeded =
a6 1531” ?DSI 0 0.16 321x1ﬂﬂ 135.51
2655 816 458
— —x100=1411 —x100=115. e =
a7 1BB1K 00 5 Tﬂ!ﬂx 00=115.10 312_1::100 142.6G8
3021 944 527
= ,1 —x100= A5 T, = .
a8 1331::19[] 160.6 ?UEH 133 321::10{] 164.18
3768 1154 672
9 100=200.32 100=162.76 —x100= :
9 1.531:: % % 321:: 00 =209.35

~ Sales and profit are showing a rising trend there by indicating a
smooth rate of growth of company over the years. It is important to note

Friipinmedonl  Kecifermiipits

NOTES

Self-tmstructionad Material 19
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that W
mora than {heé It

ol 1ha fotal cost 18
prn;mltrnntu

Fuic Ialn Lals and p

rofit are rising, rate of increase of PET
i ol qruMh in 5“'”‘5 This means that 'I:IUIIB 8 Qoo Pan
fixed In hature becauss total cost is nolincreasing i,
salps. The slock is also showing a rising trand

pyestions
y | statemants? What are inCluded i,

1

What do you meoarn by financia

thae financial mulmuunlri?
nature of financial stalemenis.

Discuss tha
and signifizance of financial statements i,

Discuss the ulility

3.
various parties inthe business concern.
4 Write the limitations of financial statements of 3 busines,
anterprise.
5. Explain the different lypes of financial statements analysis tha
can be madeina business concerm.
6. What do you understand by comparative financial statements?
How these statements are prepared?
o What is common-size balance sheet and income statemant?
Explain the technique of preparing common size balance sheat
Practical problems
1 From the following information, prepare a comparative income
statement:
2003 2004
Sales 4,00,000 5,00,000
Cost of goods sold 2,00,000 3,00,000
Administrative, selling expenses 1,00,000 70,000
Other income 20,000 10,000
Income tax 60,000 70,000
From the following balance sheet prepare: "
(a) Comparative balance sheet.
Common size balance sheet.

| )

Balance sheet

Liabilities 2003 2004 : s =

Enuity sh. 500,000 10,00,000 Fixed assels 400,000 1000,00

capital

Preferencesh 100,000 200,000 Investiment 3.00,000 100,000

capital

General reserve 1,00,000 200,000 Receivable 200,
Outstandj 0,000 C 00,000  4,00,000
mpenm"n BUN e OO0, Rnaoong 1,00,000  4.00,000

P&LAC .3&0 000 Cash the i

10,

1 e
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3. Fromthe following details construct atirtgrmants showing

(@)  Comparative changes In profit

(b)  Causes for changes in profi

2001 2004
Sales 5,00,000 6.00.000
Caslt of sales 375,000 440000
Selling expenses 20,000 40,000
Admn. Expenses 10,000 40,000
Financial exponses 10,000 5,000

4. Prepare a statement showing trend analysis (B 4-1000)

1999 2000 2001
Cash 200 240 160
Debtors 600 800 700
Inventory 800 1000 1000
Land 300 400 500
Building 1200 1400 1600
Plant 2500 2800 3000
2.6 RATIO ANALYSIS

Introduction

Generally, an absolute figure conveys no meaning. A figure may
become meaningful if it is compared with some other information. To
get a qualitative indication about the performance of the organisation
the technigue of “Ratio Analysis” comes in lo the picture, Ratio Analysis
is most widely used tool of financial analysis.

The term “ratic” Implies arithmetical relationship between two
related figures. It is expressed where one figure Is divided by the other.
If 10,000 is divided by 40,000 the ratio can be used as a yard stick for
evaluating the financial position and performance of a concern gither
individually or in relation to those of other firms in the same industry.
Proper comparison of ratios may réveal where a firm is placed as
compared with earlier periods or in comparison with other firms in the
same industry. Itis one of the best possible techniques available to the
management to impart the basic functions like planning and control.

' As ratio analysis is concemed with all the aspects of a firm's financial
analysis, i.e. liquidity, solvency, activity, profitability and overall performance,
it enables the Interested persons to know the financial and operational
characteristics of an organisation and take the suitable decisions.

Classification of Ratios

" Ratios may be classified in a variely of ways. Ratios indicating

.mmwmmummn'e;ﬂ_:amisofprdma'rmmmuum. those o Mt
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omputed on the basis of the bﬂ'la,.m&_
arating efficiency or productiy fy 4
in.the profit and loss account an, N

sty hnan i positan arec
I | those which shows ap
iha basis of figures

TalN L=
'!'-f'!l'hﬂ[ ant
calculated on
balance ahoeet

Eor convanience p1ﬂ]_‘!1'.15|35'. we will Eiﬂ'ﬂﬁ”}* the ratios “m-"“frm. |

following groups.
Liguidity Ratlos
Capital structure Ratios
3 Tumover Ratios
1 Profitability Ratios
26.1 LIQUIDITY RATIOS

Liguidity” reans ability of a firm to meet its current obligatin,
Usually commercial banks and short term creditors may b_e basic by
ntarested in the ratios falling under this group. Following ratios indic,
tha liquidity of business,
1. Current Ratio (Working Capital Ratio):

This is the most widely used Ratio. It may be defined as
relationship between current assets and current liabilities.

|

Current Assels
Current Liabilities

Meaning of current assets - current assets include cash in hang
cash at bank, marketable securities, bills receivable, debtors, stack.in
trade, pre-paid expenses and short-term loans and advances.

Current liabHities:

Current liabilities include sundry creditors, bills payabie, bank
overdraft, income tax payable, dividend payable, outstanding expensss,
provision for taxation and the portion of long term debt to mature within

one year.
Significance:

Current ratio shows the good light on the short-term financial
position of a oncern. A high current Ratio indicates that there ar
sufficient assets available with the organisation which can be converted
into cash, without any reduction in value, in a short span of time, to pay
off the liabilities. As such higher the current Ratio, better will be the
situation. A current Ratio of 2.1 1s supposed to be standard and ideal-A
very high current Ratio is also not desirable because it indicates idleness
of funds which is not a sign of efficient financlal managamerit '

ustration : 2.6

The following is the balance sheet of X Ltd. as on 31% Dec. 2004

Current Ratio =
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Tiabilities e —h-ﬁ-ﬁqfi- E— iq‘FfﬁT:

Equity Capital 50.000 Plant and Matching ah, 000
Profit & Loss Alc 10,000 Sundry debtors 103,000
Debentures 30,000 Stock 30,000
Sundry creditors 50.000 Cash al bank 5,000
Taxation provision 10,000  Prepaid insurance 4,000
1,50,00( 1,50,000

Framthe above data, current ratio is calculated as
Current Assets = 16,000+30,000+5,000+4,000 = 55,000
Current Liabilities = 50,000 + 10,000 = 60,000

Current Ratio = oD AEEE.E_. o 9000 92
Current Liabilities 60,000 1

Quick Ratio:

This Ratio is olherwise known as acid test ratio or liquid ratio. It
shows a firm's ability to meeat its current liabilities with its mest liquid
assels.

Quick (liquid) Assets
Quick Liabilities

Current Ratio =

Quick Assets include all current assets except inventories and
prepared expenses. Quick liabiiities include all current liabilitie s except
bank overdraft.
Significance :

Quick ratio is more rigorous test of liquidity than the current ratio.
When quick ratio is used with current ratio, itgives a better picture of the
firms ability to meet its short-term assets. This Ratio is of great importance
to banks and financial institution. A liquid Ratio of 1:1 is supposed 1o be
standard and ideal. If business is less than 1:1 then it may find itselfin
serious financial difficulties.

Absolute liquidity Ratios:

In order to test the exact liquidity pesition of the firm and lo meet
~ short-term obligations. Absolute liquidity Ratio may be calculated.

Absolute Liquid Assets
Current Liabilities

| Absolute liquid assets means cash and marketable securities or
temporary investments. .

Absolute Liquid Ratio =

The acceptable norm for this Ratio is 5:1 or 1:2i.e. absolute liquid
assets is half of the current liabilities.

Finopsicdal Sofesiioey

NOTES
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tion: 2.7 ing 1
musnﬂc culate llquidity Ratios from the following information g,
e | [ WL
comment on them. ' Sept. 2004
n 31* Sept.
_ Balancesheot of XL B2 o
Assels :
Liabilities Re, ~—— 200
=2 12 DG.DUD Good will f ﬂ'ﬁﬂﬂ

Equity sh. Capital
7% prelerence sh.

700,000 Land and building 4,60,000

o 00 Plantand machinery  6,00,000
gzs:ﬂ;jﬁﬂ :gg.gﬂﬂ Trade Investments g_{jgmﬂ
Sundry creditors 1,20,000 D_E:btorsl 00,000
Bills payable 60,000 Bﬂlregewable 80.000
Liability for tax 40,000 Cashinhand 1,00,000
Cash at bank 1,20.,000
Stﬂck ElUD.Um
Prepaid Rent 10,000
26,70,000 26,70.000
Solution
(a)  CumentRatio= Current Assets

Current Liabilities

Current Assets:  3,00,000+80,000 + 1,00,000 + 1,20,000 +

2,00,000 +10,000 = 8,10,000

Current Liabilities . 1,20,000 + 60,000 + 40,000 = 2,20,000

(b)

(c)

810,100
2,20,000

Current Ratio = =3.68

Liquid Assets
Current Liabilities

Liquid Assets= C.A. - (Stock+prepaid rent)
=8,10,000 (2,00,000+10,000) = 6,00,000

Acid Test Ratio =

Acid Test Ratio = 6,00,000 =
S 2,20,000 2‘?31

Absolute Liquid Ratio = Absolute LiqUid Assets
Current Liabilities

Absolute Liquid Assets = 1,00,000 + 1,20,000 = 2,20,000

Absolute Liquid Ratio = E,E_L‘tm =1
2120,300
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Comments:

All the Ratios in the organisation is above the “rule of thumb® So it
is not desirabie for the ogranisation to keep so much assets in the hand 1o
meet the current obligations. The company needs to reduce the currant [
assets so thal short-term financial position of the organisation Is good.

illustration : 2.8

Find out current asselts when current Ratio is 2.4 and working
capital is Rs. 1,40,000.

Solution:

Working Capital = Current Assets - Currant Liabllitios

Current Assets 2.4
Current Liabilities 1

Current Ratio =

Let the current liabilities be x
Current Assets will be 2 4x.
Working capital = 2.4x - x.
1.40,000=14x

= 140,000

14

Current Asseis = 2.4x=2.4 X 1,00,000 = 2,40,000

Mustration : 2.9
From the following information calculate

(a) Current Assets '

(b) CurrentLiabilities

X =Rs.100,000

(c) Liquid Assts
(d) Stock
When Current Ratio - 2.5
Liquidity ratio : 1.5
Working capital : Rs.60,000
Solution

Working Capital = Current Assets — Current Liabilities

. Current Assels I'2.5
wm:ﬁﬂ"ﬂﬂt”!.ﬁm“" 1

Current assets will be 2.5x.

rehemy bl Sl meed

NOTES
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Working capital = 2.5%X

60,000 = 1.5%
e AT

current llabllities = Rs. 40,000
0 = Rs, 1.00,000

nE

Currant Agsets = 2.5 x 40,00
Liquid Assels

Liquid Ratio = == bilties

~ Liquid Assels
2= Gurrent Liabilities

Liquid Assets = 40,000 x 1.5 =Rs.60,000
Stock = Current Assets — Liquid Assets
=1,00,000-60,000
= Rs.40,000

LONG TERM SOLVENCY

The term solvency refers to the ability of a firm to meet its long
term obligations. Generally share holders, debenture holders and other
lenders of long term loan, may be basically interested in the Ratios falling
under this group. Following Ratios may be computed under this group.

Qutside Fund
Share holders Fund

Qutsiders fund include all long term and short-term liabilities sueh
as debentures, bonds, morigages or bills. The shareholders fund consists
of equity share capital, preference share capital, capital reserves,
revenue reserves, accumulated profits, sinking fund etc. less ficlitious
assets.

(i) Interpretation :

Debt Equity Ratio =

This Ratio is calculated to measure the extent of outsider fund
has been used in a business. A low debt equity Ratio implies a greater
claim of owners on the assets of the company than the creditors. Onthe
other hand, higher debt equity Ratio indicates that the claims of the
creditors are greater than those of owners. The debt equity Ratio of ! 1
is generally acceptable,

When current liabilities are excluded from outsiders fund

Debt Equity Ratio = — 2u!Side Fund
Share holders Fund
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(i) Funded debt to Total Capitalisation Ratio: Fimanelal, Statementy
. This F'!EH.‘.? establishes a relation-ship between long-ter i funds
raised fram cutsiders and lotal long-term funds available in tha business.

Funded Debt NOTES

Funded Debt to Total Caplalisation Ratio = Tc:laTEapHEHSdt on =100
atiol
Funded Debt = Debentures + Murlgage loans + Bonds + other long term

loans

Total Capitalisation = Equity share capital + Preference share Gapital +
Reserve and Surplus + Other undistributed Reserves + Debentures +
Mortgage loans + Bonds + other long lerm loans

Funded debt is that part of total capitalisation which is f nanced
by outsiders. Though there is no “rule of thumb" but still the lesser the
reliance on outsiders the better it will be. If the Ratio is upto 50% it is
acceptable but not more than that.

(i)  Proprietary Ratio:

Proprietary Ratio which shows the relationship between

shareholders funds and total tangible assats.

