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UNIT-1

Cost accounting

Definition of Cost Accounting:

Cost accounting is the process of recording, analyzing, and reporting all of a company's costs related to
the production of goods or services. It helps businesses determine the cost of production and manage
expenses efficiently.

Meaning of Cost Accounting:
Cost accounting refers to the systematic approach to tracking, recording, and analyzing costs associated with a
business's operations. It focuses on measuring both direct costs (like raw materials and labor) and indirect
costs (like rent, utilities, and administrative expenses).
This helps companies:
* Control costs
* Set prices

* Improve profitability
* Make informed business decisions

Objectives of Cost Accounting:

1. Ascertain the Cost of Products or Services
To determine how much it costs to produce a product or service accurately.

2. Cost Control
To identify areas of wastage and take corrective actions to reduce unnecessary expenses.

3. Cost Reduction
To find long-term solutions for minimizing production and operational costs.

4. Budgeting and Planning
To prepare cost-based budgets for future planning and resource allocation.

5. Decision Making
To assist management in decisions like pricing, outsourcing, make-or-buy, etc.

6. Performance Evaluation
To analyze the efficiency and performance of departments, employees, and process.



Importance of Cost Accounting:

1. Helps in Fixing Prices
By knowing the exact cost of a product, businesses can set competitive and profitable prices.

2. Improves Profitability
Cost accounting identifies unprofitable activities and suggests improvements.

3. Aids in Budget Preparation
It provides the basis for preparing accurate and realistic budgets.

4. Supports Strategic Planning
Data from cost accounting helps in planning future projects and investments.

5. Controls Business Operations
Helps monitor and control operations by comparing actual costs with estimated costs.

6. Facilitates Cost Audit
It helps in auditing costs to ensure transparency and accountability in financial management.
Benefits of cost accounting
Cost accounting benefits various stakeholders within and outside an organization by providing detailed cost
information for better decision-making, planning, and control. Here's how it benefits different parties:

[] 1. Management

Main Benefit: Informed decision-making and operational control
* Helps in setting cost standards and controlling deviations

* Assists in pricing, budgeting, and strategic planning

* Aids in identifying unprofitable products or departments

* Supports performance measurement of divisions or cost centers

[] 2. Employees

Main Benefit : Better job security and incentive opportunities

* Efficient cost management can lead to higher profitability and job stability

*May lead to performance-based rewards or incentive schemes based on cost savings
*Helps in setting fair labor costs and workload expectations

[] 3. Investors / Shareholders

Main Benefit : Insight into profitability and financial health
*Provides a clearer picture of how efficiently the company uses resources
* Improves confidence in the company’s ability to manage costs and increase profit



* Helps evaluate return on investment (ROI)

[] 4. Creditors / Lenders

Main Benefit : Assessment of creditworthiness

*Reliable cost data indicates financial discipline
* Cost control and profitability enhance the ability to repay loans
* Supports risk assessment before extending credit

[ ] 5. Government and Regulators Main

Benefit : Taxation and compliance

* Accurate cost records help determine fair tax liabilities

* Assists in regulatory audits and price control mechanisms

* Supports subsidy, tariff, and grant decisions in regulated industries

[ ] 6. Customers

Main Benefit : Fair pricing and better quality

* Cost efficiency can lead to competitive and stable pricing

* Savings from cost reductions may be passed on to customers

* Encourages continuous improvement, enhancing product or service quality

[] 7. Auditors

Main Benefit : Verification and transparency
* Detailed cost records support external and internal audit processes
* Enhances reliability of financial statements through accurate inventory and cost valuation

[] 8. Economists / Researchers

Main Benefit : Data for analysis and policy-making

* Cost data helps in analyzing industry trends, inflation impact, and production efficiency

* Useful for academic research and economic policy recommendations

*Cost accounting involves tracking, recording, and analyzing costs associated with the products or
activities of an organization. There are several methods of cost accounting , each suited for different types
of businesses or industries.

Main Methods of Cost Accounting
1. Job Costing
Used when: Work is done according to specific orders or jobs.
Industries: Construction, custom manufacturing, printing.
Key Feature: Costs are traced to individual jobs or batches. Example:
Building a custom house or printing a batch of books.



2. Process Costing

Used when: Production is continuous, and products are identical.
Industries: Chemicals, oil refining, food production.
Key Feature: Costs are accumulated by process or department. Example:
Producing bottled water or gasoline.

3. Batch Costing

Used when: Products are made in batches of identical units. Industries:
Pharmaceuticals, clothing, electronics.
Key Feature: Each batch is treated as a cost unit. Example:
Manufacturing a batch of mobile phones.

4. Contract Costing

Used when: Projects are long-term and large-scale. Industries:
Construction, shipbuilding, infrastructure.
Key Feature: Each contract is a cost unit, and costs are tracked per contract. Example:
Building a bridge over two years.

5. Operating Costing (Service Costing)

Used when: Services (not goods) are provided. Industries:
Transport, hospitals, hotels, utilities.
Key Feature: Costs are accumulated for specific service units.
Example: Cost per kilometer for a bus company.

6. Unit Costing (Output Costing)

Used when: ldentical items are produced on a large scale. Industries:
Brick-making, mining, cement.
Key Feature: Cost per unit is calculated.
Example: Cost per ton of cement.

7. Multiple Costing (Composite Costing)

Used when: Product involves a combination of different costing methods. Industries:
Automobiles, aircraft manufacturing.
Key Feature: Uses job, batch, and process costing together. Example:
Making a car (assemblies + parts + processes).

[ ] Techniques of Cost Accounting

Cost accounting techniques are the approaches used to analyze and control costs to aid in planning,
decision-making, and efficiency improvement. While methods deal with how costs are accumulated (like
job or process costing), techniques focus on how costs are analyzed and applied.

Main Techniques of Cost Accounting



1. Standard Costing
Definition: Compares standard (predetermined) costs with actual costs.
Purpose: To analyze variances and improve efficiency.
Use: Budgeting, performance evaluation.
Example: If standard material cost = $100, but actual = $110 — $10 unfavorable variance.

2. Marginal Costing (Variable Costing):-
Definition: Only variable costs are charged to products; fixed costs are treated as period costs. Purpose:
Helps in decision-making like pricing, make-or-buy, etc.

Use: Break-even analysis, contribution margin analysis. Formula:
Contribution = Sales - Variable Costs

3. Absorption Costing (Full Costing):-
Definition: All costs (fixed + variable) are assigned to products. Purpose:
Required by financial accounting standards (GAAP/IFRS). Use: External
reporting, profit measurement.

4. Activity-Based Costing (ABC):-
Definition: Overhead costs are assigned to products based on activities and cost drivers. Purpose: More
accurate product costing.
Use: Complex manufacturing, overhead-heavy businesses.
Example: Assigning machine maintenance cost based on machine hours used.

5. Uniform Costing:-
Definition: Common costing practices used across firms in an industry. Purpose:
Industry benchmarking and comparison.
Use: Trade associations, regulated industries.

6. Historical Costing:-
Definition: Records actual costs incurred in the past. Purpose:
Basic analysis and cost control.
Limitation: Doesn't aid in future planning.

7. Kaizen Costing:-

Definition: Focuses on continuous cost reduction through small improvements.



Use: Lean manufacturing environments.
Goal: Achieve cost reduction without compromising quality.

8. Target Costing:-

Definition: Product is designed so its cost does not exceed a set target, based on market price. Formula:
Target Cost = Selling Price - Desired Profit

Use: Competitive industries with price-sensitive customers.

Classification of cost and cost sheet

Cost accounting classifies costs and uses a Cost Sheet to systematically present and analyze them for better
managerial decision-making.

Classification of Costs
Costs are classified in various ways based on different criteria to serve specific management needs, such

as cost control, pricing, and decision-making. Key classifications include:

1. By Element (Nature)
This classification groups costs by what they are spent on:

Material: Cost of tangible substances used in production.

a) Direct Material: Materials that become a part of the finished product and can be directly traced to it
(e.g., wood in furniture).

b) Indirect Material: Materials necessary for production but not easily traceable to the final
product (e.g., lubricants, factory cleaning supplies).

Labour: Cost of human effort used for production.

a) Direct Labour: Wages paid to workers directly involved in converting raw materials into
finished goods (e.g., assembly line workers).

b) Indirect Labour: Wages paid to workers not directly involved in production but supporting it (e.g.,
factory supervisors, security staff).

