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UNIT-I

BASIC OF MANAGEMENT ACCOUNTING

What is Management Accounting?

Management accounting is the process of identification, measurement, accumulation, analysis,

preparation, interpretation and communication of financial information used by management to plan,
evaluate and control within an organization and to assure appropriate use of and accountability for its
resources. Management accounting also comprises the preparation of financial reports for management
groups such as shareholders, creditors, regulator agencies and tax authorities.

Management accounting thus is the process of

1.

2.

Identification - the recognition and evaluation of business transactions and other economic events
for appropriate accounting action.

Measurement - the qualification including estimates of business transactions or other economic
events that have occurred or may occur.

Accumulation - the disciplined and consistent approach to recording and classifying appropriate
business transactions and other economic events.

Analysis - the determination of resources for, and the relationships of the reported activity with
other economic events and circumstances.

Preparation and Interpretation - the meaningful coordination of accounting and or planning data
to identify a need of information, presented in a logical format, and if appropriate, including
conclusions drawn from those data.

Communication - the reporting of pertinent information to management and others for internal
and external uses.

Management accounting is used by management to :

1. Plan - to gain an understanding of expected business transactions and other economic events
and their impact on the organization.

2. Evaluate - to judge the implications of various past and or future events.

3. Control - to insure the integrity of financial information concerning an organization or its
resources.

4. Assure accountability - to implement the system of reporting that is closely aligned to
organizational responsibilities and that contributes to the effective measurement of management
performance.

The essence of the management process is decision making. Decision making is an unavoidable and
continuous management activity. It may be directed towards some specific objectives, or it may
result as a reaction of environmental factors as they occur. An enterprise would operate
successfully if it does not simple react to events, rather it directs its efforts towards the
accomplishment of desired purposes. Objectives tend to make decisions purposeful to the firm. The
decision making process should be both efficient and effective. It would be effective when
management’s objectives are achieved. The decision making system is said to be efficient when
objectives are realized with the minimum use of resources.

The process of decision making involves two basic management functions of planning and

controlling. As discussed in the previous section, management accounting accumulates, measures and
reports relevant information in such a way that planning and control functions of management are
facilitated.

NATURE OR CHARACTERISTICS OF MANAGEMENT ACCOUNTING

The nature and main characteristics of management accounting are as follows:

1. Both as a Science and an art: In management accounting data are collected systematically and
they are analysed with the help of various formulae and techniques and on this basis it is a science.
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On the other hand, subjective judgment of management and various needs of the organization are
also taken into account while taking decisions and on this basis it is an art. On the whole,
management accounting is both- a science as well as an art.

Accounting Service: Management accounting is a function of accounting service towards
management. Under this service necessary information are provided to various levels of
management.

Integrated System: Management accounting is an integrated system in which technique related to
various subjects are used in the process of data collection, analysis and decision-making.

More concerned with Future: Management accounting is more concerned with ‘future’. No doubt,
analysis and interpretation are made on the basis of historical data, but the important objective of
management accounting is to determine policies for future.

Selective Nature: Management accounting is selective in nature. It selects only those plans or
alternative which seems to be more attractive and profitable.

More Emphasis on the Nature of Element of Cost: Management accounting lays more emphasis
on the recognition and study of the nature of various elements of costs. In this context the total cost
is divided into fixed, variable and semi-variable components.

Cause and Effect Analysis: Management accounting lays emphasis on the analysis of ‘cause’ and
effect ‘effect’ of different variables.

Rules not Precise and Universal: In management accounting no set of rules or standards are
followed universally. Though the tools of management accounting are the same, their use differs
from concern to concern.

Supplies Information and not decision: An important nature of management accounting is that
its provides requisite information and not decisions. However, decisions are taken by management
with the help of these informations.

10. Achieving of Objectives: In management accounting, the accounting information is used in such a

way so that organizational objectives and targets may be achieved and efficiency of business may be
improved.

Objectives of Management Accounting
The fundamental objective of management accounting is to enable management to maximize profits or
minimize losses. Following are the important objectives or purposes of management accounting:

1.

Policy formulation- Policy formulation and planning are the primary functions of
management. The object of management accounting is to supply necessary data to the
management for formulating plans. The figure supplied and opinion given by the management
accountant helps management in policy formulation.

Helpful in decision making- The management is required to take various important decisions.
Management accounting techniques help in collecting and analyzing data relating to cost,
volume and profit which provide a base for taking sound decision.

Helpful in controlling- Management accounting is a useful device of managerial control.
Various accounting techniques such as standard costing and budgetary control are helpful in
controlling performance. The actual results are compared with pre-determined targets to know
the deviations.

Motivation- Another important objective of management accounting is to help the
management in selecting best alternatives of doing the things. Delegation of authority as well as
responsibility increases the job satisfaction of employees and encourages them to look forward.
Interpretation of financial information- Financial information is of technical nature and must
be presented in such a way that it can be easily understood. It is the duty of management
accountant who uses statistical devices like charts, diagrams etc. so that the information can be
easily understandable.

Reporting- One of the primary objectives of management fully informed about the latest
position of the concern. Management accounting provides data as well as different alternative
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plans before than management for comparative study. The performance of various departments
is also communicated regularly to the also communicated regularly to the top management.
Helpful in co-ordination- Management accounting provides tools which are helpful for this
purposes. Co-ordination is maintained through functional budgeting. It is the duty of
management accounting to act as a coordinator and reconcile the activities of different
department.

SCOPE OF MANAGEMENT ACCOUNTING :

The scope of management accounting covers all the tools and techniques which help the management
in effective discharge of their functions. The scope, therefore is very wide and broad based, covering
mainly the following aspects of management accounting.

()

(i)

(iii)

(iv)

v)

(vi)

(vii)

Financial Accounting : Financial accounting provides the data base on the basis of which
management accounting processes information to management to serve their needs. Proper
designed financial accounting system forms the very base on which management accounting
prepares relevant and analytical report to facilitate management decision making. Management
accounting assembles and presents the financial accounting data in meaningful terms for
resolution of managerial issues. Hence, without the back up by Financial Accounting feeding
system, management accounting functions are not possible.

Cost Accounting : Cost accounting provides the most sophisticated techniques of Marginal
Costing, Budgetary Control, Standard Costing, Inter firm comparison which enables
Management Accounting to provide necessary information for effective decision making and
control. Costing accounting helps in performance appraisal and formulation of pricing policies
with costing information. It is in fact the integral arm of management without the support
system of costing accounting, the inefficiencies in various operations can not be highlighted to
management.

Tools and Techniques of Management control : Management accounting makes an detailed
analysis and interpretation of financial statements through the tools of comparative statements,
trend ratios, ratio analysis and fund flow statement. Accounting Ratios help in the evaluation of
operating performance and in judging the liquidity and solvency of the enterprise. Fund flow
statement focuses on the management of funds in the operations of the business variance
analysis aims at controlling the various elements of costs, reporting the adverse variation for
management action.

Statistical and Quantitative Techniques : A number of statistical tools and technique is like
linear programming, regression analysis facilitates in providing information in a meaningful
manner for effective control and decision making. Hence management accounting also includes
these techniques in its scope.

Inflation Accounting : This is also referred as revaluation accounting which is concerned in
maintaining capital in real terms and accordingly profit is calculated. This involves the exercise
of revaluing the assets at current prices and shows the increase/decrease in the value of capital.
On the assumption that the monetary unit value is unstable; the impact on capital is
ascertained as a result of changes in value of money. This is therefore another technique which
falls within the orbit of management accounting.

Tax Accounting : Tax planning is another important area which has a serious impact on the
profitability of the concern. Without proper planning of tax, the profits of the enterprise are
hijacked which affects adversely the business operations. Hence, it an important activity of
management accounting.

Management Reporting : Management report forms the integral aspect of management
accounting system. They identify the areas where management attention is desired for
corrective action. Decision making is facilitated based on the information provided by the
report. The reports should portray all the relevant aspects concerning the operative efficiency
of the business. Report have to be well designed and frequent to help the management. This is
an essential part of management accounting.
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FUNCTIONS OF MANAGEMENT ACCOUNTING :
The basic functions of management accounting is to furnish relevant information along with

analytical data to the management to enable timely decisions for appropriate actions. It helps in the
effective discharge of management functions of planning, organizing, directing and controlling. The
following are the main functions of management accounting.