Shareholders fund
Total Tangible Assets

Proprietary Ratio or Equit Ratio =

Share holders finds comprise of orainary share capital, preference
capital and all items of reserve and surplus. Tanaible assets are those

which have a definite realisable value.
The higher the proprietary Ratio, the greater the long term stability
of the company and greater protection to creditors.

lllustration : 2.10 Balance sheet

Liabilities Rs. Assels Rs.
Equity sh. Capital  1,50,000 Good wil £0,000
8% preference sh. 50,000 Plantand machinery 1,60,000
Capital | o
General reserve 70,000 Land and building 1,20,000
Profit & loss account 30,000 Stock-in-trade 60,000
6% debentures 1.00,000 Investments 40,000
Sundry creditors 95,000 Stock-in-trade 5,000
Wages outstanding 5,000 Cashatbank 15,000
5,00,000 E_Jilﬂ,ﬂﬂn
Calculate (i) Debt Equity Ratio 5
(ii) Proprietary Ratio Sﬂﬁm;rm!mmi Matertal 27
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Solutions
Outside Fund __

Dabl Equity Ratlo = 5parg holders Fund
00 200000 2

()

- =

0.+ 05,000+ 5.0 -
1,00,000 4 30000 300000 3

150,000 + 50000 + 70,000+
Long Term DEEI__
gtk el 'Sh:&}ad-l_wlaﬂ}s Fund
100,000 4
30,00,000
Shareholders Fund
(1) Proprietary Ratio === o Kabets

{50,000+ 50,000 +70,000+30,000 _ 300,000 _
t 50,00,000 5,00,000

(v) Interest Coverage Ratio:
This Ratio indicates whether the business eamns sufficient prg

to pay periodically the interest charges.

' . Eaming before Interest and taxes
_ Interest Coverage Ratio = At GO

3
5

This Ratio is very important from lenders point of view becausai
indicates the ability of a company fo pay interest out of its profils. Higher
the Ratio, more safe are the long term creditors, because even iffhe
profit decrease, the firm is able to meet its commitment of fixed interey
charges. The standard for this Ratio for an industrial company is th
interest charges should be covered six to seven times.

Nlustration : 2.11

Net profit after tax of a firm if Rs. 1,00,000 and fixed uﬁm
charges is Rs. 20,000. The rate of income tax is 50%. Calculae intersst
coverage Ratio.

Net profit before interest and tax
FixedInterest Charges

Interest Coverage Ratio =

_1,00,000+1,00,000+20,000 _ 220000 _ 1 iroc
20,000 ~ 20000

2.6.3 TURNOVER RATIOS

This Ratio is other wise known as Ralinsﬂﬁw.m.

Rali : performance !
tios. These Ratio are called tumnuerraﬁushacausather'iﬂdw "

L] ‘ F i I

L]
Ll
C k
"
F —=
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speed with which assets are being conveded into sskes. A highee tumaover P e

ratio generally iIndicates beftor use of capital resources wiich in lurm has
a favourable effect on the profitatiiity of ha firm

()  Inventory Tumover Ratio: NOITES
The Ratio is calculated by dividing the cost of goods sokd by
average inveriony
Cost of goods sold

(a) Inventory Tufhover Ratio = A o

Where, cost of goods sold = Sales -~ Groes profit
Or, cost of goods sold
Opening stock + Purchases + direct axpenses - closing stock

Opening stock + closing stock
2

Average stock =

When cost of goods sold figure is not available, invantory tumoves
ratio may be calculated as

Rali NetSales 8

()  Invetory Tumover Ral0 = 4 age invetory at cost

L P O -
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Average Collection Period = ——"——— —
¥ Debtora urnaver Fatio

= ﬂgr_s ----- x 365days
Net credil sales

Significance:

This ratio indicates the speed at which the sundry deblors are
converted in the form of cash. The higher the value of debtors turnover
the more efficient is the management. Changes in this Ratio shows the
changes in the companys credit policy or changes on its ability to collect
fromits debtors
lllustration : 2.13

Find out (a) Debtors Turnover (b) Average collection period from
the following informations.

Annual credit sales =6,00,000
Debtors at the beginning = Rs.80,000
Debtors at the end = Rs.1.20,000
Solutions

Opening debtors + closing debtros -

Average debtors =

2
_ 80,000 +1,20,000 - Hs.1.00.ﬂﬂ0
2
; Net credit sales
Debtors Turnover Ratio = AveragaDieblors
= WE.DU.UDU =6 times
1,00,000°

No of working days in year
Debtors Turnover

Average Collection period =

s 60 days
3
Creditors Turnover Ratio:

This Ratio gives the average credit period enjoyed from the
creditors and is calculated as under.

Finatecial Statemeniy

NOTES

Credit purchases .
Average Accounts Payable (Creditors + BIP)

Eg.{,'.’-hmruc'!fanuf Material 31
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I —
a not paid in tim
.« that creditors ar s
A high Ratio Jndiﬂalttlll'::‘-ﬂ' husiness Is not taking full ad"anlaghh"&
Widpnne SRS low ralio gives an idea Ih:;lﬂ e tore. .
cradit period allowed by |
Days in a year
o verage Payment Perod = Grogiors Turmover Rall

Example: |
cradit purchase during their= 6,00,000

Creditors at the beginning = Rs. 80,000
d = Rs. 40,000

X 6,00,000 = 6,00,000 A0
Credit Turnover Ralio = EU—,WD.EGD 60000 - limes

Creditors at the en

365
Average Payament Period = T 36.5 days = 37 days

Fixed Assets Turnover Ratio:
~ This Ratio indicates the efficiency with which the firm s utilsipy
its investment in fixed assets such as plant and machinery, land an4

building etc. It is computed as under

: Sales (or cost of sales)
Fixed Assets Turnover = Not Fixad Assels

This higher the Ratio, the better is the performance. The low rati
signify that the firm has an excessive investment in fixed assets.

Working Capital Turnover Ratio:
This Ratio shows the number of times working capital is tumed
over in a stated period.

; Sales
Working Capital Turnover Ratio =
e : Net Working Assets

The term net working capital means current assets minus current
liabilities. -
The higher the Ratio, the lower is the investment in working captd
and the greater are the profits. A low Ratio indicates excess of net working
capital which Is not efficiently utilized.

Capital Turnover Ratio:

This Ratio shows the relatio ' o |-
employed. nship between sales and total capt

.31 - Self-Tnstryetional Marerial
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Capital Turnover Ratio = ———— Sﬂlaﬂ-—-m
latal Capital Employed

Total capital employed means both long term liabllities and total
of shareholders funds less fictitious assets like preliminary expenses,
discount on issue of shares, debit balance of profit & loss account elc.

Significance:

A high capital turnover ratio indicates the possibility of greater
profit. A low capital turnover ratio should be taken to mean that sufficient
sales are nol being made and profils are lower,

lllustration : 2.14
The following Balance sheetof X Lid. is on 31 Dec.2003

Liabilities Rs. Assets Rs.
Share Capital 2,30,000 Land and building 3,00,000
General Reserve  1,00,000  Plantand machinery  1,80,000
Debenture 2,20,000 Debtors 1,890,000
Profit & loss account1,20,000  Cash-in-hand 1,10,000
Creditors 1,30,000 Cashatbank 90,000
Bills payable 100,000 Preliminary expenses 30,000
9,00,000 9,00,000

Sales during the year 2003 amounted to Rs.6,00,000. Calculable

(i)  Fixed Assets Tumnover Ratio
(i)  Working Capital Turnover Ratio
(i)  Capital Tumover Ratio

Sulutiuns
: Sales
(i  Fixed Assets Turnover Ratio = Fixed Assets
'6,00,000 600000 _5_, o5 4imes

=3,00,000+1,80,000 480,000 4

: ot Sales
(i) Woring Capital Tumover Ratio = S e e ohal

Gurrent Assets = 1,80,000 + 1,10,000 +90,000.= 3,80,000
Current Liabilities = 1,30,000 + 1,00,000 =2,30,000

Net Working Capital= C.A.—C.L. _
=3,90,000—2,30,000

Firgmotal Staiemenis

NOTES
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- Rs.1,60,00V

6,00,000 _ 3 75 times
1,60,000
Sales
(i Capltal Turnover Rallo = Cﬁﬁilﬂl emploed

tal employed : Fixed asgets plus net working capity
Capite -

= 4,80,000 + 1,60,000
= 6,40,000

600000 _ g4 times
640,000

2.6.4. PROFITABILITY RATIOS
earn profit to survive and grow over "

' i ' ut of a company, and it wjy
eriod of time. Profitis the ultimate outpu nditw
Eu future if it fails to make sufficient profits. The profitability fatiog »
calculated to measure the operating eﬂidenc}flﬂf the Gﬂmp‘anyl Ge
profitability of a business may be measured in two ways: -

1. Profitability is relation to sales.

2. Profitability is relation to investment.

Profitin relation to sales indicates profit on each rupee of sz
profitability in relation to investment indicates the amount of profit

rupees invested in assets.
The following are the important profitability Ratios.

1. Gross Profit Ratio:
This Ratio measures the relationship of gross profit to net sale

Gmss'Pmﬁt-x
Net sales
A low gross profit Ratio may indicate a higher cost of goods so

A company should

Gross Profit Ratio = 100

due to higher cost of production. It may also be due to low selling price

A high gross profit Ratio, on the other hand indicates relatively low
cost and is a sign of good management.

Operating Ratio:
This Ratio explains the relationship between cost of goods 9
and operating expense on the one hand and net sales on the oter

Operating Ratio = Cost of goods sold + Operating expensés 4o
Net sales
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Qparnling expanses mdlude adiminiplralive o sparnge and salling
and distnibution expense elc

Lower the Ratio, the belter It is. Migher the Ratia, the less
favourable it is because it would have a smaller margin of oparating
profit
Operating Profit Ratio: -

This R"‘,l'“ Is caloulated by dividing the aperating profit by sales
Operating Profit = Not sales - (Cost of goods sald + operaling expanses)

Or Operaling profit = Net profit + Non-oparaling expenses — Non-
agperating incomes

Operating Profit Ratio « —Rerating profit 444
Sales
Expenses Ratio:

Expenses Ratios indicate the relationship of various expenses
to net sales. The Ratio can be calculated for each Individual item of
expenses or group of items of a particular type of expenses. The lower
the Ratio, the greater is the profitability and higher the Ratio, the lesser

is the profitahility.

Particular expenses ratio = Particular expanses _ 4q
Net Sales

(8) Raw material Ratio = Direct Material cost .
Net Sales

 Direct Labour cost
Ratio = 100
(b) Labour Ratic T x
_ Direct Labour cost
= 100
(c)  Cost goods sold Ratio Y x
. _ Administrative expenses
erhead = 1
(¢)  Adminisirative Overhead Ratio Notems

Net Profit Ratio: |
Net Profit ratio establishes a relationship between Net Profit (after

tax) and sales.

: Net profit
: 100
Net Profit Ratio = Xlol Sales *

Net profit Q.Gmas Profit—All expenses + All other income

advantageous position to

A firm with a high net profit ratio is in an
survive in the face of rising cost of production

n and falling selling prices.

SONvs
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PROFITABILITY RATIOS BASED ON INVESTMENT:
(a Return On Investment (ROI):

This Ratio measuras the ovarall profitability. It Is ascertained by
comparing profit eamed and capital employed in the business.

l t : Profit before Interest and Tax 100
ninvestment s —————— e
| Josglig ! Capital Employed

Capital employed is computed as follows.
| Equity share capital + Preference share capltal +Reserve and other

| undistributed profit + long term loans and debentures - Figtions assets-
| Non operating assets

|

] Tangible fixed and Intangible assets + Current assets-current liabilities

. Significance:

From assets side it can be computed as

This Ratic measures e over all efficiency of business.and
| evaluating the performance of various departments, A higher percentage
. of return on capital employed will satisfy the owners that their money is
* profitably utilised. Borrowing policy of the enterprise may be properly
formulated. The outsiders like bankers, creditors and financial institution
see that whether they can give loan to the concems or not.

(b) Return on share holders fund:

Itis the relationship between net profit after (interest and tax) and
the proprietors fund.

— =

Netprofit after interest and Tax
Shareholders fund

Retum on shareholders fund =

The ratio of net profit to shareholders fund shows the extort to
which the profitability of a concern Is achieved. Higher the Ratio, the

betterit is.
Return on Equity Capital:

This Ratio establishes the relationship between the net profit
available to equity share holders and the amount of capital invested by

them.

: . Net profit after Tax Dividend
Return on Equity Capital = Ecultysharecapha x 100
Significance:

This Ratio shows the profit parﬁ:entaga for equity share holdars
who takes the highest risk in the company. A high rate of return on equity
shareholders funds Is favored by investors, For inter firm comparison

this Ratio is use-ful o determine where the retum is higher.

F disdamiidar] Saanfisivnesniia

NOTES
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(it} Return on Eqg. sharahoidars fund

_f‘dEt_l,_'fr_oﬁt after tax - pref dividaend

= ~ |
Eq sharecapltal R

N 180,000 - 40,000

700000 100
140.000 u
= 5 50000 100 = 20%

Price Earning Ratio:

This Ratio indicates the market value of every rupee earning in
the firm and is compared with industry average. High Ratio indicales the
‘'share is overvalued and low Ratio shows that share is under valued.

Marketprice per Equity share
— x
Earningper share

100

Price Eaming Ratio =

This Ratio helps the shareholders to decide whether shares should
‘be purchased or not in a company. If the shares are to be purchased
then itindicates the possibility of capital appreciation.

Dividend payout Ratio =
Dividend per share x

= 100
Earning per share

I'
) Itis calculated as =
I

It measures the relationship between the earning belongings to
' the equity shareholders and the amount finally paid to them by way of
dividend, It indicates the policy of management to pay cash dividend.

