Accounting for Management



Need for Accounting

 Records and communicates the financial result of operations of an
organization to various concerned parties such as stakeholders,
government agencies etc.

* Provides information that helps the management of the organization to
plan the future course of action and other funds related issues.



Definition of Accounting

Definition of accounting by American Accounting Association
(AAA):
“Accounting is the process of identifying, measuring and

communicating economic information to permit informed judgments
and decisions by users of the information™



Functions of Accounting

Recording: Accounting helps record all the business
transactions of financial character in an orderly
manner. Recording Is done on various Journals.

Classifying: After the systematic analysis of the
recorded data, the entries of similar nature are
grouped at one place. Transactions are classified on
Journals.

Summarizing: The classified data is displayed In
understandable and easy to use statements such as
balance sheet, trial balance etc.



Functions of Accounting (Cont..)

* Financial Dealing: Accounting records only
monetary transactions that are of financial nature.

« Analyzing: A methodical classification of recorded
data and presenting in financial statements such as
current liabilities etc.

* Interpreting: Accounting helps in explaining the
meaning and significance of the data in simplified
form.

« Communicating: Accounting helps in
communicating the analyzed and interpreted
information in the form of graphs, ratios etc.



Book Keeping and Accounting

«  Accounting refers to designing the system for recording the financial
data and then presenting it in logical manner to the end users.

»  Book-keeping is concerned with recording financial data in an orderly
mannetr.



End Users of Accounting
Information

«  Proprietors: Profitability and financial health of an enterprise needs
to be communicated to the proprietors.

*  Managers: Financial disclosures communicate the financial health
and help the managers to plan and manage the enterprise better.

. Creditors: Entities that have extended credit look into financial
statements to ascertain security of their credit.



End Users of Accounting
Information (Cont..)

Prospective Investors: Financial statements communicate
profitability and financial health to attract investment into an
enterprise.

Government: Financial statements serve as the basis of meeting
government liabilities pertaining to taxation, labour and corporate
laws.

Employees: Bonus or profit sharing or Employees Stock Options
Plan is prepared using financial statements.



Role of an Accountant

*  Role of the accountant in public service:
. Provides services such as financial audit, cost audit etc.

* Is the member of professional bodies, Institute of Chartered Accountants of
India and Institute of Cost and Work Accountants of India.

«  Trained in a prescribed manner and observe accounting principles enunciated
by the professional body.

*  Observe the code of ethics laid down by the professional body.



Role of an Accountant (Cont..)

Role of the accountant in employment:

* |s employed In business or non business
entities.

« Maintains accounting records for the entity

* Provides information for tax returns,
financial performance etc.



Accounts Services

«  Maintenance of the books of accounts:
»  Keeps a systematic record of business transactions
*  Provides information on financial performance of the entity

*  Helps the management of an organization in taking important decisions on
the basis of vital accounts information

*  Reduces the risk of losing information due to loss of memory because the
information is recorded



Accounts Services (Cont..)

*  Helps perform the comparative study on performance after fixed interval of
time

«  Maintains the accounting records systematically that are acceptable to tax
authorities and can be taken as evidence in court of law

«  Serves as the basis for proper evaluation of business entity



USERS OF ACCOUNTING INFORMATION

* Investors, Analysts and advisors

* Lenders

* Managers

* Employee and trade union

 Suppliers and trade financiers

* Customers

* Government and regulatory authorities
* The public



Investors, Analysts and advisors

Examples | Queries/Concerns

Retail investors

Mutual funds, private equity funds

Equity and bond analyst

Credit rating agencies

Shareholder activists

Investment banks

Should | buy, hold or sell the company’s
shares?

Will the investment yield good dividends
regularly?

Is the enterprise in which | have invested or
thinking of investing performing well?

Are there governance problems in the
company?

Are the shares a good medium to long term
investment?



Lenders

Examples | Queries/Concerns

Banks Can my borrower pay the principal and
interest on time?
Bank depositors What should be the security and interest

rate for a loan?
Debenture holders

Leasing companies



Managers

Examples | Queries/Concerns

Chief executive officers

Chief finance officers

Marketing managers

Production managers

Profit centre heads

How is my business performing relative to
my competitors?

Which projects should | invest in?

Do the financial reports communicate my
firm’s true value?



Employees, trade unions

Examples | Queries/Concerns

Factory and office workers

Trade unions

How much increase in wages and bonus can
my employer afford?

Can my employer continue to be in
business?

Can my employer honour its future
obligations for pension, health and other
post-retirement benefits?



Suppliers, trade financiers

Examples | Queries/Concerns

Suppliers of material, services and utilities Will my customer be a source of business?

Short term financiers Can my customer pay for its purchase on
time?

Can my borrower repay on time?



Customers

Examples | Queries/Concerns

Present, past and prospective customers

Is my supplier a reliable and competitive
source?

Can | recount on my supplier to provide
spare parts for equipments?

Does my supplier have the financial
resources to honour its warranty
obligations?



Government, regulatory authorities

Bramples | Queries/Concerns

Income tax officers

Excise and Service tax officers

Ministry of finance

Ministry of Corporate affairs

SEBI

RBI, IRDA, Stock Exchanges

Competition commission of India

Is a business evading income tax, excise
duty, service tax, sales tax or other
government levies?

Should the government subsidize an
industry, increase taxes or give protection
from dumping?

Does a bank follow prudent financial
norms?

Does a business make required disclosures
of its financial affairs?

Does a business make abnormal profits by
stifling competition in its industry?



The public

Bramples | Queries/Concerns

Local community

Political parties

Public affairs groups

Consumer groups

Environmental activists

Does a business exploit local suppliers, small
businesses or labour?

Does a business earn profits by
compromising on product safety or
damaging the environment?

Is a business abusing its monopoly by
overcharging its customers?



Golden rules of accounting

Types of Accounts

|
! ! l

Real Account Personal Account Nominal Account
All Assets All Parties All Items of P&L

(Tangible and Intangible) (Debtors and Creditors) (Income and Expenses)

| |

Rules Rules Rules
Debit what comes in Debit the receiver Debit all expenses and losses

Credit what goes out Credit the giver Credit All incomes & gains



Accounting Principles



Meaning of Accounting Principles

* Accounting principles refer to the rules and actions
adopted by the accountants globally for recording
accounting transactions.

* These are classified into two categories:
* Accounting concepts
* Accounting conventions



Accounting Concepts

 Accounting concepts include the assumptions and

conditions on which the science of accounting is
based.

e These are also known as accounting standards.

* Important accounting concepts are:
* Separate entity concept
* Going concern concept
* Money measurement concept
* Cost concept
* Dual aspect concept
 Accounting period concept
* Realization concept



Accounting Conventions

Accounting conventions include the customs and traditions that
assists the accountants in preparing accounting statements.

° Important accounting conventions are:
. Convention of conservatism
. Convention of full disclosure
. Convention of consistency
. Convention of materiality



Institute of Chartered Accountants of
India

Council of Institute of Chartered Accountants issues
from time-to-time preface to the statements of
accounting standards that defines the various
aspects of accounting standards.

It established an Accounting Standards Board (ASB)
on 22" April, 1977.

The function of ASB is to formulate accounting
standards, which are then established by the
Council of Institute of Chartered Accountants.



Preface to the Statements of
Accounting Standards

. It defines standards related to following features:
. Formation of accounting standards board
. Objectives and functions of the Accounting Standards Board
. General purpose financial statements
. Scope of accounting standards
. Procedure for issuing an accounting standard
. Compliance with the accounting standards



Systems of Book-Keeping

e  Two types of systems of book-keeping are:
. Single entry system: It is used to record only cash and personal accounts.

