Unit 1: Introduction to Cost and Management Accounting

1. Definitions: Cost Accounting and Management
Accounting

A. Cost Accounting

Meaning

Cost Accounting is a specialized branch of accounting that focuses on collecting, recording,
classifying, analyzing, and controlling costs incurred in the production of goods or services. It
helps management determine the actual cost of products and services and identify areas where
costs can be reduced.

Every business incurs various costs such as raw materials, wages, electricity, rent, transportation,
and maintenance. Cost Accounting systematically records these costs and helps management
understand how much it costs to produce each unit of output.

Definition
According to ICMA:

"Cost Accounting is the process of accounting for cost from the point at which expenditure is
incurred or committed to the establishment of its ultimate relationship with cost centres and cost
units."

Objectives of Cost Accounting

To ascertain the cost of products and services.

To control and reduce costs.

To help management in pricing decisions.

To improve efficiency and profitability.

To provide information for planning and decision-making.
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Example

A bakery produces 1,000 cakes in a month.
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Particulars Amount ()

Flour, Sugar, Butter 50,000

Labour Cost 20,000
Electricity 10,000
Rent 20,000
Total Cost 1,00,000

Cost per cake =X1,00,000 + 1,000 =100

Cost Accounting helps the bakery determine the production cost of each cake.

B. Management Accounting

Meaning

Management Accounting is the process of identifying, measuring, analyzing, interpreting, and
communicating accounting information to managers for planning, controlling, and decision-
making purposes.

Unlike Financial Accounting, which focuses on external reporting, Management Accounting is
primarily concerned with internal management needs. It provides managers with timely and
relevant information to make better business decisions.

Definition
According to CIMA:

"Management Accounting is the application of professional knowledge and skill in the preparation
and presentation of accounting information to assist management in the formulation of policies
and planning and control of operations."

Objectives of Management Accounting

To assist management in decision-making.
To facilitate planning and budgeting.

To improve organizational efficiency.

To control costs and operations.

To evaluate performance.

S e
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6. To maximize profits.

Functions of Management Accounting

1. Planning

Management Accounting helps in setting future goals and preparing budgets.
Example: Estimating sales for the next year.

2. Organizing

Provides information required to allocate resources effectively.

3. Coordinating

Helps different departments work towards common objectives.

4. Controlling

Compares actual performance with planned performance.

5. Decision Making
Provides information necessary for managerial decisions.

Example

A company wants to launch a new product. Management accountants analyze expected costs,
sales, and profits before management takes the final decision.

2. Advantages of Management Accounting

Management Accounting offers several benefits that help managers improve organizational
performance.

1. Helps in Decision Making

One of the most important advantages is that it provides relevant and timely information for
making decisions.

Page 3 of 11



Example

Management can decide whether:
¢ To manufacture a product or buy it from outside.
¢ Todiscontinue an unprofitable product.

¢ Toexpand production capacity.

Thus, management accounting reduces uncertainty in decision-making.

2. Assists in Planning

Planning is deciding in advance what should be done in the future. Management Accounting
helps managers formulate plans and policies.

Example

Preparing:
e Sales Budgets
¢ Production Budgets
e Cash Budgets

e Profit Plans

Through forecasting, management can prepare for future opportunities and challenges.

3. Improves Control Over Operations

Management Accounting helps management monitor actual performance and compare it with
predetermined standards.

Example

If budgeted expenses are X1,00,000 but actual expenses are X1,20,000, management can
investigate the reason and take corrective action.

This process is known as budgetary control.
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4. Enhances Efficiency

By identifying inefficiencies and wastage, Management Accounting helps improve productivity.

Example

A factory discovers excessive wastage of raw materials and introduces better production methods
to reduce losses.

5. Facilitates Coordination

Different departments often have different objectives. Management Accounting ensures
coordination among departments.

Example

The production department prepares output according to the sales department's forecasts.

This creates harmony among organizational activities.

6. Measures Performance

Performance reports help evaluate the efficiency of departments and employees.

Example

Comparing:

e Actual sales with target sales.
e Actual production with planned production.

This helps management reward good performers and improve weak areas.

7. Supports Profit Maximization

Management Accounting identifies profitable products and cost-saving opportunities.
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Example

Management may discontinue a product generating losses and focus on more profitable products.

As aresult, overall profitability increases.

3. Limitations of Management Accounting

Despite its advantages, Management Accounting has several limitations.
1. Based on Historical Data

Most accounting information is based on past records.

Explanation

Past performance may not always predict future conditions accurately.

Example

A company's previous year's sales may not reflect future demand due to changes in consumer
preferences.

2. Dependence on Financial and Cost Records

Management Accounting depends heavily on information supplied by Financial Accounting and
Cost Accounting.

Example

If accounting records contain errors, management reports will also be inaccurate.

Hence, the quality of management information depends on the accuracy of underlying data.
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3. Subjective Judgments

Many management decisions involve estimates and assumptions.
Example

Estimating future sales or market demand involves personal judgment.

Different managers may arrive at different conclusions using the same data.

4. Costly System

Implementing a Management Accounting system requires skilled professionals and sophisticated
software.

Example

Small businesses may find it expensive to maintain a separate management accounting
department.

5. No Substitute for Managerial Skill

Management Accounting only provides information; decisions are made by managers.
Example

Even accurate reports cannot guarantee success if management lacks experience or judgment.

6. Possibility of Biased Reports

Reports may sometimes be influenced by personal interests or opinions.
Example

Managers may present information selectively to support a particular decision.
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This may lead to wrong conclusions.

7. Lack of Standard Procedures
There is no universally accepted format for Management Accounting reports.
Example

Different companies may prepare different types of budgets and performance reports.

As a result, comparison between organizations becomes difficult.