Expenses (Overheads): Costs other than material and labour.

a) Direct Expenses: Expenses specifically incurred for a particular product or job (e.g., hiring special
equipment for a job).



b) Indirect Expenses (Overheads): Expenses that cannot be directly allocated to a specific cost object
(e.g., factory rent, utility bills, administrative salaries).

2. By Function
This groups costs based on the functions or activities they relate to:

a) Production/Manufacturing Cost: All costs involved in turning raw material into finished
goods (Direct Material + Direct Labour + Factory Overhead).

b) Administration Cost: Costs related to general management and administration of the
business (e.g., office rent, accounting fees).

¢)Selling and Distribution Cost: Costs incurred for securing orders and delivering goods to
customers (e.g., advertising, sales commission, transportation).

d)Research & Development Cost: Costs related to product innovation and improvement.

3. By Behavior (Variability)
This classifies costs based on how they change in relation to the volume of production or activity:

a) Fixed Costs: Costs that remain constant in total, regardless of the changes in production volume
within a relevant range (e.g., factory rent, annual insurance premiums).

b)Variable Costs: Costs that change in direct proportion to the changes in production volume (e.g.,
direct material, direct labour, sales commission).

c)Semi-Variable (Mixed) Costs: Costs that contain both a fixed and a variable component (e.g.,
a salesperson's salary which includes a fixed base plus a variable commission).

Cost Sheet

A Cost Sheet (or Statement of Cost) is a periodic statement prepared to systematically show the various
components of the total cost of a product or service for a given period. It breaks down the total cost into
distinct stages and often calculates the cost per unit.

Components of a Cost Sheet (Flow of Cost)
The typical flow and components calculated in a cost sheet are:

1.Prime Cost
Formula: Direct Material Consumed + Direct Labour + Direct Expenses Represents the

primary or basic cost of production.



2. Factory/Works Cost

Formula: Prime Cost + Factory Overheads (Indirect Material, Indirect Labour, Indirect Factory Expenses)
Represents all manufacturing costs incurred on the factory floor.

3.Cost of Production (Total Manufacturing Cost)

Formula: Factory Cost + Administration Overheads (Related to Production) +/— Adjustment for Work-
in-Progress (WIP) Inventory

Represents the cost of goods produced during the period.
4. Cost of Goods Sold (COGS)
Formula: Cost of Production + Opening Stock of Finished Goods — Closing Stock of Finished Goods
Represents the cost of the goods actually sold.
5. Cost of Sales (Total Cost)
Formula: Cost of Goods Sold + Selling and Distribution Overheads Represents
the total cost incurred to produce and sell the product.
6. Sales and Profit
Formula: Cost of Sales + Profit (or Sales — Cost of Sales)
The final stage determines the sales revenue or the profit earned
Specimen of a Cost Sheet
The cost sheet is built up in stages, classifying costs by function and nature as they flow from the
factory floor to the sale of the product.
Cost Sheet of (Name of Company)
For the Period Ending: (Date)
Output/Units Produced: (Number of Units)
Particulars  Total Cost (¥) Cost Per Unit (%)

. PRIME COST
Direct Material Consumed:



Opening Stock of Raw Material XXX

Add: Purchases of Raw Material XXX

Add: Carriage Inwards/Duty XXX

Less: Closing Stock of Raw Material (XXX)

Material Consumed A (A / Units)

Direct Wages (Direct Labour) B (B / Units)

Direct Expenses (Chargeable Expenses) C (C / Units) PRIME
COST(A+B+C) XXX XXX

Il. WORKS COST / FACTORY COST

Add: Factory/Works Overheads:

(e.g., Factory Rent, Indirect Wages, Depreciation on Machinery, Power)
Gross Works Cost XXX

Add: Opening Stock of Work-in-Progress (WIP) XXX
Less: Closing Stock of Work-in-Progress (WIP)
(XXX) WORKS COST XXX
XXX

I11.COST OF PRODUCTION

Add: Office & Administration Overheads:

(e.g., Office Salaries, Office Rent, Printing, Legal Fees) XXX
Cost of Production (Cost of Goods Manufactured) XXX XXX
IV.COST OF GOODS SOLD (COGS)

Add: Opening Stock of Finished Goods (FG)XXX

Less: Closing Stock of Finished Goods (FG) (XXX)

COST OF GOODS SOLD (COGS) XXX XXX

V.COST OF SALES / TOTAL COST

Add: Selling & Distribution Overheads:

(e.g., Salesman's Salary/Commission, Advertising, Delivery Expenses)
COST OF SALES (TOTAL COST) XXX XXX

V1. PROFIT AND SELLING PRICE

Add: Profit (Balancing Figure or Target %) XXX

SALES PRICE XXX XXX

Purpose of a Cost Sheet
The Cost Sheet is a vital tool used by management for:

1. Cost Ascertainment: To determine the total cost and cost per unit of a product.

XXX

XXX

2.Price Fixing: To provide a basis for fixing the selling price by adding a desired profit margin to the

total cost.

3. Cost Control: To compare current costs with previous periods or standard costs to identify areas

for cost reduction.

4. Tender Quotation: To assist in quoting competitive prices for contracts and tenders.

Gemini



Inventory valuation

Inventory valuation is an accounting process used to assign a monetary value to a company's unsold
inventory at the end of an accounting period. This valuation is crucial because it directly impacts both the
company's balance sheet (as a current asset) and its income statement (through the Cost of Goods Sold
(COGS)).

Since the cost to acquire or produce inventory often fluctuates over time, different methods are used to
determine which costs are assigned to the goods that were sold (COGS) and which are assigned to the
goods remaining in inventory (Ending Inventory).

Key Importance of Inventory Valuation
Accurate inventory valuation is essential for:

1. Financial Reporting: It ensures the accuracy of both the Balance Sheet (current assets) and the
Income Statement (COGS, which affects gross profit and net income).

2. Cost of Goods Sold (COGS) Calculation: The value assigned to ending inventory is used to
calculate COGS for the period:

Beginning Inventory+Net Purchases—Ending Inventory=COGS

3. Profitability Analysis: Since COGS is a major factor in calculating gross profit (Sales—COGS), the
valuation method directly affects the reported profitability and, consequently, the company's tax
liability.

4. Decision-Making: Accurate valuation provides management with critical information for pricing
strategies, procurement decisions, and assessing overall financial health.

Common Inventory Valuation Methods
The four most common inventory valuation methods are cost flow assumptions, which determine the

order in which inventory costs are recognized as COGS.

1. First-In, First-Out (FIFO)
Assumption: The oldest inventory items purchased are the first ones sold.

Effect: The cost of COGS reflects the older, usually lower, costs. The remaining Ending Inventory is
valued at the cost of the most recent (newest) purchases.

Result (in an inflationary environment): Higher net income and higher ending inventory value.

Accepted by: Generally Accepted Accounting Principles (GAAP) and International Financial Reporting
Standards (IFRS).



2. Last-In, First-Out (LIFO)
Assumption: The newest inventory items purchased are the first ones sold.

Effect: The cost of COGS reflects the most recent, usually higher, costs. The remaining Ending Inventory is
valued at the cost of the oldest purchases.

Result (in an inflationary environment): Lower net income (due to higher COGS) and lower ending
inventory value. This can result in lower taxable income.

Accepted by: GAAP (in the U.S.), but prohibited under IFRS.

3. Weighted Average Cost (WAC)
Assumption: All inventory items are indistinguishable, so a weighted average cost of all goods available for
sale is used to value both COGS and Ending Inventory.

Calculation:

Weighted Average Cost per Unit= Total
Units Available for Sale
Total Cost of Goods Available for Sale

Effect: This method smooths out significant cost fluctuations over a period, providing a moderate value for
both COGS and Ending Inventory.

Accepted by: GAAP and IFRS.

4. Specific Identification
Assumption: The exact cost of each specific item sold and remaining in inventory is tracked and used for
valuation.

Use Case: This method is only practical for businesses with a small volume of high-value, unique, or non-
interchangeable items (e.g., custom jewelry, rare cars, unique art).

Effect: Provides the most accurate matching of actual costs with actual revenue.
Accepted by: GAAP and IFRS.