(a)

(b)

(c)

(d)

(e)

(0

8

(h)

Furnishing of relevant and vital data : Relevant and vital data is collected from concerned
sources and presented through meaningful reports to management which facilitates
decision making. Accounting data provides a strong base for furnishing financial figures to
management to enable appropriate and timely action.
Compilation of data in suitable form : Accounting data as it is may not serve a meaningful
and useful purpose to management for decision making. This data is required to be suitably
modified and amended in manner that suits the management purpose. Hence the data is
classified and rearranged in a way that helps the management to gain insight into the
situation.
Analysis and Interpretation : Management accounting provides the tools and techniques
for analysis and interpretation of data. Information is furnished in a comparable and
analytical manner for easy grasp of the situation. This facilitates planning and decision
making.
Means of communication and reporting : Management accounting system constitutes an
important segment of the management communication system providing information and
guidance for prospective planning and control. Reports well prepared sand presented
makes the management more effective in controlling business operations. It helps in co-
coordinating the operations of various department.
Facilitates control function : Management accounting helps in control function through
the techniques of budgeting control and standard costing. These techniques enable
comparison of actual performance with the targets and standards set analysis of the
deviations from such standards taking corrective action as a result of analysis and follow up
to appraise the effectiveness of corrective action.
Planning : Planning involves determination of different courses of actions based on the
purpose facts and considered estimates. It helps in planning the strategy to be adopted in
achieving the targets. It renders necessary help in planning for future the business goals and
objectives.
Guides the management in judgment: [t assists the management in forming its judgment
about the financial condition or the profitability of the business operation. Suitable action
can be taken in laying down future plans and policies for improvement and advancement.
Decision - making : Decision making is a management process of making right choices
from amongst the various courses of action. Decision can be taken only when the data is
assembled and presented in meaningful terms and the areas requiring management
attention are highlighted. Management accounting makes this decision making more
effective.
Reporting is usually at the end of the year; when the events have already taken place for which
nothing can be done.
Financial accounting offers a macro view of the entire activities of the organization; it shows the
results of the business as a whole without showing the results of the individual departments or
products. Hence there is a fusion of all positive and negative results culminating into one result.
Financial accounting is subject to statutory audit which is compulsory as per the provisions of
the Companies Act, 1956. Management Accounting is not subject to any such statutory audit.
Financial accounting considers only the monetary aspect. Management accounting considers
both the monetary as well as non monetary aspects.

45, Anurag Nagar, Behind Press Complex, Indore (M.P.) Ph.: 4262100, www.rccmindore.com



Ienaissanc@

college of commerce & management

B.Com III Year Subject- Management Accounting

ROLE OR IMPORTANCE OR SIGNIFICANCE OF MANAGEMENT ACCOUNTING
OR
MANAGEMENT ACCOUNTING AS A TOOL OF MANAGEMENT

In the present complex business world, management accounting has become an integral part and useful tool
of management system. The report prepared and data edited on the basis of management accounting
become the foundation of successful operation of managerial activities. The role of management accounting
as a tool of management can be studied under following headings:

1.

Increase in Efficiency: Management accounting increases efficiency of various business activities.
The targets of different departments are fixed in advance on the basis of forecasting and planning
and later on actual performance is compared with them. This process helps in measuring and
increasing the efficiency of the enterprise.

Proper Planning: Planning is a primary function of management and management accounting has
an important role in making it proper. Management is able to plan various activities with the help of
accounting information. On the basis of information provided by management accountant, the
work-load of each and every individual is fixed in advance and the activities of the concern are
planned in a systematic manner.

Measurement of Performance: Management accounting also plays an important role in
measurement and management of work performance through the techniques of standard costing
and budgetary control.

Effective Management Control: Efficiency of management depends upon its effective control and
from this point of view also management accounting has its specific role. Nowadays the function of
control has become a continuous process.

Improved Services to Customers: The installation of various types of control through
management accounting leads to reduction in cost and price and maintenance of standard level of
quality of goods produced and services rendered.

Maximizing Profits: The thrust of various techniques of management accounting is to control cost
of production and to increase operational efficiency. It all results in maximizing the profits.

Prompt and Correct Decision: Management accounting provides continuous information and
analysis is to various levels of management in respect of various aspects of business operations. It
helps in prompt and correct decision by management.

Reduction in Business Risks: The collection and analysis of historical information in management
accounting provides knowledge to the management in respect of nature of fluctuations and their
causes and effects. Management can prepare such plans which may minimize the impact of trade
cycle or seasonal fluctuations and consequently reduction in various types of business risks.

LIMITATIONS OF MANAGEMENT ACCOUNTING:

Management accounting is not free from limitations limits its effectiveness :

1.

Data Base : Management accounting depends for data on the financial and cost records. If the
financial and cost accounting contains incorrect and inaccurate information; management
accounting also gets affected to that extent. Discrepancies of financial and cost accounting
penetrates into the management accounting system giving unreliable results. Therefore,
effectiveness of management accounting system depends upon the efficiency of system followed
for recording and compiling financial and cost records.

Intuitive Decision making : Many times management is prone to take decisions without
reference to information provided by management accounting system. They are tempted to take
decision in an easy and short cut manner rather than on scientific basis. They may base their
decision on mere guess work and ignore the information provided by management accounting
system.
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3. Absence of Objectivity : Management accounting provides both qualitative and quantitative
information which offers scope for subjective element. The report are therefore influenced by
opinion judgment based on personal bias and prejudice. These make the reports more subjective
rather than objective.

4. Developing discipline : Management accounting is still a new and developing. It has yet to
sharpen its tools and techniques and seek perfection in its application. As a evolving discipline it is
subject to certain obstacles and impediments which are to be cleared before it emerges as a fully
developed science.

5. Expensive proposition : It is an expensive proposition to install the system with necessary
facilities and highly skilled persons. Therefore, small concerns cannot afford to adopt it. Only large
concerns can taken advantage of it; where the benefits outweigh the cost in many ways.

6. Wide scope : Management accounting embraces many disciplines and its scope is very wide.
Hence it requires a through knowledge and understanding of many subjects to make the data
more meaningful and informative. This makes the task of management accounting difficult.

7. Resistance : This subject demands a change in the method and style of working which may meet
opposition and non co-operation from certain vested interests. If may be construed by some
persons as tool for their exploitation. They dislike being guided in decision making through
scientific approach. Proper education of the system is necessary to help them break away from the
traditional style of working.

8. Can not replace Management: Management accounting with all its tools and techniques can only
facilitate decision making process for the management. It cannot be treated as an alternative or
substitute for management. Ultimately it depends on the management for execution. Therefore, it
is only a tool in the hands of management and cannot replace management. Management
accounting processes quantitative data and collaborates with qualitative data. Only qualitative and
unquantified data cannot be easily processed by management accounting.

TOOLS AND TECHNIQUES OF MANAGEMENT ACCOUNTING
A number of tools and techniques are used to supply the information required by the management. Any one
technique can not satisfy all managerial needs. The tools and techniques used in management accounting
are as follows:

1. Financial Policy and Accounting - every concern has to take a decision about the sources of
raising funds. The funds can be raised either through the issue of share capital or through the
raising of loans. Capital or preference share capital. The second decision concerns the raising of the
loans. Whether the loans should be long-term or short-term is again a matter of policy. The
proportion between share capital and loans should also be decided.

2. Analysis of Financial Statements- The analysis of financial statement is meant to classify and
present the data in such a way that it becomes useful for the management. The meaning and
significance of the data is explained in it in non-technical language. The techniques of financial
analysis include comparative financial statements, ratios, funds flow statement, trend analysis etc.

3. Historical Cost Accounting- The system of recording actual cost data on or after the date when it
has been incurred is known as historical cost accounting. The actual cost is compared to the
standard cost and it gives an idea about the performance of the concern.

4. Budgetary Control- It is a system which uses budgets as a tool for planning and control. The
budgets of all functional departments are prepared in advance. The actual performance is recorded
and compared with the pre-determined targets. The timing of budgets and finding out deviations is
an important tool for planning and controlling.

5. Standard Costing- Standard costing is an important technique for cost control purposes. In
standard costing system, costs are determines in advance. The actual costs are recorded and
compared with standards costs. The variances, if any, are analysed and their reasons are
ascertained.

6. Marginal Costing- This is a method of costing which is concerned with changes in costs resulting
from changes in the volume of production. Under this system, cost of product is divided into
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marginal (variable) and fixed cost. The latter part of cost (fixed) is taken as fixed and is recorded
over a level of production and every additional production unit involves only variable cost.

7. Decision Accounting- An important work of management is to take decisions. Decision taking
involves a choice from various alternatives. There may be decisions about capital expenditure,
whether to make or buy, what price to be charged, expansion or diversification, etc.

8. Revaluation Accounting- This is also known as Replacement Accounting. The preservation of
capital in the business is the main objective of management. The profits are calculated in such a way
that capital is preserved in real terms. During periods of rising prices, the value of capital is greatly
affected.

