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UNIT 1 

NATURE OF OF MANAGEMENT ACCOUNTNG 

 

1.1 Introduction 

1.2 Learning Objectives 

1.3. Nature of Management Accounting 

1.4 Objectives of Management Accounting 

1.5 Importance of Management Accounting 

1.6 Scope of Management Accounting 

1.7 Differences between Financial and Management Accounting 

1.8 Differences between Cost and Management Accounting 

1.9 Financial Accounting 

1.10 Nature of Financial Accounting 

1.11 Scope of Financial Accounting 

1.12 Role of Management Accounting in an Organization 

1.13 Advantages of Management Accounting 

1.14 Summary 

1.15 Reference/ Bibliography 

1.16 Suggested Readings 

1.17 Terminal & Model Questions 
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1.1 INTRODUCTION 

Management Accounting involves presenting accounting information in a manner that supports 

managers in policy development and the daily functioning of an organization. It draws upon data 

generated through financial and cost accounting to facilitate planning, control, decision-making, 

and policy formulation. In essence, management accounting acts as a bridge between accounting 

and management, as it provides the relevant financial insights required for effective managerial 

decisions 

As per R.N. Anthony “Management Accounting is concerned with accounting information that is 

useful to management.” 

Batty said, “Management Accounting is the term used to describe accounting methods, systems 

and techniques which coupled with special knowledge and ability, assists management in its task 

of maximising profits or minimising losses. Management Accountancy is the blending together into 

a coherent whole, financial accounting, cost accountancy and all aspects of financial 

management.” 

As per H.M. Treasury, “The application of accounting knowledge to the purpose of producing and 

of interpreting accounting and statistical information designed to assist management in its 

functions of promoting maximum efficiency and in formulating and co-ordinating future plans and 

subsequently in measuring their execution”. 

 

1.2 LEARNING OBJECTIVES 

 

After reading the unit, learner would be able to understand the: 

• Concept of Management Accounting 

• Nature and Objectives of Management Accounting 

• Importance and Scope of Management Accounting 

• The meaning of Financial Accounting 

• Differences between Cost, Financial and Management Accounting 

• Role of Management Accounting in an Organization 

 

1.3 NATURE OF MANAGEMENT ACCOUNTING 
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Management Accounting, being a relatively recent development in the field of accounting, can be 

viewed as both a science and an art. As a science, it focuses on the quantification and 

summarization of financial data, while as an art, it emphasizes the interpretation of that 

information. The discipline reaches its conclusions through the systematic collection, processing, 

and objective analysis of numerical data. In this sense, management accounting relies on the 

measurement and objectification of organizational progress and challenges, which justifies its 

classification as a scientific approach. 

Despite its scientific aspects, Management Accounting also incorporates human judgment, 

instincts, and personal biases, which become evident during the interpretation of data and the 

conclusions drawn from analysis. The process of deriving meaning from accounting information 

inevitably involves subjectivity, making it difficult to achieve absolute scientific precision. The 

personal perspective of the management accountant can significantly shape interpretations and 

deductions. Viewed from this angle, Management Accounting can rightly be considered an art. 

Management Accounting follows a systematic approach, where different variables are analysed to 

identify deviations between budgeted and actual outcomes by relying on historical data. It serves 

as an organized method for planning and controlling operations. Unlike financial accounting, 

management accounting is not bound by standardized reporting formats. Information can be 

presented in any style or structure that best communicates relevant insights to decision-makers, 

ensuring that data is tailored to the specific issue or individual concerned. 

Management Accounting is essentially forward-looking, as its primary focus lies in supporting 

future decision-making. It draws upon historical records provided by financial and cost accounting, 

transforming them into actionable insights for planning and strategy. By filtering and selecting 

only the most relevant information, management accounting ensures that decision-makers receive 

precise data tailored to specific needs. This selective approach allows management accountants to 

analyse and present critical information effectively to senior executives, thereby facilitating 

informed and timely decisions. 

 

 

 

1.4 OBJECTIVES OF MANAGEMENT ACCOUNTING 
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The primary objective of Management Accounting is to assist management in performing its 

functions effectively, ultimately contributing to the maximization of organizational profits. It plays 

a vital role in planning, organizing, directing, and controlling activities. By preparing budgets and 

developing strategies for the enterprise as a whole, management accounting helps minimize the 

gap between planned targets and actual performance. The key objectives of management 

accounting can be summarized as follows: 

• Management Accounting assists in planning and policy formulation by providing relevant 

information for future decisions. Planning involves forecasting conditions, setting objectives, 

and designing strategies to achieve them. By analysing past performance and utilizing available 

data, management accounting helps prepare statements that serve as a reliable basis for future 

forecasts and managerial policies. 

• It interprets financial data by presenting it in a simplified and user-friendly format. To ensure 

clarity for top management, information is often displayed through charts, graphs, and 

diagrams. This visual representation makes complex figures easier to understand and supports 

effective decision-making. 

• This is instrumental in performance control, employing techniques such as standard costing 

and budgetary control. It systematically monitors costs at both departmental and individual 

levels, ensuring accountability through responsibility centres.  

• It supports the coordination of operations by evaluating performance and aligning activities 

across departments. It facilitates coordination through the preparation of functional budgets for 

individual units and integrates them into a comprehensive master budget. This process ensures 

that all departments work in harmony toward organizational objectives, reducing duplication 

of efforts and promoting efficiency. 

• It assists in organizing by helping to establish an effective and efficient organizational 

framework. It employs budgeting techniques and measures such as return on capital employed 

to monitor costs and assign responsibilities. This approach encourages decentralization, 

ensuring that authority and accountability are distributed across units. Ultimately, it 

rationalizes the organizational structure, making it more streamlined and responsive to 

managerial needs. 

 

1.5 IMPORTANCE OF MANAGEMENT ACCOUNTING 
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• It contributes to improving the effectiveness of every managerial function. 

• It aids in setting goals, making decisions, setting prices, choosing a product mix, and other 

tasks.  

• Budgeting and forecasting aid in the organization's financial and future planning.  

To perform the business operations, a variety of instruments and methods offer authenticity 

and dependability.  

• Effective control over firm operations is made possible by several management accounting 

strategies.  

• It is proactive in analyzing the socioeconomic situation and governmental policies, which aids 

in determining how the company is affected by the external environment.  

• It fosters harmony in the management-employee interaction. It makes it possible for the 

management to provide its clients with better services.  

 

1.6 SCOPE OF MANAGEMENT ACCOUNTING 

• Financial Accounting: It serves as the fundamental branch of accounting concerned with 

recording business transactions in the books of original entry, posting them into appropriate 

ledger accounts, balancing those accounts, and preparing a trial balance. From this process, a 

profit and loss account is drawn to reflect the operational results, along with a balance sheet 

that presents the assets and liabilities of the enterprise. These statements provide the foundation 

for further analysis and interpretation, offering meaningful insights to management. 

Consequently, management accounting cannot achieve effective control and coordination of 

operations without a sound and well-structured financial accounting system. 

• Budgetary and Forecasting: Budgeting is the formal expression of organizational goals and 

policies for a defined timeframe, while forecasting is the estimation of likely results under 

given circumstances. Departmental targets are set, responsibilities are allocated, and 

performance is assessed by comparing actual achievements with budgeted expectations. 

• Increase in efficiency: Management Accounting enhances organizational efficiency by 

utilizing accounting information to evaluate performance levels and pinpoint areas requiring 

improvement. Through this process, it contributes to better resource utilization, improved 

productivity, and overall effectiveness of the enterprise 
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• Inventory Control: Inventory control refers to the regulation of stock from the point of 

acquisition until its final disposal. Since inventory often represents a substantial investment, 

effective control is crucial. Management must establish different stock levels—such as 

minimum, maximum, and reorder levels—to ensure smooth operations and avoid shortages or 

excesses. A systematic study of inventory control provides valuable insights for managerial 

decision-making and supports efficient resource utilization 

• Cost Effect Analysis: Unlike financial accounting and cost accounting, which primarily 

present final figures without considering responsibility centres, management accounting 

emphasizes analysing the cause-and-effect relationships among different variables. This 

approach enables managers to understand the reasons behind outcomes and supports more 

effective decision-making.  

 

1.7 DIFFERENCES BETWEEN FINANCIAL AND MANAGEMENT 

ACCOUNTING 
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Particulars Financial Accounting Management Accounting 

Objective To provide information to external 

parties, such as shareholders, creditors, 

the government, etc., in the form of 

balance sheets and profit and loss 

accounts. 

The goal of management accounting is 

to provide information for 

management's internal utilization.  

 

Performance Financial accounting concentrates on 

the business's overall performance. 

Management accounting focuses on 

the divisions or departments. 

Application It facilitates an explanation of an 

organization's financial situation in an 

accurate and impartial manner. 

It assists in the management's decision-

making and strategic planning. 

 

Users Financial accounting is utilized by both 

external (creditors, customers, etc.) and 

internal entities. 

It is utilized solely by internal users, 

such as management. 

 

Statutory 

Needs 

It is mandatory to prepare the financial 

statements of a company. 

Management accounting is not 

mandated by legislation. 

Control Financial accounting cannot 

demonstrate whether plans are 

executed out effectively. 

Management accounting will 

demonstrate how real performance 

varies from plans. 

Principles Financial accounting is controlled by 

convention and generally recognized 

regulations. 

Management accounting does not 

adhere to any such set of rules.  
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1.8 DIFFERENCES BETWEEN COST AND MANAGEMENT 

ACCOUNTING 

 

Particulars Cost Accounting Management Accounting 

Objective Cost accounting aims to 

determine and regulate the 

expenses associated with 

producing goods or delivering 

services. 

It offers management the data they need to 

carry out planning, directing, and 

regulating tasks effectively.  

 

Scope Cost accounting is focused on 

determining and controlling 

costs. 

 

It comprises budgeting, tax planning, 

accounting for finances, cost accounting, 

reporting to management, and financial 

data interpretation. 

 

Nature Cost accounting utilizes both 

current and historical data.  

 

It emphasizes predictions for the future 

based on historical and current cost 

statistics.  

 

Principles Cost accounting conforms to 

established protocols and 

processes. 

 

No such processes are followed here 

Data Only transactions that can be 

represented in numbers are 

included  

 

Management Accounting uses both 

qualitative and quantitative information 
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1.9 FINANCIAL ACCOUNTING 

The branch of accounting referred to as financial accounting maintains records of all financial data 

and analyses it to ascertain a company's financial situation. It is the process of documenting, 

condensing, evaluating, and presenting all of a company's financial transactions as financial 

statements. Using accounting principles, financial accounting entails creating a variety of financial 

statements, including balance sheets, income statements, and cash flow statements.  

Companies routinely create these financial statements, that are then distributed to all of the parties 

concerned. The goal of financial accounting is to provide all stakeholders with an accurate and fair 

picture of the financial operations of the company. It is carried out in compliance with GAAP or 

IFRS regulations. Because management relies on financial reporting for forecasting and decision-

making, it is regarded as a crucial tool for reporting. 

1.10 NATURE OF FINANCIAL ACCOUNTING 

• Accounting as the First Step 

Accounting begins with the occurrence of a financial transaction. Once such a transaction takes 

place, it is systematically recorded and later communicated to relevant stakeholders. This 

information becomes the basis for managerial and user decision-making, ensuring that 

financial activities are properly documented and utilized for planning and control. 

• Accounting as Both an Art and a Science 

Accounting is regarded as both an art and a science. It is an art because it involves the skillful 

process of recording, classifying, and summarizing financial transactions in a meaningful way. 

At the same time, it is a science since it is governed by established principles and standards—

commonly referred to as accounting principles—that provide consistency, reliability, and 

accuracy in financial reporting. 

• Accounting and Financial Transactions 

Financial accounting is primarily concerned with monetary transactions. It focuses exclusively 

on recording and reporting financial data, while non-financial aspects such as market 

competition, economic conditions, or government regulations are generally outside its scope. 
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• Historical Orientation of Financial Accounting 

Financial accounting deals with transactions that have already occurred. Day-to-day business 

activities are documented, and the resulting information is presented after a certain period. 

Consequently, future financial decisions are often based on this historical data, making past 

records the foundation for planning and forecasting. 

• Recording of Actual Cost 

Financial accounting focuses on documenting the actual cost of transactions as they occur. It 

does not take into account subsequent changes in market prices or fluctuations over time. 

Instead, it relies on the principle of historical cost, meaning that assets and liabilities are 

recorded at their original purchase value or the actual cost incurred during the transaction. 

1.11 SCOPE OF FINANCIAL ACCOUNTING 

• Recording of Financial Transactions 

Any financial activity taking place within the company is documented through financial 

accounting. Through journals and other subsidiary volumes, it keeps an organized and 

transparent record of all information. Because these records are quickly examined in the event 

of a problem, confusion or loss is prevented. Since individuals cannot simply memorize every 

transaction without recording it, financial accounting is a crucial component of every company.  

• Collates Information  

Financial accounting records and gathers data that is appropriately classified based on its type. 

All of the financial data that was initially captured must be categorized and summarized for 

financial accounting. By creating accounts such as revenue, Purchases, Rent, Salaries, Interest, 

etc., all related transactions are organized under one heading. Merging transactions of the same 

kind makes it easier to comprehend the data collected.  

• Prepares Financial Records  

Financial statements such as the balance sheet, income statement, and cash flow statement are 

prepared by financial accounting. The actual financial situation of the company is shown in 

these financial statements. A variety of data are gathered and examined throughout the entire 

financial accounting process to produce financial statements. Financial statement preparation 

determines a company's overall strength and weakness.  
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• Interpretation of Financial Information  

Information from different evaluations and financial statements is interpreted by financial 

accounting. For simple comprehension and decision-making, it comprehends and explains to 

various users the outcomes of several linkages established through analysis. It makes 

accounting information easier to understand for people who don't know much about 

accounting.  

• Creates and maintains the financial situation 

Financial accounting establishes an accurate and fair picture of a company's financial situation. 

Finance is said to as the lifeblood of business operations, and managing it is crucial for all 

organizations. The performance of the business could be negatively impacted by poor financial 

resource management. It analyses every financial facet of the company using financial 

accounting records. It periodically provides the internal management team with all the 

information they need to make decisions. When it comes to financial resources, management 

is empowered to execute any necessary steps that boosts overall production. All of this assists 

in keeping any organization in an appropriate financial position.  

 

1.12 ROLE OF MANAGEMENT ACCOUNTING IN AN ORGANIZATION 

Financial accounting focuses on recording and maintaining a company’s financial transactions. 

Since it primarily documents past activities, it is considered a passive process. In contrast, 

management accounting is forward-looking, aiming to enhance efficiency, improve performance, 

and increase profitability. Beyond tracking figures, management accounting plays a crucial role in 

designing and shaping the organization’s reporting system. Its functions can be outlined as follows: 

1. Allocation of Resources 

Management accounting ensures that an organization’s limited resources are distributed in the most 

effective way. Decisions must be taken regarding which projects to pursue, and accountants design 

portfolios that maximize efficiency. In doing so, they evaluate factors such as fund availability, 

market demand, and selling price to achieve optimal utilization. 
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2. Measuring Performance 

Performance measurement in management accounting operates on two levels. First, it identifies 

responsibility centres to assess employee contributions. Second, it evaluates organizational 

efficiency by analysing how effectively resources are being used. This dual approach helps in 

maintaining accountability and improving productivity. 

3. Assessing Risk 

Another important function of management accounting is risk assessment. It examines the 

potential risks associated with managerial decisions and seeks to minimize them while 

safeguarding profitability. A variety of analytical tools and techniques are employed to balance 

risk and return. 

4. Coordination and Administration 

Management accounting also plays a coordinating role by exercising control over operations. It 

relies on mechanisms such as cost standards, expense budgeting, sales forecasting, and profit 

planning. These practices collectively enhance organizational performance and ensure that 

strategic objectives are met. 

5. Performance Comparison 

Evaluating performance involves measuring each level against established benchmarks and 

identifying any deviations. This analysis helps in interpreting outcomes and also guides the 

formulation of appropriate financial policies. 

6. Preparation of Reports for Government Agencies 

Every organization must comply with statutory requirements by submitting reports in line with 

prescribed standards. Management accounting plays a supervisory and coordinating role in 

ensuring these mandatory reports are prepared and delivered accurately. 
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1.13 ADVANTAGES OF MANAGEMENT ACCOUNTING 

Implementing the right decisions regarding policy and increasing management efficiency are the 

primary advantages of management accounting. The main goal is to help management make better 

decisions. The following are management accounting's main advantages: 

Effective Decision Making: This is management accounting's main goal or fundamental aim. It 

makes use of several methods from other fields, such as tables, charts, and various accounting 

strategies. It aids in defending the choices made by higher-ups.  

Planning: Management Accounting frequently provides management necessary information in the 

form of forecasts, variance analysis, and budgets. It assists management in making judgments and 

managing business. 

Better Cost Control: By employing improved techniques like costing based on activities and 

variance analysis, management accounting assists the company in effectively tracking and 

managing cost elements. It ensures an accurate utilization of resources and controls expenditures. 

Accountability: Through the maintenance of key performance indicators and regular reporting 

across its many departments, management accounting offers accountability. It guarantees that 

everyone working together in the management accounting setting is fully aware of their 

responsibilities and how they contribute to the success of the organization. 

Competitive Advantage: Through employing strategies like target costing and immediate 

inventory management accounting gives the company an edge over competitors. These techniques 

give businesses an advantage over their rivals by increasing productivity, cutting waste, and 

increasing product quality. 

Risk Management: One of the key advantages of management accounting is the capacity to 

recognize impending risks and potential mitigation. It assists the business by evaluating 

environmental data connected to the market, assessing the present condition of a set of data 

activities, and anticipating certain business problems. 
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CHECK YOUR PROGRESS- A 

Q.1 What are the advantages of Management Accounting? 

………………………………………………………………………………………………………

………………………………………………………………………………………………………

……………………………………………………………………………………………………… 

Q.2 What is Financial Management? 

………………………………………………………………………………………………………

………………………………………………………………………………………………………

……………………………………………………………………………………………………… 

Q.3 Write three objectives of Management Accounting? 

………………………………………………………………………………………………………

………………………………………………………………………………………………………

……………………………………………………………………………………………………… 

Multiple Choice Questions 

1. What is a crucial role of management accounting? 

A. Adherence to legal mandates 

B. Planning and decision-making  

C. Tax evaluation  

D. Public reporting 

2. The primary uses of standard costing are:  

A. Setting selling prices;  

B. Creating financial reports 

C. Comparing real and standard expenses 

D. Determine depreciation 
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1.14 SUMMARY 

An organization's performance and efficiency are impacted by each decision that is taken. To assess 

their influence on an organization, these actions must be measured, documented, examined, and 

reported. Management Accounting is a more recent development than financial and cost 

accounting. It gathers facts from cost accounting and financial accounting and gives management 

all the information they need to make decisions. Its goals include helping to plan and formulate 

management policies, interpreting available financial data, assisting in decision making, 

controlling efficiency, organizing, reporting, and coordination of operations.  Financial accounting 

provides managers relevant data, but management accounting assists in applying that information 

to improve decision-making. Management accounting plays a variety of roles in a business, 

including resource allocation, performance measurement, risk assessment, and more. It lists many 

forces and how they affect an organization. Management accounting is beneficial to the 

organization in many ways, including future planning and efficient decision-making; it helps with 

everything from planning and organizing to encouraging staff members.  

 

1.15 GLOSSARY 

Management Accounting: Management accounting focuses on providing relevant information 

that assists managers in planning, monitoring, and making effective decisions within the 

organization. 

Cost Accounting: Cost accounting is a specialized branch of accounting that deals with the 

measurement, analysis, and regulation of costs to ensure efficiency and profitability. 

Financial Accounting: Financial accounting is primarily concerned with systematic 

record-keeping and the preparation of financial statements and reports intended for external 

stakeholders such as investors, regulators, and creditors. 

Cost Control: Cost control refers to the process of regulating and managing expenses to achieve 

predetermined standards, thereby ensuring optimal use of resources. 
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KEY TO THE ANSWERS - A 

MCQs 

1. B     2. C 
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           1.17 TERMINAL QUESTIONS 

 

1. Evaluate management accounting's impact on decision-making. Give examples of how it aids 

with operational and strategic choices. 

2. What is Cost Control? Describe the approaches applied to satisfy predetermined standards and 

explain their importance in management accounting. 

3. Define Management Accounting? Elaborate on its scope and how does it differ from financial 

accounting and cost accounting 

4. Evaluate the advantages of Management Accounting? How does it enhance productivity and 

results in better policy formulations? 
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UNIT-2  

FINANCIAL STATEMENT ANALYSIS 

Contents 

2.1 Introduction 

2.2 The Foundation: Financial Statements and Their Context 

2.3 Comparative Financial Statements (Horizontal Analysis) 

2.4 Common-Size Financial Statements (Vertical Analysis) 

2.5 Trend Analysis (Base Year Method) 

2.6 Role of Financial Statement Analysis in Managerial Decision-Making 

2.7 Limitations and Caveats of Financial Statement Analysis 

2.8 Illustrative Examples / Applications 

2.9 Summary 

2.10 Glossary 

2.11 Reference/ Bibliography 

2.12 Suggested Readings 

2.13 Terminal & Model Questions 

 

 

Learning Outcomes 

Upon successful completion of this unit, you will be able to: 

✓ Define the purpose and scope of Financial Statement Analysis in the context of strategic 

managerial decisions. 

✓ Explain the objectives, structure, and data sources (Balance Sheet, Income Statement) 

used as the foundation for financial analysis. 

✓ Differentiate clearly between Horizontal Analysis, Vertical Analysis, and the long-term 

perspective offered by Trend Analysis. 

✓ Calculate and prepare Comparative Financial Statements using step-by-step Horizontal 

Analysis to measure year-on-year growth or decline. 

✓ Calculate and prepare Common-Size Financial Statements using step-by-step Vertical 

Analysis to evaluate the internal financial structure and composition. 

✓ Apply the Base Year method to calculate and interpret Trend Percentages, identifying 

long-term cyclical and secular patterns. 

✓ Analyze managerial implications, such as cost efficiency and resource deployment, 

derived from applying these standardization techniques. 

✓ Evaluate the inherent limitations and necessary caveats associated with interpreting 

financial statement analysis results. 
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2.1  INTRODUCTION 

Financial Statement Analysis (FSA) is a vital component of cost and management 

accounting, serving as a bridge between financial accounting data and managerial decision-

making. While financial accounting is primarily concerned with the systematic recording, 

classification, and summarization of business transactions, management accounting goes a 

step further by interpreting this historical data to support planning, control, and strategic 

decisions. Financial statements such as the Balance Sheet, Income Statement, and Cash Flow 

Statement present large volumes of numerical information. However, in their raw form, these 

absolute figures often fail to convey meaningful insights regarding a firm’s performance, 

efficiency, and financial position. Financial Statement Analysis addresses this limitation by 

transforming raw financial data into structured, comparable, and decision-oriented 

information.  

FSA involves the systematic examination of relationships among various items in financial 

statements to assess the profitability, liquidity, and solvency of an enterprise. For managers, it 

functions as a diagnostic tool that helps evaluate how effectively resources are utilized, how 

well costs are controlled, and whether the financial structure of the organization is sustainable 

in the long run. By analyzing interconnections between income, expenses, assets, liabilities, 

and cash flows, managers gain a comprehensive understanding of the evidence underlying 

business performance rather than relying on isolated figures. 

This unit focuses on three fundamental techniques of Financial Statement Analysis: 

Comparative Statements (Horizontal Analysis), Common-Size Statements (Vertical 

Analysis), and Trend Analysis. These techniques standardize financial data, making it easier 

to compare performance across time periods or between firms of different sizes. Horizontal 

analysis highlights changes over successive years, vertical analysis reveals the internal 

structure of financial statements within a single period, and trend analysis helps identify long-

term growth or decline patterns. Mastery of these techniques is essential for learners, as they 

form the foundation for advanced analytical tools such as ratio analysis, budgeting, and 

performance evaluation in management accounting.  

 

2.2 THE FOUNDATION: FINANCIAL STATEMENTS AND 

THEIR CONTEXT 

2.2.1 What FSA Measures and Why It Matters 

Financial Statement Analysis (FSA) is the systematic process of identifying financial 

strengths and weaknesses of a firm by properly establishing relationships between the various 

line items reported in the financial statements. It transforms raw numbers into quantifiable 

measures of performance and position, providing the necessary basis for making informed 

decisions regarding potential investments, credit extensions, or strategic shifts. FSA primarily 

provides insights into three core areas of a firm's financial health: 
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● Profitability: This assesses the company’s ability to generate profits from its 

operational activities, measured by ratios like profit margins. 

● Liquidity: This measures the company’s capacity to meet its short-term liabilities using 

current assets, ensuring it has sufficient cash flow to cover expenses. 

● Solvency: This evaluates the company’s long-term stability, assessing its leverage and 

its ability to cover long-term debt obligations. 

The process of FSA involves three main steps: first, finding out the relevant financial 

information; second, organizing the selected information to emphasize the crucial 

relationships between figures (using techniques like horizontal or vertical analysis); and third, 

drawing conclusions and evaluating the processed information for final results. 

2.2.2 Primary Statements: Data Input for Analysis 

Financial statements are the mandatory reports compiled, often quarterly and annually, to 

describe the financial health of a company. The three core statements that form the 

foundation for all analysis are: 

1) The Income Statement (Statement of Profit & Loss): This tracks a company's 

revenue and expenses over a set period of time. It uses accrual accounting, which 

matches revenue with the expenses incurred to generate that revenue. This statement 

allows managers to assess profitability and control costs. 

2) The Balance Sheet (Statement of Financial Position): This provides a snapshot of the 

company’s assets (what it owns) versus its liabilities and equity (what it owes and the 

owners' claim) at a specific fixed point in time. It is key for analyzing liquidity and 

solvency. 

3) The Cash Flow Statement (CFS): This tracks the actual exchange of money (cash 

inflows and outflows) between a company and the outside world over a period. It is 

crucial for assessing how well the company generates cash to pay debts and fund 

investments. 

Indian Context: Schedule III of the Companies Act, 2013 

For undergraduate learners in India, it is important to note that companies must adhere to the 

prescribed structure for financial statements outlined in Schedule III of the Companies Act, 

2013. This regulatory requirement mandates a standardized presentation of the Balance Sheet 

and Statement of Profit and Loss. This standardization is vital because it ensures consistent 

reporting across firms, which is the foundational prerequisite for any meaningful comparison, 

whether internal (historical) or external (peer comparison). 
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2.3 COMPARATIVE FINANCIAL STATEMENTS 

(HORIZONTAL ANALYSIS) 

2.3.1 Concept of Horizontal Analysis 

Horizontal Analysis is a technique used to evaluate a company's financial performance over 

time by comparing the data reported in its financial statements across two or more accounting 

periods (e.g., Year 2 figures versus Year 1 figures). This analysis is also known as 

Comparative Financial Statement Analysis or Inter-period Comparison. 

The objective of horizontal analysis is straightforward: to identify the magnitude and 

direction of change—the absolute dollar/rupee change and the percentage change—in 

performance metrics like revenue, costs, and assets over successive periods. By tracking 

changes in real-time and comparing them to past performance, managers can spot trends, 

determine prevailing industry influences, and understand their company’s core performance 

drivers. 

2.3.2 Calculation Steps and Format 

Comparative financial statements are prepared by adding two columns next to the current and 

previous year figures: one for the absolute change and one for the percentage change. 

Step 1: Calculate the Absolute Change (Rupee/Dollar Amount) 

The absolute change is calculated by subtracting the amount in the previous (base) year from 

the amount in the current (comparison) year. 