Valuation Principle

Regardless of the method used, inventory is typically valued according to the Lower of Cost or Market
(LCM) principle, which is a conservative accounting rule. This means that inventory must be reported on
the balance sheet at the lower of its historical cost (as determined by FIFO, LIFO, or WAC) or its net
realizable value (NRV), which is the estimated selling price less the estimated costs of completion and
disposal.



An elementary knowledge of activity -based costing

Activity-Based Costing (ABC) is a managerial accounting method that assigns indirect
(overhead) costs to products and services more accurately than traditional methods. It
recognizes that different products consume resources differently.

Instead of broadly allocating all overhead based on a single measure (like direct labor hours), ABC traces
costs to the activities that actually cause them.

1. The Core Idea: Activities Consume Resources

Traditional costing often assumes products use overhead resources uniformly (e.g., product A takes 10%
of labor hours, so it gets 10% of all overhead). ABC challenges this by asking: What activities are we
performing, and how much do our products/services consume each activity?

For example, a traditional method might charge a simple, high-volume product the same amount of
overhead per unit as a complex, low-volume product. ABC would correctly charge the complex product
more because it requires more costly activities like machine setups, quality inspections, and special
engineering.

2. Key Components of ABC
ABC relies on four main components to function:

|Components. | Definitions. |[Examples.
Activities Tasks or work performed that consumes Machine Setup, Production
resources. Inspection, Processing Purchase

Orders, Customer Service.

Cost Pool A grouping of all the costs (overhead) The total cost of salaries,
associated with a single activity. depreciation, and supplies for
the Machine Setup department.

Cost Driver The factor that measures the consumption of Number of setups (for the

the activity (the ‘cause' of the cost). Machine Setup Cost Pool).
Number of inspections (for the
Inspection Cost Pool).

3. The Elementary 3-Step Process (How it Works)
The process of allocating overhead using ABC is a two-stage process that can be simplified into three main
steps:

Step 1: Identify Activities and Calculate Total Cost Pool



List all major activities involved in the production/service process (e.g., machine setup, material handling,
guality assurance).
Group all the related overhead costs (salaries, utilities, etc.) into a Cost Pool for each activity. Step 2:

Calculate the Cost Driver Rate

Determine the appropriate Cost Driver for each activity (e.g., "number of setups” for the setup
activity).

Calculate the rate by dividing the total cost pool by the total activity level for the period. Cost
Driver Rate=

Total Activity Level (Total Cost Driver Units) Total
Cost Pool (Overhead Cost for Activity)

Step 3: Assign Costs to Products (Cost Objects)
Measure the actual consumption of the cost driver by each product.

Allocate the cost to the product using the following formula:

Allocated Overhead Cost=Cost Driver RatexProduct’s Consumption of the Driver
Benefits of ABC

1. Improved Cost Accuracy: Provides a much more precise cost for each product/service,

especially for companies with diverse product lines and high overhead costs.

2. Better Decision-Making: Helps managers set accurate pricing, identify truly profitable
products, and spot non-value-added activities (waste) to eliminate.

3.Focus on Cost Drivers: Management gains insight into what is actually driving costs, allowing them to
focus on managing those activities rather than just cutting costs arbitrarily.

Unit-II

CVP analysis
Cost-Volume-Profit (CVP) analysis is a financial planning tool used by businesses to understand the
relationship between costs, sales volume, and profits in the short term. It helps management make
effective business decisions by showing the effects of changes in selling price, costs, and volume on a
company's profit.

It is often referred to as break-even analysis because a key calculation is determining the break-
even point.



Key Components of CVP Analysis:
1.Fixed Costs (FC): Costs that remain constant in total, regardless of changes in the level of activity
or volume (e.g., rent, salaries, depreciation).

2. Variable Costs (VC): Costs that change in direct proportion to the level of activity or volume (e.qg.,
raw materials, direct labor).

3.Selling Price per Unit (P): The price at which one unit of the product is sold.

4, Contribution Margin (CM): The amount of revenue remaining after deducting variable costs. It
represents the portion of sales revenue that contributes to covering fixed costs and generating profit.

5. Contribution Margin per Unit =Selling Price per Unit—Variable Cost per Unit
6. Total Contribution Margin =Total Sales Revenue—Total Variable Costs

Core Applications and Formulas:
CVP analysis is used to calculate several important metrics:

1.Break-Even Point (BEP): The level of sales (in units or dollars) at which total revenue equals total
costs, resulting in zero profit.

a)BEP in Units =
Contribution Margin per Unit
Total Fixed Costs

b)BEP in Sales Dollars =
Contribution Margin Ratio
Total Fixed Costs

The Contribution Margin Ratio is the Contribution Margin divided by the Selling Price or Total Sales.

2.Target Profit Analysis: Determining the sales volume (in units or dollars) required to achieve a
specific desired profit.

Target Sales in Units =
Contribution Margin per Unit Total
Fixed Costs+Target Profit

Target Sales in Sales Dollars =



Contribution Margin Ratio Total
Fixed Costs+Target Profit

3.Margin of Safety (MOS): The excess of actual or budgeted sales over the break-even sales. It
shows how much sales can drop before the company starts incurring a loss.

MOS in Dollars =Actual Sales—Break-Even Sales

MOS Percentage =

Actual Sales

Margin of Safety in Dollars

x100%

Basic CVP Formula:
The fundamental CVP equation is:

Profit=(Sales PricexQuantity)—(Variable Cost per UnitxQuantity)—Total Fixed Costs Or,
rearranging it:

Sales Revenue—Variable Costs—Fixed Costs=Profit
Importance and Use:
CVP analysis is a vital tool for:

1. Pricing Decisions: Evaluating the impact of changes in sales price on profitability.

2. Cost Control: Understanding how changes in variable and fixed costs affect the break-even point
and profit.

3. Budgeting and Forecasting: Setting sales targets and planning resources.
4. Product Decisions: Evaluating the financial viability of new products or services.

Key Assumptions:
CVP analysis relies on a few key assumptions:

1. The selling price per unit is constant.
2. Variable costs per unit are constant.
3. Total fixed costs are constant (within the relevant range of activity).

4. All units produced are sold (no change in inventory).



5. For multi-product companies, the sales mix remains constant.

6. Costs can be accurately separated into fixed and variable components.

Determination of break even point
Break-Even Point (BEP) — Definition and Determination

The break-even point (BEP) is the level of sales at which total revenues equal total costs, resulting in zero
profit and zero loss. It's a critical metric in financial and business planning because it shows the minimum
sales a company needs to cover its costs.

Break-Even Point Formula
There are two main ways to calculate the break-even point:

1. Break-Even Point in Units

BEP (units) = Fixed Costs /Selling Price per Unit - Variable Cost per Unit
Where:

Fixed Costs = Costs that do not change with production (e.g., rent, salaries) Variable
Cost per Unit = Costs that vary with production (e.g., materials, labor) Selling Price per
Unit = Price at which one unit is sold
Contribution Margin per Unit = Selling Price - Variable Cost
2. Break-Even Point in Sales Revenue
BEP (sales) = Fixed Costs\Contribution Margin Ratio Where:
Contribution Margin Ratio = Selling Price - Variable Cost /Selling Price
Example
Fixed Costs = 10,000 Selling
Price per Unit = 50 Variable
Cost per Unit =30

Step 1: Calculate Contribution Margin

Contribution Margin per Unit =50 - 30 = 20



Step 2: Calculate BEP in Units
BEP (units) = 10,000 /20= 500 units Step 3:
Calculate BEP in Sales Contribution

Margin Ratio = 20/50 = 0.4

BEP (sales) = 10,000/0.4 = 25,000

Graphical Representation
On a break-even chart:
* X-axis = Units sold

*Y-axis = Revenue and cost in \$
*The point where Total Cost Line intersects Total Revenue Line = Break-even point

Variable Cost

Revenue

Fixed Cost

Y

Units Sold

Profit volume ratio
The Profit Volume Ratio (P/V Ratio)—also known as the Contribution Margin Ratio—is a key financial
metric used in cost-volume-profit (CVP) analysis. It measures the relationship between contribution
(sales minus variable costs) and sales revenue. It helps businesses understand how profit changes with
sales.



