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ROLE OF SELF INSTRUCTIONAL MATERIAL IN DISTANCE
LEARNING

The need to plan effective instruction is imperative for a successful distance
teaching repertoire. This is due to the fact that the instructional designer, the
tutor, the author (s) and the student are often separated by distance and may
never meet in person. This is an increasingly common scenario in distance
education instruction. As much as possible, teaching by distance should stimu-
late the student’s intellectual involvement and contain all the necessary learning
instructional activities that are capable of guiding the student through the
course objectives. Therefore, the course / self-instructional material are com-
pletely equipped with everything that the syllabus prescribes.

To ensure effective instruction, a number of instructional design ideas are
used and these help students to acquire knowledge, intellectual skills, motor
skills and necessary attitudinal changes. In this respect, students’ assessment
and course evaluation are incorporated in the text.

The nature of instructional activities used in distance education self- instruc-
tional materials depends on the domain of learning that they reinforce in the
text, that is, the cognitive, psychomotor and affective. These are further in-
terpreted in the acquisition of knowledge, intellectual skills and motor skills.
Students may be encouraged to gain, apply and communicate (orally or in
writing) the knowledge acquired. Intellectual- skills objectives may be met
by designing instructions that make use of students’ prior knowledge and
experiences in the discourse as the foundation on which newly acquired knowl-
edge is built.

The provision of exercises in the form of assignments, projects and tutorial
feedback is necessary. Instructional activities that teach motor skills need to
be graphically demonstrated and the correct practices provided during tuto-
rials. Instructional activities for inculcating change in attitude and behavior
should create interest and demonstrate need and benefits gained by adopting
the required change. Information on the adoption and procedures for prac-
tice of new attitudes may then be introduced.

Teaching and learning at a distance eliminates interactive communication
cues, such as pauses, intonation and gestures, associated with the face-to-
face method of teaching. This is particularly so with the exclusive use of
print media. Instructional activities built into the instructional repertoire pro-
vide this missing interaction between the student and the teacher. Therefore,
the use of instructional activities to affect better distance teaching is not
optional, but mandatory.



Our team of successful writers and authors has tried to reduce this.

Divide and to bring this Self Instructional Material as the best teaching and
communication tool. Instructional activities are varied in order to assess the
different facets of the domains of learning.

Distance education teaching repertoire involves extensive use of self- instruc-
tional materials, be they print or otherwise. These materials are designed to
achieve certain pre-determined learning outcomes, namely goals and objec-
tives that are contained in an instructional plan. Since the teaching process is
affected over a distance, there is need to ensure that students actively partici-
pate in their learning by performing specific tasks that help them to under-
stand the relevant concepts. Therefore, a set of exercises is built into the
teaching repertoire in order to link what students and tutors do in the frame-
work of the course outline. These could be in the form of students’ assign-
ments, a research project or a science practical exercise. Examples of instruc-
tional activities in distance education are too numerous to list. Instructional
activities, when used in this context, help to motivate students, guide and
measure students’ performance (continuous assessment)



PREFACE

We have put in lots of hard work to make this book as user-friendly as pos-
sible, but we have not sacrificed quality. Experts were involved in preparing
the materials. However, concepts are explained in easy language for you. We
have included many tables and examples for easy understanding.

We sincerely hope this book will help you in every way you expect. All the
best for your studies from our team!
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BLOCK 1: INTRODUCTION TO MANAGEMENTAND FINANCIAL
ACCOUNTING

Block Introduction

In today’s ‘hi-tech’ competitive world or real business, finance and account-
ing have assumed critical importance. Accounting is not merely a reckoning
of'a debit or credit or narration of the profit and loss of an organization. It is
much more. In any business venture, correct analysis of financial indicators
is crucial to successful decision making. This is only possible if the accounts
are maintained and recorded well, properly verified are up-to-date and accu-
rate, and the financial information is presented neatly and without confusion,
even a small error in the presentation of a financial report could sometimes
leads to a wrong business decision.

The main objective of accounting is to ascertain profit or loss during a spe-
cific period and determine financial position of a business enterprise on a
particular date. Accounting is the art of recording, classifying and summariz-
ing the financial transactions and interpreting the result to meet the above
objective besides, it provides necessary business information to the inter-
ested parties. The following approaches are followed to achieve the objec-
tives:

1. Recording of business transactions either in journal or subsidiary books.
2. Classifying business transactions by posting them to ledger Accounts.

3. Closing the ledger accounts and preparation of summary of all ledger
accounts called Trial Balance

4. Preparation of final accounts viz. Trading Account, Profit and Loss
Account and Balance Sheet.

During the nineteenth century, the volume of transactions of all the business
houses rose to a great extent and it became clear that the journal was inad-
equate as the sole book of original entry. In order to save time, efforts and
avoid inconvenience of classifying transactions for posting purposes, similar
types of transactions are recorded in special journals called subsidiary books.
This would facilitate not only the division of journals but it would also make
easier the job of posting in the ledger as the posting are done in the form of
totals being transactions of similar nature. The various subsidiary books are
as follows:

1) Purchase Book

2) Sales Book

3) Purchase Returns Book

4) Sales Returns Book

5) Cash Book, Petty Cash Book
6) Bills Receivable Book

7 Bills Payable Book

8) Journal Proper



Objective of financial management should be the maximization of sharehold-
ers wealth and necessarily the profit of the business. Three basic function of
financial management are

a. financial function
b. Investment function
c. dividend function

Finance is an integral part of the overall management rather than the fund
raising activities. It is connected with all financial activities of planning, rais-
ing, allocating and controlling; the scope of financial management is very
wide

Financial statement analysis is important in field of accounting and finance as
it measures actual performance of business. Analysis of financial statement is
considered as important aspect of accounting and finance as measures actual
performance of business.

In this block student will study detail about financial accounting and will get
knowledge related to management accounting. Students will be able to have
sufficient knowledge on financial statement analysis and further will under-
stand current and past financial positions and results of operation of an en-
terprise.

The block will focus on role and importance of financial statements and how
they help in making analysis. The block explains about ratio analysis which
serves as quantitative analysis tool that interpret financial statements using
operating performance and financial position of a firm.

Block Objective

After completing this block, students will be able to:

e Knowledge about Management Accounting

e Understanding the role of Financial Statements

e Study the different aspects of Financial Statements Analysis
e Know about challenges in Financial Statements Analysis

e Understanding about key areas of Management Accounting

Block Structure
Unitl: Fundamentals of Management Accounting
Unit2:  Financial Accounting

Unit 3: Tools and Techniques of Management Accounting, Introduction
to Management and Financial Accounting






FUNDAMENTALS OF MANAGEMENT ACCOUNTIN

1.0 Learning Objectives

1.1 Introduction

1.2 Meaning

1.3 Definition of Administration(Management) Accounting
1.4 Nature and Scope of Administration (Management)Accounting
1.5 Objectives of Administration(Management) Accounting
1.6 Let Us Sum Up

1.7 Answer for Check Your Progress

1.8 Glossary

1.9 Assignment

1.10 Activities

1.11 Case Study

1.12 Further Readings

1.0 Learning Objectives

After reading this unit, you will be able to understand:
. Meaning of Management in Accounting.
o Objectives of Management Accounting.

. Analysis of Financial Statements

1.1 Introduction

Management accounting is the introduction of book-keeping data in such a
how to help administration in creation of arrangement and day to day opera-
tion of an undertaking. Management accounting’s most recent inquire about
was begun since 1950 and after 60 a long time, its research about has come
to at the best level and finance related statement analysis, proportion investi-
gation, fund flow investigation, statement of cash flow investigation, work-
ing capital investigation, investment analysis etc. are its fundamental method
to analyze company and its income and budgetary position and on these
premise, administration takes the choice whether company contribute his
cash in that specific company or not.

1.2 Meaning

The accounting action can be classified into two parts, Financial Accounting
and Management Accounting. In spite of the fact that both of them are inter
linked, Management accounting is future situated, energetic and is made to
be unequivocal and control significant. So it is subjective. International Fed-
eration of Accountants (IFAC) characterized Management Accounting pre-
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pare as “The process of identification, measurement, accumulation, analysis,
preparation, interpretation and communication of information both financial
and operating used by management to plan, evaluate and control inside an
association and to guarantee utilize of and responsibility for its resources”

Management accounting is the broadest area of accounting it is subjective
and includes tax accounting, financial accounting, managerial accounting and
internal auditing. Management accounting produces information for internal
decision makers, as opposed to the aim of financial accounting, which is to
satisfy the informational needs of external stakeholders. Hence, management
accounting information must mirror the strategic relevance of the decisions it
is aimed at supporting. It must reach the decision makers to facilitate the
decision-making process, and it must contain adequate detail to allow an
informed decision. It is a detailed and potentially much more varied than
financial accounting because it is supposed to respond to specific information
requests rather than follow the general reporting standards that are valid for
different types of organizations.

As per the report of Anglo-American Council of Productivity in 1950, man-
agement accounting has been broadly acknowledged where the presentation
of accounting information is made in such a way as to help the administration
in creation of approach and the day to day operation of an undertaking”. The
thinking included to this explanation was, “the strategy of accounting is of
extraordinary importance because it works within the most about all inclu-
sive medium accessible for the expression of realities, so that facts of awe-
some differences can be spoken to within the same picture.

Management accounting involves preparing and providing timely financial

and statistical information to business managers. So that they can make day-
to-day and short-term managerial decisions Management accounting (also
known as managerial or cost accounting) differs from financial accounting in
that it produces reports for a company’s internal stakeholders as opposed to
external stakeholders. It includes collaborating in management decision mak-
ing, formulating arranging and execution administration frameworks with
certain ability in money related detailing and controls to assist management in
formulation and execution of an organization’s methodology.

Broadly it is classified as shown in figl.1.



Fundamentals of Management Accounting

ACCOUNTING )
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ACCOUNTING ACCOUNTING ACCOUNTING
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Fig 1.1 Management Accounting Classifications

Check your progress 1
1.

The term management accounting was first coined in
a. 1960

b. 1950

c. 1945
d. 1955

Management accounting is
a. Subjective

b. Objective

c. Bothaandb

d. Neither a nor b

1.3

Definition of Management Accounting

Management accounting includes measuring and detailing of data related to
financial action in organizations which can be connected by supervisors in

arranging, execution assessment and operational control. It includes:

Planning: This relates to taking choices on sort of items to be created
with area and time of advancement of item. It includes finding materi-
als, work and assets which are required to urge the required yield. In
not-for-profit organizations, choosing which programs to support.

Performance evaluation: It relates to evaluating of profitability of
individual products and product lines by showing relative contribution
of many managers along with other areas in an organization. In case of
a not- for-profit organizations, evaluating of effectiveness of manag-

ers, departments and programs is required.

FUNDAMENTALS OF
MANAGEMENT
ACCOUNTING
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. Operational control: This involves knowing about how much work-
in- process is on factory floor, and at what stages of completion, to
assist the line manager in identifying bottlenecks and maintaining a
smooth flow of production.

The management accounting system usually feeds into the financial account-
ing system. In particular, the product costing system is usually used to help
determine inventory balance sheet amounts, and the cost of sales for the in-
come statement. The information is usually financial in nature and dollar-
denominated, although increasingly, management accounting systems collect
and report nonfinancial information as well. The mechanical process of col-
lecting and processing information poses substantial and interesting challenges
to large organizations. Also, there are important conceptual issues about how
to aggregate information in order to measure, report, and analyze costs. Is-
sues of how to allocate costs across products, services, customers, subunits
of the organization, and time periods, raise questions of substantial intellec-
tual content, to which there are often no clear answers.

Check your progress 2
1. The management accounting can be stated an extension of
A) Cost Accounting
B) Financial Accounting
C) Responsibility Accounting
a. BothAand B
b. BothAand C
c. BothBandC
d. All of above

1.4 Nature and Scope of Management Accounting

The nature of management accounting makes a difference in understanding
the most characteristics of management accounting. Taking after are funda-
mental focuses which appears the nature of management accounting:

1. No Fixed Norms Followed

In financial accounting, we take after diverse standards and rules for
making records and other account books. But there’s no need to take after
fixed standards in management accounting. Management accounting instru-
ment may be distinctive from one organization to other organization. Utiliz-
ing of diverse devices of management accounting is completely subordinate
on the people who are utilizing it. So, commerce approach of each organiza-
tion influences rules and control of applying management accounting.

2.  Increase in Efficiency

It is the nature of management accounting that it is utilized for expand-
ing within the productivity of organization. It looks the focuses of wasteful-
ness through examination of accounting data. By taking activity for progress-
ing, organization can increase the efficiency.



3.  Supplies Information not Decisions

Management accountant supplies accounting facts and information and
also provides interpretation, but decision making is fully dependent on higher
authorities. Management accounting is just guide.

4. Concerned with Forecasting

It is the personality of management accounting that it is completely
concerned with estimating. In management accounting, verifiable account-
ing data is dissected through common estimate financial statement, ratio in-
vestigation, fund flow investigation and accounting information propensity
for knowing the probability of another truth. So, all these things are particu-
larly valuable for forecasting.

These forecasting may be related with following things
o Sales Forecasting
o Production Forecasting
. Earning Forecasting
o Cost Forecasting
Scope

The scope or field of management accounting is wide and wide which
covers numerous perspectives of trade operations. The most point of man-
agement accounting is to assist administration in its capacities of arranging,
coordinating, controlling and ranges of specialization included inside con-
cede of management accounting. The scope of management accounting can
be examined as follows:

a.  Financial Accounting

Financial accounting shapes the premise for investigation and transla-
tion for outfitting significant information to the management. The con-
trol viewpoint is based on financial information and execution assess-
ment, on recorded actualities and figures. So, management accounting
is closely related to financial accounting in numerous respects.

b.  Cost Accounting

Cost accounting is the method and procedures of finding out cost.
Planning, choice making and control are the fundamental managerial
functions. The cost accounting framework gives the fundamental in-
strument for carrying out such functions effectively. The instruments
incorporate standard costing, stock management, variable costing etc.

c. Budgeting and Forecasting

Budgeting implies communicating the plans, arrangements and objec-
tives of the firm for a positive period in future. Determining on the
other hand, could be a forecast of what will happen as a result of a
given set of circumstances. Estimating may be a judgment while the
budgeting is an organizational protest. These are valuable for manage-
ment accounting in planning.

FUNDAMENTALS OF
MANAGEMENT
ACCOUNTING
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d.

Inventory Control

Inventory is fundamental to control from the time it is obtain till its last
transfer because it includes huge sum. For controlling stock, adminis-
tration ought to decide distinctive level of stock. The inventory control
procedure will be supportive for taking administrative decisions.

Statistical Method

Statistical instruments not as it were make the data more noteworthy,
comprehensive and comprehensibly but moreover are profoundly valu-
able for planning and forecasting.

Interpretation of Data

Investigation and elucidation of monetary explanations is imperative
portion of management accounting. After analyzing the monetary ex-
planations, the translation is made and the reports drawn from this in-
vestigation are displayed to the management. Translating the account-
ing information to the authorities within the administration is the prin-
cipal assignment of management accounting

Reporting To Management

The translated information must be communicated to those who are
curious about it. The report may cover profit and loss Account, State-
ment of Cash Flow and Funds Flow statements etc.

Internal Audit and Tax Accounting

Management accounting thinks about all the charge matters to help the
administration in investment choices vis-a-vis assess planning as an as-
set to appreciate tax relief. Internal review framework is fundamental
to judge the execution of each division. Administration is able to know
deviations in execution through inside review. It moreover helps ad-
ministration in settling duty of distinctive individuals

Methods of Procedures

This incorporates upkeep of appropriate information preparing and other
office management services. It ought to deal with recording, copying,
duplicating, communicating and management data framework addition-
ally may have to be report approximately the utility of diverse office
machines.

Check your progress 3
1.

Administrative (Management) accounting assists the management
a In control

b.  Indirection

c.  Inplanning

All of above

&




1.5 Objectives of Management Accounting

The essential objective of management accounting is to help the manage-
ment in performing its capacities viably. The capacities of the management
are planning, organizing, coordinating and controlling. Management account-
ing helps within the execution of each of these functions within the following
ways:

Provides data:

Management accounting serves as an imperative source of information for
management arranging. The accounts and reports are a store-house of an
endless amount of information around the past advance of the endeavor,
encouraging figures for the future.

Modifies data:

The accounting information required for administrative decisions is legiti-
mately collected and classified. For illustration, buy figures for diverse months
may be classified to know add up to buys made amid each period product-
wise, supplier-wise and territory-wise.

Analyses and interprets data:

The accounting information is examined genuinely for viable planning and
decision-making. For this reason the information is displayed in a compara-
tive form. Proportions are calculated and likely trends are projected.

Means of communication: Management accounting gives a means of com-
municating administration plans upward, descending and outward through
the organization. At first, it implies distinguishing the achievability and con-
sistency of the different portions of the arrange. At afterward stages it keeps
all parties educated almost the plans that have been concurred upon and their
parts in these plans.

Facilitates Control: Management bookkeeping makes a difference in inter-
preting given targets and methodology into indicated objectives for achieve-
ment by an indicated time and secures successful achievement of these ob-
jectives in a productive way. All this can be made conceivable through bud-
getary control and standard costing which is an fundamentally portion of
administration accounting

Introduction to Management and Financial Accounting
Uses qualitative information:

Management accounting does not confine itself to monetary information for
making a difference the management in choice making but too employments
such data which may not be competent of being measured in financial terms.
Such data may be collected form uncommon overviews, measurable compi-
lations, designing records, etc.

FUNDAMENTALS OF
MANAGEMENT
ACCOUNTING
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Check your progress 4
1. Which of the following are tools of management accounting?
A) Decision accounting
B) Standard costing
C) Budgetary control
D) Human Resources Accounting
a. A,Band D
b. A,Cand D
c. A, Band C
d AB,CD
2. Management accountancy is a structure for
a. Costing
b.  Accounting
c.  Decision making

d.  Management

1.6 Let Us Sum Up

In this unit we have learnt that management accounting serves as wide area
of accounting which covers taxing, financials, managerial and internal audit-
ing.

Management accounting obtains information for internal decision makers, as
opposed to the aim of financial accounting, which is to satisfy the informa-
tional needs of external stakeholders.

We see that scope of management accounting is wide and broad which cov-
ers many aspects of business operations and deals with study of tax matters
that supports management in investment decisions.

Internal audit framework is required to discover the execution of a office
where administration get thought almost deviations in execution through in-
ternal review in this manner making a difference administration in fixing re-
sponsibility of different individuals.

1.7 Answer for Check Your Progress

Check your progress 1
Answers: (1-b), (2-a)
Check your progress 2
Answers :( 1-d)
Check your progress 3
Answers :( 1-d)
Check your progress 4
Answers: (1-c), (2-¢)



1.8 Glossary

1.

Asset - This is anything having value owned by an individual, institu-
tion or business.

Bond - It is a type of debt security issued by corporations, government
agencies, municipalities and states for issuer to pay bondholder princi-
pal amount at maturity.

1.9 Assignment

List some qualities of management accounting.

1.10 Activities

Collect information on scope of management accounting.

1.11 Case Study

Discuss about role of managers in management accounting.

1.12 Further Readings

I.

2
3.
4

Financial Accounting by S.K. Paul
Accountancy by Shukla & Grewal
Advanced Management Accounting by Ravi M. Kishore

Callie Berliner and James A. Brimson, editors. 1988. Cost Manage-
ment for Today’s Advanced Manufacturing: The CAMI Conceptual
Design,

Brimson, James A. 1991. Activity Accounting: An Activity-Based Cost-
ing Approach, (John Wiley & Sons, Inc.).

Johnson, H. T. 1989. Bringing A Global Perspective To Management
Accounting

FUNDAMENTALS OF
MANAGEMENT
ACCOUNTING
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FINANCIAL ACCOUNTING

2.0 Learning Objectives

2.1 Introduction

2.2 Meaning and definition of Financial Accounting
2.3 Analysis of Financial Statements and Ratio Analysis
2.4 Limitations of Financial Statements Analysis

2.5 Let Us Sum Up

2.6 Answer for Check Your Progress

2.7 Glossary

2.8 Assignment

2.9 Activities

2.10 Case Study

2.11 Further Readings

2.0 Learning Objectives

After reading this unit, you will be able to understand:
. Need of Financial Accounting
. Users of Financial Accounting

. Analysis of Financial Statements

2.1 Introduction

Accounting is as old as money itself. However, the act of accounting was not
as developed as it is today because in the early stages of civilization, the
number of transactions to be recorded was so small that each businessman
was able to record and check for himself all his transactions. Accounting was
practiced in India twenty three centuries ago. However, the modern system
of accounting based on the principles of double entry system owes it origin to
Luca Pacioli who first published the principles of Double Entry System in
1494 at Venice in Italy.

Thus, the art of accounting has been practiced for centurys but it is only in the
late thirties that the study of the subject ‘accounting’ has been taken up seri-
ously.

2.2 Meaning and definition of Financial Accounting

The main purpose of accounting is to ascertain profit or loss during a speci-
fied period, to show financial condition of the business on a particular date
and to have control over the firm’s property. Such accounting records are
required to be maintained to measure the income of the business and commu-
nicate the information so that it may be used by managers, owners and other

10



interested parties. Accounting is a discipline which records, classifies, sum-
maries and interprets financial information about the activities of a concern
so that intelligent decisions can be made about the concern. The American
Institute of Certified Public Accountants has defined the Financial Account-
ing as “the art of recording, classifying and summarizing in as significant way
and in terms of money exchanges and occasions which in portion, at least of
a monetary character, and interpreting the results there of”. American Book-
keeping Affiliation characterizes bookkeeping (accounting) as

“The process of identifying, measuring, and communicating economic infor-
mation to permit informed judgments and decisions by users of the informa-
tion”.

Financial accounting generates some key documents, which includes profit
and loss account, patterning the method of business traded for a specific
period and the balance sheet that provides a statement, showing mode of
trade in business for a specific period. It records financial transactions show-
ing both the inflows and outflows of money from sales, wages etc. Financial
accounting empowers the managers and aids them in managing more effi-
ciently by preparing standard financial information, which includes monthly
management report tracing the costs and profits against budgets, sales and
investigations of the cost.

Benefits:

Maintaining systematic records: It is the main function of accounting as it
helps in keeping proper and chronological record of transactions and events
that helps in processing and proof for checking and verification purposes. It
embraces writing in the original/subsidiary books of entry, posting to ledger,
preparation of trial balance and final accounts.

Meeting legal requirements: It helps to comply with different legal require-
ments. It is mandatory for joint stock companies to prepare and present

their accounts in a prescribed form. Various returns such as income tax, sales
tax are prepared with the help of the financial accounts.

Protecting and safeguarding business assets: Records serve a dual pur-
pose as evidence in the event of any dispute regarding ownership title of any
property or assets of the business. It helps in preventing unwarranted and
unjustified use which is important for making best use of available resources.

Facilitating rational decision-making: With accounting, it is ease to take
any decisions as managerial decisions are based on facts and figures which
helps the organization to achieve success. An effective price policy, satisfied
wage structure, collective bargaining decisions, competing with rivals, ad-
vertisement and sales promotion policy etc all owe it to well set accounting
structure. Accounting provides the necessary database on which a range of
alternatives can be considered to make managerial decision-making process
a ration alone.

Communicating and reporting: The individual events and transactions re-
corded and processed are given a concrete form to convey information to
others.

FINANCIAL
ACCOUNTING
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Check your progress 1

1. All financial accounting procedures should ____ and strictly followed.
a. BeClear
b.  Hidden
c.  Complex
d. Hard
2. Financial accounting does not take in to account the _ facts.

a.  Monetary
b.  Non-Monetary

C. None

2.3 Analysis of Financial Statements and Ratio Analysis

Government legislations require certain organizations like limited companies,
public utilities, and co-operative to maintain proper account and draw finan-
cial statement. Public can understand from the financial statement the extent
to which a company is discharging its social responsibilities. While issuing
shares, Bonds, financial statement become necessary as prospective inves-
tors can judge whether to buy the share or bonds, from the information re-
garding the financial soundness, gathered from the financial statement. Workers
union may study the financial statement and ascertain whether they can en-
force their demand. Within an organization also, financial statement assist the
management in taking various decisions. Consumer, all over the world, are
becoming increasingly aware of their right and are using financial statement
extensionally today to find out the degree of exploitation by the industries.
Tax legislature makes it obligatory on the part of business entities to draw fair
and objective financial statement. The financial statement serves as instru-
ments to regulate equity and debentures issued by companies.

Financial statement analysis is a judgmental process which aims to estimate
current and past financial positions and the results of the operation of an
enterprise, with primary objective of determining the best possible estimates
and predictions about the future conditions. It essentially involves regroup-
ing and analysis of information provided by financial statements to establish
relationships and throw light on the points of strengths and weaknesses of a
business enterprise, which can be useful in decision-making involving com-
parison with other firms and with firms own performance, over a time period.
Financial statements are very useful as they serve varied affected group hav-
ing an economic interest in the activities in the business entity. It has follow-
ing features:

. It communicates to interested users, quantitative and objective infor-

mation is useful in making economic decisions.

. It meets specialized needs of conscious creditors and investors.

. It is prepared to give reliable information about earning of business
enterprise and it ability to operate of profit in future.

o In this, users who are interested are investors, creditors, suppliers and
employees.



o It provides base for tax assessments.
o It is prepared so as to predict future earning power of an enterprise.
. It provide reliable information about the changes in economic resources.

o It gives information about changes in net resources of an organization
which results from profit directed activities.

o It satisfies information needs of broader cross-section of society com-
prising of corporate managers, executives, bankers, creditors, share-
holders investors, laborers, consumers, and government institution.

. It is a simple statements based on historical records of facts and fig-
ures.

. It reflects judicious combination of recorded facts, accounting prin-
ciples, concepts and conventions, personal judgments and sometimes
estimates.

Financial statements are affected by three factors:
. recorded facts

o accounting conventions

o personal judgments

Recorded facts is collection of data in a statement which have already been
recorded in accounting records such as cash in hand at bank, cost of fixed
assets, amounts due from customers and due to suppliers of goods.

Financial statements are prepared by adhering to certain concepts and estab-
lished conventions. In agreement with recorded facts and accounting con-
cepts and conventions, the role of personal judgments, estimates and opin-
ions, are to be emphasized especially when two or more alternative proce-
dures are available and which acceptable are equally.

Ratio analysis

Ratio Analysis is a quantitative tool that allows analysis to have quantitative
answers such as adequate net profits, using of assets efficiently, meeting cur-
rent obligations by the company and so on. Calculation of mere ratios does
not serve any purpose, unless several appropriate ratios are analysed and
interpreted. The following are the steps involved in the ratio analysis:

(1)  Selecting required data from financial statements as per objective of
analysis.

(1)) Calculating required ratios from data.

(1) Comparing calculated ratios with ratios of a particular firm, or ratios
prepared from projected financial statements and ratios of other firms
or comparison with ratios of industry to which the firm belongs.

The interpretation and calculation of ratios are important factor as it is only
clerical work and needs skills, intelligence and foresightedness. The interpre-
tations of the ratios can be done in the following ways:

1.  Single Absolute Ratio: Generally speaking one cannot draw mean-
ingful conclusions when a single ratio is considered in isolation. But
single ratios may be studied in relation to certain rules of thumb which
are based upon well proven contentions as for example 2:1 is consid-
ered to be a good ratio for current assets to current liabilities.

FINANCIAL
ACCOUNTING
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INTRODUCTION TO 2. Groups of Ratio: Ratios may be interpreted by calculating a group of

MANAGEMENT AND related ratios. A single ratio supported by related additional ratios be-
FINANCIAL comes more understandable and meaningful.
ACCOUNTING 3. Historical Comparisons: One of the easiest and most popular ways of

evaluating the performance of the firm is to compare its present ratios
with the past ratios called comparison over time.

4. Projected Ratios: Ratios can also be calculated for future standard
based upon the projected financial statements. Ratio calculation on ac-
tual financial statements can be used for comparison with the standard
ratios to find out variance, if any. Such variance helps in interpreting
and taking corrective action for improvement in future.

5.  Inter-firm Comparison: Ratios of one firm can also be compared with
the ratios of some other selected firms in the same industry at the same
point of time.

Check your progress 2

1. Financial analysis is a judgmental process which aims to
estimate current and past financial positions.
a.  statement
b.  books

c. None of the above

2. are very useful as they serve varied affected group having an
economic interest in the activities in the business entity.

a. Balance sheets
b. Financial statements
c. None of the above

3. provide sufficient accounting information to the executives
and managers to enable them to decide on important issues facing them.

a. Financial statements
b.  Ratio analysis

c. None of the above

4. Financial statements are regarded as of an enterprises perfor-
mance.
a.  measure
b.  Indices
c.  None of the above

5. All___ transactions are quantified, measured and related in monetary
terms.
a.  Business

b.  personal

c. None of the above

2.4 Limitations of Financial Statements Analysis

Financial explanation analysis is characterized as the method of distinguish-
ing monetary strengths and weaknesses of the firm by appropriately building

14



up relationship between the things of the balance sheet and the profit and
loss account.

There are various methods or techniques that are used in analyzing financial
statements, such as comparative statements, schedule of changes in working
capital, common size percentages, funds analysis, trend analysis, and ratios
analysis. Financial statements are prepared to meet external reporting obli-
gations and also for decision making purposes. They play a dominant role in
setting the framework of managerial decisions. Following are the limitations
of financial statements:

. The information being of historical nature does not reflect the future.

o It is the outcome of accounting concept, convention combined with
personal judgments.

. The statement portrays the position in monetary term. The profit or
loss position excludes from their purview things which cannot be ex-
pressed or recorded in term of money.

As the information provided in the financial statements is not an end in itself
as no meaningful conclusions can be drawn from these statements alone.
However, the information provided in the financial statements is of immense
use in making decisions through analysis and interpretation of financial state-
ments. To overcome from the limitations it becomes necessary to analyse the
financial statements. The analytical tools generally available to an analyst for
this purpose are:

Comparative Financial and Operating Statement:

Comparative financial statement are of financial position of a business so
designed as to provide time perspective to the Consideration of various ele-
ment of position embodied in such statement The balance sheet and Income
Statement 1, e. Profit and loss account are prepared in a Comparative from as
the impact of the conduct of business is brought to bear on the Balance
Sheet, Comparative statement are made to show —

o Absolute date (money values or rupee amount).

o Increases and decreases in absolute data in term of money values.
o Increases or decreases in absolute data in term of percentage.

o Comparisons expressed in ratio.

o Percentage of total.

Comparative financial statements are very useful to the analyst as they Pro-
vide information necessary for the study of financial and operating trend
over a period of years. They indicate the duration of the movement with
respect of the financial position and operating results financial data become
more meaningful. When compared with similar data for a previous period or
a number of prior periods such statements are very helpful in measuring the
effect of the conduct of a business during the period under consideration.
The comparative profit and loss account will present a review of operating
activities of the business. The comparative balance sheet shows the effect of

FINANCIAL
ACCOUNTING
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INTRODUCTION TO operations on the assets and liability i.e. changes in the financial position
MANAGEMENT AND during the period under consideration. Comparisons loss their significant and
FINANCIAL tend to become misleading if the date being compared do not reflect the
ACCOUNTING consistent application of generally accepted accounting principles from date

to date or period to period.

Common size Statement:

Comparative statements that give only the vertical percentage or ratio for
financial data without giving rupee value are known as common size state-
ment. A comparison of two years figures of a concern can be easily made
under the companies Act. Companies must Show in their profit and loss ac-
count and balance sheet the corresponding figures for the previous year. Some-
time, however, the figures do not signify anything as the heads of items are
regrouped and are in comparable; they should precisely have the some mean-
ing from one year to another.

It is superior to work out the proportion of different things to deals in term of
percentage and enter these too within the explanation. As common estimate
articulation are most important in promoting Comparisons between the com-
panies within the a few industries. A common size statement shows the con-
nection of each component to the whole. It is valuable in vertical financial
examination and comparison of two commerce ventures at a certain date.

Trend Analysis:

The analysis is an important and useful technique of analysis and interpreta-
tion of financial statement under the technique the ration of different items
for various periods are calculate for the company over a definite period of
time say three to five years and then we can analysis trend highlighted by this
ratio Trend analysis can be done in three following way.

o Trend percentage
o Trend ratio
. Graphic and diagrammatic representation Utility of Trend Analysis:

. It is a simple technique which does not involve hard calculation and
required trained experts

° It is brief method to indicate the future trend

o It is reduces the chances of errors as it provides the opportunity to
compare the percentage with absolute figures

Average Analysis:

It 1s important over trend analysis where trend ratio is determined and figure
are compared with industry averages. Such trend is shown on graph paper
with shape of curve where comparison becomes comprehensive and impres-
sive.

Statement of changes in Working Capital :

To know an increase or decrease in working capital over a period of time, the
preparation of a statement of change in Working Capital is also very useful.
The statement gives an accurate summary of the events. That affected the

16



amount of working capital. The total working capital as determined by de-
ducting the total of current liability from the total of the current assets. It is
a rough estimated which may be arrived at by using balance sheet data only.
But it does not explain the detailed reasons for the changes in working capi-
tal and methods of financing additional requirement of working capital. Hence
the preparation of fund flow statement becomes necessary.

Funds flow and Cash flow Analysis :

The statement of sources and application of funds also called were got were
gone statement provides the missing link in the complement of final account
statement. It demonstrates the manner by which periods activities call upon
and generate the financial resources of the business unit and the resultant ebb
and flow of these resources through the temporary reservoirs of firm assets.
In the process, it highlights the changes in the financial structure of an under-
taking funds flow analysis is a valuable aid to the financial executive and
creditor for evaluating the use of funds by the firm and determining how
these uses we refinanced.

Ratio Analysis:

Ratios in accounting are expressed in mathematical terms between figures
that carries cause an effect relationship that are connected with each other in
some manner or no purpose will be served by working out ratio between
entirely unrelated figure such as discount on debenture and sales ratio may
be worked out on the basis of figure contained in the financial statement and,
therefore, may be classified as follows:

(a) Income statement ratio
(b) Position statement ratio

(c) Inter-statement ratio as tools for establishing true profitability and fi-
nancial position of a company may be classified as:

o Profitability ratios.

o Turn over ratios
o Financial ratio
Check your progress 3

1. Statements that give only the vertical percentage or ratio for financial
data without giving rupee value are known as common size state-
ment.

a.  Comparative

b. Income

c.  Finance
d.  Analysis
2. As statement are most valuable in marketing comparisons

among the companies in the some industry.

a. mcome

b. common size
c. data

d. user

FINANCIAL
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INTRODUCTION TO 2.5 Let Us Sum Up

MANAGEMENT AND In this unit we have learnt that accounting can be understood as language of
FINANCIAL . . L .
financial decisions which is an on-going process of performance measure-
ACCOUNTING

ment and reporting of results to decision makers.

We see that it is a discipline of accounting that can be traced back to very
early times of human civilization.

With advancement of industry, modern day accounting has become formal-
ized and structured where a person who maintains accounts is an account.

It is noted that the information generated by accounting issued by various
groups as individuals, managers, investors, creditors, government, regula-
tory agencies, taxation authorities, employee, trade unions, consumers and
general public.

As per the purpose and method, accounting is broadly categorised as finan-
cial accounting, cost accounting and management accounting.

Financial accounting is concerned with the preparation of financial statements
that is applied on well-defined concepts and conventions for framing broad
financial policies.

An analysis of financial statements is the process of critically examining in
detail accounting information given in the financial statements.

Analyzing financial explanations could be a handle of assessing relationship
between component parts of financial explanations to get a better quality;
stronger; an improved a much better understanding of firm’s position and
execution.

Ratio analysis is a quantitative analysis tool used to interpret the financial
statements in terms of the operating performance and financial position of a
firm.

2.6 Answer for Check Your Progress

Check your progress 1

Answers: (1-a), (2-b)
Check your progress 2

Answers: (1-a), (2-b), (3-a), (4-b), (5-a)
Check your progress 3

Answers: (1-a), (2-b)

2.7 Glossary

1.  Accounting - It is the means of collecting, summarising and reporting
in monetary terms, information about the business.

2.  Financial accounting - Financial accounting deals with the mainte-
nance of books of accounts with a view to ascertain the profitability
and the financial status of the business.

3.  Financial statement - Financial statements refer to formal and origi-
nal statements which are prepared to disclose financial health in the

terms of profits, position and prospects as on a certain data.
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4.  Trend analysis - Trend analysis can be defined as the index numbers
of the movements of the various financial items on the financial state-
ment for a number of periods.

2.8 Assignment

Define accounting. Discuss the objectives of accounting.

2.9 Activities

What do you mean by analysis of financial statements?

2.10 Case Study

What are trailing ratios? Discuss.