9. Control Accounting- Control accounting is not a separate accounting system. Different systems

have their control devices and these are used in control accounting. In control accounting we can

use internal check, internal audit, statutory audit and other similar methods for control purposes.

Management Information Systems- With the development of electronic devices for recording and

classifying data, reporting to management has considerably improved. The data relevant planning,

co-ordination and control is supplied to the management. Feedback of information and responsive
can be used as control techniques.

10.

Relationship of management accounting, financial accounting and cost accounting

Management accounting, financial accounting and cost accounting are the methods of
accounting providing information about the business firms. The financial accounting is related to
the recording of daily transaction whereas in management accounting sources of information are
used to specific mean.

Financial accounts have deep impact on management accounting, because it is a branch of
financial accounting. Both of these accounting are mutually helper and alternate to each other and
are necessary for efficient operation of the firm.

Cost accounting is tool that provides necessary data to the management for planning, decision
making and determination of policies. Basically cost accounting and management are
supplementary to each other. If in any business there is no room for cost accounting then
management accounting will have no identity in that business.

Difference between management accounting and cost accounting

Base Cost accounting Management accounting
Object An object of cost accounting to find out a | An object of m.a. is to make available various
cost of a product or a service. information to the management for planning
and other activities.
Nature In cost accounting both past and present | In the normally data are used for future
data are used. policies and planning.
Scope Cost accounting having a narrow scope | Its scope is very wide, it includes financial
because mainly it determines the cost. account, cost account report to management
etc
Age Cost accounting is an old method. Management accounting is a modern
concept.
Principles | In this some principles and methods are | In this for reporting to management no
adopted and from time to time same | specific rule or principle is adopted.
principles are used.

Difference between Financial Accounting and Management Accounting

Basis of | Financial Accounting Management Accounting
Difference
1. Objects Its object is to record various | It s object is to provide necessary

transactions and to know, on that basis,
profit or loss during a particular period
and financial position at the end of that

accounting information to management
which may help it in taking decisions
and formulating policies.
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period.
2. Subject- It is concerned with assessing the | It is concerned with assessing the
matter results of business as a whole. activities of different units, departments

and cost centers i.e, it examines
efficiency not only of the whole
enterprise but of different departments
also.

3. Historical/
Futuristic

It is mainly concerned with the
historical data.

It focuses its attention on future and
uses historical data only for taking
decisions for the future.

4. Compulsion

Generally, financial

compulsory.

accounting is

Management accounting is used
voluntarily and generally its procedure
is also not determined by law

5. Reporting

It is used to find out profitability and
financial position of the concern

The main idea for preparing reports in
this accounting is to provide
information as per requirements of the
management.

6. Description

It records only those transactions or
events which can be expresses in
monetary terms.

It covers all such monetary and non-
monetary events which influence
managerial decisions.

7. Quickness of

The communication of information in

There is relatively more emphasis on

Communicatio | this accounting is very slow and time | quick and prompt communication of
n consuming. information.
8. Accounting They are prepared generally on the | No set accounting principles are
Principles basis of certain accepted accounting | followed in this accounting
principles and conventions.
9. Period Generally, its duration is one year and | It collects and supplies information

this year is called as accounting year or
financial year.

from time to time during the whole
year.

10. Publication

As per Companies Act, every company
is required to send a copy of its final
accounts to the Registrar of Companies.
Moreover, its publication is compulsory
in case of Public Company.

They are prepared for the use of
management only and thus they are not
published.

11. Audit These accounts can be got audited There is no such provision in this
accounting.
12. Scope Its scope is limited Its scope is much wider.
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UNIT-II

Financial statements analySIS. Meanmg, objectives and methods
The term’ Financial Analysis’ Which is also known as ‘analysis and interpretation of financial
statements refer to process of determining financial strength and weaknesses of the firm by stabilizing
relationship between the items of balance sheet, profit & loss a/c and other operative data.
The purpose of financial analysis is to diagnose the information context in financial statement so as to
judge the profitability and financial position of the firm.’

TYPES OF FINANCIAL ANALYSIS
Financial analysis can be classified into different categories depending upon
1. Information used
2. Method of operation followed in analysis or the modes operandi of analysis

TYPES OF FINANCIAL ANALYSIS

On the basis of On the basis of On the basis of

used information firms involved modus operandi
External Internal Intera-firm Inter-firm Horizontal Vertical
analysis analysis analysis analysis analysis analysis

TOOLS OR METHODS OF FINANCIAL ANALYSIS
A number of methods are used to study the relationship between different statements
Following are het methods generally used for financial analysis

. Cost-volume-protfit analysis

COMPARATIVE FINANCIAL STATEMENTS

The comparative financial statements are the statements of the financial position at different periods of
time. The elements of financial position are shown in a comparative form to give an idea of the financial
position of two or more periods. Generally two financial statements (balance sheet and income
statements) are prepared in comparative form for the purpose of financial analysis.
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For example, when figure of sales of previous periods are given along with the figures of current period,
the analyst will be able to see the trends of sales over different period of time.

Income
statement

THE COMPARATIVE STATEMENTS ARE-

COMPARATIVE BALANCE SHEET

Comparative balance sheet as on two different dates can be used for comparing assets and liabilities
and finding out on increase or decrease in those items.

While interpreting comparative balance sheet, the interpreter is expected to consider the following
points.

a. Current financial pesition- For studying the current financial position, one should see the
working capital for both the year. A study of increase or decrease in current assets and current
liabilities enable to see the current financial position.

b. Long term financial position- The long term financial position of the concern can be analyzed
by studying the changes in fixed assets, long term liabilities & capital. An increase in fixed
assets should be compared to the increase in long term loans and capitals.

c. Profitability of the concern- The study of increase or decrease in retained earnings will
enable the interpreters to see cheater the profitability has improved or not.

COMPARATIVE INCOME STATEMENT-
The income statement shows net profit or net loss on accounts of operations of a business. The
comparative income statement gives an idea of the progress of a business over a period of time. The
interpretation of income statements will involve

a. The increase or decrease in sales should be compared with the increase or decrease of cost of

goods sold.
b. The second step is to study the operational profits.
c. The effect of non-operating expenses such as interest, loans on profit should be studied.

COMMON SIZE STATEMENTS

Common size statements are those in which the figures are converted into percentage on some
common basis. The use of these helps in making inter period & inter firm comparison and also in high
lighting upon the trends in performance, efficiency & financial position. However any material change
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in the techniques procedure & principles would render these statements users & insignificant tool of

financial analysis.

a. Common size balance sheet- A statement in which balance sheet items are expressed as the
percentage of its total.

b. Common size income statements- in common size income statement various item of income
statements are shown as percentage of sales.

TRENDS ANALYSIS

The financial statement may be analyzed by computing trends of several years

The methods of calculating trend percentage involve the calculation of percentage relationship that
each items bears to the same item in the base year. It is very important from the point of view of
forecasting or budgeting. It discloses the change in the financial and operating data between specific
periods. However, no. of precautions should be taken, while using trends ratios as a tool.

Limitations of financial analysis: financial statement analysis is an important method of
determination of financial capabilities and weakness of any firm, but their analysis is based on the
information given in the financial statements. Some of the limitations are as follows

It is study of interim reports only.

Comparison of financial statements of one firm with another is not possible.

Validity of financial analysis is reduced when there are price changes.

Conclusion drawn from one year financial statements is worthless.

Profit and loss account is prepared on the basis of old conventions due to which correct
information of net profit is not provided.

v we

Ratio Analysis
Meaning of Ratio : generally ratio means establishment of logical relationship between two or more
variable. Thus ratio is a numeric relation between two or more items of financial statement.
Ratio analysis : Ratio analysis is a techniques of analysis and interpretation of financial statements. It
is a process of establishing various ratios and their interpretation, to help top management in decision
making. Ratio is not an end in itself but it is a means of understand strength and weakness of the firm
properly.
Interpretation of the ratio: as the calculations of ratios from the data given in the financial statements
is an important function. In the same manner interpretation of these ratios is also the most important
function. Calculation of ratio is a clerical work while for interpretation of ratios skill and
foresightedness are required. Normally the interpretation of ratios can be made by the following ways.

1. Single absolute ratio - Generally it is said that if a person interprets a single ratio.

2. Group of ratios - Some of ratios are not important by their own but provides meaning ful
conclusion when they are interpreted along with other ratios like study of profit on sale with
capital employed or current ratio with liquid ratio.

3. Historical comparison - When ratios of various years are compared then this study
indicates the direction of the change and shows whether there is a improvement, downfall or
constancy in the performance and financial position of the firm.