Advantages of Ratio Analysis:

, Ratio analysis is an important and useful technique to check upon
 the efficiency or financial health of the enterprise. ltindicates the trend of
~ progress or downfall of the firm. The use of Ratio analysis is not confined
1o the financial manager only. The ‘credit supplier, banks, lending
institutions and experienced investor all use Ratio analysis as their initial

investment outlet. With the useof ratio analysis one can measure the
financial condition of a firm and can point out whether the condition is
good, strong, questionable or poor. The following are the important
managerial uses of Ratio analysis:

i Aid in financial fqrn' castin

Ratio analysis is very helpful in'_ﬁnaneial forecasting. Ratma raléting
to past sales, profits and financial position are the base for future

ratios.

tool in evaluating the firm as a desirable borrower or as a potential

trends. Meaningful conclusion can be drawn for future fromthese

Fipiitioi’ il SEaabafanifirs
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il.

vi.

e json:
Aid in comparis :
5 jdeal RAlios ¢an be cqp,

i lysi
Ip of Ratio ané : Moy,
pamcularﬁrmaﬂm Gy

\With the he od for comparison ofa
g,

and they can be us
and performance:

Help in decision
tigs reved
anks, iﬂEUran;
ding and making

making:
| the nnancial position of the con
e companies and other fin,, m

Accounting Ra
investment decisions, by

This helps the b
institutions in len

Aid in castcnntml:

Ratios are very usefu
useful in cost control.

| for measuring the performance ang e

communication value:
Different financial Ratios com munitate the strength and finag,
standing of the firm of the internal and external parties.

Other uses:
Financial Ratios are very helpful in the diagnosis of financial hialt
of a firm. They highlight the liquidity, solvency, profitability

capital gearing elc of the firm.

Limitations of Ratio Analysis:

they must be used very care
rather than clarify the situations.
in mind while making use of Ratio

re simple to calculate and easy 1o undersian
fully. If due care is not taken they might cofies
So following limitations should be ke
analysis in interpreting the financi

Thoughthe Ratios a

statements.

1.

Limited use of a single Ratio: Ratio can be use fulf only whén
they are computed in a sufficient large number. A single rai
would not be able to convey anything. At the same time, it
many ratios are calculated, they are likely to confuse insteadd

making any useful meaning.

Lack of quantitative analysis of the problem: Ratio anals

gives only a good basis for quantitative analysis of finan®
problems. But it suffer from qualitative aspects. |

Inherent limitations of Accounting: o |
oibibal et bbb i inting: Because ratio 2
Egzllz-:&ﬂ frﬂ.ll'irln:::tuncal accounting records, so fney
- . mnﬂm 5 5 ol » -
pussemﬂm weakness as accounting "
Lack of proper Standards: While makir | 18
sl | : While making comparist
wa*mﬂﬂlﬂﬂhh to find out an adequate standard K
Ppossible to calculate exact and well accepted standad ¥’

‘quality range is used for this purpose.
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5 Window-dressing: In ralio analysis window dressing Is possible
and firms may be sucoessful in concealing the real position

6. Partis not indicator of future: [Lis not always possibla to make
; :

future estimates of the basic of the past as It does not always
come true.

[ Background is overlooked: Whan an inter firm comparison s

made on the basis of ratio analysis and they differ substantially in

size, age and nalure of products, ratio analysis can not give
satisfactory resulls.

8. Price level changes: Both the inter firm comparisons are
affec'.ted by price level changes. A change in price level can affect
the validity of ratios calculated for different time periods. In such
case the ratio analysis may not clearly inficate the trends in
solvency and profitability of ihe company.

9. Personal Bais: Ratics are only means of financial analysis, not
anend in itself. They can be effected with the personal ability and
bias the analyst.

10. Limited Loses: Ratio analysis is not a substitute for sound
judgement rather is a helpful tool to aid in applying judgement to
otherwise complex situations. So conclusions drawn with the help
of ratios should be verified with other techniques too.

PROBLEMS AND SOLUTIONS

Problem -1

From the foliowing information determine opening and closing
stocks.

Stock Turnover : & times
Total Sales : Rs 2,00,000
Gross Profit : 25% of sales
The closing stock value was mare by Rs 4,000 than the opening stock.
Solution
Gross Profit = 25% of sales
= 25% of 2,00,000
=Rs 50,000
Cost of goods soid = Sales - Gross profit
=2,00,000 ~50,000
= Rs. 1,60,000

Costof goods seld

Stock Turnover Ratio = Average stock

Finmetod Srintermeiins

NOTES
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160,000
5 = Average stock

150,000 _ rg 30,000
Avarage Stock = .___-5—-——'
gtock be RS X Closing S

Opening stock + Closing Stock
Average Stock = e

x4+ x+ 4,000
= SD.DDU = 2

tock x + 4,000

NOTES
Lelthe opening

=60,000=2x + 4,000
= 2% = 56,000
x =28,000

Opening Balance is Rs 28,000
Closing Stock is Rs (28,000 + 4,0000) = Rs 32,000

Problem—2
Gurrent ratio 25, Acid — Test ratio = 1.79
Stock Rs. 1,50,000 Calculated net working Capital.

Solution:

CA 25

Currantraho==-ér=—1-

Let current liabilities = X
Current Assets =2.5x

S LA 175
Liquid ritio =— =——
iqu :

Liquid asset=1.75x

Stock = Current Asset — Liquid Asset
1,50,000 =2.5x—1.75x
75x=1,50,000

_ 150,000 x 100

x =4
75 Rs. E,QD.M

Current liabilities = Rs. 2,00,000
Current Assets =2.5X2,00,000 = Rs. 5,00,000
42 Self-tnstructional Material Working Capﬁl =C.A-C.L =5,00,000-2,00,000 = 3;[}0*0'5"
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Calculate (a) Gross Profit ratio () Net profi :
profit ratio [l::] Raturn on Assals Fimanedul Stitemens
{d) Inventory Tumnover () Wairking capital tumover (f) Net worth 1o debt,
Solutions
{8)  Groos Profit Ratio = GI"TES Profit oo NOTES
et Sales
_ 6,00,000 .
24,00.000 x 100 = 25%
(b)  Net Profit Ratio = Net Profit %100
Net Sales
_ 3,860,000
2400000 " 00 =15%
Net Profit
Return of Assets = —— —
©) Total Assets IR0 5
360,000 .
=30,00,000 " 00 =12%
(d) Inventory Turnover Ratio --r—ll:tits'?’l—&ﬁi
. Inventory
24,000,000
=————=3tim
8,00,000 _ ° limes
: ; : . Net Sales
(e Working Capital Turnover Ratio = .
(©) el Working Capital
_ 2400000 _,
9,60,000
- Net worth
No worth to Debt = ———
U Debt
- 15,00,000 = 167
9,00,000 1
Problem- 5 _ : :
Using the information given below, compute the Balance sheet
for a firm having a sales of Rs.36 lakhs. . _
S&IB'B .= 3 | LINE )
"' Total Asse ts ' Lot Selfdnstructional Material 48
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Proprietors fur + Long term loans + Current Linbilities

= Fixed Assets + Currant Assols + Fictitlous Asata
ax+0+40,000= 75y + 1,00,000+0

Or, x-.75x =1,00,000 - 40.000

Or.25x=60,000

Of x = ﬁ_U:ﬂ_['lu

25

Proprietors funds ara Rs.2. 40,000

Fixed Assets are 75/ 100 x 2,40,000 = Rs.1,80,000
Capital

Proprietors funds = Share capital + reserves

2,40 900 = 8Sh. Capital + 40,000

Sh. Capital = 2,40,000 — 40,000 = Rs.2,00,000
Balance sheet as on 31.12.2004

- Rs. 240000

Liabilities Assets !
“Share capital 2,00,000 Fixed Assets 1,60,000
Reserve surplus 40,000 Assets
Bank overdraft 10,000 Stock 40,0C0
Liquid liabilities 30,000 Liguid assets 60,000 1,00,000
2,80,000 2,80,000
Questions
1. Whatdo you mean by ratio analysis ? Discuss its advantages
and limitations.

2 Briefly explain the various profitability ratios.
3.  Wirite short netes on

(i)  Liguidity ratio

(i)  Stock turnover ratio

(i)  Debt-Equity ratio

4. Discuss the accounting ratios to judge the liquidity position of a
"~ business.

5. “Ratio analysis is only a technique for making judgement and not
a substitute for judgements’ — Explain.

Practical Questions

1. Cumentliabilities of 2 company are Rs.3,00,000. Its current ratio
is 3: 1 and Quick ratio 1:1 calculate the value of stock in trade.
(Ans.Rs.6,00,000)

NOYTES

Ll
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slock turnover 18 3 Umes ¢l

.« sold Re: 1.6
ostof goods 3 :,-,nm than the opening stock. Calculate upﬂm::

stock 15 Rs.4U
stock (ANS® s.ﬂﬂ.ﬂﬂﬂj
s ity ratio 18 4.5. Equity amount is Rs.1 ng
3. Long term debtequ long term dabl. (Ans-Rs.2,62,500) 0t
what s the vil
4, From the following find oul.
(a) Current Agsols
(b) Gurrent Liabillties
() Liquid Agsels
(d) Proprietors funds
(e) Share capital
(f) Fixed Assels
(g) Stock-in-trade
Informations |
(i) Current ratio 2.5 (il) Liquid ratio 1.5 (iii) Proprietary ratio 0.75 (y
\Working capital Rs.60,000(v) Reserve and surplus ~H5‘:.4{}.DDD (vi) Bar
overdraft Rs.1 0.000. There is N0 long term loan or fictions assets,
1,00,000 (b) Curre nt liabilities Rs.40,000 (¢

[Ans : Current assets RS.
Liquid assets Rs.60,000 (d) Proprietors funds Rs.2,40,000 (¢
Share capital Rs.2,00,000 () Fixed assets Rs.1,80,000 (g) Stock
in-trade Rs.40,000

From the following Balance sheet of X Ltd, compute
(a)  Equityor proprietors ratio

(b)  Debt-Equity Ratio
Funded debtto total capitalisation

(d) Fixed assets to Net worth ratio

(€) Solvencyratio :

()  Current Assets to Proprietors fund ratio
(g) Fixed Assets Ratio

Balance Sheet

J—

Liabilities : ~ Aevels
e —
90,000

Equity share capital 3,00,000 Good will

o0 o
preferencesh.Captal 1,50,000 Land andbuilding 1,000

Reserve fund

Profit and loss 90,000  Plantand machinery 2 50,000
Share Premiummc 20,000 Equipment 0000
8% debenture 10,000 Fumiture and fittings BU.W:'
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6% Mortgage loan 60,000 Bills receivable 1.00,000
Sundry creditors 80,000 Stock-in-hand 1.20,000
Income Tax provision 20,000 Cashbalance 45,500
Depreciation fund 50,000 Prepaid Insurance 1,500
Preliminary expenses 2,000
Discount in issue of 1,000

debenture
9,40,000 9,40,000

Ans.:(a) Proprietors ratio .59 (b) Debt equity ratio .68 (c) Funded debt

to tﬁ}tﬂ| Capitalisation Ratio .33 (d) Fixed Assels to net worth
ratio 1.01 (e) Solvency ratio .41 (f) Current assets to proprietors
fund .68 (g) Fixed assets Ratio 67,

6.  Following are the ratios relating to the activities of x Ltd,

Debtors velocity - 3 months
Stock velocity - 8 months
Creditors velocity - 2 months
Gross profit - 25 percent

Gross profit is Rs.4,00,000. Closing stock is Rs.10,000 more
than opening stock. Bills receivable amount to Rs.25,000 and
bills payable Rs.10,000. Find out (a) Sales (b) Sundry debtors
(c) Closing stock (d) Sundry creditors

Ans. (a)Rs.16,00,000 (b)Rs.375,000 (c)Rs.10,66,667 (d) Rs.1,91,667

1.

From the following information prepare Balance sheet for the year
ended 31.12.2004

(a) Working capital Rs.1,20,000 (b) Reserve and surplus
Rs.80,000 (c) Bank overdraft Rs.20,000 (d) Fixed Assets /
proprielors fund .75 (e) Current ratio 2.5 (f) Liquid ratio 1.5

Ans.: (B/s total Rs.5,60,000)

From the following Informationsprepare balance sheel for the
year ended 31.12.2004

Fixed Assets to Networth  5:8

Current Ratio i (O

Acid Test Ratio 141
Reserve to Proprietor fund 1:5

Current liabilities Rs.3,60,000
Cashin hand ‘Rs.15,000
Fixed assets Rs.6,00,000

Ans. : [Balance sheet Total Rs.13,20,0001

Finueetal St

NOTES
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UNIT Il ABSORPTION AND MARGINAL
COSTING

g —

Structure

30 Objectives

41  Introduction

3.2 Meaning of marginal cost and marginal costing.

3.3 Absorption costing.

34 Features of marginal costing.

35 Assumptions of marginal casting.

36 Difference between absorption costing and marginal costing.

37 Income determination under marginal costing and absorption
costing.

98  Difference in profit undsr marginal costing and absorpticn
cosling.
3.9  Contributienand rnarginal cost-equation.
3.10 Profit volume ratfic.
311 Break Even Analysis
3.11.1 Compuitation of Break even point.
3.11.1(a) Algebraic calculation
3.11.1(b) Graphic presentation
3.12 Angle ofincidence
3.13. Practical Applications of Marginai costing
3.13.1 Profit planning
3.13.2 Make or Buy dacisions
3.13.3 Optimising product mix
3.13.4 Fixation of selling price
3.12.5 Limiting or key factor
3.13.6 Decision making
3.13.7 Alternative methods of preduction
3.14 Advantages of Marginai costing
3.15 Limitations of Marginal costing

Adsorgion ard
Merrgfnal | Clioxting

NOTES
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30 OBJECTIVES |
— L oughthisunityo! should be able (0:
Aftﬁrﬂﬂjngthmrgm marglnar cosl, marginal costing, and
. Gel an idea abat
absorption costing: point and uses in managerial

i en
Explain the p/v ratio break ev
figld.

an
Bring oul the rulnuunship betwe
marginal costing.

absorption costing and

marginal costing In various field in business.