2.11 Further Reading

1.  Aggarwal and Jain Advanced Financial Accounting.
2. S.N. Maheshwari, Introduction to Accounting.

3. R.L.Gupta, Advanced Accountancy.

FINANCIAL
ACCOUNTING
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MANAGEMENT AND \/T&)LS (DEVICES) AND TECHNIQUE OF
FINANCIAL MANAGEMENT ACCOUNTING
ACCOUNTING

3.0 Learning Objective

3.1 Introduction

3.2 Significance of Management Accounting

3.3 Devices and Technique of management Accounting

3.4 Highlights of management Accounting Devices and Technique

3.5 Points of interest of management Accounting Devices and
Technique

3.6 Restrictions of management Accounting Devices and Technique
3.7 Let Us sum up

3.8 Answer for check Your Progress

3.9 Glossary

3.10 Assignment

3.11 Case Study

3.12 Further Reading

3.0 Learning Objective

After reading this unit, you will be able to understand:
o Significance(Meaning) of Management Accounting
. Devices and Technique of management Accounting
. Features of Management Accounting

. Points of interest and Restrictions of Management Accounting

3.1 Introduction

A number of modern tools and techniques have been created to meet wants
of present day trade, which works in complex environment; a number of
ancient sciences have been created on new lines to meet the prerequisites of
modern business. Management Accountancy is in this way, a unused frame of
the ancient science of financial accounting, which has been so formed as to
suit the energetic environment of modern business. Fair some decades back,
business worked under straight forward conditions and financial accounting
may satisfy its necessities. It had basically to record money related exchanges
in books of accounts and display the Profit and Loss Account as well as
Balance Sheet some time recently the proprietors of the business for decades
in this manner accounting implied as it were introduction of financial transac-
tions in this way and accounting created on this simple line only.

The modern business has, however expended to such limits that it is beyond
the capacity of few persons to control all its aspects. Control and co-ordina-

20



tion of various activities of business now requires accurate data on the basis
of which action can be taken. Old technique of decision making on the basis
of intuition only is now out-of-date. Accounting is a mine of precious infor-
mation which can guide management in taking policy decision and in dis-
charging its functions of co-ordination and control effectively. The function
of Management Accounting is to present the accounting data in suitable forms
of assist the management in this direction.

Check your progress 1
1. Managementment Accountancy.....
(a) Depends on Financial Accountancy
(b) Depends on Cost Accountancy
(C) Depends on both Financial Accountancy & Cost Accountancy
(d) None

3.2 Significance of Management Accounting

Management Accountancy, is essentially, may be portrayed as accountancy
situated to help management by displaying accounting data in a appropriate
manner. The report of Anglo-American Committee of Efficiency (1950) has
characterized as “Management Accountancy is the introduction of account-
ing data in such a way as to help the management in creation of policy and
the day to day operation of an undertaking.” The definition recommends that
the management is in need of data for superior choice making additionally it
requires data for working out viable control. The management data is within
the form of reports. To meet desires of modern commerce administration,
get viable Data with the assistance of different tools and techniques.

Check your progress 2
1. Management Accounting is simply means.....
(a) May be described as accountancy oriented
(b) Assist management by presenting accounting info.
(c) Accounting information in a suitable manner.
(d) All of the above

TOOLS (DEVICES)

AND TECHNIQUE OF

MANAGEMENT
ACCOUNTING
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3.3

Devices (Tools) and Techniques of Management Accounting:

(1)
Standard
Costing

(2)
Marginal
Costing

(7)
Decision
Accounting

Technique of
management
Accounting

(3)
Budgetary
Control

(6)
Control
Accounting

Historical
Costing

Financial
Policy and
Accounting

Devices (Tools) and Techniques used in management accounting explained in
brief as under:

1.

Standard Costing: The standard costing framework could be a strat-
egy of costing in which benchmarks or pre-determining costs are settled
for each thing of cost and they are compared with genuine execution
and changes or differences are found out to see how actual contrast
from standards. Fluctuations are discovered through which control func-
tion gets to be effective.

Marginal Costing: It could be a modem procedure of deciding cost in
which costs are partitioned into fixed and variable. Fixed costs are not
included as a portion of a cost of generation but recovered from the
margin between sales price and variable cost. The framework is greatly
valuable in showing information some time recently management with
regard to cost, revenue and profits.

Budgetary Control: Business policies and plans expressed in financial
terms under the system of budgetary control. Budgets are prepared
covering every aspect of business. Actual performance is compared with
budgeted figures and co-ordination and control are made effective
through budget reports.

Historical Costing: Historical costing is concerned with recording and
ascertaining cost after they have been incurred. As against that in stan-
dard costing, standards for cost are set for each element of cost in ad-
vance before manufacturing is undertaken. Historical costing is not of
much use to management but may provide basis for future planning.

Financial Policy and Accounting: Financial policy in concerned with
determining how business is to be financed, what type of securities are
to be issued and what should be the sources of long term and short term
borrowings. Financial accounting is the Basis of management account-



ing. Besides, it is compulsory for joint stock companies to publish final
accounts.

6.  Control Accounting: It is a technique used in different systems. For
example, variance analysis in a standard costing, System of statement
and report in a Budgetary Control, Internal check and internal audit
etc., are the techniques of control accounting. It is in a presentation of
data in this respect that the management accountant can show his inge-
nuity in analysis and interpretation of data.

Check your progress 3

1. Which of the following tools and techniques are not used by manage-
ment account ?

(a) Standard Costing (b) Budgetary Control
(c) Operating Costing (d) Marginal Costing

Decision Accounting: The management accountant recommends elective
courses of activity on a specific extend, based on the information outfitted by
over frameworks. When choice with respect to selecting a capital use ven-
ture to be taken up or in case of make or purchase a choices, estimating
choices etc. the management accountant presents the information, in explana-
tory frame and proposes the profitable course of activity within the given
circumstances. The management doors significant offer assistance in making
choice on the premise of such information. In Expansion, the management
accountant makes utilize of other strategies like, return on capital employed
technique, break even analysis, inter-firm comparison, operations research
etc.

3.4 Highlights of management Accounting Devices (Tools) and
Technique

Highlights of Management Accountancy Tools and Techniques may be ex-
pressed as follows:

(1) It is an accounting framework which is supportive to the management
in taking imperative trade decisions.

(2) It is based on accounting data. It begins working as it were after the
accounting work is over.

(3) It is concerned with investigation of all accounting data which may be
valuable to the management.

(4) It is concerned with planning of budgets and budgetary control.

(5) It presents accounting data in such a way where within the real execu-
tion 1s compared with standards as laid down in budgets.

(6) It is concerned with introduction of accounting information at stan-
dard interims within the form of reports before the management

TOOLS (DEVICES)

AND TECHNIQUE OF

MANAGEMENT
ACCOUNTING
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1.
(2)

(b)
(©)
(d)

Check your progress 4

Which of the features are not included in management accountancy?

It is an accounting system which is helpful to the management in tak-
ing important business decisions.

It starts working only after the accounting work is over.
It is concerned with analysis of all accounting information

The budgets are not the bases, which are used to control the business
activities by the management.

3.5

Point of interest (Advantages) of management Accounting Devices
and Technique

Management Accounting is useful in following manner:

(1)

2

€))

(C))

Helpful in Formulating Budgets: The budgets are the bases, which
are utilized to control the trade exercises by the management. It is the
Work of management accountant to plan different budgets, like a plan-
ning deals budget on the premise of past figures of deals and shrewdly
determining, planning generation budget on the basis of deals estimates
and generation offices available, defining material, work and overhead
budgets, planning cash budget, capital budget, etc. This requires decid-
ing trade goals, selecting legitimate methodology for accomplishing
the objectives.

Easy for Classification and Arrangement of Data: The accounting
data has to be classified and properly arranged for presentation before
the management. e.g. figures of purchase and sales product-wise, re-
gion-wise and period-wise have to be arranged in a proper form. The
formats of regular reports must be prepared in advance, so that they
may be presented regularly before management as per their require-
ments.

Assist in Presentation and Interpretation of Accounting Data: The
accounting data must be presented before the management in its proper
perspective, so that it becomes meaningful. The interpretation of ac-
counting data by means of accounting ratios, cash flow statements,
charts, graphs etc. must be made so that the attention of management.
It leads to ‘management by exception’.

Preparation of Routine Reports and Special Reports the manage-
ment accountant is required to show two sorts of reports before the
management, Routine reports and special reports. When a few impor-
tant alter is to be made within the trade, the management accountant is
called upon to show an extraordinary report on the impacts of such a
alter on benefits and money related position. e.g. in case a modern
machine costing Rs. 20 lakhs is to be introduced for supplanting to
ancient machine, at that point its impacts on a benefit, cash presently,
financial position. The source of finance getting etc. should be calcu-
lated and special report consequently should be displayed by the man-
agement accountant. Furthermore, week after week, month to month



©))

6)

or quarterly schedule reports are to be displayed some time recently
different levels of management. e.g. every day report of utilization of
material and work fetched arranged by the foremen and to be dis-
played some time recently production management etc.

Making Management Control Effective: The top management can-
not pay attention to minute details of everything that is going on in the
business. Hence, then attention must be drawn to this activities only
which are not proceeding as planned. This is called ‘Management by
exception’. This will save a lot of time and tension of the management.
It is responsibility of the management accountant to interpret the ac-
counting data and draw the attention to only such activities.

Assisting in Assessment of Capital Projects: Capital projects like a
substitution of ancient machines by modern machines, plot for exten-
sion of trade, etc. include impressively expansive sums of capital ex-
penditure. The management accountant is called upon to assess such a
projects in terms of benefit necessities of extra reserves, the sources
from which they can be obtained etc. Elective projects are compared
and assessed and management accountant makes a difference in se-
lecting one project.

I.

Check your progress S

Management Accounting is useful in following manner:
(a) Helpful in Formulating Budgets

(b) Easy for Classification and Arrangement of Data

(c) Preparation of Routine Reports and Special Reports
(d) All of above

3.6

Restrictions (Limitations) of Management Accounting Devices
(Tools) and Techniques

The management accountancy involves a put of ride among advanced
efficiency methods; after talking its limitations following points, one must to
be kept in mind:

)

(2

(€))

Depends on Financial Accounting: Data essential for the reason of
management accountancy is determined from monetary and cost ac-
countancy. Hence, on the accuracy of the monetary and the cost infor-
mation. The productivity of management accountancy depends. In case
the monetary records turn out to be inadequate the reports arranged by
management accountant on such a basis ought to too be defective.

Expectation of knowledge of other Subjects: Management account-
ing makes us techniques of number of subjects like economics, finan-
cial accounting, statistics etc. If the management lacks should knowl-
edge of any of them, it will affect the utility of reports and the ultimate
solution of problems.

Figures in Money only: Management accountancy provides useful
accounting data for policy decisions, but the data so presented are only
the form of money figures. Management accountant becomes helpless

TOOLS (DEVICES)
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INTRODUCTION TO in case of events not capable of being expressed in figures. For ex-

MANAGEMENT AND ample, he is able to compute the profitability or otherwise of the new
FINANCIAL project, but effects on the moral of the employees cannot be measured.
ACCOUNTING (4) Expensive: Adoption of management accountancy requires a large num-

ber of trained and highly educated officers and other employees, in ad-
dition to preparation of numerous records. It therefore, requires an elabo-
rate organization, which makes it very expensive to install management
accountancy system and only big firms can afford it.

(5) Decision by Management: Management accountancy is only a tool of
management for decision making. It provides such a data as would be
useful to management, but the decision are ultimately to be taken by
management and not the management accountant. It spite of its rapid
progress in the developed countries like the U.S.A. the decision are
taken by top management which many times go against the reports pre-
sented by the management accountant.

(6) Restriction against New System: Management accountancy could be
a modern and creating teach and involves a part of moving and changes
within the set up design of organization. Consequently, it is bound to
meet with opposition from a few quarter or the other. It has been a
despondent involvement of human history that changes and enhance-
ments have continuously met with hardened resistance within the be-
ginning stages, which would be softened to a certain extent latter.

Check your progress 6

1. Which of the following point is not correct in limitations of manage-
ment accountancy ?

(a) It is not very expensive.

(b) Management accounting makes use of techniques of number of sub-
jects.

(c) Management accountancy is only a tool of management for decision
making.

(d) Management accountancy provides useful accounting data for policy
decisions.

3.7 Let Us Sum Up

The mmportance of Tool and Techniques in Management Accounting lies not
so much in collecting and furnishing the data but analysing and presenting the
data in a meaningful and purposeful way to various authorities in the organi-
zation and help in effective management decision and control

3.8 Answer for Check Your Progress

Check your progress 1
Answer: (1 - ¢)

Check your progress 2
Answer: (1 - d)
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Check your progress 3

Answer: (1 - ¢)

Check your progress 4

Answer: (1 - d)

Check your progress S

Answer: (1 - d)

Check your progress 6

Answer: (1 - a)

Glossary

Standard Costing: standards or pre-determining costs are fixed for
each item of cost and they are compared with actual performance and
variances or differences are found out to see how actual differ from
standards.

Marginal Costing: in which costs are divided into fixed and variable.
Fixed costs are not included as a part of a cost of production but recov-
ered from the margin between sales price and variable cost. The system
is extremely useful in presenting information before management with
respect to cost, revenue and profits.

Historical Costing: Historical costing is concerned with recording
and ascertaining cost after they have been incurred.

Budgetary Control: Business policies and plans expressed in finan-
cial terms under the system of budgetary control.

Decision Accounting: When decision regarding selecting a capital ex-
penditure project to be taken up or in case of make or buy a decisions,
pricing decisions etc. the management accountant presents the data, in
analytical form and suggests the profitable course of action in the given
circumstances. The management gates considerable help in making de-
cision on the basis of such information.

3.10 Assignment

List various Tools and Technique of management Accounting

3.11 Case Study

Discuss the techniques and tools of Management Accountancy.

Discuss usefulness and limitation of Management Accountancy.

3.12 Further Reading

I.
2.
3.

Advanced Management Accounting Ravi Kishore 1997
Management Accounting by R.S.N.Pillai & Bagavathi S.Chand
Accounting for Managers by Sudhir Prakashan

TOOLS (DEVICES)

AND TECHNIQUE OF
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BLOCK SUMMARY

This block give detailed information about accounting and financial state-
ments. Introductory portion of both the topics have been covered over here
in this block. Accounting is a continuous process of performance measure-
ment and reporting the results to decision makers. The block explained more
about analysis of financial statements along with details related to internal
audit system and management accounting principles.

After studying this block, proper analysis of financial statements various tools
and techniques are available to us and of which we suit according to our need
and convenience. Students will be well known with concept of ratio analysis
which serves as quantitative tool. The various calculations of required ratios
from data are well detailed.



BLOCK ASSIGNMENT

Short Answer Questions

1
2
3.
4
5

List few financial services?

What is Inter-firm Comparison Ratios?

State the importance of Financial Accounting?
How to calculate required ratios from data?

What is Common size Statement?

Long Answer Questions

1.

2
3.
4

Discuss the scope of management accounting.
What is the basic objective of management accounting?
Compare financial instruments and financial services?

Introduction to Management and Financial Accounting
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Enrolment No

1.  How many hours did you need for studying the units ?

Unit No 1 2 3

Nos. of Hrs

2. Please give your reactions to the following items based on your reading

of the block:
Items Excellent Very Good Good Poor Give specific
example if any
Presentation Quality |:| D D I:l
Language and Style

lllustration used
(Diagram, tables etc)

Conceptual Clarity

Check your progress
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BLOCK 2 : CASH FLOW, RATIO ANALYSIS AND COMMON SIZE
FINANCIAL STATEMENT

Block Introduction

Cash 1s the most liquid assets of a business. All business transactions ulti-
mately result in to cash inflow or cash outflow. The business should have
sufficient cash on hand, so that the liability can be paid as and when they fall
due. The cash on hand should not be excessive, otherwise the cash would
remain idle, which reduces the overall profitability Statement if Cash Flow is
a historical statement and shows what was the cash inflow and cash outflow
during the last year and what was the actual cash balance on hand at the end
of the last year. Fund flow statement shows the changes in the net working
capital of business. While Statement of Cash Flow shows the inflow and out-
flow of cash only

The financial statements as prepared and presented annually are of little use
for guidance of prospective investor, creditors and even management. The
function of the accountant does not end at this stage. He should be able to
analysis and interpret the figures as disclosed by this statement to gauge ac-
curately the financial health of the enterprise. Ratio Analysis is a quantitative
tool that allows analysis to have quantitative answer such as adequate net
profits, using of assets efficiently, Calculation of Ratio does not serve any
purpose, unless several appropriate ratios are analyzed and interpreted.

Common-size statements that give only the vertical percentage or ratio for
financial data without giving rupee value are known as common size state-
ment. A comparison of two years figures of a concern can be easily made
under the companies Act. Companies must shows in their profit and loss
account and balance sheet the corresponding figures for the previous year.

In this block, students will get knowledge about Statement of Cash Flow
involving alterations in inflow & outflow of cash during certain period. The
block will detail about related key aspect of Ratio analysis and common size
statement.

After studying this block, students will be able to understand correctly about
Cash Flow Statement, Ratio Analysis and common size statement.

Block Objective

After completing this block, students will be able to:

o Knowledge about Statement of Cash Flow

. Understanding the role of Statement of Cash Flow Statement
. Study the different types of Ratio

. Know about the common size statement.

Block Structure

Unitl: Statement of Cash Flow

Unit2: Ratio Analysis

Unit 3: Common Size Financial Statement



STATEMENT OF CASH FLOW

1.0 Learning Objectives

1.1 Introduction

1.2 Statement of Cash Flow

1.3 Analysis of Statement of Cash Flow
1.4 Steps in Statement Of Cash Flow and Practical Example
1.5 Let Us Sum Up

1.6 Answer for Check Your Progress
1.7 Glossary

1.8 Assignment

1.9 Activities

1.10 Case Study

1.11 Further Readings

1.0 Learning Objectives

After reading this unit, you will be able to understand:
o Meaning of Statement of Cash Flow.

. Significance of Statement of Cash Flow.

1.1 Introduction

A Statement of Cash Flow is a financial report that describes the sources of
a company’s cash and how that cash was spent over a specified time period.
It does not include non-cash items such as depreciation. This makes it useful
for determining the short-term viability of a company, particularly its ability
to pay bills. Because the management of cash flow is so crucial for busi-
nesses and small businesses in particular, most analysts recommend that an
entrepreneur study a Statement of Cash Flow least every quarter.

The Statement of Cash Flow is similar to the income statement in that it
records a company’s performance over a specified period of time. The differ-
ence between the two is that the income statement also takes into account
some non-cash accounting items such as depreciation. The Statement of Cash
Flow strips away all of this and shows exactly how much actual money the
company has generated. Cash flow statements show how companies have
performed in managing inflows and outflows of cash. It provides a sharper
picture of a company’s ability to pay creditors, and finance growth. so we
say Profit & loss account and Balance sheet provide book value whereas
cash flows statement provides cash value.

In order to bring uniformity in the presentation of accounts of all companies
and other firms International Accounting Standards are prepared. On that
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basis, The Institute of Chartered Accounts of India is also preparing Accounting
Standard to bring uniformity in preparing and presenting accounts in India.
The Institute had prepared Accounting Standard -7 for preparation of cash
flow statement. It is perfectly possible for a company that is shown to be
profitable according to accounting standards to go under if there isn’t enough
cash on hand to pay bills. Comparing amount of cash generated to outstand-
ing debt, known as the “operating cash flow ratio,” illustrates the company’s
ability to service its loans and interest payments. If a slight drop in a company’s
quarterly cash flow would jeopardize its ability to make loan payments that
company is in a riskier position than one with less net income but a stronger
cash flow level.

Unlike the many ways in which reported earnings can be presented, there is
little a company can do to manipulate its cash situation. Barring any outright
fraud, the Statement of Cash Flow tells the whole story. The company either
has cash or it does not. Analysts will look closely at the Statement of Cash
Flow of any company in order to understand its overall health.

Check your progress 1
1.  Which items is not included in Statement of cash flow?
(a) Depreciation
(b) Salary paid
(c) Rent Received
(d) None of above
2.  Statement of Cash flow show how companies have performed in
managing...
(a)  Only inflow of cash
(b)  Only outflow of cash
(¢) Inflows and outflows of cash both
(d) None of above

1.2 Statement of Cash Flow

A statement showing Inflow of cash and Outflow of Cash during the last year
and a result the balance of cash at the end of the year, is known as “Statement
of Cash Flow” This statement helps management to know the actual liquid
position or position of cash on hand and also to ascertain whether the busi-
ness is able to get enough cash to meet the liability as and when they arise.

Cash flows are either receipts (i.e. cash inflows and so are represented as a
positive number in a statement of cash flows) or payments (i.e. cash out flows
and so are represented as a negative number using brackets in a statement of
cash flows). Cash flows are usually calculated as a missing figure. For ex-
ample, when the opening balance of an asset, liability or equity item is recon-
ciled to its closing balance using information from the statement of profit or
loss and/or additional notes, the balancing figure is usually the cash flow.
Common cash flow calculations include the tax paid, which is operating ac-
tivity cash out flow, the payment to buy property plant and equipment (PPE)



which is investing activity cash out flow and dividends paid, which is financ-
ing activity cash out flow. The following examples illustrate all three of these
examples.

A statement of cash flow classifies and presents cash flows under three head-
ings:
(1)  Operating activities
(1)) Investing activities
(1) Financing activities

(i) Operating activities: The most important source of cash inflow is
that which is generated by business operations. This includes two items (1)

Profit from operations and (i1) Cash flow from changes in current assets and
current liabilities.

Profit from business operations shown by Profit and loss Account does not
show inflow of cash to ascertain the net cash flow due to operations, the
non-cash items debited must be added back to the profit e.g. Depreciation,
written off intangible assets and fictitious assets, Goodwill written off Pre-
liminary expenses written off. Cash flow is affected due to change in current
assets like debtors, Bills receivable etc.

“Cash flow decreases due to increase in current assets and Cash flow in-
crease due to decrease in current assets.”

There is an inverse proportion between current assets and cash flow We say
about current liabilities like creditors, Bills payable etc.

“Increase in current liabilities increase cash flow and Decrease in current
liabilities decreases cash flow”

Operating activities are main revenue-earning activities of an enterprise. Op-
erating activities can be presented in two different ways. The first is the di-
rect method which shows the actual cash flows from operating activities for
example, the receipts from customers and the payments to suppliers and
staff. The second is the indirect method which reconciles profit before tax to
cash generated from operating profit. Under both of these methods the inter-
est paid and taxation paid is presented as cash outflows.

(ii) Investing Activity: Investing activities are the securing and trans-
fer of long-term assets and other venture (Investment) not included in cash
equivalents investing activity cash flows are those that relate to non-current
resources (assets). Illustrations of contributing cash flows incorporate the
cash outflow on buying property plant and equipment, the sale continues on
the transfer of non-current resources and any cash returns received emerging
from ventures.

(iii)Financing activities: Financing activity cash flows relate to cash
flows arising from the way the entity is financed. Entities are financed by a
mixture of cash from borrowings from third parties (debt) and by the share-
holders (equity). Examples of financing cash flows include the cash received
from new borrowings or the cash repayment of debt as well as the cash flows
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with shareholders in the form of cash receipts following a new share issue or
the cash paid to them in the form of dividends.

Check your progress 2

1. The accounting standard certifies Statement of Cash Flowas:
a.  Operating activities and investingactivities
b.  Investing activities and financing activities
c.  Operating activities and financing activities

d.  Operating activities, financing activities and investing activities

1.3 Analysis of Statement of Cash Flow

Statement of Cash Flow is one of the most important financial statements for
a project or business. The statement can be as simple as a one page analysis
or may involve several schedules that feed information into a central state-
ment.

A Statement of Cash Flow is a listing of the flows of cash into and out of the
business or project. Think of it as you are checking account at the bank.
Deposits are the cash inflow and withdrawals (checks) are the cash outflows.
The balance in your checking account is your net cash flow at a specific point
in time.

A Statement of Cash Flow is a listing of cash flows that occurred during the
past accounting period. A projection of future flows of cash is called a cash
flow budget. You can think of'a cash flow budget as a projection of the future
deposits and withdrawals to your checking account.

A Statement of Cash Flow is not only concerned with the amount of the cash
flows but also the timing of the flows. Many cash flows are constructed with
multiple time periods. For example, it may list monthly cash inflows and out-
flows over a year’s time. It not only projects the cash balance remaining at
the end of the year but also the cash balance for each month.

The purpose of the Statement of Cash Flow is to show where an entities cash
is being generated (cash inflows), and where its cash is being spent (cash
outflows), over a specific period of time (usually quarterly and annually). It is
important for analyzing the liquidity and long term solvency of a company.
The Statement of Cash Flow uses cash basis accounting instead of accrual
basis accounting which is Used for the balance sheet and income statement
by most companies. This is important because a company may accrue ac-
counting revenues but may not actually receive the cash. This could produce
profits and taxes payable but not provide the resources to stay solvent.

Working capital is an important part of a cash flow analysis. It is defined as
the amount of money needed to facilitate business operations and transac-
tions, and is calculated as current assets less current liabilities (liabilities due
during the upcoming accounting period). Computing the amount of working
capital gives you a quick analysis of the liquidity of the business over the
future accounting period. If working capital appears to be sufficient, devel-
oping a cash flow budget may not be critical. But if working capital appears



to be mnsufficient, a cash flow budget may highlight liquidity problems that
may occur during the coming year.

Most statements are constructed so that you can identify each individual
inflow or outflow item with a place for a description of the item. Statements
like Decision Tool Cash Flow Budget provide a flexible tool for simple cash
flow projections.

A Statement of Cash Flow is only one of several financial statements that can
be used to measure the financial strength of a business. Other common state-
ments include the balance sheet or Net worth Statement and the Income
Statement, although there are several other statements that may be included.

These statements fit together to form a comprehensive financial picture of
the business. The balance sheet or net worth statement shows the solvency
of the business at a specific point in time. Statements are often prepared at
the beginning and ending of the accounting period. The statement records
the assets of the business and their value and the liabilities or financial claims
against the business, 1.e. debts. The amount by which assets exceed liabilities
is the “net worth” of the business. The net worth reflects the current value of
investment in the business by the owners.

Check your progress 3
1. The idea of Statement of Cash Flow is to:
A) Analyze cash position
B) Short-term cash planning
C) Evaluate liquidity
D) Comparing operating Performance
a. BothAandB
b. BothAandC
c. BothBandD
d AB,CD

1.4 Steps in Statement of Cash Flow and Practical Example

Statement of Cash flow contains information about flows of cash in and out
of a firm with usage to which cash is put. The statement has following sec-
tions in which the cash flows are shown which occurred during reporting
period:

. Operating activities
o Investing activities
o Financing activities

Statement of cash flows is part of financial statements which provides details
on incoming and outgoing cash transactions with details net increases or
decreases in cash. Such statements generate cash which includes operations,
investments and financing. There are basic step processes which lead to prepa-
ration of such statements like:
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Calculation of New Cash Balance

We see that a business will start and end in a year with cash surplus or deficit.
On subtracting annual beginning and ending cash in one year becomes begin-
ning balance for next year. The idea of such Statement of Cash Flow is to
show reduction in cash by analyzing cash transactions with proper planning
for a year.

Calculating Operating Activities

To start with net income and adding of depreciation which was deducted as
non-cash transaction on income statement will get account for with incoming
and outgoing of cash activities. Operating activities are the actions the busi-
ness undertakes as a normal course of doing business.

Calculating Investing Activities

In this certain investing activities like buying and selling of securities and
property, plant, equipment’s etc.

Calculating Financing Activities

Many businesses opt for loans to finance the initial costs or to buy equipment,
buildings, vehicles, trucks, or inventory. Financing activities involve in bor-
rowing cash

There are two methods of showing cash flows from operating activities

(1) Direct Method (i1) Indirect Method

(1) Direct Method

Under this method, the cash inflow from operating activities and cash out
flow from operating activities are separately shown. The cash received di-
rectly from sales is shown as Cash inflow and cash paid to suppliers for pur-

chases and also to employees towards salaries are shown as cash outflow.
The difference between these two is net cash inflow

Particulars Amount I
Cash-Flow from operating Activities:
Cash received from customers
Less: Cash paid to suppliers
Cash paid to Employees
Cash generated from Operations
Less: Income-taxes paid
Cash flow from extra-ordinary item
Cash flow from Operating Activities

(i1) Indirect Method: Under indirect method the cash flow from operating
activities are not shown as direct from sales, purchase, payment to employee
etc. But indirectly, it starts with profit. Profit as shown in Profit and loss
Account arises due salary, purchase, payment to employees etc. But the profit
shown by Profit and Loss Account has to be adjusted for non-cash items.
Like depreciation, written off of factitious assets. So the actual cash inflow
and out flow will be ascertained.



CASH FLOW STATEMENT
(For the year ended 31-03-2020)

Particulars Amount | Amount

3

(A) Cash flow from Operating Activities:

Net Profit before Extraordinary items, other Adjustments and
Taxation

+ Depreciation

+ Fictitious assets Written off

+ Change in Current Assets (e.g. Stock, Debtors etc.)

+ Change in Current Liabilities (e.g. Creditors)

Cash flow from Operating Activities

- Income-tax paid
Net Cash flow from Operating Activities

(B) Cash flow from Investing Activities:
+ Sales of fixed Assets

+ Sales of investment

Less: Purchased of Fixed Assets

Purchase of Investment

Add : Interest and Dividend Received

Net Cash flow from Investing Activities

(C) Cash flow from Financing Activities:
Add : Issue of Shares or Debentures

Less : Repayment of loan

Net Cash Flow from Financing Activities

: Loan Taken

: Interest and Dividend paid

Net Increase or decrease in cash and Cash equivalents
+ Opening cash balance

Closing Cash Balance

Some important point to keep in mind

L

IL.

I1I.

Iv.

Ind AS 7 Bank borrowings are for the most part considered as a por-
tion of financing activities. Be that as it may, Ind AS 7 requires the
bank overdraft, which is repayable on request, to be considered as a
portion of cash and cash equivalents, rather than classifying it as cash
flow from financing activity. AS 3 is noiseless on this matter.

Ind AS 7 requires more divulgences (disclosures) as compared to AS
3.

AS 3 uses the term “Reporting Currency” Ind AS 7 uses the term
“functional currency” instead of “Reporting Currency”.

AS 3 does not bargain with cash flows emerging from foreign subsid-
iaries, Ind AS 7 bargains with interpretation of cash flows emerging
from foreign subsidiaries.

A few substances buy the assets and after that provide such assets on
lease (resources held for rental) and later on, offer such assets within
the ordinary course of trade. Ind AS 7 requires the classification of
cash flows from such movement (e.g.: installments made to buy or

FLOW
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VL

VIL

VIIL

IX.

make the assets and cash receipts from leasing out and sale of such
assets) to be appeared as cash flows from operating activities. AS 3 is
silent on this aspect.

Ind AS 7 gives a few unused cases of cash flows from financing activi-
ties like

* Cash installments to the proprietors to obtain or redeem entity’s shares.
* Cash receipts from mortgages

* Cash installments made by tenant, for decrease of the extraordinary
risk, in a finance lease.

Under Ind AS 7, the net cash flow from operating activities, utilizing
the indirect strategy, is decided by altering profit or loss for the impacts
of undistributed profits of partners and non-controlling interests AS 3
does not particularly given for the same.

Cash flows emerging as a result of alter in ownership interest, held in a
subsidiary company might be classified as cash flows from financing
activities, in case it does not result into loss of control. Cash flows
emerging from alter in ownership interests held in an auxiliary company
might be classified as cash flows from investing activities.

IND AS 1 forbids introduction of anything of income or expense as
exceptional thing and thus Ind AS 7 does not bargain with the presenta-
tion of cash flows from additional ordinary items. As per AS 3, the cash
flows from additional ordinary activities might be classified as cash flows
from operating or investing or financing activity, as the case may be,
depending on the nature of such uncommon thing.

No exception has been given in Ind AS 7 with respect to its appropriateness
as given in AS 3. So, companies which are able be required to plan financial
statements as per Ind AS will be required to get ready statement of cash flows
as per Ind AS 7.



Practical Examlpe-1

STATEMENT OF CASH

FLOW

From the following information Prepare Statement of Cash Flow of Kavisha Ltd.
(Calculate both method Indirect Method and Direct Method)
Statement of Profit and Loss for the year ended 31-03-2020
Particulars Amount Amount
Sales 3,00,00,000
Cost of Sales 2,60,00,000
Gross Profit 40,00,000
Less :
Depreciation 4,50,000
Administrative and selling expenses 9,10,000
Interest Expenses 4,00,000
17,60,000
22,40,000
Add :
Interest income 3,00,000
Dividend Income 1,60,000 4,60,000
Net Profit before taxation 27,00,000
Less : Income-tax 1,80,000
Net Profit 28,80,000
The Balance sheet of Kanvisha Ltd. as on 31-03-2020 are given below
Particulars Note 3;;?3;2132;) :;1;33;?3 1T9
I EQUITY AND LIABILITIES :
(1) Shareholders' Funds :
(a) Share Capital 15,00,000 12,50,000
Fully paid Shares of X 10 each
(b) Reserve and Surplus : General
Reserve 34,50,000 13,880,000
(2) Non-Current Liabilities
(a) Long term Borrowings : 12%
Debentures 11,10,000 10,40,000
(3) Current Liabilities
(a) Trade Payable :Creditors 1,50,000 18,90,000
(b) Other Current Liabilities
Interest Payable 2,30,000 1,00,000
Income-tax payable 4,00,000 10,00,000
68,40,000 66,60,000
[I Assets
(1) Non- Current Assets
(a) Fixed assets at cost 21,80,000
19,10,000
Less: Depreciation Fund 14,50,000
10,60,000 7,30,000 8,50,000
(b) Non-Current Investment 25,00,000 25,00,000
(2) Current Assets :
(a) Inventories : Stock 9,00,000 19,50,000
(b) Trade Receivable: Debtors 17,00,000 12,00,000
(c ) Cash and Cash Equivalents :
Cash and Bank Balance 9,10,000 1,60,000
(d) Other Current Assets: Interest receivable 1,00,000
68,40,000 66,60,000
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Additional Information:

(1) An amount of X 2,50,000 was raised from issue of share capital and
COMMON SIZE further X 2,50,000 Was raised from long-term borrowings.
FINANCIAL ) .
(2) Interest expenses were X4, 00,000 of which X 1, 80,000 was paid dur-
STATEMENT ) i
ing the period.
390,000 relating to interest expenses of the prior period was also paid
during the year.
(3) Dividend paid were X 12,00,000
(4) During the year, the enterprise purchased fixed assets forX 3,50,000 by
cash
(6) Plant with the original cost of X 80,000 and accumulated depreciation
0f 60,000 was Sold for X20,000.
(7) Debtors and creditors include amount relating to credit sales and credit
purchases only
Answer : Working notes.(First find out missing figure)
Dr. Share Capital Afc cr. Dr. Interest Payable A/c Cr.
By Bal B/d 12,50,000 To CashA/c 2,70,000 | By Bal B/d 1,00,000
ToBalC/d | 15,00,000 |By Cash 2,50,000 ToBal ¢/d 2,30,000 | By P &LA/c 4,00,000
15,00,000 15,00,000
15,00,000 5,00,000
Dr. Reserve & Surplus A/c Cr.
To Dividend | 12,00,000 | By Bal B/d 13,80,000 Dr. Income-tax payable A/c Cr.
ToBalC/d | 34,50,000 | By Cash 32,70,000 To Bank A/c 8,60,000 | By Bal B/d 10,00,000
46,50,000 46,50,000 ToBal C¢/d 4,00,000 | ByP&L A/c 2,60,000
Dr. Longterm Debt. A/c Cr. 12,60,000 12,60,000
To BankA/c | 1,80,000 | By Bal B/d 10,40,000 Dr. Assets A/c cr.
ToBalC/d | 11,10000 | ByP&LAKC | 250000 | | %/ 19,10,000 | By Cash A/c 20,000
12,9000 12,90,000 (Sale of plant)
=== Cash A/c | 3,50,000 | To Dep. Fund 60,000
ivabl C Ale
TDr.B/CI - Interest Rec:w(a: eh. A/c _ OO(;.OO Tobal.c/d 21.80.000
° ‘1 yCashA/e | 2,00, 22,60,000 22,60,000
3,00,000 | To Bal C/d 1,00,000
3,00,000 3,00,000 Dr. Depreciation fund A/c Cr.
To Plant 60,000 | To B/d 10,60,000
Dr. Debtors A/c cr- | [ToBal 14,50,000 | To P& LA/c 4,50,000
To Bal B/d[ 12,00,000 | By cash/ 2.95,00,000| 4
Bank A/c (?) 15,10,000 15,10,000
To Credit | 3,00,00,000 | To bal. ¢/d 17,00,000
Sales Cost of sales =
3.12,00,000 3,120,0,000 Opening Stock
' + Purchase
o h/Bank Crze 21;0;) (%/g To B/d 18,90 O%rd - Closing Stock ..
e Be 0000000 T . 2,60,00,000 = 19,50,000 + Purchase - 9,00,000
To Bal c/d 1,50,000 | To Credit 2,49,50,000 2,60,00,000 - 19,50,000 + 9,00,000 = Purchase
Purchase ; = 4
26840000 26840000 Credit Purchase 2,49, 50,000
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Particulars AmountI | Amount X
I | Cash flow from operating Activities:
Cash receipt from customer 2,95,00,000
Less : Cash paid to supplier (Creditors) 2,66,90,000
Less: Cash paid to employees (Administrative Exp.) 9,10,000| -2,76,00,000
Cash generated from operation 19,00,000
Less: Income tax paid -7,80,000
IT | Net cash flow from operating activities: 11,20,000
Net cash flow from Investing Activities:
I Purchase of fixed assets -3,50,000
ii Sale of Plant 20,000
iii Interest Received 2,00,000
iv Dividends received 1,60,000 30,000
Net Cash from Investing activities 11,50,000
IIT | Cash flow from financing Activities :
I Issue of share capital 2,50,000
ii Long-term borrowings raised 2,50,000
iii Repayment of long -term borrowings -1,80,000
iv Interest paid -2,70,000
v Dividend paid -9.,00,000 -8,50,000
Net cash flow from financing activities 3,00,000
Cash and Cash equivalents at beginning of year 1,60,000
Cash and Cash equivalents at the end of year 4,60,000
Statement of Cash Flow of Kavisha Ltd. (Indirect Method)
Particulars Amount I | Amount I
I | Cash flow from operating Activities:
Net Profit before taxation 27,00,000
Add:
I Depreciation Fund 4,50,000
ii Interest Expenses 4,00,000 8,50,000
35,50,000
Less:
iii Interest Income 3,00,000
Iv Dividend Income 1,60,000 -4,60,000
Operating Profit before working capital Changes 30,90,000
I Increase in debtors -5,00,000
i1 Decrease in Stock 10,50,000
iii Decrease in creditors -17,40,000 -11,90,000
Cash generated from operation 19,00,000
Less: Income tax paid 7,80,000
Net cash flow from operating activities: 11,20,000
IT | Net cash flow from Investing Activities:
I Purchase of fixed assets -3,50,000
i1 Sale of Plant 20,000
iii Interest Received 2,00,000
iv Dividends received 1,60,000 30,000
Net Cash from Investing activities 11,50,000
III | Cash flow from financing Activities :
I Issue of share capital 2,50,000
ii Long-term borrowings raised 2,50,000
iii Repayment of long -term borrowings -1,80,000
iv Interest paid -2,70,000
v Dividend paid -9,00,000 -8,50,000
Net cash flow from financing activities 3,00,000
Cash and Cash equivalents at beginning of year 1,60,000
Cash and Cash equivalents at the end of year 4,60,000
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Check your progress 4
1. In cash flow statment, the item of interest is shown in
(A) Operating Activities
(B) Financing Activities
(C) Investing Activities
(a) BothAand B
(b) BothAand C
(c) BothBandC

1.5 Let Us Sum Up

In this unit we have learnt that Statement of cash flow is financial statement
which describes how changes in balance sheet accounts and income affect
cash and cash equivalents which breaks analysis down to operating, investing
and financing activities.