. Double entry system: It is used to record each transaction under two
different accounts. It is more reliable and efficient than the single entry
system.



Difference Between Double Entry and
Single Entry Systems

Features Double Entry System Single Entry System
Recording of Dual aspect concept is Dual aspect concept is not
transactions completely followed for all followed for all transactions

transactions
Maintenance of Subsidiary books such as Cash, | Only Cash book is
books Sales and Purchase books are | maintained
maintained
Maintenance of All real, nominal and personal | Only personal accounts are
books of accounts | accounts are maintained maintained

Preparation of
trial balance and
financial
statements

Trial balance and financial
statements can be accurately
prepared

Trial balance cannot be
prepared and financial
statements does not provide
accurate results
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Accounting Equation

 Itis defined as:
Assets = Equities
Or, Assets = Liabilities + Capital

 Assets refers to the properties owned by a business
 Equities refers to the rights to the properties.

* Liabilities refers to the equity of creditors that
represent debts of the business.

 Capital refers to the equity of owners of the
business.



Systems of Accounting

 Two basic systems of accounting are:

e Cash system of accounting: In this system, entries are
made only when cash is received or paid. It is followed by
the Government of various countries.

 Mercantile system of accounting: In this system, entries
are made for amount that is due for payment or receipt.
It is followed by the industrial and commercial firms.

 Mercantile system is preferred over cash system
because it considers the effect of transactions and
reflects the financial position of the company.



Journalising Transactions



Accounting Cycle

* The stages involved in accounting cycle are:
Creating Journal for recording transactions
Creating Ledger for classifying the transactions recorded in Journal

Preparing Trial Balance, Trading Account, Profit and Loss Account and Balance
Sheet for summarising the results of transactions

Computing accounting ratios for determining the liquidity, solvency and
profitability of business



Journal

 Journal is a book that records all daily transactions in the chronological
order of date.

* Itis also known as book of original entry.

* The process of recording a transaction in Journal is known as
Journalising.

Debit | Credit
Rs. Rs.

Date | Particulars | L.F.




Types of Transactions

 All the business transactions are categorized into three types:
* Transactions related to persons
* Transactions related to properties and assets
* Transactions related to income and expenses

* Depending upon the types of transactions, the accounts under which
the transactions are recorded are classified into personal, real and
nominal accounts.



Personal Accounts

* Personal account includes accounts of persons and
organizations with whom the business deals.

* Types of personal accounts:
* Natural personal accounts: It includes accounts of persons
such as John’s Account.

* Artificial personal accounts: It includes accounts of
organizations such as accounts of company, club and
Government.

* Representative personal accounts: It includes accounts that
represent a group of persons such as outstanding salaries

account for employees.
* Rule of debit and credit

* Debit the receiver
* Credit the giver



Real Accounts

* Real accounts represent accounts of properties and
assets.

* Types of real accounts:

* Tangible real accounts: It represents accounts of things that
can be touched or measured, such as cash account, furniture

account and stock account.

* Intangible real accounts: It represents accounts of things
that cannot be touched, such as patent account and goodwill

account.

* Rule of debit and credit:
* Debit what comes in
* Credit what goes out



Nominal Account

 Nominal accounts represent accounts for incomes, gains, expenses and
losses.

* Example: rent account, rates account, insurance account, loss by fire
account.

* Rule of debit and credit:
* Debit all expenses and losses
* Credit all incomes and gains



Classification of Goods Account

* Goods are the objects purchased by the business for
resale.

* Accounts related to goods are classified into:

* Purchases account: It records all purchases of goods and the
account is debited on purchasing the goods.

* Sales account: It records the sales of goods and the account
is credited on selling the goods.

* Purchases returns account: It records the return of goods
purchased and the account is credited on returning the
purchased goods.

* Sales returns account: It records the return of goods sold
and the account is debited on receiving the sold goods.



Passing Entries to Journal

* lllustration: John starts a business with capital of Rs. 20,000 on
Jan 1, 2000. He purchased furniture for cash of Rs. 5,000 on Jan
5, 2000. He paid rent for business premises of Rs. 2,000 on Jan
10, 2000.

Date Particulars L.F. Debit Credit
RS. RS.
2000
Jan 1 | Cash Account Dr. 20,000
To Capital Account 20,000
(Being commencement of business)
Jan 5 | Furniture Account Dr. 5,000
To Cash Account 5,000
(Being purchase of furniture)
Jan 10 | Rent Account Dr. 2,000
To Cash Account 2,000
(Being payment of rent )




Ledger Posting and
Trial Balance



Ledger

* Ledger is a book that contains a set of accounts.
* It organizes the transactions recorded in Journal under their respective
account heads.

* Two forms of Ledger are:
* Bound Ledger
* Loose Leaf Ledger

Dr. CASH ACCOUNT Cr.
Amount Amount
Date | Particulars | L.F. Rs Date | Particulars | L.F. Rs




Posting

* Posting is the process of transferring the Journal
entries to their corresponding accounts in Ledger.

* During posting, the names of accounts in Journal
should match with the names of accounts in

Ledger.

* Posting should be completed before the financial
statements are prepared.

* Active accounts such as Cash Account and
Personal Accounts of various parties should be
posted on a daily basis.



Methods of Posting

* Methods of posting are:

» Consider a particular side, say debit and make complete posting of all debit
entries from journal to Ledger. Then make complete posting of all the credit
entries.

» Consider a particular account and post all the debit and credit entries related to
that account appearing on a particular page of the Journal. Then consider
another account and perform the method repeatedly.

* Consider a Journal entry and complete its posting. Then proceed with the next
Journal entry.



Relationship between Journal and Ledger

* Transactions are first recorded in Journal and then in Ledger.

* Journal records transactions in chronological order of date, whereas
Ledger records transactions in an analytical order.

* Journal is more reliable than Ledger because the transactions are
recorded in Journal, from where the Ledgers are made.



Rules of Posting

* Open separate accounts in Ledger for posting transactions
related to different accounts in the Journal.

* For a particular entry in the Journal, the account corresponding
to the debit entry should be debited in Ledger under the
account that corresponds to the credit entry.

* For a particular entry in the Journal, the account corresponding
to the credit entry should be credited in Ledger under the
account that corresponds to the debit entry.

* Write ‘To’ before the account that appears on the debit side of
a Ledger and ‘By’ before the account that appears on the credit

side of a Ledger.



Example of Posting

Journal
Date Particulars L.F. Debit Credit
Rs. RS.
2007
Jan 5 | Cash Account Dr. 10,000
To Capital Account 10,000
Jan 7 | Furniture Account Dr. 4,000
To Cash Account 4,000




Example of Posting (Contd..)

Ledger
CASH ACCOUNT
Date | Particulars | L.F. | Amount | Date | Particulars | L.F. | Amount
2007 2007
Jan 5 | T Capital A/c 10,000 | Jan7 | By Furniture A/c 4,000
CAPITALACCOUNT
Date | Particulars | L.F. | Amount | Date | Particulars | L.F. | Amount
2007
Jan 5 | By Cash A/c 10,000
FURNITURE ACCOUNT
Date | Particulars | L.F. | Amount | Date | Particulars | L.F. | Amount
2007
Jan 7 | To Cash Alc 4,000
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Trial Balance

* Trial balance is a statement that consists of all the debit and credit
balances of various accounts in Ledger on a particular date.