F f
3 Know the uses o

57 INTRODUCTION

—

of product costing and income

hnigue i
techniq fpmducunganadditmnalurul

Marginal cosling is H"I:E
determination. It is the additi i
of product. Itis the total of all varia :

WRGMAL COST AND MARGINAL

COSTING
2 CERS s

The elements of cost are classified into two categories, su;h
ble cost. Fixed cost remain constant in

as fixed cost and varia : :
aggregate in spite of fluctuations in production. Variable cost increase
to increase or decrease in output and

Inr decrease in proportion : .
f output, Marginal cost means variable

remain constant for unit o Al .
production costs, I.e the costs which tend to vary in direct propartion

ta the changes in the production level. If one unit increase in outpul,
'the total cost-is increased and this increase in total cost fromn the
| existing to the new level is known as Marginal cost. For exp. Cost of
' production of 100 units is Rs. 5,000 and that of 101 units is Rs, 5,050

' the marginal cost is Rs.50

: Marginal costing is a costing technique in which only variable
'costs are considered and seed while valuing inventories and
' determining cost of goods sold. Only variable costs are considerad
as product cost and are allocated to products manufactured. These
cost include direct materials direct labour and variable factory
overhead, Fixed manufacturing costs are treated as period costs in
o ginal costing, because they are written off in the profit and loss
account in the period in which these are incurred.

|
3.3 ABSORPTION COSTING

Absorption Cnatlﬁg is known
_ as total cost technique or full
| ;f:élggt;icause itincludes both fixed as well as variable cost in the
rodu cost. All manufacturing costs are fully absorbed into
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Finished goods. Fixed overhead are also lreated as a part of aclual A vemrris e Ko
production cost. Stock and cost of goods manufactured ate valued al A
total cost basis. This technique is useful if there Is anly one product

there is no inventory and overhead recovery rale (s based on normal -
capacity instead of actual lavel of aclivity N

i —

34 FEATURES OF MARGINAL COSTING

1.

All types of overhead.-F actory, office and administration and
selling and distribution are divided into two such as fixed
and variable

Only variable costs are charged to products produced during
the period, while the fixed costs are treated as period costs

Variable cosls are regarded as the marginal cos! of the
product,

ha

3, Fixed cost as treated as period cost, so they are charged to
Profit and Loss account,

4, Closing stock of finished goeds and work-in-process are
valued at variable costs (marginal costs) only.

5 Profitability of department and products is decided in term of
“contribution” i.e. (sales variable cost).

6. In marginal costing, prices are based on marginal cost plus
contribution.

7.

It helps management in making marginal decisions.

3.5 ASSUMPTION OF MARGINAL COSTING

The techniaue of marginal costing is based upon the following
assumption.

(i) All elements of cost are divided into two, i.e. fixed and variable
components.

(i) Variable cost remain constant per unit irrespective of volume
of output.

(i)  Selling price per unit remains constant at all level of activity,

(v)  Fixed costs in total remain constant irrespective of vo'ume

of output.
(v)  Volume of production is the ogly factor which influence the
cost.
38 DIFFERENCE BETWEEN ABSORPTION COSTING
AND MARGINAL

y Marginal costing and Absorption costing differ from each other
~ Inthe following aspects.

'h'uﬁhuvmm,w 55
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(1)

(it)

(i)

Cost elements in product cost : In absorplion costing, all
~nste. whelher fixed or variable are treated as product costs,
in marginal costing only variable costs are treated as product
cost, Fixed cost is treated as period cost and |s charged 1o
p&L A/C for that period.

valuation of Innovatory : The value of inventory under
marqginal costing is relatively at a low figure as inventories
are valued at variable cost only. In absorption costing, the
value of inventories Is comparatively al a higher figure
hecause it considers fixed as well as variable cost as
production ¢ost

Profit : In absorption cosling profit is the difference between
sales revenue and total cost. So “net profit" is the guiding figure
for managerial decisions. In marginal costing profit is the
difference between the sales and variable cost, which is
otherwise known as contribution. Managerial decisicns are
guided by contribution.

3.7

INCOME DETERMINATION UNDER MARGINAL
COSTING AND ABSORPTION COSTING

The net profit under the two systems may be same or different.

Difference in profit may be because of the different basis of inventory
valuation, In marginal closing, stock of work-in-progress and finished
goods are vaiued at variable cost, where as in absorption closing, stocks
are valued at total cost.

Mlustration : 3.1

From the following information, prepare an Income Statemnent

under (a) Marginal Costing (b) Absorption Costing.

Sales

Pr-x Pr-y Pr-z

Rs. Rs. Rs.

Direct Material 7,500 30,000 3,000
Direct wages 8,000 9,000 1,500
Faclory overload-fixed variable | 3,000 3,900 1,500
' 9,000 1,500 4,500

Selling overioad-fixed variable | 1,500 900 600

2,100 6,000 3,000
32,000 61,000 16,000
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Sol ylhon:

a Income Statement Marginal costing)

g—

 —— Frodigl
A Gales “'“‘”";_a;g:ﬁxﬂu—— —i.-ff‘fﬁ_' i :_ T‘?_'.?'r_r .
 ess variable cos 000 | 63000 16,000 [ 1.00.000
. el 7,500 | 30,000 | 3,000 | 40,600
Direcl wages 0.000 ¢ ¢ ¢
variable over head B 1,500 | 19,500
S 2,900 | 9,000 | 4,500 | 17,400
selling 2.100 :

(B) Total variable cost | 22 500 i&'g_% l%% iji%g
contribution (A-B) 9,500 .E.Q_Q_Q 4,000 &5ﬁﬁ
..--—-_.- b S )
Cess fixed cost (Total of fixed faclory and selling overhead) 9,000

Profit 11,500
b. Income Statement ( absorption costing)
Pioducts

. - - X Y Z Total
Direct Materials 7,500 | 30.000 3,000 | 40,500
Direct wages 9,000 9,000 1.500 19,500
Prime cosl 16,500 | 39,000 4,500 60,000
Factory D.'H 3.000 1,500 1,500 6,000
Fixed variable 3,900 2,000 4,500 17,000
Cost of production 23400 | 49,500 | 10,500 83,400
Selling O.H 1,500 900 £00 | 3,000
Fixed variable 2,100 | 6,000 2,000 11,100
Total cost 27.000 [ 56400 | 14,100 | 97,500
Profit & 5,000 4,600 1,900 11,500
Sales ~ 32,000 [61,000 | 16,000 [1,09,000

It may be noted from the above that total profit under marginal costing
and absorption costing is the seme i.e. Rs 11,500. This is because there
are no opening and closing stock of finished goods orwork in progress.

3.8 DIFFERENCE IN PROFIT UNDER MARGINAL
COSTING AND ABSORPTION COSTING

Profit under two systems may be different because of difference
in stock valuation.
(a) Production equal to sales

()  Whenthere s nocpening orclosing stock, profit under absorption
‘and marginal costing systems are equal.

()  When opening and ciosini stocks are aqual, and fixed cost
provided both in opening an closing slock any:same amount,

then profit in both costng are same.

{ fonaue pubfnii ikl

A il Laanriigt
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sales 1
Il punimiiiml more than 4 Is more tha |
Uil raduction during a perh:: ks Iy Balﬂs. L, i
wWhen i.'”:w]naﬂ the ﬂpuning stock, 1 La 1:|lmﬂt ‘,’spﬂfa Whe,
| MM”h“::;}rqur'n than that shOWn by marginal costing, Py ‘
agting Wil =

o5 than sales:
dod is less than sales, i.e when o

ock, profit shown by marginal o)

When prot
stock 1S mara thar bsﬂm“ﬂn ! |
will be more than thal

¥ Lid Sup

Production 1100 units,

sales 1,000 units

\iariable man Jfacturing cost per unit Rs. 1

Fixed manufacturing overhead (Total) Rs. 2900

\Variable sellingand administrative overhead perunit Rs. 5

Fixed selling and administrative overhead Rs. 400

selling price per unit Rs. 15
ment under (a) Absorption costing (3

Prepare Income State
Marginal costing

Solution :
Incom. statement (Absorption Costing)

For the Year ending 31.12.2004

Sales (1000 units @ Rs. 15) 1500
Variables manufacturing ovethead (1100 units @ Rs 2) 7,10
Fixed manufacturing overhead (1100 units @ Rs. 2) 200
Cost of goods pmdheﬁd 9.0
Less — Closing Stock (100 units @ Rs. 9) Ll
Cost of goods sold 9,00
Add - Selling and Distribution Overhead
Variable ( 1,000 units X 50) 500

FJ|KEE5 400 @

| Total Cost A !
=

5,100

Profit(Sales - Total Cost) =

2
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Income Statamaont (Marginal Costing)

For the yoar anded 31.12.2004
gales (1,000 units @ Rs, 15) 15,00
Vanable manufacturing cost (1100 units @ Rs, 7) 7 ?u?:.

L5+ - Cloging Stock (100 unig @ Rs. 7)
cost of goods sold 100

f ?.
add - Variable selling and administrative E{.ﬁ
overhzad (1,000 units @ 50) 5
Tolal Variable cost i

Contribution = ( Sales - Variable Cost ) =
| ess ~ Fixed Overhead

Manufacturing 2,200

selling and administrative 400
Profit %ﬁg-g%

,r_»;.fn:T.ents -_Pmﬁ!. under absorption costing is Rs. 5,100 and unde;
marginal costing Rs. 4,900. The difference of Rs. 200 in profitis due to
aver valuation of closing stock in absorption costing.

3.0 CONTRIBUTION AND MARGINAL COST
EQUATION

(15,000-7 500) 1.500

Cantribgliun is the difference between sales and the marginal
st of sales. Itis also known as “contribution margin” or “gross margin”.
ontribution can ha ralculated as Contribution = Sales — Variable cost
5-V)

Or Contribution = Fixed cost + Profit (F + P )
Or Contribution = Fixed Cost - Loss (F =L )

arginal Cost Equation

The elements of cost can be wrjtten in the form of an equation
s follows.

Sales = Variable Cost + Fixed Cost + Profit/ Loss
Sales - Variable Cost = Fixed Cost + Profit/ Loss
S-V=F1P

ere, 'S’ stands for sales for sale, V for variable Cost, F for fixed cost
nd + P for profit and - P for Loss

S~V =C, because F + P=Contribution
The marginal cost equation of S -V =F £ P is very useful to find

utany of the four factors if any three of these is known.

1
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At of fixed expenses from the foji,, .
i

IHu&Ir'nlion .33 |
[',Jk:-tu['lT‘liI'li.f' fhe 8
oot . Rs. 1,00,000, Dire
I‘?E!rh{,uldﬁ : 1Mﬂtﬂnﬂ|5 -Rs. 1, . ctlabog
. Direc t
Sales R::r. tﬂtflifﬂufémead . 1{],{}0{1 and profit Rs. 60,000 Re
BD.DGD. ariali®
Sﬂ'ﬁulinn. L
Marginal ﬂslequauan is
- gF+P
+ 10,000
\ariable cost = .GU.E}UD-r ,UUU
= 1.9{}10{1'{}
00,000~ 14 000 = F+ 60,000
rFixed €05t~ 1.1U.DDL’JG _ 60,000
=Rs 0,000
Illustralion 3.4 |
Deferming the amount of profit eamed dunng the yearfromise
following information i
Output f{s 1'0 ) :;_:t:t
selling price “10pe
Fixed Cost Rs. 4.00,000
\ariable Cost Res. & percent
Solution
S -\V= F+P

x 10 = Rs. 20,00,000

Variable cost = 2:00,000 X 6 = Rs.12,00,000
20,00,000- 12,00,000 = 4,00,000 + Profit

Or Profit= a.uu.nuo—4.dn,nud

= Rs, 4,00,000

PROFIT \I.OLUME ( PIV or CIS) RATIO

wise known as contribution/ sales

Sales =2,00,000

3.10°

: Profit/ volume Ratio is other
ratio ( C/S ratio)
Contribution C
ol Sales S
sales to stu;a; ;?-.Embush"".s the relationship between contrioular
bttt :n?dminﬂ:;bﬂw of the business Higher the P/V rat. "
enterprise w rthe P/ V/ ratio lesser will be the profi. So evél
by (1) iﬁn’ma:i':.t; tfhi:ﬂrgase the P/V ratio. P/V ratio can be increas?
selling more pmﬂtaﬁ selling price (ii) reducing the variahlewiﬂ

le product (iv) altering the sales mixture-

vafﬂ.ﬁ:ns-
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ilustration:3.6
Calculate P/V ratio from the following Information

(i) Selling Price Rs. 10 per unit variable cost Rs. 6 per unit
(i)  Given'the profits and sales of two period as under.

Sales Profits
2003 1,50,000 20,000
2004 1,70,000 25,000

Solution:

() B\ ratio Guntributianxmu
Sales

=52V 2400

wﬂ;;—smnﬂzam%

Change in profit 100
Change in sale

25,000 - 20,000 <100
1.TCI 000 -150,000

_ 9000 100 =25%

20,000

COST VOLUME PROFIT ANALYSIS.

Cost-volume-profit analysis (CVP) is an extension of the principles
of marginal costing. It is a study of relationship in between three basic
factors i,e. Costof production, volume of sales and the selling price of the
product. Within these three factors there is a cause and effect relationship.
For example, profit depends upon sales, selling price to a large extent
dependd upon cost and cost depends upon volume of production as itis
only the variable cost that varies directly with production. CVP analysis is
extremely useful to the management in budgeting and profit planning.