4. Relationship Between Cost Accounting, Management
Accounting and Financial Accounting
The three branches of accounting are interconnected and complement each other.

Relationship

1. Common Source of Data

All three systems use the same basic accounting records and business transactions.

Example

Purchase of raw materials is recorded in Financial Accounting and later used by Cost and
Management Accounting.

2. Cost Accounting Provides Cost Information

Cost Accounting determines the cost of products and services.

Management Accounting uses this information for planning and decision-making.
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Example

Cost data helps management decide the selling price of a product.

3. Financial Accounting Provides Financial Information

Financial Accounting supplies information regarding profits, assets, liabilities, and financial
position.

Management Accounting uses this information for strategic planning.

4. Management Accounting Integrates Both

Management Accounting combines information from Cost Accounting and Financial Accounting
and converts it into useful reports for managers.

Example

A profitability report may include:

e Costinformation from Cost Accounting.
¢ Revenue information from Financial Accounting.

5. Common Objective

All three branches aim to improve organizational performance and assist management in
achieving business objectives.
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5. Differences Between Financial Accounting, Cost

Accounting and Management Accounting

Basis

Meaning

Primary
Objective

Users

Nature

Legal
Requirement

Focus

Periodicity

Reports
Prepared

Decision
Support

Scope

Financial Accounting

Records business
transactions and prepares
financial statements.

Determination of profit and
financial position.

External stakeholders.

Historical.

Compulsory.

Entire business.

Annual or quarterly.

Balance Sheet, Profit & Loss
Account.

Limited.

Narrow.

Cost Accounting

Records and
analyzes costs.

Cost ascertainment
and cost control.

Internal
management.

Historical and
analytical.

Generally voluntary.

Costs of products
and departments.

As required.

Cost Sheet, Cost
Reports.

Moderate.

Wider than Financial

Accounting.
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Management
Accounting

Provides information
for managerial
decisions.

Planning, control and
decision-making.

Internal management.

Historical and future-
oriented.

Voluntary.

Future plans and
strategies.

Whenever needed.

Budgets, Forecasts,
Performance Reports.

Extensive.

Broadest scope.



Conclusion

Cost Accounting, Financial Accounting, and Management Accounting are three important
branches of accounting that serve different purposes. Financial Accounting focuses on reporting
financial performance to external users, Cost Accounting focuses on determining and controlling
costs, while Management Accounting uses information from both systems to help managers plan,
control, and make effective business decisions. Together, they contribute to the efficient
functioning and profitability of an organization.
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Unit-2 Marginal Costing and Budgetary control (35%)
Marginal Costing — Meaning and Importance
Meaning of Marginal Costing

Marginal Costing is a technique of cost accounting in which only variable costs are charged
to the cost of a product, while fixed costs are treated as period costs and are written off
against the profit of the period in which they are incurred.

In simple words, marginal costing focuses on the additional cost incurred to produce one extra
unit of a product. This additional cost is known as the marginal cost.

Definition
According to the Institute of Cost and Management Accountants:

"Marginal Cost is the amount at any given volume of output by which aggregate costs are
changed if the volume of output is increased or decreased by one unit."

Formula of Marginal Cost

Marginal Cost = Prime Cost + Variable Overheads

Marginal Cost = Total Variable Cost

Components of Marginal Cost
1. Direct Material Cost — Cost of raw materials used in production.
2. Direct Labour Cost — Wages paid to workers directly involved in production.
3. Direct Expenses — Expenses directly attributable to production.

4. Variable Overheads — Indirect costs that vary with the level of production.

Importance of Marginal Costing

Marginal costing is an important tool for managerial decision-making. It helps management
understand the relationship between cost, volume, and profit.

1. Helps in Profit Planning

Marginal costing enables management to estimate profits at different levels of production and
sales. It helps in setting profit targets and preparing budgets.

Example: A company can determine how many units must be sold to achieve a desired profit.
2. Assists in Pricing Decisions

Management can fix selling prices based on variable costs, especially during periods of intense
competition or when entering new markets.
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Example: A factory with idle capacity may accept a special order at a price above variable cost
even if it is below the normal selling price.

3. Useful in Cost Control

Since costs are classified into fixed and variable categories, management can identify and
control variable costs more effectively.

Example: Monitoring raw material and labour costs helps reduce wastage and improve
efficiency.

4. Facilitates Break-Even Analysis

Marginal costing helps calculate the Break-Even Point (BEP), where total revenue equals total
cost and there is neither profit nor loss.

Formula:
Break-Even Point=Fixed Cost/Contribution per Unit
This helps managers understand the minimum sales required to avoid losses.
5. Aids in Decision Making
Marginal costing provides useful information for various managerial decisions such as:
e Make or buy decisions
e Product mix decisions
o Selection of profitable products
e Acceptance or rejection of special orders
¢ Discontinuance of products

Example: If one product generates a higher contribution than another, management may
increase its production.

6. Helps in Determining Contribution

Contribution is the difference between sales and variable costs.

Formula:

Contribution=Sales-Variable Cost

Contribution indicates how much revenue is available to cover fixed costs and earn profit.
7. Improves Efficiency in Resource Utilization

Marginal costing helps management allocate limited resources to products that provide the
highest contribution.

Example: If machine hours are limited, priority can be given to products generating higher
contribution per machine hour.
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8. Simplifies Accounting and Reporting

Since fixed costs are not allocated to products, cost statements become simpler and easier to
understand.

This facilitates quick managerial decisions and better interpretation of financial information.
9. Helps During Economic Recession

During periods of low demand, marginal costing helps management decide whether to
continue production, reduce prices, or accept special orders to cover variable costs and
contribute toward fixed costs.

10. Assists in Budgetary Control

Marginal costing provides a clear distinction between fixed and variable costs, making budget
preparation and variance analysis more effective.