4. Project Ratios - Various ratios may be calculated as a standard from the projected financial
statements.

5. Inter-firm comparison - inter firm comparison of ratios of any firm with the ratios of other
firms or with the average ratios of all the firms.

Classification of Ratios : Various accounting ratios are broadly classified as under -

1. Short term financial position ratios or liquidity ratios.

2. Activity or turnover ratio.

3. Profitability ratios.
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4. Long term financial positions or solvency ratios.

Short Term Financial Liquidity Ratios

Current Ratio = A liquidity ratio that measures a company’s ability to pay short term obligations.

. Current Assets
Current Ratio = ———————
Current Liabilities

Interpretation - If the current ratio is low it represents that the liquidity position of the firm is not good
and the firm is not able to pay its current liabilities immediately.

On the other hand, if the current ratio is very high it indicates idle assets which are not properly
utilized. There should be proper balance between these two situations. A current ratio of 2:1 is
considered on ideal situation.

Significance - Current Ratio is an index of the firm'’s financial stability. It provides a margin of safety of
the creditors and indicates strength of working capital.

Limitation-
1. Itis crude measurement of liquidity because it measures only the quantity and not the quality of
current assets.

2. Ratio is computed from the figures of balance sheet which might be manipulated to show a better
position of the firm than what is actual.
Quick/Acid Test/Liquid Ratio.
Quick ratio is used as a measure of the company’s ability to meet its current obligation.
. L. . . Liquid Assets
Quick/Liquid/Acid Test Ratio = Curr:ntm
Liquid Assets = Current Assets - (Stock and prepaid expenses)
Interpretation - A high quick ration is an indication that the firm has the ability to meet its current
liabilities in time and on the other hand, a low quick ratio represents that the firms liquidity position is
not good.
Quick ratio of 1:1 is considered satisfactory It indicates high solvent positions.
Significance
1. Itis the real test of liquidity position.
2. It gives better picture of firms ability to meet its short term obligations.
3. Itis used as a supplementary ratio to the current ratio.
4. Itis more of a qualitative nature of test.
(iii) Absolute Liquidity Ratio/Super Quick Ratio — Absolute liquid assets include cash in hand, cash at
bank readily saleable securities and short term investment because it is assumed that all creditors will
not demand their amount at once and mean while cash can be recovered from stock and debtors.
Absolute liquid Ratio = S hql_“d_e_ éssets
Current Liabilities
(iv) Cash Ratio- This ratio is calculated to know how much cash and bank balance a business is having

against its current liabilities. It shows the availability of cash and bank balance.
Cash +Bank

Current Liabilities

Current Ratio =

Solvency Ratio / Capital Structure Ratios:
1. Debt-Equity Ratio - It is also called as external internal equities ratio. It measures claims of
outsiders and owners (shareholders) against the firm.
This is calculated between external equities or external funds and internal equities or share holders
funds.
Debt Equity =

External equities or debt

Internal equitieis or equity
= Long term borrowings/equity share capital + preference share capital + reserve & surplus -
fictitious Assets
Interpretation - This ratio indicates margin of safety to creditors on its liquidation.
2. Debt to Total Capital Ratio - This ratio shows the relationship between long term debts and total
permanent capital of the business.
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Long term Debts

= ; OR
Permanent capital (Share holder fund +Long term Debts

3. Debt to total Assets — This ratio establish the relationship between total debts to total assets- =
Total Debotrs

Total Assets

4. Property Ratio or equity Ratio- This ratio establishes the relationship between shareholder’s funds
and total tangible assets of the firms -
_Share holder funds
~ Total Tangible Assets
Interpretation:- Higher ratio shows that firm is less dependent on outsiders for working capital.
Thus, higher ratio shows strength of the firm.

5. Capital Gearing Ratio :- This ratio is calculated between equity share capital and reserve and

surplus of the company with its debentures preference share capital and long term loans.
Equity capital +Reserve Funds

" Fixed Rate interest bearingfunds

Interpretation:- It the calculated ratio is greater than 1, it shows the firm in highly geared because

the burden of fixed interest bearing funds/debts is more than owners equity. It is indication of

higher risk.

On the other hand, if ratio is less than one, the firm is said to be low geared and the risk is also low.
6. Capital Employed to Net Work Ratio:- Capital employed is the value of the asset that contribute to a

company’s ability

_ Capital Employed

B Net worth

7. Reserve to Capital Ratio- Funds or material set aside saved or saved for future use
Reserves

B Capital
8. Fixed Assets Ratio - This ratio show the relationship between long term funds (Shareholder’s funds

+ long term loan) and fixed assets.
_ Long term funds (i.e.shareholder funds +Long term Debts

Net Fixed Assets
9. Debtors to Total Funds/Solvency Ratio- This ratio is used for measuring and analyzing long-term
solvency of the business.
This ratio explains that if the firm goes into liquidation then amount realized from sale of assets will

be sufficient for repayment of all debtor and liabilities or not.
Total outisde liabilities

Total Assets

Solvency Ratio =

Interpretation -

1. Higher ratio indicates more risk to creditor.

2. If capital gearing ratio is lower than 1 than it is a high gearing and if higher than 1 there it’s low
gearing.

B. Coverage Ratios/Income Based
10. Interest coverage/Fixed charges cover/Debtors Service Ratio- This ratio indicates how many times
the profit covers the interest. It shows the margin of cover to lenders of the company.

In other words, interest coverage ratio is helpful to test the firm’s debt servicing capacity.
_ Net profit before interest & tax

Fixed interest charges
11. Dividend Coverage Ratio:- This ratio indicates how many times the profit after tax covers the

dividend of preference share holders
_ Profit after tax (PAT)

~ Preference Dividend

Activity Ratios or Turn over Ratios or Current Assets movement or Efficiency Ratios
In any business funds are invested in various assets to earn sale and profit. If the management of assets
is better, then amount of sale and profit will be higher. Efficiency ratios measures the efficiency and
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effectiveness with which company manages its resources & assets. These are also called turn over
ratios, because these ratios indicate the speed with which assets are converted into sale like stock into
sale.

1. (a) Inventory /Stock turnover ratio- A firm must have reasonable stock of inventories in

comparison to sales. The level of inventory should neither be too high nor too low.
cost of goods sold

Inventory/ Stock turn over Ratio = _
average inventory

_ Net sales _ Net sales
or = average inventory or = average inventory at selling price
(b) Inventory Conversion period- It is also important to see average time taken for clearing the
stocks.
365/ 360
B inventory turn over ratio
Interpretation

This ratio measures the velocity of conversion of stock into sales.
A high inventory turnover indicates efficient management of inventory because if stock are sold
speedly lesser amount of money will be involved in inventory.
A low inventory turnover indicates dull business, accumulation of obsolete stock poor
investment in inventories.

2. Debtors/ Receivables turn over or debtors velocity- Generally all the business firms sales goods
on credit as well as for cash credit is considered as tool for higher sale. It is expected that
business debtors can be converted in cash within the short period, and due this they are

included in the current assets.
Net credit sales

B average accounts receivables
It should be noted that

i.  Average account receivable = Average Debtors + Average B/R
opening debtors +closing debtors

ii.  Average Debtors = >
opening B/R+closingB /R
2

iii. =~ Average B/R =

Interpretation
Debtors velocity indicates the number of times the debtors are turned over during the year. If the
turnover is higher, it shows higher liquidity and efficiency of management. On the other hand low
debtors turnover implies poor liquidity and less efficient management.
3. Average collection period or debts collection period- By this ratio a form comes to know that in
how many days its receivables will be converted into cash.

average debtors and B/R
- verage debu R %365/12
net credit sales
4. Creditors turnover ratio or creditors velocity or payable turnover- creditors turnover ratio is

similar to creditors turnover ratio is similar to debtors turnover ratio. It indicates the speed

with which the payment are made to the creditors.
_net credit purcahse

B average A/C payables
It should be noted that

i.  Average accounts payable= Average Creditors + Average bills payable
opening creditors +closing creditors

ii.  Average Creditors = >
opening B/P+closingB /P

2
5. Average payment period- It indicates the average days which a firm takes to make payment to

its creditors.

iii. =~ Average bills payable =
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Average A/cpayable Months / Days in a year
- Average Ajcpayable 365,12 Or = /Days i ay

Credit Purcahse
Significance

Both the creditors turn over ratio and the average payment period indicates the promptness in
making payments to creditors.
Generally, lower the ratio, better the liquidity position of the firm and higher ratio implies less
liquidity position of the firm.