We see that Statement of Cash Flow is a financial statement that deals in
incoming and outgoing of cash which shows net detail about increases or
decreases in cash and helps in generating cash for operations, investments
and financing.

1.6 Answer for Check Your Progress

Check your progress 1
Answers : (1-a) ;(2-¢)
Check your progress 2
Answers :(1-d)
Check your progress 3
Answers :(1-d)
Check your progress 4

Answers :(1-c)

1.7 Glossary

1.  Cash - It is cash on hand and demand deposits with banks.

2.  Cash equivalent - A short term liquid investments which is convertible
into known amounts of cash subject to insignificant risk of changes in
value.

Cash flows - Inflows and outflows of cash and cash equivalents.

Investing activities - Acquisition and disposal of long-term assets and
other investments not included in cash equivalents.

5.  Acquisition -Procurement of assets

6.  Disposal- Sales of property or other assets.

1.8 Assignment

List some importance of cash flow statements.



1.9 Activities STATEMENT OF CASH

Collect information on investing activities. FLOW

1.10 Case Study

Discuss the implications of Statement of cash flow.

1.11 Further Readings

1.  Brahmasrene, Tanta tape, and C. David Strupeck, Donna Whitten. “Ex-
amining Preferences in Statement if Cash Flow Format.” October2004.

2. Hey-Cunningham, David. Financial Statements Demystified. Allen &
Unwin, 2002. O’Connor, Tricia. “The Formula for Determining Cash
Flow.” 2000.
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RATIO ANALYSIS

2.0 Learning Objective

2.1 Introduction

2.2 Accounting Ratios

2.3 Characterization Of Accounting Ratios
2.4 Advantages (Utility) Of Ratio Analysis
2.5 Restrictions Of Ratio Analysis

2.6 Practical Example

2.7 Let Us Sum Up

2.8 Answer for Check Your Progress

2.9 Glossary

2.10 Assignment

2.11 Activities

2.12 Case Study

2.13 Further Reading

2.0 Learning Objective

After reading this unit, you will be able to understand:

o Ratio is defined as the indicated quotient of two mathematical expres-
sions’ and as ‘the relationship between two or more things’,

o Accounting ratios compute the relationships between two interrelated
accounting figures from balance sheet and Profit and Loss Account

. Advantage and limitation of Ratio Analysis

2.1 Introduction :

Our study of accounting So far has been restricted to recording of business
transactions in books of accounts,

. Preparing a trial balance to check the arithmetical accuracy of accounts
. Preparing profit and loss account and
. balance sheet

With view to ascertaining trading results of a specified period and financial
position of the business on a specified date respectively. The functions of
accountant do not end at this stage. He should be able to analyses and inter-
pret the figures as disclosed by these statements to gauge accurately the fi-
nancial health of the enterprise. The Students of accountancy are frequently
called upon to advise the prospective investors and should be able to analyses
the accounts and say whether it is advisable for him to risk his savings in a
particular enterprise. He may be consulted by a creditor to go through the



accounts of an enterprise and opine whether it is safe for him to lend money.
At times, he may have to examine the accounts from viewpoint of employees
and consumers to give his views on the earning capacity and financial posi-
tion of the business. The study of the methods of analysis and interpretation
of accounts would therefore, be interesting and useful. The following pages
are devoted to the study of a technique of analysis through accounting ratio.

Check your progress 1

1. Study of accounting So far has been restricted to recording of busi-
ness transactions in books of accounts

(a) Preparing a trial balance to check the arithmetical accuracy of accounts
(b) Preparing profit and loss account

(c) Preparing balance sheet

(d) Preparing all above option

An investor is interested in information regarding the exact financial position
of the business, its earning capacity, and the present position with regard to
profitability and future possibilities. He has only the published accounts of
the company before him which would enable him to take any decision with
respect to investing his money. The published accounts contain Profit and
loss accounts, Balance sheet, Director’s Report, Auditor’s Report and
Chairman’s Speech. The earning capacity and the past results could be ascer-
tained from the profit and loss accounts. An idea about the financial position
can be had from the balance sheet. The Director’s Report and Chairman’s
speech would assist him in foreseeing the future prospects of the company.
However, accurate conclusions cannot be drawn from the mass of figures
included in these financial statements. Hence they are to be analyzed and
interpreted with the help of a number of devices. Let us at this stage, clarity
the meaning of important terms useful in our study of analysis of accounts.

2.2 ACCOUNTING RATIOS

The financial statements as prepared and presented annually are of little use
for guidance of prospective investors, creditors, and even management. If
relationship between various related items in these financial statements is
established, they can provide useful clues to gauge accurately the financial
health and ability of business to make a profit. This relation between two
related items of financial statements is known as ratio

A ratio is customarily expressed in three different ways. It may be expressed
as a proportion between two figures. For example, if current assets are twice
the current habilities it can be said that the current ratio is 2:1. Second method
is to express it in the form of percentage. e.g. the rate of return on capital
employee is 30%.Third method is to express it as rates. For Example, stock
turnover is 6 or stock turns 6 times a year.

INTERPRETATION THROUGH RATIOS:

Only calculating ratio is of no use unless it is interpreted so as to be useful to
management in making policy decision. The following methods are used for

RATIO ANALYSIS
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ANALYSIS AND (1) Comparison with Ideal Ratio: No conclusion can be drawn from any
COMMON SIZE individual ratio. It should be compared with some generally accepted
FINANCIAL ideal ratio. E.g. the current ratio of a firm is found to be 1.5: 1. This
STATEMENT ratio dose not guides the management as regards its liquid position.
But it is generally believed in financial circles that the ideal current

ratio should be 2:1.

(2) Comparison with Past Ratios: If the present Ratios of the company
are compared with its past ratios, they will indicate the trend. It will
show whether the financial position and performance of the firm has
improved, deteriorated or remained constant. This will help the man-
agement in taking corrective measures, if necessary.

(3) Help of Some Related Ratio: The analysis and interpretation some
ratios may be made more meaningful, if some related ratios are also
considered. Suppose, the current ratio of a firm is 2:1 showing a com-
fortable liquid position. But it is considered along with the liquid ratio
and acid test ratio, it will give a very clear idea of the liquidity of busi-
ness. It may happen that the current ratio may show a good position
because of large stock contained in the current assets, but it suggests
that the sale is very slow and the liquid position is not as comfortable as
it appears. Liquid ratio if used along with current ratio will give a clear
idea of liquidity, because it excludes stock in its computation.

(4) Comparison with Ratios of Other Firms: comparison of firm’s ra-
tios with those of other firms in the same industry is useful and indi-
cates strength or weakness of the firm’s position and performance. The
comparison is useful because of the firms in the same industry face
similar problems.

Check your progress 2

1.  The financial statements as prepared and presented annually are of little
use for guidance of relationship between various related items in these
financial statements are established for,

(a) Prospective investors
(b) Creditors

(c) Management.

(d) Allabove a, band c

2.3 CHARACTERIZATION OF ACCOUNTING RATIOS :

Accounting ratios are generally characterized (classified) as follows:

(2.3.1) Traditional classification or classification according to the type of
financial statements

(2.3.2) Functional classification

(A) Traditional classification: The ratios are grouped into three catego-
ries on the basis of the statements from which the figures are taken for
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(B)
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(C))

computing the ratios. It is well-known traditional classification.

Revenue statement ratio: These are the ratios computed on the basis
of'items taken from revenue statement i.e. Profit and loss account. E.g.
Net profit ratio is computed by dividing net profit by sales. Here both
net profit and sales are items appearing in profit and loss account.

Balance sheet Ratio: When two items or groups of items appearing in
the balance sheet are compared the ratio so obtained is a balance sheet
ratio. e.g. a ratio establishing relationship between current assets and
current liabilities is a balance sheet ratio.

Composite Ratios : A ratio showing the relationship between one item
taken from balance sheet and another taken from profit and loss Ac-
count is composite ratio or a combined ratio known as balance sheet
and revenue statement ratio. A return on capital employed shows the
proportion of net profit to capital employed and it is composite ratio.

Functional Classification: Ratios are also grouped in accordance with
certain tests. On this basis there are four categories ratios.

Liquidity Ratios: These ratios indicate the position of liquidity. They
are computed to ascertain whether the company is capable of meeting
its short term obligations from its short term resources. For example,
current ratio shows the capacity of a firm to meet its current liabilities
as and when the mature. e.g. (1) current ratio (2) Liquidity ratio (3)
Acid -Test Ratio.

Profitability Ratios: A number of ratios are designed to indicate the
profitability of the business and are grouped into the category of prof-
itability ratios. For example, Return on capital employed is an example
of profitability ratio. e.g. (1) Gross profit Ratio (i1) Net benefit Ratio
(111) Cost (Expenses) Ratio (iv) Working proportion (Operating Ratio)
(v) Return on capital Employed Ratio (vi)Return on shareholders’ Funds
(vii) Debt service coverage Ratio.

Leverage Ratios: The composition of capital of business and the pro-
portion of owners’ capital and capital provided by outsides are reflected
by leverage ratio. For example, gearing ratio showing the relationship
between the preference capital and ordinary capital is a leverage ratio.
e.g. (1) proprietary Ratio (i1) Debt Equity ratio (iii) Gearing Ratio (iv)
Fixed capital — Fixed assets Ratio.

Activity or Efficiency Ratios: These are the ratios showing the effec-
tiveness with which the resources of the business are employed. It sig-
nifies the efficiency of the management. For example, Stock turnover
1s an activity ratio, showing the number of times the average stock is
turned over during the year. e.g. Debtors ratio or turnover capital
ratio, total assets turnover, fixed assets turnover etc.

TRADITIONAL CLASSIFICATION:

In order to easily understand the ratios, the traditional classification is more
useful. Hence, the ratio has been discussed according to this classification.

RATIO ANALYSIS
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(A) REVENUE STATEMENT RATIOS:

The ratios computed showing relationship between the two items of profit
and loss account is enumerated below:

(1)  Gross profit Ratio
(2)  Operating Ratio
(3)  Net Profit Ratio
(4)  Stock Turnover

i. Gross Profit Ratio: it is a ratio expressing relationship between Gross
profits earned to net sales. It is a useful indication of the profitability of
the business.

(Gross Profit) 1
Sales

For example If Net Sales areX 2, 00,000 and Gross Profit X 50,000 than
Gross Profit ratio is

Gross ProfitRatio = 00

50,000
2,00,000

Gross ProfitRatio = x100=25%

This ratio shows every X 100, a margin X 25 is available from which
operating expenses of business are to be recovered. It shows cost of
production is sufficient or not. If this ratio is low, it indicate that the
cost of sales is high or due to depression selling price is reduced but
there may be no corresponding reduction in cost of sales. The manage-
ment investigates the causes and tries to bring up this ratio.

ii.  Operating ratio: It is a ratio showing relationship between Cost of
goods sold plus operating expenses and net sales. It shows the effi-
ciency of the management. The higher the Ratio, the less will be the
margin available to proprietors. This ratio is also usually expressed as a
percentage.

Cost of Sale
Opening Stock................
+ Net Purchase...............
(Purchase — Purchase Return)
+ Purchase Expenses.........
Less : Closing Stock..........
OR
Cost of Sales = Net Sales (Sales —Sales Return) — (Gross Profit)
Operating Expenses (Total Expenses)
Administrative Expenses
+ Financial Expenses

+ Selling and distribution Expenses



Cost of Goods Sold + Operating Exp. 8
Sales

Operating Ratio = 100

For example Net sales are 32, 50,000; Cost of sales is X 1, 50,000 and oper-
ating expenses X 60,000. The operating ratio will be calculated as under:

1,50,000 + 60,000
2,50,000

Operating Ratio = x 100 = 84%

Out of sales 0fT 100, 84 is taken away by cost of goods and other expenses
and X 16 are left in the hands of proprietors. This ratio therefore suggests that
a particular share of selling price is absorbed by cost of sales and other oper-
ating expenses and the remainder is left for the owners ofthe business. Hence,
the higher this ratio, the less profitable it is, because it would prove insuffi-
cient to pay dividend and create necessary reserves.

iii. Net Profit Ratio: The ratio is valuable for the purpose of ascertaining
the over-all profitability of business and shows the efficiency or other-
wise of operating the business. It is the turnaround (reverse) of the
operating ratio (Working proportion). It is calculated as below

Net Profit y
Sales

Net Profit Ratio = 100

Suppose the net profit of the business after taxes is ¥ 40,000 and sales
are

X 2, 50,000 then the net Profit Ratio will be

40,000
2,50,000

Net Profit Ratio = x 100 =16 %

Generally, the ratio is computed on the basis of net profit earned from
operation of business and non - operating Expenses and incomes are
excluded. e.g. income from investments of surplus funds of business is
non-operating income and so it is to be excluded. Loss on sale of asset
is non-trading loss and it is not taken into account. Generally, Tax is
deducted from profit while calculating this ratio.

This ratio is indicates what proportion of sales revenue is left to the
proprietors after all operating expenses are met.

The higher this ratio, the better will be profitability. In order to have a
better idea of profitability, the gross profit ratio and the net profit ratio
may be simultaneously considered. Ifthe gross profit is increasing over
last five years, but the net profit is declining, it indicates that

Administrative expenses are slowly rising.
iv.  Stock Turnover: The number of times the average stock is turned
over during the year is known as stock turnover. It is computed by

dividing the cost of goods sold by the average stock in the business.
Average stock is the average of opening and closing stock of the year.

RATIO ANALYSIS
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CASH FLOW, RATIO If however, the monthly figures of the stocks are available, the average

ANALYSIS AND monthly stock will give a better turnover ratio.

COMMON SIZE c Goods Sold
FINANCIAL Stock turnover Ratio = ost of ©oods 50
STATEMENT Average Stock

Suppose Opening stock of company is X 25,000, Purchase X 1, 05,000 and
Closing Stock X 15,000 then Stock Turnover Ratio will be.

Cost of goods sold = Opening Stock + Purchase — Closing Stock
= 25,000 + 1, 05,000 — 15,000
=1, 15000

: 'l
Average Stock = Opening Stock + Closing Stock

2
25,000+15,000 40,000
= = =20,000
2 2
Stock turnover Ratio = I,I’Sﬂ: 5.75 Times
20,000

The ratio is very important in judging the ability of management with which it
can move the stock. The higher the turnover ratio, the more profitable the
business would be. The firm in such a case will be able to trade on a smaller
margin of gross profit. A low turnover indicates accumulation of slow-mov-
ing, obsolete and low-Quality goods, which is a danger signal to the manage-
ment.

Profitability Ratio based on investment

Return on investment indicate the profitability of business and is very much in
use among financial analysts. Return on capital employed, Return on share-
holders’ funds, Return on equity shareholders’ funds, Earnings per share

The chart used by Du Pont Company of USA is known as Du Pont Chart and
given below; it shows how return on investment is calculated
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Du Pont Chart
Sales
Net Profit Cost of Sales
Profit . Total Cost +
| Margin -
Administrative,
Selling Exp.
Sales
Returnon | | X — Inventories
Investment
+
— Sales
—| Receivables
_| Working
—| Turnover |— . Capital +
— Cash
Total | | +
Investment -
Current
- Fixed Assets Liabilities

The above chart shows that a number of factors contribute to the final rate of
return on capital employed. Change in any factor affects the final rate of
return

(B) BALANCE SHEET RATIOS:

The ratios based on comparison of items taken from balance sheet are given
below:

(1) Current Ratio

(2) Liquid Ratio

(3) Acid-Test Ratio

(4) Debt-Equity Ratio

(1) Current Ratio: This most widely used ratio shows the proportion of
current assets to current liabilities. It is also known as ‘Working Capital Ra-
tio’

As it is a measure of working capital available at a particular time. The Ratio
is obtained by dividing current assets by the current liabilities. It is a measure
of short-term financial strength of the business and shows whether the busi-
ness will be able to meet its current liabilities, as and when the mature. Re-
member that a liability which will mature within a period of 12 months is a
current liability. They include creditors, bills payable, bank overdraft, out-
standing expenses, Provision for taxation etc. Similarly, current assets are in
the form of cash or can be readily converted into cash within a short time.

RATIO ANALYSIS
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They include cash, bank balance, stock, Debtors, bills receivable, prepaid
expenses, accrued income, readily marketable securities etc.

Suppose, the current assets are worth X 2, 00,000 and current liabilities are X
1, 00,000, then the current ratio will be as under:

Current Assets _ 2,00,000 S
Current Liabilities  1,00,000

Current Ratio =

Standard measurement 2:1

It means that for every X 1 of current liability, there is available X 2 in current
assets to meet the current liability.

Current Assets = Cash and bank balance + Stock + Debtors +B/R + Prepaid
expenses + Investments readies convertible into cash + Loans and Advances.

Current Liabilities = Creditors + B/P + Bank O/D + Unclaimed dividend +
Provision for taxation + proposed dividend.

Loan given to staff for long period cannot be included in current assets. Only,
non-trading investments are included in readies convertible investments as
current assets. Trading investments cannot be included in current assets.

If income-tax paid in Advance is shown on assets side of B/S, it must be
deducted from provision for taxation and net amount of provision should be
shown as current Liability.

It is generally believed that 2:1 ratio shows a comfortable working capital
position. I.e. The current assets should be twice the current liabilities. How-
ever, this rule should not be taken as a hard and fast rule, because a ratio
which is satisfactory for one business may not be satisfactory for the other.
There may be instances when an enterprise may function satisfactorily even
with a current ratio of one to one or less and some enterprises require much
higher ratio than 2 to 1. If the amount of stock-in-trade is unduly large, then
the 2 to 1 ratio may not be satisfactory.

Before giving any opinion about the liquidity of the company on the basis of
current ratio, the types of assets, and the size must be considered. Some-
times, the current ratio seems to be high, because of excessive stock included
in current assets. The reason may be low sales. Due to the high proportion of
obsolete, slow moving stock, the current ratio may be high, but its capacity
to pay current liabilities on maturity will be definitely weak.

(2) Liquid Ratio: A Variant of current ratio is the liquid ratio or quick
ratio which is designed to show the amount of cash available to meet imme-
diate payments. It is obtained by dividing the liquid assets by liquid liabilities.

Liquid assets are obtained by deducting stock —in-trade from current assets.
Stock is not treated as a liquid asset because it cannot be readily converted
into cash as and when required. The current ratio of a business does not
reflect the true liquid position, if its current assets consist largely of stock-in-
trade.

The liquid liabilities are obtained by deducting bank overdraft from current
liabilities. Bank overdraft is not included in liquid liabilities because bank



overdraft is not likely to be called on demand and is treated as a sort of
permanent mode of financing. Hence, it is not treated as a quick liability.

Liquid Assets (Current Assets-Closing Stock)
Liquid Liabilities (Current liabilities-Bank O.D.)

Liquid Ratio =

Suppose, the liquid assets of a company is X 60,000 and Liquid liability X
50,000 then Liquid Ratio will be

60,000
. =12:1

Liquid Ratio = =1.
50,000

Liquid assets is more than liquid liability than it shows satisfactory condition
of business.

(3) Acid-Test Ratio: The measure of absolute liquidity may be obtained
by comparing only cash and bank balance as well as readily marketable secu-
rities with liquid Labilities. This is a very exacting standard of liquidity and it
is satisfactory if the ratio is 0.5 : 1. It is computed by dividing the value of
quick assets by liquid liabilities. Here, quick assets do not include both stock
and debtors, because payments from debtors would not generally be received
immediately when liquid liabilities are to be paid. Thus the quick assets com-
prise only cash balance, bank balance and readily marketable securities only.
Some writers call this ratio as Absolute Liquidity Ratio, (or Absolute Cash
Ratio)

Quick Assets
Liquid Liabilities

Acid-test Ratio =

e.g. The company has cash on hand I 5,000, Bank balance X 22,500, readily
marketable securities X12,500, If the liquid liabilities are X 60,000; than the
acid-test ratio will be

__ Quick Assets 40,000
Liquid Liabilities 60,000

—2—056'1
_3_ . .

Quick Assets are 2/3" of quick liabilities.

(4) Debt-Equity Ratio: This ratio is only another form of proprietary
ratio and establishes relationship between the outside long-term liabilities
and owner’s funds. It shows the proportion of long-term External Equities
and internal Equities. i.e. proportion of funds provided by long-term credi-
tors and that provided by shareholders or proprietors.

Long term Liabilities
Shareholders' Funds

e.g. Debenture X 50,000; Bank loan X 20,000; Owners funds are X 1,25,000
Than Debt-Equity Ratio will be

Debt-Equity Ratio =

RATIO ANALYSIS
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_(50,000+20,000) 70,000

Liquid Ratio - -
1,25,000 1,25,000

0.56:1

it suggest for X 100 shareholders fund long term debts I 56 means owners
funds are more than long term liabilities s(nearly double)

(C) COMPOSITE RATIO:

The ratios expressing relation between one item of profit and loss account
and the other item from Balance sheet are combined or composite ratios. The
following are some of these ratios:

(1) Debtors turnover (Debtors’ Ratio)
(2) Creditors turnover (Creditors’ Ratio)

(1) Debtors Ratio: The ratio shows the number of days taken to collect
the due of credit sales. It shows the efficiency or otherwise of the collection
policy of the enterprise. The ratio is computed by dividing the amount of
debtors and bills receivable by the average daily sales. The average daily sales
is obtained by dividing the total annual sales by 365.

i.e. (1) Firstly, average daily sales is found out
Then (i1) Collection period is determined.

Credit Sales
365

Average Daily Sales =

__ Debtors+Eills Receivable
~ Average Daily Sales

(i} Debtors Ratio

Debtors+ Bills Receivable

(ii} Debtors Ratio = Crodit Sales X 365

Debtors turnover: The debtors turnover suggest the number of times the
amount of credit sale is collected during the year, while debtors ratio indi-
cates the number of days during which the dues for credit sales are collected.

_ Credit Sales
~ Average Debtors

Debtors Turnover

Opening Debtors 4+ Closing Debtors
2

If B/R is given, it should be included in the debtors.

If total credit sales are X 3,65,000, Total Debtors X 70,000 and Bills Receiv-
able 20,000

Average Debtors =

Credit Sales (3,65.000)

Average Daily Sales = v = 31,000
() Deb Ratio = Debtors + Bills Receivable 70,000+ 20,000
sbtors Ratlo = AVerage Daily Sales 1,000

It means that collection of credit sales is in 90 days If this ratio is higher it
suggest that business collection policy is weak.

(2) Creditors Turnover or Creditors Ratio: We have seen in the above
paragraph that the debtors’ ratio gives us the number of days within which



amount due for credit sales is collected. Similarly, the number of days within RATIO ANALYSIS
which we make payment to our creditors for credit purchase is obtained

from creditor’s velocity. Suppose the credit period is 45 days, i.e. our credi-

tors allow us to credit period of 45 days and if creditors velocity is 30 days

1.e. we are making payment within 30 days, it means that we do not take full

advantage of credit period allowed to us.

Creditors + Bills Payable

(3) Creditors Ratio = Average Daily Purchase

Creditors + Bills Payable
Creditors Velocity =

T Annual Credit Purchase X 365

) Credit Purchase
Creditors Turnover = F
Average Creditors

If Creditors Ratio or Average Payment Period is to be calculated on the basis
of Creditors Turnover, it will be done as follows:

. s 360 or 365
reditors Ratio = Credit Turnover

e.g. in X co. at the end of the year creditors are X 5,000, bills payable 31,000
and credit purchases X 73,000, then the creditors’ velocity will be as under

Credi Ratio — Creditors + Bills Payable X 365
reditors Ratio = g mnual Credit Purchase

Creditors Ratio =200+ 1,000 4 0 0c — 30D
reditors hatio = 73.000 = ays

Check your progress 3

1. Which following classification is involved as a Traditional classifica-
tion?

(a) Revenue statement ratio

(b) Balance sheet Ratio

(c) Composite Ratios

(d) Allabove

2. Which following ratio is not based on comparison of items taken from
balance sheet is given below:

(a) Net profit Ratio (b) Current Ratio
(c¢) Liquid Ratio (d) Acid-Test Ratio
2.4 ADVANTAGES (UTILITY) OF RATIO ANALYSIS:

The use ofratios was started by banks for ascertaining the liquidity and prof-
itability of companies’ business for the purpose of advancing loans to them.
It gradually became popular and other creditors began to use them profit-
ably. Now even the investors calculate ratios began to use accounts of the
company in order to have an idea about the solvency and profitability of the
company before investing their savings. The ratio analysis provides useful
data to management, which would help them in taking important policy de-
cisions. Diverse groups of people make use of ratios, to determine a particu-
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lar aspect of the financial position of the company, in which they are inter-
ested.

(1)

2

€))

(C))

©))

(6)

(7

Profitability: Useful information about the trend of profitability is avail-
able from profitability ratios. The gross profit ratio, net profit ratio and
ratio of return on investment give a good idea of the profitability of
business. On the basis of these ratios, investors get an idea about the
efficiency of managers and bank as well as other creditors draws useful
conclusions about repaying capacity of the borrowers.

Liquidity: In fact, the use of ratios was made initially to ascertain the
liquidity of business. The current ratio, liquid ratio and acid-test ratio
will tell whether the business will be able to meet its current liabilities as
and when they mature. Banks and other lenders will able to conclude
from these ratios whether the firm will be able to pay regularly the
interest and loan installments.

Efficiency: The turnover ratios are excellent guides to measure the
efficiency of managers. e.g. the stock turnover will indicate how effi-
ciently the sale is being made, the debtor’s turnover will indicate the
efficiency of collection department and assets turnover shows the effi-
ciency with which the assets are used in business. All such ratios related
to sales present a good picture of the success or otherwise of the busi-
ness.

Inter-firm comparison: The absolute ratio of a firm is not much use,
unless they are compared with similar ratios of other firms belonging to
same industry. This is inter-firm comparison, which shows the strength
and weakness of the firm as compared to other firms and will indicate
corrective measures.

Indicate Trend: The ratios of the last three to five years will indicate
the trend in the respective fields. For example, the current ratio of the
firm is lower than the industry average, but if the ratios of the last five
years show the improving trend, it is an encouraging trend. Reverse
may also be a true. A particular ratio of a company for one year may
compared favorably with industry average but, if its trend shoes a dete-
riorating position, it is not desirable. Only ratio analysis will provide
this information.

Useful for Budgetary Control: Regular Useful budgetary reports are
prepared in a business where the system of budgetary control is in use.
If various ratios are presented in these reports, it will give a fairly good
idea about various aspects of financial position.

Useful for decision-making: Ratios guide the management in making
some of the important decisions. Suppose the liquidity ratios show an
unsatisfactory position, the management may decide to get additional
liquid funds. Even for the capital expenditure decision, the ratio of re-
turn on investment will guide the management. The efficiency of vari-
ous departments can be judged on the basis of their profitability ratios
and efficiency of each department can thus be determined.



I.

(2)
(b)
(©)
(d)

Check your progress 4

To determine a particular aspect of the financial position of the com-
pany, in which they are interested.

Profitability
Liquidity
Efficiency
All above

2.5 RESTRICTIONS OF RATIO ANALYSIS:

Anyone who draws any conclusion on the basis of accounting ratios about
the financial conditions and earning capacity of the business must take ac-
count of the following Restrictions (limitations) of ratio:

)

(2

(€))

(C))

©))

(6)

(7

Single year’s ratios have limited utility: The utility of ratios com-
puted from the financial statements of one year only is obviously lim-
ited. They must be compared with the past results of the company has
also with the results of other business firms in the same industry.

Other factors must be considered: While comparing ratios of the
different firms, it must be remembered that different firms follow dif-
ferent accountancy plans and policies. For example, some may use a
straight line method of depreciation, while others may make use of a
diminishing balance method. Hence, great care has to be exercised be-
fore any conclusions are drawn from such comparison.

Limited utility of historical ratios: While comparing ratios of past
several years, it should be remembered that change in price level may
render such comparison useless. An asset purchased some 10 years
before may be shown at its historical value and comparison of these
assets with sales may be of no value as sales are expressed in current
market value.

Use of one ratio misleading: One ratio used without reference to
other ratios may be misleading. If some conclusions are to be drawn,
then the combined 365 effect of a few related ratios must be consid-
ered.

Lack of standard ratios: There is practically no standard ratio against
which the actual performance can be compared. The satisfactory level
of various ratios may differ from one industry to another only because
circumstances differ from industry to industry and even from firm to
firm.

Other factors important: Financial results of the business depend
upon a number of factors such as a general economic conditions and
competition, local factors and the policy adopted by the management.
Hence, before giving any opinion on the basis of accounting ratios all
such factors must be kept in mind.

Inaccurate base: The accounting ratios can never be more correct
than the information from which they are computed. If the accounting

RATIO ANALYSIS
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€))

(10)

data is not accurate, the accounting ratios based on these figures would
give misleading results.

Investigation necessary: It must be remembered that accounting ra-
tios are only a preliminary step in investigation. They suggest areas
were investigation or inquiry is necessary. Hence before taking any ac-
tion on the basis of accounting ratios, a rigorous investigation must be
made.

Rigidity harmful: If in the use of ratios, the manager remains rigid
and sticks to them, it will lead to dangerous situation. For example, if
the manager believes the current ratio should not fall below 2:1, then
many profitable opportunities will have to be foregone.

Ratios of two irrelevant figures: Ratios must be established between
related matters. It is of no use if the ratios are found between two fig-
ures which have no relation with each other e.g. ratio of factory ex-
penses to selling expenses is illogical and does not give any useful con-
clusion.

I.

Check your progress S

Limitations of ratio analysis is

(a) Limited utility of historical ratios
(b) Lack of standard ratios

(c) Inaccurate base

(d) all above

2.6 Practical Example

Example -1

From the following statements of Saloni Ltd. for the year ending 31* March
2020, you are required to calculate the following ratios (300 days to be taken

for the year)

(1) Gross Profit Ratio (6) Current Ratio

(2) Net Profit Ratio (7) Liquid Ratio

(3) Stock turnover Ratio (8) Operating Ratio
(4) Debtors Ratio (9) Proprietary Ratio

(5) Creditors Ratio



Profit and Loss Account for the year ending 31-03-2020

RATIO ANALYSIS

Particulars

Amount I

Amount I

Net Sales (All Credit Sales)
Less: Cost of Sales
Opening Stock

+ Credit Purchases

Less: Closing Stock
Gross Profit
Add: Profit on sale of fixed assets

Less: Administrative Expenses
Selling Expenses

Loss by Fire

50,000
2,10,000

—_

2,60,000

-30.000

46,000
20,000
4,000

Net Profit (Before Tax)

3,60,000

2.30,000

1,30,000
10,000

1,40,000

Balance Sheet as on 31-03-2020

Particulars

Amount X

Amount X

(DEQUITY AND LIABILITIES
(1)Shareholders’ Funds:
(a) Share Capital
(b) Reserve and Surplus :
General Reserve
Profit and Loss A/c
(2) Non-Current Liability(Long Term Borrowing)
(a) 10% Debentures
(b) Bank Loan
(3) Current Liability
(a) Trade Payable -Sundry Creditors
(b) Other Current Liability-Outstanding Exp.

1,00,000

80,000
30,000

1,00,000

40,000
30,000

Total

3,80,000

IT ASSETS
(1)Non-Current Assets :
(a) Fixed Assets
(1)Tangible Assets
Land and Building
Plant and Machinery
(i1) Intangible Assets
(b) Non-Current Assets-Investment
(c) Non-Current Assets-Fictitious Assets (Preliminary Exp.)
(2) Current Assets
(a) Inventories : Stock
(b) Trade Receivables : Debtors
Bills Receivable
(c) Cash and Cash Equivalents : Bank bal.

1,00,000
1,20.000

50,000
30.000

2,20,000

20,000
30,000

80,000
30,000

Total

380000
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Sr.

No Ratio/Formula Formula Answer
1 Gross Profit 1,30,000
Gross ProfitRatio = ————— X 100 = —— X100 =36.11%
Sales 3.60,000
Nat ProfitRati Net Profit ¥ 100
et ProfitRatio = —————— 6,40,000
2 Sales = X100 =1778 %
3,60,000
Net Profit(Business Profit) = 70,000 + 4,000 -10,000
Note : Non Business Income and Expenses should be excluded
Cost of Goods Sold -
3 Stock turnover Ratio = = M _.5'75
Average Stock 40,000 Times
4 Debtors Rati B Debtors + Bills Receivable X 300 50,000+ 30,000 x300| =67D
eators Ratto = Credit Sales = T 3,60,000 - o7 hays
Creditors + Bills Payable 40,000+ —
5 Creditors Ratio = - X300 | = —— X 300 =57 Days
Credit Purchase 2,10,000
6 c Ratio = Current Assets _ 1,40,000 .
wrrent Ratte = rarent Liabilities T 70,000 :
Liouid Rati _ Liquid Assets _1,10,000
7 | Uquid Ratlo = 07 d Liabilities = 770,000 =157:1
g Overating Ratio — Cost of Goods Sold + Operating Exp. X1= 2,30,000 + 60,000 82229
perating Ratte = Sales - 3,60,000 = 84457
9 P . Ratio = Proprietors funds %100 _ 1’90’000;{100 5780
roprietary Ratio = Total Real Assets = m =52.78%

Proprietors' Funds = Shareholders Fund- Fictitious Assets Capital = 2,10,000 - 20,00 0(Preliminary

Exp.) =1,90,000

2.7 Let Us Sum Up

Ratio analysis is simple technique that a layman can also understand it easily.
This analytical tool is useful not only for the company management, but also
for investors. The probable investors can take decision whether to invest or
not and existing investor also decides whether to continue the investment or
to sell out their securities and more to other company. The technique is useful

also for government and creditors.