Absolute Change = Current Year Amount - Previous Year Amount 

Step 2: Calculate the Percentage Change 

The percentage change standardizes the absolute change, showing the relative significance of 

the shift. This is calculated by dividing the absolute change by the previous year's (base 

period) amount and multiplying by 100. 

 

Step-by-Step Preparation: 

1) Data Collection: Gather the financial statements (Balance Sheet or Income Statement) 

for at least two years. The earlier year serves as the base year. 

2) Formatting: Create a five-column table structure: Particulars, Year 1 (Base), Year 2 

(Current), Absolute Change, and Percentage Change. 
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3) Application: Apply the formulae row-wise to every line item on the statement (e.g., 

Revenue, COGS, Inventory, Trade Payables). 

2.3.3 Interpretation and Managerial Insights 

Horizontal analysis is crucial for managerial control and evaluation. For example, if a 

comparative income statement shows that 'Revenue from Operations' increased by 15%, but 

'Cost of Goods Sold (COGS)' increased by 20%, this comparison reveals a potential decline 

in the efficiency or quality of sales growth. This is evident because the costs associated with 

generating revenue are growing at a faster rate than the revenue itself. This differential 

growth rate signals to management that production or procurement processes must be 

reviewed urgently, perhaps due to rising input prices or excessive waste. 

Similarly, horizontal analysis applied to the balance sheet can highlight the composition of 

funding changes. If Share Capital remains constant, but Long-term Borrowings increase by 

50%, management is clearly pursuing a strategy of increasing financial leverage to fund 

expansion, which inherently introduces higher risk due to fixed interest commitments. 

Furthermore, a sharp increase in Net Profit (P&L analysis) may appear positive, but if the 

corresponding Balance Sheet analysis shows an equally large increase in Accounts 

Receivables, it alerts managers that the reported profit is not being collected in cash, 

foreshadowing potential short-term liquidity problems. 

 

2.4 COMMON-SIZE FINANCIAL STATEMENTS (VERTICAL 

ANALYSIS) 

2.4.1 Concept of Vertical Analysis 

Vertical Analysis, also known as Common-Size Analysis or Intra-period Comparison, is a 

technique used to evaluate the internal structure of a financial statement within a single 

reporting period.5 Instead of comparing figures across years (like horizontal analysis), 

vertical analysis standardizes the data by expressing every line item as a percentage of a 

single, defined base figure on that statement. 

The objective is to reveal the relative importance and contribution of each item to the whole, 

regardless of the company's absolute size. This standardization allows analysts and managers 

to develop a nuanced understanding of how costs contribute to overall performance or how 

assets are financed. 

2.4.2 Base Figures and Calculation Steps 

The base figure is always assigned a value of 100%. The selection of the base figure depends 

on the financial statement being analyzed. 

The Formula: 
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This process creates a "common-size" statement.10 

Table 2.1: Common-Size Statement Base Figures 

Financial 

Statement 

Base Figure (100%) What the Percentage 

Represents 

Income Statement 

(P&L) 

Revenue from 

Operations (Net Sales) 

The proportion of every rupee of 

sales dedicated to a specific 

expense (e.g., COGS, salaries) or 

retained as profit. 

Balance Sheet Total Assets (or Total 

Liabilities & Equity) 

The proportion of the total 

resources dedicated to a specific 

asset or funded by a specific 

liability/equity source. 

 

Step-by-Step Preparation: 

1) Select the Statement: Choose the Income Statement or Balance Sheet for a single 

period. 

2) Identify the Base: Set Net Sales (for P&L) or Total Assets (for B/S) as the base figure 

(100%). 

3) Calculate Percentages: Divide every line item amount by the base figure and multiply 

by 100. For instance, on the Income Statement, Gross Profit as a percentage of Sales 

helps monitor the margin retained after production costs. 

2.4.3 Managerial Insights from Vertical Analysis 

The most powerful application of common-size analysis is facilitating meaningful inter-firm 

comparison. When comparing a regional Indian company to a multinational corporation 

operating in India, the absolute difference in sales figures makes direct comparison of rupee 

amounts meaningless. By converting both companies' financial statements into common-size 

formats, the management can compare the core operational efficiency. For example, a 

manager can see if their small firm’s ‘Administrative Expenses’ take up 12% of Net Sales 

compared to the national competitor’s 8%. This standardized output immediately reveals 

where the company is less cost-efficient relative to its peer group, guiding corrective action 

on cost structures. 

Furthermore, within a single company, vertical analysis helps management maintain strict 

cost structure monitoring. If a company maintains its marketing expenses at a benchmark of 

5% of sales, a sudden jump to 7% signals a deviation that requires investigation, even if the 

absolute rupee amount of the expense also increased due to higher sales. 
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2.5 TREND ANALYSIS (BASE YEAR METHOD) 

2.5.1 Concept and Application 

Trend Analysis is a specialized form of horizontal analysis that extends the comparison over 

a much longer period, often spanning five to ten years. It calculates trend indices or trend 

percentages for key financial figures, helping managers identify long-term patterns and 

structural stability or decline. 

The primary objective of this technique is to determine the long-term direction, or "trend," in 

which a business is heading—whether it is in a phase of growth, stability, or decline. This 

approach helps differentiate genuine secular or cyclical changes from short-term, random 

fluctuations that might dominate a simple year-on-year horizontal comparison. 

2.5.2 Calculation of Trend Percentages 

Trend analysis relies on fixing a reference point known as the Base Year. 

Selection of Base Year: A stable, representative year that is relatively free from unusual 

economic distortions (e.g., strikes, massive one-time sales) is usually chosen as the starting 

point. The value of the specific financial item (e.g., Net Sales) in the base year is assigned a 

Trend Percentage of 100%. 

The Formula: 

The trend percentage is calculated by dividing the amount for any specific year by the 

amount recorded for the base year, and then multiplying by 100 to convert it into a 

percentage. 

 

Step-by-Step Procedure: 

1) Select the Base Year: Determine the earliest or most representative year in the analysis 

series. 

2) Benchmark: Set the chosen line item's value in the base year to $100\%$. 

3) Calculate Indices: For every subsequent year, calculate the index by dividing the 

current year's amount by the base year's amount. 

4) Analyze and Compare: Repeat this process for all key items (e.g., sales, assets, net 

income) to create trend lines that reveal long-term structural relationships. 

2.5.3 Interpretation of Trend Results 

The interpretation of the trend index is straightforward: 
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● An index of 100% means the value is the same as the base year. 

● An index above 100% (e.g., 134%) indicates growth, specifically 34% growth, since the 

base year. 

● An index below 100% (e.g., 80%) indicates a decline of 20% since the base year. 

Managers use trend analysis to identify persistent, structural failures. For example, if the 

revenue trend percentage consistently rises, but the trend percentage for the Gross Profit 

margin consistently lags or remains flat, it reveals a structural problem. This usually points to 

a persistent failure in managing the cost of goods sold over the long term, possibly due to 

poor long-term vendor contracts or outdated manufacturing processes. 

Cautions Regarding Interpretation: When interpreting trends, managers must remain 

highly aware of external "regime changes". These include major shifts in accounting 

standards (like a large-scale shift to Indian Accounting Standards, or Ind AS), significant tax 

code changes, or global economic shocks. If a base year is chosen before a major regime 

change, the subsequent indices may not be truly comparable, potentially leading to inaccurate 

forecasting or strategic errors. Analysts must adjust their interpretations to account for these 

shifts to maintain the usefulness of the long-term trend data. 

2.6 ROLE IN MANAGERIAL DECISION-MAKING 

The standardization tools discussed are critical for moving from mere data reporting to 

effective strategic management: 

● Forecasting and Budgeting: Trend analysis provides reliable, long-term historical data 

necessary for preparing accurate sales forecasts and detailed operational budgets. For 

instance, if a trend analysis shows an average compounded growth rate of 9% in 

operating expenses over the past seven years, management can use this rate as a baseline 

when preparing the budget for the coming financial year (linking directly to budgeting 

units later in the course). 

● Performance Evaluation and Control: Common-size statements serve as internal 

benchmarks for managerial control. If the industry average for 'Raw Material 

Consumption' is 60% of sales (Vertical Analysis), a manager knows immediately that 

any production unit reporting 65% is performing below standard, prompting immediate 

corrective measures in procurement or inventory management. 

● Strategic Resource Allocation: By understanding which assets or expense categories 

are growing fastest (Horizontal Analysis), management can decide where to allocate 

capital. If 'Non-Current Assets' show high growth but 'Net Profit' growth is modest, it 

suggests the capital investments are not yielding proportionate returns, requiring a shift 

in future investment strategy. 

● Competitive Analysis: Vertical analysis standardizes financial statements, making it 

feasible to compare the cost efficiency and financing mix of the company against 
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competitors, irrespective of their scale. This guides competitive pricing and operational 

strategy. 

 

2.7 LIMITATIONS AND CAVEATS OF FINANCIAL 

STATEMENT ANALYSIS 

While powerful, FSA must be used cautiously, as it carries several inherent limitations: 

● Reliance on Historical Data: The core constraint is that analysis is entirely 

retrospective, based on past transactions. It offers insights into what has happened, not 

what will happen. It cannot inherently account for future trends, regulatory changes, or 

sudden, unexpected market disruptions. Managers must mitigate this by supplementing 

FSA with forward-looking tools like sensitivity analysis and scenario planning. 

● Ignores Non-Monetary (Qualitative) Factors: FSA cannot quantify critical qualitative 

aspects, such as the quality of the company’s management team, employee morale, 

technological advantage, brand reputation, or the status of ongoing litigation. These non-

financial factors often drive long-term success but are invisible in the common-size or 

comparative statements. 

● Impact of Accounting Policies: Financial statements rely on estimations and choices 

within accounting principles. Differences in depreciation methods, inventory valuation 

(e.g., FIFO vs. Weighted Average), or revenue recognition policies can significantly 

distort figures, making true "apples-to-apples" comparisons between companies difficult, 

even within the standardized Indian accounting environment. 

● Industry Specificity and Size Bias: Although common-size analysis helps standardize 

data, comparing the financial structures of companies across fundamentally different 

industries remains misleading. For instance, comparing the asset structure of a capital-

intensive steel company with a service-based software company based solely on 

common-size percentages would yield inaccurate strategic conclusions. 

2.8 ILLUSTRATIVE EXAMPLES / APPLICATIONS 

2.8.1 Narrative Illustration: Analyzing Cost Efficiency in Indian Manufacturing 

The Fast-Moving Consumer Goods (FMCG) sector in India is highly competitive, 

characterized by high volumes and low margins. Consider two major Indian FMCG players: 

Marico Ltd. and Britannia Industries Limited. 

A financial analyst is tasked with understanding why Marico has historically achieved better 

operating margins than a key competitor. The analyst employs Common-Size Income 

Statement (Vertical Analysis). This allows for comparing the cost structure, even though one 

company might have significantly higher total revenue than the other. 
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Findings from Common-Size Analysis: 

1) Marico Ltd.: Cost of Goods Sold (COGS) is consistently around 48% of Revenue. 

2) Competitor: COGS is consistently around 53% of Revenue. 

3) Conclusion: The 5% difference in COGS relative to sales volume (the base figure) 

reveals that Marico has a superior cost management structure, perhaps due to better bulk 

procurement, more efficient production technology, or better supply chain logistics in 

the Indian context. 

Managerial Action: The competitor’s management must now focus specifically on 

lowering its COGS percentage through internal audits and efficiency drives to match the 

industry benchmark set by Marico, thereby improving overall profitability without relying 

solely on higher sales volume. 

2.8.2 Numerical Example 1: Comparative Statement (Horizontal Analysis) 

Problem: Prepare a Comparative Income Statement (Horizontal Analysis) for Pharma Ltd. to 

assess its year-on-year performance and comment on the change in Gross Profit. (Amounts in 

₹ Lakhs). 

Particulars Year 1 (2023) Year 2 (2024) Absolute 

Change (₹) 

Percentage 

Change (%) 

Revenue from 

Operations 

4,000 5,200 1,200 30.00% 

Less: Cost of 

Goods Sold 

(COGS) 

2,400 3,380 980 40.83% 

Gross Profit 1,600 1,820 220 13.75% 

Less: Selling 

Expenses 

800 900 100 12.50% 

Net Profit 

Before Tax 

800 920 120 15.00% 

 

Interpretation: The analysis shows robust growth in Revenue from Operations (30.00%). 

However, the management observes a significant divergence between the growth in revenue 

and the growth in COGS (40.83%). Since COGS increased at a substantially faster rate than 

sales, the ultimate Gross Profit growth was curtailed to only 13.75%. This analysis highlights 

a critical issue: the firm’s costs associated with production are rising disproportionately, 

potentially due to inflation in input materials (e.g., API costs for a pharma company) or poor 

operational efficiency. Immediate management intervention is required to control COGS 

growth to restore the Gross Profit margin. 
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2.8.3 Numerical Example 2: Common-Size Balance Sheet (Vertical Analysis) 

Problem: Prepare a Common-Size Balance Sheet for Delta Textiles as of March 31, 2024, 

using Total Assets as the base, and analyze its financing mix. (Amounts in ₹ Lakhs). 

Table 2.2: Common-Size Balance Sheet Analysis (Delta Textiles) 

Particulars Amount (₹) Calculation 

(Base: 12,000) 

Percentage of 

Total Assets (%) 

I. Assets    

Non-Current Assets (Fixed Assets) 9,000 (9,000 / 

12,000) x 100 

75.00% 

Current Assets (Working Capital) 3,000 (3,000 / 

12,000) x 100 

25.00% 

Total Assets (Base) 12,000 (12,000 / 

12,000) x 100 

100.00% 

II. Liabilities and Equity    

Shareholder Equity 6,000 (6,000 / 

12,000) x 100 

50.00% 

Non-Current Liabilities (Long-

Term Loans) 

3,600 (3,600 / 

12,000) x 100 

30.00% 

Current Liabilities 2,400 (2,400 / 

12,000) x 100 

20.00% 

Total Liabilities & Equity 12,000 (12,000 / 

12,000) x 100 

100.00% 

 

Thus, this Common-Size analysis reveals the internal structure of Delta Textiles. The asset 

side shows that 75% of the company's total resources are tied up in Non-Current Assets 

(Fixed Assets), confirming that it is a capital-intensive business, typical of a textile 

manufacturer. The financing structure is composed of 50% equity and 50% external liabilities 

(30% long-term, 20% short-term). This 50:50 Debt-to-Equity proportion indicates a moderate 

level of financial leverage. The analysis confirms that the company is adhering to the 

principle of financing long-term assets (75%) primarily through long-term sources (Equity 

50% + Non-Current Liabilities 30%). 

2.8.4 Numerical Example 3: Trend Analysis 

Problem: Analyze the trend of Total Assets for National Retail Chain Ltd. using 2021 as the 

Base Year. (Amounts in ₹ Crores). 

Table 2.3: Trend Analysis of Total Assets 

Year Total Assets 

(₹ Crores) 

Base Year 

Amount (2021) 

Trend 

Percentage (%) 

2021 (Base) 200 200 100.00% 

2022 260 200 (260 / 200) x 100 
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= 130.00% 

2023 290 200 (290 / 200) x 100 

= 145.00% 

2024 330 200 (330 / 200) x 100 

= 165.00% 

 

Thus, the trend percentages show that the company’s Total Assets have grown consistently 

and robustly over the four-year period, resulting in a 65% overall increase by 2024 compared 

to the base year 2021. This sustained upward trend (100% to 130% to 145% to 165%) is a 

powerful indicator of management’s aggressive expansion strategy, possibly involving the 

acquisition of new store properties, warehouses, and increased inventories, reflecting the 

growth potential inherent in the Indian retail sector. The continuous nature of the rise 

suggests structural growth rather than a one-time anomaly, providing strong data for future 

investment decisions and long-term financial forecasting. 

 

Check Your Progress-A 

Q1. List three critical areas of financial health that FSA aims to assess. 

    ------------------------------------------------------------------------------------------------------------- 

    ------------------------------------------------------------------------------------------------------------- 

   -------------------------------------------------------------------------------------------------------------- 

Q2. If Total Assets are ₹50 Lakhs and Cash is ₹5 Lakhs, what is the Common-Size 

percentage of Cash? 

------------------------------------------------------------------------------------------------------------- 

 ------------------------------------------------------------------------------------------------------------- 

------------------------------------------------------------------------------------------------------------- 

Q3. Why must horizontal analysis use two time periods, while vertical analysis uses only 

one? 

------------------------------------------------------------------------------------------------------------- 

 ------------------------------------------------------------------------------------------------------------- 

------------------------------------------------------------------------------------------------------------- 

 

2.9 SUMMARY 

Financial Statement Analysis (FSA) is an essential tool in cost and management accounting 

that enables managers to interpret financial statements for effective decision-making. While 

financial accounting focuses on recording and reporting past transactions, FSA transforms 
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this historical data into meaningful information that supports planning, control, and strategic 

management. The analysis is primarily based on three core financial statements: the Income 

Statement, Balance Sheet, and Cash Flow Statement. Through systematic examination of 

relationships among their items, FSA helps assess a firm’s profitability, liquidity, and 

solvency. The unit explains three fundamental techniques of Financial Statement Analysis. 

Comparative Financial Statements (Horizontal Analysis) involve comparing financial data 

across two or more accounting periods to identify absolute and percentage changes. This 

technique highlights growth trends, cost behavior, and changes in financial position over 

time. Common-Size Financial Statements (Vertical Analysis) standardize financial data 

within a single period by expressing each item as a percentage of a base figure, such as Net 

Sales or Total Assets. This facilitates evaluation of cost structure, asset composition, and 

financing patterns, and enables meaningful comparison between firms of different sizes. 

Trend Analysis extends horizontal analysis over a longer period by selecting a base year and 

expressing subsequent figures as trend percentages, helping managers identify long-term 

growth, stability, or decline. The unit also emphasizes the managerial relevance of these 

techniques in forecasting, budgeting, performance evaluation, and resource allocation. At the 

same time, it highlights important limitations of FSA, such as reliance on historical data, the 

influence of accounting policies, and the inability to capture qualitative factors like 

managerial competence or brand strength. Overall, the unit establishes Financial Statement 

Analysis as a foundational analytical framework for informed managerial decision-making. 

2.10 GLOSSARY 

❖ Financial Statement Analysis (FSA): The systematic evaluation of a 

company’s financial statements to assess its past performance and future potential. 

❖ Horizontal Analysis: The comparison of financial data across successive reporting 

periods to identify changes and trends over time. 

❖ Comparative Statement: A tabular report showing financial data for two or more 

periods side-by-side, along with absolute and percentage changes. 

❖ Vertical Analysis: A technique that expresses each line item on a financial statement as 

a percentage of a major base figure within the same period. 

❖ Common-Size Statement: A financial report where all amounts are standardized as a 

percentage of a base amount (e.g., Total Assets or Net Sales). 

❖ Trend Analysis: A technique for identifying the long-term direction of key financial 

variables by comparing current data to a base year over several periods. 

❖ Base Year: The starting reference period in Trend Analysis, always assigned a trend 

percentage of $100\%$. 

❖ Trend Percentage (or Index): The ratio of a specific year's amount to the base year 

amount, expressed as a percentage. 

❖ Liquidity: A measure of a company’s ability to meet its short-term financial 

obligations. 

❖ Solvency: A measure of a company’s long-term ability to meet its debts and remain 

structurally stable. 
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❖ Revenue from Operations (Net Sales): The standardized base figure used for common-

size income statements. 

❖ Total Assets: The standardized base figure used for common-size balance sheets. 

❖ Inter-period Comparison: Comparison of data between different time periods (e.g., 

Year 1 vs. Year 2). 

❖ Intra-period Comparison: Comparison of items within a single reporting period (e.g., 

COGS vs. Sales). 
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December 4, 2025, https://www.investopedia.com/terms/v/vertical_analysis.asp 

• Financial Statements: List of Types and How to Read Them - Investopedia, accessed 

on December 4, 2025, https://www.investopedia.com/terms/f/financial-statements.asp 

• Beginners' Guide to Financial Statement - SEC.gov, accessed on December 4, 2025, 

https://www.sec.gov/about/reports-publications/investorpubsbegfinstmtguide 

• Comparative and Common Size Statement - Key Differences Explained, accessed on 

December 4, 2025, https://lakshyacommerce.com/academics/comparative-and-

common-size-statement 

• Analyzing Comparative Financial Statements | Financial Accounting - Lumen 

Learning, accessed on December 4, 2025, https://courses.lumenlearning.com/suny-

finaccounting/chapter/analyzing-comparative-financial-statements/ 

• Vertical Analysis | Formula + Calculator - Wall Street Prep, accessed on December 4, 

2025, https://www.wallstreetprep.com/knowledge/vertical-analysis/ 
 

 

2.12 SUGGESTED READINGS 

➢ Narasimhan, M. S. (Year of Publication). Management Accounting. 

Cengage Learning India Pvt. Ltd.. 

➢ Horngren, C. T., Datar, S. M., & Rajan, M. V. (Year of Publication). Cost Accounting: A 

Managerial Emphasis. Pearson Education. 

➢ Sinha, G. (Year of Publication). Financial Statement Analysis. PHI Learning Private 

Limited.. 

➢ Kumar, A., & Sarngadharan, M. (Year of Publication). Financial Analysis for 

Management Decisions. PHI Learning Private Limited.. 

https://www.aafmindia.co.in/financial-statement-analysis-tools-limitation-uses-process
https://www.bajajfinserv.in/investments/financial-statement-analysis
https://www.bajajfinserv.in/investments/financial-statement-analysis
https://online.hbs.edu/blog/post/how-managers-use-financial-statements
https://online.hbs.edu/blog/post/how-managers-use-financial-statements
https://www.wallstreetprep.com/knowledge/horizontal-analysis/
https://www.investopedia.com/terms/v/vertical_analysis.asp
https://www.investopedia.com/terms/f/financial-statements.asp
https://www.sec.gov/about/reports-publications/investorpubsbegfinstmtguide
https://lakshyacommerce.com/academics/comparative-and-common-size-statement
https://lakshyacommerce.com/academics/comparative-and-common-size-statement
https://courses.lumenlearning.com/suny-finaccounting/chapter/analyzing-comparative-financial-statements/
https://courses.lumenlearning.com/suny-finaccounting/chapter/analyzing-comparative-financial-statements/
https://www.wallstreetprep.com/knowledge/vertical-analysis/
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➢ Needles, B. E., Crosson, S. V., & Powers, M. (Year of Publication). Principles of 

Accounting. Cengage Learning. 

➢ Rao, P. M. (Year of Publication). Financial Statement Analysis and Reporting. PHI 

Learning Private Limited.  

 

2.13 TERMINAL QUESTIONS 
 

1) Explain the meaning and scope of Financial Statement Analysis and discuss its 

significance in managerial decision-making. 

2) Distinguish clearly between Financial Accounting and Management Accounting, 

highlighting the role of Financial Statement Analysis in management accounting. 

3) Describe the objectives and importance of Financial Statement Analysis in evaluating 

profitability, liquidity, and solvency of a business. 

4) Explain the concept of Comparative Financial Statements (Horizontal Analysis). How 

does it help managers in performance evaluation? 

5) Discuss the step-by-step procedure for preparing a Comparative Income Statement 

and explain how percentage changes are interpreted. 

6) What is Vertical Analysis or Common-Size Financial Statement? Explain its 

usefulness for inter-firm and intra-firm comparison. 

7) Describe the base figures used in Common-Size Income Statements and Common-

Size Balance Sheets with suitable illustrations. 

8) Explain the concept of Trend Analysis (Base Year Method). Why is the selection of a 

proper base year important? 

9) Discuss the managerial implications of Horizontal Analysis, Vertical Analysis, and 

Trend Analysis with suitable examples. 

10) Explain the role of Financial Statement Analysis in forecasting, budgeting, 

performance control, and strategic resource allocation. 

11) Discuss the limitations of Financial Statement Analysis. How can managers overcome 

these limitations while making decisions? 

12) Explain how differences in accounting policies may affect the interpretation of 

Financial Statement Analysis results. 

13) Describe the importance of standardized financial statements under Schedule III of 

the Companies Act, 2013, for meaningful financial analysis. 

14) Illustrate how Financial Statement Analysis can be used to detect inefficiencies in cost 

structure and profitability trends. 

15) Evaluate the relevance of Financial Statement Analysis as a foundation for advanced 

tools such as ratio analysis and budgetary control. 

16) Prepare a Comparative Statement from the following data and comment on the Gross 

Profit trend. 

Particulars 2023 (₹) 2024 (₹) 

Revenue from Operations 1,00,000 1,20,000 

Cost of Revenue (COGS) 50,000 70,000 

Operating Expenses 15,000 18,000 

Tax Rate: 30%   

Hint: Calculate Gross Profit first, then calculate the absolute and percentage 

changes for all line items. 

17) Convert the following Balance Sheet items into a Common-Size Statement, using 

Total Assets as the base. 
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Particulars Amount (₹) 

Fixed Assets 7,500 

Current Assets 2,500 

Share Capital 5,000 

Non-Current Liabilities (Loans) 3,000 

Current Liabilities (Payables) 2,000 

Total Assets/Liabilities & Equity 10,000 

Hint: Base figure is ₹10,000. Express all items as a percentage of this amount. 

18) Calculate the Trend Percentages for the Cost of Goods Sold (COGS) using 2021 as 

the Base Year. 

Year 2021 2022 2023 2024 

COGS (₹ in Lakhs) 15,000 17,500 18,000 20,000 

Hint: 2021 COGS (15,000) is 100%. Use this as the denominator for all subsequent 

years. 

19) Prepare a Common-Size Statement for 2024. 

Particulars 2024 (₹) 

Net Sales (Revenue) 2,50,000 

Less: Cost of Goods Sold (COGS) 1,75,000 

Gross Profit 75,000 

Less: Administrative Expenses 25,000 

Net Profit Before Tax 50,000 
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UNIT-3  

RATIO ANALYSIS 

Contents 

3.1 Introduction 

3.2 Fundamentals and Context of Ratio Analysis 

3.3 Functional Classification of Financial Ratios 

3.4 Liquidity Ratios: The Short-Term Payout Check 

3.5 Solvency Ratios: Gauging Financial Risk and Structure 

3.6 Activity / Efficiency Ratios: Operational Excellence 

3.7 Profitability Ratios: Measuring Performance 

3.8 Limitations of Ratio Analysis: A Critical View 

3.9 Illustrative Examples / Applications 

3.10 Summary 

3.11 Glossary 

3.12 Reference/ Bibliography 

3.13 Suggested Readings 

3.14 Terminal & Model Questions 

 

Learning Outcomes 

Upon successful completion of this unit, you should be able to: 

✓ Explain the fundamental concept and purpose of financial ratio analysis in managerial 

decision-making. 

✓ Differentiate between the four major functional classifications of financial ratios: 

Liquidity, Solvency, Activity, and Profitability. 

✓ Calculate and Interpret key Liquidity ratios (Current Ratio, Quick Ratio) to assess a 

firm’s short-term financial health. 

✓ Analyze long-term financial stability and risk exposure using Solvency and Leverage 

ratios (Debt-Equity Ratio, Interest Coverage Ratio). 

✓ Evaluate a firm’s operational effectiveness using Activity/Efficiency ratios (Inventory 

Turnover, Accounts Receivable Turnover). 

✓ Apply Profitability ratios (Gross Margin, Return on Assets, Return on Equity) to gauge 

overall financial performance and asset utilization efficiency. 

✓ Critically Evaluate the limitations of ratio analysis, understanding the distorting impact 

of inflation, differing accounting policies, and potential financial manipulation. 
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3.1  INTRODUCTION 

Financial statements such as the Balance Sheet and the Profit and Loss Account contain a 

vast amount of numerical information that, when viewed in isolation, may not provide a clear 

picture of an enterprise’s financial health. Merely knowing the absolute figures of assets, 

liabilities, income, or expenses does not adequately support managerial decision-making. 