6. Working capital turn over ratio- Working capital of every firm is directly related with its

sales because it increase and decrease with change in current assets & current liabilities
sales

Credito r turnover

T2 average working capital

opening W /C+closingW /C
2

If the sale is not given, the figure of COGS can be used
Sales / cost of sales

Average working capital =

Working capital turnover ratio = , -
net working capital

7. Fixed Assets Turnover Ratio- This ratio measure the efficiency as well as profit earning

capacity of the firm
sales

"~ net fixed assets
Net fixed assets = value of assets — depreciation

Some Important Terminologies
1. Miscellaneous expenses.
Under this head we include fictitious assets which are as under-
a) Preliminary expenses
b) Underwriting Commission
c) Discount on issue of shares and debentures
d) Development expenditure
e) Debit balance of P/L A/c (loss)
2. Current Assets

a) Cashin hand b) Cash at bank

c) Bills receivables d) Debtors

e) Short term investments/Marketable securities/ Government securities

f) Accrued income g) Prepaid expenses h) Stock or inventory

3. Liquid Assets
Assets Which can be easily converted into cash is known as liquid assets.

Liquid Assets = Current Assets — Stock — Prepaid Expenses

4. Absolute Liquid Assets

Cash + Bank + Marketable Securities

5. Current Liabilities

a) Creditors b) Bills Payables c¢) Outstanding Expenses
d) unearned income advance income e) Short term loans f) Bad debts reserves
g) Provision for tax h) Bank overdraft (i) Tax Payable

j) Dividend Payable/Unclaimed dividend
6. Liquid liabilities

Liquid liabilities = Current Liabilities — Bank overdraft

7. Working Capital

Working Capital = Current Assets — Current Liabilities
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8. Longterm loans / liabilities / Long term Debts
a) Debentures  b) Mortgage loan c) Bankloan d) Unsecured loans e) Secured loans
9. Total debts/ total liabilities/ external liabilities

Total debts = Current liabilities +long term liabilities

10. Capital employed

Capital Employed =

Share capital + Reserves and Surplus + Secured loans + Unsecured loans — misc. Expenditure

11. Cost of goods sold

COGS = Sales — Gross profit

Or

12. Operating net profit

Operating Net Profit = Gross Profit — Operating expenses
Or
Net profit + non operating expenses — non operating income

13. Average Stock

Average Stock : Opening stock + Closing stock

14. Receivables

Receivables = Debtors + Bills receivables

15. Payables

Payables = Creditors + Bills payables

16. Proprietors fund/ shareholders fund/ owners equity/ equity/ Net worth/ Net assets

Share capital + Reserve & Surplus — Miscellaneous expenditure
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Accounting ratio is a method to present the information of the financial statements in simplified, systematised
& summarized form. Through Ratio analysis we measure the profitability, efficiency & financial soundness of
a firm. Ratio analysis is a “study of relationship among the various financial factors in a business”

Types of Ratios

' RS . > v

1 Profitability ratios l Activity / performance / TR = Sia‘t\lfz'frorr:sthccgozm of Sol cotios
3 Fatacyes Tating Liquidity ratios : e prospectivi Solvency ratios
3 nvestors
1. Gross Profit_ratio K 3 v
- = Gross Profitx 100 1. Stock Turn over Ratio = 1. Current ratio or 1. Debts equity ratio
Sales cost of goods sold Working capital ratio a. On the basis of total debts:-
average stock current assets Debis
2. Net Profit_ratio 2. Working capital turnover ratio current liabilities equity
= Gross Profik 100 cost of goods sold 2. Liquid ratio/ guick ratio/ b. On the basis of long term debts
Sales Working Capital acid test ratio Long term debts
3. Fixed assets turnover ratio liquid assets Equity
3. Operating NP ratio cost of goods sold current liabilities 2. Proprietary’s Ratio
=_O_p_c£a_{ing_§gl_]"rgﬁ& 100 fixed assets 3. Absolute liguid ratio/ Proprictors fund
Sales 4. (a) Debtors turnover ratio super quick ratio Total tangible assets
Net credit sales Absolute liquid ratio
4. Operating Ratio average receivables liquid liabilities 3. Fixed Assets ratio
COGS + Operating Expenses, 1gq (b) Average collection period 4. Cash ratio Fixed Assets
Sales ayerage receivables v 3657 12/52 Cash + Bank Proprietor’s fund + L.T. Liabilities
net credit sales current liabilities Or
5. Expenses ratio 5. (a) Creditors turnover ratio v Fixed Assets
= Expenses, a0 Net credit Purchases 1. Earning Per Share (E.P.S.) Net Worth
Sules average payables N.P. after interest tax & Pref, Div. 4. Solvency Ratio
(b) Average payment period No. of Equity Shares Total Assets
6. Ret. On Prop.‘s Fund = average pavables x365/ 12/52 Total Liabilities
NP Afler Interest & 'I'axx 100 net credit Purchases 2. Dividend per share (D.P.S) 5. Capital Gearing Ratio
Proprietor’s Fund Div. paid to equity share holders Equity share capital +Reserve &surplus
7. Ret. on Capital Employed = No. of equity shares Pref. share capital+ interest bearing finance
NP before interest & Tax 3. Pay out Ratio = DPS/EPS 6. Debts service ratio OR Interest
Net Capital Employed 200 4. Earning yield ratio coverage ratio
Net profit before interest & tax
K‘i—%s- 100 Fixed interest charges
5. Price earming ratio (PE ratio)
MPS
EPS
6. Dividend yield ratio =
!%[;% x 100
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Accounting standards

Accounting standards put effort to bring uniformity at national and international level by eliminating
the difference arising in the financial statements and other accounting and financial information
prepared and presented by various commercial and non-commercial business units due to factors.
These standards make the financial statements and other accounting and financial information easily
understandable at national and global level with minimum efforts by learning only a single global
accounting and business language.

Before we proceed to discuss various aspects of accounting standards it is very much essential to
understand the difference among various  terms normally used in this field. The following chart would
clear the point-

Generally Accepted Accounting Principles (GAAP)

National GAAP International GAAP

(In Indian context)

1
l l

v

Accounting Indain Accounting International International Financial
Standards Standards Accounting Standards Reporting Standards
(AS-series) (Ind.AS series) ( LAS- series) (IFRS -series)
(1977 to 2014) (2014 to onwards) (1973 to 2001) (2001 onwards)

GAAP i.e. generally accepted accounting principles are as the name suggests, the accounting
principles, postulates, conventions, traditions etc. Prevailing in the accounting world since the origin of
accounting and which have the mass recognition at global level. These may be local (i.e. national ) as
well as global. For example Accounting Standards (AS series) and Indian Accounting Standards (Ind.
AS series) are the Indian GAAP , accounting standards of United States of America are U.S. GAAP and
similarly Canadian GAAP , Australian GAAP and so on.

1. National GAAP(i.e.Indian GAAP)
2. International GAAP.
Objectives of international financial reporting standards
International financial reporting standards are framed with a view to develop a common
business language globally so that anybody of any country can easily understand the financial
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statements and other financial and accounting information of any other country. Some of the
objectives are as under-

. To develop a single set of accounting standards.

. To promote the use of standards globally.

. To take care of small and medium entities.

. To bring convergence.

. To eliminate local differences.

. To promote global cooperation.

. To make the flow of global finance easy.

. To make the global tax system understandable.

. To increase the utility of global accounting summit .

O 0O N O U1 » WIN -

Features or characteristics of international Financial reporting standards

O XN A WD

The main features of these Standards are as under-

Only a single set.

Formation of global institute.

Free flow of capital.

Two series of standards.

Different from GAAP.

More stress on guidelines.

Various statements.

List of interpretations.

Recognition to accounting concepts, conventions etc.

Importance or advantages of international financial reporting standards

The universality of accounting has been possible only due to international accounting

standards/international financial reporting standards. All the countries have come nearer in the field of
accounting.

The important of these standards can be well recognized by their following advantages-

1

OO N WD

0.

Accounting uniformity.

Only one accouting language sufficient.
Useful for multinationals.

Rapid economic growth.

Global employement.

Easier and speedier financial decisions.
Similarity in interest rates.

Uniformity in capital allotment.
Uniformity tax system.

Global uniformity in price level.

11. Uniformity in global economy.

Scope or limitations of international financial reporting standards
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The scope of international financial reporting standards is as under-

1. All the previous international accounting standards and interpretations by the Standards
Interpretation Committee-SIC will continue to be applicable unless and until they are amended
or withdrawn.

2. They are applicable to all the financial statements and interpretations of profit oriented
entities.

3. Non-profit oriented entities can also adopt these standards.

4. Ifthe financial statements are prepared on the basis of any other accounting standards, the
limitation, if any ,prescribed by International Accounting Standards Board in this respect shall
apply.