ACCOUNTING RATIO (Summary)

Ratio =

Instalment of Principal + Interest

Sr. .
. Ratio Formula Usefulness
A | Profitability Ratio based on Sales
. . Gross Profit
1 |Gross Profit Ratio = X 100 |To know whether selting price has been
Sales property fixed and to know profitabifity.
> loperating Ratio = Cost of Sales + Operating Exp. X 160 To ascertain the extent of
P & - Sales operating expenses
3 |Expenses Ratio = Expenses X 100 To know the proportion of each
P Sales type of expenses to sales
4 |Net Profit Ratio = Net Profit{After Int. and Tax) X 100 To have an idea of profit ability.
Sales
B Profitability Ratio based oninvestment
Return on Capital Net Profit{Before Int, and Tax} X 100 To know the profitability of
5 [Employed= Shareholders funds business
Shareholders funds = Share Capital+Reserves+Llong term Loan-Fictitious Assets
6 Return on Net Profit X 160 To know the profitability from
Shareholders' Funds= |Share Capital + Reserves the viewpoint of shareholders.
7 Return on Equity Net Profit-Pref.Div. X 100 To know the profitability from
Share Capital = Equity Share Capital the viewpoint of
8 |Earnine oer Share= Erofis after tax - Pref. Dividend , ., To know earning per share
&P Number of equity Shares
C Liquidity Ratio
s |current Ratio = Current Assets To know the liquid position or
Current Liabilities the working capital position of
L . Liguid Assets
10 |Liguid Ratio = T N o .
Liquid Liabilities tter idea of the liquid position of
11 |Acid-test Ratio = . Q—“"iCk‘AS??t-s To know whether the firm will be able to
Liquid Liabilities pay current Habilityes immediately
D _|Capital Gearing Ratio
12 |proprietarv Ratio = Proprietors' Funds To ascertain the proportion of
P y Total Real Assets ocwners' funds in the total funds
. . Long term Liabilities To know the proportion of long-term
13 Debt-Equtty Ratio = Owners' Funds liabilities in relation to owners' funds
14 i . _ Pref. Share Cap. + Deb. To know the praportion of fixed dividend
Gearing Ratio - Equity Share Capital {or int.Jhearing securities to equity capital
15 Long-Term Funds to Long term Funds To see whether ali fixed assets have been
Fixed Addets = Fixed Assets purchased from the long-term funds.
16 |Interest Coverage= Profit before Interest and Taxes |To know how many times the
8 Interest firm is able to pay interest.
E |Turnover Ratio
17 |Stock Turnover = Cost of Sales + Operating Exp. | To know the efficiency of sales
Average Stock
' . _ {Debtors + Bills Receivable! X  Daysof| To know the average period of credit to
18 |Debtors' Ratio - Credit Sales the yr. | ascertain the efficiency of credit depat..
. . . _ Creditors + Bills Payable X baysof| Tokrowthe everage period within which
19 |Creditors’ Ratio - Credit Purchases the yr. | we make payment for credit purchase.
Sales i i ;
20 |Total Assets-Turnover= 2dles To know efﬁca-e‘ncv EN‘It?'I Whic!’:l total
Total Assets assets are utilised in the business.
Debt Service Coverage Profit{Available for Debt Payment) To know how many times the Profit covers
21 the amount payable towards principal

instalment and vearly interest.

*  Profit= Profit after Tax+DepreciationtOther Cash Adjustment+interest
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2.8

Answer for Check Your Progress

Check your progress 1

Answer (1-d)

Check your progress 2
Answer (1-d)

Check your progress 3
Answer: (1-d);(2-a)

Check your progress 4
Answer: (1-d)

Check your progress S
Answer :(1-d)

2.9 Glossary
Ratios: Relationship between various related items in these financial
statements are established, they can provide useful clues to gauge ac-
curately the financial health and ability of business to make a profit.
This relation between two related items of financial statements is known
as ratio

II. Composite Ratios : Aratio showing the relationship between one item
taken from balance sheet and another taken from profit and loss Ac-
count is composite ratio or a combined ratio

III. Liquidity Ratios: These ratios indicate the position of liquidity.

IV. Leverage Ratios: The composition of capital of business and the pro-
portion of owners’ capital and capital provided by outsides are reflected
by leverage ratio

V.  Efficiency Ratios: These are the ratios shoeing the effectiveness with
which the resources of the business are employed. It signifies the effi-
ciency of the management.

VI. Debt-Equity Ratio: establishes relationship between the outside long-
term liabilities and owner’s funds. It shows the proportion of long-
term External Equities and internal Equities.

2.10 Assignment

1)  Explain ratios showing ‘Efficiency’ along with their formula

2)  Write importance and limitation of ratio Analysis

3)  List out various types of formula form ratio Analysis.



Q - 4 The Trading ,Profit & Loss Account and Balance Sheet of Saloni Ltd. is given below
Profit and Loss Account for the year ending 31-03-2020

Particulars Amount I Amount X
Net Sales (All Credit Sales) 5,40,000
Less: Cost of Sales : Opening Stock 75,000
+ Credit Purchases 4,32,000
5,07,000
Less: Closing Stock -1,02,000 4,05,000
Gross Profit 1,35,000
Less: Ad ministrative Expenses 30,000
Selling E xpenses 31,500
Loss by Fire 6,000 67,500
Net Profit (Before Tax of 50%) 67,500
Balance Sheet as on 31-03-2020
Particulars Amount Amount I
(DEQUITY AND LIABILITIES
(1)Shareholders’ Funds:
(a) Share Capital
Equity Share Capital 1,50,000
Pref. Share Capital 75,000 2,25,000
(b) Reserve and Surplus :
General Reserve 90,000
Workmen's Compensation Fund 15,000
(2) Non-Current Liability(Long Term Bomrowing)
(a) Debentures
(b) 16% Bank Loan 37,500
(3) Current Liability
(a) Trade Payable -Sundry Creditors 76,500
(b) Other Current Liability.
Bank Overdraft 17,250
Provident Fund 7,500 24,750
Total 4.68,750 |
II ASSETS
(1)Non-Current Assets :
(a) Fixed Assets
(1) Tangible Assets
Land and Building 232,500
(i1) Intangible Assets
(b) Non-Current Assets-Investment
(c) Non-Current Assets-Fictitious Assets
(2) Current Assets
(a) Inventories : Stock 1,02,000
(b) Trade Receivables : Debtors 93,000
Bills Receivable 7,500 1,00,500
(c) Cash and Cash Equivalents : Bank bal. 33,750
Total 468750

From the above information calculate the followingratio.
(1) Gross Profit Ratio (4) Stock tumover Ratio
(2) Net Profit Ratio (5) Debtors Ratio
(3) Operating Ratio (6) Creditors Ratio

(7) Current Ratio(10) Debt-Equity Ratio
(8) Liquid Ratio
(9) Proprietary Ratio
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Answer : Saloni Ltd.
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Ratio Formula Calculation Answer
(1) Gross Profit Ratio= Gross Profit X100 | = 1,35,000 X100 25%
Sales 5,40,000
(2) Net Profit Ratio = Net Profit x100 [= B0 xi00|  625%
Sales 5,40,000
Here Net Profit is 67,500(Before tax 50%). So net profit after tax
= 67,500 - 33,750 = 33,750
4,05,000 +
(3) Operating Ratio = Cost of Goods Sold + Operating Exp. X 100 61,500 X100 86.38 %
Sales 5,40,000
Cost of Goods Sold 4,05,000 )
(4) Stock turnover Ratio= = 4.58 Times
Average Stock 88,500
93.000 +
. + Bills Receivabl
(5) Debtors Ratio = Debtors # Bills Receivable  ya0) |- 7300 w360 | 67 Days
Credit Sales 5,40,000
. . Creditors + Bills Payabl 76,500 + . R
(6) Creditors Ratio = [fon LSoLL X360 | = ——— X360 63 71§aos 64
Credit Purchase 4,32,000 Y
236250
(7) Current Ratio = Current Assets - 233:1
Current Liability 1,01,250
.. . iqui 1,34,2
(8) Liquid Ratio = Liquid Assets - 1420 1.59:1
Liquid Liabilities 84,000
Liquid Assets = Current Assets - Closing Stock = 236250 - 1,02,000 =1,34,250
Liquid Liabilities = Current Liabilities - Bank Overdraft = 101250-17,250 = 84,000
(9) Proprietary Ratio = Proprictors' Funds x100 [= —23000 w1001 70.4%
Total Real Assets 4,68,750
Proprietors' Funds = Shareholders Fund- Fictitious Assets Capital = 3,30,000 - Zero = 3,30,000
Total Real Assets = Total Assets - Fictitious Assets = 4,68,750 - Zero = 4,68,750
(10) Debt-Equity Ratio = | 1ol bongterm liabilities o | 37500 05 | 360,
Proprietary Fund 3,30,000
2.11 Activities

Collect information on scope of measuring liquidity and profitability with the

help of ratio analysis.

2.12 Case Study

Discuss under management accounting system, ratio analysis is used to evaluate

the progress of the firm.

2.13 Further Readings

1.  Aggarawal and Jain Advanced Financial Accounting

2. S.N.Maheshwari. Introduction to Accounting.

3. R.L.Gupta, Advanced Accountancy.
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3.0 Learning objective

3.1 Introduction

3.2 Meaning of Financial Statements

3.3 Characteristics of Financial Statements
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3.5 Common-Size Statements

3.6 Illustration
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3.9 Glossary
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3.12 Case Study

3.13 Further Reading

3.0 Learning objective

After perusing this unit, you will be able to understand:

o Meaning and characteristics of monetary (financial) Statements
. Natures of Financial Statements

. Purpose of Financial Statements

. Method of investigation (Analysis) of Financial Statements

3.1 Introduction

Financial statement when read with absolute figures is not easily understand-
able. They are even misleading. Each item of Assets is converted into per-
centage to Total Assets and each item of capital and liabilities is expressed to
total liabilities and capital fund. Thus the whole balance converted into per-
centage form. Such converted Balance Sheet is known as Common-size bal-
ance sheet. When Balance sheets of the same concern for several years or
when Balance sheet of two or more than two concerns for the same year are
converted into percentage from and presented as such, they are known as
comparative common-size Balance Sheet. Again, in Profit and Loss Account

Sales Figure is accepted to be equal to 100 and all other figures are commu-
nicated as percentage to sales. So also, in Balance Sheet the entire of assets
or liabilities is taken as 100 and all the figures are communicated as percent-
age of the wholeWithout giving rupee value Comparative statements that
give only the vertical percentage or ratio for financial data are known as
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common-size statement. The two statements prepared and presented by a
business enterprise at the end of accounting year

Viz. a balance sheet and Profit and loss account are called financial state-
ments.

o Balance sheet is a statement of financial position reflecting assets and
liabilities on a particular day.

° While Profit and Loss account or income statement as it is known,
shows the result of trading of trading achieved during certain period. It
shows either profit or loss made in the business during the year.

The investigation and interpretation of financial statement are an endeavor to
decide the centrality and meaning of the financial explanation information, so
that a figure may be made of the prospects for encourage earnings.

Check your progress 1

1. , Statement that give only the vertical percentage or ratio for
financial data without giving rupee value are known as common size
statement.

(a) Comparative (b) Income
(c) Finance (d) Analysis

2. In common-size statement the whole balance are converted in...
(a) Rupees value (b) Percentage Value
(c) Ratio Value (d) None of above

3.2 Meaning of Financial Statements:

“The end product of the financial accounting process is a set of reports
which are called financial statements”

Balance sheet is a statement of financial position reflecting assets, liabilities
and capital on a particular day. It shows the assets of a business on a particu-
lar day and the sources of financing the assets, whether the funds rose from
creditors or from owners. A heap of information does not give any idea about
the financial position of business. It is therefore arranged systematically in the
balance sheet so that reader can understand them. The people who have risked
their money in business 1.e. the shareholders and creditors get an idea about
the soundness or otherwise of the financial position of the business from time
to time.

Profit and loss Account or the income statement as it is known
o Shows the result of trading achieved during a certain period.
o It shows either profit or loss made in the business during the year.

. It shows the change in business which have taken place between two
balance sheet dates

o And which clarifies the effects of such changes on the share available to
the owners of business.

As Gultuman has put it. “The balance sheet might be described as financial
cross-sections taken at certain intervals and the earnings statements as con-
densed history of the growth or decay between the cross section”



Check your progress 2

I. As statements are most valuable in marketing comparisons
among the companies in the some industry.

(a) Income (b) Common size
(c) data (d) User
3.3 CHARACTERISTICS OF FINANCIAL STATEMENTS:

From the above definition, we can derive the following characteristics of
financial statements.

I.  Two Statements: There are two basic financial statements. One bal-
ance sheet showing the firm’s financial position as on a particulars date.
The second, the profit and loss account showing the results of year’s
trading in the form of either profit or loss.

II. Accounting Principles and concepts: The two explanations are ar-
ranged on the basis of by and large acknowledged accounting prin-
ciples and practicese.g. when stock is valued at cost or market price
whichever is lower, we make use of principle of conservatism.

III. Based on Recorded Facts: The financial statements are prepared on
the basis of facts recorded in accounting records i.e. they are prepared
on the basis of business transactions recorded in the books of accounts
only. It thus, means that the fixed assets are shown at their cost and
only those transactions are included in financial statements which can
be expressed in monetary terms.

IV. Personal Judgements: In addition to the accounting principles, the
personal opinion also plays an important role in preparation of finan-
cial statements. For example, it depends upon the personal judgements
of the accountant or the managing director, which method of charging
depreciation should be used, at what rate depreciation should be charged.
The number of years over which a fictitious asset should be written off
and so on.

V.  Accounting to legal provisions: The financial statements of business
units for which separate laws are made, are prepared accounting to
legal provisions and in prescribed forms. e.g. If the business is run by a
joint stock company, its financial statements are prepared according to
provisions of company Act.

VI. Reasonable Accuracy: Absolute accuracy is not possible in prepara-
tion of financial statements as some of the figures are only estimates.
e.g. provision for doubtful debts. In case of some of the liabilities, the
amount is indeterminate e.g. gratuity payable to employees. Besides,
even the Company law permits the use of figures to the nearest rupee.

VII. Multi-Purpose: The profits or losses revealed by income statements
prepared for different purpose are bound to differ. e.g. profit as per
normal profit and loss account is different from profit computed for
income-tax purposes and from the profit ascertained for the purpose of
managerial remuneration under the company law.

COMMON SIZE
FINANCIAL
STATEMENT
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VIIL. Clarity: The financial statements must be so prepared that they can be
easily understood by the readers for whom they are meant. Unneces-
sary details should be avoided. If need be, the additional information
must be given in the form of schedules. e.g. the values of fixed assets
must be shown in the balance sheet, but its cost prise, depreciation till
the end of last year, depreciation written off during the current year, any
additions or deductions during the year etc. are all shown in separate
schedules. Particulars stress is laid on the strength or weaknesses of the
financial position of the business and reasons thereof weakness of the
financial

IX. Comparison with figures of Previous Year: The figures of current
year are g generally Gavin along with those of the previous year in both
the financial statements. The Companies act has made this presentation
compulsory. This presentation is useful to management in taking im-
portant policy decisions.

Check your progress 3

1. Characteristics of financial statements......
(a) Multi-Purpose
(b) Clarity
(c) Comparison with figures of Previous Year
(d) All of above

3.4 METHOD OF ANALYSIS OF FINANCIAL STATEMENTS:

Strategy of financial statements uncovers the basic significance of the things
composed in them. Examination breaks down the complex set of actualities
or figures into components down set of actualities or figures into straightfor-
ward components. Elucidation is the following step. It comprises in clarify-
ing the genuine noteworthiness of these explanations.

As Kennedy and McMullen have said, “The investigation and translation of
financial statements are an endeavor to decide the significance and meaning
of the monetary statement information so that a forecast may be made of the
prospects for further earnings, capacity to pay interest and debt maturities.
Both current and long term and probability of sound dividend policy”

The investigation comprises of the ponder of inter-relationship between dif-
ferent things comprised in financial explanations to decide whether the profit
and the money related position of the company are palatable. A number of
gadgets are utilized within the examination of monetary explanations, a few
of which are as takes after:

L. Comparative Statements

II. Common-sized Statements

III. Trend Percentages

IV. Statement of changes in working capital
V. Cash-flow Analysis



VI. Fund-flow Analysis
VII. Ratio Analysis
VIII. Value-added Statement

Financial statements prepared at different dates are presented together in a
columnar form, so that trend over a period of time is clearly brought out. For
example, balance sheet of last 5 years may be presented in the columnar
form, from which the trend of increase or decrease in the assets and liabilities
can be judged.

The common sized statements are used to provide a common base for com-
parison. For example, total of balance sheet is taken as 100 and various items
in balance sheet are stated as percentage of total of 100.

In the trend percentage analysis, the financial statements of past few years
are so presented that the percentage relation of various items of the state-
ments with some important base item is shown. For example, percentage of
various expenses to sales may be presented.

The fourth method of analysis is the Statement of Cash Flow which is just a
historical review of cash receipts and payments. Cash flow various sources
and its outflow.

A Fund Flow Statement is another method, showing from where the funds
have flow into business and where have they been applied

The most popular technique of analysing financial statements is Ratio Analy-
sis, Which is described in details in a separate chapter.

in fabricating commerce, the company buy raw materials from exterior and
through manufacturing process, changes over them into finished items and
includes to the value is called value added

We discuss the common size statements.

Check your progress 4

1. Which following method is not a method Of Analysis of Financial State-
ments?

a. Comparative Statements
b. Common-sized Statements
c. Trend Percentages

d. None of above

3.5 COMMON-SIZE STATEMENTS:

The strategy so far examined does not give any common base with which all
things in each explanation can be compared. For this purpose common size
statement are prepared in which all items are compared with one common
item, which is significant. For example, in the income statement or Profit &
Loss account, sales may be taken as 100 and all other items in this statement
are computed as percentage of sales. Similarly in case of balance sheet the
assets of company are X10, 00,000 which is taken as 100. If the cash balance
on 31% March, 2019 1sX 50,000, than it is presented as 5% of the total assets.

COMMON SIZE
FINANCIAL
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ANALYSIS AND are presented in this way, they are called ‘common-size statements’ or 100
COMMON SIZE per cent statements’

FINANCIAL Balance sheet as common-size statement:

STATEMENT

Within the balance sheet, total resources are taken as 100 and all things are
displayed as rate of total resources as appeared underneath:

Common-size Balance Sheet of Indu Ltd. As on. 315 March 2020

Assets Amount I % of Total Assets
Fixed Assets less depreciation 4,70,000 47.00%
Current Assets:
Cash 90,000 9.00%
Debtors 2,10,000 21.00%
Stock 1,80,000 18.00%
Other current assets 30,000 3.00%
Prepaid expenses 20,000 | 2.00%100.0
10,00,000 0%
Liabilities Amount % of Total Assets
Share Capital 4.20,0000 42.00%
Reserve and surplus 60,000 6.00%
Owners fund Long-terr] 4,80,000 48.00%
Debts A 32.00%
Current Liabilities: 320,000 12.00%
Creditors 1,20,000
. 80,000 8.00%
Other Liabilities 520,000 ~5:00%
10,00,000 100.00%

The above balance sheet shows the percentage of each asset to the total as-
sets as well as the percentage of each liability to the liabilities and capital.
Such percentages give only the change in proportion of one item to one main
item like sales or total assets. But it fails to indicate whether the financial
position or performance over a period of some year is improving or deterio-
rating. For example, the proportion of current asset to total assets in 2019-
’20 was 47% This does not shows whether the financial position of the firm
has improved or deteriorated.

While preparing common-size statements, it may be desirable to keep one
more column for showing the percentage of each item to its group total, e.g.
if the percentage of each of current assets to total current assets is shown in
a separate column, it will serve a useful purpose. Here cash is 9% of the total
assets, but in a separate column it may be shown as 17% approx. Of the
current assets.

(X 5,20,000 = 100)

Common-size Profit and Loss Account:

In the common-size income statement, the sales as 100 and all individual
items of incomes and expenses are appeared as rate (%) of sales. Assume,
The sale 1s X 10, 00,000 and salaries are X 1, 00,000 then it is 10% of the
sales. Such percentage or over three to five years will also suggest the changes.
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if any, in the relative proportion of individual item or expenses of incomes as

COMMON SIZE

compared to sales. FINANCIAL
Common-size Profit & Loss Accounts STATEMENT
(Rupees in thousand)
Particul Years Percentages of sales
articuiars 2017-°18 | 2018-19 | 2019-20 | 2017-18 | 2018-19 | 2019-:20
Sales 1,600 1,800 2,000 100.00 100.00 100.00
Less: Cost of goods sold 1,000 1,080 1,140 62.50 60.00 57.00
Gross Profit 600 720 860 37.50 40.00 43.00
Less:
Administrative 320 360 420 20.00 20.00 21.00
Expenses 112 144 170 7.00 8.00 8.50
Selling Expenses
Total Operating 432 504 590 27.00 28.00 29.5
Expenses
Net Profit GP-Operating 168 216 270 10.50 12.00 13.5
Exp.)

The common-size statements give useful proportions of each component to
the total. But they alone are not of much use, as they do not give information
about the trends of individual items from year to year. They must be used
along with trend percentages and individual ratios based on these two state-
ments.

However, common-size statements are found to be very useful for compari-
son of two business enterprise at a certain date. e.g. the common-size bal-
ance sheet of a company reveals that its own funds are 65% and outside
liability is 35%. The common-size balance sheet of another company shows
that its own funds are 48%, while its outside liability is 52%. The comparison
makes it clear that the first company is financially sounder than the other
one. as it mainly depends upon its own funds for carrying on the business,
while the other company carries on its activities chiefly with the help of out-
side funds.

Similarly, suppose the cash on hand in one company is 4% of its total assets,
while the cash on hand of the other company is 10%. One can easily say from
the comparison that the liquid position of the second company is better than
that of the first one. However, it is difficult to say whether the proportion of
cash in the first company is desirable or otherwise, as it requires comparison
with average of the business.

However, the comparison of the various items of two companies would be
valid only if their statements are prepared uniformly i.e. the accounting meth-
ods used by them must be similar, e.g. they both must be using the same
method of charging depreciation.

3.6 Illustration

Ilustration -1from the following Balance sheet; prepare a Common-size
statement:
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Assets 2018-2019 2019-2020
Amt. X Amt. X
Cash 70,000 60,000
Debtors 5,00,000 4,50,000
Stock 2,20,000 2,50,000
Prepaid Expenses 30,000 60,000
Investment 60,000 50,000
Bills Receivables 20,000 30,000
Fixed Assets 12,00,000 14,00,000
21,00,000 23,00,000
Liabilities & Capital:
Share Capital 13,00,000 14,00,000
Reserve and surplus 50,000 1,00,000
12% Debenture 2,50,000 2,50,000
Long-term Debt 2,20,000 2,00,000
Sundry Creditors 1,00,000 1,20,000
Other Liabilities 1,80,000 2,30,000
21,00,000 23,00,000
Solution :
Particulars 2018-'19 2019-'20 2018-'19 2019-'20
Amount I Amount ¥ | Amount % | Amount %
I EQUITY AND LIABILITIES
(1)Shareholders’ Funds:
(a) Share Capital
Equity Share Capital 13,00,000 1400000 61.90 60.87
(b) Reserve and Surplus : 50,000 100000 2.38 435
(2) Non-Current Liability(Long Term Borrowing)
(a) Debentures 2,50,000 250000 11.90 10.87
(b) other Long-term Debt 2,20,000 200000 10.48 8.70
(3) Current Liability
(a) Trade Payable -Sundry Creditors 1,00,000 120000 476 522
(b) Other Current Liability. 1,80,000 230000 857 10.00
Total 21,00,000 2300000 100.00 100.00
II ASSETS
(1)Non-Current Assets :
(a) Fixed Assets
(i)Tangible Assets 12,00,000 1400000 57.14 60.87
(ii)Intangible Assets
(b) Non-Current Assets-Investment 60,000 50000 2.86 2.17
(c) Non-Current Assets-Fictitious Assets
(2) Current Assets
(a) Inventories : Stock 2,20,000 250000 10.48 10.87
(b) Trade Receivables : Debtors + Bills
Receivable 3,20,000 480000 24.76 20.87
(c) Cash and Cash Equivalents : Bank bal. 70,000 60000 3.33 261
(d) Other Current Assets 30,000 60000 1.43 261
Total 21,00,000 2300000 100.00 100.00
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[lustration 2 COMMON SIZE

The summary of Balance Sheet data in respect of Kavisha Ltd. and Kaival FINANCIAL
Ltd. is as under: STATEMENT

Particulars Kavisha Ltd. Kaival L.

3 3

Buildings 1,00,000 4,50,000

Machinery 3,00,000 7,50,000

Share Capital 4,50,000 14,50,000

Reserves 50,000 33,000

Debtors 1,15,000 1,60,000

Stocks 60,000 2,17,000

Cash 10,000 5,000

Prepaid Expenses 5,000 3,000

Creditors 91,000 1,00,000

Liability for Expenses 9,000 17,000

Preliminary Expense 10,000 15,000

Prepare Common-size Balance Sheet
Solution:-2

Common-size Balance Sheet Statement

Particulars Ki‘;l;ha Kaival Ltd.
I EQUITY AND LIABILITIES
(1)Shareholders’ Funds:
(a) Share Capital
Equity Share Capital 75.00 90.63
(b) Reserve and Surplus : 8.33 2.06
(2) Non-Current Liability(Long Term Borrowing)
(a) Debentures
(b) other Long-term Debt
(3) Current Liability
(a) Trade Payable -Sundry Creditors 15.17 6.25
(b) Other Current Liability.- Liability for Expenses 1.50 1.06
Total 100.00 100.00
I ASSETS
(1)Non-Current Assets :
(a) Fixed Assets
(1)Tangible Assets(Building + Machinery) 66.67 75.00
(i1)Intangible Assets
(b) Non-Current Assets-Investment
(c) Non-Current Assets-Fictitious Assets 1.67 0.94
(2) Current Assets
(a) Inventories : Stock 10.00 13.56
(b) Trade Receivables : Debtors + Bills Receivable 19.17 10.00
(c) Cash and Cash Equivalents : Bank bal. 1.67 0.31
(d) Other Current Assets-Prepaid Expenses 0.82 0.19
Total 100.00 100.00
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3.7

Let Us Sum UP

Common Size statements are found to be very useful for comparison of two

business enterprise at a certain date. Accounting methods used by them must

be similar. Financial statements when read with absolute figures are not easily

understandable. They are even misleading. Each item of assets is converted

into percentage to total Assets and each item of capital and liabilities is ex-

pressed to total liabilities and capital fund. Thus the whole balance converted

into percentage form. Such converted Balance Sheet 1 s known as Common-

size balance sheet. When Balance sheets of the same concern for several

years or when Balance of two or more than two concerns for the same year

are converted into percentage from and presented as such, they are known as

comparative common-size Balance Sheet.

3.8

Answer for Check Your Progress

Check your progress 1

Answer: (1 - a) ;(2-b)

Check your progress 2

Answer: (1 - b)

Check your progress 3

Answer: (1 - d)

Check your progress 4

Answer: (1 - d)

Glossary

II.

I11.

Personal Judgements: The personal opinion also plays an important
role in preparation of financial statements. e.g. Which method of charg-
ing depreciation should be used, at what rate depreciation should be
charged? The number of years over which a fictitious asset should be
written off and so on.

Reasonable Accuracy: Absolute accuracy is not possible in prepara-
tion of financial statements as some of the figures are only estimates.

Clarity: The financial statements must be so prepared that they can be
easily understood by the readers for whom they are meant.

Multi-Purpose: The profits or losses revealed by income statements
prepared for normal profit and loss account, profit computed for in-
come-tax purposes and from the profit ascertained for the purpose of
managerial remuneration under the company law.

Value-added:in manufacturing business, the company buy raw materi-
als from exterior (Outside) and through manufacturing process, changes
over them into finished items and includes to the esteem (Value) is called
value added



3.10 Assignment

1.  Define common size statement.
2. From the following Balance sheet, prepare a Common-size statement
of Saloni Ltd.:
Assets 2018-2019 2019-2020
Amt. Amt. X
Cash 27,000 31,500
Debtors 2,20,000 2,11,000
Stock 1,00,000 1,26,000
Prepaid Expenses 11,000 21,000
Bills Receivables 10,000 10,500
Fixed Assets 6,35,000 6,50,000
10,03,000 10,50,000
Liabilities & Capital:
Share Capital 6,58,000 7,00,000
Long-term Debt 2,25,000 2,00,000
Sundry Creditors 42,000 50,000
Other Liabilities 78,000 1,00,000
10,03,000 10,50,000
3. The summary of Balance Sheet data in respect of Himesh Ltd. and

Shweta Ltd. is as under:

Parti Himesh Ltd. Shweta Ltd.
articulars
3 3

Buildings 1,00,000 4,50,000
Machinery 3,00,000 7,50,000
Share Capital 4,50,000 14,50,000
Retained Earnings 50,000 33,000
Debtors 1,15,000 1,60,000
Stocks 60,000 2,17,000
Cash 10,000 5,000
Prepaid Expenses 5,000 3,000
Creditors 91,000 1,00,000
Liability for Expenses 9,000 17,000
Preliminary Expense 10,000 15,000

Prepare a Common-size statement of both companies.

3.11 Activities

Find out usages of common size statement in business enterprise.

3.12 Case Study

Analysis of Financial Statements

3.13 Further Reading

I.

2
3.
4

Aggarwal and Jain, Advanced Financial Accounting.

S.N.Maheshwari, Introduction of Accounting.

R.L.Gupta, Advanced Accountancy.

S.Chand, Management Accounting .

COMMON SIZE
FINANCIAL
STATEMENT
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Block Summary

This block give detailed information about uses and concept related to cash
flow Ratio Analysis and Common-size statements. The block explained more
about how a student will able to write steps in designing of such statements.
The knowledge about working and role of financial statements with knowl-
edge related to balance sheet also detailed.

After studying this block, students understand correctly about comparison
which exists among cash flow statements Ratio Analysis and Common-size
Statement. The concepts of rules which lead to designing of cash flow state-
ments, Ratio Analysis and Common-size Statement are well detailed to the
students.



Block Assignment

Short Answer Questions

I.

2
3.
4

List few steps of Statement of cash flow ?
What is Common-size statement?
State the benefits of Statement of Cash flow ?

Classification of Accounting Ratio

Long Answer Questions

I.
2.
3.

What are the qualities of Statement of Fund flow?

What are the financial limitations of Statements of Cash flow?

List out the various formulas for Accounting Ratio summary.
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Enrolment No

1.  How many hours did you need for studying the units ?

Unit No 1 2 3

Nos. of Hrs

2. Please give your reactions to the following items based on your reading

of the block:
Items Excellent Very Good Good Poor Give specific
example if any
Presentation Quality |:| D D I:l
Language and Style

lllustration used
(Diagram, tables etc)

Conceptual Clarity

Check your progress
Quest

Feed back to CYP
Question

I R I T e N R
I R I O T e W R
0 [ I T N e N B O
I R I I T e N A

3. Any Other Comments
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UNIT 2
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BLOCK 3 :WORKING CAPITAL MANAGEMENT -1 & II,
INVETORY MANAGEMENT & RECEIVABLE AND CASH
MANAGEMENT - CASH BUDGET

Businesses need investment to buy asset which can be used for longer period
of time. It serves as long-term investments in terms of fixed capital. Cash
serves as ready money in the bank or in the business which is not inventory,
but is accounts receivable.

In this block, students will get knowledge about operations of working capi-
tal in running business smoothly without involving in financial crisis that leads
to payments in short-term liabilities. The block will detail about internal con-
trol method Inventory management and Cash Budget which is used by com-
panies to increase reliability of financial reports through effective operations
under desired laws and regulations.

After studying this block, students will be able to understand correctly about
working capital management, Inventory management & Receivable and Cost
management-Cash Budget its features and also benefits of such receivables
to customers. The concept of different types of cash management techniques
and determinants of working capital management gives knowledge to stu-
dent.

Block Objective

After completing this block, students will be able to:

o Knowledge about Working Capital Management

. Understanding the role of Working Capital Management
o Study the different types of Management of Cash

o Know about determinants of Working Capital

Block Structure

Unit 1:  Working Capital Management - 1
Unit2:  Working Capital Management -11
Unit3:  Inventory Management & Receivable
Unit 4: Cash Management-Cash Budget



WORKING CAPITAL MANAGEMENT - I

1.0 Learning Objectives

1.1 Introduction

1.2 Definition

1.3 Nature and Concept of Working Capital Management
1.4 Need of Working Capital

1.5 Determinants of Working Capital
1.6 Let Us Sum Up

1.7 Answer for Check Your Progress
1.8 Glossary

1.9 Assignment

1.10 Activities

1.11 Case Study

1.12 Further Readings

1.0 Learning Objectives

After reading this unit, you will be able to understand:
o Meaning of Working Capital Management.

. Significance of Working Capital Management

1.1 Introduction

Working capital management is a management methodology where com-
pany manages relationship among assets and liabilities for short duration. It
is way by which the company manages its money for day to day operations
and the immediate debt obligations. In case of managing working capital,
company needs to take care of accounts receivable, accounts payable, inven-
tory along with cash.

The idea behind working capital management is to have required cash flow
for definite and regular operations with utmost productive usage of resources.

There appear certain calculations in regards to working capital management
where there are probabilities of calculating working capital by considering
current assets and thereby reducing current liabilities.

Working capital efficiency is determined by calculating the working capital
ratio. This ratio is a key indicator in the company’s financial health. The
working capital efficiency is calculated by considering current assets which
is divided by current liabilities. When the result of calculation is less than 1.0,
then it is taken as a sign that the company is having financial issues while
when the result is more than 1.0 and less than 2.0, in such case company
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results in good financial health. If the calculation resulting in above 2.0, then
result shows that the desired company will not be position to make effective
use ofassets.

Check your progress 1

1.  Working capital management is a methodology used by company to
handle:

a. management issues
b. salary issues
c. relationship among assets and liabilities for short duration

d. all of above
1.2 Definition

Working capital is a measure of the company’s efficiency and short term fi-
nancial health. It refers to that part of the company’s capital, which is re-
quired for financing short-term or current assets such a cash marketable se-
curities, debtors and inventories. It is a company’s surplus of current assets
over current liabilities, which measures the extent to which it can finance any
mcrease in turnover from other fund sources. Funds thus, invested in current
assets keep revolving and are constantly converted into cash and this cash
flow is again used in exchange for other currentassets.

Marketable
Investments

Cash

Receivables

Inventories
Fig 1.1 Working Capital Management Cycle

Working capital can be categorized on basis of concept as gross working
capital and net working capital on the basis of time. The two major
Components of Working Capital are Current Assets and Current Liabilities.
One of The major aspects of an effective working capital management are to
have regular analysis of the company’s currents assets and current liabilities.

Check your progress 2

1. Which capital measure the company’s efficiency and short term finan-
cial health.

a.  Equity share capital

b.  Preference share capital

c.  working capital

d.  None of above




1.3 Nature and Concept of Working Capital Management

Working Capital Management relates to strategies which are carried by com-
panies so as to handle short term assets and liabilities with an idea to make
sure that it results as continuous operations for clearing of debt obligations.
It will administer current assets and liabilities. A good management of work-
ing capital involves main part of all corporate strategy by involving policies
of different companies in relation to profitability, liquidity and structure of an
organization.

Nature of working capital relates to:

o Purchase of raw materials, payment of wages and expenses.

o Change form in order to keep moving of business.

o Enhances liquidity, solvency, credit worthiness and image of enterprise.
o Generation of cost elements like materials, wages and expenses.

. Allowing enterprise to avail cash discount facilities offered by
suppliers.

. Improvement of morale of executives and efficiency.

. Expansion of programmes of an enterprise in maintaining operational
efficiency of fixed assets.

Concepts related to working capital involve:
o Gross working capital
o Net working capital

As per Gross concept, working capital involves current assets along with
amount of funds which is invested in current assets. It involves capital in-
vested in current assets that gets converted into cash within short-time pe-
riod.

Gross Working Capital = Total current assets

So, gross working capital is companies’ investment in current assets which
shows total of current assets including cash in hand, cash at bank, inventory,
prepaid expenses, bills receivable etc. In this, the amount invested in current
assets is working capital that is needed to run day-to-day operations. These
are current assets of company that changed from one form to another either
from cash to ventory or from inventory to work in progress.

Net concept of working capital involves extra current assets over current
liabilities where difference among current assets and current liabilities is net
working capital.

Net Working Capital = Current Assets - Current liabilities

With this, net working capital relates to difference of current assets and cur-
rent liabilities.

Although investing in good long-term capital projects receives more empha-
sis than the day-to-day work associated with managing working capital, com-
panies that do not handle this financial aspect well will not attract the capital
necessary to fund those highly visible ventures in other words, you must get
through the short run to get to the long run.

WORKING CAPITAL
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1.