Formula:
P/V Ratio = Contribution/Sales x 100
Where:

Contribution = Sales — Variable Costs Sales
= Total revenue

Or alternatively:

P/V Ratio = Selling Price per Unit - Variable Cost per Unit /Selling Price per Unit x100 Example:
*Selling Price per Unit = $100

*Variable Cost per Unit = $60

* Contribution per Unit = $100 - $60 = $40

P/V Ratio = 40 /100 x100 = 40%

Interpretation:

A P/V ratio of 40% means that for every $1 of sales, the company earns $0.40 as contribution towards
covering fixed costs and generating profit.

Uses of P/V Ratio:
*To analyze profitability
*To calculate break-even point
*To estimate profit at a given sales volume

*To assess the impact of changes in selling price or costs

Profit-Volume (P-V) Graph:

[] Meaning of Profit-Volume Graph:

A Profit-Volume (P-V) graph is a visual tool used in Cost-Volume-Profit (CVP) analysis. It shows how
profit changes with changes in the volume of sales.

* It helps in understanding the relationship between sales volume and profit/loss.
* It highlights the break-even point, profit zone, and loss zone.



Key Features:

|Element |Description

|X-axis |Salesvolume(units) |

Y -axis |ProfitorLoss(\$) |
|Break-evenPoint|Whereprofit=0(nogain,noloss) |
|ProfitArea |Abovebreak-evenpoint |
|LossArea |Belowbreak-evenpoint |

| Profit Line | Shows how profit increases as sales increase |

& Diagram of Profit-Volume Graph

Here’s a simple ASCII representation:
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Explanation:

*The line starts in the loss region (because when no sales are made, there is a loss equal to fixed
cost).

* It crosses the X-axis at the Break-Even Point (BEP) — where profit is zero.

*The line then slopes upward , showing increasing profit with increased sales.

Example:
*Selling Price per Unit =\$20

*Variable Cost per Unit =\$12
* Fixed Cost = \$400



Contribution per Unit =\$20 - \$12 = \$8
Break-even Sales (Units) = \$400 / \$8 = 50 units So:

* At 0 units sold — Loss = -\$400
* At 50 units sold — Profit = \$0 (break-even)
* At 100 units sold — Profit = (100 x \$8) - \$400 = \$400

Margin of safety

[ ] Meaning of Margin of Safety:

The Margin of Safety is the difference between actual or expected sales and break-even sales. It shows
how much sales can drop before the business starts making a loss.

Formula:
Margin of Safety (Units) = Actual Sales (Units) - Break-even Sales (Units).

Margin of Safety (\%)} = Margin of Safety (Units)/Actual Sales (Units) x 100
Example:

Actual Sales = 1,000 units
Break-even Sales = 750 units

Then:
Margin of Safety = 1,000 - 750 = 250 { units} Margin

of Safety (%)= 250/1,000 x 100 = 25%
This means sales can fall by 25% before the business starts incurring losses.

Why Margin of Safety is Important:

* |t measures business risk.
* A high margin of safety means the company is in a strong financial position.
* A low margin of safety means there’s less room for error — small drops in sales could lead to losses.

Visual Representation:

Profit

|
| A



| Margin of Safety (Sales beyond Break-even)
v

/ > Sales Volume
BEP Actual Sales

Total Revenue

Revenue
A
Profit Total Cost
Break-even
Point
<G A . . Fixed Cost
Loss
» Quantity

CVP Analysis in a Multi-Product Firm

Cost-Volume-Profit (CVP) analysis helps a company understand the relationship between costs, sales
volume, and profit. When a firm sells multiple products, CVP analysis becomes more complex because
each product has its own selling price, cost structure, and contribution margin.

Key points:

Sales Mix: In multi-product firms, CVP analysis assumes a constant sales mix, meaning the proportion of
each product sold remains fixed.

Weighted Average Contribution Margin (WACM): Since different products have different
contribution margins, the overall margin is calculated as a weighted average based on the sales mix.

WACM = Y (Contribution Margin of each product xSales Mix Percentage )



Break-even Point: The break-even sales volume (in total units or sales value) is calculated using the
WACM.

Steps in Multi-Product CVP Analysis

1. Determine Sales Mix: Find the ratio in which products are sold.

2. Calculate Contribution Margin: For each product, subtract variable cost per unit from selling price

per unit.

3. Calculate Weighted Average Contribution Margin: Multiply each product’s contribution margin by its
sales mix percentage and sum them.

4. Calculate Break-even Sales:

Break-even sales (units)} = Total Fixed Costs /WACM

Utility of CVP Analysis in a Multi-Product Firm

1. Profit Planning: Helps determine the overall sales volume needed to break even or achieve target
profits considering multiple products.

2. Sales Mix Decisions: Assists in deciding the most profitable mix of products to maximize

overall contribution margin.

3. Cost Management: Highlights the impact of variable and fixed costs on the profitability of the entire
product portfolio.

4. Resource Allocation: Guides management in allocating resources efficiently among different
products based on their profitability.

5. Pricing Strategy: Helps in setting prices by understanding how changes in price affect overall profit
across multiple products.

6. Risk Assessment: Evaluates how changes in sales volume and product mix affect the firm’s risk and
profitability.

Limitations of CVP Analysis in a Multi-Product Firm

1. Assumes Constant Sales Mix: Real-world sales mix may vary, which can make the analysis less
accurate.

2. Linear Cost and Revenue Assumptions: Assumes costs and revenues behave linearly, ignoring
discounts, economies of scale, or step costs.

3. Simplified Cost Behavior: Assumes clear division between fixed and variable costs, which may
not hold true for all costs.

4. Ignores External Factors: Does not consider market competition, changes in consumer
preferences, or economic conditions.



5. Short-Term Focus: Mainly useful for short-term decisions; long-term strategic factors are not
addressed.
6. Complexity: Calculations can be complex and require accurate data on sales mix and costs.

Marginal Costing

Marginal Costing is a costing technique where:

Only variable costs are charged to the product or service.

Fixed costs are treated as period costs and are deducted in full from the total contribution to calculate
profit.

Key Concepts

Marginal Cost:The additional cost incurred to produce one extra unit of output. It includes only variable
costs (like direct materials, direct labor, and variable overhead).

Contribution:The difference between sales revenue and variable costs.

Contribution = Sales - Variable Costs
Profit is calculated as:

Profit = Contribution - Fixed Costs

2.[] Advantages

1. Aids Decision Making: The clear separation of costs facilitates short-term managerial
decisions like:

2. Pricing: Determining the minimum price to accept for an order (should be above marginal cost).

3. Make or Buy: Deciding whether to manufacture a component internally or purchase it
externally.

4. Optimal Product Mix: Identifying the most profitable product when a limiting factor (e.g., machine
hours, raw material) exists, based on the contribution margin per unit of the limiting factor.

5.Simple and Consistent: It's simpler to calculate and avoids the arbitrary apportionment of fixed
overheads to units of production, which can complicate traditional costing methods.

6. Profit Reporting: Profit fluctuates directly with sales volume, making the profit and loss account easy to
understand. Profit is not affected by changes in inventory levels, unlike absorption costing.

7.Cost Control: It focuses management attention on variable costs, which are directly
controllable in the short run.



[ ] Disadvantages

1. Ignores Fixed Costs: Excluding fixed costs from product costs means unit cost doesn't represent the
full economic cost of production. Pricing based only on marginal cost can lead to long-term losses if
fixed costs aren't covered.

2.Not Suitable for External Reporting: It does not comply with generally accepted accounting
principles (GAAP) or International Financial Reporting Standards (IFRS) for external financial
statements, as these typically require inventory to be valued using absorption costing.

3. Difficulty in Cost Segregation: The classification of semi-variable costs into perfectly fixed and
perfectly variable components can be difficult and subjective.

4, Short-Term Focus: It's best suited for short-term decision-making. For long-term strategic
decisions, the full cost of the product (including fixed costs) is necessary

Applications of Marginal Costing in Managerial Decision Making
1. Profit Planning: Helps in analyzing the effect of changes in sales volume on profit by focusing on

contribution margin.

2.Pricing Decisions: Useful for setting prices in competitive markets, special orders, or when
deciding on accepting or rejecting offers below regular price.

3. Make or Buy Decisions: Helps decide whether to produce in-house or purchase from outside based
on variable cost comparison.