TRIAL BALANCE

As on 315t January

Particulars Debit Credit
Rs Rs




Objective of Preparing Trial Balance

* Trial Balance is used for checking the arithmetic accuracy of accounting
entries.

* It forms the basis for preparing financial statements such as Trading
Account, Profit and Loss Account and Balance Sheet.

* [t presents the entire Ledger in a summarized form.



Methods of Preparing Trial Balance

* Two methods of preparing Trial Balance are:

» Totals method: The totals of debit and credit of the accounts in Ledger are
transferred to the debit and credit sides of the Trial Balance.

* Balance method: The debit and credit balances of the accounts in Ledger are
transferred to the debit and credit sides of the Trial Balance

* In both the methods, the total of debit and credit columns in the Trial
Balance must be same.



Example of Trial Balance

TRIAL BALANCE

(as on 31st January,
2007\

—=\J\J7 l

Particulars Debit Credit
Rs Rs

Cash Account 12,000

Capital Account 10,000
Purchase Account 4,000

John 2,000
Sales Account 4,000
Total 16,000 16,000
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Final Accounts



Objectives of Final Accounts

* Final accounts refer to the various accounts and statements that
provide information related to the progress of the business.

* These are prepared from the Trial Balance.

* They provide the following information:

* Profit earned or loss suffered by the business during a particular accounting
period

* Financial position of the business



Accounts and Statements Comprising Final
Accounts

* Final accounts with respect to a particular business are:
* Trading account
* Profit and Loss account
* Balance Sheet

* Trading account and Profit and Loss account are together known as
income statements.

* Income statements are the final summary of the accounts that affect the
profit and loss position of the business.



Trading Account

* It shows the overall results of purchasing and selling of goods.
* It includes all the direct expenses incurred in the business.

* |t provides gross profit earned by the business, if total sales is greater
than total purchases.

* It provides gross loss suffered by the business, if total sales is less than
total purchases.



Format of Trading Account

Trading Account
Dr. (For the period ended . .. ..... ) Cr.
Particulars Amount Particulars Amount
To Opening stock By Sales
To Purchases Less: Sales returns
Less: Purchases returns By Closing stock
To Wages
To Customs and import duty
To Carriage expenses
To Royalty
To Manufacturing expenses
To Packing expenses
Total Total
To gross profit transferred to By gross loss transferred
profit and loss account to profit and loss account
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Items on Debit Side of Trading Account

* Opening stock: It refers to the total cost of goods left
unsold at the beginning of the current accounting
period.

* Purchases: It refers to the total cost of goods
purchased, both in cash and credit. In case of
purchases returns, first net purchases is computed by
deducting purchases returns from purchases and the
result is then debited to the Trading account.

* Wages: It refers to the amount paid to the workers for
manufacturing, loading and unloading of goods.

e Customs and import duty: It refers to the amount
paid as customs and import duty when the goods are
purchased from outside the country.



Items on Debit Side of Trading Account
(cont...)

 Carriage expenses: |t refers to the direct expenses
that are incurred while transferring the purchased
goods from vendor to the factory. These expenses are
also known as freight in, carriage in or cartage.

* Royalty: It refers to the amount paid to the owner for
using his rights.

* Manufacturing expenses: It refers to the expenses
spent on gas, electricity, water and fuel, which are
required to run the factory.

* Packing expenses: It refers to the amount spent in
packing the purchased goods to bring them to factory.



Items on Credit Side of Trading Account

* Closing stock: It refers to the total cost of the goods
that are left unsold at the end of the accounting

period.
*Sales: It refers to the total cost of goods sold, both in
cash and credit. In case of sales returns, first the net

sales is computed by deducting the sales returns from
total sales and the result is then credited to the

Trading account.



Importance of Trading Account

* It provides information related to gross profit and loss
and helps in defining the upper limits for the
operating expenses of the business.

* It helps in the computation of gross profit ratio. A
decrease in the gross profit ratio indicates increase in
the purchased cost or decrease in the selling price.

* It allows the comparison of opening and closing stocks
of two accounting periods. This helps in preventing
unnecessary investment of funds for the purchase of
Inventories.



Profit and Loss Account

* Profit and Loss account shows all incomes and indirect expenses related
to business.

* Indirect expenses include those expenses such as administrative, selling
and distribution expenses that are required for the operation of
business.

* Profit and Loss account provides net profit earned or net loss suffered by
the business.



Format of Profit and Loss Account

Profit and Loss Account

Dr. (For the period ended . . . ... .. ) Cr.
Particulars Amount | Particulars Amount
To Gross loss b/d By Gross profit b/d
To Salaries By Interest received
To Rent By Commission received
To Commission By Discount received
To Advertisements
To Bad debts
To Discount
To Net profit transferred to To Net loss transferred to

Capital Account

Capital Account

Total

Total
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ltems on Debit Side of Profit and Loss
Account

* Gross loss: It is transferred from the Trading account.

 Salaries: It refers to the amount paid to the
employees as their salaries.

* Interest paid: It refers to the amount paid as interest
on loans.

 Commission paid: It refers to the amount paid as
commission to the agents.

* Trade expenses: It refers to the amount spent on
various number of small but important expenses
related to business.



ltems on Debit Side of Profit and Loss
Account (cont...)

* Printing and stationary: It refers to the amount spent

on printing of bills, invoices, registers, files and letter
heads.

* Advertisements: It refers to the amount spent for
attracting customers to buy the products.

* Bad debts: It refers to the amount, which is not paid
by the debtors to whom the goods were sold on
credit.

* Discount: It refers to the amount, which is reduced
from the list price of goods.



ltems on Credit Side of Profit and Loss
Account

* Gross profit: It is transferred from the Trading
account.

* Interest received: It refers to the amount received as
interest on investments.

 Commission received: It refers to the commission
earned by the business for giving business to others.



Importance of Profit and Loss Account

* It provides information about net profit earned or net
loss suffered by the business.

* It helps in determining whether the business is being
run efficiently or not by comparing the Profit and Loss
account of two accounting periods.

* It helps in taking effective control steps by analyzing
the various expenses listed in the Profit and Loss
account of the current year with that of the previous

years.

* It allows in the estimation of profits for the coming
years by comparing the profits of previous years.



Manufacturing Account

* It is a special account, which is prepared only when the business is
engaged in manufacturing of goods.

* It provides the cost of goods manufactured during a given accounting
period.

* In case of manufacturer, the manufacturing account should be prepared
prior to the preparation of Trading account and Profit and Loss account.



Format of Manufacturing Account

Manufacturing Account
Dr. (For the period ended . . . ... .. ) Cr.
IParticulars AmountParticulars Amount
To Work-in progress (Opening) By Work-in progress (Closing)
To Raw materials consumed: By Sale of scrap
Opening stock By Cost of production of

finished goods

Add: Purchase of raw materials

Less: Closing stock of raw
Imaterials

To direct wages

To factory overheads
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Balance Sheet

* It is a financial statement that states the financial position of the
business.

* It lists the assets and liabilities of a business on a particular date.

* The assets and liabilities on a Balance Sheet are listed in either of the
following two orders:
* Liquidity order
* Permanency order



Format of Balance Sheet

Balance Sheet
(Ason........... )
Liabilities Amoun |Assets Amount
t

Bank overdraft Cash in Hand

Outstanding expenses Cash at bank

Bills payable Prepaid expenses

Sundry creditors Bills receivables

Long-terms loans

Sundry debtors

Capital

Closing stock

Raw materials

Work-in-progress

Finished goods

Plant and machinery

Total

Total
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ltems on Balance Sheet

* The left side of Balance Sheet represents the liabilities of the business.
* Liabilities are the claims of the creditors against the assets of a firm.