Absorption Costing
Meaning of Absorption Costing

Absorption Costing is a method of costing in which all manufacturing costs, both fixed and
variable, are charged to the cost of a product. Under this method, the total cost of production
includes direct materials, direct labour, direct expenses, variable factory overheads, and fixed
factory overheads.

In other words, absorption costing "absorbs" all production costs into the units produced.
Therefore, each unit of output bears a share of both fixed and variable manufacturing costs.

Definition
According to the Chartered Institute of Management Accountants (CIMA):

"Absorption Costing is a method of costing by which all direct costs and production
overheads are charged to products or cost units."

Formula for Absorption Costing

Cost of  Production=Direct = Material+Direct = Labour+Direct = Expenses+Variable
Overheads+Fixed Overheads

Cost per Unit= Total Production Cost
Number of Units Produced

Difference Between Marginal Costing and Absorption Costing
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Basis of Difference  Marginal Costing Absorption Costing

Both  fixed and  variable
manufacturing costs are charged
to products.

Only variable costs are charged to

1. Meanin
g products.

Fixed overheads are treated as
2. Treatment of period costs and written off Fixed overheads are absorbed
Fixed Overheads (subtracted from) the Profit & Loss into the cost of production.
Account.

3. Cost of Product Includes only variable production Includes both fixed and variable

costs. production costs.
Closing stock is valued at total
4. Inventory Closing stock is valued at variable g. ) . )
] production cost including fixed
Valuation cost only.
overheads.
5. Profit Profit is based on contribution Profit is based on gross profit and
Measurement earned. net profit.

Focuses on contribution and cost-
6. Focus . ) ) Focuses on total cost recovery.
volume-profit relationship.

e i Costs are classified according to
.. . Costs are classified into fixed and . >
7. Cost Classification functions such as production,

variable costs. . ] .
administration, and selling.

.. . Very useful for managerial decision- Less  useful for short-term
8. Decision Making

making. decisions.
9. Break-Even Facilitates break-even and CVP Break-even analysis is not easily
Analysis analysis. performed.

Helpful for short-term pricing and Helpful for long-term pricing

10. Pricing Decisions . .
special orders. decisions.

Comparatively more complex due

11. Complexit Simpler and easier to understand.
P ¥ 'mp I ! to allocation of fixed overheads.

12. Cost Control Better control over variable costs. Less emphasis on cost behavior.

. . Shows contribution first and then
13. Profit Reporting

Sh fit and net profit.
orofit. ows gross profit and net pro

Suitable for internal management Suitable for external financial

14. Suitability .
purposes. reporting.
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Basis of Difference  Marginal Costing Absorption Costing

15. Acceptance by
Accounting
Standards

Not accepted for external reporting Accepted for external reporting
and tax purposes. and inventory valuation.

To assist management in planning To determine the total cost of
16. Main Objective 8 P 8

and decision-making. production.

17. Contribution 0 Contribution concept is not
Contribution is the key concept. i

Concept emphasized.

Break-Even Analysis — Meaning and Explanation
Meaning of Break-Even Analysis

Break-Even Analysis is a technique used in Cost and Management Accounting to determine
the level of sales or production at which a business neither earns a profit nor incurs a loss.
This point is known as the Break-Even Point (BEP).

At the break-even point:
Total Revenue = Total Cost (Fixed Cost + Variable Cost)
Therefore, the business earns zero profit and zero loss.

Break-even analysis helps management understand the relationship between costs, sales
volume, and profits, making it an important tool for planning and decision-making.

Definition

Break-Even Analysis is the study of the relationship between costs, volume of production, and
profit. It helps determine the minimum sales required to cover all costs.

Break-Even Point (BEP)
The Break-Even Point is the point where total sales revenue exactly equals total costs.
At BEP:

e Total Revenue = Total Cost

e Contribution = Fixed Cost

e Profit = Zero

e Loss="Zero

Formula for Break-Even Point

Page 5 of 13



1. Break-Even Point in Units

BEP (Units)= Fixed Cost
Contribution per Unit
Where,

Contribution per Unit=Selling Price per Unit-Variable Cost per Unit

2. Break-Even Point in Sales Value

BEP (Sales)= Fixed Cost

P/V Ratio

where,

P/V Ratio= Contribution x 100
Sales

Budgetary Control — Meaning and Importance
Meaning of Budgetary Control

Budgetary Control is a system of management control in which budgets are prepared for
different activities of an organization, and actual performance is continuously compared with
the budgeted performance. Any differences (called variances) are identified and corrective
actions are taken to achieve organizational objectives.

In simple words, budgetary control is the process of planning future activities through
budgets and controlling actual performance by comparing it with predetermined targets.

Budgetary control helps management ensure that resources are utilized efficiently and
organizational goals are achieved within the planned limits.

Definitions
According to the Chartered Institute of Management Accountants (CIMA):

"Budgetary Control is the establishment of budgets relating to the responsibilities of
executives to the requirements of a policy and the continuous comparison of actual with
budgeted results, either to secure by individual action the objective of that policy or to
provide a basis for its revision."

Features of Budgetary Control
1. Preparation of Budgets for different departments and activities.

2. Setting Targets for future operations.
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3. Comparison of Actual and Budgeted Results.

4. ldentification of Variances and reasons for deviations.

5. Corrective Action to improve performance.

6. Continuous Monitoring and Control of organizational activities.

7. Coordination of Departmental Activities towards common objectives.

Objectives of Budgetary Control
1. To plan future business activities.
2. To coordinate the activities of different departments.
3. To control costs and expenses.
4. To increase profitability.
5. To utilize resources efficiently.
6. To evaluate managerial performance.