Check your progress 3

Gross Working capital means:
a.  total assets

b.  Total fixe dassets

c.  Total current assets

d. all of above

1.4 Need of Working Capital

Working capital plays an important role in business. Working capital remains
blocked while buying raw materials, making people to work and in preparing
of finished products along with cost involved in certain marketing activities.
The needs for working capital are as given below:

i

1.

1il.

Iv.

V1.

Vil.

Ample of working capital is required to maintain regular supply of raw
materials that makes smoothen the production process.

It ensures of regular and timely payment of wages and salaries which
finally helps in improving morale and efficiency of employees.

Such capital is needed to for effective use of fixed assets.

It supports goodwill and helps in building good reputation while mak-
ing payments to creditors ontime.

Such capital helps in avoiding the possibility of under-capitalization.

Working Capital is required in order to get ample of raw materials in
case of economic slowdown.

This capital is required to pay good rates of dividend and interest within
particular time that makes boosting of investors’ confidence in the firm.

Working capital is essential in smooth running of business, without ad-
equate working capital there are hardly any business that can run suc-
cessfully. It has certain advantages like:

Strengthen of Solvency

Working capital helps in operation of business smoothly without any
financial crisis which leads to payments related to short-term liabilities.
Buying of raw materials and salary, wages with certain overhead can
be made without any delay. Adequate working capital helps in main-
taining solvency of the business by providing uninterrupted flow of
production.

Uplift of Goodwill

Sufficient working capital enables a business concern to make prompt
payments and hence helps in creating and maintaining goodwill. Good-
will is enhanced because all current liabilities and operating expenses
are paid on time.

Easy Obtaining Loan

A firm having adequate working capital, high solvency and good credit
rating can arrange loans from banks and financial institutions in easy
and favorable terms.



4.  Regular Supply of Raw Material

Quick payment of credit purchase of raw materials ensures the regular
supply of raw materials from suppliers. Suppliers are satisfied by the
payment on time. It ensures regular supply of raw materials and con-
tinuous production.

5.  Smooth Business Operation
Working capital is really a life blood of any business organization which
maintains the firm in well condition. Any day to day financial require-

ment can be met without any shortage of fund. All expenses and cur-
rent liabilities are paid on time.

6.  Ability to Face Crisis

Adequate working capital enables a firm to face business crisis in emer-
gencies such as depression.

Check your progress 4
1. Inadequate working capital create:
a.  Smooth Business Operation
b.  Regular Supply of Raw Material
c.  Face Crisis
d.  Uplift of Goodwill

1.5 Determinants of Working Capital

Generally it 1s seen that company normally as per policy wants to hold with
him certain capital balance for working in order to overcome certain sol-
vency risks. This is a logical approach indicating that working capital is a
means to an end and not an end in itself.

We see that quantitative working capital can hardly be set for a firm as the
corporate management are considering ample of factors in making decision
regarding balances. An appraisal of these would provide guidance to man-
agement in estimating prospective needs. These are called as determinants of
working capital. Some of the most determinants of working capital are:

1. Nature of business

We see that working capital of a company depends on type of business.
Companies who are into public services like Railways, Electricity etc
would need only small amount of working capital while manufacturing
and trading firms needs larger working capital for operations.

2.  Length of period of manufacture

Amount of working capital required is highly influenced by length of
manufacturing cycle. If manufacturing process is long, in such case
large amount of working capital is required, so normally companies
shorten the period of cycle to minimize the needs of working capital.

3.  Production process flow.

If a company estimates its production needs, what it manufactures will
likely vary somewhat from actual demand, resulting in an excess amount

WORKING CAPITAL
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of inventory on hand. Conversely, a just-in-time system produces goods
only to order, so the investment in inventory is reduced.

Growth rate.

In case of business is expanding at high rate, it increases investments in
receivables and inventory period. Unless profits are too high, it is un-
likely that entity can generate sufficient cash to pay such receivables
and inventory which lead to steady increase in working capital. On the
other hand, if business is shrinking, its working capital gets decline,
which spins off excess cash.

Turnover of working capital

If a company estimates its production needs, what it manufactures will
likely vary somewhat from actual demand, resulting in an excess amount
of inventory on hand. Conversely, a just-in-time system produces goods
only to order, so the investment in inventory is reduced.

Terms of Credit

If a business offers easy credit terms to its customers, the company is
investing in accounts receivable that may be outstanding for a long
time. This investment can be reduced by tightening the credit policy,
but doing so, may drive away some customers.

Seasonal Variations

Seasonal changes in the economy also affect the quantum of working
capital. Huge amount of working capital is required during the periods
of'inflation and depression and the requirement declines during the other
periods of economic cycle.

Requirements of Cash

Need for the working capital depends upon the amount of cash re-
quired by the company for its various purposes. If greater the require-
ments of cash, the higher will be the working capital needs of the com-
pany and vice versa.

Check your progress S
1.

Which type of unit would need small amount of working capital:
a.  Manufacturing unit

b.  Public Service Unit like Railway

c. Bothofaboveaandb

d. None ofabove

1.6 Let Us Sum Up

In this unit we have learnt that working capital management is a methodol-
ogy where company manages relationship among assets and liabilities for
short duration. It is seen that good working capital management takes care of
main part of corporate strategy which involves policies of various companies
in terms of profitability, liquidity and structure of the firm. Working capital
helps in operation of business smoothly without any financial crisis which
lead to payments related to short-term liabilities.



1.7 Answer for Check Your Progress

Check your progress 1
Answers: (1-c)
Check your progress 2
Answers: (1-c)
Check your progress 3
Answers :( 1-c)
Check your progress 4
Answers :( 1-¢)
Check your progress S
Answers :( 1-b)

1.8 Glossary

1.  Fixed assets - Relatively permanent resources intended for use in busi-
ness

2.  Gross profit - Sales less cost of goods sold

3.  Growth trap - A cash shortage resulting from rapid growth

1.9 Assignment

List some features of working capital management.

1.10 Activities

Collect information on drawbacks of working capital management.

1.11 Case Study

Discuss the factors affecting working capital requirement.

1.12 Further Readings

1.  Bateson, John E. G. and K. Douglas Hoffman (1999), Managing Ser-
vices Marketing Text and Readings (Fourth ed.). Fort Worth: The
Dryden Press. (471
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WRKING CAPITAL MANAGEMENT-II
(Computation of working capital)

2.0 Learning Objectives

2.1 Introduction

2.2 Sources of working capital

2.3 Management of working Capital
2.4 Computation or Estimation of Working Capital
2.5 Illustration

2.6 Let Us Sum Up

2.7 Answer for Check Your Progress
2.8 Glossary

2.9 Assignment

2.10 Activities

2.11 Case Study

2.12 Further Readings

2.0 Learning Objectives

After reading this unit, you will be able to understand:
o Sources of working capital

. Computation of Working Capital

2.1 Introduction

Working capital may be regarded as the lifeblood of a business. Its effective
provision can do much to ensure the success of a business. Its inefficient
management can lead not only to loss of profit but also to the downfall of a
business. The nature of working capital is described with the help of nature of
operation cycle of the firm. The process of cash or operation cycle starts
when a firm uses cash to purchase raw materials and pay for other manufac-
turing costs to produce goods. Cash management refers as corporate process
of collecting and managing cash for the purpose of short-term investment. It
is the main part which ensures a company’s financial stability and solvency.

Check your progress 1

1.  Cash management refers as corporate process of collecting and man-
aging cash for the purpose of .....

a. short-term investment
b. Long-term investment
c. Short-term and Long-term investment

d. None of above




2.2 Sources of working capital

The financial manager is always interested in obtaining the working capital at
right time, at a reasonable cost and at the best possible favourable terms. It is
acceptable that a part of working capital investments are permanent invest-
ments in fixed assets. Because, working capital have always a minimum level
of current assets which are continuously required by the enterprise to carry
out its day-to-day business operation. The minimum level of working capital
should be maintained.

Sources of working capital

SOURCE OF WORKING

WORKING CAPITAL
MANAGEMENT-II

(COMPUTATION OF
WORKING CAPITAL)

v

CAPITAL
I} v
SHORT-TERM
LONG-TERM v
1. ISSUE OF SHARE \}
2.ISSUE OF DEBENTURE EXTERNAL
INTERNAL

3. SURPLUS OF EARNING
4. LOANS
5. PUBLIC DEPOSIT

1. DEPRECIATION
2. TAXATION PROVISION
3. ACCURED EXPENSES

1. TRADE CREDIT

2. CREDIT PAPERS

3. BANK CREDIT

4. CUSTOMER'S CREDIT
5.GOVT. ASSISTANCE

6. LOANS FROM DIRECTORS
7. SECURITY OF EMPLOYEE

Check your progress 2
1.  Government Assistance consider as
capital
a. Long—term
b. Short-term
c. Short-term internal
d. Short-term external

2.  Public deposit is a

a. Long—term
b. Short-term
c. Short-term internal

d. Short-term external

source of working

source of working capital.

2.3 Management of working Capital:

Working Capital administration is an inside portion of corporate administra-
tion. For financial supervisor to preserve a working capital may be a chal-
lenges and opportunities. Working capital is an excess of current assets over
current liabilities. Administration of working capital is endeavoring to man-
age current assets, current liabilities and inter-relationship that exist between
them. Lacking and excessive working capital is bad for business.
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o Inadequate working capital may lead the firm to insolvency while

. Excessive working capital implies idle funds, which earn no profit for
the business.

The both objective of working capital management are to maintain profitabil-
ity and liquidity. Investment in current assets as well as long-term assets has
to be undertaken so as to offer the most satisfactory returns to shareholders.
The goal of liquidity is to ensure that a business or company satisfies obliga-
tions and continues as a going concern. Profitability and liquidity frequently
conflict with each other. A sound working capital management policy is one
which ensures higher profitability, proper liquidity and sound structural health
of the organisation.

The management of working capital has the following problems:
o Estimating the working capital requirements.
. To decide the optional level of investment in various current assets.

. To decide optimal mix of short-term funds in relation to long-term capi-
tal.

o To locate the appropriate means of short-term financing.

“We need to know when to look for working capital funds, how to use
them and how to measure, plan and control them”. Thus the financial man-
ager has to perform the following two basic functions:

L. Forecasting the working capital requirements.
II.  Financing working capital needs.
Working Capital forecasting for Trading Concern

The most ticklish problem that is faced by a businessman is the determination
of the amount of working capital required at a particular level of business
operation. Working capital is the life-blood of a business. No businessman
can successfully run without an adequate amount of working capital. A working
capital forecast is prepared for this purpose involving some calculations after
taking into consideration all the aspects of business activity.

The estimated requirement of working capital for the budgeted period can be
determined on the basis of data contained in the Balance sheet of previous
year. The current assets and current liabilities are to be adjusted in relation to
the budget period and the working capital requirement can easily be deter-
mined by deducting the estimated total value of current liabilities from the
estimated total value of current assets.

Check your progress 3

1. Which following problems are not included in management of work-
ing capital.
Estimating the working capital requirements.
To decide the optional level of investment in various current assets.

c. To decide optimal mix of short-term funds in relation to long-term
capital.

d.  Need not require to estimate working capital




2.4 Computation or estimation of Working Capital

Working capital represents the difference between a firm’s current assets and
current liabilities. The challenge can be determining the proper category for
the vast array of assets and liabilities on a firms’ balance sheet and decipher-
ing the overall health of a firm in meeting its short-term commitments.

We see a good business will have ample capacity to pay off its current liabili-
ties with current assets. The current ratio is current assets which are divided
by current liabilities that show insight into working capital health at a firm.
The ratio above 1 indicates that current assets are more than liabilities, so
higher is the ratio, the better it will be for company. Also, we see that quick
ratio measures the proportion of short-term liquidity while comparing to
current liabilities. The difference among this as current ratio in numerator
shows asset which covers cash, marketable securities and receivables. The
key item it backs out is inventory, which can be more difficult to turn into
cash on a shorter-term basis. So we can see that working capital can be
calculated using the formula:

Working Capital = Current Assets — Current Liabilities

Current assets and current liabilities can be found in the balance sheet of the
company financial statements. By subtracting the current liabilities from the
current assets you have the net working capital which the company can use
to operate the business.

Current assets include cash, investment securities, prepaid expenses, accounts
receivable, and inventory. Current Liabilities consist of any obligations due
within one year. This would include accounts payable, notes payable, divi-
dends, taxes, wages, and the current portion of long-term debt.

The working capital is excess of current assets over current liability

The working capital is excess of current assets over current liabilities. Hence
only current assets and current liabilities are shown in the statement showing
changes in working capital. While preparing this statement, the following
point should note:

Working Capital = Current Assets — Current Liabilities. This suggests that:
1. Working capital increase if there is any increase in the current assets

e.g. If current assets are worth X 75,000 and current liabilities are
50,000 than working capital =X 25,000 (X 75,000 -X 50,000)

If current assets increase to X 15,000 than working capital will also
mcrease to X 40,000

Working Capital =3 90,000 - X 50,000 =X 40,000

Current assets increased by X 15,000 working capital increased
from X 25,000 to X 40,000

2. Working capital decrease if there is any decrease in current assets

e.g. If current assets are worth X 75,000 and current liabilities are
50,000 than working capital =X 25,000 (X 75,000 -X 50,000)

WORKING CAPITAL
MANAGEMENT-II

(COMPUTATION OF
WORKING CAPITAL)
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If current assets decrease to X 15,000 than working capital will also
decrease to X 10,000

Working Capital =X 60,000 - X 50,000 =X 10,000

current assets decreased by X 15,000 working capital decreased
from X 25,000 to X 10,000

3. Working capital increase if there is any decrease in the current liabilities

e.g. If current assets are worth X 75,000 and current liabilities are I
50,000 than working capital =X 25,000 (X 75,000 -X 50,000)

If current liabilities decrease to X 15,000 than working capital will
mcrease to X 40,000

Working Capital =X 75,000 - X 35,000 =X 40,000

Current liabilities decreased by ¥ 15,000 working capital decreased
from X 25,000 to X 40,000

4.  Working capital decreases if there is any increase in current liabilities.

e.g. If current assets are worth X 75,000 and current liabilities are I
50,000 than working capital =X 25,000 (X 75,000 -X 50,000)

If current liabilities increase to X 15,000 than working capital will also
decrease to X 10,000

Working Capital = 75,000 - X 65,000 =X 10,000

Current liabilities increased by ¥ 15,000 working capital increased
from X 25,000 to X 10,000

When current assets increase, the working capital also increases and when
assets decrease, the working capital also decreases. Thus working capital
varies directly with current assets.

Conversely current liabilities increase working capital will decrease and cur-
rent liabilities decrease working capital will increase. Thus working capital
adversely varies with liabilities.

Change in working capital also affects fund flow as well as cash flow of
business

- Increase in working capital is known as application of funds and
- decrease in working capital is known as sources of funds

- Increase in working capital decrease cash flow

- Decrease in working capital increase cash flow

The purpose of the working capital calculation is to measure liquidity and
efficiency of an enterprise. This provides insight into how proficient the com-
pany is at managing inventory, debt, accounts receivable, and accounts pay-
able. While a lack of working capital can be devastating, it could be a sign of
mismanagement.

Working Capital forecasting for Manufacturing Concern

The following items are taken into consideration at the time of ascertaining
the requirement of working capital for manufacturing concern.



1.

1il.

Iv.

V1.
vii.
viii.

IX.

Total amount of unit created all through the year.
Total cost brought about on materials, wages and overheads.

Information almost the length of time for which raw materials are to
stay in store some time recently they are issued for production

(The longer the period, the more will be the necessity of working capi-
tal)

Information almost length of production cycle. (The longer the period,
the expansive will be the necessity of working capital)

Information approximately length of sales cycle. That is the period
amid which finished items will stay within the warehouse

Information almost the average of credit permitted to debtors
Information almost the average of credit permitted by suppliers.
Information almost the trade expenses.

Information almost the lag in installment of wages and overheads (The
Longer the period, the less will be the requirement of working capital)

Estimate of working capital is compiled on the premise of estimate as it
were. Hence, in arrange to supply for possibilities, an arrangement may be
included as margin of security. This arrangement makes a difference in cush-
ioning all instabilities included in making the estimates.

Check your progress 4
1.  Working capital calculation involves:
a. Measure of liquidity b. Measure ofefficiency
c. Bothaand b d. Neither a norb
2.5 Illustration

Illustration 1

From the following information of Pramod Ltd., a trading concern, you are
asked to ascertain the working capital

.Fixed Assets: Amount X
Land and Building 20,000
Plant and Machinery 10,000
Working Capital:

Current Assets:

Stock 40,000
Debtors 30,000
Cash and Bank 10,000
Current Liabilities

Creditors 20,000
Taxation 6,000
Overdraft 14,000
O/s Liabilities 10,000

WORKING CAPITAL
MANAGEMENT-II

(COMPUTATION OF
WORKING CAPITAL)
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management-I & II, Working Capital = Current Assets — Current Liabilities
Invento'ry Management & Partioulars Amount 3
Receivable And Cash
Management- CURRENT ASSETS:
Cash Budget Stock 40,000
Debtors 30,000
Cash and Bank 10,000
Total Current Assets (A) 80,000
CURRENT LIABILITIES:
Creditors 20,000
Taxation 6,000
Overdraft 14,000
O/S Liabilities 10,000
Total Current Liabilities (B) 50,000
Working Capital=(A-B) 30,000

Illustration 2

From the following information of Rupal Ltd., a trading concern, you are
asked to ascertain the estimated additional requirement of working capital.

BALANCE SHEET OF RUPAL LTD. AS ON....31*March 2021

Fixed Assets:

Land and Building 30,000

Plant and Machinery | 20.000 50,000

Working Capital:

Current Assets:

Stock 50,000

Debtors 40,000

Cash and Bank 20.000 1.10.000

Less: Current

Liabilities 30,000

Creditors 6,000

Taxation 24,000

Overdraft 20.000 80,000 30,000

O/s Liabilities

80,000

Additional information :
L. It is estimated that the company will be able to increase sales by 25% in

the following year.
II.  Maximum limit of overdraft facility granted is X 25,000

III.  Credit period allowed to customers and the level of stock will remain
unaltered.
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Solution 2:

WORKING CAPITAL
Current year Estimated Estimated MANAGEMENT-II
Particulars level Amount Increase requirement 3 | (COMPUTATION OF
X X WORKING CAPITAL)
CURRENT ASSETS:
Stock 50,000 12,500 62,500
Debtors 40,000 10,000 50,000
Cash and Bank 20,000 5,000 25,000
Total Current Assets (A) 1,10,000 27,500 1,37,500
CURRENT LIABILITIES:
Creditors 30,000 7,500 37,500
Taxation 6,000 1500 7,500
Overdraft 24,000 6,000 30,000
O/S Liabilities 20,000 5,000 25,000
Total Current Liabilities (B) 80,000 20,000 1,00,000
Working Capital = (A-B) 30,000 7,500 37,500

Requirement of Additional Working Capital =X 7,500(37,500-30,000)

Illustration 3:

Kaival is engaged in large scale consumer retailing. From the following in-
formation, you are required to forecast his working capital requirement:

Projected annual Sales X 78, 00,000

Percentage of Net Profit on cost of sales 25%

Average Credit period is allowed to Debtors 10 Weeks
Average credit period is allowed by Creditors 4 Weeks

Average stock carrying (In terms of Sales requirement) 8 Weeks

Add 10% to compute figures to allow for contingencies.

Solution:-3

Projected Annual Sales X 78, 00,000

Projected Annual Sales per week = 78, 00,000 / 52 Weeks =X 1, 50,000

Less: Net Profit there on (25% on Cost = 20% on Sales)

Projected Cost Per week

Working Capital Requirement Forecast

Current Assets:

30,000

X1,20,000

Debtors (Credit period 10 weeks) X 1, 20,000 X 10 =X 12, 00,000
33,00,000% 15, 00,000

Add: Profit @ 25% on cost

Stock (8 weeks) X 1, 20,000 X 8

X 9, 60,000
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Current Assets Amount
Debtors (Credit period 10 weeks) 1, 20,000 X 10=3 12,00,000 15,00,000
Add: Profit @ 25% on cost 300,000

Stock (8 weeks) X 1,20,000 X 8 weeks 9,60,000
Total Current Assets 24,60,000
Current liability:

Creditors (4 Weeks) X 1,20,000 X 4 Weeks 4,80,000
Working Capital Computed 19,80,000
Add: 10% for contingencies 1,98,000
Total Requirement of Working Capital 21,78,000

Illustration 3

From the following particulars Kavisha Ltd. prepare a statement showing
working capital needed to finance a level of activity of 12,000 units of output
per annum.Analysis of selling price per unit

Particulars L

Raw Materials 05
Labour 03
Overhead 02
Total Cost 10
Profit 02
Selling Price 12

Additional Information

L. Raw materials are to remain in store on an average 1 months
II.  Materials are in process, on an average 2 months

III.  Finished goods are in stock on an average 3 months

IV.  Credit allowed to Debtors is 4 months

V. Credit allowed by suppliers is 2 months.

It may be assumed that production and overheads accrue evenly throughout
the year.

Solution : 3
Sales for the year = 12000 units XX 12 =31, 44,000
Sales per month =3 1,44,000 / 12 months =3 12,000

Materials
Particulars Unit per s:;(:::::: pglz(:ll::ltm Per month
annum 2 2 4

Raw Materials 12,000 5 60,000 5,000
Labour 12,000 3 36,000 3,000
Overhead 12,000 2 24,000 2,000
Total Cost 12,000 10 1,20,000 10,000
Profit 12,000 02 24,000 2,000
Selling Price 12,000 12 1,44,000 12,000




Working capital Requirement Forecast

Per Total Total

Current Assets: month Month AmountI | Amount <
1. Stock of Raw Materials( 1 month) 5,000 1 5,000 5,000
Raw Materials
2. Work-in-progress (2 months) 20,000
Raw Materials 5,000 2 10,000
Labour 3,000 2 6,000
Overheads 2,000 2 4,000
3. Stock of Finished Goods(3 months) 30,000
Raw Materials 5,000 3 15,000
Labour 3,000 3 9,000
Overheads 2,000 3 6,000
4. Debtors (4 months) (Sales)
Raw Materials 5,000 4 20,000
Labour 3,000 4 12,000
Overheads 2,000 4 8,000
Cost of Sales 40,000
+ Profit 20% 8,000 48,000
Total Current Assets 1,03,000
Less: Current Liabilities:
1. Creditors ( 2 months) 5,000 2 10,000 10,000
Requirement of Working Capital 93,000

2.6 Let Us Sum Up

Working capital may be regarded as the lifeblood of a business. Its effective
provision can do much to ensure the success of a business. Its inefficient
management can lead not only to loss of profit but also to the downfall of a
business. The nature of working capital is described with the help of nature
of operation cycle of the firm.

The financial manager is always interested in obtaining the working capital at
right time, at a reasonable cost and at the best possible favourable terms. It is
acceptable that a part of working capital investments are permanent invest-
ments in fixed assets. Because, working capital have always a minimum level
of current assets which are continuously required by the enterprise to carry
out its day-to-day business operation. The minimum level of working capital
should be maintained.

Working Capital management is an internal part of corporate management.
For financial manager to maintain a working capital is a challenges and op-
portunities. Working capital is an excess of current assets over current li-
abilities. Management of working capital is attempting to manage current
assets, current liabilities and inter-relationship that exist between them. Inad-
equate and excessive working capital is bad for business.

2.7 Answer for Check Your Progress

Check your progress 1
Answer: (1-a)

Check your progress 2
Answers: (1-d);(2-a)
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Check your progress 3
Answers: (1-d)
Check your progress 4

Answers: (1-c)

2.8 Glossary

o current assets - Liquid assets that can be converted into cash within a
company’s operating cycle

. Inadequate working capital - Insufficient or low working capital

o Excessive working capital - More than necessary working capital

. Forecasting — Predict or estimate

2.9 Assignment

Computation of Working Capital

2. From the following information of Rupal Ltd., a trading concern, you
are asked to ascertain the estimated additional requirement of working

capital.

BALANCE SHEET OF RUPAL LTD. AS ON....

Fixed Assets:

Land and Building 60,000

Plant and Machinery 40,000 1,00,000

Working Capital:

Current Assets:

Stock 1,00,000

Debtors 80,000

Cash and Bank 40,000 2,20,000

Less: Current Liabilities

Creditors 60,000

Taxation 12,000

Overdraft 48,000

O/s Liabilities 40,000  1,60,000 60,000

1,60,000

Additional information:
L. It is estimated that the company will be able to increase sales by 25% in

the following year.

II.  Maximum limit of overdraft facility granted is X 25,000

III.  Credit period allowed to customers and the level of stock will remain

unaltered.

[Answer: Additional required working capital is ¥ 15,000]




2.10 Activities

WORKING CAPITAL
Management of working capital. MANAGEMENT-II
2.11 Case Study (COMPUTATION OF
Sources of working capital. WORKING CAPITAL)

2.12 Further Readings

1. Bateson, John E. G. and K. Douglas Hoffman (1999), Managing Ser-
vices

2. Management Accounting by S.Chand
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3.19 Further Reading

3.1 Learning Objective

After reading this unit, you will be able to understand:
. Meaning and Types of inventory

. Motive for holding inventory

o Functions of inventory control

. Meaning of Receivables

. Objectives of maintaining Receivables

3.2 INTRODUCTION:

Inventory is composed of assets that will be sold in future in the normal
course of business operations. To the finance manager, inventory connotes
the value of raw materials, consumables, spares, work-in-progress, finished
goods and scrap in which a company’s funds have been invested. It considers
the inventory, as blockage of money.

Inventory means tangible property held
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(1)  for sale in the ordinary course of business or
(1)) i the process of production for such sale or
(1) For consumption in the production of goods or services for sales.

It 1s interesting to learn that different departments of the same organisations
have different purposes of holding inventory. The production manager fa-
vors relatively higher level of inventory so that production process runs
smoothly. The marketing manager prefers to have reserves of finished goods
so that availability of product is ensured even if demand for the product
keeps fluctuating. On the other hand, the finance managers justify limited
stock levels because of them; inventory is money blocked which doesn’t earn
interest.

At the outset, it is essential to be clear about the meaning of the term inven-
tory control. Inventory has a wider meaning. Inventory refers to the stocks,
not only the materials, but of finished and semi-finished goods, spare parts,
tools and equipment’s and general stores like oil, grease, belt etc.

Check your progress 1

1. Which following statement for Inventory is not true.....
(a) Inventory is an intangible asset
(b) In the process of production for such sale

(c) For consumption in the production of goods or services for sales.

(d) For sale in the ordinary course of business

3.3 Meaning

Inventory control refers to planned method to determine which items to
purchase, how much to purchase and how much to keep in stock, so that the
costs of purchase and storage both are minimized without adversely affect-
ing either production or sales.

In other words, ‘inventory control means the decision of the firm as to the
extent to which inventories can be economically stored.’

3.4 Types of inventory:

(1) Raw materials: These are goods which have not yet been committed
to production in a manufacturing firm. They may consist of basic raw
materials or finished components. In many of the case the finished
goods of one industry becomes the raw materials of another industry
e.g. the finished goods of a spinning mill is the yarn, which becomes
the raw material for a weaving mill.

(2) Work-in-process: This includes those materials which have been com-
mitted to production process but have not yet been completed. They
are unfinished goods and lying at various stages of production.

(3) Semi-finished goods: Goods which are not in saleable state, on which
some processes have been performed and which require further pro-
cessing before being transferred into finished stock godown are known
as semi-finished goods.

INVENTORY

MANAGEMENT &

RECEIVABLE

103



Inventory Management &
Receivable And Cash

104

Working Capital
management-1 & 11,

Management-
Cash Budget

(C))

©))

(6)

(7

®

Finished goods: These is completed products awaiting sale. They are
output of the production process in a manufacturing firm.

The level of three different kinds of inventories depends upon the na-
ture of the business. For example, a manufacturer will have high levels
of all the three kinds of inventory, while a retailer or wholesaler will
have high level of inventories of finished goods only.

Supplies: Another kind of inventory, supplies or what is called con-
sumable stores is also maintained by the firms. These materials are of
low value and they do not enter the production process, for example
oil, fuel, bulbs, soaps etc.

Components parts: When two or more parts are to be joined to pre-
pare a final product, component parts are either bought from outside
or are manufactured in the factory. These parts also from a consider-
able value of the total inventory. e.g. a motor-car is manufactured by
assembling more than 2500 parts.

Scrap: The waste of materials arising during manufacturing process is
also a part of the inventory. Even defective pieces to be disposed of are
a part of inventory.

Defective work: Defective work is that product which contains a manu-
facturing defect and cannot be corrected, and then they are sold as
seconds.

1.

Check your progress 2

Inventory includes.......
(a) Raw materials

(b) Work-in-process

(c) Semi-finished goods
(d) All above

3.5

Motive for holding inventory:

(1)

2

€))

Transaction motive: An important reason for maintaining inventory
levels is the transaction motive. This refers to the need of maintaining
inventory to facilitate smooth production and sales operations. The
transaction motive for holding inventory is to satisfy expected level of
operations in the firm.

Precautionary Motive: Precautionary motive for holding inventory is
to provide a safe guard or cushion in case the actual level of activity is
different than anticipated. This inventory serves as areserve when there
are unpredictable changes in the demand and supply forces. e.g. it may
be that due to some unforeseen circumstances government may restrict
import of some important basic raw material or there may be unex-
pected big order received from a customer to supply a large quantity of
finished goods.

Speculative Motive: It refers to the desire of a firm to take advantage
of opportunities ofrising prices which present themselves at unexpected



moment and which are typically outside the normal course of business.
While precautionary motive is defensive in nature in that firm keep
inventory to meet unexpected contingent situations the speculative mo-
tive represents an aggressive in inflationary times is one from of specu-
lative behavior.

Check your progress 3

1. Which following statement is not included in motive ?
(a)Transaction motive
(b) Charity motive

(c) Precautionary Motive

(d) Speculative Motive

3.6 Inventory control and its Functions:

In order to reduce the cost of materials to minimum, there should not be over
investment in materials, Likewise the production should not be held up for
want of materials. Hence, the stores control, demands that minimum level
should be fixed beyond which stock should not fall. Maximum level should
be fixed beyond which stock should not raise and ordering level should also
be fixed when step should be taken to place order for fresh supplies

Ordering quantity means the quantity of materials for which order must be

placed is also known as ordering quantity It is used either to mean the most

economical quantity for which an order may be placed at any time or quan-

tity

Various levels of materials are determined by following formulas

(i) Re-order Stock Level = Maximum Consumption X Maxi. Delivery
Time

(ii) Minimum Level = Ordering Level — (Average Consumption X Aver-
age Time)

(iii) Maximum Level = Ordering Level — ( Mini. Consumption X Mini.
Time) +Ordering Quantity

(iv) Average Level = Minimum Level + %2 Ordering Quantity

(v) Danger Level: = Average Consumption X Maximum Delivery Time
for emergency purchase

o o
. _ 240 _ Jz40
vi) EOQ= [£%,E0Q= [

Function of Inventory

(1) Inventory gives protection against Uncertainties: Sometimes, fore-
casts of market demand go wrong, creating disturbance in production
flow. Such disturbances can be easily absorbed through the use of in-
ventories. Supposing there is an unexpected sudden increase in the
demand for the company’s product. In such a case production will re-
quire additional materials. These materials can be easily withdrawn from
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the stocks. i.e. inventory. Thus, the requirement of production and sales
department can always be fulfilled through inventories.

(2) Inventory Enables Continuous Production for Seasonal Goods:
Even in industries in which products of seasonal demand are manufac-
tured, men and machines are continuously and smoothly used. This is
made possible due to the provision of adequate inventory. For instance,
woolen cloth is in demand only during winter and yet woolen industry
functions throughout the year continuously, using men and materials
that it has employed. Only due to inventory it is possible to continue
production throughout the year through the demand is seasonal.

(3) Inventory helps in getting quantity discounts: It is on account of
inventory that a company can have the facility of discounts associated
with large scale buying of materials. Also, inventory of finished goods
allows it to produce on a large scale and thereby get all the economies
of large scale production.

Check your progress 4

1. Which following statement is not included in Functions of inventory
control ?

(a) Inventory Enables Continuous Production for Seasonal Goods
(b) Inventory helps in getting quantity discounts
(c) Inventory create recession

(d) Inventory gives protection against Uncertainties

3.7 Practical Example for inventory

Illustration — 1

From the following information calculate Economic Order Quantity of Himesh
Ltd.

Annual Consumption 12,500 units
Cost per unit 330
Insurance cost per unit 0.50
Interest cost per Unit 0.25
Storing cost per Unit 0.25

Cost of placing an order 10
Solution -1
Notes : Cost of carrying inventory per unit per year is given in rupee

—
[za0
"~4| ¢

(not given in percentage) in that case EOQ formula will be

Here carrying cost =X 1 (Insurance cost per unit X 0.50 + Interest cost per
Unit X 0.25 + Storing cost per Unit X 0.25)

—
240

_
EOQ—,J -




A = Annual Consumption = 12,500 Units
O = Cost of Placing Order =X 10
C = Cost of carrying inventory per unit per year =X 1

P = Price per unit =330

I, I,
EOQ = _,qllt X :Lz,iuux 10 :*qllc,s-ﬁl,uua _ -"—E,SIZI,IJIJIJ — 500 Units

Illustration — 2

From the following information calculate Economic Order Quantity of Shweta
Ltd.

Annual Consumption 22500 units
Cost per unit 330

Cost of placing an order 36

Cost of carrying unit 10%

Solution -2
EOQ= [
Q= CP

A = Annual Consumption = 22,500 Units
O = Cost of Placing Order =X 6
C = Cost of carrying inventory per unit per year =10%

p = Price per unit =3 30

2X 22500X6 [2,70,000 ,
EOQZJ 0% X 30 :\f 2 =4/90,000 = 300Units

Illustration 3
From the following information of Saloni Ltd. calculate:
(1) Re- order stock level (it) Minimum stock level (iil) Maximum stock level

(iv) Average stock level (v) Danger stock level

Maximum delivery period 50 days
Average delivery period 40 days
Minimum delivery period 30 days
Maximum delivery period for emergency purchase 7 days
Maximum rate of consumption per day 40 units
Average rate of consumption per day 30 units
Minimum rate of consumption per day 20 units
Ordering quantity 500 Units
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Solution -3
Particulars Delivery period consumption
Maximum 50 days 40 units
Minimum 30 days 20 units
Average 40 days 30 Units
Ordering Quantity
Max Emergency purchase 7 days 500 Unit

(i) Re-order Stock Level = Maximum Consumption X Maxi. Delivery Time
= 40 units X 50 days
= 2,000 units.

(ii) Minimum Level = Ordering Level — (Average Consumption
X Average Time)
=2,000 — (30 units X 40 days)
=2,000 - 1,200
= 800 units
(iii) Maximum Level = Ordering Level — ( Mini. Consumption

X Mini. Time) +Ordering Quantity
= 2,000 — (20 units X 30 days) + 500
= 2,000 — 600 + 500
= 1,900 units
(iv) Average Level = Minimum Level + 2 Ordering Quantity
=800 + (%2 X 500)
=800 + 250
= 1,050 units.

(v) Danger Level: = Average Consumption X Maximum De
livery Time for emergency purchase

=30 units X 7 days
= 210 units

3.8 RECEIVABLES

1. Introduction:

When goods are sold on credit in business, the price of the goods becomes
receivable. We know this amount as “Trade Debtors” or “Debtors™ or “Re-
ceivables” or “Accounts Receivables”. These receivables are assets of the
business.

There are three important features of this asset

(1) Itinvolves an element of risk. There is no risk in cash sales, but in credit
sales, there is a risk of bad debts.

(2) It 1s based on economic value. When sale is made, the economic value
immediately passes to the buyer, while it will pass to the seller in fu-
ture.



(3) It implies futurity in the sense that the money is receivable in future.

In the present competitive economic system, credit sales are essential; unless
the good sold is in short supply. The money involved in receivables is blocked
till future and management has to arrange for the funds through debt or
through issuing equity shares. Thus there is an opportunity cost of receiv-
ables. However, a credit sale is essential in order to meet the severe compe-
tition. And so the management of receivable requires great care. It must be
so managed that the benefit available from additional sales and the cost of
funds raised to finance the additional credit coincide.

Management of receivable is important from another view point also. It is an
important component of current assets and in India it forms about one-third
of current assets. The funds are tied up in trade debtors and if proper care is
not taken, it will affect the profitability.

Check your progress S

1. Which following words does not match for receivables
(a) Trade Debtors
(b) Goods are sold on credit
(c) Trade Creditors

(d) Accounts Receivables

3.9 Meaning of Receivables:

When a firm sells goods for cash, payments are received immediately and
therefore no receivables are created however, when a firm sells goods or
services on credit, payments are received only at a future date and receiv-
ables are created. These are the amounts which are owned by the firm against
sale of goods or services in a business. It represents claims of firm against its
customers which acts as current assets to it. Receivables are accounts re-
ceivables, trade receivables, customer receivables or book debts which are
for customers. In this, the credit period and extent of receivables relays on
credit policy of the company. The purpose of maintaining or investing in
receivables is to meet competition, and to increase the sales and profits.