* The two categories of liabilities are:
* Current liabilities: The liabilities that are payable within a year.
* Fixed liabilities: The liabilities that are to be paid atleast after a year.



Items on Balance Sheet (cont...)

* The right side of Balance Sheet represents the assets of the business.
* Assets represents the resources acquired by the business.

* The categories of assets are:
e Current assets: The assets that can be easily convertible into cash.
* Liquid assets: The assets that can be immediately convertible into cash without
any loss.



Items on Balance Sheet (cont...)

* Fixed assets: The assets that are acquired for carrying out the business and are
not meant for resale.

* Intangible assets: The assets like Goodwill and patents that cannot be seen or
touch.

* Fictitious assets: The assets that are neither tangible nor possess a property.



Adjustment Entries

* These are the entries that are made at the end of an
accounting period after closing the books of accounts
and preparing Trail Balance.

* Some of the adjustment entries that are required for
the preparation of final accounts are:
* Closing stock
e Qutstanding expenses
e Qutstanding income
* Income received in advance
* Depreciation
* Bad debts
* Interest on capital
* Interest on drawings



ACCOUNTING STANDARDS

Accounting standards are a set of procedures and measures that inform how businesses conduct their
accounting activities.

They contain best practices for recording, measuring and disclosing financial transactions.

They apply to all parts of a company's activities, including revenue, expenses, noncash expenses, assets,
liabilities, equity and reporting.

The primary purpose of accounting standards is to provide accurate financial information that banks,
government agencies and investors can use when interacting with private companies.



NEED OF ACCOUNTING STANDARDS

* Transparency: Accounting standards ensure organizations report their assets
and transactions in an understandable way. This can provide transparency to
banks and investors, government regulators and the pubilic.

* Uniformity: The use of accounting standards provides a uniform method of
reporting for all institutions. This can facilitate transactions between
businesses and allow comparisons between companies nationally or
internationally.

* Reliability: Accounting standards help ensure that companies, nonprofit
organizations and government agencies provide accurate analysis of their
financial operations. This can help banks, investors and customers make
well-informed decisions when interacting with these organizations.

* Fraud prevention: A uniform set of accounting standards can help ensure
that all companies use the same methods of reporting. This can allow
accounting practices to remain transparent and free of fraud.



GAAP: GAAP stands for generally accepted accounting principles and is the primary set of
accounting standards that public and private organizations use within the U.S

* The principle of consistency: This principle requires accountants to use the same
method in preparing all financial records. It also requires them to use these
metgodg from one period to the next and to disclose and explain any changes in
standards.

* The principle of regularity: The principle of regularity requires that all
accountants who work in GAAP-compliant organizations follow GAAP principles
and regulations.

* The principle of sincerity: This principle emphasizes the need for accurate
financial information in reporting by requiring accountants to report all relevant
information accurately, including transactions, gains, losses, debt and noncash
expenses.

* The principle of permanent methods: The principle of permanent methods
requires that businesses use the same method for all their accounting
procedures in every period. This allows for the comparison between different
periods and organizations.

* The principle of prudence: This principle requires accountants to present onl
factual information in their financial reports. It emphasizes the importance o
only reporting verifiable items while avoiding speculation.



* The principle of noncompensation: The principle of noncompensation requires
accountants to provide both negative and positive data concerning their
companies' financial situation. It ensures that companies report their debt
instead of offsetting it with assets.

* The principle of periodicity: Accountants often report finances at set times
during the year, and the principle of periodicity emphasizes the importance of
these divisions. It requires accountants to confine their reﬁorts to a given period
and to”submit records according to common practice, both quarterly and
annually.

* The principle of materiality: The principle of materiality sets standards for
accurate disclosure by requiring institutions to disclose all financial information
relating to revenue, assets, liabilities, equity and expenses.

* The principle of continuity: This principle sets a standard for the valuation of
company assets. It requires accountants to assume a business' continued
operation when determining valuations.

* The principle of good faith: The principle of good faith or utmost faith assumes
;cjhatlall parties involved in accounting operations are acting honestly in their
isclosures.



| F RS: IFRS stands for international financial reporting standards and is the primary set of
accounting standards that international companies use. They aim to provide consistency in
BR8Pl R g B B PR & R L, S e G

* IFRS 2: Share-based payment

* IFRS 3: Business combinations

* IFRS 4: Insurance contracts

* IFRS 5: Noncurrent assets held for sale and discontinued operations

* IFRS 6: Exploration for and evaluation of mineral resources

* IFRS 7: Financial instruments: disclosures

* IFRS 8: Operating segments

* IFRS 9: Financial instruments

* IFRS 10: Consolidated financial statements

* |IFRS 11: Joint arrangements

* IFRS 12: Disclosure of interests in other entities

* IFRS 13: Fair value measurement

* |IFRS 14: Regulatory deferral accounts

* IFRS 15: Revenue from contracts with customers

* IFRS 16: Leases

* IFRS 17: Insurance contracts



International accounting standards (IAS) issued by the
International Accounting Standards Board (IASB):

e |AS 1: Presentation of financial statements
* |AS 2: Inventories
* |AS 7: Statement of cash flows

* IAS 8: Accounting policies, changes in accounting estimates and
errors

* IAS 10: Events after the reporting period
* IAS 12: Income taxes

* IAS 16: Property, plant and equipment

* IAS 19: Employee benefits

* IAS 20: Accounting for government grants and disclosure of
government assistance

* IAS 21: The effects of changes in foreign exchange rates



IAS 23:
IAS 24
IAS 26:
IAS 27:
IAS 28:
IAS 29:
IAS 32:
IAS 33:
IAS 34:
IAS 36:
IAS 37:
IAS 38:
IAS 39:
IAS 40:
IAS 41:

Borrowing costs

Related party disclosures

Accounting and reporting by retirement benefit plans
Separate financial statements

Investments in associates and joint ventures
Financial reporting in hyperinflationary countries
Financial instruments: presentation

Earnings per share

Interim financial reporting

Impairment of assets

Provisions contingent liabilities and contingent assets
Intangible assets

Financial instruments: recognition and measurement
Investment properties

Agriculture



INDIAN ACCOUNTING STANDARDS

Institute of Chartered Accountants

Ind AS 1 Presentation of Financial Statements

Objective: This standard sets out generally speaking necessities for show of
financial statements, rules for their construction and least prerequisites for their
substance to guarantee likeness.

Ind AS 2 Inventories Accounting

Objective: Its arrangements with accounting of inventories like estimation of stock,
incorporations and avoidances in its expense.

Ind AS 7 Statement of Cash Flows

Objective: It manages cash got or paid during the period from working, financin
and contributing exercises. It additionally shows any adjustment of the money an
money counterparts of any element.

Ind AS 8 Accounting Policies, Changes in Accounting Estimates and Errors

Objective: It prescribes choosing and changing accounting strategies along with
accounting medicines and exposures.