7. To achieve organizational goals effectively.

Importance of Budgetary Control
1. Facilitates Planning

Budgetary control requires management to prepare plans in advance. It helps organizations
anticipate future requirements and challenges.

Example: A company estimates future sales and plans production accordingly.

2. Helps in Cost Control

By setting expenditure limits, budgetary control helps management control costs and avoid
unnecessary spending.

Example: A department with a budget of X5,00,000 will monitor expenses carefully to stay
within the limit.

3. Improves Coordination

Different departments such as production, sales, finance, and human resources work together
according to budgeted plans.

Example: The production department prepares goods based on the sales budget.
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4. Enhances Managerial Efficiency
Managers become more responsible because specific targets are assigned to them.

Example: Sales managers are evaluated based on achievement of sales targets.

5. Measures Performance
Actual results are compared with budgeted results, making it easier to evaluate performance.

Example: If actual sales exceed budgeted sales, management can identify successful
strategies.

6. Helps in Decision Making

Budgetary control provides useful information for managerial decisions regarding production,
pricing, investment, and expansion.

Example: Management may revise plans if expenses exceed the budget.

7. Promotes Profitability
By controlling costs and improving efficiency, budgetary control contributes to higher profits.

Example: Reduced wastage of materials lowers production costs and increases profits.

8. Encourages Efficient Utilization of Resources
Budgets ensure proper use of financial, human, and physical resources.

Example: Machinery, labour, and materials are allocated according to planned requirements.

9. Identifies Deviations Early

Budgetary control helps detect variances between actual and planned performance at an early
stage.

Example: A sudden increase in material costs can be identified and corrected promptly.

10. Supports Delegation of Authority

Responsibilities are assigned to different managers, making accountability clear.
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Example: Department heads are responsible for controlling costs within their respective
budgets.

11. Improves Communication

Preparation and implementation of budgets require communication among departments and
management levels.

Example: Finance and production departments regularly share information regarding costs
and output.

12. Assists in Forecasting

Budgets are based on estimates of future conditions, helping organizations prepare for
opportunities and risks.

Example: Sales forecasts help determine future production levels.

Advantages of Budgetary Control

1.

2.

8.

9.

Helps in effective planning.

Controls costs and reduces wastage.
Improves coordination among departments.
Facilitates performance evaluation.
Encourages responsibility and accountability.
Assists in profit maximization.

Improves decision-making.

Ensures efficient utilization of resources.

Helps achieve organizational objectives.

10. Provides a basis for corrective action.

Limitations of Budgetary Control

1.

2.

Preparation of budgets can be time-consuming.

Budget estimates may not always be accurate.

Unexpected changes in market conditions can affect budgets.

Excessive dependence on budgets may reduce flexibility.
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5.

6.

Employees may resist budget targets.

Effective implementation requires skilled management.

Cash Budget — Meaning and Explanation

A cash budget is a statement that shows the estimated cash receipts and cash payments of
a business for a particular period of time. It helps management estimate the amount of cash
that will be available and identify periods of cash surplus or cash shortage.

In simple words, a cash budget is a forecast of the future cash position of a business.

Definition

A cash budget may be defined as:

“A cash budget is an estimate of cash receipts and cash payments during a future period,
showing the expected cash balance at the end of the period.”

Objectives of Cash Budget

1.

To estimate cash requirements — It helps determine how much cash will be required
to meet future expenses.

To avoid cash shortage — It enables the business to identify periods when cash may be
insufficient.

To plan surplus cash — Excess cash can be invested or used for business expansion.

To arrange finance in advance — If a shortage is expected, the business can arrange
loans or other sources of finance.

To control cash expenditure — It helps management monitor and control unnecessary
cash payments.

To ensure liquidity — It helps the business maintain sufficient cash to meet its day-to-
day obligations.

Main Components of a Cash Budget

A cash budget generally consists of:

1.

Opening Cash Balance

Cash available at the beginning of the period.

2.

Cash Receipts

Cash expected to be received, such as:

Cash sales
Collection from debtors

Interest received
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e Sale of assets

e Loans received

¢ Other cash income

3.

Cash expected to be paid, such as:

e Cash purchases

e Payment to creditors

e Wages and salaries

¢ Rent and other overheads

e Purchase of machinery

e Interest and taxes

e Loanrepayment

4. Closing Cash Balance

The amount of cash remaining at the end of the period.

Basic Format of Cash Budget

Particulars Amount (X)
Opening Cash Balance |[XXX
Add: Cash Receipts

Cash Sales XXX
Collection from Debtors| XXX
Other Receipts XXX
Total Cash Available XXX
Less: Cash Payments
Purchases XXX
Wages XXX
Overheads XXX
Other Payments XXX

Payments
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Particulars Amount (X)

Total Cash Payments || XXX

Closing Cash Balance |[XXX

Formula
Closing Cash Balance = Opening Cash Balance + Total Cash Receipts — Total Cash Payments

Thus, a cash budget is an important tool of financial planning and cash management. It
enables management to maintain an adequate cash balance and take timely decisions
regarding borrowing, investment and expenditure.

Flexible Budget — Meaning and Explanation

A flexible budget is a budget that is prepared for different levels of activity or production.
Unlike a fixed budget, which is prepared for only one level of activity, a flexible budget changes
according to the actual level of production or activity.

In simple words, a flexible budget adjusts the budgeted costs according to the actual volume
of production or sales.

Definition

A flexible budget is a budget prepared for different levels of activity by adjusting the costs
according to changes in the level of activity.