3.11 BREAK EVEN ANALYSIS

Break even analysis is a widely used technique to study the CVP
relationship. In narrow sense, break-even analysis is concemed with
determining break-even point, |,e. that level of production and sales where
there is no profit and no loss. At this point, the total rost is equal to total
sales revenue. In broad sense, break-even analysis is used to determine

(i) P/Vratio=

probable profit or loss at any given level of production or sales.
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Broak ovan Sales = c

o FAS 0%
Break even Point = EN ratio

lllustration : 3.7

Fixed Cost = Rs. 15,000

Selling Price = Rs 18 per unit

Variable Cost = Rs. 12 per unit

Fixed out (1) P/V ratio (if) BEP (in units) (iil) BEP {rnu:umawa,,mHj

Solution
Contribution =S -V
=18-12
= Rs. 6 perunit

C
=—x100
(i) P/V ratio SH

: =Ex1ﬂﬂ ::—E—H1m = 3312’5

S 18 3

Fixed Cost
Contribution per Unit

(i)  BEP(inunits)=

- ‘5'2"” = 2,500 units.

FixedCost _ 15000 . ..
PNVratio  100/3%

(i)  BEP(inmoney value) =

lllustration :3.8
From the following data you are required to calculats
(a) PN ratio

(b)  Break Even Sales
(c)  Sales required to eam a profit of Rs. 1,50,000

Fixed expansion Rs. 80,000
Direct Material Rs. 6 per unit
Dmtal:ou[ Rs. 3 per unit

Direct expansion Rs. 3 perunit
Selling price perunit  Rs, 15 per unit

: |
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g i et
Variable cost
Direct material 6
Directlabour : 3
Direct expansion: 3

12

NOTES

V=Rs. 12
S=Rs. 15
Contribulion=8S-V=15-12=Rs. 3

P/Vratio = Contribution

Sales X100

(i)
= %KTUU =20%

Fixed cost

i Break Even Sales =
L P IV ratio

90
mis x5 =Rs.4,50,000
509, = 20000x5 =Rs450

(v) Sales required to eamn a profit of Rs. 1,50,000

_ Fixedcost + Describedprofit -~
P/V ratio

20% 20

Sales

llustration:3.9

The following informationis given

Sales = Rs. 2,00,000

Variable cost = Rs, 1,20,000,

Fixed cost = Rs. 30,000

Calculate’ _

(a)  Break Even Point |

(d) NewBEPIfS.P reduced by 10 %

()  NewBEP if variable cost increased by 10 %
()  NewBEPiffixed costincreased by 10 %

Sl sructionel Materia 65
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solution:

5-V
f’NraliﬂuT“mﬂ
80,000
B 120,000 - =
NOTES 5'?000;[?0000 %100 200,000 %100 = 4e,

Fixed co cost SQPEU. =Rs. 76,000
(a) BEP=piVratio 40%

%o
b when S.P reduced by 10
Y New S.P = 2,00,000~ 10 % of 2,00,000 = 1,80,000

aEp = X6 008t Sales

Contribution
30000, 160,000 = 222%2180,000 = 90,000
= 180,00-120,000 60,000

(c) When variable costincreased by 10 %
New V.C =1,20,000 + 10 % of 1,20,000 = Rs. 1,32,000

M— % Salas

BEP = Contribution

__ 30000 500000=220%, 200,000
200000132000 68,000

=Rs. 88,235

(d)  When fixed cost increases by 10%.
New fixed cost = 30,000 + 10% of 30,000 = 33,000

Fixed cost
=——————xS5ales
2EE Contribution %
33,000

= 2.00,000-1,20,000

x 2,00,000

_ 33,000
00,000 = Rs.82,500
~ 80,000 ¥

Ilustration: 3.10
Following Information is given.
Fixed expenses Rs.4,000
B.E.P. Rs.10,000

60 Sg{."’-fnﬂruﬂhﬂﬂf Material
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rhe method 1S mare haigty 1o t

+q because it shows tha "“"“H'Hr-“ﬂm managament for doeckion
1h r
™ ction before profit are realined (-

' yon are automatically dinclogeg
JARGIN OF SAFETY

wargin of safaty is (he Qiffaro
_ : : NCw batwean tha nctual satos and
L s ..'Il. "“..‘ hr'l'."ﬂh ‘“"Ir“'n F“Hl“ Mﬂ-'u‘ln u' .-ﬂfl!"f lnnv hﬂue l;.rfﬂi ‘;1 Wi

e moneylermsoras n pore
SO . anlage of .
sl sales - Sales at B E P 0 0f salos. Thus margin satety

N
Otlritution M v e s leeanis of NETR
N ihe chan

o Marginof Safety . Profi
FIV ratio

The size of the margin of saloly indicates soundness of o
nISINESS When IRRIRW of safety is large it means the business can sl
ke profits after a serious fallin sales. In such a situation. the business

anvis @ better chance of survival in times of de
AN b : pression, When margn
-+ satety is low itis an indicator of the weak position of business. because

+oa small reduction in sale will i‘ld\.remaly affect the profit position of the
pusSingss.

When margin of safety is not satisfactory, the following steps may
ve taken to improve it (a) Increase the volume of sale (b) Increase the

selling price (¢) Reduce fixed cost (d) Reduce variable cost (e) Substitute
e existing producis by more profitable products.

ANGLE OF INCIDENCE

Angle of incidence is the angle at which the sales line cuts the
iotal cost line at the break even point. This angle indicates the profit
eaming capacity of a business. Managements aim will be to have as
large an angle of incidence as possible because a large angle of
incidence shows a high rate ef profit. A narmow angle of incidence shows
2 low rate of profit. |

llustration: 3.12

A company has fixed expenses of Rsﬂoﬂ% with sales
Rs.3,00,000 and a profit of Rs.60,000 during the first half year. In the
next half year, the company suffered aloss of Rs.30,000 calculate
(3 Plvratio— break even pointand marginof safety forthe first half
(b)  Salesvolume forthe next half year assuming thatseling expenses

ndiid oxponss anainUnchanged ool i
) Break-even point and margin of safety for whole year | |

- [
'r L ! -
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,”ustrntlon :3.13

you are giventhe following Normation

predcost  R4000 g ven sales - Ry 20,000
orofl Rs.1,000 Selling prie 20
0 -
calculate () Sales ang Marginal cost of lnluﬂllzu —
’ 8
b) New B.E p, it selling price redyced by 10%
golution:

Fixed cost
P/vratip = 250 V0S1
BEP (Salas) * '

4,000
- 20,000 %100 = 20%

Fixed cost + Profit
Plv ratio

" 4,000 +1,000 5000
20% 209 - Rs25000

variable cost o sales =100 - Pjy ratio

=107 20 =80%
Marginal cost of sales = 80% of Rs.25,000= Rs.20,000

(i) ~ When selling price reduced by 10%
New selling price = 20-10% of 20
=20-2=Rs.18

Variable cost = 80% of Rs.20 = Rs.16
New contribution percent=18-16 =Rs.2
New Break even point

B, 4,000
_Exsalas -——E—-x.‘IB

=Rs. 36,000
lllustration : 3.14

[|] Sales =

A plant is operating at 60% capacity. Fixed cost is Rs.60,000
and variable cost is Rs.75,000. The sale proceeds is Rs.1,50,000.

Find out (i) Break even point {Ii]._Paménlagu of capacity of
which the plant should work to earn a profit of Rs.40,000 (B.com.

Bangalore)

NOTES

Selp-tnstruceionad Maverial 7 ]
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/ariable cost per unit=

. . (10+5+3) = Rs.18
contribution per unit =

20 o 1E = RBE

BEP = Fixed + Desireq | profit
Contribution per Jﬂﬁ

_ 18,000 + 10,009 28,000
——2+10,000 g
2 5 =14000 units
additional units to be solq (14,000-4 g

00)= 10,000 u
(i) ~Make or Buy Decisions i

giternatives 80 production Capacity consider the following

()  Tobuyraw materials from Outside suppliers

(i)~ Tousgavailable capacity to prodyce the items within the company.

suppliers should be compared wi price asked by the outside
componéent parts. :

If purchase price < variable cost,

If purchase price > variable
proposition.

Before taking any make or buy decision only on the basis of

marginal cost analysis, following points should also be laken into
considerations.

(i) Quality of goods supplied by the supplier.
(i)  Reliability of delivery of goods.
(i) Price stability from suppliers.

llustration: 3.17

A manufacturing company finds that cost of making a component
s Rs.10, the same is available in the market at Rs.8 with an assurance
of continuously supply. Give your suggestions whether to make or buy,
Give your suggestions if the supplier reduces the price from Rs.8 to
Rs.7.

90 in for purchase proposition.
Cost, go in for manufacturing

Material 3.00
Labour 3,00
Variable expenses - 150
Fixed expenses 250

elfslvpariee diif
Wargeinil Caiing

NOTES
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colution

it of cnnttlh{ﬁi P . :
gratemeI B ZDNTIDUNON per yniy —
colling Price AT UM e Product.x

Producty
: AN variable cost par wnit 20 20
ot motoma o
sriable 0.4 (150% of wagaes ] 4
v - —ages) Shmt N 4 :
{J"lt— ['.Fn:nu:-n per unit e ,___?_:_"____ sdadis | Tl
= e —— s A
gvaluation of various altermativey « i
(@) 250 units of X and 250 units of y
contribution
x-250%2
y-250 X 4 = 500
- 1.000
Less fixed overhead 500
Profit 1536
(b) 400 units of y only £
Contribution
Y400 x4
‘ossfixed 0.4 R 1,600
Profit 3 %g
) <27 units of x and 100 units of x.
x-400x2 £
Y-100x4 = EEE
Less fixed overhead = 1'%
Profit 450
(d) 150 units of x and 350 units of y
x—150x2 300
Y -350 4 = 1.400
1,700
Less fixed cost = 750
Profit = 950

As alternative (d) 1.e. 150 units of x and 350 units of y generates
maximum of profit, it will be recommended to the management.

(iv) Fixation in selling price :
The technique of marginal costing may be applied in the area of

price fixation in such a way that the prices fixed should cover atleast the
variable cost. Some times selling price may be reduced due to

competition, depression, expansion programme etc.

NOVTRS

Self-tmtructional Material 1
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Limiting of key fal:tur

(¥ The objective of a busines
m always €asy 1o achjeye
-4 by a vanety of fact,
& e :nnt ordersin hand am DIE
i aenal is not sufficientyy 5
m&ﬂmrs;ng the profits. A fimyg;

fol
achiné hour and financia| SOUrceg

The purpose of the limy;
NG factor tach
ofitable course of action in g o uch ca Schnique | 8o indicate the most
ssible. Where alternatives are

]Hust(al’iﬂn :3.20

The following data are giyen,

pirecl materials R:I;:" £r8
pirect labour @ Rs.3 per hr. Rs. 6 U
Jariable overhead @Rs.4 perhr Rs. 8 12
gelling P”?‘E Rs. 100 110
giandard time 2 hrs. Ihrs.
state which product you would recommend to manufacture when
(a) Labourtimeis the key factor,
(b) Sales valueis the key factor.
Solution

Pr.A PrB
Selling price (s) 100 100
Variable cost
Direct material 24 14
Direct labour 9
Variable O.H. 12
Variable cost (v) 38 20
Contributior(s-v) i i
(2) Contribution per labour hour 62/2=Rs.31 75/3=Rs.35
(b) Contribution per $2/100=62 paise 75/110=68 paise

rupee of sales value

Sis
€ this

a
Vailablg, Ty, :

Aot o and
Mekginal Cosiing

Eam may:
bjmwemaxlmum profit. However
o SCause profit earning is
L;r n Endertakmg may have
Production capacit
u 4
S Materia| g the limiting factor
Sales, materials, labour,

NOTES
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The cost shee
lofg Prody ey 'S Qivar
! B8 Undar

pirect materials Rs,
[jnﬂﬁt wages 8.00
cactory overhead 3,00
Fixed -.50
vanable - .50
Admirus!rativﬂ expensos 1.00
gelling and distribution eXpensess 75
Fixed -.25
variable - .50
Total cost .Ilém

Selling prices per unit js Rs. 12

: an 4
for the firm is 65,000 units, A fore; Qutput of 50,000 units, The capacity
ataprice of Rs. 10 perunit, Adya

should be accepted,
Solution
additional cost for 15,000 units

_ Per unit 15,000 units
Direct material 5.00 75.000
Direct wages 3.00 45000
Prime cost 8.00 1,20,000
Variable O.H Factory .50 7,500
selling and distribution .50 7.500
Marginal cost 9.00 1,35,000
Sales 10.00 1,50.000
Contribution 1.00 15,000

The order from the foreign customers will give an additional
contribution of Rs. 15,000. Hence the order should be accepted because
additional contribution of Rs. 15,000 will increase the profit.

(viij Attention method of production

ju ms
Marginal costing is helpful in comparing the alterative !wath_
of production L.e. machine work or hand work. The method which gives

the highest contribution is to be adopted, keeping the limiting factor in
view,

NIVTES
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Greater contiol ayar

- l ig l:l'i:l
marginal cost thay | 39Ible bacausn i1y only variable or

GOt

. | HABIG by th

Ithelps managament in oy Al 1op managemant
ATy

between cosl, VOIume gy Brofj|

L,meloNS OF MARGINAI. COSTIN
N Marginal costing 1y 9

1Yy studying a relationshio

I':‘:?bﬁr of assumptions which
" 1 . . - n
qy s duﬁicuﬂ 10 classify o) BXpo g

marginal costing B55umes th

fixed and variable.

n \ ']
: ;.ar.:b o Mxed and variable whereas
alall expenses can ba analy: ed ino

i) Time factor is not gly
penses

dre connected with time. Fixed

axpenses should he considered if syitabye comparision of two

jobs Is to be made,

) Fixation of selling price on marginal cost

Sht’:;t;;elm T:::-F‘ Over the long run, the prices should be ¢ ecided
on cost basis only. Fixation of selling price on the marginal
costbasis in the long run may be dangerous

basis may be useful for

(i) Marginal costing does not take inta consideration tha fixed
overheads, as such the problem of under or over absoprtion can

be avoided. But the problem of under or over-absorption of
variable overheads can not be avoided.