According to Hampton “receivables are asset accounts representing amounts
owed to the firm as a result of the sale of goods/services in the ordinary
course of business”.

Costs of Maintaining Receivables

By allowing credit to customers shows giving of funds to customer’s use.
The concern lead to following cost on maintaining as:

. Cost of Financing Receivables: in case of goods and services are
given on credit, than concern’s capital can be used by customers, As
the receivables are financed from funds of shareholders by long term
financing or through retained earnings, the concern occurs due to cer-
tain cost which lead to collection funds.

o Cost of Collection: A proper collection of receivables is required for
receivables management. Here the customers who do not pay money
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during required credit period will be intimated for early payments. Many
people need constant follow-ups for collection of desired amount. Such
type of costs is collection costs whose permission is required to incur.

Bad Debts: Many customers fail to pay the required amount which
was due towards them, so such amount comes under bad debts. The
concern also is to lower the bad debts by efficient collection of machin-
ery which cannot be ignored.

3.10 Objectives of maintaining Receivables:

Credit sale is an essential part of the Modern business operations. Particu-
larly in a situation where there is competition, no business can survive with-
out selling goods or services on credit. There is a bound to be some level of
permanent receivables. We can identify three main objectives of maintaining
receivables.

(1)

2

€))

To achieve growth in sales: It is natural that a firm which sells on
credit will get more sales than the firm which sells only for cash. Many
customers do not like to pay cash when they make purchases. They
may not have enough cash at the time of purchase and must wait until
they resell the goods before they have money to pay them. Some busi-
ness firms may want the bill to be sent to their accounts department,
where they would be checked before payment is made. Because of such
practices of customers, the firm which sells on credit will have large
sales.

To increase profits: Due to practice of selling goods on credit, there
will be increased sales and it will result into higher profits for the firm.
This will happen only when the gross profit margin is greater than the
additional cost associated with the credit policy. The additional margin
should be greater than the collection costs, loss of bad debts and also
the opportunity costs. If it is not possible to cover these costs, it would
be better to make additional sales for cash only.

To meet Competition: Where competition prevails, all firms in that
business will adopt similar policy as regards credit sales. Of course,
credit policy various widely from industry to industry. e.g. in textile
industry, there is a practice of granting credit of 180 days due to severe
competition, but in automobile industry, no credit sale is there. A firm
would loss the customers if it does not fall in line with competitors as
regards credit sales.

3.11 Factors influencing the size of Receivables:

Apart from sales, many other factors also influence the size of receiv-
ables such as:

I.

Size of credit Sales: Volume of credit sales is initial factor which rises
or lower the size of receivables. The company who sells the goods on
cash basis will have no receivables. we see that higher part of credit
sales from total sales result in more receivables.



II.  Credit Policies: Company having limited policy will have low receiv-
ables as compared to firm with liberal credit policy. If collections are
prompt then even if credit is liberally extended the size of receivables
will remain under control. In case receivables remain outstanding for a
longer period, there is always a possibility of bad debts.

III. Terms of Trade: in this, size of receivables depends on trade terms.
Here the credit period allowed and discount rates are linked with re-
ceivables. In case of credit period is more than receivables, will also be
more. Many times trade polices of competitors needs to be followed
otherwise it is difficult to expand sales.

IV. Expansion Plan: To expand the activities, company will have to enter
in new market to attract customers by giving incentives in shape of
credit facilities. It is up to the choice of company to lower the credit
period until it gets permanent customers. In the early stages of expan-
sion more credit becomes essential and size of receivables will be more.

V.  Relation with Profits: The idea of credit policy is to increase compa-
nies’ sales. When sales increase beyond a certain limit, than extra costs
occur will be lower than increase in revenues. Hence it is desired to
increase sales beyond a particular point as it will bring more profits to
the company. The increase in profit is followed with increase in size of
receivable or vice-versa.

VI. Credit collection Efforts: Credit collection needs to be streamlined
as the customers’ needs to send periodical reminders if they fail to pay
in time. We see that without paying special attention towards credit
collection, the company can land into financial problem. Efficient credit
collection machinery will reduce the size of receivables.

VII. Habits of Customers: The paying habits of customers also have bear-
ing on the size of receivables. The customers may be in the habit of
delaying payments even though they are financially sound. The con-
cern should remain in touch with such customers and should make
them realize the urgency of their needs.

3.12 Assessment (Evaluation) of Credit Policy

Assessment (Evaluation) of Credit Policies An appropriate assessment of
credit arrangements to be received by a company and those to be appor-
tioned with by a company is indubitably one of the foremost critical assign-
ments to be embraced by back supervisors. The firm must work out the ideal
sum that it ought to spend on the collection of its debtors. This includes
keeping up a trade-off between the levels of use on the one hand and a de-
crease in terrible obligation losses/increase in sales income on the other. To
secure the part of different costs included within the assessment of credit
policies, let us consider the taking after example

Illustration 1

Labdhi Company is making sales X 16, 00,000 and it extends a credit of 90
days to its customers. However in order to overcome the financial difficul-
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Working Capital ties it is considering to change the credit policy. The proposed terms of credit

management-I & II, and expected sales are given below
Inventory Management & Policy I I 111 v Vv
Receivable And Cash
v Sales 15,00,000 | 14,50,000 | 14,25,000 | 13,50,000 | 13,00,000
Management-
Cash Budget Terms 75 days 60 days 45 days 30 days 15 days

The company’s variable cost is 80% of sales value and fixed cost is X 1,
00,000. The cost of capital is 15%. Evaluate different proposed policy should
be adoptedX (Year may be taken as 360 days)

Solution -1

Particulars Present | 1] 1] \Y; \Y
Credit policy 90 75 60 45 30 15
SalesX (A) 16,00,000 | 15,00,000 | 14,50,000 | 14,25,000 | 13,50,000 | 13,00,000

Variable Cost X 12,80,000 | 12,00,000 | 11,60,000 | 11,40,000 | 10,80,000 | 10,40,000

Fixed Cost X 1,00,000 | 1,00,000 | 1,00,000| 1,00,000| 1,00,000| 1,00,000
Total Cost X (B) 13,80,000 | 13,00,000 | 12,60,000 | 12,40,000| 11,80,000 | 11,40,000
Profit C=A-B 2,20,000 2,00,000 1,90,000 1,85,000 1,70,000 1,60,000
Debtor at Cost 345000 | 270833.33 210000 155000 | 98333.333 47500
Cost of financing

debtors 51750 40625 31500 23250 14750 7125
Net Profit ( C ) 1,68,250 1,59,375 1,58,500 1,61,750 1,55,250 1,52,875

Debtor at cost = Total cost * Terms of credit/ 360 days
= 13,80,000 * 90days/ 360 days
= 3,45,000
Cost of financing debtors =Debtor at cost *cost of capital is 15%.
=3,45,000 * 15%
=51750

3.13 Let Us Sum Up

To the finance manager, inventory connotes the value of raw materials,
consumables, spares, work-in-progress, finished goods and scrap in which a
company’s funds have been invested. He considers the inventory as blockage
of money.

Goods are sold on credit in business; the price of the goods becomes receiv-
able. We know this amount as “Trade Debtors” or “Debtors” or “Receiv-
ables” or “Accounts Receivables”. These receivables are assets of the busi-
ness.

3.14 Answer for Check Your Progress

Check your progress 1
Answer :( 1-a)

Check your progress 2
Answer: ( 1-d)
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Check your progress 3

Answer: (1-b)

Check your progress 4

Answer: (1-¢)

Check your progress S

Answer: (1-¢)

3.15

Glossary

I.

II.

I11.

Inventory: value of raw materials, consumables, spares, work-in-
progress, finished goods and scrap in which a company’s funds have
been invested. So considers the inventory as blockage of money.

Inventory control: planned method to determine which items to pur-
chase, how much to purchase and how much to keep in stock, so that
the costs of purchase and storage both are minimized without ad-
versely affecting either production or sales is called inventory control.

Receivables: when a firm sells goods or services on credit, payments
are received only at a future date and receivables are created

To meet Competition: Where competition prevails, all firms in that
business will adopt similar policy as regards credit sales.

Habits of Customers: The customers may be in the habit of delaying
payments even though they are financially sound.

3.16

Assignment

Mention the motives for holding inventory

What is meant by receivables Mention objectives of maintaining re-
ceivables.

From the following information calculate Economic Order Quantity of
Kavisha Ltd.

Annual Consumption 10,000 units
Cost per unit X8
Insurance cost per unit 0.65
Interest cost per Unit 0.17
Storing cost per Unit 0.18

Cost of placing an order 25

2A0 2 x 10,000 x 25
Ans. EOQ = c 0o N =707

From the following information calculate Economic Order Quantity of
Kaival Ltd.and state how many times during the year order should be
placed

Annual Consumption 3,600 units
Cost per unit 3400

INVENTORY

MANAGEMENT &

RECEIVABLE

113



Working Capital
management-1 & 11,
Inventory Management &
Receivable And Cash
Management-

Cash Budget

114

Cost of placing an order 31,000

Cost of carrying unit 5%
s EOO = \/2AO - \/2 x 36,000 x 1,000 \/72,00,0000
[Ans. EOQ= y"cp ~ 400 x 5% 20

= /3,60,0000 = 600 Units

5. From the following information of Kaivan Ltd. calculate:

(1) Re- order stock level (i) Minimum stock level (ii1) Maximum stock
level (iv) Average stock level (v) Danger stock level

Particulars Delivery period consumption
Maximum 90 days 60 units
Minimum 50 days 40 units

Average 70 days 50 Units
Max Emergency Ordering Quantity
purchase 10 days 1200 Unit

[Ans : (1) Re- order stock level 5,400 units (i1) Minimum stock level 1,900
units (ii1) Maximum stock level 4,600 units (iv) Average stock level
2,500 units (v) Danger stock level 500 units

6.  Kaivan Company is making sales 2, 00,000 units and it extends a credit
of 30 days to its customers. However in order to overcome the finan-
cial difficulties it is considering to change the credit policy. The pro-
posed terms of credit and expected sales and other information given
below

Selling price X 6 Per Unit
Cost per unit 4.5 Per Unit
Variable cost X4 Per Unit

Bed debts 1% of Sales Price

Cost of Capital 20%

Fixed cost 31,00,000 Fixed Cost

Policy Present I I I v A\
Sales (In Unit) | 2,00,000 [ 2,10,000 | 2,16,000 | 2,25,000 | 2,30,000 | 2,35,000
Tems(days) 30 40 50 60 75 90

Bed debts 1% 1.50% 2% 3% 4% 5%
Ans :-6



. Option
Sr. Particulars Present I T 1 v v
Sales Unit 2,00,000 | 2,10,000 2,16,000 | 2,25,000 2,30,000 | 2,35,000
1 | Sales Price( UnitX R 6) | 1200000 | 1260000 1296000 | 1350000 1380000 | 1410000
2 | Variable Cost 800000 840000 864000 900000 920000 940000
3 | Fixed Cost 1,00,000 | 1,00,000 1,00,000 | 1,00,000 1,00,000 | 1,00,000
4 | Bed Debts 12000 18900 25920 40500 55200 70500
5 | Total Cost 9,12,000 | 9,58,900 9,89,920 | 10,40,500 | 10,75,200 | 11,10,500
6 | Exp. Profit 2,88,000 | 3,01,100 3,06,080 | 3,09,500 3,04,800 | 2,99,500
7 | Total Cost= F+V 9,00,000 | 9,40,000 9,64,000 | 10,00,000 | 10,20,000 | 10,40,000
8 | opportunity Cost 15000 | 20888.89 | 26777.78 | 33333.34 42500 52000
Cost X Days X Rate of Retum
360 X 100
9 | Net Profit=6 - 8 2,73,000 | 2,80,211 2,779,302 | 2,76,167 2,62,300 | 2,47,500

Here it is recommended to choose credit policy Option I because net expected benefit under
this policy are higher to other policy

3.17 Activities

Collect information of various Types of Inventory

How to maintain Receivables

3.18 Case Study

Management of Inventory

Management of Receivables

3.19 Further Reading

Baston, John E.G.And K.Douglas Hoffman, Manafging Services
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CASH MANAGEMENT-CASH BUDGET

4.0 Learning Objectives

4.1 Introduction

4.2 Definition

4.3 Advantages of Cash Budget

4.4 Difficulties or limitations of Cash Budget
4.5 Methods of Preparing Cash Budget
4.6 Illustrations

4.7 Let us Sum Up

4.8 Answer for check Your Progress

4.9 Glossary

4.10 Assignment

4.11 Activities

4.12 Case Study

4.13 Further Reading

4.0 Learning Objectives

After reading this unit, you will be able to understand:
o Need of cash budget

o Advantages of cash budget

o Limitations of cash budget

o Method of preparing cash budget
4.1 INTRODUCTION

Cash budget occupies a unique position in the financial management of a
modern business enterprise, particularly in enterprises running on a large scale.
It makes certain that the business has sufficient cash available to meet its
needs as and when they arise. Cash budget shows cash receipts from all sources
of'business and all payments and also the resultant cash balance for a definite
future time period, which is generally accounting year. In short, cash budget
is a plan showing the cash position of business at different time intervals
during the year. Even though sales budget and production budget have been
very carefully framed; the business would be put to difficulties if proper at-
tention to cash position to paid. Generally cash budget is derived from other
budgets. Hence, other operating budgets are prepared first and then only the
necessary figures of receipts and payments are obtained for preparing cash
budget. In first part of cash budget, estimates of Cash Receipts are shown
whereas in second part, estimates of cash Payments are shown. Thus on the
basis of Budget the position of cash at different period of time will be avail-
able.




Check your progress 1

1. Cash budget is a plan showing the position of business at
different time intervals during the year.

(a) Cash

(b) Working capital
(c) Sales

(d) Purchase

4.2 Definition

A cash budget could be a budget or arrange of anticipated cash receipts and
payment during the period. These cash inflows and outflows incorporate
incomes collected; expenses paid, and credits receipts and installments. In
other words, a cash budget is an estimated projection of the company’s cash
position within the future.

“Detailed plan showing how much cash resources will be obtained and uti-
lized over a few specific time periods.” Cash needs are evaluated during
general budgeting, arranging, or estimating. Cash Budget is by and large
arranged after operating budgets, including sales and production budgets,
have been set up. All other budgets have an impact on the cash budget. Most
budgets have arranged cash consumptions joined into them. Sales budgets,
for case, affect the overall cash budget by means of arranged cash receipts
expected to be received on sales.

Check Your Progress 2
1. The cash budget represents
(a) Cash receipts
(b) Cash payments
(c) Cash receipts and cash payments
(d) None of above

According to Shubin, “A budget is a comprehensive overall plan in which
management, on the basis of estimate sales volume and receipts, establishes
cost and expense allowances for future operations. In this way effectively
integrating and directing activities towards carefully determined goals”

4.3 ADVANTAGES OF CASH BUDGET

(1) Planned Use of Cash: If the management has a clear idea about cash
receipts and payments, they can plan out the use of cash. If cash pay-
ments are planned to be made when sufficient cash is available, it is
possible to carry on business with the minimum of working capital.
The cost of holding cash at optimum level would be minimum.

(2) Provision for Capital Expenditure: It is useful in two ways. It shows
whether capital expenditure projects can be financed internally. Sec-
ondly, it gives an idea about the timing when sufficient cash is available
for capital expenditure. This would help in avoiding a situation when
funds for capital expenditure may be required to be borrowed at high
rate of interest.

CASH MANAGEMENT-
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(6)

(7
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(10)

Investment of Surplus Funds: It reveals the availability of excess cash.
This can be invested in short term investments, if funds would be needed
in near future in the business. It may be considered even for long term
investments in some cases. Thus, it serves as a guideline for investment
of surplus funds.

Dividend Policy: The cash budget may guide the management in de-
ciding the dividend policy for the year. If the cash budget shows that
the liquid position will not be comfortable, the management may de-
cide to reduce the rate of dividend or skip over dividend for the year.

Profitable Use of Cash: It guides the management when to get the
benefit of cash discount or quantity discount for bulk purchases. It will
also help the finance manager in making enough provision for cash
requirements of reasonable purchases

Timely Payment of Debts: Cash budget enables the finance manager
to ascertain his cash position so that he can make payment for debts on
maturity dates. Thus provision is made for enough cash for payment of
debts as and when they fall due.

Arrangement for Obtaining Funds: It guides the management in mak-
ing decision about whether funds for short term and long term purpose
are to be borrowed or arranged in some other manner, if they are to be
borrowed, there in what manner.

Useful for control: If the estimates for cash receipt and payments are
made in advance, they can be compared with cash receipts and pay-
ments and the difference can be investigated. Thus the management
can control the use of cash resources.

Helps Co-Ordination: In fact, cash budget serves as a co-ordinator of
all remaining budgets. For example, the revenue shows by sales budget
determines the limits within which production and other service de-
partments can spend money Thus cash budget serves as a link between
all budgets.

Easy to Obtain Funds: A concern preparing cash budget is able to
meet its obligations in time on maturity, this creates goodwill for the
concern in money market. This helps the firm in raising funds whenever
needed with ease from banks and other financial institutions.

I.

(2)
(b)
(©)

(d)

Check your progress 3

Which of'the following statements does not indicate advantage of cash
budget ?

Cash can be profitably used with the help of cash budget.

It helps in determining proper dividend policy.

It is useful in determining whether bonus shares should be issued or
not.

Benefit of cash discount can be availed by making payment in due time
with the help of cash budget.




4.4 Difficulties or limitations of Cash Budget: CASH MANAGEMENT-
CASH BUDGET

Cash budget, if properly framed and implemented, is immensely useful. But
following difficulties and limitations must also be taken into account.

I.  Estimates are Difficult: There are many uncertainties in business. It is
therefore, difficult to have near accurate estimates of cash receipts and
payments, particularly for a longer period. It is of course not difficult
to estimate them for next three to four months period. But the long
term estimate is likely to go astray in many cases.

II. Carelessness in implementation: If proper care is not exercised in
implementing the cash budget, it will become only a mental exercise.
The actual cash receipts and payments would not conform to the esti-
mates, leading to frequent changes in them.

III. Rigidity: If the finance manager does not show flexibility in imple-
menting the cash budget, it will lead to undesirable situation. A man-
ager strictly believing in his estimates of cash inflow, may resort to
strict adherence to payments schedule may lead to difficult liquid posi-
tion and reduced profitability.

IV. Expensive: Difficult mathematical models are used for long term esti-
mates of receipts and payments. It requires collection of data from
various sources, employing experts in operations research etc. This
becomes expensive which small firms cannot afford. Besides, such ex-
perts are not easily available Hence, long term estimates do not prove
even nearly accurate.

Check your progress 4

1. During preparing which following difficulties (limitation) must also
be taken into account

(a) Estimates are Difficult

(b) Carelessness in Implementation

(¢) Rigidity

(d) All of above

4.5 METHODS OF PREPARING CASH BUDGET

The method to be used for preparing cash forecast depends upon the circum-
stances and needs of the business. There are generally four methods used for
preparing cash budget:

L. Receipts and Payments Method (Or Receipt and Disbursements
Method)

II.  Adjusted Earnings Method (Or Adjusted Profit and Loss Method)
III. Balance sheet Method (Or Balance sheet Projection Method)

IV.  Working capital Differential Method.

We discuss these methods in details:

1. Receipts and Payments Method (Or Receipt and Disbursements
Method): This is the most widely-used and popular method of prepar-
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ing cash budget. The estimates under this method may be divided into
weekly, fortnightly or monthly basis. The method is of particular im-
portance in business where sale is unstable or seasonal or which suffers
from shortage of liquid resources. Due to its flexibility, this method is
used in planning cash at various time periods and thus helps in control-
ling cash disbursements.

(a) Estimating cash receipts: The sources of cash receipt is a business are
generally sales. Non-opening incomes like interest and dividend as well
as capital transaction like sales of assets and issue of shares and deben-
tures. The first step is preparing cash budget under this method is to
estimate the sales; as sales is the most important source of cash receipt.

Once the total sales are estimated, it is easy to put down the figures of cash
sales. From the past Experience, the proportion of cash sales source can be
determined. Any changes likely to occur in the figure budget period are taken
into account. There is no time-leg between sales and receipts of cash sales.

However, estimating collection from credit sales is a little difficult problem.
The credit policy of the firm, the past experience etc. affects the collection
from debtors. Debtor’s ratio gives an idea of the period when such receipts
are likely. Suppose the debtor ratio is 30 day, it means the collection from
credit sales will be made in the next month i.e. collections from credit sales of
December will be made in January. The fact that certain percentage of credit
sales is not received in time must all be taken notes of. Besides, the term of
sales, discount policy, seasonal variations, general business conditions must
all can be taken into account while estimating collections. The receipts from
discounting of bills or maturity of bills pose no problem, as they can be esti-
mated on the basis of the term of the bill. Receipts from investments and
other sources are comparatively easy to estimate.

(b) Estimating Cash Payments: Cash payments generally consist of payment
of creditors on account of credit purchases, payments for wages, overhead
expenses dividends, capital expenditure like purchase of assets, repayment of
loans, etc. the estimates on various accounts are based on various operating
budgets, e.g. payments to creditor are estimated on the basis of purchase
budget, for wages and factory overhead, the basis will be production budget
etc. In estimating payments to creditors, the credit period allowed by suppli-
ers, cash discount etc. must be considered. The payment on account of capi-
tal expenditure can be estimated on the basis of capital Expenditure budget.
Overheads can also be based on overheads budget. of course, adjustments
like depreciation and accruals should not be taken into account. Payment on
account of dividend may be a difficult problem. But in case of companies
which adopt stable dividend policy, it is easy to estimate the total amount of
dividend payable.

The closing cash balance every month will be available by deducting total
cash payments from cash receipts. This gives an idea of either cash balance or
cash deficiency and in the latter case, the finance manager will have to make
arrangement for bank overdraft. There are two factors which determine



whether the cash balance is enough or not: first the actual payments to be
made next month and the actual timings of such payments. for example, if
the collection from sales is available only after 15" of the month, than enough
cash balance must be maintained for meeting payments for the first 15 days.

CASH BUDGET
For three months from January 2020 to March, 2020

CASH MANAGEMENT-

CASH BUDGET

Particulars January X | FebruaryX | March¥

Opening Cash Balance

Add: Receipt

Cash Sales

Collection from Debtors
Receipts from bills receivable
Interest and Dividend

Sales of fixed Assets

Receipts from loan, Debenture
Receipt from shares issued
Other receipts

Total Receipts (a)

Less: Payments

Cash Purchases

Payment to Creditors
Wages and salaries
Administrative expenses
Selling expenses
Purchase of Fixed Assets
Repayment of loan
Payment of Taxes

Other Payments

Total Payments X (b)

Closing Cash Balance X (a-b)

(2) Adjusted Profit and Loss Method :

This is also known as ‘Adjusted Earning Method’ this method is based on
estimating closing cash balance by converting profit figure into cash. The net
profit shown by profit and loss account does not indicate the actual cash
flow into the business e.g. if the profit and loss shows a net profit of X 4
Lakh, it does not mean that the company has received rupees four lakh in
cash. The depreciation charged to profit and loss will reduce the net profit,
but does not affect cash. Thus while estimating cash flow on the basis of
profit, the amount of depreciation will be added back to profit. Similarly, the
purchase of assets does not affect net profit. But it does affect the cash bal-
ance. Hence it will be deducted from the profit to ascertain the inflow of
cash.

In short, a cash Budget can be prepared as follows:
3.

Profit as per Profit and Loss Account 4,00,000
Add: (1) Adjustments not affecting cash e.g. depreciation 30,000

(2) Receipts of capital nature e.g. sale processed of a
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Fixed asset 30,00060,000
4,60,000
Less: Items not affecting profit, But Reducing the cash:
(1) Capital expenditure like purchase of fixed asset 70,000
(2) Deferred Revenue Exp. e.g. advertisement suspense 50.0001,20,000

Increase in cash during the year: 3. 40,000

This method can be usefully employed only in those industries where business
is stable and sales can be forecasted with fair degree of accuracy or where the
liquidity does not pose a big problem. But it fails to indicate at what period of
a time, the cash would be actually received and paid. Hence the method can
be profitably used for term cash forecasts and is not useful in controlling the
day-to-day cash transactions.

(C) Balance Sheet Method (or Balance Sheet Projection Method): This
method resembles the Adjusted Profit and Loss method, except that in this
method a balance sheet is projected while, in the second Method, the profit
and loss is adjusted. Here the budgeted balance sheet is prepared as at the end
of the budget period, in which estimated amounts of all assets and liabilities
are put down except cash. The cash balance is then arrived at as a balancing
figure. If the assets side is more than the liabilities side, it would be bank
overdraft, while the bigger liabilities side will reveal a balance at bank. The
firms using this method of cash forecasting are of the opinion that this method
gives as accurate forecast of closing cash balance as the first method and yet
it is simple one. However are shows only the cash position at the end of a
period, any surplus or deficiency of cash occurring within the budget period is
not revealed. Hence, this method is generally used by firms having stable
business and enough liquid resources.

(d) Working Capital Differential Method: This method is based on the
estimates of working capital. It starts with opening working capital to which
are added or deducted all changes in the current assets (except cash) and
current liabilities, as the case may be. The balance shows the actual cash bal-
ance at the end of the budget period. It is almost similar in its mechanism to
the balance sheet method, except that in this method only changes in current
assets and liabilities are considered.

Check your progress S
1.  Which following method is not used for preparing cash budget
(a) Receipt and Payment Method
(b) Adjusted Profit and Loss method
(c) Ratio Analysis method
(d) Working capital method

4.6 ILLUTRATIONS

Illustration 1:

From the following data prepare Cash Budget for the period from 1* July to



31* December, 2019 when the opening cash balance is expected to be X .

50,000 CASH BUDGET
Factory | Administrati | Selling
Month Sales Purchases | Wages Expenses | on Expenses | Expenses
% % % % % %
May 2,00,000 90,000 | 18,000 12,000 7,000 8,000
June 1,80,000 95,000 | 20,000 14,000 8,000 9,000
July 2,10,000 94,000 | 19,000 10,000 7,000 8,000
Aug 1,70,000 94,000 | 15,000 13,000 5,000 8,500
Sept. 1,75,000 85,000 | 22,000 14,500 6,500 8,600
Oct. 2,20,000 72,000 | 18,000 11,000 7,200 9,300
Nov. 2,12.000 75000 | 21,000 9,500 7,500 7,800
Dec. 2,50,000 65,000 | 20,000 10,000 7,400 6,500
Additional Information:
(1) Machinery to be purchased for X .60, 000 in July will be payable on
delivery.
(2) Period of credit allowed by suppliers is 1 month and the same credit
period is allowed to customers.
(3) Wages are paid after one week, while factory, administrative expenses
and selling expenses are paid one month after the month in which they
are incurred.
(4) A sales commission of 2 2% on sales is paid two months after sales.
(5) Machinery to be purchased in August for X . 1, 80,000 is payable in
equal instalments in September and October.
Solution:
Notes :
(1)  As the credit period for sales is one month, the collection for credit
sales during each month will be for the sale of the previous month e.g.
in July, the collection will be made for June. 1.e.X 1, 80,000. Similar
calculations will be made for all the 6 months.
(2)  Credit purchases will be similarly paid after one month e.g. in July,
payment will be made for the purchases of June i.e. X. 95,000.
(3) Sales commission at 2 2 % on sales of may will be paid in July. This
will be 2 /2 % of X . 2,00,000 =X . 5,000.
Month July Aug. Sept. Oct. Nov Dec.
3 3 3 3 3 3
June 20,000 X 1/4 5,000 - - - - -
July 19,000 X3/4 14,250 4,750 - - - -
Aug. 15,000 -1 11,250 3,750 - - -
Sep. 22,000 - -1 16,500 5,500 - -
Oct. 18,000 - - -1 13,500 4,500 -
Nov. 21,000 - - - -1 15,750 5,250
Dec. 20,000 X % - - - - - 15,000
Total 19,2501 16,000 20,250 | 19,000 ] 20,250 | 20,250

CASH MANAGEMENT-
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(4) Calculation of Wages

(5) Other expenses of previous month will be paid during the current month
e.g. factory expenses of X. 14,000 of will be pain in July

(6) As there is a deficit of cash balance of X . 28,600 in October, an ar-
rangement will have to be made with the bank for overdraft.

Cash Budget
For the period of 6 months from 1-7-2019 to 31-12-2019

Particular July Aug. Sept. Oct. Novw. Dec.
3. 3 3 3 3 (&

Opening Balance 50,000 19,750 90,250 24,250 -28,600 67,275
Receipts :

Sales Collection 1,80,000 | 2,10,000 | 1,70,000] 1,75,000| 2,20,000 | 2,12,000
Total Receipts (A) 2,30,000 | 2,29,750 | 2,60,250 | 1,99,250| 1,91,400 | 2,79,275
Payments :

Purchase 95,000 94,000 94,000 85,000 72,000 75,000
Wages 19,250 16,000 20,250 19,000 20,250 20,250
Factory Exp. 14,000 10,000 13,000 14,500 11,000 9,500
Adm. Exp. 8,000 7,000 5,000 6,500 7,200 7,500
Selling Exp. 9,000 8,000 8,500 8,600 9,300 7,800
Commission on Sales 5,000 4,500 5,250 4,250 4,375 5,500
Cap.Exp.(Machinery) 60,000 - 90,000 90,000 - -
Total Payments : (B) 2,10,250 1,39,500 | 2,36,000 | 2,27,850 | 1,24,125] 1,25,550
Closing cash Balance 19,750 90,250 24,250 -28,600 67,275 | 1,53,725
[(A) —(B)]

4.7 Let Us Sum Up

A cash budget is a forecast to future cash activities. It is a chart of future
incomes and expenses. It co-ordinating financial plan for a business enter-
prise. It includes estimates of sales, production, purchases, labour cost,
overheads and financial position

4.8 Answer for Check Your Progress

Check your progress 1
Answer: (1-a)
Check your progress 2
Answer: (1-c)
Check your progress 3
Answer: (1-¢)
Check your progress 4
Answer: (1-d)
Check your progress S

Answer: (1-¢)

4.9 Glossary

o Cash budget : Result between cash receipt and payment for a definite
future time period

o Surplus Funds : Excess cash

o Working Capital : Changes in current assets and current liability



. Adjusted Earning : Adjusted Profit and Loss CASH MANAGEMENT-
. Rigidity : Does not shows flexibility CASH BUDGET

4.10 Assignment

1. What is Cash BudgetX Describe its usefulness and explain method of
preparing Cash Budget

2. Fromthe following forecasts of income and expenditure prepare a cash
budget for the three months commencing 1* June, when the bank bal-
ance was 390,000

Month  Sales Purchase Wages  Factory exp. Admin Exp.

April 80,000 41,000 5,600 3,900 10,000
May 76,500 40,500 5,400 4,200 14,000
June 78,500 38,500 5,400 5,100 15,000
July 90,000 37,000 4,800 5,100 17,000
August 95,000 35,000 4,700 6,000 13,000

A sales commission of 5 per cent on sales, due two months after sales, is
payable in addition to selling expenses. Plant valued at X 65,000 will be pur-
chased and paid for in August, and the dividend for the last financial year of
X 15,000 will be paid in July. There is a two month credit period allowed to
customers and received from suppliers. Assume that wages, factory expenses
and administration and selling expenses are payable in the following month.

[Ans. Closing Balance June 1, 01, 400, July 93,075, August 37,250]
4.11 Activities

What do you mean by Cash BudgetX

4.12 Case Study

How does a cash Budget help in management of working capital

4.13 Further Reading
Beteson, John E.G. and K. Douglas Hoffman, Meaning Services
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BLOCK SUMMARY

This block give detailed information about working capital management meth-
odology and describes the relationship among assets and liabilities. The block
explained more about Inventory Management & Receivables, its features in
terms of financial accounts, trade, and customer and book debts.

After studying this block, students understand correctly about cash budget
and its role in terms of financial aspects for the company. The concept of
working capital involves main part of all corporate strategy are well detailed
for the students.



BLOCK ASSIGNMENT

Short Answer Questions

A e A U o o

10.

List the needs of credit policy.

What is Cash Payments.

State the benefits of credit policy in Receivables.
Explain focal point of financial management in a firm,
List out various Sources of working capital

Write various Types of inventory

What are the Functions of inventory control.

Write Objectives of maintaining Receivables

Factors influencing the size of Receivables

Advantages of Cash Budget

Long Answer Questions

1.

A U o

XYZ 1s an oil based business company, which does not have adequate
working capital. It fails to meet its current obligation, which leads to
bankruptcy. Identify the type of decision involved to prevent risk of
bankruptcy:.

What are the features of working capital management.
State the need of working capital management in affirm.
Motive of holding inventory

Explain Semi-finished goods

How to Maintaining Costs of Receivables

What is Adjusted Profit
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Enrolment No.:

1. How many hours did you need for studying the units ?

Unit No. 1 2 3 4

Nos of Hrs

2. Please give your reactions to the following items based on your reading
of the block:

ltems Excellent Very Good Good Poor Give specific
example if any

Presentation Quality D D |:| D

Language and Style

lllustration used
(Diagram, tables etc)

Conceptual Clarity

Check your progress
Quest

Feed back to CYP
Question

O OO oOo
O O oOod
O oo oOood
O O o oOod

3. Any Other Comments
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MANAGEMENT ACCOUNTING

BLOCK-4 CONTROLLING TOOLS AND MANAGE-
MENT AUDIT

UNIT1
BUDGET & BUDGETORY CONTROL

UNIT 2
FLEXIBLE BUDGET

UNIT 3
MARGINAL COSTING

UNIT 4
MANAGEMENT AUDIT



CONTROLLING TOOLS  BLOCK 4: Controlling Tools and Management Audit
AND MANAGEMENT

AUDIT Present day business world is in full of competition. Instability exposed to different
types ofrisks. This complexity of administrative problems has driven to the ad-
vancement of different administrative tools, techniques and methods valuable for
the administration in managing the business effectively. Budget is most common,
valuable and broadly utilized standard devices of planning and control. The bud-
getary control has presently gotten to be a fundamental instrument of administra-
tion for controlling costs and maximizing benefit. Cost can be decreased, wastage
can be avoided and appropriate relationship between cost and incomes can be
built up as it were when the various variables of production are combined in ben-
eficial way. The resources of a business can be viably utilized by proficient con-
duct of’its operations. This requires careful working out of appropriate plans in
progress, co-ordination and control of activities on the part of administration.

Marginal costing isn’t a strategy of cost ascertainment like job costing or contract
costing. Marginal costing may be a strategy of costing, which may be utilized with
other strategies of costing. For decision making, it is more supportive to adminis-
tration. The other names for marginal costing are direct costing, differential cost-
ing, incremental costing and comparative costing.

Management audit is a modern concept in the sphere of auditing. The administra-
tion audit is a development of inside review and which is presently called Manage-
ment Audit. It is the most recent improvement of internal audit. In spite ofthe fact
that, this concept is still in its earliest stages, however it has caught world-wide
attention of Bookkeepers, It covers review, evaluation and seriously examination
of'targets, programs, arrangements, strategies, Organizational structure, choices
and inside controls of administrative policies and plans in comparison to pre-de-
termined guidelines

Block Objective

After completing this block, students will be able to:
. Understanding the Budget and Budgetary Control
o Study about the Flexible budget

o Study about Marginal Costing

o Need of Management Audit.

Block Structure

Unitl: Budget & Budgetary Control
Unit2: Flexible Budget

Unit3: Marginal Costing

Unit4: Management Audit
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Budget & Budgetary Control

1.0 Learning Objective

1.1 Introduction

1.2 Definitions and Characteristics of Budget
1.3 Meaning and Definition of Budgetary Control
1.4 Objectives of Budgetary Control

1.5 Advantages of Budgetary Control

1.6 Limitations of Budgetary Control

1.7 Classification of Budgets

1.8 Let Us sum up

1.9 Answer for check Your Progress

1.10 Glossary

1.11 Assignment

1.12 Case Study

1.13 Further Reading

1.0 Learning Objectives

After reading this unit, you will be able to understand:
o Definitions and Characteristics of Budget

. Meaning and Definition of Budgetary Control

o Objectives of Budgetary Control

o Advantages of Budgetary Control

. Limitations of Budgetary Control

1.1 Introduction

The complexity of modern management problems has led to the development of
various tools, techniques and procedures which may help the management in
resolving the problems they face. One of these important tools is business bud-
geting. The modern management have now realised the importance of planning
their business operations in advance. They know that the success or otherwise of
any business activity depends on careful planning. The management prepare them-
selves to face successfully the possible advertise by visualising them in advance
and can also avoid or minimise the errors that may inflict a heavy loss on the
business. The management endeavour, through business budgeting, to give a defi-
nite direction to the activities of their organisation.