Ind AS 10 Events after Reporting Period

Objective: It manages any changing or unchanging occasion happening subsequent
to reporting.



https://www.deskera.com/blog/what-is-inventory/

* Ind AS 12 Income Taxes

* Ind AS 16 Property, Plant and Equipment
* Ind AS 17 Leases

* Ind AS 19 Employee Benefits

* Ind AS 20 Accounting for Government Grants and
Disclosure of Government Assistance

* Ind AS 21 The Effects of Changes in Foreign Exchange
Rates

* Ind AS 27 Separate Financial Statements
* Ind AS 33 Earnings per Share
* Ind AS 110 Consolidated Financial Statements



RATIO ANALYSIS

Arithmetic relationship between two accounting variables



Expression

* Pure

* Percentage
* Times

* Fraction



OBJECTIVES

* To simplify the accounting information

* To know the areas of the business which need more attention

* To know about the potential areas which can be improved with the
effort in the desired direction;

* To provide a deeper analysis of the profitability, liquidity, solvency
and efficiency levels in the business;

* To provide information for making cross sectional analysis by
comparing the performance with the best industry standards;

* To provide information derived from financial statements useful for

making projections and estimates for the future.



ADVANTAGES

* Helps understand efficacy of decisions (operating, investing and
financing decisions)

» Simplify complex figures and establish relationships(assess the
managerial efficiency, firm’s credit worthiness, earning capacity)

* Helpful in comparative analysis (trends)
* |[dentification of problem areas

* Enables SWOT analysis

* Various comparisons



LIMITATIONS

* False results

* Ignores Price-level Changes

* Ignore Qualitative or Non-monetary Aspects
* Variations in Accounting Practices

* Personal bias



Types of Ratios

Traditional

Income
statement
ratios

. )
Balance
sheet ratios
~——
. )
Composite
ratios

|

Functional

)
Liquidity
ratios
~——
)
Solvency
ratios
~——
)
Efficiency
ratios
~——

)

|| Profitability

ratios

|



Basic Cost Concepts.



Concept of Cost

. The term cost refers to the amount of resources given up in
exchange for some goods or services. The resources so
given up are always expressed in terms of money.
According to CIMA, London, the term cost in general
means, ‘ the amount of expenditure ( actual or notional )
incurred on or attributable to a given thing or activity.

. Cost refers to the total resources foregone, which may or
may not bring matching economic benefits. In the former
case, it will be termed as an expense while in the latter case
it will be termed as a loss. Both the expense and loss are
charged to the P & L account while deferred cost or
unexpired cost is shown as an asset in the Balance Sheet.



Elements of Cost

Material : Substance from which the product is made. It can

further be divided as :

Direct Material : All material which becomes an integral
part of the finished product and which can be assigned to
specific physical units ex.

All material components specifically purchased, produced
or requisitioned from the stores

Primary packing material (carton, wrapping, cardboard box)
Purchased or partly produced components.
Indirect Material: All material which is used for purpose

ancillary to the business and which can not be assigned to
specific physical units ex. Consumable stores, oil and waste,
printing and stationery material etc.



Elements of Cost ( Contd )

Labour : Conversion of Material into finished goods requires
human effort which is called labour. It can further be
subdivided as :

. Direct Labour : Labour which takes an active and direct part
in the production of a particular commodity. It is
specifically and conveniently traceable to specific products.

. Indirect Labour : Labour employed for the purpose of
carrying out tasks incidental to goods or services provided.
It does not alter the construction, composition or condition
of the product. It can not be traced to specific units of
output ex. wages for store keeper, foremen, time keepers,
directors’ fee, salaries for sales men etc.




Elements of Cost ( Contd )

Expenses : Any other cost besides material and labour is termed
as expense.

. Direct Expense : Expenses which can be directly,
conveniently and wholly allocated to specific cost centers
ex. hire of special machinery for a particular contract, cost
of defective work incurred in connection with a particular
job.

. Indirect Expense : Expenses which can not be directly,
conveniently or wholly allocated to specific cost centres or
cost units ex. rent, insurance, salaries etc.

Overheads : All indirect costs ( material, labour and expenses )
are overheads. May be subdivided as :

. Factory Overheads : They include

. Indirect material used in factory such as lubricants, oil,



Elements of Cost ( Contd )

consumable store etc.
Indirect labour ex. salary for gatekeeper, time keeper etc.
Indirect expenses ex. factory rent, factory insurance etc.
Office & Administration Overheads: They include:

Indirect material used in office ex. printing and stationery.
Indirect labour ex. salaries payable to office manager, clerks.
Indirect expenses ex. office rent, office insurance etc.
Selling and Distribution Overheads : They include :

Indirect material used ex. packing material, printing and
stationery etc.

Indirect labour ex. salaries of salesmen, sales manager etc.

Indirect expenses ex. rent, insurance, advertising expenses
etc.
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Components of Total Cost

0 Prime Cost : Also known as basic, first or flat cost.
Prime Cost =Direct material + Direct Labour + Direct Expenses

The term ‘ Direct Material’ means the cost of direct material
consumed, which equals : Opening Stock + Purchases — Closing
Stock

- Factory Cost : Also called Works cost or manufacturing cost.
Factory Cost = Prime Cost + Factory Overheads.

Adjustment for Scrap : In case certain materials ( before being used )
are found to be defective and hence sold, the value of
materials used should be reduced by the cost of such materials

Adjustment for Work-in-progress :Work-in progress means units
which are not yet complete but on which some work has been
done. Generally such goods bear a proportionate part of
factory overheads, apart from raw material & direct wages.
Thus, opening and closing stock of work-in progress is kept in
mind while computing works cost of goods manufactured.




Components of Total Cost ( Contd )

- Office Cost : Also known as administrative cost or cost of
production.

Office Cost = Factory Cost + Office and Administration
Overheads.

Office & Administration overheads are included on the presumption
that they relate solely to production. The amount of office and
administration overheads relating to sales are a part of selling
overheads and must have already been included in them

Adjustment for Finished Goods :

Cost of production of goods sold = Cost of production + Opening
Stock of Finished Goods — Closing Stock of Finished Goods.

- Total Cost or Cost of Sales:

Cost of Sales = Cost of Production of goods sold + Selling and
distribution overheads.



Cost Sheet

According to CIMA, London cost sheet is * a document which
provides for the assembly of the estimated detailed cost in
respect of a cost centre or a cost unit’.

Cost Sheets may be of the following two types :

- Historical Cost Sheet: Prepared periodically and after the costs
have been incurred.

- Estimated Cost Sheet: Prepared before the actual
commencement of production. The estimation process is
repeated at regular intervals. The estimates are compared with
the actual costs so that costs can be effectively controlled.

Importance of Cost Sheet:

. Ascertainment of Cost
. Controlling Costs

. Fixation of Selling Price

. Submitting of tenders: Preparation of an estimated cost sheet
about relevant product or job facilitates this.



Classification Of Costs

Fixed, variable, Semi-variable and step costs:

Fixed Cost : A cost which tends to be unaffected by variations in
volume of output. Depend mainly on passage of time and do
not vary directly with volume or rate of output ex. rent,
insurance.

Variable Cost : the cost which varies directly in proportion to every
increase or decrease in the volume of output or production ex.
wages of labourers, cost of direct material.

Semi- Variable Cost: The cost which does not vary proportionately
but simultaneously cannot remain stationery at all times . Also
called semi-fixed cost ex. Depreciation, repairs.

Step up costs : Costs which remain fixed over a range of activity and
then jump to a new level as activity changes. They are a type of
semi variable costs.




Classification Of Costs ( Contd )

Shut down and sunk costs:

Shut down Cost :If a plant is idle due to temporary difficulties,
certain fixed costs have to be incurred even if no work is being
done ex. rent, insurance of building, depreciation etc. Such
costs of the idle plant are known as shut down costs.