(vi) Marginal costing can not be applied in contact or ship building
industry, because the value of work-in-progress is very high and
exclusion of fixed overhead may result into losses every y2ar and
huge profit in the year of completion of the job.

(vili) The elimination of fixed cost renders the cost comaprisior, of jobs
difficult specially when both jols have the same marginal costs
but one of them takes a longer time than other.

QUESTIONS

1. What do you mean by marginal costing. Discus its usefulness
and limitations.

2. Explain the following terms in relation to marginal costing.
(a) Contribution (b) Plv ratio
(c) Margin of safety (d) key factor

3 Expla_ln-ﬂ}e-diﬁemncahahvﬁan_ﬁiﬂrﬂh‘lﬂimﬁﬂnﬂﬂ"d absorption
::wz:i;t'lngt | :

1 wi uf gl i bl
1.f.|-"_'|_|1 i@l | _dsiiny

NOTES
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A cOMPANY Sold in twg o
units and has incurrg 4 |“(:L‘.aaﬂiu

@ peri
a5 F'.anl reﬁpﬂtuvﬂ'h’f. Thﬂﬁa DT ﬂa1 ml ?uuﬂ Unﬂ! E“‘d Bﬂuﬂ (B fidid i jing i/

at Rs.100. L Bﬂ“mg nm:_'a and sarmedg Rs 10,000 varginal, Conting

Arunit can be
; ansumad
You are required to calculate

amount of fixed Cost

The no. of units o bre sk even
The number of units 1o Bam a.

' Pro
(a) PIV ratio, 10% fixaq ks fitof Re.40,000

NOTES

||:.1:I
(v
lL:]

. (b) BEF 8,000 units (¢ REQui?t;l:Iﬂuﬁaln 1
,3, Youare given the {ultuwing dala 812,00,000
Rs,
Variable cost 3,00,000
Fixed cosl 1.53:{}[:{}
Net profit 50,000

rind out (a) PV ratio (b) break even paint

(c) margin of eafet
s (2) 40% (D) Rs.3,75,000 (c) Rs. 1,25 000 .
X Ltd. furnishes the re| ;
1% 30™ June 2004. elating information tg the half year ended
Fixed cost Rs.45,000
Sales Rs.1,50,000
During the second half year, the company has oroi )
RE.TU,DDD. : mp y nas F'mleﬁﬂd & loss of
Calculate

(a)  The break even point and margin of safety for the six months.

t)  Expected sales volume for the second halfof the year assurring that
fixed costs and p/v ratio remain constant for the second half year.

(c) The break-even point and margin of safety for the whole vear.
Ans.. (a)Rs.90,000, Rs.60,000 (b) 70,000 (c) Rs.1,80,000 Rs.40,000
15,  From the following particulars draw a break-even chart and find
out break even point.
Variable cost per unit Rs.15
Selling price per unit Rs.20
Fixed cost Rs.54,000
()  What should be the selling price of break-even point s to be
brought down to 6,000 units
Ans.. (a) 10,800 units (b) Rs.24.
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S

gudgels are an Mpon; Nty oy,
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ind Jlustrate the preparatigy, of va

.3 MEANING OF A BUDGE

e —
T =

The purpose of
advise of planning

The basic objective of ao

) acen

sin@ss man unt

10 pusing agement for Plannin s Lo Provide information
.L,nsu:iﬁfed to be one of the E 4 and conpre| Budgeting is

_ontrol. In the business worlg 5 bug 2tV oo of o
;ted Incomes and expen diture 9etis the formal exp

xpet .
~ord of Crown and Howard * A, o a definite futyre

planning and
ression of the

. _ budgetis 5 Ure period. In the
ma,,lagement pnll_cy during a giy €N periog prehnetermmnd statement of
for COMPASSIon with the resyits 4 ctually rec;;-r IEh provides standard
,21 CHARACTERISTICS a
) Budget acts as tool of both planning and contr
2 itis prepared for a definite future Period S
o) Budgetis prepared in monetary termsg nr quantitative {

erms.

) Budget includes both
of Capital.

5) Purpose of a budget is to jm
the management for attainin

Ncome expenditure and he employment

piernent the policies formulated by
g the given objectives.

43 MEANING OF BUDGETARY CONTROL

e —

The use of a _budget to control a firms activities is known as
budgeting control. First of all budgets are prepared and then actual
results are recorded. The comparison of budgeted and actual figures

may give a variation and effective steps should be taken to overcome
the variation. ) '

431 CHARACTERISTICS

(1) Establishment of budget for each department of the
arganization.

(2)  Formulating necessary plans to achieve the desired objectives.

(3) Comparison of actual performance with the budgeted figures
to know the variations.

(4)  Taking suitable measures or remedial action to achieve the
desired objective if there is a variation:
) Revision of budget due to changed circumstances.

Mg fibey 1 iomd
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r that the maximum profy Wil
of resources.

all acli
guah @ manne
minimuim use

GETARY CONTROL

[ b | i tl!' :

1) 1o co-arding

g BLSINEss firm i \

achieved for the
: 5 OF A BUD

4.3.2 UBJI:C'I'IUE e

An effective budgeting system s vital to the success of g v

r L‘l ll ¥ L L

i
crm. The following are the objectives of @ budgetary control systep,

4 formal planning framgwmk that Provig
departmental objectives and contrityt,
all objectives of an organisation. Detalled plans felaty
ction, sales, raw materials, labour, advertising, cg
planning many problems are find oy ang

1. Planning : Budget 15
specific deadlines o achieve
towards the over

to objective prodi
additions etc are drawn up. By

solutions can be made.

The budgetary control co-ordinated the Varigys
that the comman objective of the firm May b
successfully achieved. Effective planning and organization Contribyte,
4 lot in achieving co-ordination. For exp. — S_:ales budget must be g,
ordinated with production budget and production budget with PUrChags
budget.

3. Communication :ltis necessary in an efficient management that 5
people from top to bottom should be informed about the objectiyes
policies, programmes and performances. Budgets inform each manage
of what others have agreed to do. They also inform managers to achiey
objectives and targets.

4. Motivation : Budget motives the manager to perform work to achiee
the objectives of the concern. Ifindividuals actively involved in the concam
then the manager must achieve the targets.

5. Control : Budgeting enters into control at three points :

(1)  When a budget is formulated, departments analyse their plans
for the future and submit estimates as per their requirements.

2. Cu-ordinatiu_n:
activities of the firm, s0

(2)  After budget becomes approved, it becomes necessary {0
accomplish it within a minimum cost.

(3) At the end comparison is made between plans and actual
performance. The difference between two is reported to the
management for taking corrective action,

Performance Evaluation : A budget provides a useful means of
infanning managers how well they are performing in meeting targets !
IS more accurate, reliable and reasonable to measure current
performance againsta budget. In many concern, managers are rewarded
or get promotion by achieving the target records.

Advantages of Budgetary Control: Budgeting plays an important 1€
in the effective use of resources and achieving over all organizati
goals, It has the following advantages .
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43.3

Budgeling Compoly apq o
w]
and timely study of g nmhllu:‘:?m r"“*""tiﬂrnmm 1o mnk
\ RTEL T
pudaeting provides Vitlual
expenditure of g humnnag H:Ir.; neur

_ _ ] Bils a
Budgeting co-ordinayes the
functions of the businegs

an aarly

1
t: 3 “ontiolling income and

A iviy "1 1or spending'
918 virrioug depanmants and

Itincreases production e
afficie
cosl. ancy

Budgeting helps in direc|
most profitable channatg,ng “apital ang Olher resources into the

elimine
Ninate wagiq and contral the

Budget ensures propar 5
_ , nd - :
material, machines ang mn:gfﬂblwﬁ utllization of * 4p4" i

according to the availability of tﬁa:;:izae Production is planned
mé,

Budgeting aids in nbtaining bank credit

fudaeting enables manag
withoutlosing control over

It ensures availability of syffi ; _
capital expenditure into the mn;':r: ﬁF:;IE Li:::::ilsand diverts

As a sales guide, it provides g

=k CCurate forecast of
demancit AYSiis salesicf unprofitable and Iv&zssﬂummm”i
products. profitable

Bment lo dECE trali
. niralize responsibili
hE| I . po thlhtﬁf

Budgeting provides a tool through which managerial policies and

goals are periodically evaluated, tested and establi :
line for the entire organization, stablished as guide

Budgeting provides a systematic and disci

| / plined approach t
the solution of problems in the organization, i i

Budgeting helps the total national economy by providing stability
of employment, economic use of resources and effective
prevention of waste.

LIMITATION OF BUDGETARY CONTROL
Though budget has a lot of advantages, butitis not a cure forall

organizational ills. It has certain limitations, which require careful
consideration.

1. Budget based on estimates : Planning, budgeting or forecasting
s not an exact science, it uses approximations and judgement which
may not be cent percent accurate. As budgetis based on estimates, no
one knows precisely what will happen in the future.

Hirclieriry il
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4 B Al EERTERR -y
pralio e MIE['E‘T lion of E:” uuugﬂ'hnn
2. Lack of Co-0P aration ant participa ID{; +h Meémbey, !
y - hia cO-0F 1 : J|ate with each 5 o
depends OF [quL-:H‘It'!rHl_H:![i ;.arunc:lwr_‘“l’f‘i u'h‘-‘”f@,
lII..I”-HIr'Inr‘”‘ e
they L‘.umn!1I.|I|||th?h|rg]ti At S
- uous Revision: in a rapidly Etmlgve G B ( N1 i g,
tinu - s hé @
3 E;II:- (o achieve the targels 50 b:;degsuncem vised iy,
yassible (O abiine : _
tlnknﬁ \a time, so that ! will be helpful1o 1
ool of Management : Budgeting can =

: t
4. Budgeting is only 8 t but is only @ tool of managemeni The

ake the place

:-.il;:;ﬂtq should bé regarrlecl notasa masterbutas a servant, Exe
of pudget 18 successful wh
Enﬂ'msmslmalw in the programme.

5. Expensive Tool : The installation and operation of a b“‘jg&!ar,

control system is @ costly affair as it req_uires the employmen;
specialized staff and involves other expenditure which small concey,
may find it difficultt0 incur.

Budgeting and bud
management, which aims a
use budgetary control efficie

4.3 BUDGETARY CONTROL AND STANDARD COSTING

getary control is no longer a luxury one Tr.
t more efficiency and reduction in cost fﬁus;

ntly and effectively.

Points of Similarly:
There are certain basic principles which are common both &z

standard costing and budgetary control. These are

(1)  Theestablishment of pre-determined targets.

2)  Themeasurementof actual performance.

(3)  Comparison of actual performance with pre-determined largets
(4)  The analysis of variance between the actual and standard

performance.
(5)  Totake corrective measures where necessary.

Points of Differences

(1) Inbudgetary control budget is prepared for whole concem such
:Eales. purchase, production, cash, capital expenditure €&
re as standard costing is applied to manufacturing of 3

product, and s : ; u
s ome times for marketing and administration

(2) E:Eﬂf; a;i; i::;rgsz:-,di d for incomes, expenditure and othe!
‘ - standers | .
material, labour and Wam:ar; set up for expenditure only 1#
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tensive In application Ward ooy S

o
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Mailed analysis of
audgetary control i rely

8 gandard COSHNG relateg | to fina

0 Co
4 standard costing Villiance

. S are
£ ccounts, butin budﬁﬂtm‘y m““mm:&lunuf "Svaaled through
SxpENSes are put side by side o G0l expenses ang aclual

firvel gy g
gtandard cost represen) W variation rekabile

Voal ace

LT
B0COUNLY e

osts B
pper ||II'T'II{ on spending without Cu:ﬂil:]:g:m usually represent an
g 1;113{1{1‘!111?& ng the alfectiveness of

l-‘e

changing circumstances than th
costs are more static and subject 1o jegs change

gudgets are equally important for R
ordination and control functiong of oo S ERvae O
contribute more to the control
functions.

15 TYPES OF BUDGET

——

454 FUNCTIONAL BUDGETS

A functional budget is a budget of income and expenditure
spplicable to a particular function. There are many types of functional
nudget. but the following budgets are generally prepared.

ra

(1) Sales Budget

2) Production Budget

{3 Production cost Budget

{4  Material Budget

(5} Labour Budget

€  Purchase Budget

7 Administrative cost Budget 4
® Selling and Distribution cost Budget

¥ Capital expenditure Budget

(10) CashBudget
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452 SALES BUDGET important but also the

mosl

. not only the M :
gales budget 18 no i : kL e o

1 2]

difficult budge 0 own as the nerve cen

to prepare ot of quantities and values of g, ¢
aved in a DUUYE em ion
= ?,L}:E;::s.dsir:mﬂd be consid ? present conditions ,:zfr“"
mal . ! in
past pgrformance. (b) infor tory and (c) data C':’”GEFnin,j
individual com

: C
any and in ea tion.
duswanglgeneral husiness conditi e
et ' tion about past pe,-fgrmancﬁ' - fa fni il o
e m:i?trgm?he record of previous years sales 1s the most reliapy
sales forecasting.

e based.
basis on which sales budgets should b . =)
cond essential step in forecasting sales is t{; accumulagiy,
o sg condition within the company and in each sales teri,
ofdata rega; .-:-.nsntﬂﬂn obtain a good picture of sales Ifrﬂspe':ts throyy:
T?:nﬂgzzg sent to the head office by sales man, dealer, sales officer o
In

different territory.