Objectives of Flexible Budget

1. To control costs — It helps management compare actual costs with the appropriate
budgeted costs.

2. To measure performance — The performance of departments can be evaluated more
accurately.

3. To facilitate comparison — Actual results can be compared with budgeted results at
the actual level of activity.

4. To assist in decision-making — Management can make better decisions regarding
production and costs.

5. To determine cost behaviour — It helps identify fixed, variable and semi-variable
costs.

6. To prepare realistic budgets — It provides budgets for different possible levels of
production.

Types of Costs in Flexible Budget

Costs are generally classified into:
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1. Fixed Costs:
These costs remain constant regardless of the level of activity within a relevant range.
Example: Rent, insurance, salary of permanent staff.

2. Variable Costs:
These costs change in proportion to the level of activity.
Example: Direct materials, direct labour, power used in production.

3. Semi-variable Costs:
These costs contain both fixed and variable elements.
Example: Electricity charges, telephone expenses and maintenance costs.

Example

Suppose a company prepares a flexible budget for production levels of 5,000, 10,000 and
15,000 units.

Particulars ||5,000 Units||10,000 Units||15,000 Units

Variable Cost|[X50,000 X1,00,000 |X1,50,000

Fixed Cost  ||X30,000 30,000 %30,000

Total Cost  ||X80,000 X1,30,000 |X1,80,000

Here, the variable cost increases as production increases, while the fixed cost remains
X30,000.

Advantages of Flexible Budget

Provides a realistic basis for cost comparison.

e Helps in effective cost control.
e Useful when production levels are uncertain.
¢ Helps management evaluate departmental performance.

e Assists in planning and decision-making.

Page 13 of 13



Unit-3 Financial Statement Analysis

Introduction to Financial Statement Analysis and Interpretation
What is a Financial Statement?

A financial statement is a formal record that shows the financial activities and position of a
business. It provides important information about how much a company earns, spends,
owns, and owes. Financial statements help different stakeholders understand the financial
health of an organization.

The three major financial statements are:

1. Income Statement (Profit & Loss Account) — Shows the company's revenue,
expenses, and profit or loss during a particular period.

2. Balance Sheet — Shows the company's assets, liabilities, and shareholders' equity at a
specific date.

3. Cash Flow Statement — Shows the inflow and outflow of cash from operating,
investing, and financing activities.

What is Financial Statement Analysis?

Financial Statement Analysis is the process of examining and evaluating a company's
financial statements to assess its financial performance and financial position. It involves
organizing, comparing, and analyzing financial data to understand how well the business is
performing.

In simple words,

Financial Statement Analysis means converting accounting data into meaningful
information for decision-making.

Example

If a company's sales increased from %50 lakh to 65 lakh in one year, analysis helps
determine:

¢ Isthe increase significant?

e Did profits also increase?

¢ Were expenses controlled?

e Isthe company becoming more efficient?
What is Financial Statement Interpretation?

Financial Statement Interpretation is the process of explaining the results obtained from
financial analysis and drawing meaningful conclusions.



While analysis answers "What happened?”, interpretation answers "Why did it happen and
what does it mean?"

Example
Suppose the current ratio decreases from 2.5:1 to 1.3:1.
e Analysis: The current ratio has declined.

¢ Interpretation: The company's liquidity has weakened, and it may face difficulty in
meeting short-term obligations.

Thus, interpretation converts numbers into business insights.
Objectives of Financial Statement Analysis and Interpretation
e To evaluate the financial performance of the company.
o To assess profitability and operational efficiency.
¢ To measure liquidity and solvency.
¢ To compare performance over different years.
e To compare one company with another.
e To identify strengths and weaknesses.
e To assist management in planning and decision-making.
¢ To provide useful information to investors, creditors, and other stakeholders.
Importance of Financial Statement Analysis
Financial statement analysis helps:
e il Measure business performance.
. ¢ Evaluate profitability.
e T Assess liquidity and solvency.

e~ Make investment decisions.

. Grant loans and credit.
. Prepare future business plans.
. 1. Identify financial risks.

© Improve managerial decision-making.



Techniques of Financial Statement Analysis
The major techniques include:
1. Comparative Financial Statements
2. Common-Size Financial Statements
3. Trend Analysis
4. Ratio Analysis
5. Cash Flow Analysis
6. Funds Flow Analysis
(Ratio Analysis is one of the most widely used techniques.)

Difference Between Analysis and Interpretation

Basis Analysis Interpretation

Meaning ||[Examination of financial data||Explaining the meaning of analyzed data

Focus Calculation and comparison ||Drawing conclusions

Nature ||Quantitative Qualitative

Outcome||Financial information Business decisions and recommendations

Analysis tells us "what the numbers say," whereas Interpretation tells us "what those
numbers mean."

Classification and Interpretation of Ratios
Introduction

A ratio is a mathematical relationship between two financial figures expressed as a fraction,
proportion, percentage, or number of times. Ratio analysis is one of the most widely used
tools of financial statement analysis as it helps assess a company's liquidity, profitability,
efficiency, and solvency.

Definition
According to Kennedy and McMullen:

"A ratio is the indicated quotient of two mathematical expressions and is the relationship
between two or more things."

Methods of Interpretation through Ratio
1. Comparison with ideal ratio

2. Comparison with past ratio



3. Comparison with some related ratio
4. Comparison with ratios of other firms.

Utility of Ratio Analysis (Importance / Uses)

1. Profitability: Useful information about the trend of profitability is available from profitability

ratio.
2. Liquidity: The ratios are used to ascertain the liquidity of business.

3. Efficiency: The turnover ratios guide to measure the efficiency of managers.

4. Inter Firm Comparison: The absolute ratios are useful when they are compared with similar

ratios of other firms belonging to same industry.

5. Indicate Trend: The ratios of the last three to five years will indicate the trend in the
respective fields.

6. Budgetary Control: Regular budgetary reports are prepared in a business where the system of

budgetary control is in use.