5. These cannot be applied on less important items.

6. These cannot be applied retrospectively unless specified.

The woed ‘leverage’ is derived from the woed ‘lever’ which is used in mechanical engineering ‘Lever’
refers to a long rigid bar pivoted about a fulcrum for shifting a load with mechanical

Advantage. Longer the rigid bar lesser the amount of effort or force to be applied to shift the position of
the body or object. Thes can be well explained by the following figure-

From the above picture ,it is clear that fulcrum plays the role of pivot for the rigid bar .The
amount of efforts to be made to shift the load will depend on three factors, first the height of fulcrum ,
second the point at which fulcrum is fixed and the third is the length of bar .When the bar is long and
fulcrum is heighted and fixed nearer to the body, lesser amount of efforts need to be made to shift the
body. On the other hand when the bar is short and fulcrum is fixed away from the object ,greater
amount of efforts is required to be made . Thus Leverage is the device to get more advantage with less
Efforts.

Similarly in the field of financial management , leverage means the system in which
higher increase in profit is achieved by lesser change in Sales Volume .This happens because of the
presence of fixed operating cost and fixed returns (i.e., interest on long term borrowings and dividend
on preference shares). These fixed cost/returns do not increase in sales volume. This directly increases
owners’ earnings. Fixed cost on returns act as fulcrum.

Meaning -The term ‘leverage’ is used to describe the firm'’s ability use fixed cost assets or fund to
increase the return to its owners; i.e., equity shareholder . James Hone Has defined leverage as “the
employment of an assets or Sources of funds for which the firm has to pay a fixed cost or fixed return.”
The fixed cost (also called fixed operating cost) and fixed return (called financial cost) remains constant
irrespective of the change in volume of output or sales . Thus , the employment of an asset or source of
funds for which the firm has to pay a fixed cost or return has a considerable influence on the earnings
available for equity shareholder. The fixed cost/return acts as the fulcrum and the leverage magnifies
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the influence. It must ,however be noted that higher the degree of leverage ,higher is the risk as well as
return to the owners. It should also be remembered that leverage can have negative or reversible effect
also . Its may he favourable or unfavourable.

Defination- Some important definitions of leverage are as under-

(i) “Leverage means bearing fixed cost or payment of fixed returns in financial management”.
(i) “The ratio of the rate of return to equity Shareholderon their equity to rate on returne of
total capitalisation is called leverage .”

As a conclusion we can say ‘Leverage is the tendency of earning before interest and tax or earnings
available for equity shareholders to vary disproportionately with sales.”

From shareholders point of view , leverages of two types, as under

(i) Favourable Leverage- When contribution (i.e., sale - variable cost ) is more than
fixed cost or EBIT is more than fixed interest charges and preference dividend it is
the situation of favourable leverage . In other words favourable or positive leverage
takes places when taxable profit or EPS increases more than proportionate increase
in EBIT.

(ii) Unfavourable leverage - When contribution (i.e. sales - variable cost ) is less than
fixed cost or EBIT is less than fixed interest charges and preference dividend ,it is
the situation of unfavourable or negative leverage . In other words negative leverage
take place when taxable profit or EPS decreases more than proportionate decrease
in EBIT.

Types of leverage
From the point of view of analysing the mutual relationship of sale, fixed cost
contribution , EBIT , EBT and EPS, leverage are of following three types -
(1) Opration leverage
(2) Financial Leverage
(3) Combined leverage

All three leverage are disussed in detail as under-
1. Operating leverage

Operating leverage result from the presence of fixed costs that help in magnifying net
operating income fluctuations flowing from small variations in revenue .The Fixed cost is
treated as fulcrum of a lever . The change in sales are related to changes in revenue . The
fixed costs do not change with the change in sales .Any increase in sales , fixed costs
remaining the same , will magnify the operating revenue .The operating leverage occurs
when a firm has fixed costs which must be recovered irrespective of sales volume . The
fixed cost remaining same, the percentage change in operating revenue will be more than
the percentage change is sales. The occurrence is known as operating leverage . The degree
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of operating leverage depends upon the amount of fixed element in the costs structure.
Operating leverage can be determined by means of a break even or cost volume profit
analysis . The degree of leverage will be calculated as under-

2. Financial leverage or trading on equity

A vfirm needs fund to run and manage its activites. The funds are first needed to set up an
enterprise and then to implement expansion , diversification and other plans. A decision
has to be made regarding the composition of funds .The funds may be rasied through two
sources : owners, called owners’ equity , and outsiders, called creditor’s equity. When a
firm issues capital these are owners’ funds when it raises funds by raising long term and
short term loans it is called creditor’ or outsider’ equity . Various means used to raise funds
represent the financial structure of a firm. So the financial structure is represented by the
left side of the balance sheet i.e., liabilities side . Traditionally, the short term finances are
excluded from the methods of financing capital budgeting decisions. So, only long term
sources are taken as a part of capital structure. The term capital structure refers to the
relationship between various long term forms of financing such as debentures, preference
share capital , equity share capital, etc. Financing the firm’s assets is a very crucial
problemin every business and as a general rule there should be proper mix of debt and
equity capital. The use of long term fixed interest bearing debt and preference share
capital along with equity share capital is called financial leverage or trading on equity.
The long term fixed interest bearing debt is employed by a firm to earn more from the use
of these resources than their cost so as to increase the return on owner’s equity. It is ture
that the capital structure cannot affect the total earnings of a firm but it can affect the
share of earnings for equity shareholders.

The fixed cost funds are employed in such a way that the earnings available for
common stockholder (equity shareholder) are increased. A fixed rate of interest is paid on
such longterm debts(debentures, etc.).The interest is a liability and must be paid
irrespective of revenue earnings. The preference Share capital also bears a fixed rate of
dividend. But, the dividend is paid only when the company has surplus profits. The equity
shareholder are entitled to residual income after paying interest and preference dividend.
Theaim of financial leverage is to increase the revenue available for equity shareholder
using the fixed cost funds. If the revenue earned by employing fixed cost funds is more than
their cost (interest and /or preference dividend) then it will be to the benefit of equity
shareholder to use such a capital structure. A firm is known to have afavourable leverage
if its earnings are more than what dwebt would cost. On the contrary, if it does not
earn as much as the debt costs then it will be known as an unfavourable leverage.

Every firm has to make its own decision regarding the quantum of funds to
be borrowed. When the amount of debt is relatively larger in relation to capital stock, a
company is said to be trading on thin equity .On the other hand if the amount of debt is
comparatively low in relation to capital stock, the compay is said to be trading on thick
equity.
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Every firm has to make its own decision regarding the quantum of funds to be
borrowed. When the amount of debt is relatively larger in relation to capital
stock, a company is said to be trading on thin equity .On the other hand if the
amount of debt is comparatively low in relation to capital stock, the compay is
said to be trading on thick equity.

3.Combined leverage

Also known as total ,joint ,or composite leverage, combined leverage covers
the features of both operating leverage and financial leverage. So far the
operating leverage explain the business risk complexion of the firm whereas the
financial leverage deals with the financial risk of the firm. But a firm has to look
into the overall risk or total risk of the firm, which is business risk plus the
financial risk. Therefore, a financial manager should consider both the operating
leverage and the financial leverage simultaneously.

It measure the relation between contribution and EBT. It shows how EBT or
EPS changes with the change in sales volume.

Computation of combined leverage
Combined leverage (CL) = Operating leverage * financial leverage

Or =Contribution x EBIT

EBIT EBT

Or =Contribution
EBT

Or =% change in EBT or EPS
% change in sales

Interpretation : If combined leverage is 5, it shows change in sales results five times change in
EBT or EPS

Importance of leverage

Leverage is a financial technique which increases the return and earning available to the
owner more than proportionate change in sales volume . If this technique is applied with care,
it will increase EPS and DPS ultimately resulting in rise in the market value of shares. Here it
should be remembered that leverage is a double edged sword which accelerates profits at a
greater speed in favourable conditions i.e., in boom period but in unfavourable time i.e., in
slack period it reduse profit or increases loss at greater speed. When the rate of return on
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investment (ROI) is more than cost of raising levered finance, i.e., debentures, long term
borrowings and preference shares, then it is profitable to procure funds formoutside sources
and trading on equity is advantageous. But when ROl is less than the cost of borrowings, the
shareholder should invert their own capital instead of going for long term borrowings.

The importance of leverages can be discussed on the following grounds-

Helpful in managerial decisions.

Helpful in investment decision.

Increase in EBIT.

Helpful in magnifying the income of equity shareholder.

» W=

Limitations of leverages

As ststed earlier, leverage is a double edged sword which is profitable on one side, and
harmful on other side, the application of leverage must be made after a careful study of

all the other factors. It suffers from following drawback also-
1.Ignorance of implicit cost.