4. Product Mix Decisions: Assists in determining the optimal product mix to maximize
contribution, especially when resources are limited.

5.Cost Control: Focuses on controlling variable costs which directly affect profitability.
6.Break-even Analysis: Simplifies break-even and target profit calculations.

7. Discontinuation Decisions: Helps in deciding whether to continue or discontinue a product by
analyzing contribution loss versus fixed cost savings.

8. Budgeting and Forecasting: Provides a clear understanding of variable costs for flexible
budgeting.

Target costing
elementary overview of Target Costing:

What is Target Costing?



Target Costing is a cost management approach used mainly during product development to ensure that
the product can be produced at a cost that will allow it to be sold at a competitive price while still earning
a desired profit.

Basic Concept

1. Start with the market price: Determine the price customers are willing to pay for the product.
2. Subtract desired profit: Decide the profit margin the company wants to earn.

Target Cost: The maximum allowable cost to produce the product so that the selling price minus profit equals
the target cost.

Target Cost = Market Price - Desired Profit

Why Use Target Costing?

*Helps design products that meet customer expectations and profitability goals.
* Encourages cost control and cost reduction during the design phase.

* Aligns product development with market conditions.

Example

If a product can be sold for $100 and the company wants a $20 profit, then the target cost must not exceed
$80.

Unit-1lI
Budgetary control

Meaning of Budgetary Control:-
Budgetary control is a financial management technigue where budgets are prepared for different
departments or activities of a business, and actual results are continuously compared with the budgeted
figures. It helps in monitoring income and expenditure, ensuring that organizational goals are achieved
efficiently.

Need for Budgetary Control:

1. Efficient Resource Utilization:
Ensures resources are allocated and used wisely to avoid wastage.

2. Cost Control:
Helps keep expenses within limits and reduces unnecessary spending.



3. Performance Evaluation:
Enables comparison between actual and planned performance.

4. Planning and Coordination:
Encourages forward-thinking and better coordination among departments.

5. Financial Discipline:
Instills a culture of accountability and financial prudence.

Objectives of Budgetary Control:

1. Planning:
To plan the activities and resources required to achieve business goals.

2. Coordination:
To ensure all departments work in harmony towards common objectives.

3. Control:
To monitor operations and take corrective actions when necessary.

4. Profit Maximization:
By controlling costs and increasing efficiency, it aims to maximize profits.

5. Decision-Making Support:
Provides valuable insights for strategic and operational decision-making.

6. Responsibility Accounting:
Assigns responsibility to managers, making them accountable for budgetary performance.

Process of Budgetary Control

The process of budgetary control involves several systematic steps to ensure effective planning,
monitoring, and control of financial resources. Here's a step-by-step breakdown:
1. Establishing Objectives

* Define the goals and objectives the organization wants to achieve.
*These could include profit targets, cost reduction, sales growth, etc.

2. Preparing Budgets

*Budgets are prepared for various departments (sales, production, HR, etc.).
*Common types include:

1. Sales Budget

2. Production Budget



3. Cash Budget
4. Capital Budget
5. Master Budget

3. Approval of Budgets
* Prepared budgets are reviewed and approved by top management.
* Ensures alignment with overall organizational goals.

4. Communication and Implementation
*Budgets are communicated to all relevant departments and personnel.
* Everyone must be aware of their targets and responsibilities.

5. Monitoring and Recording Actual Performance

* Actual performance (revenue, costs, production, etc.) is recorded continuously.
* Accurate and timely data collection is critical.

6. Comparing Actual Performance with Budgeted Figures:-

* Regular comparisons are made to find variances (differences).
*Variances can be:

*Favorable (actual better than budgeted)

* Unfavorable (actual worse than budgeted)

7. Analyzing Variances
* Investigate causes of significant variances.
* Determine whether variances are due to internal inefficiencies or external factors.

8. Taking Corrective Actions
*Based on variance analysis, management takes corrective actions to bring performance back on track.
* Could involve cost-cutting, process improvements, or strategy changes.

9. Review and Revision

* Budgets may be revised based on changing circumstances.
*The budgetary process is reviewed periodically to improve accuracy and effectiveness.

Essentials of Budgeting
For budgeting to be effective and meaningful, it must include certain key elements or essentials. These
essentials help ensure that the budgeting process contributes positively to planning, control, and decision-
making in an organization.

[] 1. Clear Objectives



* Budgets must be based on well-defined business goals.
* Objectives provide direction and purpose to the budgeting process.

[] 2. Support from Top Management

* Strong backing and involvement of top management is crucial.
* Ensures that budgeting is taken seriously across all departments.

[] 3. Accurate Forecasting

* Realistic estimation of future income, expenses, and market trends is essential.
* Inaccurate forecasts can make the entire budget ineffective.

[] 4. Involvement of All Departments

* Budgets should be prepared with input from all relevant departments (participative budgeting).
* Ensures better coordination and ownership.

] 5. Flexibility

* Budgets must allow for changes in case of unexpected events (like market shifts or economic
downturns).

* A rigid budget can become a barrier rather than a guide.

[] 6. Coordination Between Departments

* Inter-departmental coordination ensures that the budget reflects the integrated needs of the
organization.

*Prevents conflicts and duplication of efforts.

[] 7. Continuous Monitoring and Control

* Regular comparison of actual performance with budgeted figures.
* Enables timely corrective actions.

[] 8. Proper Communication

*Budget goals, limits, and responsibilities must be clearly communicated.
* Everyone involved should know their roles and targets.

Different Types of Budgets
Budgets can be classified in various ways depending on their purpose, scope, and function. Below
are the main types of budgets, commonly used in businesses, government, and other organizations.



A. Based on Function / Activity:
1. Sales Budget

* Estimates expected sales (units and value) during a period.
* Foundation for other budgets like production and cash budgets.

2. Production Budget

* Shows the number of units to be produced to meet sales demand and maintain inventory levels.
3. Purchase Budget

* Estimates the quantity and cost of raw materials or goods to be purchased.

4. Labour Budget

* Estimates manpower requirements and labor costs for production or services.
5. Overhead Budget

* Estimates all indirect costs like factory overhead, administrative expenses, etc.
6. Cash Budget

* Predicts cash inflows and outflows to ensure liquidity.

7. Capital Expenditure Budget

*Plans for long-term investments like machinery, land, buildings, etc.

8. Marketing Budget

* Estimates the cost of marketing activities (advertising, promotions, etc.).
B. Based on Flexibility:

9. Fixed Budget

* Prepared for a single level of activity; does not change with actual performance.
* Best for stable environments.
10. Flexible Budget



* Adjusts according to changes in activity levels.
*More realistic and useful for performance evaluation.

C. Based on Time:
11. Short-Term Budget

*Usually prepared for a period of one year or less.
*E.g., monthly or quarterly budgets.

12. Long-Term Budget
* Covers a longer period (3-5 years or more).

* Useful for strategic planning.
D. Based on Coverage:

13. Master Budget

* A comprehensive budget combining all functional budgets into one.
* Includes budgeted income statement, balance sheet, and cash flow.

14. Departmental Budget

* Prepared for specific departments (e.g., HR, Sales, R&D).
E. Government Budgets (for Public Sector):

15. Surplus Budget

*When expected revenues exceed planned expenditures.
16. Deficit Budget

*When planned expenditures exceed expected revenues.
17. Balanced Budget

STANDARD COSTING & VARIANCE ANALYSIS
PART 1: STANDARD COSTING

What is Standard Costing?

Standard costing is a cost control technique where pre-determined costs (standard costs) are compared
with actual costs to determine variances. These variances help in analyzing performance, identifying
inefficiencies, and making corrective decisions.

Objectives of Standard Costing:



1. Cost control

2. Performance measurement
3. Budgeting and planning

4. Decision-making

5. Efficiency improvement

Components of Standard Costing

Component

Based On

1.Direct Material

Quantity of material and price per unit |

2.Direct Labour

Hours needed and wage rate per hour |

3.0verheads

Pre-determined fixed and variable rates |

PART 2: VARIANCE ANALYSIS

Variance Analysis is the process of analyzing the difference between standard costs and actual costs to

identify cost overruns or savings, and their causes.