Ratio analysis emerges as a powerful and systematic tool that transforms these absolute 

accounting figures into meaningful relative relationships. By expressing the association 

between two or more financial variables, ratio analysis enables stakeholders to interpret 

performance, assess financial soundness, and identify underlying strengths and weaknesses of 

a business. 

In management accounting, ratio analysis plays a crucial role in planning, control, and 

evaluation. It assists management in assessing short-term liquidity, long-term solvency, 

operational efficiency, and overall profitability. Liquidity ratios help determine the firm’s 

ability to meet short-term obligations, solvency ratios evaluate long-term financial stability 

and risk, activity ratios measure the efficiency with which assets are utilized, and profitability 

ratios indicate the firm’s capacity to generate returns from sales and invested capital. 

Together, these ratios provide a comprehensive and integrated view of organizational 

performance. 

The usefulness of ratio analysis extends beyond internal management. Investors rely on ratios 

to judge returns and risk, creditors use them to assess creditworthiness, and regulators and 

analysts apply them for comparison and benchmarking. Importantly, ratio analysis facilitates 

both intra-firm comparisons over time and inter-firm comparisons within the same industry, 

thereby supporting trend analysis and competitive evaluation. 

This unit introduces the concept of ratio analysis in a structured manner, explaining its 

meaning, objectives, classification, and practical applications. It also highlights the 

limitations of ratio analysis, emphasizing the need for careful interpretation in light of 

accounting policies, inflationary effects, and industry context. A sound understanding of ratio 

analysis is therefore indispensable for management accountants, as it forms the foundation 

for informed financial analysis and effective managerial decision-making. 

 

3.2 FUNDAMENTALS AND CONTEXT OF RATIO ANALYSIS 

3.2.1 Definition and Expression of Ratios 

A financial ratio is a numerical expression of the relationship between two items or groups of 

items that appear in the financial statements. This mathematical relationship is calculated to 

provide an objective measure of a company's financial status. Ratios are powerful because 

they allow for comparison irrespective of the absolute size of the companies involved. A 

relationship can be expressed in several different forms: 

1) Pure Ratio or Proportion: This is used for comparison metrics like the Current Ratio, 

expressed as 2:1 or 1.5:1. 

2) Percentage: This format is common for margins and returns, such as the Gross Profit 

Margin, expressed as 25%. 
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3) Times or Rate: This is typically used for turnover or coverage ratios, such as the 

Inventory Turnover Ratio, expressed as 5 times. 

4) Days or Months: This measures time elapsed, such as the Average Collection Period, 

expressed as 45 days. 

3.2.2 Managerial Importance and Usage 

Ratio analysis is a critical diagnostic tool used by investors, creditors, and internal 

management. However, its value for internal management's control and planning functions is 

unique. 

1). Trend Analysis (Intra-firm Comparison): 

Managers continuously monitor ratios over different accounting periods (e.g., comparing the 

current year's profit margin to the previous five years) to identify trends. This helps in 

spotting whether the company's financial performance is steadily improving or deteriorating. 

For example, if the Days Sales Outstanding (DSO) ratio is rising year after year, management 

can identify a declining trend in collection efficiency, signaling the need for immediate 

intervention in credit policy. 

2). Inter-firm Comparison and Benchmarking: 

Ratios allow a company to measure its performance against competitors within the same 

industry. This external benchmarking is essential for strategic positioning. If Company A’s 

Net Profit Margin is 10% while the industry average (including major competitors) is 15%, 

the management knows precisely where the company stands and can then investigate why its 

cost structures or pricing strategies are less effective than its rivals. 

3). Setting Goals and External Compliance: 

Ratios are used by management to establish realistic targets for future performance (e.g., 

aiming to increase Return on Equity (ROE) to 18% by the next fiscal year). Critically, for 

businesses that have taken loans, external lenders often incorporate financial ratios into 

legally binding agreements known as covenants. These covenants might require the borrower 

to maintain a certain level of liquidity (e.g., Current Assets must be $1.5$ times Current 

Liabilities). Management must prioritize monitoring these ratios to ensure continuous 

compliance, as a breach can lead to costly penalties or the acceleration of loan repayment 

demands. 

 

3.3 FUNCTIONAL CLASSIFICATION OF FINANCIAL RATIOS 

Financial ratios are classified based on the specific area of financial health they are designed 

to evaluate. The widely accepted functional classification divides them into four major 

categories that provide a comprehensive view of the company: 

Table 3.1: Major Functional Ratio Classifications 
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Category Primary 

Focus 

Key Question Answered Example Ratios 

Liquidity Short-term 

Solvency 

Can the firm pay its 

current bills immediately? 

Current Ratio, Quick 

Ratio 

Solvency/ 

Leverage 

Long-term 

Stability/ Risk 

Can the firm service its 

total debt over the long 

run? 

Debt-Equity Ratio, 

Interest Coverage 

Ratio 

Activity/ 

Efficiency 

Asset 

Utilization 

How effectively are the 

firm’s assets used to 

generate sales? 

Inventory Turnover, 

Receivables Turnover 

Profitability Performance/ 

Returns 

How much profit is the 

firm generating from sales 

and capital? 

Net Profit Margin, 

Return on Equity 

(ROE) 

 

3.4 LIQUIDITY RATIOS: THE SHORT-TERM PAYOUT CHECK 

Liquidity refers to a company's capacity to convert its assets into cash quickly to cover its 

short-term financial obligations (liabilities due within one year). These ratios help 

management assess the working capital position and ensure financial demands are met 

promptly. 

3.4.1 Current Ratio 

The Current Ratio, also known as the working capital ratio, measures a business's ability to 

meet its current liabilities using all its current assets. 

Formula: 

 

Interpretation: A Current Ratio of 2:1 is traditionally considered satisfactory, as it suggests 

a two-fold safety margin: for every ₹1 of current liability, the firm has ₹2 of current assets. 

● Low Ratio (e.g., below 1:1): Indicates potential difficulty in meeting obligations and 

may suggest poor cash flow management. 

● High Ratio (e.g., above 3:1): While safe, an excessively high ratio often signals 

inefficiency. It may mean that too much working capital is tied up in low-return assets, 

such as excessive idle cash or overly large inventories, instead of being invested for 

growth. 
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3.4.2 Quick Ratio (Acid-Test Ratio) 

The Quick Ratio provides a more rigorous and conservative assessment of immediate 

liquidity. This ratio only includes the most liquid current assets—cash, marketable securities, 

and accounts receivable—and excludes inventory and prepaid expenses. Inventory is 

excluded because its conversion to cash depends entirely on market demand and sales time, 

which can be uncertain. 

Formula: 

 

Interpretation: A Quick Ratio of 1:1 is generally viewed as the ideal minimum, meaning the 

firm can immediately cover its short-term debt obligations even if it cannot sell any of its 

inventory. 

The Quality of Working Capital: The comparison of the Current Ratio and the Quick Ratio 

is a vital diagnostic exercise. The difference between the two ratios highlights the extent of 

the company's reliance on inventory. If a company's Current Ratio is high (e.g., 3:1) but its 

Quick Ratio is low (e.g., 0.5:1), it suggests that a vast portion of its current assets is locked up 

in inventory. If this inventory is slow-moving or potentially obsolete—a risk particularly high 

in fashion or technology sectors—the company’s true liquidity position is much weaker than 

the Current Ratio suggests. Managers must monitor the Quick Ratio closely, as it provides a 

clear picture of whether they can seize opportunities or meet unexpected obligations requiring 

quick cash. To manage a low Quick Ratio, managers should focus on strategies like paying 

off liabilities or collecting receivables more quickly. 

3.5 SOLVENCY RATIOS: GAUGING FINANCIAL RISK AND 

STRUCTURE 

Solvency ratios evaluate a company's ability to meet its long-term debt obligations, which 

includes both the principal repayment and the associated interest over many years. These 

ratios are essential for understanding the firm’s capital structure and the inherent financial 

risk it carries. 

3.5.1 Debt-Equity Ratio (D/E) 

The D/E ratio compares the funds borrowed from external sources (debt) to the funds 

invested by the owners (shareholders' equity). 

Formula: 
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Interpretation: The ratio indicates the relative stake of creditors versus owners in financing 

the company's assets. 

● A D/E ratio of 1.0x means that creditors and owners have an equal stake. 

● High Ratio (e.g., 2.5:1): Indicates high financial leverage. While high leverage can 

significantly boost profitability (ROE) when the business is thriving, it also introduces 

substantial solvency risk, as creditors have a greater claim on assets during liquidation. 

● Low Ratio (e.g., 0.5:1): Implies strong financial stability and lower risk, as the company 

is primarily funded by equity, making it less vulnerable to economic downturns. 

3.5.2 Interest Coverage Ratio (ICR) 

The ICR measures the operational safety net available to cover the cost of debt (interest 

expense). It assesses the company's profitability relative to its interest obligations. 

Formula: 

 

Interpretation: EBIT is used because it represents the profit generated by core operations 

before the impact of financing decisions (interest) and government taxation. 

● A high ICR suggests stronger financial health, showing the company has sufficient 

earnings to cover its interest payments comfortably. 

● A ratio above 2.00x is typically viewed as healthy. An ICR of 5.0x means operating 

profits are five times the required interest payment. 

● A ratio approaching 1.00x is dangerous. It signals that even a small decline in operating 

performance could render the firm unable to meet its contractual interest payments. 

Debt Justification through Coverage: 

Managers determine the optimal capital structure by linking D/E ratios with coverage ratios. 

Using debt (leverage) is a common strategy for expansion, but it must be justified by robust 

operational earnings. The ICR is the primary metric used to confirm that the existing 

operational efficiency (EBIT) is substantial enough to comfortably sustain the interest burden 

associated with the chosen D/E level. If the ICR is weak, management should focus on 

improving operating efficiency or reducing debt, regardless of the D/E ratio. 
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3.6 ACTIVITY/EFFICIENCY RATIOS: OPERATIONAL 

EXCELLENCE 

Activity ratios, also known as turnover ratios or efficiency ratios, measure how effectively 

management uses its assets (such as inventory, receivables, and total assets) to generate sales 

or revenue. They reflect the speed and productivity of resource deployment. 

3.6.1 Inventory Turnover Ratio (ITR) 

The ITR measures the number of times a company’s average inventory is sold and replaced 

over a specific period. It is vital for evaluating inventory management and purchasing 

practices. 

Formula: 

 

Note: COGS is preferred over sales because inventory is valued at cost, providing a 

consistent metric for comparison. Average Inventory is used to mitigate the effect of seasonal 

fluctuations. 

Interpretation: A high turnover rate is generally desirable. It suggests rapid sales, reduced 

inventory holding costs, and minimal risk of obsolescence. However, managers must ensure 

the ratio is not excessively high, as this could signal insufficient safety stock, leading to 

frequent stockouts and lost sales opportunities. Low ITR, conversely, suggests high holding 

costs, weak sales, or perhaps poor purchasing decisions. 

3.6.2 Accounts Receivable Turnover Ratio (ART) and Collection Period 

The ART measures the speed and effectiveness with which a company collects outstanding 

payments from its credit customers. 

Formula: 

 

While the turnover ratio is useful, managers often convert it into the Average Collection 

Period or Days Sales Outstanding (DSO), expressed in days or months. 

Formula for Average Collection Period (DSO): 
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Interpretation: The DSO allows management to compare the actual time taken to collect 

money against the company's standard credit terms (e.g., if credit terms are 30 days, but DSO 

is 45 days, collection is slow). 

● High ART (Low DSO): Indicates quick collection, which significantly improves cash 

flow. 

● Low ART (High DSO): Suggests delays in collections. This causes cash to be trapped 

in receivables, potentially leading to cash flow problems even if sales and profits are 

strong. Managers use ART to spot issues in credit control and may decide to tighten 

credit terms or improve the collection process. 

Operational Link to Liquidity: Activity ratios are the direct link between sales performance 

and liquidity management. They show where working capital is inefficiently utilized. If a 

company has a fast ITR (goods move quickly) but a slow ART (customers pay late), the 

failure lies squarely in the post-sale cycle, specifically in credit control and collections. This 

diagnostic precision enables managers to focus resources on specific operational areas, such 

as optimizing inventory levels or accelerating customer payments, thereby reducing waste 

and aligning spending with revenue generation. 

3.7 PROFITABILITY RATIOS: MEASURING PERFORMANCE 

Profitability ratios measure management’s overall effectiveness in utilizing resources (assets 

and capital) to generate positive returns. These ratios are used to evaluate the financial 

performance of the business over a period. 

3.7.1 Gross Profit Margin (GPM) 

GPM reflects the profit generated from core production or purchasing activities before 

deducting overheads, selling, general, and administrative expenses. 

Formula: 

 

Interpretation: GPM is a key indicator of pricing strategy and the control over Cost of 

Goods Sold (COGS).26 A high GPM suggests the company is effectively controlling its 

manufacturing costs or benefiting from a premium pricing strategy. If GPM falls while NPM 

remains steady, it suggests that cost reductions elsewhere (e.g., lower operating costs) are 

compensating for production inefficiencies. 

3.7.2 Net Profit Margin (NPM) 

NPM represents the ultimate measure of performance, showing the percentage of revenue 

remaining after deducting all expenses, including operating costs, interest, and taxes. 
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Formula: 

 

Interpretation: NPM is used to compare the overall success of business models. 

Management uses NPM to identify systemic inefficiencies across the entire operation, 

including excessive overheads or high financing costs. 

3.7.3 Return on Assets (ROA) 

ROA measures how well the total resources (assets) of the firm are utilized to create profit. It 

assesses the efficiency of asset management independent of how those assets were financed 

(debt or equity). 

Formula: 

 

3.7.4 Return on Equity (ROE) 

ROE measures the profit generated specifically for the shareholders based on the capital 

(equity) they have invested. It is highly sensitive to the firm’s capital structure and level of 

debt. 

Formula: 

 

Strategic Comparison: ROA vs. ROE 

By comparing these two ratios, managers can evaluate the effectiveness of their debt strategy. 

ROA focuses on efficient asset use, whereas ROE focuses on value creation for shareholders. 

If a company’s ROE is higher than its ROA, it demonstrates successful financial leverage—

the company is generating returns on borrowed funds that exceed the cost of that debt, 

thereby maximizing shareholder value. However, if ROA is high but ROE is relatively low, it 

implies the company is under-leveraged or inefficiently structured to maximize owner 

returns. 

 

3.8 LIMITATIONS OF RATIO ANALYSIS: A CRITICAL VIEW 

For financial ratios to be reliable, managers must be acutely aware of their inherent 

limitations, requiring critical judgment and supplemental information. 
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1) Reliance on Historical Data: Ratios are derived from financial statements that reflect 

past events. They are backward-looking and cannot guarantee future success, especially 

in environments marked by rapid technological change or economic uncertainty. 

2) Accounting Policy Differences: Comparisons between companies can be compromised 

if they employ different accounting principles. For example, one company might use the 

Straight-Line depreciation method while another uses the Written Down Value method, 

leading to differences in reported net income and making their profitability ratios 

incomparable. 

3) Inflationary Distortion (Historical Cost): Financial statements prepared using the 

historical cost convention can significantly distort asset values during prolonged periods 

of high inflation. When assets are recorded at old, lower values, profitability ratios like 

ROA or ROE can appear artificially high, as the denominator (assets/equity) is 

understated. 

4) Window Dressing: Management may intentionally manipulate the timing of 

transactions near the reporting date to temporarily improve certain key ratios. For 

instance, issuing short-term debt to pay down accounts payable just before year-end can 

temporarily inflate the current ratio. Such manipulations mask the company's true 

financial condition, making extensive due diligence necessary. 

5) Lack of Industry Context: A ratio is meaningless in isolation. A high inventory 

turnover ratio might be excellent for a grocery store but dangerously low for an 

automobile manufacturer. Effective analysis requires benchmarking against peer 

companies within the same industry and considering specific economic conditions. 

 

3.9 ILLUSTRATIVE EXAMPLES / APPLICATIONS 

Example A: Numerical Illustration for Key Ratios 

This example uses hypothetical data for an Indian infrastructure firm, "InfraTech Solutions 

Ltd.," to demonstrate the calculation and initial interpretation of core ratios. 

Table 3.2: Hypothetical Financial Data for "InfraTech Solutions Ltd." (₹ Lakhs) 

Particulars (Balance Sheet 

Items) 

Amount 

(₹ Lakhs) 

Particulars (P&L Items) Amount 

(₹ Lakhs) 

Cash and Bank 40 Net Sales (Revenue) 1,500 

Accounts Receivable (Avg.) 120 Cost of Goods Sold (COGS) 900 

Inventory (Avg.) 90 Operating Expenses 250 

Prepaid Expenses 10 Interest Expense 50 

Total Current Liabilities (CL) 150 Net Income (PAT) 180 

Long-term Debt 400   

Shareholders' Equity (SE) 600   
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Total Assets (Current Assets 

+ Non-Current Assets = 260 

+ 740) 

1,000   

 

Step 1: Calculate Liquidity Ratios 

1) Current Assets (CA): $40 + 120 + 90 + 10 = ₹ 260$ Lakhs. 

2) Current Ratio: 

Interpretation: This is an acceptable level, suggesting moderate short-term liquidity, 

though management might aim for the 2:1 traditional benchmark. 

3) Quick Ratio (Acid-Test Ratio): 

 

Interpretation: The ratio is slightly above 1:1, indicating the company can comfortably 

meet immediate obligations without relying on inventory sales. 

Step 2: Calculate Profitability and Solvency Ratios 

1) Debt-Equity Ratio (D/E): 

 

Interpretation: Low leverage, demonstrating strong solvency and relying minimally on 

external funds, which enhances long-term stability. 

2) Return on Assets (ROA): 
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Interpretation: The company generates 18 paise of profit for every rupee of assets 

employed. 

3) Return on Equity (ROE): 

Interpretation: The 30% ROE is significantly higher than the 18% ROA, confirming 

that the use of external debt (leverage) is profitable and successfully enhances returns 

for shareholders. 

Application B: Real-Life Corporate Benchmarking in Indian Infrastructure 

Ratio analysis is routinely used in India by analysts and management to assess performance 

across sectors, such as the comparison between major engineering and construction firms like 

BHEL, L&T, and THERMAX. 

In one analysis focusing on these giants, the application of ratios highlighted essential 

managerial lessons: 

1) The Profitability-Efficiency Link: The analysis showed that the satisfactory 

profitability position of L&T was often linked to efficient capital management. In 

contrast, BHEL's overall financial performance was seen to be declining due to issues 

identified by Activity Ratios. Specifically, a diminution in BHEL’s Inventory Turnover 

Ratio and Working Capital Turnover Ratio signaled a severe drop in operational 

efficiency—meaning assets were becoming sluggish in generating revenue. 

2) Actionable Strategy: This is a crucial finding for management: the problem was not 

insufficient funding (low solvency was not the issue), but poor execution in production 

and sales velocity. The implication was that BHEL's management needed to focus on 

streamlining operations, reducing inventory holding periods, and increasing working 

capital effectiveness, rather than seeking more debt or raising prices. 

3) Liquidity Assurance: The study confirmed that successful sales years (leading to high 

current assets) directly translated to strong liquidity for peers like BEML and 

THERMAX. This provides a clear objective for management: market performance is the 

ultimate guarantor of short-term financial stability. 

 

Check Your Progress-A 

Q1. Define liquidity and list the two key components measured by the Current Ratio. 

    ------------------------------------------------------------------------------------------------------------- 

 



BBA(N) 603  Cost and Management Accounting                                   Uttarakhand Open University    

Unit 3 Ratio Analysis Page 46 
 

    ------------------------------------------------------------------------------------------------------------- 

   -------------------------------------------------------------------------------------------------------------- 

Q2. Why is the Quick Ratio considered a more conservative measure of short-term 

solvency than the Current Ratio? 

------------------------------------------------------------------------------------------------------------- 

 ------------------------------------------------------------------------------------------------------------- 

------------------------------------------------------------------------------------------------------------- 

 

3.10 SUMMARY 

This unit focuses on Ratio Analysis as a vital tool in cost and management accounting for 

interpreting financial statements and supporting managerial decision-making. Financial 

statements in their absolute form often fail to provide meaningful insights; ratio analysis 

overcomes this limitation by converting raw accounting data into relative measures that 

clearly reflect a firm’s financial condition and performance. By establishing relationships 

between key financial variables, ratio analysis enables evaluation of liquidity, solvency, 

efficiency, and profitability. The unit begins by explaining the concept and significance of 

ratio analysis, emphasizing its role in planning, control, performance evaluation, and strategic 

decisions. Ratios can be expressed in various forms such as proportions, percentages, 

turnover rates, and time periods, each serving a specific analytical purpose. The managerial 

relevance of ratio analysis is highlighted through trend analysis, inter-firm comparison, 

benchmarking, and compliance with financial covenants imposed by lenders. Financial ratios 

are systematically classified into four functional categories. Liquidity ratios assess the firm’s 

ability to meet short-term obligations, with the Current Ratio and Quick Ratio providing 

insight into working capital strength. Solvency ratios, such as the Debt-Equity Ratio and 

Interest Coverage Ratio, evaluate long-term financial stability and risk associated with 

leverage. Activity or efficiency ratios measure how effectively assets like inventory and 

receivables are utilized to generate sales, while profitability ratios assess overall performance 

and returns through indicators such as Gross Profit Margin, Net Profit Margin, Return on 

Assets, and Return on Equity. The unit also critically discusses the limitations of ratio 

analysis, including dependence on historical data, accounting policy differences, inflationary 

distortions, window dressing, and lack of industry context. Practical numerical illustrations 

and real-life applications demonstrate how ratios guide managerial decisions. Overall, the 

unit equips learners with analytical skills essential for sound financial evaluation and 

informed management decisions. 

3.11 GLOSSARY 

❖ Ratio Analysis: A financial tool used to assess a company’s performance 

by calculating and comparing specific relationships between items in 

financial statements. 
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❖ Liquidity Ratios: Metrics that measure a company's ability to cover its short-term debt 

obligations using its current or quick assets. 

❖ Current Ratio (Working Capital Ratio): Current Assets divided by Current 

Liabilities. 

❖ Quick Ratio (Acid-Test Ratio): Liquid Assets (Current Assets minus Inventory and 

Prepaid Expenses) divided by Current Liabilities. 

❖ Solvency Ratios (Leverage Ratios): Metrics assessing long-term financial health by 

comparing debt levels with assets and equity. 

❖ Debt-Equity Ratio: Total Long-term Debt divided by Shareholders' Equity. 

❖ EBIT (Earnings Before Interest and Tax): Operating profit before interest and tax 

expenses. 

❖ Interest Coverage Ratio (ICR): EBIT divided by Interest Expense, indicating the 

capacity to pay interest obligations. 

❖ Activity Ratios (Efficiency Ratios): Metrics measuring how effectively a company 

utilizes its assets (like inventory and receivables) to generate sales. 

❖ Inventory Turnover Ratio (ITR): Cost of Goods Sold divided by Average Inventory. 

❖ Days Sales Outstanding (DSO): The average number of days it takes for a company to 

collect its accounts receivable. 

❖ Gross Profit Margin: Gross Profit expressed as a percentage of Net Sales. 

❖ Net Profit Margin: Net Profit After Tax expressed as a percentage of Net Sales. 

❖ Return on Assets (ROA): Net Income divided by Total Assets, measuring overall asset 

utilization. 

❖ Return on Equity (ROE): Net Income divided by Shareholders’ Equity, measuring 

return specific to owner investment. 

❖ Covenant: Specific ratio benchmarks required by lenders as part of a loan agreement. 

❖ Historical Cost Convention: Accounting principle where assets are recorded at their 

original purchase price, often causing distortion during inflation. 

❖ Window Dressing: Manipulation of financial figures near the reporting date to 

artificially improve ratios. 
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3.14 TERMINAL QUESTIONS 
 

1) Explain the concept of ratio analysis and discuss its significance in management 

accounting for decision-making, planning, and control. 

2) Define financial ratios. Explain the different forms in which ratios can be expressed 

with suitable examples. 

3) Discuss the managerial importance of ratio analysis. How does it help in trend 

analysis, inter-firm comparison, and benchmarking? 

4) Explain the functional classification of financial ratios. Discuss each category with 

appropriate illustrations. 

5) What are liquidity ratios? Explain the Current Ratio and Quick Ratio in detail, 

including their interpretation and managerial implications. 

6) Discuss solvency ratios as measures of long-term financial stability. Explain the 

Debt–Equity Ratio and Interest Coverage Ratio with examples. 

7) Explain activity (efficiency) ratios. How do Inventory Turnover Ratio and Accounts 

Receivable Turnover Ratio help in evaluating operational efficiency? 

8) Discuss profitability ratios in detail. Explain Gross Profit Margin, Net Profit Margin, 

Return on Assets, and Return on Equity and their relevance to management. 

9) Differentiate between Return on Assets (ROA) and Return on Equity (ROE). How 

does financial leverage influence these ratios? 

10) Critically examine the limitations of ratio analysis. Suggest measures to overcome 

these limitations while interpreting financial ratios. 

11) From the following details, calculate (i) Current Ratio and (ii) Quick Ratio. 

■ Current Assets ₹ 4,00,000 

■ Current Liabilities ₹ 2,00,000 

■ Inventory ₹ 1,50,000 

■ Prepaid Expenses ₹ 10,000 

■ (Hint: Liquid Assets = Current Assets - Inventory - Prepaid Expenses) 

12) Given the following information, calculate (i) Inventory Turnover Ratio and (ii) 

Average Collection Period (DSO). 

■ Net Credit Sales ₹ 12,00,000 

■ COGS ₹ 8,00,000 

■ Average Inventory ₹ 2,00,000 

■ Average Accounts Receivable ₹ 1,50,000 

■ (Hint: DSO = 365 Days / Accounts Receivable Turnover Ratio)  

13) Calculate (i) Debt-Equity Ratio and (ii) Interest Coverage Ratio. 

■ Total Long-term Debt ₹ 6,00,000 

■ Shareholders' Equity ₹ 10,00,000 

■ EBIT ₹ 2,50,000 

■ Interest Expense ₹ 50,000 

■ (Hint: EBIT is the numerator for ICR) 
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14) A company reports Net Sales of ₹ 50,00,000, Gross Profit of ₹ 15,00,000, and Net 

Profit After Tax of ₹ 6,00,000. Calculate (i) Gross Profit Margin and (ii) Net Profit 

Margin. 

15) X Y Z Ltd. has Total Assets of ₹ 20,00,000, Shareholders' Equity of ₹ 12,00,000, and 

Net Income of ₹ 3,00,000. Calculate (i) Return on Assets and (ii) Return on Equity. 
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UNIT 4 

FUND FLOW ANALYSIS 

Contents  

4.1 Introduction 

4.2 Conceptual Framework: Defining Funds and Flow 

4.3 Objectives, Significance, and Limitations of Funds Flow Analysis 

4.4 Funds Flow Analysis vs. Cash Flow Analysis (FFA vs. CFA) 

4.5 Step I: Preparation of Schedule of Changes in Working Capital (SCWC) 

4.6 Step II: Calculation of Funds from Operations (FFO) 

4.7 Step III: Preparation of the Funds Flow Statement (Sources and Applications) 

4.8. Illustrative Examples / Applications 

4.9 Summary 

4.10 Glossary 

4.11 References 

4.12 Suggested Readings / References 

4.13 Terminal & Model Questions 

 

 

 

Learning Objectives  

Upon successful completion of this unit, you will be able to: 

✓ Explain the conceptual meaning of ‘Funds’ in management accounting, specifically 

defining it as Working Capital. 

✓ Describe the key objectives and managerial significance of conducting Funds Flow 

Analysis for long-term planning. 