Sunk Cost :Historical or past costs. Created by a decision that was
made in the past and cannot be changed by any decision that
will be made in the future ex. Investment in building, plant and
machinery. Such costs are irrelevant for decision making.

Differential, Incremental or Decremental cost :
Differential Cost :Difference in total cost between two alternatives.

Incremental Cost: increase in total cost as a result of choice of
alternative.

Decremental Cost : Decrease in total cost as a result of choice of
alternative.




Classification Of Costs ( Contd )

Opportunity Cost: The advantage which has been foregone on
account of not using the facilities in the manner originally
planned. It is the alternative revenue foregone. Ex. If an owned
building is proposed to be utilized for housing a new project
plant, the likely revenue which the building could fetch, is the
opportunity cost.

Product Costs and Period Costs :

Costs which become part of the cost of the product rather than an
expense of the period in which they are incurred are called
‘Product costs’. They are included in inventory values. They can
be fixed or variable ex. Cost of raw material, direct wages.

Costs which are not associated with production are called * Period
costs’. They are treated as an expense of the period in which
they are incurred. They can be fixed or variable ex. general
administration costs, salesmen salaries etc.



Cost Ascertainment

Cost Unit and Cost Centre :

Cost Unit : CIMA London, defines a unit of cost as,  a unit of quantity
of product, service or time in relation to which costs may be
ascertained or expressed’. Unit selected should be
unambiguous, simple and commonly used ex:

i) Brick Kilns - per 1000 bricks made
i)  Electricity Companies - per unit of electricity generated

Cost Centre :According to CIMA London, cost centre means, ‘a
location, person or item of equipment ( or group of these )for
which costs may be ascertained and used for the purpose of
cost control’. Thus cost centre refers to one of those convenient
units into which the whole factory organization has been
appropriately divided for costing purposes.




Cost Ascertainment

Cost Allocation and Cost Apportionment:

Cost allocation and cost apportionment are the two procedures
which describe the identification and allotment of cost centres
or cost units. Cost allocation refers to, ‘ the allotment of whole
items of costs to cost centres or cost units’ while cost
apportionment refers to ‘ the allotment of proportions of items
of costs to cost centres or cost units’. Thus the former involves
the process of charging direct expenditure to cost centres or
cost units while the latter involves the process of charging
indirect expenditure to cost centres or cost units.



Methods of Costing

Costing has been defined as ‘ the technique and process of

ascertaining costs’. Various types of Costing :

Job Costing : Used where the production is not highly repetitive
and consists of distinct jobs or lots. An account is opened for
each job and all appropriate expenditure is charged thereto.
Variants of Job costing :

Contract Costing : A contract is a big job , while job is a small
contract.

Cost Plus Costing: In contracts where besides cost, an agreed
sum or percentage to cover overheads and profit is paid to the
contractor, the method is termed as contract plus costing.

Batch Costing : Where order jobs are arranged in different
batches after taking into account the convenience of producing
articles, batch costing is employed. The unit of cost is batch or
group of identical products, instead of single job order or
contract.




Methods of Costing ( Contd )

Process Costing :If a product passes through different stages,
each distinct and well- defined, it is desirable to know the cost
of production at each stage. For this, process costing is used,
under which separate account is opened for each process.
Variants of process costing :

Operation Costing : This method is employed where mass or

repetitive production is carried out or where articles have to be
stocked in semi-finished stage. The cost unit is an operation
instead of a process.

Unit Costing :Cost per unit of output is ascertained and the

amount of each element constituting such cost is determined.
Operating Costing :This method is employed where expenses

are incurred for providing services such as those rendered by
bus companies or railway companies. The total expenses
regarding operation are divided by the appropriate unit and
cost per unit is calculated.



Techniques of Costing

. Marginal Costing : It is a technique of costing in which
allocation of expenditure to production is restricted to those
costs which arise as a result of production i.e costs which vary
with production.

- Direct Costing : It is the practice of charging all direct costs to
operations, processes of products, leaving all indirect costs to
be written off against profits in the period in which they arise.

: Absorption or full costing : It is the practice of charging all
costs both variable and fixed to operations, products or
processes.

- Uniform Costing : It is the technigue where standardized
principles and methods of cost accounting are employed by a
number of different companies or firms.
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Systems of Costing

iii.
V.

Historical Costing : It is the determination of cost by actuals. It
may be :

Post Costing : It means ascertainment of cost after production

is completed. It is done by analyzing the financial accounts at
the end of the period in such a way as to disclose the cost of
units which have been produced.

Continuous Costing : Cost is ascertained as soon as the job is
completed or even when the job is in progress. This is done by
charging to the job the actual expenditure on material and
wages, and estimated share of overheads.

Standard Costing : System under which :

Cost are predetermined on the basis of laid down standards.
Actual costs are compared with pre determined costs.
Variances are found out as to their causes.

Remedial measures including revision of standards, is taken.



Emerging terms

Activity Based Costing : The technique which involves
identification of costs with each cost driving activity and
making it as the basis for apportionment of costs over different
products or jobs.

Back Flush Costing :A cost accounting system which focusses on
the output of an organization and then works back to attribute
costs to stock and cost of sales. Also termed as delayed costing
or post-deduct costing . This is because the costing of
inventories is delayed almost till the goods are sold.

Life Cycle costing : According to CIMA London, it is the ‘practice
of obtaining over their lifetimes, the best use of physical assets
at the lowest total cost to the entity’.

Value Added Concept : It is a performance measure and it
reports the wealth generated by a business undertaking over a
period of time . It represents the sale value ‘ less the cost of
bought in goods and services used in producing those sales’.



Summary

In this chapter you have studied :

. The concept of cost

. Different elements of cost

. Different components of cost

. Classification of costs into different categories

. Differentiation between certain important terms relevant
to ascertainment of costs ex. cost centre and cost unit

. Different methods, systems and techniques of costing
- Meaning of certain innovative and emerging cost concepts.



Marginal Costing and Profit
Planning



Marginal Costing

Marginal Costing is a technique where only the variable costs are

considered while computing the cost of a product. The
fixed costs are met against the total fund arising out of the
excess of selling price over total variable cost. This figure is
known as Contribution in marginal costing.

Absorption Costing and Marginal Costing

Incase of absorption costing, both fixed and variable
overheads are charged to production, while in case of
marginal costing, only variable overheads are charged to
production and fixed overheads are transferred in full to
the costing and profit and loss account.

In case of absorption costing stocks of work-in-progress and
finished goods are valued at works cost and total cost of
production respectively. In case of marginal costing, only
variable costs are considered while computing the value of
work-in- progress or finished goods. Thus, closing stock in
marginal costing is under valued as compared to absorption
costing.



Marginal Costing ( Contd )

Marginal Costing and Direct Costing: Direct costing is the
technique where only direct costs are considered while
calculating the cost of the product. Indirect cost are met
against the total margin given by all the products taken
together. While marginal costs deal with variable costs,
direct costs may be fixed as well a variable.

Marginal Costing and Differential Costing : Differential costing
means, ‘ a technique used in the preparation of adhoc
information in which only the cost and income differences
between alternative courses of action are taken into
consideration’. Thus a comparison is made between the
cost differential and income differential between two or
more situations and decision regarding adopting a
particular course of action is taken if it is on the whole
profitable.
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Segregation of Semi Variable Costs

Marginal Costing requires segregation of costs into fixed and
variable. This means that semi variable costs will have to be
segregated into fixed an variable elements. Various
methods for segregation are :

. Level of output compared to level of expenses method :
Output at two different levels is compared with the
corresponding level of expenses . Since the fixed expenses
remain constant, the variable overheads are arrived at by
the ratio of change in expense to change in output.