Information about general business conditions are known a:

idered In preparing the saje
* and they should be cons . :
?;:cr;:tf r?hese areypersonal income and purchasing power of e

population, unemployment condition wholesales price indices, businag

failures, industrial production index, governmental policies etc,

The sales budget can be prepared to show sales classifieg
according to products, salesman, customers, territories etc,

45.3 PRODUCTION BUDGET

After preparing sales budget the prqductian h!.idget is prepared
A production budget is stated in physical unlts_. It specifies the no of units
of each product that must be produced to satisfy the sales forecast ang
to achieve the desired level of closing finished good inventory. Units o
produce = Budgeted sales +closing inventory of finished good beginning
inventory of finished goods.

In preparing pmduétinn budgets following factors are taken into
consideration.

1. The Production budget is fixed with sales budget, because on
the basis of volume of sales no of units should be produced.

2 The management decision regarding quantities needed in stock
atall times to meet customer requirement in an important factor

3; The production capacity of each department should be worked
out and budget figures should be within these limits.

4. Production policy of the management plays an important roke. I
the management decide to buy a particular component from outs?
Instead of manufacturing it, will influence the production budget
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er quant'r!.ies.

Egonomic ord

(i as available.

F mam:ml (esourc
factured as separate from
hogg

o be manu
from outside.

iffers from raw materials budgey "
cifies both quantities and money valye, Eat
mited to quantities only. Secondly, ”""f-hagr:

i sl .
as raw material budget 1s . il
budget includes direct and indirect n i o

otc. while raw material budgetinclude only direct material r“*"fli--liI'E:n-|E|.1hl
458 ADMINISTRATIVE cOST BUDGET |

This bUdQEt reprEEEl"lt the E_IpEﬂdltLrir?_ on all admilﬂistram&
expenses for non-manufacturing business activities. The adminjsyz,
expense budget contains expenses like directors remuneration |,

: i es, etc. These expen
charges, audit fees, salaries, office expenses, et. Penses 4
mnsﬁy fixed in nature, so they should not be too difficult to forecast

4.5.9 SETTING AND DISTRIBUTION COST BUDGET

bution cost budget shows the budgeted Costy
udget period. It is also known as the markey,

expenses budget, So sales budget and selling and distribution gy
budget are prepared simultaneously, since each has a definite impapy
on other. While preparing sales budgets usually we are giving emphag
to direct selling expenses, sales office expenses, distribution expense:
and advertising expenses efc.
4.5.10 CAPITAL EXPENDITURE BUDGET

The capital expenditure budget represents the expenditure on
fixed assets during the budget period. It includes the items like ney
buildings, machinery, land etc. The main features of the budget is

(i) ltincludes with items not directly related to profit and loss account

(i)  Capital, expenditure is frequently planned a number of yearsin
advance. As compared to this budget other functional budgets
are normally prepared.

(i)  This budget involves a large amount of expenditure, which needs
top management approval. So this budget need a strict
management control.

The objective of capital expenditure budget is

(i)  Give priorinformation to the com -
incurred. pany before such expenditure

(n] To provide tool for controlling capital expenditure.
(i) Tocorrect capacity imbalances.
(V) Tocaleulate the estimated retum on capital employment

(V)

(V) Materials 1

purchased

The purchase bu
the purchase hudget spe

Selling and distri
promoting sales forthe b
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M ) : '

A Cash budget ¢

: : A
¢ inflows) and d15hl.|r's.em ns detay Billimg)
e ; “M(ca i
i cos certain thal IhEhLlSmggq 8hay f 88 of o

i : 9 1o
nﬂ,dg as and when they aris a5 s0ff) BNt ' nhlluum pRfiod |y

Lﬂad'ﬂm kiepﬂﬁd_s Onvthe type of busg; ¢ im lable 1o Meel ity
g cash pasiion Hness, nagﬂru “overed by y cagh
: : Nent pla '

Operational Cas}, p| . Planning, nesds

n X
monthly, weekly daily l:i;ﬂ . Cagh budg
management, e inform,

l‘l'.'r',f]]mh {

1.

8ls mpy

§TE] #
Ehﬂnﬂl y f-["t!pdrerj

fequiremuny
Short Range : Short-rg A

vl d M
and as In “corresponden 9€ cash by

gel is

CE With the an Prepared annually
nu (]

3, Long—Range:Longrangep al profit plan’.

and expenses in -::|+e’t:;1i|e;;|5,I Th legeung dﬂea_nm disciase fevenue

fange Cash
e preparation of cash budget hag the folowing ijm:is Budgeting
indi . 28,
g Itinaicates iat suMcient cash i eyt iy eaure
iredq.

- indicates the effect
(i) It II"IEIEIC:EI et on the ¢ =
requirements large inventories ik ash position of seasonal

i) It shows whether Capital Expenditure may be financed internally

i) It shows the availability of excess funds for short —
investments.

4512 FIXED AND FLEXIBLE BUDGET
Fixed Budgeting:

A fixed budget is one, which is prepared keeping in mind one
level of output. It is designed to remain unchanged irrespective of the
level of activity actually attained. Fixed budgets do not change when
production level changes. But in practice fixed budgeting is rarely used,
hecause the fixed budget is unable to provide use full information when
actual output differs significantly from expected o budgeted output. A
fixed budget can be usefully employed when budgeted outputis close

enough to the actual output.

Flexibl ting : .
SPESlcgete n one level of activity. It

: . tha
Flexible budget is prepared for more -
s3 set ﬂii? ;Iltz?hggiug.b udgetﬁ todiffe mﬂtﬂpﬂﬂteg I:;ﬁ: if;u%ﬁ'::;:
flexible budget is also known as ﬂarialiglﬂzw”:f;";n;m and never static.
budget etc. As every business is dynamc acity for various

term

utilize cap
s0flexible budget helps the_maﬂa_ﬂﬂmﬁnﬁg{: Etu:}a otc. Among different

levels of activity say 70%, 80% 90%an¢ 1=~ e
mg:ﬁvﬁyﬁ{?ﬂéﬂimwmmwhmﬂﬂﬂ-“‘#m

NOTES
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involved in this budget makeg ay
ement. By

2l in those companies whe,

als Are repare f
Flexible budgets r?sl ﬂff”pul and sales, such as Id‘emand forj,
1o forece sted by weather condition or mmpa’?

s flexibility

Al s "'
business operations I O marag
useful decision making

Vs et Aceonniieng

axtremely difficul

NOTES qoods; where gales are effe ny
introdtce new product ETS
ARATION OF FLEXIBLE BUDG |
i he range of activity to which the budget s fo be Prepary
1 Deciding the:ra f i
{'EJ Analyse all costs into fixed, variable and semi-varnable
L 3: Selecting the activity levels to prepare budgets at those level,
{41 prepare the budgetl each activity level selected by asggc,aung
i the activity level with corresponding costs.
lllustration: 4.1 |
- heads on the basis of 4
e the flexible budget for over %
given bz :’sﬁa;s sertain overhead rates at 50% 60%, and 70% Capaciy
: ; ;
Variable overheads At 60 ;jfn Capaciy
Indirect Material 1Ei 50
Indirect Labour :
Semi-variable overhead 33000
Electricity (40% fixed, 60% variable) 1 :
Repair Maintenance (80% Fixed, 20%) variable . E_{_’]ﬂﬂ- |
Fixed overheads t 60% capaci
Depreciation 16,500
Insurance 4,500
Salaries 15,000
Estimated direct labour hours 1,86,000
Solution
Calculation of Overheads
At 50% At 60% At T0%
capacity  capacity  capacity
Variable overheads
Indirect maternal 5,000 6,000 7000
Indirect labour 15,000 18,000 21.000
Semi-variable overheads
Elechon 27,000 30000 33000
Fopal & madienance 2900 3000 3100
xed overheads
S 16500 16500 1650
Uil 4,500 4,500 4500
Denes. 15000 15000 15000
Tﬂt_a{ Wﬂrh&?ﬂﬂ . 85.900 QG.GBL‘I 1;00.1']{]
Estimated DirectLabourhours 1,55,000  1,86000 21700
98 Self-tnstructional Material ibour Rate per hour Rs 55 Rs.50 Rs 46

-
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F’l.':ru'"lil:{Fiu |I1

Materials 50
Labour 20
NOTES Variable overhead 15
Fixed overhead (50,000) 10
Administrative expenses (5% variable) 0
Selling expenses (20% fixed) 6
Distribution expenses (10% fixed) .
Total cost _:_E;.-ﬁf"'
You are required to prepare @ budget for 7,000 units.
Output-5,000 units _ Outpu m

Per unit Total Peruni t_"“"-'r-am

5000 250,000 5000 3055

Materials

Labour 20.00 1,00,000 2000 1 40,000
Prime coslt 70.00 3,50,000 70.00 4,90,000
Factory overhead

Variable 1500 75,000 15.00 1.05,000
Fixed 10.00 50,000 7.14 50,000
Work cost g5.00 475000 92.14 64500
Administrative expenses 10.00 60,00 7.28 51000
Cost of production 1,05,00 5.25,000 9942 6,96,000

Selling & distribution expenses
Selling expenses 6.00 30,000 566 39600

Distribution expenses 5.00 25,000 486  34.000
Total cost of sales 69800

116.00 5,80,000 109.94 76960

Calculation at 7,000 units
Administrative expenses

Variable-5% of Rs.10 = .50 x 7,000 = 3,500

Fixed : (95% of Rs.10) = 9.50 x 5000 = 47500
51,000

Selling Expenses

\ariable : 80% of Rs.6 =4.80 x 7,000 = 33,600

Fixed : (20% of Rs.6) = 1.20 x 5,000 = 6000

Distribution Expenses
Variable (90% of Rs.5) = 4.50 x 7,000

Fixed (10% of Rs.5) =50 x 5,000

100  Self-tnstructional Material
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(3 ZERO BASE BUDGET|\g

7ero base budgeting |
4cHIcE: where managerf’fgh:uaentzlahmme- time con
@ ore being Undertaken firsg g 2.2l thei suming budgeting

ey ro. This techn; me, f aclivities and costs f
chor Zero. Echntque wa 'S ZBB iny i
S first Olves starting from

introg 9 NOTES

ol as the G
7 who W overnor uce by Ji :
191 axpenditure. of the states of n‘aw.':nbl']f'r S )
jo = 313, for controlling

\n traditional budgeting cq
. Stlevels gf :
45858 1o startwith andlb_uudget units give ethe Previous year are taken
; ,EqurrEd from previous year, Th m_PhEIE!E that what changes

gl uUs
oting carmies orward previous year inefcis. e 2| 2pProach (o

udg ienci
ue A 15 igken an a base for the ﬂEVe[gpn?:rTzI::EES because previous
udget,

But in z8ro base budgeting incremenyy, approach should
should not be

w"ﬂwgd and previous years figures are not adopted asa b
ase, rather,

he name goes, Zero is taken as .
3sd gl1s develup?d on thv::: basis of 1i:e?ya:§t'ig; hmfg Fo Bad s,
n7BBamanageris to justify why he wanis to m::d U;h_elfutme period.
jsedin many non prluﬁt organisation. In the wnrds- : it is successfully
annind and budgeting process which requires ea:;ﬁ PeterA Pyher“A
5 entire budget request in detail from scratch (zer m:nager to justify

purden of proof to each managerto justify why he sh?; ESE} and shifts
4ll. Thea ppfﬂach requires that all activities be ana!:sgds?s?: MONEY
-kages” which are evaluated by systematic analysis and raE:lsfn
derof preference”. (O

wPLIGhT!DN OF ZBB
7BB involves the following steps

Detennine_gqals_.. operations and costs of all activities under
managers jurisdiction 1.& called a decision package.

9 Each decision package must be justified.
Ifjustified. then cost of minimum efforts required for each decision

{ZBm

Bulgetary Cumirol

at

3
package IS determined.
4  Alternatives means of conducting each activity should be
considered to select better and cheaper options for the package.
5 Evaluate budgetary implications of increasing or decreasing the

level of each activity.
f  Establish measures of workload and performance.

7 Rank all activities in order of their performance i.e. in order of
priority for resource allocation.
ADVANTAGES OF ZBB

1 ltallocates the resources
3 Widenifies and eliminates wastages and oBsolete 0pe

according to the need and benefit
I'EUUI"I‘S .‘!'t'J'Hr.l,srrm:u'rmq:' Materdal - TH
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waible methods of performing jobs
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o coordination withjn the
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[ interest
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and greate
munic

motivatarn

It [noreases com

Drumusaﬂlun
hacome me
(ges pro

re aware of the cost of inputs,

vides management with a g,
the organizations activilies,

6 Managers
The decision packa

coordinated knowledge of all
8 It is especially useful for sarnvice departments.
B
DkSADVANTAGES OF ZB
: - yast number of degjs;
t involved IN preparing a e
1 e i m are very high.

packages in @ large fir y
4 a large amount of additional Paper

2. Itis very ime consuming an
work Is required.

3. Ranking of decision package
subjective, so itcan creates co

4, As ZBB shifts burden to managers,
a new technigue.

4.4.14 PERFORMANCE BUDGETING

Performance budgeting is a system in which input costs are
related to the performance, |.€. end results. In other words, the
performance has (o match the targets and the expenditure that is
budgeted must resultinthe achievement of physical targets. The concept
of performance budgeting is used extensively in the Gavernmentand

public sector undertakings.