2.Cost of loan capital varying.

3Difficult in calaulation.
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CASH FLOW ANALYSIS|

(As Per Accounting Standard-3)

Difference between funds flow statement and cash flow statement -

S.No. Basis of Funds Flow Statement Cash Flow Statement
Difference

1 Concept and | It is based on the broad concept | It is based on the narrow concept of

scope of fund, i.e. on working capital. | fund i.e. cash.

2 Basis of | This statement is wuseful in | This statement is useful in planning of

usefulness planning of medium term and | short-term funds i.e. cash and its
long term sources of finance. equivalents.

3 Basis of | In this statement accounting is | In this statement accounting is done on

accounting done on accrual basis, thus no | cash basis, thus adjustment about
adjustment is required. outstanding and prepaid expenses is
required.

4 Separate Schedule of changes in working | No schedule is prepared along with this

schedule capital is prepared along with | statement.
this statement.

5 Method of | This statements shows sources | This statement is prepared by classify

preparing and applications of funds. Net | cash inflows and outflows in operating,
difference between sources and | investing and financing activities. The
application of funds represents | net difference represents increase or
increase or decrease in working | decrease in cash and cash equivalents.
capital.

6 Amendment This statement does not show | Cash is a part of working capital. Thus
Strong fund (Working Capita]) improvement in cash pOSitiOH shown by
and strength of cash can’t be the cash flow statement in considered s an
] improvement in working capital.

Use and significance of cash flow statement -
Helpful in the evaluation of present cash position of the firm
Helpful to the management

Knowledge about liability redemption capacity
Knowledge about important facts

Helpful in formulation of policies

Helpful in the evaluation of financial policies and present cash position

1)
2)
3)
4)
5)
6)
7)
8)
9)

Useful to outsiders

Find variation and performance

As per AS-3

10) Full information

Limitations of cash flow statement
Difficult to define cash
Liquidity cannot be assessed

1)
2)
3)
4)
5)

No clear picture

Scope becomes narrow
Not equivalent to income statement
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FORMAT OF CASH FLOW STATEMENT
(AS-3 Direct Method)

A.  Cash flows operating activities Rs. | Rs.

Cash receipts from customers
Cash paid to suppliers and employees
Taxes paid
Other receipts
Net cash from operating activities (1)
B.  Cash flows from investing activities
Purchase of fixed assets/investments
Sale of fixed assets/investments
Interest received
Dividend received
Net cash from investing activities (2)
C. Cash flows from financing activities
Issue of shares/debentures
Long-term borrowings taken
Redemption of Pref. shares/debentures
Repayment of long term loans
Interest paid
Dividend paid
Repayment of bank overdraft
Drawings by proprietors / partners
Net cash from financing activities (3)
Net Increase in cash and cash equivalents (A+B+C)
Cash and cash equivalents at the beginning
Cash and cash equivalents at the end
Cash flows shown in bracket are treated as minus figures while
making total.
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Less:

Add:

Add:

Add:

Less:

Add:

Less:

Less:

Less:
Add:

Add:
Less:

Cash flows operating activities
Closing Balance of profit & loss account
Opening balance of profit & loss account
Profit after appropriation
Items of appropriation:
1) Interim dividend
2) Final dividend /proposed dividend (current year)
3) Transfer to general reserve
4) Transfer to other reserve
5) Provision for taxation
6) Issue of bonus share
Non-cash items :
1) Depreciation
2) Goodwill written off
3) Preliminary expenses written off
4) Discount on issue of shares/debenture written of
5) Other fictitious assets written off
6) Provision for contingencies
Non-operating expenses/losses
1) Loss on sale of fixed assets
2) Premium on redemption of Pref. share and debenture
3) Interest paid
4) Foreign exchange loss
5) Loss on sale of investment
Non-operating income :
1) Profit on sale of fixed assets
2) Discount on redemption of preference shares/debentures
3) Interest received
4) Dividend received
5) Profit on sale of investment
Decrease in current assets (except cash and bank)
Increase in current liabilities (except bank overdraft)
Increase in current assets (except cash and bank)
Decrease in current liabilities (except bank overdraft)
Payment of income-tax
Cash from operating activities

Cash flows from investing activities
Sale of fixed assets / investment
Purchases of fixed assets/investment
Interest received
Dividend received
Non-operating surplus

Cash flows from investment activities
Cash flows from financing activities:
Issue of shares/debentures
Long term borrowing
Redemption of preference shares/debentures
Repayment of long term loan
Interest paid

Rs.

Rs.
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Divided paid

Repayment of bank overdraft

Drawings by proprietors / partners
Cash flows from financing activities —

Net increase in cash and cash equivalents (A+B+C)
Add: | Opening balance of cash & cash equivalents

l

l

Closing balance of cash & cash equivalents

Note: Cash & cash equivalents = Cash + Bank + Short term investments
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Break even Analysis

Basically there are following two techniques for the ascertainment and analysis of cost of production -
1. Absorption costing system
2. Marginal costing system

Absorption costing

Under this system every unit of production absorbs or is charged with a proportionate share of every
item of total cost. For this purpose total cost is divided by total units of production to get the
proportionate share of one unit.

Marginal costing

Fixed and variable costs behave differently with changes in the volume of outturn; variable costs tend
to change in total with increase or decrease in the level of activity but fixed costs tend to vary with time
rather than the level of output.

Marginal Cost

Definition

“The amount is increased or decreased by one unit”. Here a unit may be single article, a batch of
articles, an order, a stage of production capacity, a process or a department. - CI.M.A. London

Marginal Costing
Definition
“The ascertainment by differentiating between fixed costs, and variable costs, of marginal costs and of

the effect on profit of changes in volume or type of output.”

- C.LM.A,, London

Difference between absorption costing and marginal costing

S.No Basis Absorption costing Marginal costing

1 | Inclusion | Both fixed and variable cost are | Only variable cost i.e. marginal cost is

included in the cost of product included in the cost of product

2 | Decision Decision making is based on profit Decision making is based on
making contribution

3 | Stock Stock is valued at total cost i.e. fixed as | Stock is valued at variable cost only
valuation | well as variable cost.

4 | Treatment | Fixed cost is the part of the cost of | Being a period cost fixed cost is not
of fixed | product. It is included in total cost by | included in cost is charged to profit for
cost means of overhead recovery rates. the period

5 | Emphasis | Emphasis is on net profit Emphasis is on the profitability i.e.

profit earning rate by means of P/V
ratio.

6 | Carry over | Since fixed cost is included in the cost, a | All the fixed cost pertaining to a period
of fixed | portion of fixed cost is carried over to | is charged fully to the profit of that
cost next period in the form of stock period, so on question of carry over to

next period.

7 | Period This is a long term techniques of price | This is a short-term techniques of price

determination determination.
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Advantages of Marginal costing

1. Helpsin production planning 7. Treatment of overheads simplified
2. Helpful in budgetary control 8. Helpful to management

3. Constant in nature 9. Better presentation

4. Preparing tenders 10. Uniform and realistic valuation

5. Effective cost control 11. Better results

6. “Make or Buy” decision 12. Fixation of selling price.

Disadvantages & limitation of marginal costing

1. Significance lost Unrealistic assumption

7
2. Automation 8. Complete information not given
3. Difficulty to analyse overhead 9. Sales oriented
4. Claim for loss of stock 10. Difficulty in the fixation of price
5. Time element ignored 11. Problem of variable overheads
6. Unrealiable stock valuation
Objectives of cost-volume profit analysis
1. Forecast profit fairly 4. Formulating price policies
2. Flexible budget 5. Amount of overhead

3. Performance evaluation

Limitation of cost-volume profit analysis
1. Difficult to forecast

Expansion of capacity

Efficiency of the plant

Price variation

Cost reduction programmes

Fixed and variable cost

Inventories.

SIS

Definition
According to Charles T. Horngren - “The breakeven point is that point of sales volume where total
revenues and total expenses are equal, it is also said as the point of zero profit or zero loss.”

Profit-volume ratio (P/V Ratio)

Another method of determining the relationship between cost, volume and profit is by means of the
profit volume ratio (P/V ratio). This ratio is also known as marginal income ratio contribution to sales
ratio, or variable profit ratio.

Margin of safety
Sales beyond the break even volume being in profits. Such sales represent a margin of safety expressed
as aratio or percentage M/S.