. Range Method : Similar to the previous method except that
only the highest and lowest points of output are
considered.

. Degree of Variability Method : Degree of variability is noted
for each item of semi variable expense ex some items may
have 30% variability and others 70% variability.




Segregation of Semi Variable Costs ( Contd )

. Scatter Graph Method : The data is plotted on a graph
paper, with volume of production on the x-axis and the
corresponding costs on the y- axis. A line of best fit is
drawn, which is the total cost line. The point at which this
line intersects the y-axis is taken to be the amount of fixed
element.

. Method of Least Squares : This method is based on the
mathematical technique of fitting an equation with the
help of observations.




Cost Volume Profit Analysis

Cost Volume Profit ( CVP ) analysis is an important tool of profit

planning. It provides information about :
The behaviour of cost in relation to volume.

Volume of production or sales where the business will
break even.

Sensitivity of profits due to variation in output.
Amount of profit for a projected sales volume.
Quantity of production and sales for a target profit level.

Thus CVP analysis is an important media through which the

management can have an insight into effects on profit and
loss account, of variations in costs ( fixed and variable ) and
sales ( value and volume ) to take appropriate decisions.



Break Even Analysis

Break even analysis is a widely used technique to study CVP

relationship. Certain basic important terms are :
Contribution : Excess of Selling Price over Variable Cost
Contribution = Selling Price — Variable Cost
= Fixed Price + Profit

Profit Volume Ratio ( P/V ratio): Establishes relationship
between contribution and sales value.

P/ V Ratio = Contribution / Sales
= ( Sales — Variable Cost) / Sales

Break-even Point :It is the point which breaks the total cost
and seIIinﬁ Brice evenly to show the level of output at which
there shall be neither profit nor loss.

Break-even Point ( Output) = Fixed Cost/ Contribution per unit
Break-even Point ( Sales ) = Fixed Cost x Selling price per unit

Contributionperuynit
= (Fixed Cost) / (P/V ratio)




Break Even Charts

Break-even chart depict the level of activity at which there will be
neither loss nor profit and also shows the profit or loss for
various levels of activity.

Forms of Break-even Chart :

. Simple break-even chart : Depicts the quantity of production
at which break even occurs.

. Contribution break-even chart : Helps in ascertaining the
amount of contribution at different levels of activity, besides
the break-even point.

. Profit chart : Depicts the profit at different levels of activity.
The break even point is the point at which profit is zero.

. Analytical break even chart : It is prepared to show different
elements of cost and appropriation of profits.

. Cash break-even chart : It is prepared to show the volume at
which cash breaks even.




Break Even Charts ( Contd )

Advantages of break even charts :
. Provides detailed and clearly understandable information.
. Profitability of products and business can be known.

. Effect of changes in cost and selling price can be
demonstrated.

. Cost control can be demonstrated.

. Economy and efficiency can be effected.

. Forecasting and planning is possible.

Limitations of break even charts:

. Limited information can be presented in a single chart.

. No necessity : There is no necessity of preparing break even
charts because:

- Simple tabulation is sufficient
- Conclusive guidance is not provided
- No basis of comparative efficiency




Utility of CVP Analysis

Fixation of Selling Price: The cost of the product and the
desired profitability are two important factors which govern
the fixation of selling price.

Maintaining a desired level of profit: In the face of price cuts,
in case the demand for the company’s product is elastic, the
minimum level of profit can be maintained by pushing up the
sales. The volume of such sales can be found out by the
marginal costing technique.

Accepting of price less than total cost: Sometimes prices have
to be fixed below the total cost of the product. In such a
scenario, a price less than the total cost but above the
marginal cost may be acceptable because in such periods any
material contribution towards recovery of fixed costs is
acceptable rather than no contribution at all.
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Utility of CVP Analysis ( Contd )

Decisions involving alternative choices: The technique of
marginal costing helps in making decisions involving
alternative choices ex. Discontinuance of a product line,
changes of sales mix, make or buy, own or lease, exapand or
contract etc. The technique used is differential costing, which
is an extension of the technique of marginal costing.



Summary

In this chapter you have studied :
. The concept of marginal costing

. Difference between Marginal costing and absorption
costing, direct costing and differential costing

. Different methods of segregation of semi-variable costs
. Utility of CVP Analysis
. Types, advantages and limitations of break-even charts



Application areas of
Marginal cost



Key factor or Limiting factor

* Factor limiting on Production or sales
 Sales potential limited(Govt policies, trade bodies)
* Production capacity limitation (less labour force, machine hours)
* Raw material shortage
* Financial limitation



MAKE OR BUY DECISION

* NON COST FACTORS

e Right quantity

* Right quality

* Discontinuation and labour relations
* COST FACTORS

e Qutside supply price<Variable cost
e Qutside supply price>Variable cost



FIXATION OF SELLING PRICES

* Selling below cost (Economy)

* Competitive prices (edge out)

* Pricing based on idle capacity (Dual price)
* Penetration pricing (Habit forming)



OTHERS

* Export Decision (ldle and Dumping)
* Product mix strategy
* Product elimination decision(with and without replacement)

* Plant merger and Purchase decisions



PROBLEM 1

* The selling price of a particular product is Rs 100 and the marginal
cost is Rs 65. During the month of April 2022, 800 units were
produced of which 500 were sold. There was no opening stock at the
commencement of the month Fixed costs amounted to Rs 18000.
Provide a statement using marginal and Absorption costing, showing
the closing stock valuation and the profit earned under each
principle.



PROBLEM 2

* The following figures are extracted from the books of Xxy Itd
for the years 2021 and 2022 whose capacity is 10000 irons

p.a
Direct material 3.50
Direct labour 0.50
Fixed overhead 2.00
Selling price 8.00

e Production in 2021 was 10000 units and in 2022 also it was
10000 units. Sales was 8000 in 2021 and 12000 units in 2022.

* Prepare cost statements assuming that the company uses:
a)Absorption costing and b)Marginal costing
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PROBLEM 3

* The fixed expenses of an industrial concern amount to Rs 180000. Its
variable cost per unit is Rs 29 and selling price is Rs 44 per unit.
Calculate the break even point. What will be the profit when 15000
units is sold?



PROBLEM 4

* From the following information you are required to calculate
* P/V ratio

Break even point

Profit

Margin of safety

Volume of sales to earn profit of Rs 6000



Meaning of Budget

A budget is ‘ a predetermined detailed plan of action developed
and distributed as a guide to current operations and as a
partial basis for the subsequent evaluation of performance’.

Following are the essentials of a budget:

. It is prepared in advance and is based on a future plan of
action.

. It relates to a future period and is based on objectives to be
attained.

- It is a statement expressed in monetary and/or physical

units prepared for the implementation of policy formulated
by the management.



Budgetary Control

It is the system of management control and accounting in which
all operations are forecasted and so far as possible planned
ahead, and the actual results compared with the forecasted
and planned ones. Thus, budgetary control involves :

. Establishment of budgets.

. Continuous comparison of actual with budgets for target
achievement and variance analysis.

. Revision of budgets in the light of changed circumstances.

The difference between, budgets, budgeting and budgetary
control has been stated as, ‘Budgets are the individual
objectives of a department etc., where as budgeting may
be said to be the act of building budgets. Budgetary control
embraces all and in addition includes the science of
planning the budgets themselves and the utilization of such
budgets to effect an overall management tool for the
business planning and control.