One of the important functions of management is to plan, to co-ordinate and to
control the operations of business organisation in such a manner that its basic
objectives may be realised. In fact, budgeting is necessary in all walks of life.
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CONTROLLING TOOLS  Evenanaverage person has to make an estimate of his monthly income on the one
AND MANAGEMENT hand, and monthly expenditure on food, clothing and other requirements on the
AUDIT other. Ifestimated expenditure exceeds estimated income, he will try to curtail
expenditure on some of his requirements. In this case, he uses budgeting as a tool
of control. Of course individual budgets exist only in the mind of the individuals
concerned and are rarely available in a written form. But they are not different
from business Budget so far the objective is concerned, through the letter are

more carefully devised, take a longer period of time and are not unwritten.

Check your progress 1

1. To control the operation of business organisation, Given One basic follow-
ing is not the important functions of management

a. To plan,
b. To co-ordinate

c. To control

d. To be dependant

1.2 Definitions and Characteristics of Budget:

A budget is a forecast of future activities; it is a chart of future incomes and ex-
penses. It is a co-ordinating financial plan for a business enterprise. It includes
estimates of sales, production, purchases, labour cost, overheads and financial

position.
L Institute of cost and Management Accounts, England has given following
definition ofa budget.

“A Budget 1s a financial and/ or quantitative statement. Prepared and approved
prior to a defined period of time of the policy to be pursued during that period for
the purpose of attaining objectives. It may include income, expenditure and em-
ployment of capital.

The above definitions make it clear that budgets are prepared to achieve objec-
tives and targets of business. It is prepared for a definite period of future time. It
expresses targets either in quantitative terms of in financial terms or in both.

Characteristics:

The main features of business budgets, as derived from the above definitions, are
as follows:

I.  Itis an important instrument of control. The budget reports indicate
whether and to what extent have the original target been realised. More-
over, the responsibilities for different operations are clearly located before
budgets are framed. Hence the activity of every executive can be easily
evaluated and controlled. Thus, the budget serves as an instrument of plan-
ning and controls both.

II. Continuous process: The framing of business budget and its implementa-
tion both go hand in hand. At the same time, control is exercised over the
actual operation of the business to ensure that it does not deviate from the
plan of action as indicated in the budget. The actual performance of the
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enterprise is compared with the budgeted results and if any discrepancy is
observed between them, an attempt is made either to revise the targets of
the budget or to take corrective measures.

It is a plan not only of the resources of an enterprise, but of its
operation as well:

The targets are fixed for all aspects of the operations of the firm and esti-
mates of expenses and revenues involved are also stated precisely. The
budget covers all activities of an enterprise.

The amount of resources that would be required for each ofthese activities
is anticipated and the arrangement to be made to obtain resources at a right
time is also suggested therein.

It is a comprehensive plan of business: In the sense that it covers all
aspects of business operations. Of course, each head of department pre-
pares a budget pertaining to the operations of his own department. But
finally an overall budget has to be framed on the basis of these departmental
budgets. A departmental budget, independent from other similar budgets,
has no meaning.

Itis an integrated plan: The budget committee or the budget officer has
to reconcile and co-ordinate various budgets prepared by the heads of
different departments in the unit, the production budget and sales budget,
for example, should be so devised that there is no conflict between them. If
the basic objectives of the enterprise are not kept in view while preparing
the budgets of various departments, there will be no consistency between
them. In that case, departmental budgets will do more harm than good.

In future it covers a definite period of time: The target have no mean-
ing unless they are linked to a definite period of time. A company for ex-
ample, may envisage a total profit ofX 1, 00,000.But if it does not specify
the time period within which this profit is to be made. Its target loses its
meaning. On the other hand, ifit is decided that a profit ofX 1, 00,000 is to
be made during the year, it is then possible to prepare a concrete plan of
actions to realise the target. So far as time period is concerned. There are
two types of budgets- long term budgets and short term budgets. for in-
stance, to earn prestige as a firm, making the most reliable product the
market may be a long term objective. Then, short term budgets may be
framed so that gradually the company concerned moves towards the long
term objective.

It is expressed in financial form. In its original form, the budget lays
down its targets and estimates in physical terms. For instance, estimates of
sales are expressed in physical units of the product. But finally, these esti-
mates are converted in monetary units. The reason is that physical units
used to express the estimates and targets are not same in all sectional bud-
gets of the enterprise. For example, while magnitude of labour is expressed
in terms of man-days. the quantum ofraw materials is indicated in terms of
kilograms or units. Evidently. They cannot be aggregated unless they all are
expressed in terms ofa common units i.e. money.

BUDGET &
BUDGETARY CONTROL
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AND MANAGEMENT 2 Abudget is a forecast of future activities; it is a chart of

AUDIT .
a Future incomes
b. Future expenses
C. Both future income and future expenses

d. None of above

1.3 MEANINGAND DEFINITION OF BUDGETARY CONTROL

Budgetary control is a process which covers making of a business budget, com-
parison of the actual performance with the budgeted one and detecting the errors
and mistakes committed so that an attempt may be made to rectify them in future.

According to Moore and Jakedine, “Budgetary control is using budget as a tool of
controlling the actual operation of business”

The Institute of cost and Management Accountants, London, defines the
term budgetary control as “The establishment of budgets relating the responsibili-
ties of executives to the requirements of a policy and the continuous comparison
of actual with budgeted result, either to secure by individual action the objectives
of'that policy or to provide a firm basis for its revision.”

Thus, the main elements of budgetary control are as follows:
o To prepare departmental budgets.

o To co-ordinate all departmental budgets so that all activities of the enter-
prise may be integrated.

. To compare actual results with the budgeted estimates so that variances
may be detected and removed.

Check your progress 3
3. Which following elements is not a part of budgetary control ?
To prepare departmental budgets.

To co-ordinate all departmental budgets so that all activities of the enter-
prise may be integrated.

c.  To compare actual results with the budgeted estimates so that variances
may be detected and removed.

d.  To compare actual results with past year result.

1.4 OBJECTIVES OF BUDGETARY CONTROL:

Basic objective of budgetary control is to lay down the goal of business so that
available resources may be utilised most efficiently. To be more precise, the main
objectives of budgetary control are as follows:

L To define in clear terms the basic goals of the business.

II.  To inform the persons concerned of these goals.

II.  To chalk out a detailed plan of action.

IV.  To co-ordinate various activities in such a manner that optimum utilisation of

resources.
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To provide a method of evaluating the actual activity.
Let us examine the above objectives in some more details.

Defining Basic Goals: In essence, budgeting implies determination of basic
goals and formulation of short term plans to achieve them, Thus, budget
establishes a harmony between the long term and short term goals ofthe
enterprise. For the achievement of short term goals, targets are fixed. These
target help in the realisation of goals in two ways — one, through providing
proper information and second, by providing effective incentives. Detailed
targets are fixed for various operations which make it easy to know who is
responsible for what. also, the performance of executives can be evaluated
in the light of these targets. This encourages the executives to improve their
performance. The targets clarify the basic goals of the enterprise.

Communicating the Goals: Clear In fact, budgets are prepared mainly to
inform the executives and employees at all levels about the basic goals of
the enterprise. It is the duty of the top executives to make the low level
officials aware ofthe work they are expected to do. Thereby, the low level
officials come to understand the basic goals of the enterprise and this un-
derstanding motivates them to make an effort to realise them.

Making a Plan of Action : Budget are prepared with a view to make a
plan of action so that it is clearly known what is to be done, how it is to be
done and by whom it is done. This is necessary to avoid misunderstanding
on the part of excutives and employees. Moreover, the persons concerned
can have proper guidance as to the direction in which the efforts are to be
made. Truly speaking budget shows the path towards the goal of enter-
prise. It represents a time bound programme showing what is to be accom-
plished within a definite period of time.

Co-ordination between Various Activities and Efforts: Budgets are
prepared to ensure that different departments of the enterprise do not
operate inconsistently. Their activities must be oriented towards the goal of
the enterprise. The budget of the production department must not provide
for the manufacturing of a product which it is not possible for the sales
department to sell. Conversely, the sales department must not provide for
the sale of a product which production department cannot produce in
required quantities. The purchase department must not purchase materials
in excess of the requirements of the Production department. Budgets avoid
such inconsistencies between the behaviour of different departments, and
thereby it avoids imbalances and wastage of resources. While preparing
the budgets, the heads of various departments are therefore required to
keep in contact with one another constantly.

To Provide an instrument of control: Since budget represents a detailed
plan of operation, the responsibility of each department, official and em-
ployee gets fixed making it possible to evaluate it is an objective manner.
Periodically budget reports are prepared department-wise in which actual
performance is compared with the predetermined targets of the budget. It
becomes obvious to what extent the performance of an employee is up to

BUDGET &
BUDGETARY CONTROL
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CONTROLLING TOOLS the standard set in the budget. Of course,while evaluating their performance,
AND MANAGEMENT circumstantial changes need to be taken into account. The officials might
AUDIT have failed to achieve budget target due to the change in circumstances
beyond their control. The effect of change in external and uncontrollable
factors must not be overlooked. In this way, the causes of discrepancy be-
tween the actual results and budgeted target are identified and steps are

devised to remove this discrepancy to the extent possible.

Check your progress 4

4. Basic objective ofbudgetary control is to lay down the goal of business so
that available resources may be utilised most efficiently. Which following
given objectives of budgetary control is not true.

a. To define in clear terms the basic goals of the business.

b. Do not share inform to the persons who are concerned with these goals.
c. To chalk out a detailed plan ofaction.

d. To co-ordinate various activities in such a manner that optimum utilisation

of resources.

1.5 ADVANTAGES OF BUDGETARY CONTROL:

Budgetary control is an important instrument of control with the management.
Thereby they can visualise future advertises and make provisions to face them
successfully. It helps them evaluate the working of different departments and per-
formance of employees as well. The main advantages of budgetary control may
be summarised as under:

I.  Planning: Budget is a short term plan of future activities. As it gives an
opportunity to make estimates of future force and visualise the possible con-
tingencies, it enhances the efficacy of management.

II. Co-ordination: As a comprehensive master budget is prepared on the ba-
sis of departmental budgets, it ensures co-ordination and makes all depart-
ments to co-operate in attaining the target fixed by the budget.

ITII. Control: Budget targets set a standard against which actual performance is
evaluated. Thereby it reveals the degree of success achieved in the direction
of targets. [fnecessary, corrective measures can be devised. Thus, it makes
it possible to exercise control over each aspect of operation and also over
the activities of each official.

IV. Decentralisation: Budget facilitates decentralisation of business activity
and distribution of responsibilities among the officials. The business unit gets
divided into different departments. Each ofthese departments shoulders the
responsibility to prepare and implement the budget of'its own. For this pur-
pose, authority and powers to do so are delegated to the heads of depart-
ments.

V.  Efficiency: Before budget is prepared, all factors affecting the business
operation are studied in details. Consequently the scope of conflicts is re-
duced and that of mutual co-operation is increased.
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Co-operation: As executives and heads of departments have to meet of-
ten to discuss the provisions of budget. They can understand one another’s
problems. Consequently the scope of conflicts is reduced and that of mu-
tual co-operation is increased.

Efficient Communication: If ensures effective communication. To give in
writing the goals, targets, programmes and responsibilities to all persons
concerned is an integral part ofthe implementation of the budget programme.
This removes the possibility of doubts and misunderstanding as to the kind
of work to be done, the manner in which it is to be done and time period
within which it is to be accomplished. As a result, a healthy atmosphere of
cordial relation is created in the unit.

Efficient use of Resources: The budget ensures optimum utilisation of
available resources. Efforts of all officials and employees are directed to-
wards the same goal. Hence, physical and human resources can be utilised
to the fullest extent and the aim of maximum profits can be achieved.

Higher morale and Productivity: Since supervisor and employees are
also called upon to take part in framing business budgets, their morale is
strengthened. A harmony is established between the goals of the enterprise
and those of the individual employees. Employees are inspired to put their
heart in the implementation of budget programmes. Consequently, produc-
tivity of the enterprise gets a boost.

5.

Check your progress 5

The main advantages of budgetary control may be summarised as under:
a. Success Depends on Estimates

b.  Rigidity

c.  Collective Effort

d.  Planning: Co-ordination and Control

1.6

LIMITATIONS OF BUDGETARY CONTROL:

The advantages of budgetary control enumerated above are no doubt impressive.
There is therefore a possibility that its limitations may be ignored by the manage-

ment.

Wherever budgetary control has failed to yield positive results; it is mainly

due to two reasons. One is the lack of interest and therefore the apathy of the
management towards effective implementation of budgetary control. Second is
the neglect of some serious limitations of budgetary control. They are as follows:

L.

II.

Success Depends on Estimates: Budget plan is based on estimates.
The success of budget programmes depends on the accuracy of estimates
pertaining to different operations of the enterprise. Hence budget figures
must be arrived at after careful consideration of all relevant factors and
facts, it is desirable to use recently developed statistical methods to bring
in budget estimates as much accuracy as possible.

Rigidity: It is necessary to adopt budget programmes to changing condi-
tions in and out of the enterprise. Different techniques should be used to
prepare budget programmes and also to change them whenever neces-
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III. Collective Effort: Execution of budget programme is not an easy task. It
requires a collective effort of all the executives simultaneously. Each one of
them has to work sincerely to achieve the targets assigned to him. Each
executive must realise that ifhe fails to achieve the targets concerning the
operation ofhis department, it will have adverse effect on the operation of
other departments.

IV.  Budget is only a Tool: Budget can never be a substitute for management
and administration of a business unit. Budget is merely an instrument in the
hands ofthe management. In the budget manual of a well-known company,
it is rightly remarked that, ‘Budget is to be treated not as our master, but as
a servant. [t is one ofthe best tools to develop the activities of the whole
business unit as well as those of each individual within it. Yet must not be
taken as a perfect and complete instrument.’

V. Expensive: Preparation of budget programmes and implementation thereof
are highly expensive affairs. The small firms cannot afford to use budgeting
technique therefore. Moreover, if budget programmes are not devised care-
fully, they are likely to harm the interests of the business.

VI.  Success in the Long Run only: The managers who expect immediate
gains from budget programmes are bound to be disappointed and frus-
trated. The budget procedures and techniques can be developed only after
a long period of experience. They yield fruits in the long run.

VII. Disappointment Caused by High Targets: Budget targets must not be
high and over-ambitious. If they are unrealistic and impracticable, employ-
ees fail to achieve them. They get frustrated and demoralised. All this re-
duces the efficiency of business.

VIII. Defective Evaluation: It is essential to monitor continuously how far budget
targets have been achieved. IF evaluation system is defective, the ineffi-
ciency of the personnel will not be detected and budgetary control will not

serve any useful purpose.
Check your progress 6
6.  Which of'the following limitations of budgetary control is not true,
a.  Expensive
b.  Success in the Long Run only
c. Success is not Depends on Estimates
d.  Defective Evaluation
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1.7 Classification of budgets

Different types of budget Different types of budget: Different types of budget

1. Long Term
! (A) Onthe basis of
time
2. Shortterm

W = 1. Fixed
E; || (B} Onthe basis of
%0 Flexibility .
= = 2. Flexible
o
'-8 = (a) Materials budget
C o = 1. Sales budget
g _| (b)Directlabour
] budget
2 2.Production Cost »
= -|Budget
. (c) Factoryoverhead
(0 budget
(@) _| 3. Administrative cost
budget
_|(D) service department
budget
| 4.salesand
distribution cost budgetl
(C) Onthe basis of
Functions
| 5. Rsearchand
development budget
=~ 6. Capital Budget
| 7. CashBudget
(Financial Budget)
= 8. Master Budget

(A) Classification According to Time

(1)  Short term Budget: These budgets are generally prepared for one year
or less than 12 months period Short term budget is prepared for that time
ofbusiness where long term forecasting is difficult, quarterly or half yearly
budgets are prepared.

(2) Long term Budget: The period of budget is for five year to ten years.
Long term budgets are prepared for capital expenditure, research and
development and long term financial planning.

(B) Classification according to flexibility

(1) Fixed Budget: According to [CMA ‘A budget which is designed to re-
main unchanged irrespective level of activity actually attained” e.g. where
sales, cost and expenditure can be forecast with accuracy.

(2)  Flexible Budget: where forecast of Sales, revenue and expenditure are
difficult. Where demand is uncertain or unpredictable

(¢) Classification according to function: The usual functional budgets ofa

business unit are as under
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3)

“)

®)

©6)

Sales Budget: This is most important budget, as it is most difficult to fore-
cast This forecast is based on nature of product, method of distribution,
size of business etc. Normally below procedure are used to arrive at defi-
nite forecast of'sales value and volume

Personal opinion of sales manager and salesmen and other who are di-
rectly or indirectly connected with sales activity

Final estimate of future sales can be arrived at on basis of personal opinion
of salesmen and sales manager

Area wise sales estimation
Sales manager take responsibility to shape final sales budget

Period of'sales budget is one year. But if planning is for long term sales may
also framed for next five year or ten years sales budget.

Production Budget: Production manager prepare this budget to forecast
output of production. The object of budget is to decide quantity of produc-
tion and cost of production. this budget is prepared to maintain a minimum
stock of finished goods. It is possible to ascertain cost per unit as well as
profitability of each product. Before preparing production budget follow-
ing budgets are prepared for finding cost of production. Cost of produc-
tion includes materials, labour and overheads. Therefore separate follow-
ing budget are required for each item.

Materials Budget

Labour Budget

Overhead Budget

Service department Budget.

Administration overheads Budgets: This budget covers the expendi-
ture of administrative office and management salaries. It is ready with the
help of past involvement and anticipated changes in future. Most of admin-
istrative cost is fixed and constant therefore this budget can be framed with
less difficulty.

Selling and Distribution Overhead Budget: This budget relates to of-
fering and conveyance of'items for the budget period and is based on sales
budget. It is for the most part arranged territory shrewd by the sales super-
visor of each region. The selling and distribution overheads are separated
into settled, variable and semi-variable; and evaluated is taken on the basis
of’past records.

Research and Development Budget: [fcompany wants to survive in
competitive market and want benefit of monopoly. Research and develop-
ment activities go on continuously. Company should frame separate budget
related to research and development activities.

Capital Budget: When company want to purchase capital fixed assets
like building, machinery and Equipment Company needs Capital budget
because capital expenditure can be recovered only in the long run, they
need a careful planning.



(7)  Cash Budget: This budget represents the amount of cash receipt and
cash payments Accountant make it monthly or weekly bases to ensure
sufficient cash requirement for business

(8) Master Budget: Master budget is a summary of all functional budgets
showing the overall position of the budget. It is also known as summary
budget or finalized profit plan because ultimate goal of business is to make
profit.

1.8 Let UsSum Up

The complexity of modern management problems has led to the development of
various tools, techniques and procedures which may help the management in
resolving the problems they face. One of these important tools is business
budgeting. Abudget is a forecast of future activities; it is a chart of future incomes
and expenses. Basic objective of budgetary control is to lay down the goal of
business so that available resources may be utilised most efficiently. To be more
precise

1.9 Answer for Check Your Progress

Check your progress 1
Answer: (1-d)
Check your progress 2
Answer: (1-c)
Check your progress 3
Answer: (1-d)
Check your progress 4
Answer: (1-b)
Check your progress 5
Answer: (1-d)
Check your progress 6
Answer: (1-c)
1.10 Glossary

o Endeavour-An attempt to achieve a goal

o Inflict-Impose

1.11 Assignment

Advantages of Budgetary Control
Limitations of Budgetary Control
Explain Classification of Budget

1.12 Case Study

Objectives of Budgetary Control

1.13 Further Reading

Management Accounting by Chand
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FLEXIBLE BUDGET

2.0 Learning Objective

2.1 Introduction

2.2 Classification of Cost

2.3 Method of Constructing a Flexible Budget
2.4 Utility of Flexible Budgeting

2.5 Illustrations

2.6 LetUssumup

2.7 Answer for check Your Progress
2.8 Glossary

2.9 Assignment

2.10 Case Study

2.11 Further Reading

2.0 Learning Objective

After reading this unit, you will be able to understand:
. Classification of Cost

o Method of Constructing a Flexible Budget

o Utility of Flexible Budgeting

o Illustrations

2.1 Introduction:

Management will adopt fixed budget when it is possible to forecast sales, revenue
and expenditure with reasonable degree of accuracy. Under this method, budgets
are prepared for different departments of business on the basis of fixed level of
activity. For example, if it is possible to forecast with certainty that sales during the
next year would amount to 1,00,000 units, then sales budget, production budget
and materials budget etc. would be prepared on the basis of this sales estimate
only. Costs and output associated with any other level of sales is not considers.
Estimates are made only for a single level of business activity.

But when accurate forecast of sales and revenue are not possible, demand for the
product is uncertain and, for any reason, level of production is unstable during the
budget period, management will make use of flexible budgeting.

The Chartered Institute of Management Accountants of England defines a flexible
budget as a “a budget which is so designed that it changes with the level of activity
actually attained, keeping in view the differential of fixed, semi-fixed and variable
costs. “Recently it has defined it as, “A flexible budget is a budget which, by
recognising different cost behaviour patterns, is designed to change as volume of
output changes.



The main points that follow about flexible budgeting from the above definition are:

L

1L

I

It is so designed that it changes with the level of output actually attained.
From the very beginning, it determines the total cost and per unit cost at
different levels of production.

To prepare flexible budget, costs are divided into three categories: fixed
costs, semi-fixed or semi-variable costs and variable costs

Under flexible budgeting method, department-wise estimates are laid down
for various levels of activity. For example, estimates of materials and labour
costs etc. are given for the production of 50,000 units, for 60,000 units,
75,000 units and so on.

I.

Check your progress 1

Management will adopt fixed budget when it is possible to.....
(a) Forecast sales

(b) Forecast Revenue

(c) Forecast expenditure with reasonable degree of accuracy
(d) Allof above

Ifit is possible to forecast with certainty that sales during the next year
would amount to 1, 00,000 units which type of budget would be prepared
on the basis of this sales estimate....

(A) Sales budget

(b) Production budget
(c) Materials budget
(d) Allof above

2.2 Classification of Costs:

As stated above, there are three types of costs:

(1) Fixed costs, (2) Semi-fixed or Semi-variable costs and (3) Variable costs. Let
us examine each of them.

)

Fixed Costs: These are the costs which remain constant whatever may be
the level of production. The total fixed costs unaffected by the change in
the level of production. For instance, if monthly salary of the manager isX
20,000, he must be paid this sum whether production is 2,000 unit, 3,300
unit or 6,700 units. It must be remembered that it is the total fixed cost
which remains constant and not the per unit fixed cost. In fact, since total
fixed cost is constant per unit fixed cost decreases with the increase in
output. For example given above, salary cost per unit will be X 10 when
2000 unit produced X 8when 2,500 units are produced and X 2 when
10,000 units are produced.

In short, while total fixed cost does not change with production per unit
fixed cost does change with it, but in opposite direction. Secondly it must
also be noted that it is only in short run that some costs are fixed. In the long
run, all costs are variable. For example, factory building may be expanded
and an assistant manager may be appointed in order to increase output by
100 per cent.

FLEXIBLE BUDGET
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Variable Cost: These are the costs which change with output direct labour
cost is an example of variable cost, because it increases when output is
increased. Generally, direct materials cost and direct labour cost increase in
the same proportion as output. When output is increased by 100 per cent,
direct labour cost also increase by 100 per cent. Costs associated with
sales are also of the same nature. The salesmen’s commission, for instance,
is linked to the volume of sales. It increases with the volume of sales.

While total variable cost change with output, per unit variable cost remains
constant. For example. [fper unit labour cost X 5 and total production is
1,000 units, total labour cost willamount to X 5,000. But when production
is increased to 2,000 units, total labour cost will increase to 310,000, through
per unit labour cost will be constant at X 5. Direct materials cost, power
cost etc. Are other examples of variable costs Such costs can be reduced
even in the short run, by controlling them.

Semi-variable Costs: These are the costs which are partly fixed and partly
variable. Depreciation of machinery is an example of semi-variable cost. To
the extent, machines work, they get depreciated. But even when machines
are out of work their value decline with the passage of time. Another ex-
ample of semi-variable cost is telephone bill. A part ofthis bill represents
rent which is fixed in amount. But if phone calls exceed a definite limit, a
certain change is collected per phone call.

The main points of difference between fixed and variable costs may be
summarised as under,

Difference between fixed costs and variable costs

L

1L

L.

Fixed cost does not change with output, while variable costs increase or
decrease with output

Total fixed costs are always constant, but per unit fixed cost declines with
the increase in output, while per unit variable costs are always constant, but
total variable costs increase when output in increased.

Fixed costs are linked to the period of time and not to the level of output.
Fixed costs are not fixed in the long run. While variable costs are linked to
the level of output and not to the period of time.

Check your progress 2

To prepare flexible budget, costs are divided into following categories:
(a) Fixed costs,

(b) Semi-fixed or semi-variable costs

(c) Variable costs

(d) Allof above

Fixed costs cannot be controlled in the short run. While variable costs can
be controlled in the short run and can be economized thereby.



2.3 Method of Constructing a Flexible Budget

Three methods are available for preparing a budget related to different levels of
business activity. These are as follows:

L Tabular method or multi-activity method.

II.  Ratio method or Formula method.

L. Graphic method or charting method.

L Tabular method or multi-activity method.

Under this method, estimates are given in the budget for different levels of
production and sales. Different levels associated with these levels of production
are given in columns.

Two problems are of vital importance here. First problem is with regard to
the determination of measure. Generally, budget estimates are expressed in terms
of money or physical units, but sometimes they are expressed in terms of man
hours or machine hours too. The second problem is related to determining the
levels of activity for which budget estimates are to be prepared. Generally, a few
levels around the anticipated activity are chosen for this purpose. For example, if
management hopes to reach 80 per cent activity during the year, then budget
would be prepared also for 60, 70, 80 and 90 per cent activity.

II. Ratio method or Formula method.

Under this method, budget for an average level of production is prepared. On this
basis, all costs are estimated for each unit level of production.

For example, if variable costs are X 60,000 at the level of 60 percentages, the
same will be X 1,000 at the level of one per cent, in this way, ratio for all kinds of
costs at a unit level of production are obtained. These ratio help to find out the
possible situation at any level of production.

For example, if at the level of 60 per cent production, fixed costs are X 70,000
and variable costs are X 30,000, then variable costs at the level of one per cent
production will be X 500. Ifa budget is to be prepared for 80 per cent production
level, it will be as follows:

Fixed costs 70,000
Variable costs 80 X X 500 40,000
Total cost X.1.10.000

This is how costs and incomes can be estimated for any level of production. It is
of course necessary to find out in advance different ratios and actual costs also
with the help of formulas

III. Graphic method or charting method.

Under this method, estimates of budget are presented graphically. First ofall,
costs are divided into three classes: fixed costs, semi-variable costs and variable
cost. Then figures of costs are obtained for different level of production. These
figures are represented in the form ofa graph. Production is measured on the x-
axis, while costs are measured on the y-axis. A glance at the graph is enough to
find out figure of estimates for any level of production. This graph resembles the
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break-even chart in which the variable costs are curve is drawn in place of sales
curve, fixed costs line is a straight horizontal line and total costs curve line above
both of these curves.

Check your progress 3

1. Which following method is not included in flexible budget.
(a) Receipt and payment method
(b) Ratio method or Formula method.
(¢) Graphic method or charting method.

(d) Tabular method or multi-activity method.

2.4 Utility of Flexible Budgeting

Under the fixed budgeting method, controlling of business operation becomes
difficult when actual performance differ from the performance targeted in the bud-
get. Suppose a budget is prepared on the assumption that sales would be of the
order of 60,000 units during the budget period. But suppose actual sales touch the
figure 0£90,000 units. In that case comparison of actual with the estimate loses its
meaning and no judgement can be made about the efficiency ofthe operation of
business unit. To make comparison meaningful, budget estimates will have to be
changed. As against this, budgets are prepared in advance for different level of
sales under flexible budgeting method, so that any actual result can be accommo-
dated in the budget, making comparison of actual achievements with budget tar-
gets meaningful and lively. In fact, flexible budgeting represents a collection of
various budgets associated with various possible level of business activity; it does
not content with just a single budget associated with just a single definite level of
business activity. Therefore, flexible budgeting can reveal to the management what
will be the effect of a change in actual sales and production on costs and profits. It
is helpful to those officials also who are in charge of preparing budget reports by
comparing the actuals with budget estimates. Thus management gets figures ready
in the budget whatever may be the actual level of activity.

Thus, flexible budgeting seems to be extremely beneficial to the management. In
fact however, it is too difficult to practise. Flexible budgeting necessitates a classi-
fication of costs into fixed costs and variable costs. This is not an easy job. Let us
illustrate this point. Consider the following example ofa flexible budget.

Check your progress 4

1. Under the fixed budgeting method, controlling of business operation be-
comes difficult

(a) When actual performance differs from the performance targeted in the bud-
get.

(b)  When actual performance and performance target are same.

(c) When actual performance need not require to compare with performance
target

(d) None ofabove




2.5 Illustrations

FLEXIBLE BUDGET
With the following data for 50 per cent activity, prepare a budget for production
at 80 per cent and 100 per cent capacity.
Production at 50 per cent activity, 500 units
Material per unit X 100
Labour per unit 340
Expenses per unit X 10
Factory expenses 340,000 (40% Fixed)
Administration expenses X 30,000 (60% Fixed)
Solution
Production Level 50% 80% 100%
(Production in units) 500 Units 800 Units | 1000 Units
Direct Costs
Materials:X 100 per unit 50,000 80,000 1,00,000
Labour % 40 per unit 20,000 32,000 40,000
Expenses X 10 per unit 5,000 8,000 10,000
Variable factory over heads 20,000 32,000 40,000
R 40,000 X 60% =3 24,000/600 = 40 per unit)
Variable Administration Ovetheads 10,000 16,000 20,000
(X 30,000 X 40%=12,000/600=X 20 per unit)
Total variable Cost 1,05,000 1,68,000 2,10,000
Fixed cost : Factory 40,000 X 40% 16,000 16,000 16,000
Administration o/h 30,000 X 60% 18,000 18,000 18,000
Total cost 1,39,000 2,02,000 2,44,000

Illustration 2 :

KS creation Ltd. has prepared a budget for the production of 1, 00,000 units of

a certain commodity for a costing period as under:

Raw Materials 3, 00,000
Direct Labour 75,000
Direct Expenses 10,000
Work Overheads (70% Fixed) 2, 00,000
Administration Overheads (80% Fixed) 35,000
Selling Overheads (50% Fixed) 14,000

The actual production during the period was only 70,000 units. Calculate the

revised budgeted cost per unit.
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AND MANAGEMENT , Budget(1,00,000 Units) Actual(70,000 Units)

Particulars - .
AUDIT Total X Per UnitX Total X Per UnitX

Raw Materials 3,00,000 3.00 2,10,000 3.00
Director Labour 75,000 0.75 52,500 0.75
Direct Expenses 10,000 0.10 7,000 0.10
Prime Cost 3,85,000 3.85 2,69,500 3.85
Factory Overheads: 1,40,000
Fixed (60%) 60,000 1.20 1,40,000 2.00
Variable (40%) 0.80 56,000 0.80
Factory Cost 5,85,000 5.85 2,22,500 6.65
Administration
Overheads: 28,000 0.28 28,000 0.40
Fixed (80%) 7,000 0.07 4,900 0.07
Variable (20%)
Production Cost 6,20,000 6.20 2,55,400 7.12
Selling O verheads:
Fixed (50%) 7,000 1.00 7,000 1.00
Variable (50%) 7,000 0.07 4,900 0.07
Total Cost T 6,34,000 7.27 2,67,300 8.19

It can be seen that the per unit fixed cost has increased due to increase in the
number of units from 1, 00,000 to 70,000. The variable cost remains the same at
both levels.

2.6 Let Us Sum Up

Management will adopt fixed budget when it is possible to forecast sales, revenue
and expenditure with reasonable degree of accuracy. Under this method, budgets
are prepared for different departments of business on the basis of fixed level of
activity

Under the fixed budgeting method, controlling of business operation becomes
difficult when actual performance differ fromthe performance targeted in the budget.
In that case comparison of actual with the estimate activities, its meaning and no
Judgement can be made about the efficiency of the operation of business unit. To
make comparison meaningful, budget estimates will have to be changed. As against
this, budgets are prepared in advance for different level of sales under flexible
budgeting method, so that any actual result can be accommodated in the budget,
making comparison of actual achievements with budget targets meaningful and
lively. In fact, flexible budgeting represents a collection of various budgets asso-
ciated with various possible level of business activity.

2.7 Answer for Check Your Progress

Check your progress 1
Answer: (1-a); (2-d)
Check your progress 2
Answer: (1-d)
Check your progress 3
Answer :( 1-a)
Check your progress 4
Answer :( 1-a)
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2.8 Glossary
. Forecast: A prediction or estimate of future event especially for financial
trend
o Flexible budget: Abudget which is so designed that it changes with the
level of activity actually “A flexible budget is a budget which, by recognising
different cost behavior patterns, is designed to change as volume of output
changes.
o Fixed costs: These are the costs which remain constant whatever may be
the level of production.
o Semi-fixed or semi-variable costs: These are the costs which are partly
fixed and partly variable
o Variable costs: These are the costs which change with output, because it
increases when output is increased. It decrease when output decrease.
2.9 Assignment
L Classification of Cost
II.  From the following data of Himesh Co. prepare flexible budget for 75%
and 90% capacity.
i 8000 Units 10,000 Units
Particulars ) .
per unit < per unit <
Materials 25 25
Wages 20 20
Factory Expenses 26 22
Administrative Expenses 17 14
Selling Expenses 11 9
Total Cost 99 90
Net Profit 1 10
Selling Price 100 100

At 100% Capacity production is 20,000 units.

Answer:

Factory Exp.
Variable = HC-LC= 2,20,000-2.08.000
HU-LU 10,000-8,000

=3 6 per Unit

Fixed=2, 20,000-(10,000 X X 6) = 1, 60,000
*HC =Highest Cost/ HL Lowest Cost
*HU=Highest Unit / LU Lowest Unit

FLEXIBLE BUDGET
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Administrative Exp.

Variable = HC-LC = 1,40,000-1,36.000 .
HU-LU 10,000-8,000
= 2 per Unit

Fixed = 1, 40,000-(10,000 XX 2) =1, 20,000

Selling Exp.

Variable = HC-LC = 90,000-88.000
HU-LU 10,000-8,000

=1 per Unit
Fixed=90,000-(10,000 X X 1) = 80,000
Statement of flexible budget

75% 90%

Particulars 15000Units | 18000Units
Materials 375000 450000
Wages 300000 360000
Factory Expenses-Fix 160000 160000
Variable 90000 108000
Administrative Exp.-. Fix 120000 120000
Variable 30000 36000

Selling Expenses -  Fix 80000 80000
Variable 15000 18000

Total Cost 1170000 1332000
Net Profit 330000 468000
Selling Price 1500000 1800000

2.10 Case Study

Utility of Flexible Budgeting

2.11 Further Reading

Management Accounting by R.S.N. Pillai Bhagavathi, Scand

Cost and Management Accounting by Sudhir Prakashan

Cost Accountancy: P.V. Gupta, Scand& Sons.
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3.0 Learning Objective

After reading this unit, you will be able to understand:
o Definition and meaning of marginal costing

o Characteristics of Marginal Costing

o Advantages of Marginal Costing

o Limitations of Marginal Costing

o Certain terms relating to Marginal Costing

3.1 Introduction

Any change in the total cost of production by an increase or decrease of one unit
ofa product is termed as “Marginal Cost” in Economics. In Cost Accounts, the
same concept is put in another way. A system of determining cost of production
by excluding fixed from expenses fromtotal cost is known as Marginal Costing.

The total cost of an article is made up of variable expenses which are increased
per unit of output and its shares of fixed (constant) expenses. Under marginal
costing, the total cost is classified into fixed and variable expenses and only vari-
able expenses are recorded. Whereas fixed expenses are excluded and they are
charged against the fund arising out of the excess of selling price over variable
expenses.

The variable expenses very directly with the number of unit produced and they
remain constant per unit of production. On the other hand, total fixed expenses
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AND MANAGEMENT rate per unit will consequently very with the changes in output. e.g. In a factory
AUDIT monthly fixed expenses are X 10,000 and variable expenses per unit are X 10.
Now, if 1,000 units are produced. The total cost would be 20,000 [10,000 +
10,000 (1,000 X 10)] and cost per unit would be X 20 (20,000 / 1,000). 12,000
units are produced, then the total cost would be X 30,000 [(10,000 + 20,000
(2,000 X 10)] and cost per unit will come down to X 15 (30,000 / 2,000). Thus
the cost per unit has been reduced from3 20 to X 15. This is not due to increase
in efficiency but to increase in output. Thus if the output varies in different periods,
the cost per unit will differ accordingly. If selling price is based on cost per unit, it
will have to be changed every time with the variation in cost. This would be neither
feasible nor practical. In order to overcome this difficulty, only variable expenses
are taken into account for ascertainment of cost difficulty, only variable expenses
are taken into account for ascertainment of cost and fixed expenses are written off
against profit in the period in which they arise.