A. MATERIAL VARIANCES
1. Material Cost Variance (MCV)

Formula:
"MCV = (SQ x SP) — (AQ x AP)

Where:

*SQ. = Standard Quantity for actual output
*SP = Standard Price per unit

* AQ. = Actual Quantity used

* AP = Actual Price per unit

**Favorable** if actual cost is less than standard.

**Unfavorable** if actual cost is more than standard.

2. Material Price Variance (MPV)

LFormula:
"MPV = AQ x (SP — AP)’

* Analyzes how much variance is due to price differences.

3. Material Usage Variance (MUV)



Formula:
"MUV = SP x (SQ — AQ)

* Shows whether more or less material was used than standard.

B. LABOUR VARIANCES
1. Labour Cost Variance (LCV)

Formula:
"LCV = (SH x SR) — (AH x AR)
Where:
* SH = Standard Hours for actual output
* SR = Standard Rate per hour
* AH. = Actual Hours worked
*AR. = Actual Rate per hour
2. Labour Rate Variance (LRV)
Formula:
LRV = AH x (SR - AR)’
*Measures effect of paying more or less than standard wage rate.
3. Labour Efficiency Variance (LEV)

Formula;
"LEV = SR x (SH — AH)’

* Measures efficiency in terms of hours taken.
C. OVERHEAD VARIANCES
1. Variable Overhead Variances:
a. Variable Overhead Cost Variance
“Actual Output x Standard VO Rate — Actual VO Incurred
b. Variable Overhead Expenditure Variance
“Actual Hours x (Standard Rate — Actual Rate)’
c. Variable Overhead Efficiency Variance

“Standard Rate x (Standard Hours — Actual Hours)®

2. Fixed Overhead Variances:

a. Fixed Overhead Cost Variance



“Standard Cost — Actual Fixed Overhead”

b. Fixed Overhead Volume Variance

“Standard Rate x (Actual Output — Budgeted Output)”

c. Fixed Overhead Expenditure Variance

"Budgeted Fixed Overhead — Actual Fixed Overhead"

PART 3: SUMMARY TABLE OF VARIANCES

| Type | Formula [Indicates
Material Cost Variance SQ x SP) — (AQ x AP) Overall material cost
performance
Material Price Variance AQ x (SP - AP) Effect of price paid for materials
Material Usage Variance SP x (SQ - AQ) Efficiency in material usage

Labour Cost Variance

(SH x SR) — (AH x AR)

Overall labour cost control

Labour Rate Variance

AH x (SR — AR)

Wage rate impact

Labour Efficiency Var.

SR x (SH — AH)

Productivity of labour

VOH Cost Variance

Std VO — Actual VO

Variable overhead cost
control

FOH Cost Variance

Std FO — Actual FO

Fixed overhead
spending/volume issues

Example (Revised & Expanded):

Let's take a complete example with Material and Labour:

Scenario:

Product Output = 1,000 units Standard

Costs:

* Material: 2 kg @ X10/kg — 320/unit
* Labour: 1.5 hrs @ 330/hr — I45/unit




Actual:

* Material: 2,100 kg used @ X11/kg — 23,100

* Labour: 1,700 hours worked @ ¥32/hr — %54,400

Material Variances:

*SQ = 1,000 units x 2 kg = 2,000 kg

*SP =310

*AQ = 2,100 kg

*AP =311

Material Price Variance:

=AQ x (SP - AP) = 2,100 x (10 — 11) = 2,100 — Unfavorable
Material Usage Variance:

= SP x (SQ — AQ) =10 x (2,000 — 2,100) = —-%1,000 — Unfavorable

Total Material Cost Variance:

=-32,100 + (-%1,000) = -X3,100 Unfavorable Labour
Variances:

*SH = 1,000 units x 1.5 = 1,500 hrs
*SR =330
*AH = 1,700 hrs
* AR =332

Labour Rate Variance:
= AH x (SR — AR) = 1,700 x (30 — 32) = -%3,400 — Unfavorable
Labour Efficiency Variance:
= SR x (SH — AH) = 30 x (1,500 — 1,700) = —%6,000 — Unfavorable
Total Labour Cost Variance:
=-33,400 + (-X6,000) = —%9,400 Unfavorable

Benefits of Standard Costing:

* Simplifies costing and inventory valuation
* Allows for performance evaluation



* |dentifies cost control areas
* Encourages responsibility and accountability

Limitations:
* Standards may become outdated
*May ignore qualitative factors
*Variance investigation can be time-consuming
* Not suitable for dynamic or customized production

Unit-1V
Management Accounting

Concept of Management Accounting:-

Management accounting is the process of preparing financial and non-financial information for internal use
by management to assist in decision-making, planning, and controlling operations.

It combines accounting , finance , and management to help organizations achieve their goals effectively.
Key Features:

* Forward-looking (unlike financial accounting, which is historical)
* Internal use only (not for external stakeholders)
*Helps in decision-making and strategic planning

Need for Management Accounting

1. Complex Business Environment : Globalization and competition request data-driven
decision-making.

2. Efficient Resource Utilization : Helps in allocating resources optimally.

3. Internal Control : Identifies deviations from plans and enables corrective action.

4. Cost Management : Assists in cost control and reduction.

5. Performance Evaluation : Measures performance of departments, products, and managers.
6. Strategic Planning : Provides data for setting long-term objectives.

[ lImportance of Management Accounting

|Area accounting. |Role of management accounting

Decision Making Provides data to choose between alternatives (e.g.
make or buy) |




Planning & Budgeting Helps prepare budgets and forecast future trends

Cost Control Analyzes costs to minimize waste and improve
efficiency

Performance Measurement Uses KPIs to assess business unit or manager
performance

Profit Maximization Identifies the most profitable products, customers,
or services

Strategic Management Assists in setting and executing long-term
strategies

Scope of Management Accounting
The scope of management accounting is broad, covering various functions that help managers make
informed decisions, plan effectively, and control operations. It goes beyond just financial data—it
includes both quantitative and qualitative information.
Key Areas in the Scope of Management Accounting

1. Financial Accounting

* Uses data from financial accounting to analyze past performance.
* Helps management understand profit/loss, financial position, and trends.

Example: Comparing actual vs. budgeted profits.
2. Cost Accounting

*Focuses on the collection, analysis, and control of costs.
* Helps in setting cost standards and identifying cost-saving opportunities.

Example: Calculating the cost of producing a product.
3. Budgeting and Forecasting

* Prepares budgets to plan future operations.
* Forecasts sales, production, costs, and cash flows.

Example: Sales forecast for the next quarter.



4. Financial Analysis and Interpretation

* Analyzes financial statements and ratios.
*Helps management understand the financial health of the business.

Example: Liquidity ratio analysis to ensure enough cash is available.
5. Management Reporting

*Provides regular and special reports for internal use.
* Reports include dashboards, performance reports, and decision-support data.

Example: Monthly performance report by department.
6. Decision-Making Support

* Provides relevant data for short-term and long-term decisions.
*Tools include marginal costing, break-even analysis, and ROI analysis.

Example: Make-or-buy decision for a product part.
7. Internal Control and Performance Evaluation

*Helps in setting up systems for monitoring and evaluating performance.
* Identifies deviations and recommends corrective actions.

Example: Variance analysis to assess departmental performance.
8. Tax Planning and Management

* Assists in planning tax obligations efficiently.
* Helps minimize tax liabilities within legal limits.

Example: Choosing between depreciation methods for tax benefit.
9. Inventory and Working Capital Management

* Controls inventory levels and optimizes use of current assets.
*Ensures liquidity and operational efficiency.

Example: EOQ (Economic Order Quantity) analysis for inventory.

10. Strategic Management



* Links financial planning with long-term business strategy.
* Supports mergers, acquisitions, product launches, etc.

Example: Evaluating the financial viability of entering a new market.

Difference between management accounting and cost accounting in tabular form

Here is a comparison table outlining the key differences:

Feature

Cost Accounting

Management Accounting

Primary Objective

To determine, analyze, and
control the costs of products,
processes, or services.

To assist management in
strategic planning,
decision-making, and
performance evaluation.

Scope

Narrow; focused primarily on
detailed cost data.

Broad; encompasses costs,
revenues, profits, financial
analysis, and operational data.

Time Orientation

Generally historical (past) and
present costs.

Predominantly
future-oriented, using forecasts
and budgets for strategic action.

independently.