7. Decision Making: Ratios guide the management in making some of the important decisions.

Classification of Ratios
Financial ratios are broadly classified into four categories:
1. Liquidity Ratios

Liquidity ratios measure the ability of a business to meet its short-term financial
obligations.(Payments)

(a) Current Ratio

Formula:

Current Ratio = Current Assets + Current Liabilities

Ideal Ratio: 2: 1

Interpretation
e High ratio - Strong short-term financial position.
e Low ratio - Difficulty in paying current liabilities.
o Extremely high ratio = Excess idle current assets and inefficient use of resources.

Example

Current Assets = X8,00,000

Current Liabilities = 4,00,000

CurrentRatio=2:1



Interpretation: The company has X2 of current assets for every X1 of current liability,
indicating good liquidity.

(b) Quick (Acid-Test) Ratio
Formula:
Quick Ratio = Quick Assets + Current Liabilities
Quick Assets = Current Assets - Inventory — Prepaid Expenses
Ideal Ratio: 1:1
Interpretation
¢ Higher ratio indicates better immediate payment capacity.

e Lower ratio suggests liquidity problems.

2. Solvency (Leverage) Ratios &

These ratios measure the company's long-term financial stability and ability to meet long-
term obligations.

(a) Debt-Equity Ratio
Formula
Debt-Equity Ratio = Long-term Debt + Shareholders' Equity
Interpretation
e Lower ratio - Lower financial risk.
e Higher ratio - Greater dependence on borrowed funds.

e Moderate ratio indicates balanced financing.

(b) Proprietary Ratio
Formula
Proprietary Ratio = Shareholders' Funds + Total Assets
Interpretation
¢ High ratio indicates strong financial position.

e Low ratio indicates greater dependence on outsiders' funds.



(c) Interest Coverage Ratio
Formula
Interest Coverage Ratio = EBIT + Interest Expense
Interpretation
e High ratio indicates comfortable ability to pay interest.

e Low ratio indicates risk of default.

3. Activity (Efficiency or Turnover) Ratios
These ratios measure how efficiently the business utilizes its assets.
(a) Inventory Turnover Ratio
Formula
Inventory Turnover = Cost of Goods Sold + Average Inventory
Interpretation

¢ High ratio indicates efficient inventory management.

¢ Very high ratio may indicate shortage of inventory.

e Low ratio indicates slow-moving or obsolete stock.

(b) Debtors Turnover Ratio
Formula
Debtors Turnover = Net Credit Sales + Average Trade Receivables
Interpretation
e High ratio indicates faster collection from customers.

e Low ratio indicates poor credit collection policy.

(c) Total Asset Turnover Ratio

Formula

Total Asset Turnover = Net Sales + Average Total Assets
Interpretation

¢ High ratio indicates efficient use of assets.



e Low ratio indicates underutilization of assets.

4. Profitability Ratios
Profitability ratios measure the earning capacity of a business.
(a) Gross Profit Ratio
Formula
Gross Profit Ratio = (Gross Profit + Net Sales) x 100
Interpretation

¢ Higher ratio indicates efficient production and pricing.

¢ Lower ratio indicates higher production cost or lower selling price.

(b) Net Profit Ratio
Formula
Net Profit Ratio = (Net Profit + Net Sales) x 100
Interpretation
e High ratio indicates better overall profitability.

e Low ratio indicates poor operational performance.

(c) Return on Capital Employed (ROCE)
Formula
ROCE = (EBIT + Capital Employed) x 100
Interpretation
o Higher ROCE indicates efficient utilization of long-term funds.

e Lower ROCE indicates poor utilization of capital.

(d) Return on Equity (ROE)
Formula
ROE = (Net Profit after Tax + Shareholders' Equity) x 100

Interpretation



High ROE indicates better returns to shareholders.

Low ROE indicates inefficient use of shareholders' funds.

Advantages of Ratio Analysis

Simplifies complex financial data.

Facilitates comparison across years and firms.
Assists in managerial decision-making.

Helps investors and creditors evaluate performance.
Identifies strengths and weaknesses.

Supports financial planning and control.

Limitations of Ratio Analysis

Based on historical financial statements.

Affected by different accounting policies.

Inflation may distort comparisons.

Ignores qualitative aspects such as employee morale and management quality.

Ratios should not be interpreted in isolation.



Unit-4 Cash Flow Statement and Management Reporting

Introduction to Cash Flow Statement

A Cash Flow Statement is a financial statement that shows the inflows and outflows of cash
and cash equivalents of a business during a particular accounting period. It explains the
reasons for changes in the cash position of an organisation between two balance sheet
dates.

Unlike the Profit and Loss Account, which measures profit or loss on an accrual basis, the
Cash Flow Statement focuses specifically on actual cash movements. It helps management,
investors, creditors and other stakeholders assess the company’s liquidity, solvency and
ability to generate cash.

Cash flows are generally classified into three activities:

1. Operating Activities — Cash generated or used in the normal operations of the
business.

2. Investing Activities — Cash related to purchase and sale of long-term assets and
investments.

3. Financing Activities — Cash related to changes in share capital, borrowings,
repayment of loans, payment of dividends, etc.

Format of Cash Flow Statement

Cash Flow Statement for the year ended

Particulars Amount (X)
A. Cash Flow from Operating Activities

Net Profit before Tax XXX
Add: Depreciation XXX
Interest Expense XXX
Other Non-cash Expenses XXX
Less: Profit on Sale of Asset (XXX)
Operating Profit before Working Capital Changes XXX
Add/(Less): Changes in Inventories XXX
Add/(Less): Changes in Trade Receivables XXX
Add/(Less): Changes in Trade Payables XXX




Particulars Amount (X)

Cash Generated from Operations XXX
Less: Income Tax Paid (XXX)
Net Cash Flow from Operating Activities (A) XXX

B. Cash Flow from Investing Activities

Purchase of Fixed Assets (XXX)
Sale of Fixed Assets XXX
Purchase of Investments (XXX)
Sale of Investments XXX
Interest/Dividend Received XXX
Net Cash Flow from Investing Activities (B) XXX

C. Cash Flow from Financing Activities

Issue of Equity Shares XXX
Issue of Debentures/Loans XXX
Repayment of Loans (XXX)
Interest Paid (XXX)
Dividend Paid (XXX)
Net Cash Flow from Financing Activities (C) XXX

Net Increase/(Decrease) in Cash and Cash Equivalents (A+B+C)|XXX

Add: Cash and Cash Equivalents at Beginning XXX

Cash and Cash Equivalents at End XXX

Thus, the Cash Flow Statement provides a clear picture of where cash came from and where cash
was used during the accounting period.