Improvement in the margin of safety

Increase in sales volume

Increase in selling price

Change in product mix thereby increasing contribution
Lowering fixed cost

Lowering fixed variable overhead.

i wh e
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Particulars

Sales (s)

Less: Variable cost (Marginal cost) (V)
Contribution (C)

Less: Fixed Cost (F)

Profit or loss

1. Profit volume ratio
a. P/Vration= ¢ xS100
b. When sales and profit of two period are given:
P/V ration = change in profit x 100

change in sales

(C=S-V)OrP/Vratio = 100 - percentage of variable cost

Total contribution x 100

c. Combined or composite P/V ration =
Total sales

2. Breakeven point

Total fixed cost

Contribution per unit
Total fixed cost

B.E.P.in units
c. Total fixed cost = B.E.P. in units Contribution per unit

or
d. B.E.P.(in units) =

a. B.E.P.(in units) =

b. Contribution per unit =

B.E.P.in rupees

SSelling price per unit

Total fixed cost

a. B.E.P. (in Rupees) = .
Vratlo
. _ Total fixed cost x 100
b. P/Vratio= B P in Re
Total fixed cost = B.E.P. in Rs. X P/V ratio
or

d. B.E.P.(in Rs.) = B.E.P. in units x Selling price per unit

3. Margin of safety

Margin of safety (M.0.S) - Actual sales - B.E.P. sales
Pro fit x 100

M.0.S= ——
VTath
4. Profit
Profit = S x P/V ratio - Fixed cost
OR
a. Profit=M.0.S. (in Rs.) x P/V ratio
. _ Profitx 100
b. P/Vratio = —M.O.s;'n Iff' o
. rofitx
c. M.O.S. (ll’l RS) = W
OR
a. Profit = M.0.S. (in units.) x C per unit
c . G Profit
b. Contribution per unit = T OS i ie

Profit
contribution per unit

c. M.O.S. (in units) =
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5. Sales for desired profits

When amount of desired profit is given

Total fixed cost+Desired profit

Sales (in Rs.) = x 100
( ) P/V ratio
. . Total fixed cost+Desired profit
Sale (in units) = ! . prof
C per unit

When the percentage of desired profits is given

Total fixed cost
P /v ratio —percentage of desired profit on sales

Sales (in Rs.) =

Total fixed cost
P /v ratio —percentage of desired profit on sales

Sales (in units) =

6. Shut - down point -

Shut down point (in Rs.) =

Shut down point (in units) =

Total fixed cost+shut down cost —Unavoidable fixed cost

P /v ratio
Total fixed cost+shut down cost —Unavoida ble fixed cost

contribution per unit

7. Fixed cost -

F =S x P/V ratio - profit

8. Variable cost=S- C (C =S x P/V ratio)

Management Decision Making
Cost accounting and management accounting play an important role for managerial decision making.
There are so many problems before the management some of which are as under -

1.

Decision as to make or buy - Such type of problem generally arises in the industry where
assembly work is prominent. These industries produce various parts and then assemble them.
Before them some time the problem arises whether to make or buy a particular component.
Optimum sales mix - When a manufacturer makes many types of products or varieties of one
product, a problem arises as to the quantities of the different products or different varieties to
be sold so as to maximize the overall profit. This is called problem of sales mix.

Decision as to close down a department — When there are many production departments and
any one of them does not give favourable financial result, the management has to make the
decision to close down the same department. The decision to close down any department
should be taken only when contribution of the same department is negative.

To discontinue or replace of product - Here also the decision as to discontinue a product should
be taken when the contribution of the product goes negative i.e. variable cost of the product is
higher than the sale price of that product. The fixed cost of the product will not be considered
because fixed cost will not be reduced even when the product is discontinue.

Shut down decision - Normally an undertaking should not operate below breakeven point. But
sometimes the need arises to continue the business even by incurring losses. But this too has a
limit and if the sales continue to fall down a stage will come when it will be profitable to close
down the undertaking temporarily instead of continuing it.

To explore new market — When the production at full capacity of the factory could not be sold
out, the new markets for the spare capacity should be explored.
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Budgetary Control

“A budget is a financial and/or quantitative statement, prepared prior to a defined period of time, of the
policy to be pursued during that period for the purpose of attaining a given objective.” An analysis of
this definition will reveal the essential features of a budget, namely that (i) a budget may be expressed
in terms of money or quantity, or both, (ii) it should be developed prior to the period during which it is
to operate, (iii) it is set for a definite period.

Definition of Budget

“Budget is a standard with which to measure the actual achievement of people or department etc.

Objectives of budgetary control Advantages of budgetary control

1. Ablue print 1. Maximization of profits
2. Means of co-ordination 2. Clear definition of the objectives
3. Means of communication 3. Planned approach
4. Centralized control 4. Co-operation
5. Effective utilization
6. Remedial measures
1. Support to top management 7. Motivating force
2. Sound forecasting 8. Sufficiency of working capital
3. Good business policies 9. Habit of thinking ahead
4. Adequate accounting system 10. Delegation of authority
5. Good reporting system 11. Seasonal or cyclic fluctuations
6. Accurate and adequate statistical 12. Force-runners of standard costs
information 13. Basis for internal audit
7. Participation by responsible executives 14. Incentive systems of remuneration by
8. Clearly defined organization results
9. Reasonable of budget committee
10. Motivational approach Disadvantages or limitations of
11. Integration with standard costing budgetary control
system 1. Creates confusion
12. Cost of the system 2. Only estimates
3. Constant revision
4. Difficult to operate
5. Mechanical
6. Show off

Management Audit

Meaning and definitions of management audit

Meaning - Management audit is concerned with evaluation of the success or failure of the management
activities and functions. Several rules, regulations and principles are framed for attainment of
institutional goal. The audit of such rules, regulation and principles is called management audit.
Management audit is different from financial audit. Basically it is the audit of plans and policies of an
enterprise. Under this, it is ensured whether the resources available to an enterprise are most
efficiently and effectively employed or not.
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Definitions - A number of experts have expressed their views about management audit, some of which
are as under -

“It is actually an audit oaf the entire enterprise.” -Management planning and control. - Billy E. Goerz.

Need for management audit

1. Foreign aid 4. Helpful in taking loan
2. Modern concept 5. Audit by outsiders
3. Incentives 6. Return on capital

Scope of management audit

Comparison of performance

Study of financial planning and control
Review of production and sales function
Study of return on investor’s capital
Study of relationship

Study of aims

Organizational structure

N oh P S 09N =

Objectives of management audit
1. Performance evaluation
2. Evaluation of the effectiveness of control
3. Follow up of policies and procedures
4. Test of managerial abilities
5. Analysis of business strength
6. Analysis of weaknesses
7. Searching opportunities
8. Report system

9. Evaluation of objects

10. Test of plans

Functions of a management auditor

Helpful in preparation and execution of plans and policies
To help in evaluation of the performance of the business
To help in the preparation of budgets and tax planning
To help in decision making

To help in effective delegation of authority

To help in effective communication

oh Ol g 09 [ 1=

Responsibility Accounting

“Responsibility accounting is system under which costs are accounted and reported at each level of
responsibility so that the accounting and cost data may be used by the management at each level of
controlling the operations.”

Characteristics of responsibility accounting
1. Communication of information

Emphasis on person

No readymade system

Collection and reporting

Establishment of responsibility centres

Classification of cost

Collection of cost

Organizational chart

Evaluation

N R
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Helpful in cost planning
Helpful in decision making
Assigning of responsibility
Performance reporting
Improves performance
Delegation and control
Participative management
Management by exception
Human  aspect of
accounting

Problems or limitations of responsibility

responsibility

Importance of reports and statements to management

accounting

1. Opposition from employees

2. Number of centres difficult to decide

3. Cost classification difficult

4. Imbalance in responsibilities and
authorities

5. Inclusion of human factor creates
problem

6. Delay in reporting

7. Complete reliance deceptive

It is difficult to imagine a business running without an efficient system of reporting. Even in the
smallest concerns, unless the operatives render information to the supervisor (though it may be only
oral) and unless the supervisor, in turn communicates with the boss, the business would come to a
standstill. The importance of submitting information is varied. Some of these are as follows -

on Tl g £9 Y 1=

To develop public relations
Control purposes

Means of communication
Legal requirements

Basis to measure performance
Serve as record

7.
8.

0.

10.
11.

Result brought to light
Deviations detected

Hidden cost revealed
Valuable aids
Trend forecasting

Objects and functions of a report
The objects of functions or advantages of reports are as under -

Timely information

Promptness

0.

Information in proper measurement

Correct information

10.

Meaningful information

Interim report

11.

Uniformity in presentation

Cost benefit analysis

12.

Knowledge of controllable and
uncontrollable factors

Information in proper formate

13.

Control by comparison

Technical jargon avoided

14.

Savings in time |

< B O B = B ™

Management by exception

15.

Periodical review

Limitations of reports

1. Costly

2. Experts not easily available

3. Irrelevant

4. Changing information technology
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