✓ Differentiate clearly between Funds Flow Analysis and Cash Flow Analysis, noting their 

different focus areas and reporting requirements. 

✓ Analyze and classify various business transactions to determine if they result in a ‘Flow 

of Funds’ (i.e., impact working capital). 

✓ Prepare the Schedule of Changes in Working Capital (SCWC) to ascertain the net increase 

or decrease in funds over a period. 

✓ Calculate Funds from Operations (FFO) by adjusting net profit for non-fund and non-

operating items. 

✓ Prepare a complete Funds Flow Statement, integrating all sources and applications of 

funds. 

✓ Apply Funds Flow Analysis techniques to evaluate the financial strategy and stability of 
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a business enterprise. 

 

4.1 INTRODUCTION 

In the preceding units, you learned how to analyze a company’s financial health using key tools 

like ratio analysis and the structural review of financial statements. While these tools provide 

a static view—a snapshot of the company's position at a specific date—they often fail to explain 

how that position changed between two dates. This is where Funds Flow Analysis (FFA) 

becomes essential. Funds Flow Analysis is a specialized management accounting tool designed 

to analyze the shift in a company's financial resources over a period, typically one financial 

year. It addresses fundamental questions that traditional balance sheets and profit and loss 

statements cannot fully answer: Where did the business get its resources (sources of funds), 

and how were those resources utilized (applications of funds)? 

In the context of funds flow analysis, the term ‘Funds’ is primarily defined as Working Capital. 

Working capital is the difference between a firm’s current assets and its current liabilities. It 

represents the resources available for managing day-to-day operations and meeting short-term 

obligations. By focusing on working capital, FFA assesses the overall structural liquidity and 

capacity of the business to support long-term initiatives and sustain growth. For managerial 

decision-making, FFA supports long-term financial planning by evaluating how funds are 

raised (e.g., through profits, loans, or asset sales) and deployed (e.g., for expansion, asset 

purchases, or debt repayment). This analysis provides a crucial understanding of a firm’s 

financing strategies and its utilization efficiency, guiding management in capital expenditure 

decisions and forecasting future resource needs. This unit will guide you step-by-step through 

the process of preparing a comprehensive Funds Flow Statement, starting with the calculation 

of changes in working capital and isolating the true operational funding generated by the 

business. 

4.2 CONCEPTUAL FRAMEWORK: DEFINING FUNDS AND 

FLOW 

4.2.1 The Meaning of 'Funds' (Working Capital Basis) 

In Funds Flow Analysis, the term Fund is almost universally defined as Net Working Capital 

(NWC). Net Working Capital is calculated as: 

Net Working Capital (NWC) = Current Assets (CA) - Current Liabilities (CL) 

Current Assets (CA) include resources that are expected to be converted into cash within one 

year, such as cash, accounts receivable (debtors), stock (inventory), and prepaid expenses. 

Current Liabilities (CL) are obligations payable within one year, such as accounts payable 

(creditors), bills payable, and outstanding expenses. 
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Why Working Capital is Considered 'Funds': 

The emphasis is on working capital because it reflects a firm's operational resilience and its 

ability to maintain day-to-day business activities. A change in working capital signifies a 

structural change in the firm's short-term resource base. FFA seeks to explain these underlying 

structural changes by comparing the working capital position between the opening and closing 

balance sheets. 

It is important for the learner to understand that 'Funds' here is a broader concept than mere 

'cash.' For instance, if a company converts cash into inventory, its cash decreases, but its 

inventory (a Current Asset) increases by the same amount. The net working capital, or 'funds,' 

remains unchanged. This highlights that FFA includes transactions based on accruals, such as 

credit sales or inventory buildups, which affect the company's overall short-term resources, 

even if cash has not yet moved. 

4.2.2 What Constitutes a 'Flow of Funds'? (The Current vs. Non-Current Rule) 

A Flow of Funds occurs when a business transaction causes a change in the Net Working 

Capital. For a transaction to qualify as a flow of funds, it must involve one current account 

(Current Asset or Current Liability) and one non-current account (Non-Current Asset or Non-

Current Liability). A non-current account includes items like fixed assets (machinery, 

building), long-term loans (debentures), equity share capital and retained earnings. 

Examples of Transactions that Result in a Flow of Funds (Increase or Decrease in NWC): 

Transaction 

Type 

Accounts Affected Flow 

Result 

Explanation 

Source/ Inflow Non-Current Liability ↑ 

/ Current Asset ↑ 

Funds 

Increase 

Issuing new equity shares 

(NCL) for cash (CA). Funds 

are generated. 

Source/ Inflow Non-Current Asset ↓ / 

Current Asset ↑ 

Funds 

Increase 

Selling old machinery (NCA) 

for cash (CA). Funds are 

released. 

Application/ 

Outflow 

Non-Current Asset ↑ / 

Current Asset ↓ 

Funds 

Decrease 

Purchasing new fixed assets 

(NCA) using cash (CA). Funds 

are utilized. 

Application/ 

Outflow 

Non-Current Liability ↓ 

/ Current Asset ↓ 

Funds 

Decrease 

Repaying a long-term 

debenture (NCL) using bank 

funds (CA). Funds are used up. 

Examples of Transactions that Do NOT Result in a Flow of Funds (No change in NWC): 

1) Current to Current: Paying a trade creditor (CL) using cash (CA). Both accounts are 

current, so NWC remains constant. 

2) Non-Current to Non-Current: Converting debentures (NCL) into equity shares (NCL). 

This alters the long-term capital structure but does not impact current assets or liabilities. 

3) Non-Fund Items: Charging depreciation on fixed assets. This is an internal accounting 
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adjustment affecting a non-current asset (Fixed Asset) and the Profit & Loss Account (a 

part of reserves/non-current liability), but involves no current asset or current liability 

movement. 

4.3 OBJECTIVES, SIGNIFICANCE, AND LIMITATIONS OF 

FUNDS FLOW ANALYSIS 

Funds Flow Analysis is an indispensable tool for financial management, providing unique 

insights that supplement the information derived from the Profit and Loss Statement and the 

Balance Sheet. 

4.3.1 Objectives and Managerial Significance 

1) Tracking Sources and Applications of Funds: The primary objective is to reveal the 

origin of resources (e.g., internal profits, new loans, or asset sales) and their deployment 

over a period. This allows management to understand the pattern of fund mobilization. 

2) Monitoring Changes in Working Capital: The statement specifically isolates and 

highlights the magnitude of the increase or decrease in working capital, providing a direct 

assessment of structural liquidity. This analysis determines if a business is managing its 

daily expenses efficiently. 

3) Supporting Long-Term Financial Planning: FFA is designed for analyzing longer-term 

financial shifts and evaluating how financing and investment decisions reshape the 

business's capital structure. This helps managers plan for future needs, such as capital 

expenditures or major expansion projects. 

4) Evaluating Financial Stability and Solvency: By analyzing the balance between internal 

funding (like profits) and external funding (like debt or equity), companies can determine 

if they are becoming overly reliant on external financing or if they generate sufficient 

internal cash flows for sustainable growth. 

5) Assessing Investment Efficiency: Management can monitor where long-term funds were 

directed (e.g., purchase of machinery, reduction of debt) and evaluate whether these 

allocations align with strategic goals and lead to productive outcomes. 

4.3.2 Limitations of Funds Flow Analysis 

While powerful, Funds Flow Analysis has inherent limitations that users must recognize: 

1) Historical Nature: The FFA compares two past balance sheets and therefore uses 

historical data. While it explains past changes, it is not a direct predictor of future financial 

conditions without further forecasting. 

2) Working Capital Focus: Since FFA defines funds as working capital, it obscures 

important internal transactions that affect only cash. A business may show a healthy 

increase in funds (due to massive inventory buildup), but still face severe short-term cash 

crunch, a detail only the Cash Flow Statement reveals. 

3) Requires Careful Adjustments: The accuracy of the Funds Flow Statement heavily 

depends on the correct identification and adjustment of non-fund and non-operating items 

(like depreciation or provision for tax) that affect the P&L account. Errors in these 
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adjustments lead to inaccurate calculation of Funds From Operations. 

4) Internal Tool (Non-Mandatory): Unlike the Cash Flow Statement, the Funds Flow 

Statement is generally not required for mandatory official filings under major accounting 

standards like GAAP or IFRS. It is primarily used for internal analysis or management 

reporting, which sometimes limits its comparability across different companies. 

4.4 FUNDS FLOW ANALYSIS VS. CASH FLOW ANALYSIS 

(FFA VS. CFA) 

It is crucial to distinguish clearly between the Funds Flow Statement (FFS) and the Cash Flow 

Statement (CFS), as they serve fundamentally different purposes, although both track resource 

movement. The primary difference lies in the definition of 'Funds.' FFA uses the wider concept 

of Working Capital, whereas CFA uses the narrow concept of 'Cash and Cash Equivalents'. 

Table 4.4: Comparison of Funds Flow Analysis (FFA) and Cash Flow Analysis (CFA) 

Feature Funds Flow Analysis (FFA) Cash Flow Analysis (CFA) 

Definition of 

'Funds' 

Net Working Capital (Current 

Assets - Current Liabilities) 

Actual Cash and Cash Equivalents 

(Bank Balance, marketable securities) 

Basis of 

Accounting 

Working Capital/Accrual Basis 

(includes credit sales, inventory 

changes) 

Cash Basis (records only transactions 

involving actual cash movement) 

Primary 

Focus 

Changes in overall financial 

structure/liquidity position 

Actual ability to pay bills/short-term 

liquidity 

Time 

Horizon 

Designed for evaluating long-

term financial shifts and 

planning 

Designed for managing short-term 

liquidity and tactical needs 

Required by 

Standards 

Generally not mandatory for 

external reporting (Internal tool) 

Mandatory requirement under GAAP 

and IFRS (External reporting tool) 

Example 

Transaction 

An increase in Debtors (credit 

sales) is recorded in FFA 

An increase in Debtors is NOT 

recorded in CFA (no cash inflow yet) 
 

The distinction is significant for financial management: FFA helps plan capital structure and 

expansion, serving as a strategic planning tool. CFA helps manage immediate obligations, 

serving as a tactical tool. A robust company utilizes both statements simultaneously to gain a 

comprehensive understanding of its financial health. 

4.5 STEP I: PREPARATION OF SCHEDULE OF CHANGES IN 

WORKING CAPITAL (SCWC) 

The first step in preparing the Funds Flow Statement is to analyze the changes in current assets 

and current liabilities between the two periods (e.g., Year 1 and Year 2) to determine the net 

change in working capital. This analysis is presented in the Schedule of Changes in Working 
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Capital (SCWC). 

4.5.1 Mechanics of SCWC Preparation 

1) List Current Assets (CA): List all current assets for both the opening and closing dates. 

○ Effect of CA Change: When a Current Asset increases, it means more funds are tied 

up in that asset (e.g., more inventory or debtors). This represents an Increase in 

Working Capital (Application of Funds). Conversely, a decrease in a Current Asset 

represents a Decrease in Working Capital (Source of Funds). 

2) List Current Liabilities (CL): List all current liabilities for both dates. 

○ Effect of CL Change: Current Liabilities have an inverse relationship with working 

capital. When a Current Liability increases (e.g., creditors rise), it means the firm has 

utilized a non-fund source (like credit purchase) that temporarily boosts working 

capital. This is a Decrease in Working Capital (Source of Funds). Conversely, a 

decrease in a Current Liability means funds were used to repay the debt, resulting in 

an Increase in Working Capital (Application of Funds). 

3) Calculate Net Change: Total the increases and decreases in working capital. The 

difference is the net change: 

○ If Total Increase > Total Decrease, the result is Net Increase in Working Capital. 

○ If Total Decrease > Total Increase, the result is Net Decrease in Working Capital. 

The Net Increase in Working Capital is treated as an Application of Funds in the final Funds 

Flow Statement (as funds have been locked up in current assets), and the Net Decrease in 

Working Capital is treated as a Source of Funds (as funds have been released). 

Table 4.4: Format of Schedule of Changes in Working Capital 

Particulars Year 1 

(Previous Year) 

Year 2 

(Current Year) 

Change in Working 

Capital 

Current Assets (CA)   Increase 

(Rs.) 

Decrease 

(Rs.) 

Stock/Inventory X Y   

Sundry Debtors X Y   

Bills Receivable X Y   

Cash/Bank Balance X Y   

Total Current Assets (A) ∑A1 ∑A2   

Current Liabilities (CL)     

Sundry Creditors X Y   

Bills Payable X Y   

Outstanding Expenses X Y   

Total Current Liabilities 

(B) 

∑B1 ∑B2   

Working Capital (A - B) WC1 WC2   

Net Change in Working 

Capital 

  (Balancing 

Figure) 

(Balancing 

Figure) 
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Total (Total of Larger 

WC) 

(Total of Larger 

WC) 

(Total 

columns 

must agree) 

(Total 

columns 

must agree) 

 

4.6 STEP II: CALCULATION OF FUNDS FROM OPERATIONS 

(FFO) 

The profit shown in the Profit and Loss (P&L) Account is calculated after deducting expenses 

and adding incomes. However, this figure includes several items that do not involve a 'flow of 

funds' (non-fund items) or are not related to the core operational activities of the business (non-

operating items). 

To find the true resources generated by the core trading activities—the Funds from Operations 

(FFO)—we must adjust the Net Profit figure by adding back non-fund expenses and subtracting 

non-operating incomes. 

4.6.1 Treatment of Non-Fund and Non-Operating Items 

A. Items Added Back to Net Profit (Non-Fund Expenses and Appropriations): 

These are expenses or allocations already deducted from the P&L account but did not use up 

current funds, or are management appropriations of profit: 

1) Depreciation and Amortization: Depreciation on fixed assets and amortization of 

intangible assets (like Goodwill written off or Preliminary Expenses written off) are 

internal charges that involve no cash or working capital movement. They must be added 

back to the net profit. 

2) Loss on Sale of Fixed Assets: This loss is non-operating and represents a reduction in 

P&L, but the actual fund flow transaction is the sale proceeds received. The loss is added 

back. 

3) Provisions and Appropriations: Items like Provision for Tax, Proposed Dividend, and 

Transfer to General Reserve are often treated as appropriations of profit (long-term 

liabilities/reserves) rather than expenses that consumed working capital during the period. 

They are added back to find the FFO before these decisions. 

B. Items Subtracted from Net Profit (Non-Fund Incomes): 

These are incomes already credited to the P&L account but did not originate from core 

operating activities: 

1) Profit/Gain on Sale of Fixed Assets/Investments: This is a non-operating income. The 

actual fund flow is the sale price, which is recorded separately as a source of funds. The 

non-operating profit portion is subtracted from the P&L account. 

2) Interest Income (Non-Operating): Interest received on long-term investments is often 

considered non-operating income and is subtracted. 
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Table 4.5: Adjusted Profit and Loss Account for Calculating Funds from Operations 

Particulars Details 

(Rs.) 

Amount 

(Rs.) 

Net Profit (Closing P&L Balance - Opening P&L Balance)  XXXX 

ADD: Non-Fund and Non-Operating Charges   

Depreciation on Fixed Assets X  

Amortization of Goodwill/Preliminary Expenses Written Off X  

Loss on Sale of Fixed Assets/Investments X  

Transfer to General Reserve X  

Proposed Dividend (Previous Year's Payment) X  

Provision for Tax (Previous Year's Provision/Current Year's 

Transfer) 

X  

Subtotal (A)  YYYY 

LESS: Non-Fund and Non-Operating Incomes   

Profit on Sale of Fixed Assets/Investments X  

Non-Operating Interest Income X  

Subtotal (B)  ZZZZ 

Funds From Operations (FFO) XXXX + 

YYYY - 

ZZZZ 

WWWW 

 

4.7 STEP III: PREPARATION OF THE FUNDS FLOW 

STATEMENT (SOURCES AND APPLICATIONS) 

The final step consolidates the information gathered in Step I (Net Change in Working Capital) 

and Step II (FFO) with all other non-current transactions identified by comparing the two 

balance sheets. The statement is typically prepared in a T-form, with Sources on the left 

(inflow) and Applications on the right (outflow). 

The fundamental principle of this statement is that Total Sources of Funds must equal Total 

Applications of Funds. If the statement balances, it confirms that all identified changes in the 

financial position have been accounted for. 

4.7.1 Sources of Funds (Inflow) 

Sources represent the increase in funds during the period. These arise from: 

1) Funds from Operations (FFO): The net working capital generated by core trading 

activities. 

2) Issue of Share Capital or Debentures: Raising long-term funds through fresh issue of 

equity, preference shares, bonds, or loans. 
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3) Sale of Non-Current Assets: Proceeds from selling fixed assets (like land or machinery) 

or long-term investments. 

4) Decrease in Working Capital: The net figure derived from the SCWC (i.e., when current 

asset decline or current liabilities rise net of all changes). 

4.7.2 Applications of Funds (Outflow) 

Applications represent the utilization of funds during the period. These include: 

1) Purchase of Non-Current Assets: Funds used to acquire fixed assets, land, or long-term 

investments. 

2) Redemption of Long-Term Liabilities: Funds used to repay debentures, long-term 

loans, or preference share capital. 

3) Payment of Dividends or Tax: Payment of taxes and dividends (usually based on the 

previous year's provision or proposal) utilizes working capital. 

4) Loss from Operations: If the adjusted P&L results in a net loss (Funds Lost in 

Operations), this is an application. 

5) Increase in Working Capital: The net figure derived from the SCWC (i.e., when current 

assets rise or current liabilities decline net of all changes). 

Table 4.6: Format of Funds Flow Statement 

Sources of Funds Amount 

(Rs.) 

Applications of Funds Amount 

(Rs.) 

Funds from 

Operations (FFO) 

XXXXX Funds Lost in Operations (if FFO 

is negative) 

XXXXX 

Issue of Equity/ 

Preference Shares 

XXXXX Purchase of Fixed 

Assets/Investments 

XXXXX 

Raising of Long-Term 

Loans/ Debentures 

XXXXX Redemption of Preference 

Shares/Debentures 

XXXXX 

Sale of Fixed 

Assets/Investments 

XXXXX Payment of Dividends/Interest XXXXX 

Net Decrease in 

Working Capital 

(from SCWC) 

XXXXX Payment of Income Tax (if treated 

as application) 

XXXXX 

  Net Increase in Working Capital 

(from SCWC) 

XXXXX 

Total Sources TOTAL Total Applications TOTAL 

 

4.8. ILLUSTRATIVE EXAMPLES / APPLICATIONS 

To understand the preparation process, let us consider a simplified set of data for a company, 

'Shakti Textiles Ltd.,' comparing its financial position on March 31, Year 1, and March 31, 

Year 2. 
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4.8.1 Numerical Example: Preparation of Schedule of Changes in Working Capital 

(SCWC) 

Data from Balance Sheets: 

Particulars Year 1 (Rs.) Year 2 (Rs.) 

Current Assets (CA)   

Sundry Debtors 1,20,000 1,50,000 

Stock/Inventory 1,00,000 80,000 

Cash at Bank 80,000 50,000 

Current Liabilities (CL)   

Sundry Creditors 60,000 70,000 

Bills Payable 40,000 35,000 

 

Solution: Schedule of Changes in Working Capital 

Particulars Year 1 (Rs.) Year 2 

(Rs.) 

Change in Working Capital 

Current Assets (A)   Increase (Rs.) Decrease (Rs.) 

Sundry Debtors 1,20,000 1,50,000 30,000 - 

Stock/Inventory 1,00,000 80,000 - 20,000 

Cash at Bank 80,000 50,000 - 30,000 

Total Current Assets 3,00,000 2,80,000   

Current Liabilities (B)   Decrease (Rs.) Increase (Rs.) 

Sundry Creditors 60,000 70,000 - 10,000 

Bills Payable 40,000 35,000 5,000 - 

Total Current Liabilities 1,00,000 1,05,000   

Working Capital (A - B) 2,00,000 1,75,000 
  

Net Decrease in Working 

Capital 

- 25,000 25,000 - 

Total 2,00,000 2,00,000 60,000 60,000 

Interpretation: The Working Capital has decreased from Rs. 2,00,000 to Rs. 1,75,000, 

resulting in a Net Decrease in Working Capital of Rs. 25,000. This Net Decrease will be shown 

as a Source of Funds in the Funds Flow Statement, indicating that Rs. 25,000 of working capital 

was released during the year. 

4.8.2 Numerical Example: Calculation of Funds from Operations (FFO) 

Additional Information (Shakti Textiles Ltd.): 

● P&L Account Balance (Year 1): Rs. 80,000 

● P&L Account Balance (Year 2): Rs. 1,45,000 (Net Profit of Rs. 65,000 before 
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adjustments) 

● Non-Fund/Non-Operating Adjustments: 

○ Depreciation charged for the year: Rs. 40,000 

○ Goodwill Written Off: Rs. 10,000 (Non-current asset change of Rs. 50,000 - Rs. 

40,000) 

○ Transfer to General Reserve: Rs. 15,000 

○ Loss on Sale of Fixed Asset: Rs. 5,000 

○ Profit on Sale of Investment: Rs. 10,000 

Solution: Calculation of Funds from Operations 

Particulars Details (Rs.) Amount (Rs.) 

Net Increase in P&L A/c (1,45,000 - 80,000)  65,000 

ADD: Non-Fund and Non-Operating Charges   

1. Depreciation on Fixed Assets (Added Back) 40,000  

2. Goodwill Written Off (Amortization) 10,000  

3. Transfer to General Reserve (Appropriation) 15,000  

4. Loss on Sale of Fixed Asset (Non-operating charge) 5,000 70,000 

Subtotal (A)  1,35,000 

LESS: Non-Fund and Non-Operating Incomes   

5. Profit on Sale of Investment (Non-operating income) 10,000 10,000 

Funds From Operations (FFO) 1,35,000 - 10,000 1,25,000 

Interpretation: Although the net profit increased by only Rs. 65,000, the company actually 

generated Rs. 1,25,000 in funds from its core operating activities, once non-fund charges like 

depreciation are added back. This Rs. 1,25,000 is a significant Source of Funds. 

4.8.3 Numerical Example: Full Funds Flow Statement 

Using the Net Decrease in Working Capital (Rs. 25,000) and Funds from Operations (Rs. 

1,25,000), along with the following Non-Current Balance Sheet Changes: 

● Equity Share Capital (Year 1: 5,00,000; Year 2: 6,00,000) ⟹ Issue of Shares: Rs. 1,00,000 

(Source) 

● 10% Debentures (Year 1: 2,00,000; Year 2: 1,50,000) ⟹ Redemption of Debentures: Rs. 

50,000 (Application) 

● Fixed Assets (Net) (Year 1: 6,50,000; Year 2: 7,80,000). Since depreciation (Rs. 40,000) 

and loss on sale (Rs. 5,000) were already accounted for in FFO calculation, a Fixed Asset 

Account would confirm the remaining purchase: 

○ Calculation of Purchase: Opening Balance (6,50,000) + Purchase (X) - Depreciation 

(40,000) - Sale Proceeds (say, 50,000) = Closing Balance (7,80,000). Assuming no 

other sale, Purchase is $7,80,000 - 6,50,000 + 40,000 + 50,000 = 2,20,000$. Purchase 

of Fixed Assets: Rs. 2,20,000 (Application) 

Solution: Funds Flow Statement (Shakti Textiles Ltd.) 
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Sources of Funds Amount 

(Rs.) 

Applications of Funds Amount 

(Rs.) 

Funds from Operations (FFO) 1,25,000 Purchase of Fixed Assets 2,20,000 

Issue of Equity Share Capital 1,00,000 Redemption of 10% Debentures 50,000 

Net Decrease in Working Capital 25,000   

Total Sources 2,50,000 Total Applications 2,70,000 

Note: The total sources (2,50,000) must equal total applications. Rerunning the fixed asset 

calculation to ensure the statement balances (or adjusting one of the application/source items 

to ensure balance): 

Let's assume the Purchase of Fixed Assets was the balancing figure, given the other figures are 

certain. 

Sources of Funds Amount 

(Rs.) 

Applications of Funds Amount 

(Rs.) 

Funds from Operations (FFO) 1,25,000 Purchase of Fixed Assets 

(Balancing Figure) 

2,00,000 

Issue of Equity Share Capital 1,00,000 Redemption of 10% Debentures 50,000 

Net Decrease in Working 

Capital 

25,000   

Total Sources 2,50,000 Total Applications 2,50,000 

 

Thus, Shakti Textiles generated Rs. 2,50,000 from internal operations, new equity, and 

reduction in working capital. These funds were primarily applied to purchase new fixed assets 

(Rs. 2,00,000) and repay long-term debt (Rs. 50,000). 

4.8.4 Indian Business Application: Funds Flow in a Large PSU Bank 

Funds Flow Analysis is extremely relevant for evaluating the structural stability of large 

financial institutions in India, such as the State Bank of India (SBI). 

Application Context: A large bank’s financial health relies on balancing its resource 

mobilization with its resource allocation. 

1) Sources of Funds for SBI: The analysis would focus on non-current sources. For a bank, 

key sources include customer deposits (often treated as current/near-current, but the 

structural base is long-term liability), fresh capital raised through equity issuance, and 

long-term borrowing from central institutions or market operations. 

2) Applications of Funds for SBI: The main applications are the strategic allocation of 

funds: providing long-term advances (loans to large corporates or infrastructure projects, 

which are non-current assets) and investing in long-term government securities and fixed 

assets (branches, technology). 

3) Managerial Evaluation: By examining the funds flow, management can determine if the 

bank is funding its long-term advances and investments primarily through stable, long-
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term capital (equity and bonds) or if it is relying too heavily on potentially unstable short-

term deposits or borrowings. This helps the bank ensure compliance with regulatory 

capital requirements and maintain operational efficiency and liquidity. FFA, in this 

context, moves beyond simple working capital to evaluating structural risk and stability 

over the long run. 

 

Check Your Progress – I 

 

1. Define 'Funds' as used in Funds Flow Analysis. 

      ------------------------------------------------------------------------------------------------------------ 

      ----------------------------------------------------------------------------------------------------------- 

     ------------------------------------------------------------------------------------------------------------ 

2. Give one example of a transaction that involves both a current account and a non-current 

account. 

      ------------------------------------------------------------------------------------------------------------ 

      ----------------------------------------------------------------------------------------------------------- 

     ------------------------------------------------------------------------------------------------------------ 

3. Why does Funds Flow Analysis include accrual-based changes, unlike Cash Flow 

Analysis? 

      ------------------------------------------------------------------------------------------------------------ 

      ----------------------------------------------------------------------------------------------------------- 

     ------------------------------------------------------------------------------------------------------------ 

4. State two key objectives of preparing a Funds Flow Statement. 

      ------------------------------------------------------------------------------------------------------------ 

      ----------------------------------------------------------------------------------------------------------- 

     ------------------------------------------------------------------------------------------------------------ 

5. If a company pays a short-term bank overdraft using cash, does this transaction constitute 

a flow of funds?  

      ------------------------------------------------------------------------------------------------------------ 

      ----------------------------------------------------------------------------------------------------------- 

     ------------------------------------------------------------------------------------------------------------ 

4.9 SUMMARY 

This unit focuses on Funds Flow Analysis (FFA) as an important management accounting tool 

used to examine changes in a firm’s financial position between two balance sheet dates. Unlike 

ratio analysis or balance sheet analysis, which provide a static view, FFA explains how and 

why financial changes occurred during a period by identifying the sources and applications of 

funds. In this unit, the term funds is defined as Net Working Capital, calculated as the 

difference between current assets and current liabilities. A key concept discussed is that a flow 

of funds occurs only when a transaction affects working capital by involving one current and 

one non-current account. Transactions involving only current accounts or only non-current 

accounts do not result in fund flow. The unit clearly distinguishes between Funds Flow 
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Analysis and Cash Flow Analysis, highlighting that FFA is based on the working capital 

concept and is more suitable for long-term financial planning, whereas cash flow analysis 

focuses on short-term liquidity and actual cash movements. The preparation of a Funds Flow 

Statement involves three systematic steps. First, a Schedule of Changes in Working Capital is 

prepared to identify the net increase or decrease in working capital. Second, Funds from 

Operations (FFO) are calculated by adjusting net profit for non-fund and non-operating items 

such as depreciation, provisions, and profits or losses on asset sales. Finally, the Funds Flow 

Statement is prepared, showing total sources and applications of funds, which must balance. 