Marginal costing is not a system of costing like job costing, process costing etc.
but it is only a special technique of presenting cost, whereby possible to find out
the effect of changes in the volume of output on the profitability of the firm.

Check your progress 1

1. Anychange in the total production by an increase or decrease of one unit
ofaproduct is termed as

a. Marginal Cost
b. Unit Costing
c. Standard costing

d. Operating costing

3.2 Definition

The Charted institute of Management Accountants-CIMA has given the following
definitions:

Marginal Cost: “That amount at any given volume of output by which aggregate
costs are changed, if the volume of output is increased or decreased by one unit.”
In practice, this is measured by the total variable cost attributable to one unit.

Note: In this context a unit may be a single article, a batch of article, an order, a
stage of production capacity, a process or a department. It relates to the changes
in output in the particular circumstances under consideration.

Marginal Costing: “The ascertainment of marginal costs and of the effect on the
profit of changes in volume or type of output by differentiating between fixed costs
and variable costs.”

Note: In this method of costing only variable costs are charged to operations,
process or products, while fixed costs are written off against profits in the period
in which they arise.

A more recent definition given by the Institute is as follows:

“Marginal costing is the accounting system in which variable costs are charged to
the cost unit and fixed costs of the period are written off'in full against the aggre-
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gate contribution. Its special value is in decision making.” MARGINAL COSTING

Why marginal costing is required
The following may be listed as specific managerial uses:

(a) Cost Ascertainment: Marginal costing method encourages not as it were
the recording of costs but their reporting too. The classification of costs
into fixed and variable components makes the work of cost ascertainment
simpler. The most issue in this respect is as it were the isolation ofthe semi-
variable cost into fixed and variable components. In any case, this may be
overcome by adopting any of the methods in this regard.

(b)  Cost Control: Marginal cost explanations can be understood effectively by
the administration than those displayed under absorption costing. Bifurca-
tion of costs into fixed and variable empowers administration to work out
control over production cost and subsequently influence efficiency. In real-
ity, whereas variable costs are controllable at the lower levels of adminis-
tration, fixed costs can be controlled at the top level. Under this strategy,
administration can consider the behavior of costs at varying conditions of
yield and deals and in this manner work out superior control over costs.

(c) Decision-Making: Modern administration is faced with a number of deci-
sion-making issues each day. Profitability is the most criterions for selecting
the most excellent course of activity. Marginal costing through ‘contribu-
tion’ helps administration in solving problems.

A few of'the decision-making problems that can be illuminated by marginal cost-
ingare:

(a) Profit planning

(b) Pricing of products

(c) Make or purchase decisions

Check your progress 2
1. Marginal costing is the accounting system in which

a. Fixed costs are charged to the cost unit and Variable costs of the period
are written off in full against the aggregate contribution. variable costs are
charged to the cost unit and fixed costs of the period are written off in full
against the aggregate contribution.

y.  variable costs and fixed cost both are charged to the cost unit .

c.  Only Variable costs of the period are written off in full against the aggre-
gate contribution.

(d) Product mix etc.

3.3 Characteristics of Marginal Costing

The following are the characteristics of the marginal costing:
L The cost is ascertained on the basis of variable cost only

II.  The cost is presented in such a manner that it helps the management in
taking important decisions.
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L.

VIIL.

The stock of finished goods and work-in-progress are valued on the basis
of' marginal cost only.

For ascertainment of profit, a special type of Profit and Loss Account is
prepared which is known as “Marginal Profit and Loss Account.”

Selling price is determined on the basis of marginal cost plus contribution
(Contribution = Selling Price — Variable cost).

In order to find the effect of change in volume of output break-even point,
break-even chart and other methods are used, which are part of the mar-
ginal costing system.

In order to find out the profitability of various departments or products,
contribution available from sales is compared.

I.

d.

Check your progress 3

Which of'the following characteristics of marginal costing is not correct
The cost is ascertained on the basis of variable cost only

The stock of finished goods and work-in-progress are valued on the basis
of' marginal cost only.

The cost 1s ascertained on the basis of variable cost and fixed cost.

Selling price is determined on the basis of marginal cost plus contribution

3.4

Advantages of Marginal Costing

The following are the advantage of marginal costing:

L.

II.

I11.

Cost per Unit Same: In marginal costing as fixed overheads are not charged
to the cost of production, the effect of changes in output on cost per unit is
avoided. Marginal cost per unit remains unchanged irrespective of changes
in the level of production.

No increase or decrease in recovery of overhead expenses: It elimi-
nates large balances left in Overhead Control Accounts. When fixed
overheads are recovered on certain basis, then fixed overheads will be ei-
ther under-recovered or over-recovered due to changes in the volume of
output. Such problems would not arise in marginal costing.

Decision of production in the period of prosperity: Marginal costing is
a valuable aid to management in their task of decision-making. In times of
prosperity, the firm would receive order beyond the capacity of firm to fulfil.
The question before management is to accept only most profitable orders.
Marginal costing helps the management in taking such decisions. The mar-
ginal costs of various orders can be determined and compered with selling
prices and only those giving largest ‘Contribution” should be accepted.

Useful in depression: During depression, price will have to be reduced in
order to maintain sales. Prices have to be reduced even below total cost. So
far as the selling price is more than marginal cost. It is worthwhile to con-
tinue production. Marginal Costing, thus, indicates the level of price up to
which price can be reduced.
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VIIL.

VIIL.

Make or buy decision: Sometimes, it becomes necessary to decide
whether a component or a part is to be manufactured in the factory or be
bought from outside. Ifthe price of the supplier is more than marginal cost,
it should not be purchased from outside, even though it may be below our
total cost per unit. For example, the variable cost of manufacturing a part is
X 15 if'the fixed cost is allotted to this part, suppose it comes to I 5 per unit,
1.e. the total cost is X 20 per unit. If the outside supplier is prepared to
supply it at X 18 per unit. it seems profitable to purchase it from him. How-
ever this is misleading. Suppose, the part is not manufactured in the factory,
even then the fixed cost is bound to occur. Hence, the cost of manufacturing
this part is only X 15 per unit and not X20. Hence, it is not worthwhile to
purchase from outside.

Dumping in foreign market: In order to capture foreign markets or to
accept a special order at a reduced price, it is necessary to arrive at mar-
ginal cost. Ifthe fixed costs are fully recovered in home market, it would be
worthwhile to sell in the foreign market at a price below the total cost.
provided the price is more than marginal cost and it does not affect the
price in the home market

Relation between volume & Profit: The effect of changes in the level of
output on the profitability is brought to light by the system of marginal cost-
ing .Calculation of break -even point and preparing break even charts are
useful in this regards.

Useful in system different cost analysis: The system of marginal cost-
ing is based on distinction between fixed expenses and variable expenses.
This distinction is useful in systems of flexible budgeting and differential cost
analysis.

Control over cost: By dividing total cost in two parts as fixed cost and
variable cost, control over cost becomes easy. Fixed cost is a result of
management policy e.g. Management decides what amount of salary should
be paid to manager. Thus management has control over fixed costs.

Easy for sales Manager to fix selling price: If the cost of production
per unit changes with changes in output each month. Then it will be difficult
for sales manager to fix selling price. But by adopting marginal costing.
Marginal cost-per unit remains unchanged and as a result fixation of selling
price becomes easy.

1.
a.
b.

Check your progress 4

Which ofthe following advantage is not correct in marginal costing ?
Variable Cost per Unit is same

No increase or decrease in recovery of overhead expenses

Marginal costing is a valuable aid to management in their task of decision-
making.

Selling price is determined on the basis of contribution only

MARGINAL COSTING
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The marginal costing is a modern technique that helps management in decision-
making, but its following limitations cannot be ignored.

L A voidance of fixed cost in long-run harmful: The marginal costing may
be useful guide for price fixing in the short run, but economic prices cannot
be set in the long run without taking fixed expenses into account. A product
must bear its full share of fixed cost in the long run or else it will have to be
discarded. “Total cost must be recovered at the end of the day; decision
which has the effect of recovering less than this cost means eventual loss.”

II. Time factor ignored: The time factor is completely ignored. Two jobs
may have the same marginal cost, through one may take much longer time to
complete than the other. Hence, the comparison would be quite misleading.

III. Possibility of loss: If some special orders are accepted at lower prices
below total cost, it may lead to expectation of general lowering of price for
total cost, it may lead to expectation of general lowering of prices for all
customers. This may prove fatal to the enterprise in the long run.

IV. Adverse effect of price reduction: Ifprice reduction is done in case of
one customer, then price reduction must be done in respect of all customers
and iftotal is to be maintained then sales will have to be increased on large
scale.

V.  Distinction between costs difficult: The system of marginal costing is
based on the distinction between fixed costs and variable costs. In practice
it 1s difficult to clearly separate expenses into two categories of fixed and
variable expenses. Some of the expenses are semi-variable whereas some
expenses have no relation at all to the level of output.

Check your progress 5

1. Which of'the following limitation is correct in marginal costing ?
a.  Avoidance of fixed cost in long-run harmful

b.  Time factor ignored

c.  Adverse effect of price reduction.

d. Allabove

Fixed cost part of cost: In large and highly mechanised industries, the fixed costs
from a substantial part of the total costs, by ignoring fixed cost only a small portion
ofthe cost is recovered by the marginal cost. This would be misleading.

3.6 Certain terms relating to marginal costing

For understanding marginal costing system, it is advised to understand certain
terms used in marginal costing.

Cost-Volume-Profit Analysis

As the terms itself propose, the cost-volume-profit (CVP) examination is the in-
vestigation of three factors, viz., cost, volume and profit. In CVP analysis, an
attempt is made to measure varieties of costs and benefit with volume. Profit as a
variable is the reflection of a number of inner and outside conditions which apply
impact on sales revenue and costs.
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The cost volume profit analysis makes a difference or helps the administration in
profit planning. In order to extend the benefit, a concern must increase the yield.
When the yield is at most extreme, inside the installed capacity, it adds to the
contribution. Within the words of Heiser, “The most critical single calculate in
profit planning of the average business is the relationship between the volume of
business, costs and profit. “Thereby, cost volume profit analysis is the relationship
among cost, volume and profit. When the volume of output increase, unit cost of
production diminishes, and vice versa; since the fixed cost remains unaffected.
Output increases the fixed cost per unit decreases. Subsequently, profit will be
more, when sales cost remains consistent. By and large, cost may not alter in
direct proportion to the volume. Hence, a small alter within the volume will influ-
ence the profit.

The administration is continuously curious about knowing that which product or
product mix is most profitable, what impact alter within the volume of output will
have on the cost of production and benefit etc. All these problems are illuminated
with the help of cost-volume-profit-analysis to know the cost volume benefit re-
lationship, a study ofthe following is essential

To know the cost volume profit relationship, a study of the following is essential
Marginal cost formula

Break-even analysis;

Profit volume ratio;

profit graph;

Key factor;

Sales mix etc.

~f<zZEEF-"

Marginal cost formula
Sales = Cost + Profit or LossORS=C+PORL

o Total Cost = Total of Expenses or (Fixed Exp. + Variable Exp.) Or TC =
F+V

. Sales (S)=F+V+(PORL)

. S-V=F+(PORL)ORC=F~+P(-L)

Contribution: The difference between sales price and variable cost is termed as
“Contribution”

Contribution = Sales price — Variable cost. [C=S —V]
C = Contribution, S = Sales price, V = Variable cost

In short period, fixed costs are constant and more the amount of contribution, the
more will be the ultimate profit.

. Contribution shows what each unit contribute towards fixed costs and profit.
] When contribution is more than fixed cost , Profit is earned

= When contribution is less than fixed cost, loss is incurred

Profit: The excess of contribution over the fixed cost will be the profit.

Profit =Total contribution — Fixed Cost [P=TC —F]

MARGINAL COSTING
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The equation is
Sales Price = Total Cost + Profit [S=TC + P]
Sales Price = Fixed Cost + Variable Cost + Profit [S=F +V + P]

II. Break-Even Point (BEP): It is that volume of output at which neither a
profit is made nor a loss is incurred, i.e. at this point, contribution just
covers the fixed cost at break-even point Contribution = Fixed Cost.

Break-even point may be presented in two ways:

o The number ofunits that should be sold so that incomes and expenses are
equal.

o The amount of'sales value in rupees so that incomes and expenses are equal.

Calculation of Break-even Point

S =F+V + P (Where Profit will be Zero means no profit no loss)
So,S=F+V

C=S-V

. BEP (Units) =F/(S-V) or F/C

. BEP (Rupees) =BEP (Units) x S

Notes: When per unit Sales Price and variable cost are given, one can use above
formula if per unit value is not given but total sales and variable values are given in
that case first find out P/V Ratio then we can find BEP

o When Sales necessary to earn Particulars Amount of Profit :

Sales (Unit) = % OR= FLCP

o When Sales particular amount of loss is made

F—L F—L
5V OR =7

Sales (Unit) = C

III.  Profit Volume Ratio = Profit volume ratio, which is known as P/V Ratio.
This ratio indicates the relative profitability of different products. Its hows
relationship of contribution to sales.

Another name of P/V Ratio is
. Contribution-sales Ratio
. Marginal-income Ratio
. Variable-Profit Ratio

C F+P
P/V Ratio = 5 X 1000R C=Contribution = F + P So P/V Ratio = - x 100

F

BEP (Rupees) = m
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Margin of Safety :
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Sales more than Break-even point is known as margin of safety. It is a difference

between Actual Sales and Breakeven point sales. High Margin of safety shows

sign of Strength and soundness of business

IV. Break Even chart

In order to find out break-even point and profit or loss at different levels of pro-

duction a break even chart prepared, break-even chart is a graphic presentation

ofrelationship between total cost, Sales and Profit or cost-volume-profit rela-

tionship

From the following information prepare the break-even chart

Fixed Cost 32,000

Variable Cost X 0.50 per unit

Sales Cost X 1 per unit

Units produced and sold 2,000,4,000, 6,000, 8,000, 10,000
1|Output (Units) 0 2000 4000 6000 gooo[ 10,000
2|Fixed Cost 2,000 2,000 2,000f 2000 2000 2000
3|Variable Cost 0.5 0 1000 2000 3000] 4000 9000
4|Total Cost (1 +2) 2,000 3,000 4,000 5000 6000 7,000
5/Sales ? 1 0 2000 4000 6000 gooo| 10,000
6| Profit OR Loss (5 - 4) -2,000]  -1,000 o] 1,000 2,000 3,000

Cost and cales
¥
|
[ =]
o
T

Vanable

il
4 000 F Margin of safety cost
1! Fixed
2,000 e l cost
I
1

1 1
0 2000 4000 6000 8000 10,000
Qutput (units)

V.  Key Factor

The main objective of any trade undertaking is to amplify its profit for maximizing
the benefit; all assets must be used to its most extreme capacity and offer maxi-
mum quantity of items which surrender highest individual marginal contribution. A
key calculate or constraining factor is one which limits the production or benefit of
the business. There may be shortage of materials, work, capital, plant capacity, or
indeed deals. This key figure or rare figure puts limit on the production and benefit
of'the business enterprise Thus when there’s a rare factor and where the business
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has two or more item lines, the problem of utilizing such scarce factor to the most
excellent conceivable way emerges. In such case, concurring to Marginal costing,
scarce assets ought to be used for those product lines whose commitment per unit
ofrare figure is generally more

Contribution

Profitability =

Key factor (Scarce Factor)

Ifthe sales is key factor, then

Contribution

Profitability =

Sales

This is known as Profit-volume Ratio or Contribution or Sales Ratio

0 If raw-material is in short supply, then

Contribution

Profitability =

Units of Raw Materials

0 Iflabour is key factor

Contribution

Profitability =

Direct Labour hours

[lustration: Indu manufactures two products ‘Lux’ and ‘Lifeboy’ for which certain
material used is in short supply. (i.e. material is a key factor). According to
productioncapacity of factor 2000 units of ‘Lux’ and 1,000 units of ‘Lifeboy’ can
be manufactured. For manufacture of 1 unit of ‘Lux’ 5 kgs of raw material is used
and for 1 unit of ‘Lifeboy’4 kgs of raw material is used. Total raw material avail-
able 11,000 kgs.Selling price per unit of ‘Lux’is X 40 and per unit of ‘Lifeboy’ is
X 30. Variable expenses per unit in respect of both the products are327.5 and
15 respectively.

How many units of both the products should be manufactured to get maximum
profit

Key Factor calculation

1. contribution per unit

Particulars LUX LIFEBOY
Sales 40 30
Less: Variable Expenses 275 15
Contribution 12.5 15
Contribution per unit X125 3250 15 2375
(Material) SKg. 4K g.

Contribution of ‘Lifeboy’ is more than contribution ‘Lux’ so first product ‘Lifeboy’
should be manufactured fully and the remaining materials of product ‘Lux’ should
be manufactured according to availability of materials

Total required of | LUX 2,000 Unit. X 5K.g. 10,000 Kg.
material for full | LIFEBOY 1,000 Unit X4 K.g.| 4.000 K.g.
production

make full production of ‘Life| 11,000 K.g.
boy’ remaning because| 4.000 K.G.
contribution is more than Lux | 7,000 K.G

pining materials is used for
product “Lux”
m anufacturation

| available materials




Quantity Mix (Optimum Mix)
Lux 7,000 K.g. /5 k.g. per unit = 1400 Unit
Lifeboy 4,000 k.g./4 kg.per no= 1,000 Unit

VI.  Decision to make or buy: A firm may make some product, parts or tools or
sometimes it may buy the same thing from outside. The management must
decide which is more profitable to the firm. If the marginal cost of the
product lower than the price of buying from outside, then the firm can
make the product.

Illustration:

Kirit manufacturing company manufacture “Tyre and Tube’ finds that while
it costs X 12.50 to make each component ‘Tyre’ 2,000, the same is avail-
able in the market at X 9.75 each, with an assurance of continued supply.

Cost is as follow:
Materials X5.50
Labour X3.50
Other variables X1.00
Depreciation and other Fixed Cost is X2.50
Total cost X 12.50

Should you make or buy ?

Solution:

Fixed Cost:X2.50

Variable CostI 10

Variable cost of manufacturing is X 10 but the market price isX 9.75. Ifthe fixed
cost X 2.50 is also added, it is not profitable to make the component. Because
there is a profit 0f X 0.25 even in variable cost, it is profitable to purchase from
outside.

VII. Sales in foreign Market : If company have unutilized production capacity
and fixed expenses are fully recovered from localmarket, company sell
goods at a price which is less than the total cost he can sell at a price which
1s somewhat more than marginal cost so company can increase its total
profit

3.7 Ilustration

Illustration 1 :

The following information of a Himesh Ltd. company is available for March 2020

Production 10,000 Units
Sales price per unit X 50
Variable expenses per unit 342

Total Fixed expenses X 64,000

Find out Break-even point
ANS: BEP (Units) = 8,000 Units

MARGINAL COSTING
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BEP =F/(S-V) =64,000/(50-42)
= 64,000/8 = 8,000
Illustration 2 :

The total sales of Shweta Co. Ltd. during March, 2020 are X 35,000. Variable
costs are X 28,000 and fixed costs are X 21,000. Find out the Break-even Point.

Notes: Here per unit Sales price and per unit variable cost are not given. So first
we will find out P/V Ratio than we will find out BEP

C
° Profit Volume Ratio= — x 100

S
C =S-V
= 35,000 — 28,000
=<7,000

P/VRatio =C/SX 100
=7,000/35,000 X 100
=20%

BEP (Rupees) =F/ PV Ratio
=21,000/ 20%
=31, 05,000

Sales to earn a profit

Ilustration 3 :

The following information of a Kavisha Co. Ltd. is available for March 2020

Production 10,000 Units
Sales price per unit 350
Variable expenses per unit 342
Total Fixed expenses X 64,000

Find out sales to earn a profit X 32,000
ANS : SALES=(F+P)/(S-V)

= (64,000 + 32,000 )/( 50 - 42)
=96,000/ 8

=12,000 UNIT

3.8 LetUsSum Up

Any change in the total production by an increase or decrease of one unit of a
product is termed as “Marginal Cost” in Economics. In Cost Accounts, the same
concept is put in another way. A system of determining cost of production by
excluding fixed from expenses from total cost is known as Marginal Costing.

Under marginal costing, the total cost is classified into fixed and variable expenses
and only variable expenses are recorded. Whereas fixed expenses are excluded
and they are charged against the fund arising out ofthe excess of selling price over
variable expenses.



3.9

Answer for Check Your Progress

Check your progress 1

Answer: (1 -a)

Check your progress 2

Answer: (1 -b)

Check your progress 3

Answer: (1 -¢)

Check your progress 4

Answer: (1 -d)

Check your progress 5

Answer: (1 -d)

3.10

Glossary

Marginal Cost: Any change in the total production by an increase or de-
crease of one unit of a product is termed as Marginal Cost

Variable expenses: The variable expenses very directly with the number
ofunit produced and they remain constant per unit of production.

Fixed (constant) expenses: total fixed expenses remain constant irre-
spective of the changes in the volume of production and the rate per unit
will consequently very with the changes in output.

Contribution: The difference between sales price and variable cost is termed
as “Contribution”

Break-Even Point (BEP): It is that volume of output at which neither a
profit is made nor a loss is incurred, at this point contribution just covers
the fixed cost, at break-even point

3.11

Assignment

L
1L

What is Marginal Costing,
Write Advantages of Marginal Costing.

3.12

Case Study

Write Characteristics of Marginal Costing.

Discuss Break-even Analysis

3.13

Further Reading

Principals and Practice of Accountancy: R.L.Gupta&V.K.Gupta. S.Chand& Sons.

Cost Accountancy by P.V.Ratnam &D.HanumanthRaju. Himalaya Publishing
House.
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MANAGEMENT AUDIT

4.0 Learning Objective

4.1 Introduction

4.2 Definitions

4.3 Objectives of Management Audit
4.4 Difference between Financial Audit and Management Audit
4.5 Need for Management Audit

4.6 Conducting Management Audit
4.7 Let Ussum up

4.8 Answer for check Your Progress
4.9 Glossary

4.10 Assignment

4.11 Case Study

4.12 Further Reading

4.0 Learning Objective

After reading this unit, you will be able to understand:

o Objectives of Management Audit

o Difference between Financial Audit and Management Audit
o Need for Management Audit

o Conducting Management Audit

4.1 Introduction

Management audit is a new concept in the sphere of auditing. The word ‘Audit’
takes its origin from Latin word ‘ Audire’ which means “To hear’. The person who
conducts audit is known as the auditor. In olden days, the original object of an
audit was principally to see whether the Accountant had properly accounted for
the receipts and payment of cash. In those days, audit was simply a comparison of
records. That is, auditors are generally expected to detect errors and omissions in
the books of accounts. In the context of financial accounting, the term auditing
means examination of books of accounts to ensure that the financial statements
are prepared in accordance with the statutory requirements and that they reflect a
true and a fair view of the affairs of the concern. Cost audit which is concerned
with the audit of cost accounts is a part ofthe work of the internal auditor. The
principles underlying cost audit differs from financial audit not only in scope but
objectives also. The term ‘cost audit’, according to ICWA, India,” It is an audit of
efficiency of minute details of expenditure while the work is in progress and not a
post-mortem examination. Financial audit is a faith accompli. Cost audit is mainly



a preventive measure, a guide for management policy and decision, in addition to
being a barometer of performance. The difference of the two is clear from the
definition.

Check your progress 1

1. The management audit is an expansion of ....
a Internal audit
b.  Externalaudit

c.  Depthaudit

d. None of above

The management audit is an expansion of internal audit and which is now called
Management Audit. It is the latest development of internal audit. Through, this
concept is still in its infancy, yet it has caught world-wide attention of the Accoun-
tants, Management and Auditors. Management audit is concerned with manage-
ment process as a whole; it covers review and appraisal of managerial policies
and plans in comparison to pre-determined standards.

4.2 Definitions

As its name signifies, the management audit means the audit of management pro-
cess and functions. It is an independent appraisal activity for the review of control
of managerial functions. So as to ensure compliance with the organisational ob-
jectives, policies and procedures and the management methods and purposes.

William P Leonard defines Management Audit, as “A comprehensive and con-
structive examination of an organisational structure of a company, institution or
branch of Government, or of any component thereof, such as a division depart-
ment, and its plans and objectives, its means of operations, and its use of human
and physical facilities”

Leslie R Howard has given a comprehensive definition of Management Audit.
According to him, Management audit is an investigation of a business from the
highest level downward in order to ascertain whether sound management prevails
throughout, thus facilitating the most effective relationship with the outside world
and the most efficient organisation and smooth running of internal organisation.”

According to Bhandari, “Management audit is a comprehensive examination of
an organisational system which comprises a review of final and results and an
intensive examination of objective, programmes, policies, procedures,
organisational structure, decisions and internal controls.”

Taylor and Parry have given another definition. According to them, “Management
auditing is amethod to evaluate the efficiency of management at all level through-
out the organisation, or more specifically, it comprises the investigation of a busi-
ness by an independent body from the highest executive level downwards, in
order to ascertain whether sound management prevails throughout, and to report
as to its efficiency or otherwise, with recommendations to ensure its effectiveness
where such is not case.”

MANAGEMENT
AUDIT
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Which following sentence defined in the definition of William P Leonard for|
Management Audit.

A comprehensive and constructive examination of an organisational struc-
ture ofa company

An investigation of a business from the highest level downward in order to
ascertain whether sound management prevails throughout,

Management audit is a comprehensive examination of an organisational
system which comprises a review of final and results and an intensive ex-
amination of objective

To evaluate the efficiency of management at all level throughout the
organisation, or more specifically, it comprises the investigation of a busi-
ness by an independent body from the highest executive level downwards

4.3

Objectives of Management Audit

The basic objectives are contained in the definitions are:

L The management audit aims at achieving the efficiency of the management.
II.  Itsuggests ways and means of increasing managerial efficiency.
II. It examines the organisational structure. Ifthere are deficiencies then changes
in organisations are suggested.
IV. It studies the relationship of the concern with the outside world and the
economic environment.
V. Itis the main objective of management audit to see whether the business is
managed efficiently or not.
VI. It helps the management at all levels in the efficient discharge of duties are
responsibilities.
VII. It evaluates the performance of various management processes and func-
tions.
Check your progress 3
1. Which following basic objectives are not contained in the definitions ....
The management audit aim is not the efficiency of the management.
b. It suggests ways and means of increasing managerial efficiency.
c. It helps the management at all levels in the efficient discharge of duties are
responsibilities.
d. It evaluates the performance of various management processes and func-
tions.
4.4 Difference between Financial Audit and Management Audit

The following are the differences between the two in brief:

L

166

It is concerned with the certification of true and fair character of financial
accounts while management audit is not intended data but is concerned
with an appraisal of means and results.



II.  Itis simply a post mortem examination while it is preventive as well as
curative check up

II.  Financial audit requires accounting expertise while management audit re-
quires inter-disciplinary expertise.

IV.  Itismainly based on internal financial data while management audit is based
on financial and non-financial data obtained from internal as well as exter-
nal.

V.  Itisstatutory in case of Joint Stock Company while management audit is
still voluntary.

VI.  Scope ofaudit is determined by law while in management audit based on
mutual agreement.

VII. It is well developed and professionally controlled activity while manage-
ment audit is its infancy stage.

VIII. Motivation for audit comes from tradition and law. While management au-
dit depends upon the consciousness of management.

IX. Itisuseful for share-holders and other while management audit is mainly
useful for management itself.

Check your progress 4

1.  Difference between Financial Audit and Management Audit Which follow-
ing difference/ statement is not true.

a. Itis simply a post mortem examination while it is preventive as well as
curative check up

b.  Financial audit requires inter-disciplinary expertise. While management audit
requires accounting expertise

c. Itisstatutory in case ofJoint Stock Company while management audit is
still voluntary.

d. Scope ofaudit is determined by law while in management audit based on|
mutual agreement.

It is an annual feature while management audit is depends on management and
need not be annual-may be 2 or 3 or 4 yearly programs.

4.5 Need for Management Audit:

Financial audit is concerned with the certification of true and fair character of
financial accounts. It is not concerned with evaluation of either ‘means’ or ‘re-
sults’. The financial auditor does not report whether the policies lay down by the
concern are carried out properly or not. He looks only at the history of financial
transactions. He is concerned with financial aspects of the organisation. He does
not suggest ways and means to eliminate wastages or reduce the cost of produc-
tion.

The management of the business at present is becoming more and more complex.
The Directors are not experts in every field of management. Management audit is
a kind of internal audit which reveals defects in the working of the organisation
and suggests improvements to obtain best result of the operations of concern. It is

MANAGEMENT
AUDIT
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CONTROLLING TOOLS  acomprehensive examination- an appraisal of all functions of management audi-
AND MANAGEMENT tor.

AUDIT Some ofthe uses of management audit, in brief, are:
L Management audit makes substantial contribution to systems of goal setting
in the organisation.

I. It is a kind of internal audit which reveals defects in the working of the
concern and suggests improvements to obtain best results.

HI. It helps in the improvement of Management Information System to expedite
flow of information among responsibility centres.

IV. It guides the management in pin-pointing key functions or operations in the
profit-making process.

It helps in establishing, reviewing and improving the planning system.

< <

It facilitates the management in getting the adequate information for correct
decisions.

VII. It sees whether the management is properly using the information that it is
getting.
VIII. It enable appraisal of performance of various managers.

IX. Itassists allmembers of management to overcome delays, wasteful expen-
diture, recurring losses, gaps between budgeted and actual achievements
etc.

“Management Audit is performed with the object of examining the efficacy of the
information control system, management procedures towards the achievement of
enterprise goals.”

“Management audit can be defined as an objective and independent appraisal of
the effectiveness of managers and the effectiveness of the corporate structure in
the achievement of company objectives and policies. Its aim is to identify existing
and potential management weakness within an organisation and to recommend
ways to rectify this weakness.”

Check your progress 5
5. Which following uses of management auditis not true ?

a. It doesnot help in establishing, reviewing and improving the planning sys-
tem.

b. It facilitates the management in getting the adequate information for correct
decisions.

c. It enable appraisal of performance of various managers.

d. It helps to avoid wasteful, unnecessary and extravagant use of resources.

4.6 Conducting Management Audit

Management audit is primarily concerned with evaluation of management func-
tions and organisational functions keeping in view the overall organisational objec-
tives. Management audit requires the review of all aspects of management. One
man cannot be expert in every field of management. Therefore, there should be a
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team to conduct the management audit. It will be good, if the team of management
auditors consists ofan accountant, operational research specialist, industrial engi-
neer, social scientist etc. All the members must have “ability to think like
managers”.

The following procedure may be followed:

L

1L

I

VIIL.

VIIL.

The management audit term must have a clearly defined authority from the
management of the enterprise.

Management auditor requires information for the appraisal of various mana-
gerial aspects. For this purpose, management auditor can make use of
standard questionnaire, which may be specially designed.

The management auditor carefully examine the information collected by
him, Whenever information is received from any source, the persons sup-
plying it must put their signatures to authenticate it.

The management auditor, who consciously observes, will become aware
of many problems that are not recorded or are incapable of analysis through
data.

The management auditor should also evaluate the internal audit report, in-
spection report etc. to form his own opinion.

In the process of conducting a review of the various activities of the con-
cern, management auditor can adopt and use a number of techniques of
verificatory audit, such as enquiry, examination, confirmation, observation
ofan activity or condition etc.

He is concerned with the appraisal of performance in the various areas of
management, such as planning, organisation, control, systems and proce-
dures, inventory management, production and sales management etc.

In the last, management auditor has to prepare a report, which should be
concise and free from ambiguity. He can criticise the management. The
management auditor has to compare the actual performances with the stan-
dards laid down of performance in the various years. On the basis of the
above analysis and evaluation, a useful course of action is to be suggested.

I.

a.

Check your progress 6

Which following statement is irrelevant for Conducting Management Audit

The management audit term must have a clearly defined authority fromthe
management of the enterprise.

The management auditor carefully examine the information collected by
him, Whenever information is received from any source, the persons sup-
plying it must put their signatures to authenticate it.

The management auditor should also evaluate the internal audit report,
inspection report etc. to form Accountants opinion.

The management auditor, who consciously observes, will become aware
of many problems that are not recorded or are incapable of analysis through
data.

MANAGEMENT
AUDIT
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CONTROLLINGTOOLS = 47 Let UsSum Up
AND MANAGEMENT
AUDIT

Financial auditor is concerned with; He looks only at the history of financial trans-
actions. He is concerned with financial aspects of the organisation. He does not
suggest ways and means to eliminate wastages or reduce the cost of production.
The management of the business at present is becoming more and more complex.
The Directors are not experts in every field of management. Management audit is
akind ofinternal audit which reveals defects in the working ofthe organisation and
suggests improvements to obtain best result of the operations of concern. It is a
comprehensive examination- an appraisal of all functions of management auditor.

Management audit is a comprehensive examination of'an organisational system
which comprises a review of final and results and an intensive examination of
objective, programmes, policies, procedures, organisational structure, decisions
and internal controls.

4.8 Answer for Check Your Progress

Check your progress 1
Answer :( 1-a)
Check your progress 2
Answer :( 1-a)
Check your progress 3
Answer :( 1-a)
Check your progress 4
Answer: (1-b)
Check your progress 5
Answer :( 1-a)
Check your progress 6
Answer :( 1-¢)
4.9 Glossary

Appraisal - Evaluation, an act of assessing something or someone
Infancy-The state or period of early childhood or babyhood
Ambiguity- Uncertainty or inexactness

Extravagant-Lacking restraint in spending money, Thrifty

Expedite flow-Make happen sooner or be accomplished more quickly

4.10 Assignment

L What is management audit ?

II.  Distinguish between financial audit and management audit.

4.11 Case Study

The objectives of management audit

4.12 Further Reading

o Management Accounting by S. Chand
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BLOCK SUMMARY

This block gives detailed information about controlling tools and manage-
ment audit. The block explained more about controlling tools one of these impor-
tant tools is business budgeting. The modern management have now realised the
importance of planning their business operations in advance. One ofthe important
functions of management is to plan, to co-ordinate and to control the operations
ofbusiness organisation in such a manner that its basic objectives may be realised.
In fact, budgeting is necessary in all walks of life.

Management will adopt fixed budget when it is possible to forecast sales,
revenue and expenditure with reasonable degree of accuracy. Under this method,
budgets are prepared for different departments of business on the basis of fixed
level of activity. But when accurate forecast of sales and revenue are not possible,
demand for the product is uncertain and, for any reason, level of production is
unstable during the Budget period; management will make use of flexible budget-
ing. Any change in the total cost of production by an increase or decrease of one
unit Ofa product is termed as “Marginal Cost” in Economics. In Cost Accounts,
the same concept is put in another way. On the other hand, total fixed expenses
remain constant irrespective of the changes in the volume of production and the

rate per unit will consequently very with the changes in output.

Thus if the output varies in different periods, the cost per unit will differ
accordingly. If selling price is based on cost per unit, it will have to be changed
every time with the variation in cost. This would be neither feasible nor practical.
In order to overcome this difficulty, only variable expenses are taken into account
for ascertainment of cost and fixed expenses are written off against profit in the
period in which they arise.

After studying this block, students understand correctly about management
audit. Management audit is a new concept in the sphere of auditing. The person
who conducts audit is known as the auditor. In those days, audit was simply a
comparison ofrecords. That is, auditors are generally expected to detect errors
and omissions in the books of accounts. In the context of financial accounting, the
term auditing means examination of books of accounts to ensure that the financial
statements are prepared in accordance with the statutory requirements and that
they reflect a true and a fair view of the affairs of the concern.
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BLOCK ASSIGNMENT

Short Answer Questions

1.  Explain mining of Budget.

2 What is difference between fixed cost and variable cost.

3 Explain Break Even Point.

4.  Explain contribution

5 Give any two procedure to conducting Management Audit

Long Answer Questions

I.

2
3.
4

Characteristics of Budget
Method of Constructing a Flexible Budget
Write Limitations of Marginal Costing.

Need for Management Audit



Enrolment No.:

1.

2.

How many hours did you need for studying the units ?

Unit No. 1

Nos of Hrs

Please give your reactions to the following items based on your reading of

the block:

Items

Presentation Quality

Language and Style

lllustration used
(Diagram, tables etc)

Conceptual Clarity

Check your progress
Quest

Feed back to CYP
Question

Excellent Very Good Good

]

O OO oOo

[]

O O oOod

[]

O oo oOood

Poor

[]

O O o oOod

Give specific
example if any

3.

Any Other Comments
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