Government has realised that budgeting should be on the basis
of what is meant to be achieved and the expenditure has to compare
with the achievement of targets. So the first requirement is o determine
the various activities and the fargets to be achieved. Suppose Govt
decide to open training centres for handicapped persons. Now we have
to see how many institutions are there, where it will be opened, how
many persons are benefited from such institutions and lastly the
expenditure of allinstitutions as a whole. The performance of the people
and departments concerned shall be judged not only by the amount ol
maney spent but also by the number of handicapped persons trained
different skills. Thus expenditure will be linked with performance and
amount spent shall be fruitful. So Govt. has taken the correct stef of
decentralizing accounting work, otherwise such a system of reporting
would not be possible. So performance budgeting is very much usefu
technique in a good industrial concern.

s and allocation of resources j
nflict within the department

so they do not want to adop
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VARIANCE ANALYSIS
— AN — 0y
NOTES Structure
50 Objeclives
51  Introduction
52  Meaning of standard cost
53  Meaning of standard costing
54 Advantages of standard costing
55  Limitations of standard costing
56  Vanance analysis
5.7  Typesof variance analysis
571 Material cost variance
5.7.2 Labour costvanance
5.7.3 Overhead costvariance
56  Responsibility Accounting
5.0 OBJECTIVES R
e —

After going though this unit you should be able to

. Explain the meaning of standard cost, standard costing etc

. [dentify the uses of standard costing in various field,

. Know the various types of variance analysis.

. Get a good idea about how to solve different types of problems
in variance analysis.

5.1 INTRODUCTION

The determination of actual cost or histarical cost is no doubt
important in costing, but such actual costinvolves some limitations

(i)  Theactual costinformation is available only after the completion
of the job, so it has of no practical utility.

(i)  Historical costs do not serve the purpose of cost control becatise
the cost has already been incurred before cost figures are
available for managerial control,

(i)  Historical costs do not provide any yardstick against whicf
efficiency can be measured.
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The process of standard costing

| involves the following stages.
predetermination of standard costs in fy|| details
olement of costi.e. labour, material ang overhead. =

i Ascertain actual costs.

il CQmpEﬁEUn of the actual costs with standard cost to find out the
variances.

u Analysis of variances in order to determine the reasons for
deviations of actuals from the standards.

o Frezentatinn of informgtiun to the appropriate level of
management to enable suitable action being taken or revision of
standards.

Itshould be noted in this connection that standard costing is nota
zparate system of accounting but only a technique used with the intention
ticontrolling the costs.

{4 ADVANTAGES OF STANDARD COSTING

I Effective cost control : standard costing provides a yard stick
with reference to which the efficiency or inefficiency in
performacne may be established. This facilities the basic
Mmanagement function of cost control.
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2. Provides Incentives : Standard costing provides jhe
and mativation to work with greater effort for Hﬂhieving the ﬁl;"‘”l’u,,,

3. Fixing prices : Standard Cos may be used as the bas g
NOTES process of price fixation, filing the tenders ang Offer er,;_
quolations. |f prices are quoted on cost plus bass, aﬂtu;g e
may not be available in which case standard cosy may bf
base for fixation of selling price.

4, Delegation of Authority : This system facilitates daq al
authority and fixation of responsibllity for each indivig 100 54
department. Thus analysis of variance will fix "Eﬂpﬂnslh,r? (M
inefficiencies, M oy

08y,

B the

5 Facilitates co-ordination : While setting standarg,
performance of different departments such as productig,, : e
purchases etc. is taken into account. Thus through mna :
costing co-ordination of various functions is achieveq Sy

6. Reduce Waste : By fixing standards certain wastes .,
material waste, idle time, lostmachinse hours etc. are e, %

T Inventory valuation : Standard costing makes the Wark
valuation of inventory easier because the inventory is yaj ... o

Al e -
predetermined costs. S

8. Budgetary planning : Standard costs are very much Usefy|;
planning, budgeting and decision making. Production js usem::
without proper planning and budgeting. Once the Production I;
properly planned, it will lead to save cost.

9. Timely Reporting : Standard costing facilitates timaly
presentation of cost reports to management pinpuinting the
significant variances. Timely reporting faciitates correction of such
variances.

10.  Responsibility can be fixed : standard costing makes all 1
executives cost concious which increases efficiency ang
productiivty all around. All executives are motivated to achiee
the standard performance.

5.5 LIMITATIONS OF STANDARD COSTING

(1)  Establishment of standard costs is difficult in practice. Fixation
of inaccurate standards adversely affect the morale of the
employees and acts as hindrance to increase efficiency.

(2)  Standard costing is not suitable to industries which are subjed
to frequent lechnological changes. Industries may avoid revising
standards as itis a costly affair.

(3)  Operation of the standard costing system is a costly affair and
small firms can not afford it.
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56 | ,

//;5"[ control 1S @ Very important functions of

_sgnof the actual cn_:mst or profit or sales from the sta ngﬂagament\ The
< known as va riance. Analysis of variances Gk ard cost or profit

55385 mance and ach ieving the profits that have been Ef;:_lh'r::;nhuﬂing

rable and Unfavourable Variances :
fa [
ywhen actual costis less than standarg Cost or actual profit |
IS

o than 53 ndard prqﬁt itis known as favourable vari
®rable” or ‘credit vanance. When actual cost is more than standard
astof actual profit (sale) |“s Iess th_an standard profit (sale) it is called
: .;ﬁawufableu or “ad verse’ or “debit” variance and usually an indicator
mﬁdﬂnc‘g of the organisation.

:;unh‘ﬂliﬂhl‘-' and Uncontrollable Variances :

ifa variance is due ta inefficiency of a cost centre i e_individual
Jdepartment, it is said to be controllable variance. Such a variance
_nbecorrected by taking a suitable action. For exp, if actual quantity of
-sierial used is more than the standard quatity, the foreman would be
esponsible for it. If excessive use is due to defective supply, the

sichasing department is responsible for it.

If a variance arises due to external factors, it is known as
ueantrollable variance. For exp —change in the market price of material,
nzease in labour rates, increase in the rates of power are beyond the
wnirol of management. This type of variances can not be assigned to
iy person or department. The management should place more
smohasis on controllable variance which require investigation and
assibly corrective action. This follows the well known “principle of
suzplon’, because this technique is considered as an efficient way of
SEicising control on cost.

hiarieluir ' 4 npari w f

NOTES
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Practical Questions |
U"ath-”&

‘ates for material for the map,

: tary standard estima
I gﬁ FSSD utms of product x is 4000 kg at RS.250 per ;
EUEIEJ units of product x aré produced it is found that gpe . "

o
materials are consumed at Rs.2.70 per kg. Calculate Malery

variances.
Ans: MCV Rs.227.50 (A), MPV - Rs.165 (A), MUV-Rs.6250 (A)
2 Given that the cost standards for material consumption are 4 |

kg. @ Rs.10 per kg. compute (a) material price varianeg
Material usage variance whern actuals are

(i) 40 kg @ Rs.10 per kg

(i)  40kg @ Rs.12 perkg.

(i) 48 kg. @ Rs.12 perkg

(iv) 386 kg for a total cost of Rs.360.

Ans.: MPV— (i) Nil (i) Rs.80 (A) (iii) 96(A) (iv) Ni
MUV = (i) Rs.80 (A) (iii) Nil Rs.90 (A) (iv) Rs.40 (F)

3. From the following data calculate:
(1) Material cost variance ]
(i) Material price vanance
(iii) Material usage variance l

Products Standard  Standard Actual Actual

(b)

Quality price Quality price
A 1,050 2.00 1.100 225 M
B 1,500 3.25 1,400 350
c 2100 3.50 2.000 375

Ans.. (1) 550 (A) (i) Rs.1125(A) (i) Rs575 (F) ]
4. From the following information calculate material mix variance
Materials Standard Actual Standard  Actual

Quality Quality  Price (P.U.) Price (P.U.)
A 100 150 5 .50
B 200 250 6 6.00
c 300 400 4 3.50

Due to shortage of B, it was decided to reduce consumption of B
by 5% and increase that of A by 10%.
Ans.: Rs. 3.33(F)

5. X Company Ltd. produce a product A by mixing three materials.
For every 100kg of P. 125 kg of raw materials are used. In Dec.
2004, there was an output of 5,600 kg of P. The standard and
actual production are as follows.
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s s 55~ RESPONSIBILITY ACCOUNTIR

Introduction !
Il organizations @ single individual often dm::i decision
small organies ) Blig'S ety
In f the business. Butin large organization where mulg,
and management Of I LU siticylt, o i par ot e

, . | ad Il I8 more
yoducts are produced | e arderto
:n inagemeant (o cor ol the whole departments In Overcome

o lized Into diffe

b _ +ation 18 decentra Grent
this difficulty the large organi h |
responsibility centers where individual managr;rs :;12:!:; h:ﬂa ;Lh‘?ﬂl‘,r Oviay
a given area of aperation and freedom to 1aKke Cisionsg._ |y

¢ of a department to prepare his own cosy
becomes easy for the manage B g e budgels ndercont

budget, then he will be responsible .
Ifin ?:ase the costs are more than the t;udgeted _custs, then manger vy
try to find out reasons and take necessary corrective measures, Manage,

rformance of his department, |n the

will personally responsible for the pe i ;
wm;;s of quizerbzck "Responsibility Accounting is the name given tg

that aspect of the managerial process deal_l'ng with the repur!jng of
information to facilitate control of operations and evaluation of

performance”.
Responsibility accounting Is used as a controlling device by top

management for controlling the peﬂnrmanpe of nther executives. The
executives decision are judged on the basis of their performance and
they are made respansible for the out come of their actions.

Steps involve in Responsibility Accountancy:
Responsibility accounting is a systems of accumulating and

reporting both actual and budgeted costs (and revenues) by individuals

responsible for them. The aim of responsibility accounting is to help

management in achieving organizational goals. The basic principles

underlying in responsibility accounting are

T The organization is divided into various responsibility centres,
Each respansibiﬁhr centre is put under the charge of a manager
and manager is responsible for the performance of the centre.

2. For each responsibility centre the extent of responsibility is
defined. The manager is well known about the goal of the centre
and he is to act accordingly the goal of the responsibility centre.

3. The actual performance of each responsibility centre is
Fmﬂmunmateq o the executive concern and actual performance
Is compared with the goal and the variation should be ascertained.

4. Iftr!a actual performance is less than the target amount then the
variance should be informed to the top level management with
the name of the manager who is responsible for that centre.

' 5. Necessary actions should be taken to | i
. Lt ) sl correct the variations as
138, Selfdnsructional Materia early as possible to avoid the loss in the future, The directions of
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the top level management are communicated to the re
centre. sa that correction should be made immediate

all these steps are taken by top mana
1agerso that they can fulfill their target
mﬂe nd minimum cost. Responsibi

| device and help in improvin

8PONS| \
|l nsibility Mtlard Corting dind
l!l" II‘J"hHI v

L
gement against the centre
: within a stipulated period of
Ity accounting will certainly act as NOTES
o g the overall performarce of the

A responsibility centre is a unit of an organization under the
pervision of ? manager who has the responsibility for the activities of
hal responsibility centre. The usual objective of a responsibility centre
c foputsome material, labour and service to produce outputs like goods
~d services. These goods or services either transferred to other

jesponsiiiy centres within the company or to sold custo i
putside of the company. mers in the

1'

Both inputs and outputs in the responsibility centre can be
measured in terms of money. The money value of inputs consumed in a
esponsibility centre is called cost. The outputs are measured as
revenues when goods and services are sold to oulside customers. If
output is meant for outsiders, then it is easy to measure the munetéry
value of output, butifthe output is used to within the responsibility centre
py other department then it is difficult to valued. So responsibility
accounting is used in measuring costs and revenues. Responsibility
cemtres for planning and control purpose are classified into three classes.
(1) Cost centres (2) Profit centres (3) Investment centres.

(1) Cost centre: A cost or expense centre is a segment of an
organization in which the managers are held responsible for the
costs incurred in that segment. Responsibility in a cost centres is
confined only with cost. A comparison between the actual input
used and the predetermined budgeted inputs is made to
determine the variances which represent the efficiency of the cost
centre. Cost centre managers have control over some or all of
the costs in their segment of business, but not over revenues. In
manufacturing organizations the production and service
department are classified as cost centre. In production
departments output can be measured, butin service department
it only incur expenses and output can not be measured so itis
called Expenses centre. Cost centre mangers are responsible
for the cost that are controllable by them and their sub-ordinates.

(2)  Profit centre : A responsibility centre is called a profit centre
when the manager is held responsible for both costs (inp utjand
revenues (output), and thus for profit. The main purpose of profit
centre is to earn profit. Profit centre mangers aim at both the
production and marketing of a product. If the output is sold to
outsiders, then the revenue will be measured. Ifthe output sold to
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alten responsibiity Gt it
transfar Iha oulput ata profitd

avallable in the market) _ :
company's assels where as sale o oulsiders increase the g, ¢

like cash. deblors and bills receivable. Advision of the ¢, A55g,
which produces and markets the p[uducls mayl be Callay My
profit canlre, Such @ til*!lb'lﬂﬂﬂ{ manager dEtEITﬂm&s the o
price, marketing programmes and prpdl{ﬂllun policies, o Ing
profit centre manager s allowed to actin his OWN way, i Provig
him good pppariunity to learmn to assume hlghgr resmﬂﬁlhﬂ-1
independently. Mangers are more ccnlc:ernaq with ﬁ"-ding wﬂl y
to increase the cenlres revenue buy increasing prmuﬂiunm
improving distribution methods. o

(3)  Investment Centre:- A responsibility centre s calleq 5
investment centre, when its manager is responsible for pogp .|
revenues as well as for the investment in assets used by hjg
In investment center the manager has overall respunsibi;w of
managing inputs outputs and investment.

In the investment centre, performance is assessed not py profi
alone, rather profitis related to investment employed. Thus Rety, on
Investment (ROI) is used in the performance of evaluation criterign
investment centre.

or at a price at which the I1 CEH.TE[
Internal transfer at profits do not inl Pt

sts ang

in an

Questions

i Explain the concept of responsibility accounting and discuss fhe
various steps in the installation of responsibility accounting system
in an arganisation.

2. Explain the meaning of responsibility accounting and discuss the

types of responsibility centres.
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