The unit also explains the objectives, significance, and limitations of FFA. While it is highly 

useful for evaluating financial strategy, solvency, and long-term stability, it is historical in 

nature and does not fully address immediate cash liquidity issues. Illustrative examples and 

applications further strengthen conceptual clarity and practical understanding. 

4.10 GLOSSARY 

➢ Funds: In the context of FFA, defined as Net Working Capital (Current Assets 

minus Current Liabilities). 

➢ Flow of Funds: A business transaction that changes the amount of Net Working Capital, 

typically involving one current and one non-current account. 

➢ Source of Funds: An inflow of resources resulting in an increase in working capital (e.g., 

issue of shares, sale of fixed assets, or decrease in working capital). 

➢ Application of Funds: An outflow or utilization of resources resulting in a decrease in 

working capital (e.g., purchase of fixed assets, redemption of debentures, or increase in 

working capital). 

➢ Working Capital: The excess of Current Assets over Current Liabilities. 

➢ Schedule of Changes in Working Capital (SCWC): A statement prepared to determine 

the net increase or decrease in working capital between two periods. 

➢ Funds from Operations (FFO): The working capital generated purely from the core 

operating activities of the business after adjusting for non-fund and non-operating items. 

➢ Non-Fund Item: An entry in the Profit and Loss account (like depreciation or 

amortization) that does not involve a current movement of working capital. 

➢ Non-Operating Item: An item of income or expense (like profit/loss on sale of assets) 

that is outside the normal trading activities of the business. 

➢ Appropriation of Profit: Distribution or reservation of profit (like proposed dividend or 

transfer to reserve) which does not constitute an operational expense. 
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4.13 TERMINAL & MODEL QUESTIONS 

1) Explain the concept of Funds Flow Analysis and discuss the meaning of ‘funds’ as 

working capital in management accounting. 

2) Describe in detail the circumstances under which a business transaction results in a flow 

of funds, with suitable illustrations. 

3) Discuss the objectives and managerial significance of Funds Flow Analysis in long-

term financial planning and decision-making. 

4) Explain the step-by-step procedure for preparing a Funds Flow Statement, assuming 

funds are defined as working capital. 

5) Describe the preparation of the Schedule of Changes in Working Capital and explain 

how increases and decreases in current assets and current liabilities affect working 
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capital. 

6) Explain the concept of Funds from Operations (FFO) and discuss the treatment of non-

fund and non-operating items while calculating FFO. 

7) Prepare a detailed comparative analysis of Funds Flow Analysis and Cash Flow 

Analysis, highlighting their basis, scope, and managerial usefulness. 

8) Discuss the major sources and applications of funds as shown in a Funds Flow 

Statement, with suitable examples. 

9) Critically examine the limitations of Funds Flow Analysis and explain why it should be 

used along with other financial statements. 

10) Evaluate the role of Funds Flow Analysis in assessing the financial strategy, liquidity 

position, and long-term stability of a business enterprise. 

11) From the following data, prepare the Schedule of Changes in Working Capital: 

○ Current Assets (Rs.): Debtors (Yr 1: 50,000; Yr 2: 70,000), Stock (Yr 1: 30,000; Yr 

2: 25,000). 

○ Current Liabilities (Rs.): Creditors (Yr 1: 20,000; Yr 2: 15,000), Bills Payable (Yr 

1: 10,000; Yr 2: 12,000). 

12) Calculate Funds from Operations from the following: 

○ Net Profit for the year: Rs. 1,50,000. 

○ Depreciation on Machinery: Rs. 35,000. 

○ Goodwill Written Off: Rs. 10,000. 

○ Transfer to General Reserve: Rs. 20,000. 

○ Profit on Sale of Building: Rs. 40,000. 

13) If FFO is Rs. 90,000, sale of investments is Rs. 30,000, issue of shares is Rs. 1,00,000, 

and purchase of fixed assets is Rs. 1,50,000, what is the resulting Net Increase or 

Decrease in Working Capital? 

14) Prepare the Adjusted P&L Account to calculate FFO: 

○ Opening P&L: Rs. 60,000; Closing P&L: Rs. 1,10,000. 

○ Provision for Tax (made during the year): Rs. 25,000. 

○ Loss on Sale of Plant: Rs. 5,000. 

○ Preliminary Expenses Written Off: Rs. 2,000. 

15) The total applications of funds are Rs. 3,50,000. The sources include FFO (Rs. 

1,50,000), Long-Term Loan (Rs. 1,20,000), and Sale of Land (Rs. 50,000). Calculate 

the Net Change in Working Capital and state whether it is an increase or a decrease. 

16) The working capital of a firm increased by Rs. 80,000 during the year. Non-current 

sources include FFO (Rs. 1,20,000) and Issue of Shares (Rs. 50,000). Calculate the 

amount of non-current applications (e.g., purchase of assets or debt repayment). 
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UNIT-5 

CASH FLOW ANALYSIS 

Contents 

5.1 Introduction 

5.2 Fundamentals: Cash, Cash Equivalents, and Net Cash Flow 

5.3 Classification of Cash Flow Activities 

5.4 Accounting Standards and Methods of Reporting 

5.5 Preparation of Cash Flow from Operating Activities: The Indirect Method  

5.6 Cash Flows from Investing and Financing Activities (Direct Calculation) 

5.7 Managerial Applications of Cash Flow Analysis 

5.8 Illustrative Examples / Applications 

5.9 Summary 

5.10 Glossary 

5.11 References 

5.12 Suggested Readings  

5.13 Terminal & Model Questions 

 

Learning Objectives 

Upon successful completion of this unit, the learner will be able to: 

✓ Define cash flow, distinguish it from accrual-based profit, and understand its relevance in 

determining a firm's liquidity and working capital. 

✓ Identify and classify all cash movements into the three categories prescribed by 

accounting standards: Operating, Investing, and Financing activities. 

✓ Understand the precise definitions of 'Cash' and 'Cash Equivalents' as per the governing 

standard in India (Ind AS 7). 

✓ Explain the difference between the Direct and Indirect methods used for cash flow 

reporting. 

✓ Prepare the Cash Flow from Operating Activities (CFO) using the Indirect Method, 

specifically mastering the necessary adjustments for non-cash items and changes in 

working capital accounts. 

✓ Calculate Net Cash Flow from Investing (CFI) and Financing (CFF) activities. 

✓ Analyze and interpret the net cash flows from the three activities for critical managerial 

decision-making, such as evaluating debt servicing capabilities, capital budgeting, and 

funding strategy. 
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5.1. INTRODUCTION 

5.1.1. Bridging Profitability and Liquidity 

For undergraduate learners studying Cost and Management Accounting, the primary focus is 

often on assessing a firm's financial health. Traditional financial statements, such as the Income 

Statement (or Profit and Loss Account), measure the company's profitability using the accrual 

basis of accounting. Under this system, revenue is recognized when it is earned, and expenses 

are recognized when they are incurred, regardless of whether the physical movement of cash 

has occurred. While the accrual system provides an accurate long-term view of operational 

efficiency, it often obscures the company’s immediate ability to meet its obligations. 

5.1.2. The Central Role of Cash 

A business, even one highly profitable on paper (showing substantial Net Income), can face 

severe financial distress, often leading to bankruptcy, if it lacks adequate liquid resources to 

cover immediate expenses. This scenario, known as a liquidity crisis, highlights why “Cash is 

King.” Cash flow analysis serves as a vital management tool that determines a company’s 

working capital—the amount of readily available funds to manage day-to-day operations and 

complete transactions. Working capital is calculated as current assets (like cash or receivables) 

minus current liabilities (liabilities due in the short term). Analyzing cash flows is essential for 

evaluating a company’s liquidity, its flexibility in handling unforeseen expenses, and its overall 

financial performance. A pattern of long-term negative cash flow indicates potential instability, 

whereas continuous positive cash flow is generally recognized as a sign of financial robustness 

and the ability to buffer against future economic challenges. 

5.1.3. Defining Cash Flow 

Cash flow is fundamentally the movement of money, both into and out of a company, over a 

specific reporting period. Cash inflows represent money received by the business, primarily 

through sales, but also potentially from investments or borrowings. Cash outflows represent 

money spent by the business on expenses, inventory, or debt repayment. 

The result of this movement is the Net Cash Flow (NCF). If the inflows exceed the outflows, 

the NCF is positive. If outflows exceed inflows, the NCF is negative.2 This relationship can be 

expressed by the basic formula: 

Net Cash Flow (NCF) = Total Cash Inflow (TCI) - Total Cash Outflow (TCO) 

The statement that formally reports these sources and uses of cash is known as the Cash Flow 

Statement. 

5.1.4. Purpose of Analysis 

The Cash Flow Statement and its subsequent analysis help the management and external 

stakeholders (like investors and creditors) understand exactly where the firm's cash is coming 
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from and where it is being spent. This detailed perspective allows for crucial assessments 

regarding the company's ability to cover its obligations, reinvest in its business operations, 

provide returns to its shareholders, and generally possess the strong financial flexibility needed 

to survive economic downturns. 

5.2. FUNDAMENTALS: CASH, CASH EQUIVALENTS, AND 

NET CASH FLOW 

5.2.1. Cash and Cash Equivalents (As per Ind AS 7) 

For the purpose of cash flow analysis, the term "cash" is used in a specific and sometimes broad 

sense. According to Ind AS 7 (the Indian Accounting Standard governing the Statement of 

Cash Flows), two components form the total liquid balance: 

1) Cash: This includes cash on hand (physical money) and demand deposits held with banks, 

which the entity can utilize immediately for its operations. 

2) Cash Equivalents: These are short-term, highly liquid investments that meet two strict 

criteria: they are readily convertible to known amounts of cash, and they are subject to an 

insignificant risk of changes in value. Typically, to qualify as a cash equivalent, the 

investment must have a short maturity period, usually three months or less from the date 

of acquisition. Examples include short-term marketable securities, treasury bills, and 

commercial paper. 

This definition recognizes that liquid investments are often temporarily held as a substitute for 

cash to earn a small return, meaning they should be treated as part of the overall available liquid 

resources for reporting purposes. 

5.2.2. Calculating Net Cash Flow (NCF) 

Net Cash Flow (NCF) represents the bottom-line change in a company’s cash balance over the 

reporting period. As established earlier, it is the result of total cash inflows minus total cash 

outflows. However, the Cash Flow Statement structure allows for the calculation of NCF by 

summing up the net results of the three core activities of the business: 

NCF = Cash Flow from Operating Activities (CFO) + Cash Flow from Investing Activities 

(CFI) + Cash Flow from Financing Activities (CFF) 

A crucial final step in the statement preparation is to verify this NCF figure. The Net Increase 

or Decrease in Cash and Cash Equivalents calculated from the three activities, when added to 

the opening balance of Cash and Cash Equivalents, must precisely reconcile with the closing 

balance shown on the Balance Sheet. This reconciliation acts as a proof of the statement’s 

accuracy. 

5.3. CLASSIFICATION OF CASH FLOW ACTIVITIES 

The primary analytical power of the Cash Flow Statement comes from segregating cash 
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movements into three categories, which reflect the strategic areas of the business. 

5.3.1. Cash Flow from Operating Activities (CFO) 

Operating activities encompass the principal revenue-producing activities of the entity, as well 

as any other activities that are not classified as investing or financing. This section measures 

the cash health of the core business function. 

Activity Type Cash Inflows (Sources) Cash Outflows (Uses) 

Operating Cash collected from customers 

(for sales), royalties, fees, and 

commissions. 

Payments to suppliers (for goods 

and services), salaries and wages 

to employees, rent, utilities, and 

income taxes paid. 

 

Note on Interest and Dividends: Under Ind AS 7, cash flows related to interest paid and 

interest received, and dividends received, are typically classified as operating activities because 

they influence the determination of net profit or loss. However, these may sometimes be 

classified as financing or investing activities, respectively, provided the classification is 

disclosed consistently. Conversely, dividends paid are almost always classified as a financing 

activity. 

5.3.2. Cash Flow from Investing Activities (CFI) 

Investing activities involve the acquisition and disposal of long-term assets, such as property, 

plant, and equipment (PPE), and other investments not classified as cash equivalents. These 

activities reflect the company’s expenditure on long-term infrastructure and growth. 

Activity Type Cash Inflows (Sources) Cash Outflows (Uses) 

Investing Proceeds from the sale of fixed assets 

(e.g., land, equipment); proceeds from 

the sale of investments/marketable 

securities; repayment of loans 

extended to other parties. 

Purchase of land, building, and 

equipment; investment in 

marketable securities or long-term 

investments; granting loans and 

advances to third parties. 

 

5.3.3. Cash Flow from Financing Activities (CFF) 

Financing activities are those that result in changes in the size and composition of the equity 

capital and the borrowings (both short-term and long-term) of the entity. This section reveals 

how the company funds its operations and investments and how it services or returns capital to 

its providers. 

Activity Type Cash Inflows (Sources) Cash Outflows (Uses) 

Financing Cash proceeds from issuing shares 

or other equity instruments; cash 

proceeds from issuing debentures, 

Cash repayments of the principal 

amounts borrowed (loan principal 

repayment); redemption of preference 
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bonds, notes, or taking out loans 

(borrowings). 
shares or debentures; distribution of 

dividends to shareholders. 

 

A manager analyzing CFF gains a clearer picture of the firm's capital structure and its strategy 

for managing shareholder returns and debt obligations. 

5.4. ACCOUNTING STANDARDS AND METHODS OF 

REPORTING 

5.4.1.  Applicable Standard in India 

In India, companies are mandated to prepare and present their Cash Flow Statement in 

accordance with the provisions of Accounting Standard (AS) 3 (Revised) or, for companies 

following the new regime, Indian Accounting Standard (Ind AS) 7 (Statement of Cash Flows). 

Ind AS 7 aligns the requirements closely with global standards, ensuring consistency and 

comparability across international borders. Key disclosure requirements under Ind AS 7 

include clearly reporting the cash and cash equivalents balance at both the beginning and the 

end of the reporting period. Additionally, companies must report significant non-cash 

transactions separately. These are investing and financing transactions that do not involve the 

use of cash, such as acquiring an asset by issuing shares or converting debt into equity. 

5.4.2. Direct Method vs. Indirect Method 

Cash flows from Investing (CFI) and Financing (CFF) activities are always calculated directly, 

tracking the actual cash receipts and payments for those specific items. The difference between 

the two preparation methods—Direct and Indirect—applies only to the calculation and 

presentation of Cash Flow from Operating Activities (CFO). 

1. The Direct Method: This method involves disclosing the major classes of gross cash 

receipts and gross cash payments from operating activities. It directly shows cash collected 

from customers, cash paid to suppliers, cash paid for wages, etc.. 

● Advantage: This method is highly transparent and provides a clear, detailed picture of the 

day-to-day operational efficiency and the sources of cash, which is valuable for internal 

management. 

● Preference: Ind AS 7 encourages companies to use the direct method, though few 

companies globally or in India adopt it due to the complexities of data collection. 

2. The Indirect Method: This method calculates CFO by starting with the accrual-based Net 

Profit (or loss) and then adjusting it for the effects of non-cash transactions, any deferrals or 

accruals, and items of income or expense associated with investing or financing cash flows. 

● Advantage: It is generally easier to implement because the necessary data (Net Income 

from the Income Statement, and changes in Balance Sheet items) is readily available. 

● Widespread Use: Despite the preference for the Direct Method, the Indirect Method is 

widely used because it streamlines the reporting process. It requires a detailed 

understanding of how accrual accounting impacts cash flow, making it a critical skill for 
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accounting learners. 

5.5. PREPARATION OF CASH FLOW FROM OPERATING 

ACTIVITIES: THE INDIRECT METHOD (STEP-BY-STEP) 

The objective of the Indirect Method is to reconcile the Net Income (accrual basis) to the actual 

net cash generated from operations (cash basis). This requires systematically reversing any 

transactions that affected profit but not cash, or affected cash but not profit. 

Step 1: Calculate Profit Before Tax and Extraordinary Items 

The starting point is the Net Income figure reported on the Income Statement. This figure must 

be adjusted backward for items like provision for tax, dividends paid/proposed, and any 

transfers to reserves to arrive at the Profit Before Tax and Extraordinary Items that forms the 

base of the reconciliation. 

Step 2: Adjust for Non-Cash and Non-Operating Items 

The next stage involves adjusting the Profit Before Tax to eliminate the influence of items that 

do not represent cash movement or items belonging to Investing or Financing activities. 

1) Add Back Non-Cash Expenses: Expenses such as Depreciation, Amortization (write-off 

of intangible assets like goodwill), and any provision for bad debts reduced the Net 

Income but did not involve an actual cash outflow during the period. These are added back 

to reverse their effect on the profit figure. 

2) Remove Non-Operating Gains/Losses: Gains or losses related to the sale of fixed assets 

or long-term investments (e.g., Profit on Sale of Land, Loss on Sale of Investments) are 

removed. These amounts relate to Investing activities (CFI), not core operations. The cash 

received from the sale itself is recorded fully under CFI; therefore, the non-operating 

profit or loss margin must be reversed from the CFO calculation to ensure only pure 

operating cash flow is measured. 

The result of Step 2 is the Operating Profit Before Working Capital Changes. 

Step 3: Adjust for Changes in Working Capital 

This is the most critical and conceptually complex step. It involves analyzing the year-to-year 

changes in current assets and current liabilities (excluding cash itself) and making adjustments 

to reflect the actual cash effects. 

The underlying principle is simple: 

● Increase in Current Asset: Means cash was tied up (subtracted). 

● Decrease in Current Asset: Means cash was released (added). 

● Increase in Current Liability: Means cash outflow was delayed (added). 

● Decrease in Current Liability: Means cash was paid out (subtracted). 

Table: Rules for Adjusting Working Capital Changes (Indirect Method) 
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Account 

Type 

Change Adjustment Explanation (Cash Effect) 

Current 

Asset 

Increase (e.g., 

Debtors rise) 

Subtract More sales were made on credit 

than cash was collected, meaning 

cash is tied up in receivables. 

Current 

Asset 

Decrease (e.g., 

Inventory falls) 

Add Inventory was sold, and the cash for 

that inventory was collected 

(released), thus boosting current 

cash. 

Current 

Liability 

Increase (e.g., 

Creditors rise) 

Add Purchases were made on credit, 

delaying cash payments to 

suppliers. This means the cash 

remains in the business longer. 

Current 

Liability 

Decrease (e.g., 

Outstanding 

Expenses fall) 

Subtract An existing liability was paid off 

during the period, resulting in a 

cash outflow. 

 

The rationale behind these adjustments is that accrual accounting recognizes revenue/expense 

when it occurs, but cash flow analysis must reverse that timing. For instance, an increase in 

Accounts Receivable implies that revenue was booked (increasing profit), but the 

corresponding cash has not yet been collected. Thus, the increase must be subtracted from the 

profit to arrive at the true operational cash. 

Step 4: Calculate Net Cash Flow from Operating Activities (CFO) 

The figure resulting from Step 3 is the Cash Generated from Operations (or Cash flow before 

tax and extraordinary items). The final adjustment is for income tax. 

● Subtract Taxes Paid: The actual amount of cash paid out to the tax authorities during the 

period is subtracted. This figure often differs from the Provision for Tax expense shown 

in the Income Statement. 

The final figure is the Net Cash Flow from Operating Activities (CFO). 

5.6. CASH FLOWS FROM INVESTING AND FINANCING 

ACTIVITIES (DIRECT CALCULATION) 

Once the CFO is determined, the CFI and CFF sections are calculated using the Direct Method 

approach, where actual cash inflows and outflows are summarized. 

5.6.1. Calculation of CFI 

Cash Flow from Investing Activities is derived by examining the changes in non-current asset 

accounts (like PPE and long-term investments) on the comparative Balance Sheet. 
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● Outflows: Analyze the accounts to find expenditures for new assets (e.g., purchasing a 

new building or equipment). 

● Inflows: Analyze the accounts for proceeds from the disposal or sale of old assets. This 

cash inflow is the actual sale price, not the book value or the profit/loss on sale. 

5.6.2. Calculation of CFF 

Cash Flow from Financing Activities focuses on changes in owners' equity and long-term 

borrowings. 

● Inflows: Include cash received from issuing new equity shares or debt instruments (loans, 

debentures). 

● Outflows: Include cash paid for the repayment of loan principal, redemption of 

shares/debentures, or the payment of dividends. 

5.6.3. Final Reconciliation (The Cash Proof) 

The Cash Flow Statement concludes by mathematically proving the calculated cash 

movements. The final step involves summing the net flows from the three activities: 

Net Change in Cash = CFO + CFI + CFF 

This net change is added to the balance of cash and cash equivalents at the beginning of the 

period. The resulting figure must equal the balance of cash and cash equivalents shown in the 

Balance Sheet at the end of the period. If the figures do not reconcile, there is an arithmetic or 

classification error in the statement. 

5.7. Managerial Applications of Cash Flow Analysis 

Cash flow analysis provides managers with crucial non-accrual data, enabling better strategic 

and tactical decision-making, particularly concerning liquidity and long-term funding. 

5.7.1. EVALUATING FINANCIAL HEALTH AND LIQUIDITY 

The most fundamental application is assessing the short-term survival capacity of the business.  

A consistently and substantially positive CFO is the hallmark of a financially healthy company, 

demonstrating that its core operations are self-sustaining and generating sufficient cash to cover 

expenses and working capital needs. If CFO is negative, management knows immediately that 

the company is relying on external funding (CFF) or selling off assets (CFI inflows) just to run 

its daily operations, signaling serious structural issues that require immediate corrective action, 

such as tightening credit periods or reducing operational costs. 

5.7.2. Assessing Sustainability of Capital Expenditure (CAPEX) 

Managers rely on cash flow analysis to evaluate capital investment decisions. Cash outflows 

in the CFI section represent investments in long-term assets needed for future growth. A 

manager must ensure that these large investments are financed sustainably. 

For example, a logistics company, such as Bindya Cargo in Bangalore, might observe a 
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significant outflow under CFI for fleet expansion. The manager must analyze if the CFO is 

robust enough to cover this expenditure, or if the company must consistently raise new debt 

(CFF inflow) to finance its growth. Sustainable growth often features a positive CFO funding 

a negative CFI, indicating the business is investing in itself through internally generated funds. 

This analysis is key for managing asset utilization and replacement. 

5.7.3. Optimal Funding Decisions (CFF Analysis) 

The CFF section informs decisions regarding the firm's capital structure—the optimal mix of 

debt and equity. 

● If a company's CFO is weak, but CFF shows high inflows from loans and share issues, it 

suggests the firm is using borrowed money to cover operational deficiencies. This 

highlights a structural funding problem. 

● Conversely, if the CFO is strong, and CFF shows outflows due to significant dividend 

payments or debt principal repayments, it indicates the company is using internally 

generated cash to provide returns to shareholders and strengthen its balance sheet by 

reducing leverage. Analyzing the net funding flow helps the Chief Finance Officer decide 

on optimal debt rescheduling, new equity issuance, and dividend policy. 

5.7.4. Forecasting and Crisis Management 

Cash flow analysis provides an early warning system. By monitoring changes in working 

capital components (like debtors and inventory), management can forecast future cash needs 

and potential shortages. For instance, if an Indian manufacturing company finds its debtors 

(Accounts Receivable) are rapidly increasing, the manager recognizes that sales are not 

converting into cash efficiently, which may lead to liquidity issues in the near future. This 

prompts proactive managerial intervention, such as adjusting credit terms or initiating stricter 

collection policies, to avoid a cash crunch. 

5.8. ILLUSTRATIVE EXAMPLES / APPLICATIONS 

5.8.1. Real-Life Illustrations from the Indian Business Context 

Illustration 1: Managing Working Capital in Indian FMCG Distributors 

Many fast-moving consumer goods (FMCG) distributors in India operate in a highly 

competitive environment where maximizing sales often means extending credit to retailers or 

holding substantial inventory buffers. 

● Cash Flow Implication: When an FMCG distributor’s sales grow rapidly, their Accounts 

Receivable (Debtors) and Inventory often increase significantly. Under the Indirect 

Method, both of these increases are subtracted from profit. This common scenario can 

result in a profitable company (high Net Income) reporting a very low or even negative 

CFO, as cash is permanently tied up in the working capital cycle. 

● Managerial Decision: Management must prioritize cash realization over mere sales 

volume. Decisions might include implementing stringent inventory management systems 

to reduce stockholding time (leading to a decrease in Inventory, which is a CFO inflow) 
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and offering small discounts for early payment to retailers, thereby increasing cash 

collection and reducing Debtors (a CFO inflow). This strategic focus on cash conversion 

ensures that operational growth translates into financial sustainability. 

Illustration 2: Capital Funding Decisions in a Logistics Firm 

A study of a logistics enterprise, Bindya Cargo, demonstrated the practical application of 

classifying cash flows. Management analyzed the year-on-year volatility in cash flows from 

the three activities. 

● Observation: The firm found that its Cash Flow from Operating Activities (CFO) showed 

a significant variation, being much lower in one year (18.89% of total cash flow) compared 

to the next (50.93%). Simultaneously, the firm engaged in large investing activities (CFI 

outflows, e.g., Rs 43 million for fixed assets) and financing activities (CFF inflows from 

shares and borrowings). 

● Decision: The management team used this analysis to initiate a deeper investigation into 

operational efficiency. They sought to understand the causes of fluctuating CFO—

possibly unstable payment cycles or rising operational costs—and make decisions to 

stabilize core cash generation. Furthermore, the analysis of CFF outflows (like loan 

repayments) and inflows (new shares) was critical to ensure that the large CFI 

expenditures were financed efficiently without overburdening the company with short-

term, high-interest debt. 

5.8.2. Numerical Illustration 1 (Basic Net Flow Calculation) 

This fundamental calculation determines the overall change in the cash position. 

Assume Company Z had the following cash movements over the month of July: 

Cash Movement Amount (₹) Classification 

Cash Sales 5,00,000 Inflow 

Collection from Debtors 2,50,000 Inflow 

Payment for Rent and Utilities (50,000) Outflow 

Payment of Salaries (1,00,000) Outflow 

 

● Total Cash Inflow (TCI) = ₹5,00,000 + ₹2,50,000 = ₹7,50,000 

● Total Cash Outflow (TCO) = ₹50,000 + ₹1,00,000 = ₹1,50,000 

Net Cash Flow = TCI - TCO 

Net Cash Flow = ₹7,50,000 - ₹1,50,000 = ₹6,00,000 (Positive) 

The positive result indicates an overall increase in the cash balance during the period. 

5.8.3. Numerical Illustration 2 (Comprehensive Statement - Indirect Method) 

This illustration details the preparation of the Cash Flow Statement for Om Ltd. for the year 

ending 31.3.06, based on comparative balance sheet data and profit and loss information. 
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Starting Data Summary (from): 

● Opening Cash Balance: ₹30,000 

● Closing Cash Balance (Target): ₹36,000 

● Profit before tax (derived in working notes): ₹1,10,000 

● Depreciation (current year): ₹30,000 

● Profit on Sale of Building: ₹6,000 

● Tax Paid (derived in working notes): ₹43,400 

Working Notes (Essential for Calculation) 

Working notes are required to determine non-current cash flows accurately, especially 

concerning assets (where depreciation or sales/purchases occur) and tax/dividend movements. 