Data Used Primarily quantitative Uses both quantitative and
(numerical cost figures). gualitative (non-financial) data,
such as market research and
customer feedback
Dependency Can be performed Depends on data provided by

cost accounting and financial
accounting

Statutory Requirement

May be mandatory for certain
manufacturing sectors to
conduct a cost audit.

Not legally required (it is purely
for internal management use).

Reports

Generates detailed cost reports
like cost sheets and variance
reports.

Prepares diverse reports,
including budgets, forecasts,
and performance evaluations




Tools Used Job costing, Process costing, Budgeting, Ratio Analysis,
Activity-Based Costing (ABC), | Marginal Costing, Fund Flow
Standard Costing. Statements, Risk Analysis.

Analysis and interpretation of financial statements meaning ,
iImportance and techniques

Analysis and interpretation of financial statements is the process of reviewing and evaluating a company's
financial reports to gain an understanding of its operational performance, financial health, and future
prospects. It involves simplifying financial data (analysis) and then explaining the meaning and
significance of that data (interpretation) to facilitate informed decision-making.

Meaning of Financial Statement Analysis and Interpretation
The process is generally broken down into two complementary parts:

Analysis: The methodical classification and simplification of the financial data presented in the financial
statements (Balance Sheet, Income Statement, and Cash Flow Statement). This involves calculating
ratios, percentages, and trends.

Interpretation: Explaining the meaning and significance of the analyzed data. It's translating the raw
numbers and ratios into qualitative insights about a company's profitability, liquidity, solvency, and

efficiency. For example, analysis might yield a high profit margin, but interpretation would consider
whether this margin is sustainable or competitive within the industry.

The ultimate goal is to ascertain the financial strengths and weaknesses of a business and forecast its
future earnings and ability to meet its obligations.

Importance of Financial Statement Analysis
Financial statement analysis is crucial for various stakeholders who rely on objective financial data to
make critical economic decisions.

Stakeholder Primary Focus/Purpose

1.Management Assessing operational efficiency, identifying
strengths and weaknesses, strategic planning,
resource allocation, and monitoring progress
toward goals.




2.Investors

Evaluating profitability, growth potential, and
overall financial health to decide whether to buy,
hold, or sell stock

3.Creditors/Lenders

Assessing creditworthiness, liquidity

(short-term ability to pay debts), and solvency
(long-term ability to pay debts) before issuing
loans or extending credit.

4.Regulators/Government

Ensuring compliance with accounting standards,
determining tax liability, and assessing financial
stability to protect the public interest

5.Employees/Unions

Evaluating the company's profitability and stability
to support wage negotiations and job security
concerns

Key Techniques for Financial Statement Analysis
Analysts use several methods to evaluate financial data. The three most common and fundamental

techniques are:

1. Ratio Analysis

This involves calculating and interpreting relationships between two or more financial figures. Ratios are
typically categorized to evaluate different aspects of a company's performance:

a) Liquidity Ratios: Measure the ability to meet short-term obligations (e.g., Current Ratio, Quick Ratio).

b) Profitability Ratios: Measure a company's success in generating profits (e.g., Net Profit

Margin, Return on Equity (ROE)).

c) Solvency/Leverage Ratios: Measure a company's ability to meet its long-term debt obligations (e.g.,

Debt-to-Equity Ratio, Interest Coverage Ratio).

d) Efficiency/Activity Ratios: Measure how effectively a company is using its assets (e.g.,

Inventory Turnover, Accounts Receivable Turnover).

2. Horizontal Analysis (Trend Analysis)

This technique compares the values of a financial statement line item across two or more accounting

periods (e.g., year-over-year, or 5-year trend).

It involves calculating the percentage change in each line item from a base period to the current period.




Purpose: To identify trends, growth patterns, and any significant increases or decreases in performance over
time.

3. Vertical Analysis (Common-Size Statements)
This technique expresses each line item in a financial statement as a percentage of a base figure within
the same accounting period.

For the Income Statement: Each item is expressed as a percentage of Net Sales or Revenue.

For the Balance Sheet: Each item is expressed as a percentage of Total Assets (or Total Liabilities and
Equity).

Purpose: It shows the proportional contribution of each item and allows for easy comparison with
competitors (benchmarking) or industry averages, regardless of company size.

Other techniques include Cash Flow Analysis (evaluating the inflows and outflows of cash from
operations, investing, and financing) and Variance Analysis (comparing actual results to
budgeted/forecasted results).

Ratio analysis
1. Meaning of Ratio Analysis

Ratio Analysis is the process of examining and interpreting financial data by establishing relationships
between different items in the financial statements (like the balance sheet and income statement). It helps
stakeholders evaluate the performance , efficiency, liquidity, profitability, and solvency of a business.

[]2. Importance of Ratio Analysis

1. Decision-making tool :-
Helps investors, management, and creditors make informed decisions. 2.Financial
health check:-
Evaluates short-term and long-term financial strength. 3.Comparative
analysis:-
Compares performance over time or against competitors/industry. 4.Performance
evaluation:-
Assesses profitability and operational efficiency. 5.Forecasting
and planning :-
Helps in budgeting and strategic planning.

3. Limitations of Ratio Analysis:-



Limitation

Description

1.Based on historical data

Doesn't reflect future performance or market changes.

2.Accounting differences

Different firms may follow different accounting policies.

3.Ignores qualitative factors

market conditions.

Doesn’t consider employee morale, brand reputation,

4 Inflation effects

Financial data may be distorted due to inflation.

5.Window dressing

ratios.

Companies may manipulate statements to show better

Types of Financial Ratios

Financial ratios are categorized into five main types:

1. [] Liquidity Ratios

Purpose: Measure a company’s ability to meet short-term obligations.
|Formula

|Ratio.

|Examples

1.Current Ratio

Current Assets / Current
Liabilities

If Current Assets = %4,00,000
and Liabilities = %2,00,000 —
2:1

2.Quick Ratio (Acid-Test)

(Current Assets - Inventory) /
Current Liabilities

If Inventory = X1,00,000 —
(4,00,000 -
1,00,000)/2,00,000 =1.5:1

3.Cash Ratio

Cash + Marketable Securities) /
Current Liabilities

Cash =350,000; Securities =
350,000 — 1:1

2.  Profitability Ratios

Purpose: Assess a company’s ability to generate profit.

|Ratio.

|Formula.

|[Examples




Gross Profit Margin

(Gross Profit / Revenue) x 100

GP =%4,00,000; Revenue =
%10,00,000 — 40%

Net Profit Margin

Net Profit / Revenue) x 100

NP =21,00,000; Revenue =
%10,00,000 — 10%

Return on Assets (ROA)

(Net Profit / Total Assets) x
100

NP =21,00,000; Assets =
%10,00,000 — 10%

Return on Equity (ROE)

Net Profit / Shareholder's
Equity) x 100

Equity = %5,00,000 — 20%

3. Solvency (Leverage) Ratios

Purpose: Measure a firm’s long-term financial stability and debt levels.

|Ratio.

|Formula.

|Examples

Debt-to-Equity Ratio

Total Debt / Shareholders’
Equity

Debt = 24,00,000; Equity =
%5,00,000 — 0.8:1

Interest Coverage Ratio

EBIT / Interest Expense

EBIT = %2,00,000; Interest =
350,000 — 4 times

Debt Ratio

Total Liabilities / Total Assets

Liabilities = %6,00,000; Assets
=310,00,000 — 0.6 or 60%

4. [] Efficiency (Activity) Ratios

Purpose: Evaluate how effectively assets and resources are managed.

| Ratio | Formula

| Example

Inventory Turnover

Cost of Goods Sold / Average
Inventory

COGS =126,00,000; Inventory
=31,00,000 — 6 times

Receivables Turnover

Net Credit Sales / Average
Receivables

Sales = %5,00,000; Receivables =
%1,00,000 — 5 times

Asset Turnover Ratio

Net Sales / Average Total
Assets

Sales = %10,00,000; Assets =
%5,00,000 — 2 times




5. Market Value Ratios (Only for publicly listed companies)
Purpose: Assess company’s market performance and investor valuation.

| Ratio | Formula | Example
Earnings Per Share (EPS Net Income - Pref. Dividend) / NI =2%5,00,000; Shares =
No. of Shares | 1,00,000 — %5

Price-to-Earnings (P/E) Ratio Market Price per Share / EPS MPS =350; EPS =35 — 10

times
Dividend Yield Dividend per Share / Market DPS =35; MPS =100 —
Price) x 100 5%

Fund flow analysis
Fund Flow Analysis is a financial tool used to track and understand the movement of funds within a
business or an economy over a specific period. It focuses on **sources and uses of funds**, showing how
a company raises and uses its financial resources between two balance sheet dates.
Objective of Fund Flow Analysis
*To identify the sources (inflows) and applications (outflows) of funds.
*To assess the financial strength , liquidity position, and operational efficiency of a business.
*To help management in financial planning and decision-making.
Key Components
1. Changes in Working Capital
* Calculated by comparing current assets and current liabilities between two balance sheet dates.
* Increase in working capital — Use of funds
* Decrease in working capital — Source of funds

2. Fund from Operations

* Adjusted net profit (non-cash items like depreciation, amortization, etc. are added back).
* Excludes non-operating items like gain/loss on asset sales, dividends, etc.