Cash Flow from Operating Activities



Cash Flow from Operating Activities (CFO) refers to the cash inflows and outflows arising from the
main or regular business operations of an organisation. It shows whether the business is able to
generate sufficient cash from its normal activities to maintain and expand its operations.

Major Cash Inflows
e Cash received from customers for sale of goods or services.
e Cash received from operating income such as commission, fees, etc.
e Other cash receipts directly related to business operations.
Major Cash Outflows
e Cash paid to suppliers for purchases.
e Cash paid to employees as salaries and wages.
e Cash paid for operating expenses such as rent, electricity and administration expenses.

e Income tax paid, unless specifically classified under investing or financing activities.

Cash Flow from Investing Activities

Cash Flow from Investing Activities (CFl) refers to cash inflows and outflows arising from the
purchase and sale of long-term assets and investments. It shows how a business uses its cash to
acquire resources that are expected to generate income or benefits in the future.

Major Cash Inflows
e Cash received from the sale of fixed assets such as land, buildings, machinery, etc.
e Cash received from the sale of investments.
e Interest received, where classified as investing activity.
e Dividend received from investments, where classified as investing activity.
e Cash received from the sale of intangible assets.
Major Cash Outflows
e Cash paid for the purchase of fixed assets.
e Cash paid for the purchase of land, buildings, plant and machinery.
e Cash paid for the purchase of investments.
e Cash paid for the acquisition of intangible assets.

e Loans and advances given to other parties, where applicable.

Cash Flow from Financing Activities

Cash Flow from Financing Activities (CFF) refers to cash inflows and outflows arising from activities
related to the capital structure and financing of a business. It shows how a company raises funds
and how it repays or returns those funds to shareholders and lenders.



Major Cash Inflows

Cash received from issue of equity shares.

Cash received from issue of preference shares.

e Cash received from issue of debentures.

e Cash received from borrowings, such as bank loans and other long-term loans.

Major Cash Outflows

¢ Repayment of bank loans and other borrowings.

e Redemption of preference shares.
e Redemption of debentures.

¢ Dividend paid to shareholders.

e Other payments relating to financing arrangements, as applicable.

Difference between Fund Flow Statement and Cash Flow Statement

Fund Flow Statement

Cash Flow Statement

Shows the sources and applications of funds
during a particular period.

Shows the inflows and outflows of cash and
cash equivalents during a particular period.

It focuses on changes in working capital.

It focuses on changes in cash and cash
equivalents.

It explains the movement of funds between two
balance sheet dates.

It explains the movement of cash between two
balance sheet dates.

It is based on the concept of funds, generally
meaning net working capital.

It is based on the concept of cash and cash
equivalents.

It is useful for analysing long-term financial
position and working capital management.

It is useful for analysing liquidity and short-
term cash position.

It classifies sources and applications into fund
inflows and fund outflows.

It classifies cash flows into operating, investing
and financing activities.

Changes in non-current assets and liabilities are
important for determining fund flows.

Transactions affecting cash and cash
equivalents are considered.

A transaction may affect funds without affecting
cash immediately.

Only transactions involving cash or cash
equivalents are generally considered.

It is prepared through a Schedule of Changes in
Working Capital and a Fund Flow Statement.

It is prepared by analysing cash flows from
operating, investing and financing activities.




Fund Flow Statement Cash Flow Statement

It is generally considered useful for long-term It is particularly useful for cash management
financial planning. and assessing liquidity.

It does not provide as direct a picture of the cash ||It provides a clear picture of the actual cash

position of the business. position of the business.
It is less useful for determining the firm's It helps assess the firm's ability to meet
immediate ability to pay cash obligations. immediate cash obligations.

1. Meaning of Management Reporting

Management reporting is the process of collecting, analysing, summarising and presenting
information to managers in the form of reports. These reports help managers understand
the current performance of the organisation and make appropriate decisions.

In simple words, management reporting means providing the right information to the right
manager at the right time for effective decision-making.

Example:
A sales manager may receive a monthly sales report showing:
e Total sales
e Product-wise sales
e Area-wise sales
e Sales targets
e Actual sales

o Difference between target and actual sales

2. Meaning of Report

A report is a written or electronic presentation of facts, information, analysis and
conclusions prepared for a specific purpose and for a specific person or group.

Reports provide organised information about the activities and performance of an
organisation.

Simple Example:
A Monthly Financial Report may show:
e Revenue

e Expenses



e Profit
e Outstanding payments

e Cash position

3. Definitions of Report

Definition 1

“A report is a systematic presentation of facts and information relating to a particular subject
or activity.”

Definition 2

“A report is a document that presents information, findings and analysis to assist
management in decision-making.”

Definition 3

In management, a report can be understood as a communication of relevant information
from one level of management to another for planning, control and decision-making.

4. Characteristics of a Good Management Report
A good management report should have the following characteristics:
1. Accuracy — Information should be correct and reliable.
2. Clarity — The report should be easy to understand.
3. Relevance — Only useful information should be included.
4. Timeliness — Reports should be prepared and submitted on time.
5. Conciseness — Unnecessary details should be avoided.