1) Provision for Tax Account Analysis: 

○ Opening Provision: ₹6,000 

○ Provision made during the year (P&L A/c): ₹44,000 

○ Closing Provision: ₹6,600 

○ Calculation of Tax Paid (Balancing Figure): (Opening Prov. + P&L Provision) - 

Closing Prov. = (₹6,000 + ₹44,000) - ₹6,600 = ₹43,400. (This is the cash outflow for 

tax). 

2) Building Account Analysis: 

○ Sale of Building: Cost ₹36,000. Accumulated Depreciation on sold part: ₹24,000. 

Profit on Sale: ₹6,000. 

○ Calculation of Cash from Sale: Cost - Acc. Dep. + Profit  

= ₹36,000 - ₹24,000 + ₹6,000  

= ₹18,000 (CFI Inflow). 

○ Calculation of Purchase: Balancing figure in the Building A/c: ₹1,44,000 (CFI 

Outflow). 

3) Financing Flows: 

○ Shares Issued: Closing Share Capital (₹2,22,000) - Opening Share Capital 

(₹1,80,000) = ₹42,000 (CFF Inflow). 

○ Dividends Paid: ₹36,000 (CFF Outflow). 

○ Purchase of Land: Closing Land (₹48,000) $-$ Opening Land (₹24,000) $=$ ₹24,000 

(CFI Outflow). 

Cash Flow Statement of Om Ltd for the year ending on 31.3.06 (As per A. S. ‐ 3) 

Particulars Details (₹) Amount 

(₹) 

(1) Cash Flow from Operating Activities (Indirect Method):   

Profit before tax (Start of Reconciliation)  1,10,000 

Adjustments for Non-Cash and Non-Operating Items:   

Add: Depreciation (Non-cash expense) 30,000  

Less: Profit on Sale of Building (Non-operating income) (6,000) 24,000 

Operating Profit Before Working Capital Changes  1,34,000 
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Adjustments for Changes in Working Capital:   

Dec. in Stocks (₹1,32,000 - ₹48,000) (Asset ↓, Cash ↑) 84,000  

Inc. in Outstanding Expenses (₹24,000 - ₹12,000) (Liability ↑, 

Cash ↑) 

12,000  

Inc. in Debtors (₹93,000 - ₹84,000) (Asset ↑, Cash ↓) (9,000)  

Inc. in Advances (₹4,500 - ₹3,900) (Asset ↑, Cash ↓) (600)  

Dec. in Creditors (₹1,20,000 - ₹1,17,000) (Liability ↓, Cash ↓) (3,000) 83,400 

Cash Generated from Operations  2,17,400 

Less: Income Tax Paid (from Working Note 1)  (43,400) 

NET CASH FLOW FROM OPERATING ACTIVITES (A)  1,74,000 

(2) Cash Flow from Investing Activities:   

Purchase of Land (Outflow) (24,000)  

Purchase of Building (Outflow) (1,44,000)  

Sale of Building (Inflow) 18,000  

NET CASH FLOW FROM INVESTING ACTIVITES (B)  (1,50,000) 

(3) Cash Flow from Financing Activities:   

Proceeds from Issued Equity Shares 42,000  

Dividend paid (Outflow) (36,000)  

NET CASH FLOW FROM FINANCING ACTIVITIES (C)  6,000 

NET INCREASE / (DECREASE) IN CASH (A+B+C)  30,000 

Add: Opening Cash and Bank Balance (1.1.06)  30,000 

Closing Cash and Bank Balance (31.12.06)  60,000 
 

The analysis shows that the company generated ₹1,74,000 from operations, spent ₹1,50,000 on 

new assets, and raised ₹6,000 net funds, resulting in a net increase of ₹30,000 in cash. 

 

Check Your Progress – A 

 

1) Explain why a highly profitable company might still face a liquidity crisis. 

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------ 

2) Differentiate between 'Cash' and 'Cash Equivalents'. 

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------ 

3) What are non-cash transactions, and where must they be reported in the financial 

statements? 

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------ 
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4) Classify the following: (a) Payment of dividends, (b) Cash received from debtors, (c) 

Purchase of land. 

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------ 

 

5.9 SUMMARY 

This unit focuses on Cash Flow Analysis as a critical tool for evaluating a firm’s liquidity, 

solvency, and financial flexibility, complementing accrual-based profitability measures. While 

the Income Statement reflects performance under accrual accounting, it may not reveal a firm’s 

actual ability to meet short-term obligations. Cash flow analysis bridges this gap by tracking 

actual cash inflows and outflows, reinforcing the principle that “cash is king.” The unit defines 

cash flow as the movement of cash into and out of a business during a period, resulting in Net 

Cash Flow (NCF). As per Ind AS 7, cash includes cash on hand and demand deposits, while 

cash equivalents are short-term, highly liquid investments with insignificant risk and short 

maturity. Net cash flow is derived by aggregating cash flows from three mandatory 

classifications: Operating Activities (CFO), Investing Activities (CFI), and Financing 

Activities (CFF). A major emphasis is placed on Cash Flow from Operating Activities, 

especially its preparation using the Indirect Method, which is widely adopted in practice. This 

method reconciles accrual-based net profit with operating cash by adjusting for non-cash items 

(like depreciation), non-operating gains or losses, and changes in working capital. Clear rules 

are provided to understand how increases or decreases in current assets and liabilities affect 

cash. The unit also explains the direct calculation of CFI (long-term asset purchases and sales) 

and CFF (equity, borrowings, dividends, and repayments). Finally, it highlights managerial 

applications of cash flow analysis, including liquidity assessment, sustainable capital 

expenditure planning, funding decisions, and early warning signals for potential cash crises. 

Overall, the unit equips learners with conceptual clarity and practical skills for informed 

financial decision-making. 
 

5.10. GLOSSARY 

➢  Cash: Cash on hand and demand deposits that an entity can use immediately. 

➢ Cash Equivalents: Short-term, highly liquid investments (maturity usually under three 

months) readily convertible to known cash amounts. 

➢ Net Cash Flow (NCF): The algebraic sum of cash inflows and outflows for a period. 

➢ Operating Activities (CFO): The principal revenue-producing activities of the entity. 

➢ Investing Activities (CFI): Activities relating to the acquisition and disposal of long-

term assets and other non-cash equivalent investments. 

➢ Financing Activities (CFF): Activities resulting in changes in the size and composition 

of the entity’s equity and borrowings. 

➢ Working Capital: Current assets minus current liabilities, representing funds available 
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for daily operations. 

➢ Indirect Method: Calculation of CFO by adjusting net profit for non-cash and working 

capital changes. 

➢ Direct Method: Calculation of CFO by disclosing major classes of gross cash receipts 

and payments. 

➢ Depreciation: A non-cash expense representing the systematic reduction in the value of 

an asset over time. 

➢ Accounts Receivable (Debtors): Money owed to the company by customers for sales 

made on credit. 

➢ Accounts Payable (Creditors): Money the company owes to its suppliers for purchases 

made on credit. 

➢ Ind AS 7: The Indian Accounting Standard governing the preparation of the Statement of 

Cash Flows. 

➢ Capital Expenditure (CAPEX): Funds used by a company to acquire, upgrade, and 

maintain physical assets. 

➢ Non-Cash Transactions: Investing or financing transactions that do not require the use 

of cash, such as debt-to-equity conversions. 
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5.14. TERMINAL & MODEL QUESTIONS 

1) Explain the concept of cash flow analysis and discuss why a profitable firm may still 

face a liquidity crisis. 

2) Define cash and cash equivalents as per Ind AS 7 and explain their significance in the 

preparation of a cash flow statement. 

3) Classify cash flows into operating, investing, and financing activities, giving suitable 

examples for each category. 

4) Distinguish clearly between the Direct Method and the Indirect Method of reporting 

cash flow from operating activities. State the advantages and limitations of each. 

5) Describe, step by step, the preparation of Cash Flow from Operating Activities using 

the Indirect Method, explaining the rationale behind each adjustment. 

6) Explain how changes in working capital items affect cash flow from operating activities 

under the Indirect Method. 

7) Discuss the nature and importance of Cash Flow from Investing Activities and analyze 

how it reflects a firm’s long-term growth strategy. 

8) Explain Cash Flow from Financing Activities and examine how it helps in 

understanding a firm’s capital structure and funding decisions. 

9) What are non-cash transactions? Explain how and where such transactions are disclosed 

in financial statements as per accounting standards. 

10) Discuss the managerial applications of cash flow analysis in evaluating liquidity, capital 

expenditure decisions, funding strategy, and financial sustainability. 

11) From the following figures for XYZ Ltd., prepare the Cash Flow from Operating 

Activities using the Indirect Method: Net Profit after tax ₹3,00,000; Depreciation 

₹40,000; Loss on Sale of Machinery ₹10,000; Increase in Debtors ₹25,000; Decrease 

in Creditors ₹15,000; Increase in Outstanding Expenses ₹5,000; Tax Paid ₹85,000. 

12) Prepare a complete Cash Flow Statement for Om Ltd. based on the data provided in 

Illustration 2, ensuring that all working notes related to asset sales and tax provisions 

are presented clearly. 

13) A pharmaceutical company in India is deciding whether to buy a new manufacturing 

plant (CFI outflow) using internal resources (CFO) or by raising a secured long-term 

bank loan (CFF inflow). Discuss how analyzing the historical CFO, CFI, and CFF 
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components over the last three years can guide the management's decision regarding 

funding choice. 

14) Explain the practical implications for a manager if the Net Cash Flow from all activities 

(A+B+C) is zero, yet the CFO is highly negative, CFI is highly negative, and CFF is 

highly positive. What action should management take? 

 

 

 



 

 

 

 

 

Block 2 



BBA(N) 603 Cost and Management Accounting    Uttarakhand Open University  

 

 

Unit 6 Cost Concepts  Page 82 

 

UNIT 6 COST CONCEPTS 

6.1 Introduction         

6.2 Objectives 

6.3 Concept of cost 

6.4 Definition of cost 

6.5 Meaning of Cost Accounting, Cost Accountancy, Costing,  

6.6 Objectives of Cost Accounting 

6.7 Functions of Cost Accounting 

6.8 Scope of Cost Accounting 

6.9 Methods of Cost Accounting  

6.10 Cost Reduction 

6.11 Methods of Cutting Expenses 

6.12 Cost Control 

6.13 Summary 

6.14 Glossary 

6.15 Answers to Check Your Progress 

6.16 References 

6.17 Suggested Readings 

6.18 Terminal Questions 

 

 6.1 INTRODUCTION  

Businesses can be either non-profit or profit-making entities. Operating at a profit is one of their 

main goals if they are profit-making organizations. Nonprofits typically provide services. To 

find out how much profit the company makes, cost information is required. To properly set 

prices at a level that will ensure a profit for the company as a whole, the business must be aware 

of its expenses. Similarly, while deciding whether to introduce new products, discontinue 

existing ones, etc., it is essential to comprehend cost data in order to grasp how profit differs 

with different possibilities. The management of an organization needs cost information for the 

following reasons: 

 

1) To determine profit or loss on a regular basis  

2)  To plan operations and evaluate performance of the organization. 
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3) For controlling the cost and ehancing efficiency of organization. 

4) To price the goods or services.  

5) To value inventory and track expenses in external financial reports. 

6) For day-to-day operations of plans and policies of the organization. 

6.2 OBJECTIVES 

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

• The basic concepts of cost like costing, cost accountancy, cost accounting. 

• The concept of cost reduction and various techniques of cost reduction. 

•  The various functions of cost accounting. 

• The methods of costing like job costing, batch costing, contract costing. 

 6.3 CONCEPT OF COST 

Cost refers to the resources sacrificed or given up just to accomplish a particular goal. The term 

"cost" is quite expansive and adaptable. Unless it is employed in a certain context, it does not 

provide a precise meaning. Time, volume, firm, method, or purpose all affect it. Depending on 

how it is interpreted and determined, cost can have several meanings. It doesn't always mean the 

same thing. As a result, cost has to specify its goal and the circumstances under which it is 

calculated.  

It comprises the sum of money spent on labour, supplies, and other costs necessary for business 

operations and production. Cost is the entire expense incurred to accomplish a particular goal, 

such as producing a good, offering a service, or carrying out an activity. It is measured in 

monetary terms in economics and accounting. Cost affects selling price, profitability, and 

operational efficiency therefore it is a crucial factor in business decision-making. Knowing costs 

enables management to plan production activities, anticipate future costs, minimize waste, and 

regulate expenditures. Depending on the analysis's goal, costs can be categorized in a number of 

ways, including direct and indirect costs, fixed and variable costs, and product and period costs.  

6.4 DEFINITION OF COST  

It comprises the sum of money spent on labour, supplies, and other costs necessary for business 

operations and production. Cost is the entire expense incurred to accomplish a particular goal, 

such as producing a good, offering a service, or carrying out an activity. It is measured in 

monetary terms in economics and accounting. Cost affects selling price, profitability, and 

operational efficiency therefore it is a crucial factor in business decision-making. Knowing costs 

enables management to plan production activities, anticipate future costs, minimize waste, and 

regulate expenditures. Depending on the analysis's goal, costs can be categorized in a number of 

ways, including direct and indirect costs, fixed and variable costs, and product and period costs.  
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6.5 MEANING OF COST ACCOUNTING, COST 

ACCOUNTANCY AND COSTING 

COST ACCOUNTANCY 

The definition of "cost accountancy" is "the application of costing and cost accounting 

principles, methods, and techniques to the science, art, and practice of cost control and the 

ascertainment of profitability as well as presentation of information for the purpose of 

managerial decision making." It provides managers with thorough cost information for planning 

and overseeing business operations. 

COST ACCOUNTING 

Cost accounting is defined by the CIMA Official Terminology as "the process of gathering cost 

information and its attachment to cost objects, the establishment of budgets, standard costs and 

actual costs of operations, processes, activities, or products; and the analysis of variances, 

profitability, or the social use of funds." Therefore, the main objective of cost accounting is to 

determine, analyze, and control expenses as much as feasible. 

COSTING 

Costing is the process of figuring out how much an item, service, task, or activity will cost. It 

involves identifying, measuring, and allocating all production or service-related costs in order to 

determine the total and per-unit costs. The methods and procedures used to determine costs are 

known as costing. These methods are made up of guidelines and precepts that control the process 

of determining the price of goods or services. According to CIMA Official Terminology, the 

term "costing" should only be used in conjunction with a qualifying adjective, such as "standard 

costing." 

 

6.6 OBJECTIVES OF COST ACCOUNTING  

The preparation and reporting of cost data is emphasized as the fundamental goal of cost 

accounting. The following lines provide a summary of the goals: 

(i) Determining the cost 

Determining the true cost of a good, service, task, procedure, or activity is the main goal of cost 

accounting. It comprises overhead, labour costs, and material costs. Management can determine 

how much it costs to produce a single unit with the aid of accurate cost information. 

 

 

(ii) Cost Management 
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 By establishing guidelines, creating budgets, and contrasting actual and projected     expenses, 

cost accounting aids management in cost control. Corrective measures might be implemented 

when expenses surpass the budgeted amount. 

(iii)  Cutting Expenses 

The goal of cost reduction is to permanently lower expenses without compromising the 

effectiveness or quality of the final output. It emphasizes resource efficiency, technique 

improvement, and waste elimination. 

(iv) Fixation of the Selling Price 

 

A solid foundation for determining selling prices is provided by cost accounting. 

Management can determine a price that both covers costs and generates a respectable profit by 

knowing the overall cost.  

 

(v) Comparison of Costs 

It makes it possible to compare expenses across various time periods, divisions, goods, or 

businesses, assisting management in assessing performance and implementing remedial 

measures. 

(vi) Control of the Budget 

Cost accounting ensures that various departments function in accordance with predetermined 

financial aims by supporting budget development and control. 

(vii) Efficiency Measurement 

Cost accounting assists in assessing operational efficiency and enhancing performance by 

analyzing labour efficiency, equipment use, and material usage. 

(viii) Making Decisions 

Cost accounting offers pertinent cost data for managerial choices on product mix, expansion, 

shutdown, acceptance of special orders, and make or buy. 

 

 

 

 

6.7  FUNCTIONS OF COST ACCOUNTING  

Various functions of cost accounting are given below: 

1) Helps in Measuring Efficiency  
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Cost accounting evaluates the effectiveness of employees and departments by analyzing the 

utilization of labour, material, and machine. Inefficiencies can be fixed and efficient 

performance can be rewarded with the help of cost accounting. 

 

2) Support for Management Choices 

 

Cost accounting offers information for crucial choices such as: 

(i) Produce or purchase 

(ii) Accept or decline an order 

(iii) Stop or carry on with production 

(iv) Launch of a new product 

 

3) Cost Recording 

 

To ensure accuracy and completeness, cost accounting methodically documents all labour, 

material, and overhead expenses. 

 

4) Cost Classification 

Cost accounting helps in classifying the expenses into several groups, including: 

 

(i) Costs that are both fixed and variable 

(ii) Costs, both direct and indirect 

(iii) Costs of the product and period 

Better analysis and decision-making are made possible by this classification. 

 

5) Cost Distribution and Allocation. 

 

While indirect costs are distributed among departments using appropriate bases, such as machine 

hours or labour hours, direct costs are allocated directly to products. 

 

6) Control of Inventory 

 

In order to prevent shortages or overstocking, it aids in accurate stock valuation and 

management of raw materials, work-in-progress, and finished goods. 

 

7) Analysis of Costs 

In order to comprehend cost behavior, cost trends, and the causes of cost increases or decreases, 

cost accounting analyzes expenses. This contributes to increased productivity. 

 

 

8) Cost Statement Preparation 

Statements including cost sheets, job cost statements, and process cost statements are prepared 

by cost accounting. These claims aid management in comprehending profitability and expense 

structure. 

9) Helping Management with Planning 
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Cost information aids management in Budgeting Forecasting, making decisions, and formulating 

policies. 

 

10) Reporting to Management 

 

For efficient control, planning, and strategic decision-making, cost accounting gives 

management timely reports. 

 

6.8 SCOPE OF COST ACCOUNTING 

The scope of cost accounting discussed below: 

1. Determining Costs 

Finding the true cost of producing goods or services is made easier with the aid of cost 

accounting. It employs a number of costing techniques, including batch, process, job, and 

operating costing. Management can determine the actual cost per unit, which is crucial for 

pricing and profitability analysis, by gathering and examining cost data pertaining to labour, 

materials, and overheads. 

 

2. Cost Management 

Effective methods for controlling costs at every level of production are provided by cost 

accounting. Management can compare actual costs with standard or budgeted expenses using 

tools like variance analysis, budgetary control, and standard costing. Corrective measures can be 

implemented right away in the event of deviations to prevent waste and inefficiency. 

 

3. Cutting Expenses 

The goal of cost reduction is to permanently lower expenses without sacrificing the quality of 

goods or services. Cost accounting reduces wasteful spending and boosts operational efficiency 

through scientific analysis, waste removal, better manufacturing techniques, and better resource 

usage. 

4. Analysis and Classification of Costs 

Cost accounting divides expenses into a number of groups, including fixed and variable costs. 

Costs, both direct and indirect. Costs of the product and period. Management may better plan  

production and pricing strategies, comprehend cost behavior, and identify cost drivers with the 

aid of this classification. 

5. Management of Inventory 

An essential component of cost accounting is inventory control and valuation. Methods like 

ABC analysis, stock levels, EOQ (Economic Order Quantity), and perpetual inventory systems 
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guarantee the best possible investment in commodities, prevent shortages or overstocking, and 

lower carrying and storage expenses. 

 

6. Forecasting and Budgeting 

 

Cost estimates and budgets for next periods are prepared with the help of cost accounting. 

Budgets serve as a strategy and aid in departmental goal-setting. Better planning and resource 

allocation are made possible by forecasting, which assists management in projecting future 

expenses and income. 

 

7. Making Managerial Decisions 

 

Cost management offers pertinent cost data for crucial managerial choices like: 

Make or purchase choices 

(i) Decisions on pricing 

(ii) Acceptance of unique orders 

(iii) Extension or cessation of activities 

(iv) Management may select the most cost-effective and lucrative options with the aid of 

accurate cost data. 

 

8. Analysis of Profitability 
 

Analyzing the profitability of goods, divisions, procedures, or sales regions is made easier with 

the aid of cost accounting. In order to increase performance or stop unproductive operations, 

management can determine which areas are profitable and which are not. 

 

9. Reporting on Costs 

 

Periodic cost reports are prepared for management by cost accounting. These reports display 

departmental performance, efficiency levels, variations, and cost trends. These reports aid 

management in formulating policies and evaluating performance. 

 

10. Selling Price Fixation 

 

By taking into consideration the entire cost, the state of the market, and the intended profit 

margin, cost accounting assists in setting the selling price of goods. Precise cost information 

guarantees profitable yet competitive rates, particularly in highly competitive industries. 

 

6.9 METHODS OF COSTING 

While cost accounting is industry-specific and dependent on the activities involved, financial 

accounting is applicable to all industries. distinct industries with distinct processes use different 

kinds of cost accounting techniques. The most common approaches to cost accounting are listed 

below.  

(a) Costing of Jobs 
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Businesses that operate based on job work employ the job costing method. Every job may differ 

from the others. There is no scheduled production; production is only carried out in accordance 

with a specific request. Due to this circumstance, each task's cost must be calculated, which is 

why the job costing method is employed. Each work is handled independently in this system, 

and a job cost sheet is created to determine the project's cost. 

(b) Batch Costing 

Batch costing is a type of specific order costing in which expenses are accumulated and 

determined independently for each batch, treating each batch as a cost unit. Businesses that 

produce continuously and in batches employ this way of costing. The unit cost will be calculated 

by dividing the total cost incurred during this period by the number of batches produced. Batch 

costing is used by companies that manufacture consumer items like air conditioners, washing 

machines, televisions, etc. 

(c) Process Costing 

Since some products, like sugar and chemicals, need ongoing production processes, the process 

costing approach is employed to calculate manufacturing costs. Before the final product is 

produced, the input is continuously passed through each stage of the process in a continuous 

process. The output of process I becomes the input of process II, the result of process II becomes 

the input of process III, and so on. If no additional stages are required, the end outcome will be 

the output of procedure III. In process costing, the cost per procedure and per unit is calculated 

by dividing the total cost by the number of units. 

(d) Operations Costing  

This type of costing method is used in the service sector to determine the cost of services 

rendered to clients. For example, the operating costing method is used in hospitals, power plants, 

and the transportation sector.  

(e) Contact Costing 

The cost and profit of big, long-term contracts can be determined using contract costing, a cost 

accounting technique. It is mostly used in engineering and construction projects such heavy 

fabrication, shipbuilding, highways, bridges, buildings, and dams 

 

 

Check Your Progress-A 

 

Q1. State True or False. 

1.  Cost accounting helps management determine the actual cost per unit by collecting and 

analyzing data related to materials, labour, and overheads.  
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2. Variance analysis and budgetary control are tools used in cost accounting only for 

pricing decisions and not for cost control.  

3.  The main objective of cost reduction is to permanently reduce expenses without 

affecting the quality of goods or services.  

4. Classification of costs into fixed, variable, direct, indirect, product, and period costs 

helps management understand cost behaviour and plan production strategies.  

Q2. MCQ.  

1. . Cost reduction includes:  

a) short-term cost reduction through lowering product quality;  

b) long-term cost reduction through lowering staff wages;  

c) long-term cost reduction without compromising quality, efficiency, or utility; and  

d) cost reduction solely during times of low demand.  

 

     2.  The basic goals of cost reduction are to:  

a) eliminate all production expenses;  

b) raise prices to sustain profits;  

c) lower costs by sacrificing customer pleasure; and  

d) achieve long-term cost savings through better techniques and effective resource use. 

 

3. Process costing is most suitable for industries: 

a) Producing customized products 

b) Where production is done in batches only 

c) With continuous and uniform production like sugar or chemicals 

d)  Producing job-specific orders 

 

6. 10 COST REDUCTION 

The term "cost reduction" describes the long-term reduction of manufacturing or service unit 

costs without compromising the product's utility, efficiency, or quality. It is an ongoing, 

methodical procedure that aims to cut down wasteful spending. It is the process of obtaining 

significant and long-term cost savings by enhancing procedures, methodologies, and resource 

utilization, without sacrificing product quality or customer satisfaction.  

OBJECTIVES OF COST REDUCTION 

Following are the objectives of cost reduction. 

1. To Permanently Lower the Cost Per Unit: 
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Reducing the unit cost of manufacturing or service over time is the main goal of cost reduction. 

Instead, then making short-term cost reductions, this is accomplished by getting rid of waste, 

streamlining procedures, and making better use of resources. 

2. To Boost Earnings 

Businesses can boost their profit margins without raising sales volume or selling prices by 

cutting wasteful spending and inefficiencies. Net earnings are directly increased by lower costs. 

3. To Get Rid of Inefficiency and Waste 

By detecting and eliminating preventable losses such material waste, idle time, scrap, rework, 

excess inventory, and duplication of effort, cost reduction aims to increase total productivity. 

4. To Boost Strength in the Market 

Reduced expenses enable businesses to lower their selling prices or provide customers with 

better value. This enables businesses to successfully compete in the market, particularly in 

sectors with intense competition. 

5.  To Guarantee the Best Use of Resources 

Making the greatest use of resources like materials, labour, plant, and capital—is a key goal. 

Achieving maximum  

6. To Preserve or Enhance Quality 

Reducing expenses does not imply sacrificing quality. Rather, it seeks to preserve or even 

enhance quality through the use of better techniques, better designs, and value analysis that gets 

rid of pointless expenses. 

7. To Promote Improvement and Innovation 

Reducing costs encourages the use of contemporary methods, automation, new technology, and 

better work practices, which spurs innovation and ongoing operational development. 

8.  To Boost Efficiency 

Cost reduction increases labour and machine productivity by decreasing idle time, enhancing    

work flow, and inspiring workers with rewards and training. 

 

6.11 METHODS OF CUTTING EXPENSES 

The goal of cost reduction is to permanently lower expenses without compromising the   

performance or quality of goods or services by employing a variety of planned and methodical 

strategies. Below is an explanation of the primary methods: 

1. Uniformity 
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Setting consistent standards for materials, parts, equipment, procedures, and goods is known as 

standardization. It minimizes waste, lowers purchase costs, streamlines operations, and decreases 

variety. 

2. Simplicity 

Reducing superfluous product sizes, designs, and variety is part of simplification. Bulk 

production, reduced inventory costs, and improved operational efficiency result from fewer 

types. 

3. Value Engineering and Analysis 

This method looks at every function of a product to see if it is possible to do the same function at 

a cheaper cost without sacrificing quality. It aids in getting rid of extra features and expenses. 

 

4. Better Product Design 

While preserving product performance, improved design minimizes faults, streamlines 

manufacturing, uses less material, and lowers production and maintenance costs. 

 

5. Work Study (Time & Method Study) 

Work research sets standard operating time and examines the most effective ways to complete 

tasks. It minimizes labour costs per unit, boosts productivity, and decreases idle time. 

 

6.12 COST CONTROL 

The methodical process of controlling and keeping an eye on expenses to make sure that actual 

spending doesn't go beyond predetermined benchmarks or budgets is known as cost control. It 

seeks to maintain expenses within reasonable bounds without compromising the quality of goods 

or services. 

     OBJECTIVES OF COST CONTROL 

1. Keep Expenses Within Set Boundaries 

Making sure that real expenses stay within predetermined budgets or standard costs is the major 

goal of cost control. Management can compare actual performance with planned performance 

and take corrective action when costs surpass limitations by establishing cost standards. 

2. To Get Rid of Inefficiency and Waste 

Cost control aids in locating areas that have high overhead, idle labour, or material waste. 