3. Sources of Funds

* |ssue of shares or debentures




* Long-term loans raised
* Sale of fixed assets
* Decrease in working capital
4. Uses (Applications) of Funds
*Purchase of fixed assets
* Repayment of loans or debentures
* Payment of dividends
* Increase in working capital
Steps to Prepare Fund Flow Statement
1. Prepare Schedule of Changes in Working Capital
* Compare current assets and current liabilities over two periods.
2. Calculate Funds from Operations
* Start with net profit and adjust for non-operating and non-cash items.
3. ldentify Other Sources and Uses
* From balance sheets and additional information (like asset sales, loan issues, etc.)
4. Prepare Fund Flow Statement
* List all sources and uses of funds to see how funds moved during the period.
Example (Simplified)

| Sources of Funds | Amount |

| Funds from operations | 50,000 |
| Issue of equity shares | 20,000 |

| Sale of machinery | 10,000 |

| Total | 80,000 |

| Uses of Funds | Amount |

| | |

| Purchase of equipment | 30,000 |
| Repayment of loan | 20,000 |

| Increase in working capital | 30,000 |
| Total | 80,000 |



Why is Fund Flow Important?
* Complements cash flow statements by providing a longer-term perspective.
*Helps understand capital structure changes.
* Useful in credit analysis by banks and financial institutions.
Structure of a Fund Flow Analysis

A complete fund flow analysis involves two main parts:

1. Schedule of Changes in Working Capital
2. Fund Flow Statement (Sources and Application of Funds)

1. Schedule of Changes in Working Capital
This shows changes in current assets and current liabilities between two date

Particulars Previous Year Current Year. Increase/Decrease
Current Assets: 10,000 15,000 5,000 (Increase)
Cash

Accounts Receivable 20,000 18,000 —2,000 (Decrease)
Inventory 30,000 35,000 +5,000 (Increase) |
Total Current Assets 60,000 68,000 +8,000

Current Liabilities: 15,000 12000 -3000(Decrease)
Account payable

Bills Payable 5,000 8000 +3,000 (Increase)
Total Current 20,000 20,000 No change
Liabilities

Net Increase in +8,000

Working Capital

2. Fund Flow Statement (Sources and Application of Funds)

This summarizes where the funds came from (sources) and where they were used (applications) during
the period.

Sources of Funds .. | Amount



| Funds from operations (adjusted net profit) | 25,000

| Issue of share capital 10,000 |
| Long-term loan raised 15,000 |
| Sale of fixed assets 15,000
| Total Sources 55,000
| Application of Funds Amount
| Purchase of fixed assets | 20,000
| Redemption of debentures 10,000
| Payment of dividends 7,000
| Increase in working capital (from above) 8,000
| Total Applications | 45,000 |

> [] Balancing figure (Net Increase in Cash or Bank)= 55,000 — 45,000 = 10,000

Cash flow analysis

Cash flow analysis is the process of examining how cash is generated and used by a business over a
specific period. It helps determine the company’s liquidity, financial flexibility, and overall financial
health.

Key Components of a Cash Flow Analysis
1.Operating Activities

Includes cash from core business operations.

Examples:

*Cash received from customers

*Cash paid to suppliers and employees

Goal: Ensure the business can generate sufficient cash to maintain operations.

2. Investing Activities

* Cash used for or generated from investments in assets.
* Examples:

* Purchase/sale of equipment
* Purchase/sale of securities

* Investments in other businesses

Goal: Assess whether the company is investing in its future growth.



3. Financing Activities

* Cash flows related to funding the business.
*Examples:

* Borrowing/repayment of loans
* Issuing or buying back stock
* Paying dividends

Goal: Understand how the business is funded and how it's returning value to shareholders.

How to Perform a Cash Flow Analysis

1. Get the Cash Flow Statement
* Use financial statements (usually part of the annual report or financial software).
2. Review Net Cash from Operating Activities

* Positive cash flow from operations is a good sign.
* Negative cash flow may indicate trouble (unless it’s a growing startup reinvesting heavily).

3. Analyze Investing and Financing Activities

* Look for large outflows due to investments (not necessarily bad).
* Monitor debt levels and equity financing.

4. Check the Net Cash Flow

* Add cash flows from all three categories.
* A positive total indicates the company is adding cash overall.

5. Compare Over Time
* Analyze trends over several periods (monthly, quarterly, yearly).
*Watch for consistent growth or signs of distress.

[] Why Cash Flow Analysis Is Important

* |dentifies liquidity issues early

* Aids in budgeting and forecasting

* Helps investors assess business viability

* Useful in valuing companies (especially in DCF models)



Example (Simplified)

| Activity Type | Amount (\$) |

| | |

| Cash from operations | +50,000 |
| Cash from investing | —20,000 |

| Cash from financing | +10,000 |
| Net Cash Flow. | +40,000 |

This company is generating healthy operational cash and investing for growth while still increasing total
cash.

There are two main methods to prepare a cash flow analysis(specifically the
cash flow statement), especially for the operating activities section:

Methods to Prepare Cash Flow Analysis

1. Direct Method

This method lists actual cash inflows and outflows from operating activities.
[] Key Features:

*Simple and intuitive
* Shows actual cash receipts and payments
* Preferred by accounting standards for transparency (but less commonly used)

Structure Example:

| Cash Flow from Operating Activities | Amount

| Cash received from customers ($80,000) |
| Cash paid to suppliers ($30,000)

| Cash paid to employees ($20,000)

| Cash paid for interest ($5,000)

| Cash paid for taxes ($10,000)

| Net cash from operations ($15,000)

2. Indirect Method

This method starts with net income and adjusts for non-cash items and changes in working capital**.



[ ] Key Features:

*Most commonly used
* Easier to prepare using data from the income statement and balance sheet
* Focuses on reconciliation from net income to cash flow

Structure Example:

| Cash Flow from Operating Activities | Amount

| Net Income ($25,000)

| + Depreciation/Amortization ($5,000)

| — Increase in accounts receivable ($3,000) |

| + Decrease in inventory (%$2,000)

| — Decrease in accounts payable ($4,000) |
| Net cash from operations ($25,000)

Steps to Prepare a Full Cash Flow Analysis
A. Operating Activities

Direct method : List cash inflows/outflows directly.
Indirect method: Start with net income, adjust for:

* Non-cash expenses (depreciation, amortization)
* Gains/losses on asset sales
* Changes in working capital (current assets & liabilities)

B. Investing Activities

* Include cash used in buying/selling:

* Property, plant, and equipment (PPE)
* Investments in securities
* Mergers and acquisitions

Format:
| Investing Activity | Amount
| Purchase of equipment |($10,000)

| Sale of investments ($5,000)



| Net cash from investing| ($5,000)

C. Financing Activities
* Include:

* Proceeds from issuing shares or debt
* Repayment of loans
* Dividends paid

Format:
| Financing Activity | Amount
| Issued common stock ($15,000)
| Repayment of bank loan ($5,000)
| Dividends paid ( $3,000)
| Net cash from financing. ($7,000)

D. Net Increase/Decrease in Cash

AN

text

+ Net cash from Operating Activities
+ Net cash from Investing Activities
+ Net cash from Financing Activities
= Net increase/decrease in cash

+ Beginning cash balance

= Ending cash balance