6. Comparability — Information should allow comparison with past results, budgets or
targets.

7. Objectivity — Information should be presented without personal bias.
8. Proper Format — The report should have a systematic and suitable format.
9. Completeness — All important information should be included.

10. Action-oriented — The report should help managers take appropriate action.

5. Objectives of Management Reporting

The major objectives of management reporting are:



1. To provide information

Reports provide managers with necessary information about business activities and
performance.

2. To support decision-making

Reports help managers make suitable and timely decisions.

3. To assist planning

Reports provide information required for preparing future plans, budgets and strategies.
4. To control business activities

Actual performance can be compared with planned performance to identify deviations.
5. To measure performance

Reports help evaluate the performance of departments, employees, products and business
units.

6. To identify deviations

Reports highlight differences between actual results and planned or budgeted results.
7. To improve coordination

Reports facilitate communication and coordination between different departments.
8. To identify problems

Reports help management identify weaknesses, inefficiencies and problem areas.

9. To ensure accountability

Reports help determine who is responsible for particular activities and results.

10. To improve efficiency

Management can take corrective action based on reports and improve organisational
efficiency.

6. Purpose of Management Reporting

The main purpose of management reporting is to provide useful and timely information to
management for planning, decision-making and control.

The important purposes are:

Purpose Explanation

Planning Helps management plan future activities.




Purpose Explanation

Decision-making Provides information for taking business decisions.
Control Helps compare actual results with planned results.
Performance

. Measures the performance of departments and employees.
evaluation

Communicates important information to different levels of
management.

Communication

Problem identification |[Highlights areas requiring attention.

Resource allocation Helps allocate money, employees and other resources effectively.

Forecasting Helps predict future sales, expenses and profits.

Coordination Improves coordination among departments.

Helps management take action when performance is

Corrective action .
unsatisfactory.

7. Reports to Different Levels of Management
An organisation generally has three levels of management:
1. Top-Level Management
2. Middle-Level Management
3. Lower-Level Management
The type of report required differs according to the level of management.
A. Reports to Top-Level Management

Top management includes the Board of Directors, Managing Director, CEO, General Manager,
etc.

They require summarised, strategic and long-term information.
Examples:

e Overall financial performance report

e Profit and loss report

e Annual performance report

e Sales performance report



e Budgetary control report

e Cash flow report

e Market analysis report

o Strategic performance report

e Competitor analysis report
Purpose:
These reports help top management in:

e Strategic planning

Policy formulation

e Long-term decision-making
e Business expansion

e Investment decisions

e Overall organisational control

B. Reports to Middle-Level Management

Middle management includes departmental managers, branch managers, sales managers,
production managers, finance managers, etc.

They require detailed departmental and medium-term information.
Examples:
e Departmental performance report
e Monthly sales report
e Production report
e Purchase report
e Inventory report
e Employee performance report
e Cost analysis report
e Budget variance report
Purpose:
These reports help middle management in:

e Departmental planning



e Performance monitoring

e Resource allocation

e Controlling departmental activities
e Implementing policies

e Taking corrective action

C. Reports to Lower-Level Management

Lower-level management includes supervisors, foremen, team leaders and office
supervisors.

They require detailed and operational information, usually on a daily or weekly basis.
Examples:
e Daily production report
e Daily attendance report
e Daily sales report
e Stock report
e Machine utilisation report
e Daily work report
e Overtime report
e Quality control report
Purpose:
These reports help lower-level management in:
¢ Supervising employees
e Controlling daily activities
e Monitoring production
e Managing inventory
e Maintaining quality

e Solving operational problems



8. Comparison of Reports at Different Management Levels

Basis Top Management Middle Management ||Lower Management
Type of
. P . Summarised Detailed Highly detailed
information
Focus Strategic Tactical Operational
Time period Long-term Medium-term Short-term
Frequency Monthly/Quarterly/Annually || Weekly/Monthly Daily/Weekly
Main purpose Policy and strategy Departmental control || Day-to-day control
Financial performance Sales/production Daily production
Examples
report report report

9. Types of Management Reports

Management reports can be classified as follows:

1. Routine Reports

Prepared regularly at fixed intervals.

Examples: Daily sales report, monthly financial report.
2. Special Reports

Prepared for a specific situation or problem.

Example: Report on reasons for declining sales.

3. Financial Reports

Provide financial information.

Examples: Profit report, cash flow report, budget report.
4. Operational Reports

Provide information about day-to-day activities.
Examples: Production report, inventory report.

5. Performance Reports

Compare actual performance with targets or budgets.

Example: Departmental performance report.



6. Analytical Reports
Contain analysis and interpretation of information.
Example: Cost-benefit analysis report.
10. Importance of Management Reporting
Management reporting is important because it:
e Provides reliable information to management.
¢ Helps managers make better decisions.
e Supports planning and forecasting.
e Helps control costs and expenses.
e Measures actual performance.
¢ Identifies deviations from targets.
e Improves coordination between departments.
e Helps identify business problems.
e Supports efficient use of resources.
¢ Improves overall organisational performance.
11. Simple Example of Management Reporting

Suppose a company has set a monthly sales target of X10 lakh.

Particulars [[Amount

Sales Target||X10,00,000

Actual Sales|[X8,50,000

Shortfall X1,50,000

The management report will highlight the X1,50,000 shortfall. Management can then
investigate the reasons, such as low demand, inadequate promotion, competition or
shortage of sales staff, and take corrective action.

12. Conclusion

Management reporting is an essential management tool that provides accurate, relevant
and timely information to different levels of management. It supports planning, decision-
making, performance evaluation and control. The nature and detail of reports differ
according to the requirements of top, middle and lower-level management.