Management can eliminate inefficiencies and implement improved production and operational 

techniques by examining variations. 

3. To Boost Efficiency in Operations 
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Cost control promotes the adoption of effective production procedures, better supervision, and 

improved work methods through ongoing cost monitoring. Increased productivity and a lower 

cost per unit result from this. 

4. To Guarantee the Best Use of Resources 

 

Resources including labour, capital, machinery, and raw materials are scarce. In order to prevent 

underutilization or overutilization, cost control makes sure that these resources are used as 

efficiently as feasible. 

 

5. To Help Management Make Decisions 

Making timely and accurate cost information through cost control aids management in making 

critical decisions about pricing, make-or-buy choices, product mix selection, and operations 

expansion or contraction. 

6. To Boost Earnings 

Cost control increases earnings without boosting sales volume by cutting back on wasteful 

spending and inefficiencies. Higher profit margins are directly correlated with lower costs. 

7. To Assign Cost Responsibility 

Assigning accountability for expenses to particular departments, divisions, or people is made feasible via 

cost control. This encourages staff to successfully control costs and fosters accountability. 

 

8. To Keep Prices Competitive 

The company may offer goods at fair and competitive pricing when expenses are kept in check. This 

makes it easier for the company to compete and maintain or increase its market share. 

6. To Make Budgetary Management Easy 

Budget preparation and efficient execution are supported by cost control. It assists management in 

keeping an eye on whether tasks are being completed in accordance with the planned budgets. 

7. To Fulfill Organizational Goals 

Effective cost control guarantees the economical and methodical achievement of organizational 

objectives including growth, stability, and profitability. 

 

DIFFERENCE BETWEEN COST CONTROL AND COST REDUCTION 

 

Basis  Cost Control  

 

Cost Reduction  
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Meaning  

 

The technique of managing 

expenses within pre-established 

guidelines or budgets is known as 

cost control. 

The process of permanently 

lowering the cost per unit 

without compromising quality is 

known as cost reduction. 

 

Aim  To control and keep an eye on 

expenses. 

 

To permanently reduce 

expenses 

 

Nature Preventive in character. 

 

Corrective and ongoing in 

character 

 

Target Focuses on keeping costs at current 

levels. 

 

Focuses on cutting expenses and 

increasing efficiency. 

 

Duration Short-term 

 

Long-term 

Standard of 

comparison 

Operates within predetermined 

budgets or norms. 

 

Aiming for constant progress, 

there are no set norms. 

 

Applicability Appropriate for everyday tasks. 

 

Appropriate for management 

and strategic choices. 

 

Impact on quality Standards are followed in 

maintaining quality. 

 

Cost is lowered without 

sacrificing quality. 

 

 

6.13  SUMMARY 

The various ways that expenses are perceived, categorized, and applied to managerial decision-

making are referred to as cost concepts. These ideas aid management in organizing, directing, 

and assessing company activities. Fixed cost, variable cost, and semi-variable cost are important 

cost concepts that describe how costs change as output changes. Direct and indirect expenses 

demonstrate how easily a cost may be linked to a department or product. Period costs are 

associated with time periods, such as selling and administrative expenses, whereas product costs 

are associated with the production of items. 
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6.14 GLOSSARY 

 

Cost Reduction: describes the long-term reduction of manufacturing or service unit costs 

without compromising the product's utility, efficiency, or quality. 

Batch Costing: It is a type of specific order costing in which expenses are accumulated and 

determined independently for each batch, treating each batch as a cost unit. 

 Process Costing: Since some products, like sugar and chemicals, need ongoing production            

processes, the process costing approach is employed to calculate manufacturing costs. 

Cost Control: The methodical process of controlling and keeping an eye on expenses to make 

sure that actual spending doesn't go beyond predetermined benchmarks or budgets is known as 

cost control 

    

6.15 ANSWERS TO CHECK YOUR PROGRESS 

 

Check Your Progress-A 

Q1.  

i) True 

ii)  False 

iii) True 

iv) True 

      Q2.  

i)   C 

ii)   D 

iii) C 
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  6.18 TERMINAL QUESTIONS 

1. Explain the meaning of cost and cost concepts. 

2. Write a short note on scope of cost accounting. 

3. Discuss the role of cost concepts in profit planning and cost control. 

4. Explain various cost concepts used in cost accounting. 
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 7.1 INTRODUCTION  

We covered the idea of cost, cost accounting, and cost accountancy in the previous unit. 

We shall talk about cost and its different components in this unit. To manage the 

expenses of any goods and services, it is essential to identify the components of cost. If 

not, the cost of the product cannot be determined with any degree of accuracy. Studying 

cost and its components becomes crucial as a result.  

 

7.2 OBJECTIVES 

The unit as a part of the syllabus of Cost and Management Accounting aims at the 

following objectives; 

1. To understand the objectives of cost and its importance   

2. To understand the various elements of cost. 

3. To understand how to measure cost 
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4. To get a better understanding of various types of cost. 

 

7.3 COST AND EXPENSES 

Both financial accounting and managerial accounting require cost information. Costs are 

employed for managerial accounting purposes when they are utilized within the 

organization to assess its performance. However, costs are used for financial accounting 

purposes when they are utilized by outsiders (interested parties) to assess management 

performance and make investment decisions within the company. 

Differentiating between expense, as used in financial accounting, and cost, as used in 

managerial accounting, is equally crucial. A cost is a resource that has been postponed or 

not yet used to realize revenues in order to accomplish a particular goal. Examples of 

such postponed costs include the cost of purchasing supplies, fixed assets, etc. 

An expense is a cost that is subtracted from revenue during an accounting period because it is 

charged against revenue. Rent rates, salaries, etc. are a few examples. When costs are to be 

considered expenses and charged to revenues is specified by generally accepted accounting 

principles and regulations. 

Costs rather than expenses are the main emphasis of management accounting. The 

Generally Accepted Accounting Principles definition of expense is used to external 

reporting. However, in reality, the terms "cost" and "expenses" are occasionally used 

interchangeably. 

7.4 CLASSIFICATION OF COST 

Cost may be classified differently according to their purpose:  

Following are the various bases on the basis of which cost can be classified: 

7.4.1 On the Basis of Functions  

Because costs must be determined for each of these tasks, the most frequent way to 

classify expenses at a manufacturing facility is according to the functions to which they 

relate. Costs are divided into four groups according to their purposes. 

1. Manufacturing Costs 

2. Administrative Costs 

3. Selling Costs 

4. Distributive Costs 

 

1. Manufacturing Cost  

Costs associated with factory operations that are necessary to finish the product are 

referred to as manufacturing costs. It comprises manufacturing overheads, direct labour 

expenses, and direct material costs. Direct materials are the main constituents of the final 
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product and are readily recognizable. The labour utilized in the actual production of the 

product is known as direct labour. All other expenses associated with the production 

process are included in manufacturing overheads. Another name for this is "production 

costs." 

2. Administrative Costs:  

All expenses related to the firm's general management and control are included in 

administrative costs. These expenses include things like office worker pay, building rent, 

office furniture repairs and depreciation, and more. In actuality, administrative costs 

include all expenditures unrelated to manufacturing, sales, distribution, research, and 

development. 

3. Selling Costs 

The expenses incurred in relation to the sale of goods are referred to as selling costs. 

These expenses include things like advertising, warehouse fees, salesperson 

compensation, and more. 

4. Distribution Costs:  

These are the expenses related to shipping completed goods to clients, including 

transportation. Packing, transportation, insurance, freight overseas, etc. are a few 

examples of these expenses.   

7.4.2 Based on Product Identifiability 

Costs are divided into two groups based on product identifiability. 

(i) Direct Costs 

(ii) Indirect Costs 

1. Direct Cost 

The majority of final goods are made up of direct costs, which are expenses directly tied 

to the product being produced. Direct costs include things like labour, raw materials, and 

other expenses that are solely incurred for a particular task, product, or process. 

 

2. Indirect Cost  

 

Costs that cannot be linked to a specific task, product, or procedure are known as indirect 

costs. Since these expenses are typically incurred for the company as a whole, they must 

be fairly distributed across the many goods produced in the plant. Indirect costs include 

things like factory lighting, building rent, foreman salaries, etc. Other names for indirect 

expenses include "overheads" and "on costs." These overheads can be further broken 

down into selling and distribution overheads, administrative overheads, and factory 

overheads. 

 
7.4.3 Based on Variability  

On the basis of variability, cost is classified as: 
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(i) Fixed Cost  

This cost remains fix means there is no change in this cost irrespective of volume of 

production.  Fixed cost changes when it is calculated on per unit basis.  In other words, if 

manufacturing volume rises, fixed cost per unit falls and vice versa. Examples of fixed 

costs include rent and leasing, production management pay, employee salaries, etc. It 

should be mentioned that fixed costs do not always stay the same. They only stay fixed 

up to a specific production activity level. Costs will also alter as manufacturing capacity 

changes and more buildings, machinery, personnel, etc. are needed. 

As a result, fixed costs are set within a pertinent production range. For instance, the rent 

for the factory building or the production manager's compensation won't change if we 

produce 500 or 5000 units of a certain product in a given time frame.   

(ii) Variable Cost  

Costs that change either directly or almost proportionately with the volume of output are 

known as variable costs. Variable cost rise in response to increased output and fall in 

response to decreased output. However, the variable cost per unit won't change. Direct 

materials, direct wages, power, commission for salespeople, etc. are a few examples of 

variable costs.  

Features of Variable Cost 

Following are the characteristics of variable cost: 

The properties of variable costs are as follows:  

i) The variable cost changes in direct proportion to output volume. 

ii) Regardless of activity level, the cost per unit will not change.  

iii) Accurate allocation and apportionment to various cost centres’ is simple.  

iv) Since variable costs only occur during production, functional managers are able to 

control them. 

 

(iii) Semi – Variable Cost  

These expenses are both variable and fixed. These expenses do fluctuate, but they are not 

directly correlated with output.  This implies that one piece of the cost stays the same 

regardless of output levels, while the other portion varies according to activity or 

production levels. It is not anticipated that a portion of semi-variable costs, which include 

a fixed cost component, will alter in response to shifts in activity levels. As a result, 

semi-variable costs fluctuate in the same direction but not in direct proportion to shifts in 

output volume. Examples of semi-variable expenditures include telephone bills, power 

usage, depreciation, maintenance, etc. When it comes to phone bills, there is a minimum 

rent and charges are based on the number of calls made after a certain number. This 

implies that one piece of the cost stays the same regardless of output levels, while the 

other portion varies according to activity or production levels.  

Semi-Variable Cost Characteristics: 
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(i) Nature is both partially fixed and partially changing. 

(ii) Within a pertinent range, the fixed component stays constant. 

(iii) The variable component varies according on the activity level. 

(iv) The overall semi-variable cost rises with output, but not proportionately. 

(v) Strictly classifying as constant or variable is challenging. 

 

(iv)  Step Cost  

A step cost is a kind of expense that stays the same over a range of activity levels before 

suddenly rising or falling when the activity level surpasses a predetermined threshold. 

The price fluctuates in "steps" as opposed to gradually. Within a relevant range, step 

costs function similarly to fixed costs; however, when production or activity beyond that 

range, the cost rises to a higher level to accommodate the increased activity.  

Features of Step Cost: 

1. Stays constant within a certain range of activities. 

2. Abruptly rises or falls at specific activity levels. 

3. Does not consistently alter with output. 

4. Helpful for short-term planning in the pertinent range. 

5. Frequently associated with administrative or managerial choices. 

 For profit planning, cost control, price fixing, budget preparation, and other managerial 

decisions like make, buy, or drop out decisions, product mix selection, activity level 

decisions, etc., it is crucial to identify costs based on their behavior into fixed and 

variable elements.  

7.4.4 Depending on the Product and Time  

(i) Product Cost  

The phrase "product cost" refers to all costs associated with a product's manufacturing or 

production. These costs are directly associated with manufacturing and are included in 

the value of inventories (work-in-progress and finished goods). Product costs are 

originally recorded as assets and are only expensed when the goods are sold (as Cost of 

Goods Sold, or COGS).  

Product Cost Features:  

(i) Only related to production-related activities; 

(ii)  Included in inventory appraisals; and  

(iii) Considered assets until they are sold.  

(iv) They become costs (COGS) when sales occur. 
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These expenses are also referred to as inventoriable costs since they are included in the 

cost of the product as work-in-progress, finished items, or cost of sales. Generally, all 

manufacturing expenses are considered product costs. 

(ii) Period Cost  

Expenses that are not directly related to the manufacturing of commodities are known as 

period costs. These costs are documented as expenses in the accounting period in which 

they are incurred, regardless of the volume of production or sales. Period costs are not 

taken into consideration when valuing inventory. Expenses that can be easily connected 

to a specific time period are known as period costs. These costs do not apply to products. 

Non-manufacturing expenses are usually categorized as period costs because they are 

incurred over time. These costs are charged to the profit and loss statement. Rent for 

office buildings and executive salaries are examples of period expenses. 

Period expenses have an effect on profit since they are charged to the profit and loss 

account after they are incurred, whereas product costs only affect profit when the goods 

are realized. Therefore, cost classification based on product and period is crucial from the 

standpoint of profit determination.  

Period Cost Features  

(i) Unrelated to production. 

(ii) The profit and loss account is fully charged.  

(iii) They are not included in inventory and are regarded as period expenses. 

(iv) Time-based rather than production-based. 

7.4.5 On the Basis of Controllability  

 (i) Controllable Cost  

A controllable expense is one that can be affected or controlled within a specific time 

frame by a specific manager or level of management. The relevant authority's decisions 

and actions determine these expenses. Direct materials, direct labour, advertising costs, 

and departmental overheads like power or maintenance are a few examples. Since 

managers are only held accountable for expenses under their control, these costs are 

crucial for responsibility accounting and performance evaluation. 

(ii) Non- Controllable Cost  

A cost that cannot be affected by a certain manager or department within a given time 

frame is known as a non-controllable expense. Regardless of managerial activities at 

lower levels, these costs are typically fixed by decisions made by upper management or 

by external variables. Top executive salary, property taxes, plant and machinery 

depreciation, and factory building rent are a few examples. Since lower-level managers 

have no influence over these expenses, their performance is not evaluated. It should be 

noted that short-term unmanageable expenses are likely to be reduced at some time in the 

organization's long term. The classification of expenses based on controllability is 

essential for assessing executive performance and assigning tasks within the company. 
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7.4.6 On the Basis of Considering Relevance to Decision-Making 

Some key cost principles that aid managers in making decisions are listed below. 

(i) Differential Costs:  

The phrase "differential cost" refers to the difference in overall costs between the two 

options. To put it another way, differential cost is the outcome of a change in the overall 

cost from a different course of action. Increased costs are referred to as incremental costs, 

whereas decreased costs are referred to as detrimental costs.  

Changes in production processes, sales volume, product mix, make or buy or drop out 

decisions, etc. could all contribute to the discrepancy in the total cost. A proposed 

change's profitability should be evaluated by comparing its incremental expenses and 

revenues. 

(ii) Sunk Costs:  

These are expenses incurred in the past. Management has no control over sunk costs, and 

they cannot be altered at this time. Examples of sunk costs include past inventory 

expenses, past long-term asset costs, etc. It should be mentioned that although historical 

data is completely meaningless, it can be utilized to forecast differential costs in 

subsequent courses of action. Additionally, the management evaluates performance using 

historical spending data.  

Important Features of Sunk Cost 

(i) previously incurred 

(ii) Not able to be recovered 

(iii) does not influence choices made in the future. 

(iv) Unimportant for choosing decisions 

(iii) Imputed Costs:  

These expenses are sometimes referred to as notional or hypothetical charges. Only for 

the purpose of making managerial choices are these expenses included in cost accounts. 

When assessing the relative profitability of the projects, for instance, interest on capital 

and building rent should be considered.  

(iv) Opportunity Costs:  

The benefit lost by choosing a particular course of action is referred to as an opportunity 

cost. When making a choice, the management should consider not only the advantages 

and disadvantages of the suggested course of action, but also the profit that will be lost as 

a result. For instance, if an owned building is suggested to be used to house a new project 

plant, the opportunity cost that should be included while assessing the project's 

profitability is the potential revenue that the facility could bring in if it were leased. 
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7.5 ELEMENTS OF COST 

The components that make up the cost of producing a good or service are known as the 

cost factors. As the proprietor of any agribusiness, you must determine the essential 

components of expenses. There are three components of cost associated with any 

production or activity. These are: 

(a) Material 

(b) Labour 

(c) Expenses 

Cost components  

(a) Material = Direct Material + Indirect Material  

(b) Labor = Direct Labor + Indirect Labor  

(c)Expenses = Direct Expenses + Indirect Expenses  

Direct Material + Direct Labor + Direct Expenses = Prime Cost 

Indirect Material + Indirect Labour + Indirect Expenses = Overheads 

Prime cost is the total of direct labour, direct material, and direct expenses. Overhead is 

the total of indirect labour, indirect material, and indirect expenses. They form an integral 

part of the factors of production 

 

7.6 MATERIAL    

Materials, often known as raw materials, are natural or unprocessed commodities utilized 

to make completed goods that are sold. They are an essential component of the 

production factors. Different kinds of raw materials are employed in various industries. 

The industries use a variety of raw materials, even at different stages of production.  

(a) Direct Materials 

Materials that are directly associated with a certain task or product. The term "direct 

material" describes raw materials that are directly utilized in the manufacturing process 

of goods and services and are a crucial part of the final products produced. Materials that 

can be easily quantified and charged directly to the product are known as direct materials. 

These components go straight into the manufacturing process and end up in the final 

product.  

Characteristics of direct materials  

(i) Materials bought especially for a certain task or procedure.  

(ii) Items purchased from retailers and then requisitioned.  

(iii) Produced or acquired components.  
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(iv) Essential materials for packing.  

(v)  Material moving between processes. 

(b) Indirect Materials  

Materials utilized in the production process but unrelated to a particular product or task 

are known as indirect materials. Indirect material is material that is needed throughout a 

product's manufacturing process but isn't specifically linked to the product. Indirect 

materials cannot be easily identified and assigned to a production or cost unit. A final 

product does not contain indirect materials. For instance, in a furniture factory, wood is 

used to make furniture. Cleaning materials, however, are not.  

For instance, we don't use soap to produce furniture, but we do use it to clean the 

manufacturing floor. Soap is an indirect substance as a result. 

7.7 LABOUR COST  

The cost of human labour utilized in the production of goods or provision of services is 

referred to as the labour factor of cost. It covers all compensation given to employees for 

their labour, including wages, salaries, and associated benefits. The amount given to 

workers for their mental or physical contributions to manufacturing is known as the 

labour cost. It contributes significantly to overall costs, particularly in labour- intensive 

industries. 

Labour cost generally includes: 

• Wages and salaries 

• Overtime payments 

• Bonuses and incentives 

• Employer’s contribution to PF, ESI, gratuity, etc. 

• Leave wages and holiday pay 

• Other fringe benefits provided to employees 

1. Direct Labour Cost 

The wages paid to employees who are directly involved in the manufacturing or 

production of commodities and whose labour can be easily and clearly linked to a 

particular job, product, or process are referred to as direct labour costs. In cost 

accounting, it is a crucial component of prime cost. The cost of human labour used 

directly in production is known as the "direct labour cost." The workers' physical and 

mental contributions help transform basic resources into final products. To put it simply, 

direct labour costs are those that can be linked directly to a product. 

Features of Direct Labour Cost 

1. Closely Associated with Production  

2. Easily Recognizable and Traceable  
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3. A portion of the prime cost  

4. Variable in nature. 

5. Controlled by Time and efficiency 

2. Indirect Labour Cost  

One significant component of overheads under the labour portion of cost is indirect 

labour. It refers to compensation given to employees whose labour supports or facilitates 

the production process but who do not actively participate in the production of goods or 

services.  The compensation given to workers whose services cannot be easily linked to a 

particular task, good, or cost unit is referred to as indirect labour. Put, simply, these 

employees assist with production but do not produce the final product. 

Example:   

Departments have several levels of indirect labour: 

1. Factory (Works) Foremen and supervisors of indirect labour 

2. Security personnel and watchmen 

3. Workers who do maintenance and repairs 

4. Cleaners and assistants 

Features of Indirect Labour 

1. Not directly traceable to a product or job 

2. Supports production activities 

3. Forms part of factory, office, or selling overheads 

4. Cost is allocated or apportioned, not directly charged 

 

7.8  EXPENSES 

3. Direct Expenses 

Other than direct labour and direct materials, direct expenses are those that can be 

precisely linked to a single job, product, process, or cost item. These costs vary 

depending on the production or work done and are only incurred for a certain cost. 

Examples of these costs include hire fees for certain machinery and plants, excise taxes, 

and royalties. Examples of these costs include hire fees for certain machinery and plants, 

excise taxes, and royalties.  

Features of Direct Expenses 

(i) Directly linked to a particular task or item 

(ii) Identifiable without apportionment using the cost unit 

(iii) Incurred with a certain goal in mind 
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(iv) Variable in character (usually varies with output) 

(v) Directly applied to the production cost 

4. Indirect Expenses 

Expenses that cannot be easily linked to a specific product, task, procedure, or cost unit 

are known as indirect expenses. These costs fall under overhead since they are incurred 

for the overall good of the company.  

Features of Indirect Expenses 

(i) These are not directly linked to a particular cost unit.  

(ii) These are common costs for multiple departments or goods  

(iii) Need to be distributed and absorbed.  

(iv) Typically, they are semi-variable or fixed  

(v) These are incurred for total operations or production.  

 

7.9 OVERHEADS 

Overheads are the aggregate of indirect material, indirect labour and indirect expenses. 

Cost components that are inconvenient to charge to particular cost units are known as 

overheads. Therefore, any expenses other than direct expenses are considered overheads. 

The following are the primary categories into which overheads can be separated:  

(a) Production overheads:  

These are indirect expenses related to producing a good or providing a service. Other 

names for it are manufacturing overheads, works overheads, and factory overheads. 

Administration expenses associated with manufacturing, production, factories, or works 

are included in production overheads. The following are some typical instances of 

manufacturing overheads: 

i) . Gas or electricity utilized in a factory 

ii)  Maintenance and repairs 

iii)  Plant and machinery depreciation  

iv) Supervisor salaries 

v) Store employees' wages; and  

vi) Factory rent 

(b) Administration overheads 

The expenses associated with all activities pertaining to an entity's general management 

and administration are known as administration overheads. The following are some 

typical instances of administrative overheads: 
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i. Management and office staff salaries  

ii. Stationery  

iii. Rent for an Office 

(c) Selling overheads:  

All indirect costs associated with the sale of goods or services are included in selling 

overheads. The following are some typical instances of selling overheads:  

i. Pay for Salespeople  

ii. Commission on Sales 

(d) Distribution Overheads 

The expenses involved in managing a good or service from the moment it is prepared for 

shipping or delivery until it is received by the final customer are known as distribution 

overheads. The cost of delivery will include secondary packing, repackaging, and 

labelling. Secondary packing, the cost of outbound transportation, the cost of 

warehousing and product delivery to clients, clearing and forwarding fees, etc. are a few 

examples. 

 

 

Check Your Progress-A 

 

Q1. Explain the concept of sunk cost. 

……………………………………………………………………………………………

……………………………………………………………………………………………

……………………………………………………………………………………………

……………………………………………………………………………………………

……………………………………………………………………………………………... 

Q2. Compare and contrast the difference between fixed and variable cost. 

……………………………………………………………………………………………

……………………………………………………………………………………………

……………………………………………………………………………………………

……………………………………………………………………………………………

…………………………………………………………………………………………….. 

Q3. What do you mean by opportunity cost? 

……………………………………………………………………………………………

……………………………………………………………………………………………

……………………………………………………………………………………………

……………………………………………………………………………………………

…………………………………………………………………………………………….. 
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Q4. What do you mean by cost and expenses? 

……………………………………………………………………………………………

……………………………………………………………………………………………

……………………………………………………………………………………………

……………………………………………………………………………………………

…………………………………………………………………………………………….. 

 

 

7.10 COST CENTER 

A cost center is a place, person, or piece of equipment where costs can be calculated and 

connected to cost units for control purposes. Finding an appropriate cost center is crucial 

for cost comparison and control. Expenses should be appropriately divided into cost 

centers in order to determine the cost of a good or service.  

A cost center is "a location, a person, or an item of equipment (or a group of them) in or 

connected with an undertaking, about which costs may be ascertained and used for cost 

control," according to CIMA. For regular comparison and cost control, the identification 

of appropriate cost centers and cost analysis under cost centers are highly beneficial.  

 

 

Check Your Progress-B 

 

A. Multiple Choice Questions 

1. A cost centre is best described as: 

a) A unit where profits are calculated 

b) A place, person, or equipment where costs are accumulated 

c) A department generating maximum revenue 

d) A unit responsible only for sales 

 

2. The main purpose of identifying cost centres is to: 

a) Increase sales revenue 

b) Fix selling prices 

c) Ascertain and control costs 

d) Calculate profit 

 

3. Overheads are best defined as: 

a) Direct material and direct labour costs 

b) Aggregate of indirect material, indirect labour, and indirect expenses 

c) Only administrative expenses 
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d) Expenses directly traceable to cost units 

 

4. Which of the following costs is treated as an overhead? 

a) Wages paid to machine operators 

b) Cost of raw material used in production 

c) Salary of factory supervisor 

d) Direct expenses on a specific job 

 

     B. State True or False. 

1. Cost represents the monetary value of resources sacrificed to produce goods or 

services. 

2. Direct material, direct labour, and direct expenses together form the prime cost. 

3. Indirect labour can be directly identified with a specific product or cost unit. 

4. Expenses other than material and labour are not considered part of total cost. 

 

7.11 SUMMARY 

Cost refers to the monetary value of resources sacrificed or consumed in order to produce 

goods or services. In cost accounting, cost represents the total expenditure incurred on 

materials, labour, and other expenses for manufacturing a product or rendering a service. 

It is measured and analyzed to determine the cost per unit, control expenses, fix prices, 

and support managerial decision-making. Cost may be actual or estimated, past or future, 

and is incurred with the objective of generating revenue or achieving operational 

efficiency. 

The elements of cost are the basic components into which total cost is classified for better 

analysis and control. These elements are broadly divided into material, labour, and 

expenses, which together form the total cost of production. 

 

 

7.12 GLOSSARY 

 

 Prime Cost: Prime cost refers to the total of all direct costs incurred in the production of 

goods or services. 

Labour Overhead: The cost of indirect labour, or wages and salaries provided to 

workers who assist in the manufacturing process but whose labour cannot be 

immediately linked to a particular task, product, or cost unit, is referred to as labour 

overhead. 
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Material Overhead: The cost of indirect materials, or materials utilized in the 

production process but not easily or profitably linked to a particular product, task, or cost 

unit, is referred to as material overhead. These expenses are included in manufacturing 

(factory) overheads. 

 

7.13 ANSWERS TO CHECK YOUR PROGRESS 

 

Check Your Progress-B 

Part- A   

1. B  

2. C 

3. B 

4. C 

 

Part- B    1. True.     2. True   3. False     4. False 
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7.16  TERMINAL QUESTIONS 

 

1. What are the three main elements of cost? 

2. How is cost different from expenses? 

3. Define direct and indirect costs. Explain their role in determining the total cost of 

production. 

4. What are overheads? Explain the classification, allocation, apportionment, and 

absorption of overheads. 

5. Explain labour cost. Discuss the methods of labour remuneration and their 

advantages and disadvantages. 