Budgetary Control As A Management Tool

Advantages of Budgetary Control :

- Brings economy in working

. Buck passing is avoided

. Established Coordination

- Decrease in Production Costs

. Adoption of Standard Costing Principles
- Guards against Undue Optimism
. Adoption of Uniform Policy

m Management by Exception

. Finds favour with Credit Agencies
. Optimum Capitalization.



Limitations of Budgetary Control

Opposition against the very spirit of budgeting : The
opposition is due to human tendency to resist change.
Moreover, any system of budgetary control cannot be
successful unless it has the full support of the top
management.

Budgeting and changing economy: Preparation of a budget
which gives a realistic position of the firm’s affairs under
inflationary pressures and changing government policies is
very difficult.

Time factor : Accuracy in budgeting comes through
experience. Management must not expect too much during
the development period.

Not a substitute for management : It is a management tool
and cannot substitute management.

Cooperation required : 1ts success depends upon willing co-
operation and teamwork.



Classification of Budgets

According to time:

Long term Budget: Designed for a long period, generally 5
to 10 yrs. Concerned with the planning of the operations of
a firm over a considerably long period of time.

Short term Budget : Designed for a period generally not
exceeding 5 yrs.

Current budgets: Cover a very short period, say a month or
a quarter. They are essentially short term budgets adjusted
to current conditions.

Rolling Budgets: A new budget is prepared at the end of
each month or quarter for a full year ahead. The figures for
the month or quarter which has rolled down, are dropped
and the figures for the next month or quarter are added.
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Classification of Budgets ( Contd )

According to function:
. Sales Budget:

It is a forecast of sales to be achieved in a budget period.
Factors to be considered while preparation of sales budget
include past sales figures and trends, Salesmen’s estimates,
Plant capacity, Orders in hand, Seasonal fluctuations,
Potential market etc.

m Production Budget:

Provides an estimate of the total volume of production
product-wise, with the scheduling of operations by days,
weeks and months and a forecast of the closing finished
product inventory.

n Purchase Budget:

Forecasts the quantity and value of purchases required for
production.

n Capital Expenditure Budget :

Forecasts the amount of capital that may be required for
procurement of capital assets during the budget period.
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Classification of Budgets ( Contd )

i)
i)

iii)

Cash Budget:

Forecasts the estimated amount of cash receipts and

payments and the likely cash balance in hand at the end of
different periods. A cash budget helps the management in

Determining the future cash needs of the firm.
Planning for financing of those needs
Exercising control over cash and liquidity of the firm.

A Cash budget can be prepared in any of the following three
ways:

Receipts and Payments Method : Cash receipts and
payments from various sources are estimated and a budget
is prepared using the estimates.

Adjusted Profit & Loss Account Method: Cash budget is
prepared on the basis of opening cash and bank balances,




Classification of Budgets ( Contd )

projected profit and loss account and the balance of various
assets and liabilities.

iii. Balance Sheet Method: Under this method, at the end of
each period a projected balance sheet is drawn up listing
various assets and liabilities except cash and bank balances.
The balancing figure is taken as the closing cash/ bank
balance.

. Master Budget : It is a summary budget incorporating all
functional budgets in capsule form.




Classification of Budgets ( Contd )

According to Flexibility:

Fixed Budget : According to CIMA London, ‘ a fixed budget is a
budget which is designed to remain unchanged irrespective
of the level of activity actually attained’. Hence it is
unrealistic yardstick incase the level of activity actually
attained does not conform to the one assumed for
budgeting purposes.

Flexible Budget : According to CIMA London, a flexible budget is,
“a budget designed to change in accordance to the level of
activity actually attained’.

A flexible budget can be constructed in any of the three ways:

. The Multi- Activity Method :Involves computing budget
figures for different levels of activity within a range.



Classification of Budgets ( Contd )

. Formula Method: Involves preparing budgets for the
expected normal level of activity and then working out
ratios showing the relationship of each expenses or group
of expenses per unit level of activity.

. Graphic Method : Costs are classified according to their
variability — fixed, variable or semi variable. Estimates are
then made for different costs at different levels of activity.
The data are then plotted on the graph paper showing the
costs at different levels of activity.



Performance Budgeting

According to National Institute of Banking Management,
performance budgeting technique is ‘ the process of
analyzing, identifying, simplifying and crystallizing specific
performance objectives of a job to be achieved over a
period ,in the framework of the organizational objectives,
the purpose and objectives of the job. The technique is
characterized by its specific direction towards the business
objectives of the organization’.

Thus, performance budgeting lays immediate stress on the
achievement of specific goals over a period of time.
However, in the long run it aims at the continuous growth
of the organization.

It requires preparation of performance reports which
compare budget and actual data and show any existing
variances. The responsibility of preparing the performance
budget of each department lies on the respective
Departmental Head.



Control Ratios

Ratios that are commonly used by the management to find out
whether the deviations of actual from budgeted results are
favourable or otherwise.

. Activity Ratio : It is a measure of the level of activity
attained over a period of time.

Activity ratio = Standard hrs for actual production x 100
Budgeted hrs

. Capacity Ratio : Indicates whether and to what extent
budgeted hrs of activity are actually utilized.

Capacity ratio = (Actual hrs worked / Budgeted hrs) x 100

. Efficiency Ratio : Indicates the degree of efficiency attained
in production.

Efficiency ratio : Standard hrs for actual production x 100
—Actual-hrsworked—



Zero Base Budgeting

. The traditional budgeting technique is quite meaningless
under the present dynamic conditions where the
management must review and evaluate every task in the
light of changed circumstances.

- Zero base Budgeting ( ZBB ) examines a programme or
function or responsibility from ‘scratch’. Nothing is allowed
simply because it was being done in the past. The manager
proposing the activity has, therefore, to prove that the
activity is essential and the various amounts being asked
for, are reasonable taking into account the volume of the
activity.



Zero Base Budgeting ( Contd )

Process of Zero Base Budgeting

Determination of objectives of Budgeting : The objective

may be to effect cost reduction in staff overheads or
analyze and drop the projects which do not fit in the
organizational structure etc.

Determination of the extent to which ZBB is to be

introduced: Whether it is to be introduced in all areas of

activities or only in a few selected areas on a trial basis.
Development of decision units : Decision units refer to units

regarding which a cost benefit analysis will be done to
arrive decide whether they should be allowed to continue
or not. It may be a functional department, a programme, a
product line or a sub-line.



Zero Base Budgeting ( Contd )

Development of decision packages: After identification of

decision units, the manager of each decision unit reviews
the activities of his unit and examines alternative ways of
accomplishing the objectives. He does a cost benefit
analysis and selects the best alternative. He then prepares
a decision packages which effectively summarize his plans
and the resources required to achieve them.

Review and ranking of decision packages: The management

ranks the decision packages in order of increasing benefit
or importance to the organization.

Preparation of Budgets: After the choice of decision

package to be implemented is made, resources are
allocated to different decision units and budgets relating to
each unit are prepared.



Zero Base Budgeting ( Contd )

Advantages of ZBB

- Provides the organization with a systematic way to evaluate
different operations and programmes.

. Ensures that every programme being undertaken by the
manager is essential to the organization and is being
performed in the best possible way.

. No arbitrary cuts or increase in budget estimates are made.
All approvals are made on the basis of cost benefit analysis.

. Helps identify areas of wasteful expenditure.

. Links budgets with corporate objectives. Nothing will be
allowed simply because it was being done in the past.

. It can be used for introduction and implementation of the
system of ‘management by objectives’.