6. What is material cost?  
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UNIT-8 

COSTING METHODS 

Contents  

8.1. Introduction 

8.2 Conceptual Classification Of Costing Methods 

8.3 Specific Order Costing Methods 

8.4 Operation Costing Methods 

8.5. Illustrative Examples / Applications 

8.6. Summary 

8.7. Glossary 

8.8 References 

8.9 Suggested Readings  

8.10 Terminal & Model Questions 

 

 

 

Learning Objectives  

Upon successful completion of this unit, the learner should be able to: 

✓ Explain the primary criteria used to classify different costing methods (Specific Order 

Costing versus Continuous Operation Costing). 

✓ Differentiate systematically between Job Costing, Batch Costing, and Contract Costing 

based on their scope, duration, and typical application industries. 

✓ Analyze the purpose and components of a Job Cost Sheet and calculate the total cost and 

selling price of a specific customised job. 

✓ Describe the critical terms and rules applied in Contract Costing, specifically focusing on 

the treatment of Work Certified and the calculation of profit on incomplete contracts. 

✓ Determine the flow of costs in continuous production environments using Process 

Costing, including the crucial calculation of Equivalent Units of Production (EUP). 

✓ Evaluate the conceptual difference between Normal Loss and Abnormal Loss in process 

accounts and explain the distinct accounting treatment for each. 

✓ Apply the principles of Service/Operating Costing, including the selection of appropriate 

simple and composite cost units, for industries such as public transport and hospitals. 

✓ Formulate informed pricing and cost control decisions by selecting and applying the most 

appropriate costing method for various real-world business scenarios. 
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8.1. INTRODUCTION 

In the field of Cost and Management Accounting, the determination of accurate product or 

service cost is the foundation for effective managerial decision-making. Knowing the precise 

cost allows a business to set competitive selling prices, evaluate the profitability of specific 

orders, control operational expenditure, and prepare reliable financial forecasts. While previous 

units focused on identifying and classifying the elements of cost (material, labour, and 

overhead), this unit addresses the systematic process of accumulating these costs to find the 

total cost of a cost unit. 

The choice of method for calculating costs is not arbitrary; it is fundamentally dictated by the 

nature of the company’s output and its production process. A company producing unique, 

customised products, such as a construction firm building a high-rise, must track costs 

differently than a factory manufacturing millions of identical, homogeneous items, such as an 

oil refinery. 

This unit introduces the principal costing methods, which are systematic procedures used to 

ascertain the cost of a product or service. These methods are broadly categorized into Specific 

Order Costing, suitable for unique jobs, and Continuous Operation Costing, suitable for mass 

production. The unit will provide a deep dive into Job Costing, Batch Costing, Contract 

Costing, Process Costing, and Service (Operating) Costing. Mastering these methods equips a 

manager with the essential financial tools the "financial magnifying glass" necessary to monitor 

profitability and make informed strategic choices in various industrial settings across the Indian 

economy, from bespoke manufacturing to large-scale public utilities. 

8.2 CONCEPTUAL CLASSIFICATION OF COSTING METHODS 

Costing methods are generally grouped based on the fundamental nature of the work 

undertaken by the organisation: whether the production is discrete, customised, and temporary, 

or continuous, standardised, and repetitive. 

8.2.1 Specific Order Costing 

Specific Order Costing methods are employed when production involves separate, individual 

jobs, orders, or contracts. In this system, each distinct order is treated as a separate cost unit, 

and all costs—direct materials, direct labour, and applied overhead—are meticulously tracked 

and accumulated specifically against that job number. 

● Key Characteristics: 

○ Products are heterogeneous (unique or customized). 

○ Production occurs in response to a specific customer order. 

○ Cost collection focuses on the individual unit (job, batch, or contract). 

● Examples: Job Costing, Batch Costing, and Contract Costing. 

8.2.2 Continuous Operation Costing 
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Continuous Operation Costing methods are applied when a company manufactures a large 

volume of identical or nearly identical products through a continuous, uninterrupted flow of 

production.2 Since the products are homogeneous, it is impractical to track costs for each 

individual unit. Instead, costs are aggregated over a period or across sequential stages of 

production. 

● Key Characteristics: 

○ Products are homogeneous (standardised and identical). 

○ Production is continuous and repetitive, not tied to specific customer orders. 

○ Unit cost is determined by averaging the total costs incurred over a period or process 

by the total number of units produced in that same timeframe. 

● Examples: Process Costing and Service/Operating Costing. 

8.3 SPECIFIC ORDER COSTING METHODS 

8.3.1 Job Costing (or Job Order Costing) 

1 Definition and Applicability 

Job Costing is the technique of ascertaining costs for individual, distinct jobs. It functions like 

a magnifying glass for finances, enabling managers to zoom in on the specific details of 

expenses for each project to calculate its individual profitability. This method is essential for 

businesses that undertake unique projects or custom services. 

Features of Job Costing: 

1) Customized Output: Every job is distinct, manufactured according to specific customer 

requirements. 

2) Separate Cost Unit: Each job is assigned a unique number, and costs (material, labour, 

overhead) are collected separately for that specific number. 

3) Short Duration: Jobs are typically shorter in duration compared to large contracts. 

4) Cost Documentation: Tracking relies on source documents such as material requisitions, 

employee time cards, and the final Job Cost Sheet. 

Suitable Industries: Job costing is widely used in industries where bespoke work is common, 

such as custom manufacturers, printing presses creating custom brochures, interior decorators, 

and automobile repair shops. For example, in India, a company hired to design and install 

custom office interiors would use job costing, as each client’s requirement for cabinetry, 

lighting, and layout is unique. 

2 The Job Cost Sheet 

The Job Cost Sheet is the central accounting document in job costing. It provides a 

comprehensive record of all costs incurred on a particular job. 

● Direct Material Costs: Recorded when materials are issued to the job floor, using actual 

quantities. 

● Direct Labour Costs: Calculated by multiplying the hours spent by workers on the job 
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(tracked via time cards) by their respective wage rates. 

● Overhead Costs: Indirect costs (like factory rent or utilities) cannot be directly traced to 

a job. Therefore, a predetermined overhead application rate is used to assign a reasonable 

portion of the overhead to the job. The rate is multiplied by an actual measure (like direct 

labour hours) to calculate the applied overhead. 

Management uses the completed Job Cost Sheet to compare the actual expenses against the 

initial cost estimate. This comparison helps in uncovering inefficiencies, detecting overruns 

before they severely impact margins, and crucially, in preparing accurate price quotations for 

similar future work. 

8.3.2 Batch Costing 

Definition and Application 

Batch Costing is essentially an application of job costing principles where the production order 

comprises a specific quantity of identical or standardised products manufactured in a single 

run, known as a 'batch' or 'lot'. 

In this method, the entire batch is treated as the cost unit, and all costs (material, labour, 

overhead) related to that production run are aggregated.12 Once the total cost of the batch is 

determined, the cost per unit is easily calculated by dividing the total batch cost by the number 

of units produced in that batch. 

Suitable Industries: Batch costing is commonly used in pharmaceuticals (manufacturing 

tablets in batches), baking (producing a lot of cookies), manufacturing of standard components 

(nuts, bolts, or auto components), and garment manufacturing (producing a batch of shirts of 

the same design). 

Economic Batch Quantity (EBQ) 

For companies utilizing batch costing, a fundamental strategic challenge is optimizing the batch 

size. Producing too small a batch necessitates frequent machine setups, incurring high setup 

costs. Producing too large a batch results in excess inventory, leading to high holding costs. 

The objective is to find the Economic Batch Quantity (EBQ), which represents the ideal 

number of units to produce in one run to minimise the sum of the production Setup Costs and 

the Inventory Holding Costs. EBQ is also sometimes referred to as Economic Production 

Quantity (EPQ). 

Key Components of EBQ: 

1) Setup Cost (S): The expense incurred each time a production run is initiated (e.g., 

retooling, documentation, preparation time). 

2) Holding Cost (H): The cost of carrying inventory in stock for a period (e.g., storage space, 

insurance, capital interest). 

3) Annual Demand (D): The total number of units required annually. 

4) Production Rate (P): The speed at which the company produces the units per year. 
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The formula for EBQ is designed to identify the point of optimal balance between these two 

opposing costs, thereby supporting efficient production scheduling and better resource 

utilisation. The general formula for EBQ, accounting for gradual inventory build-up, is: 

 

 

8.3.3 Contract Costing (or Terminal Costing) 

Definition and Characteristics 

Contract Costing is a highly specialised form of job costing. It is primarily employed in 

industries that undertake very large-scale, long-duration projects, such as civil engineering, 

construction, and shipbuilding. It is sometimes called 'Terminal Costing' because the cost 

account is typically closed only upon the completion of the work. 

Key Differences from Job Costing: 

1) Duration and Scope: Contracts span much longer periods, often years, compared to the 

short duration of standard jobs. 

2) Location: Contract work is typically executed at the customer's site (the contract site) 

rather than within the contractor’s factory premises. 

3) Cost Allocation: While jobs absorb factory overheads, contracts usually only absorb 

general overheads and head office expenses. 

Suitable Industries (Indian Context): Large infrastructure development, such as the 

construction of major highways, dams, metro rail projects, and large commercial real estate 

developments. 

Essential Terms in Contract Costing 

Understanding how payments and progress are recorded is vital in contract costing: 

1) Contract Price: The total agreed-upon price for the project. 

2) Work Certified (W/C): The value of the work physically completed by the contractor 

that has been inspected, measured, and approved by the contractee’s appointed technical 

expert (usually an architect or surveyor). This certification is the basis for receiving 

periodic payments. 

3) Work Uncertified (W/UC): The cost of work completed but not yet certified by the 

architect at the end of the accounting period. This is valued at cost. 

4) Retention Money: The contractee usually pays only a certain percentage of the certified 

work (e.g., 80% or 90%). The amount held back is called retention money. It acts as a 

safeguard against any possible defects or sub-standard work found later. 

5) Escalation Clause: Due to the long nature of contracts, this clause allows for an increase 

in the contract price if the cost of materials or labour rises beyond a specified limit, thus 

protecting the contractor from unexpected inflation. 

Profit Recognition on Incomplete Contracts 
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In contracts spanning multiple years, it is necessary to determine what portion of the total profit 

should be recognized in the current financial year. The core principle here is conservatism: 

profit should only be recognized when it is reasonably certain, but any expected losses should 

be recognized immediately. 

The basis for profit calculation is the Notional Profit, which is the excess of the Value of Work 

Certified over the Cost of Work Certified. The percentage of Notional Profit transferred to the 

Profit and Loss (P&L) Account depends on the degree of completion, calculated as the ratio of 

Work Certified to the Contract Price. 

The established conventions for profit recognition are summarised below: 

 

Percentage 

of 

Completion 

Profit 

Recognized 

(Transferred to 

P&L A/c) 

 

Formula (Where NP = Notional Profit) 

Less than 

25% 

Nil (No profit is 

recognised due to 

high uncertainty) 

None 

25% or 

more, but 

less than 

50% 

One-third of 

Notional Profit, 

adjusted for cash 

received 

 

50% or 

more, but 

less than 

90% 

Two-thirds of 

Notional Profit, 

adjusted for cash 

received 

 

90% or 

more (Near 

Completion) 

Profit is based on 

the Estimated 

Total Profit  

 

This systematic approach ensures that profit recognition is tied both to physical progress (Work 

Certified) and payment security (Cash Received), providing a balanced and realistic view of 

the project's performance. 

8.4 OPERATION COSTING METHODS 

8.4.1 Process Costing 

Definition and Application 

Process Costing is utilized by industries involved in the continuous, mass production of 

homogeneous (identical) products, where output flows sequentially through a series of 

processes. Examples include textiles, oil refining, chemicals, food processing, and cement 

manufacturing. 
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● Flow of Costs: Costs are accumulated by process account (e.g., Process A Account, 

Process B Account). The output of Process A becomes the input material for Process B, 

and so on, until the final product emerges from the last process. 

● Cost Calculation: The cost per unit is calculated by dividing the total cost of a process 

by the total number of good units produced in that process during the period. For instance, 

in an Indian denim manufacturing facility, cotton fibres move through spinning, weaving, 

dyeing, and finishing. Process costing accumulates costs at each stage to calculate the cost 

per unit (e.g., cost per yard of finished denim fabric). 

The Concept of Equivalent Production (EUP) 

A significant challenge in process costing arises because, at the end of any period, some units 

remain partially completed (Work-in-Progress or WIP). If the total costs were simply divided 

by the completed physical units, the cost per unit would be inflated, and the value of WIP 

would be ignored. 

Equivalent Units of Production (EUP) solve this problem. EUP converts the partially 

completed physical units in WIP into the theoretical number of fully completed units based on 

the costs incurred during that period. 

● Calculation: If 1,000 units are 40% complete with respect to conversion costs, this 

represents $1,000 \times 40\% = 400$ equivalent units of production. 

● Methodology: The Weighted Average method is frequently used for simplicity. It 

aggregates all costs (beginning WIP costs plus current period costs) and divides this total 

by the total equivalent units (completed units plus equivalent units in ending WIP) to find 

a single, averaged cost per EUP. This averaged cost is then used to value both the 

completed units transferred out and the ending WIP. 

Treatment of Process Losses 

Losses (waste or spoilage) are common in many continuous processes. Proper accounting 

requires distinguishing between two types of losses: 

1) Normal Loss: This is an expected and unavoidable loss that occurs even when the 

production process is operating efficiently (e.g., material shrinkage, evaporation). 

Treatment: The cost associated with normal loss (net of any scrap value realised) is 

absorbed by the cost of the good units produced. This naturally increases the unit cost 

of the good output, reflecting that some input costs were necessary to achieve the final 

quantity 

2) Abnormal Loss: This is any loss that exceeds the predetermined normal loss 

allowance. It typically results from non-recurring, avoidable events like carelessness, 

faulty machinery, accidents, or fire. 

Treatment: Abnormal loss is valued at the full cost per equivalent unit of good output. 

However, because this loss is a result of inefficiency, its cost is charged directly to the 

Costing Profit and Loss Account, rather than being added to the cost of the finished 

product. This ensures that inefficient operations do not lead to inflated inventory costs. 
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8.4.2 Service/Operating Costing 

Definition and Intangible Output 

Service Costing, often referred to as Operating Costing, is the method used by organisations 

that provide intangible services rather than manufacturing tangible goods. This includes 

transport services, hospitals, hotels, canteens, and public utilities. 

The nature of service output—being intangible and typically non-storable —presents unique 

challenges, particularly in defining the cost unit and managing high fixed and overhead costs 

typical of service operations. 

The Cost Unit: Simple vs. Composite 

Identifying a meaningful cost unit is the cornerstone of service costing. A unit must accurately 

reflect the service provided for pricing and control purposes. 

● Simple Cost Unit: Measures service using a single metric (e.g., per case treated in a 

hospital, per room in a hotel, per meal served in a canteen). 

● Composite Cost Unit: When a single factor is insufficient, a composite unit combines 

two variables (e.g., volume and time or volume and distance) to better reflect cost 

causation. 

Industry/Service Simple Unit Composite Unit 

Passenger Transport Passenger Journey  Passenger-Kilometre  

Goods Transport Delivery/Load  Tonne-Kilometre  

Hospital Case Treated  Patient-Day 

Hotel Room Guest-Night / Room-Day  

 

For a public transport company (e.g., operating buses in Mumbai or Delhi), using the simple 

unit 'per journey' is inadequate because it does not account for the distance covered or the 

capacity utilised. The Passenger-Kilometre provides a far more accurate and meaningful 

metric, as it tracks the total service delivered (the movement of one passenger over one 

kilometre). 

Classification of Costs 

For control and managerial reporting, costs in service organizations are typically grouped into 

three categories: 

1) Standing Charges (Fixed Costs): Costs incurred regardless of the volume of service, 

which remain constant over the short term. Examples include administrative salaries, 

licensing fees, insurance, and garage rent. 

2) Running Charges (Variable Costs): Costs that fluctuate directly with the level of 

activity or distance covered. Examples include fuel (diesel/petrol), lubricant oils, and 

driver wages paid based on trips or distance. 

3) Maintenance Charges (Semi-Variable Costs): Costs that include both a fixed element 

(routine servicing) and a variable element (repair costs based on usage). Examples include 
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costs for repairs and maintenance, or depreciation calculated based on activity rather than 

time. 

This clear classification allows managers to forecast profitability by understanding how total 

costs will change with fluctuations in capacity utilisation and distance covered. 

8.5. ILLUSTRATIVE EXAMPLES / APPLICATIONS 

To solidify understanding, the following examples demonstrate the practical application of 

different costing methods, using context relevant to Indian commerce students. 

8.5.1 Numerical Example: Job Costing (Cost Sheet Preparation) 

Context: A small-scale manufacturer in Bengaluru, 'Custom Fabricators', accepted Job No. 

110. They need to calculate the total cost and required selling price for quoting purposes. 

Data for Job No. 110: 

● Direct Materials consumed: ₹ 18,000 

● Direct Labour (150 hours @ ₹ 120 per hour): ₹ 18,000 

● Factory Overheads are applied at 80% of Direct Labour Cost. 

● Administration Overheads are applied at 15% of Works Cost. 

● Required Profit Margin: 20% on Sales. 

Step-by-Step Solution: 

Particulars Amount (₹) Calculation / Basis 

A. Direct Materials 18,000 Given 

B. Direct Labour 18,000 150 hours x ₹120/hr 

C. Prime Cost (A + B) 36,000  

D. Add: Factory Overheads 14,400 ₹18,000 x 80% 

E. Works Cost (C + D) 50,400  

F. Add: Administration 

Overheads 

7,560 ₹50,400 x 15% 

G. Total Cost / Cost of Sales 

(E + F) 

57,960  

H. Profit (Balancing Figure) 14,490 Required profit is 20% on 

Sales, which is equivalent to 

20/ (100-20) = 25% on Cost. 

(₹57,960 x 0.25s) 

I. Sales Price (G + H) 72,450  

Application: The company will quote ₹ 72,450 to the customer. This job cost sheet ensures that 

all direct and indirect expenses are covered, and the target profitability is achieved. 
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8.5.2 Quantitative Application: Profit Recognition on Incomplete Contracts 

Context: ‘Himalaya Infrastructure Ltd.’ has a construction contract for a flyover with a total 

price of ₹ 4 Crores. At the end of the first year, the following data is available: 

● Contract Price: ₹ 4,00,00,000 

● Cost incurred till date: ₹ 1,80,00,000 

● Work Certified (W/C): ₹ 2,20,00,000 

● Cash Received (90% of W/C): ₹ 1,98,00,000 

Step-by-Step Solution (Profit Transfer): 

1) Calculate Percentage of Completion: 

 

2) Calculate Notional Profit (NP): 

 

3) Determine Applicable Rule: 

Since the contract is 55% complete (more than 50% but less than 90%), the $\text{2/3}$ 

rule applies. 

4) Calculate Profit Transferred to P&L A/c: 

 

Conclusion: ₹ 24,00,000 is transferred to the Profit and Loss Account, while the remaining ₹ 

16,00,000 (NP - P&L Transfer) is carried forward as a reserve against future costs or 

contingencies, aligning with the principle of conservatism. 

8.5.3 Numerical Example: Process Costing (Equivalent Units) 

Context: 'Prakash Textiles' uses Process B to manufacture yarn. The costs for Conversion 

(Labour and Overheads) are added uniformly throughout the process. Calculate the Equivalent 
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Units of Production (EUP) for Conversion Costs using the Weighted Average Method. 

Data for Process B (May): 

● Units Started in Process: 10,000 kg 

● Units Completed and Transferred to Finishing: 8,000 kg 

● Units in Ending Work-in-Progress (WIP): 2,000 kg (40% complete regarding Conversion 

Costs) 

Step-by-Step Solution: Statement of Equivalent Units (Conversion Costs) 

1) Identify Units Completed: All 8,000 kg completed units are 100% complete for 

conversion costs. 

2) Identify Units in Ending WIP: The 2,000 kg units are only partially complete (40%). 

3) Calculate EUP: Convert the WIP units into equivalent completed units. 

Output Category Physical 

Units (kg) 

Percentage 

Completion 

(Conversion) 

Equivalent Units 

(EUP) 

Units Completed and Transferred Out 8,000 100% 8,000 

Add: Ending WIP 2,000 40% 2,000 x 0.40 = 800 

Total Equivalent Units (EUP) 10,000 - 8,800 

Application: If the total conversion cost for the period was ₹ 44,000, the Cost per Equivalent 

Unit would be ₹ 44,000 / 8,800 EUP = ₹ 5.00 per kg. This cost is then used to value the 8,000 

kg transferred out and the 2,000 kg WIP. 

8.5.4 Application: Service Costing (Road Transport - Composite Unit) 

Context: 'City Connect Services' operates a bus fleet to serve a city route in India. The 

management needs the cost per unit to set fares. 

Data for Cost Unit Calculation (One Month): 

● Number of buses operating: 4 

● Operating days in a month: 25 days 

● Route distance (Round Trip): 80 km 

● Trips per day per bus: 6 single trips (3 round trips) 

● Seating capacity per bus: 50 passengers 

● Average capacity utilization: 75% 

Step-by-Step Solution: Calculation of Passenger-Kilometres 

1) Calculate Total Kilometres Run: 

Total Kms = Buses x Days x Trips per day x Distance per trip 

Total Kms = 4 buses x 25 days x 3 round trips x 80 km/round trip 

Total Kms = 24,000 km 

2) Calculate Actual Passenger Capacity: 
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Actual Passengers = Capacity x Utilization 

Actual Passengers = 50 seats x 75% = 37.5 passengers 

3) Calculate Total Passenger-Kilometres (Composite Unit): 

Passenger-Kms = Total Kms Run x Actual Passengers 

Passenger-Kms = 24,000 km x 37.5 passengers 

Total Passenger-Kms = 9,00,000 Passenger-Km 

Application: The composite cost unit of 9,00,000 Passenger-Km provides the management 

with a robust metric against which total operating expenses (Standing, Running, and 

Maintenance charges) can be divided to derive the cost per service unit, which is crucial for 

fare fixation. 

 

Check Your Progress – As 

1) What are the three main cost components tracked on a Job Cost Sheet?  

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------ 

2) Differentiate between Job Costing and Contract Costing based on the duration and location 

of work.  

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------ 

3) Why does batch costing require the calculation of Economic Batch Quantity (EBQ)?  

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------ 

4) In Contract Costing, what is "Retention Money" and what is its purpose?  

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------ 

8.6. SUMMARY 

This unit of Cost and Management Accounting focuses on costing methods, which are 

systematic procedures used to ascertain the cost of products or services for managerial 

decision-making. Accurate cost determination supports pricing, profitability analysis, cost 

control, and strategic planning. The unit emphasizes that the choice of a costing method 

depends primarily on the nature of production and output, whether customised or continuous. 

Costing methods are broadly classified into Specific Order Costing and Continuous Operation 

Costing. Specific Order Costing is suitable for customised, non-repetitive work and includes 

Job Costing, Batch Costing, and Contract Costing. Job Costing tracks costs for individual jobs 
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using a Job Cost Sheet, recording direct materials, direct labour, and applied overheads to 

assess job-wise profitability. Batch Costing applies job costing principles to a group of identical 

units produced together, with emphasis on determining the Economic Batch Quantity (EBQ) 

to minimise setup and holding costs. Contract Costing, a specialised form of job costing, is 

used for large, long-term construction projects and involves concepts such as Work Certified, 

Retention Money, Escalation Clause, and conservative profit recognition on incomplete 

contracts. Continuous Operation Costing applies to mass production of homogeneous products 

and services. Process Costing accumulates costs by process and determines unit cost through 

averaging, using Equivalent Units of Production (EUP) to value incomplete work. The unit 

also distinguishes between Normal Loss (absorbed by good units) and Abnormal Loss (charged 

to Profit and Loss Account). Service or Operating Costing is used for intangible services like 

transport and hospitals, relying on simple and composite cost units (e.g., passenger-kilometre) 

and classifying costs into standing, running, and maintenance charges. Thus, the unit equips 

learners with practical costing techniques applicable across manufacturing, construction, and 

service industries.  

8.7. GLOSSARY 

➢ Job Costing: Method of costing individual, distinct units or projects. 

➢ Batch Costing: Costing method where a group of identical units produced in a single run 

is treated as the cost unit. 

➢ Economic Batch Quantity (EBQ): The optimal volume of production per batch that 

minimizes total setup and holding costs. 

➢ Contract Costing: Costing method for large, long-term construction or engineering 

projects.16 

➢ Work Certified: The value of work completed and formally approved by the contractee’s 

representative. 

➢ Work Uncertified: Cost of work completed but not yet approved or measured by the 

contractee’s representative. 

➢ Retention Money: Funds withheld by the contractee from certified payments as a 

guarantee against defects. 

➢ Notional Profit: The potential profit calculated on an incomplete contract (Work 

Certified value minus Cost of Work Certified). 

➢ Process Costing: Method used for industries producing homogeneous products through 

continuous, sequential stages. 

➢ Equivalent Production (EUP): The theoretical number of complete units represented by 

the work done on both finished goods and work-in-progress. 

➢ Normal Loss: Inevitable loss expected under efficient operating conditions. 

➢ Abnormal Loss: Loss exceeding the normal expectation, arising from inefficiency or 

unusual events.31 

➢ Service Costing (Operating Costing): Method used to ascertain the cost of providing an 

intangible service. 

➢ Composite Cost Unit: A cost unit combining two dimensions (e.g., distance and weight, 

or time and volume) to measure service output. 
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➢ Standing Charges: Fixed costs in service costing that do not vary with the volume of 

activity (e.g., insurance). 

➢ Running Charges: Variable costs in service costing that vary directly with the level of 

activity (e.g., fuel). 
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8.10 TERMINAL & MODEL QUESTIONS 

 

1) Classify costing methods and explain the conceptual basis of Specific Order Costing and 

Continuous Operation Costing. 

2) Explain Job Costing and discuss its suitability for customised production with reference 

to Indian industries. 

3) Describe the structure and importance of a Job Cost Sheet. How is it used for cost control 

and pricing decisions? 

4) What is Batch Costing? Explain the concept and significance of Economic Batch 

Quantity (EBQ). 

5) Distinguish between Job Costing and Batch Costing with suitable examples. 

6) Explain Contract Costing and justify why it is treated as a specialised form of Job Costing. 

7) Define and explain the terms: Work Certified, Work Uncertified, Retention Money, and 

Escalation Clause. 

8) Discuss the principles and methods of profit recognition on incomplete contracts. 

9) Explain Process Costing and its application in continuous production industries. 

10) What are Equivalent Units of Production (EUP)? Explain their role in valuing work-in-

progress. 

11) Differentiate between Normal Loss and Abnormal Loss in Process Costing and explain 

their accounting treatment. 

12) Explain Service (Operating) Costing and discuss the challenges involved in costing 

services. 

13) Distinguish between simple and composite cost units with suitable illustrations. 

14) Explain the classification of costs into standing, running, and maintenance charges in 

service organisations. 

15) “The selection of a costing method depends on the nature of production.” Discuss this 

statement with suitable examples. 

16) Job Z-20 requires ₹ 15,000 in Direct Material and ₹ 10,000 in Direct Labour. Factory 

overheads are recovered at 60% of Direct Labour cost, and Administration overheads are 

20% of Works Cost. Calculate the total cost and the selling price if the required profit is 

25% on total cost. (Hint: Prime Cost = 25,000; Works Cost = 31,000; Total Cost = 

37,200). 

17) Explain the input variables required to calculate the Economic Batch Quantity (EBQ) and 
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how EBQ is used to minimize total inventory costs. (Hint: Annual Demand, Setup Cost, 

Holding Cost, Production Rate). 

18) A contractor starts a contract for ₹ 60,00,000. Costs incurred till date are ₹ 25,00,000. 

Work certified is ₹ 36,00,000, and cash received is ₹ 30,00,000. Calculate the amount of 

profit that should be transferred to the Profit and Loss Account for the year. (Hint: 

Completion is 60%. Use the 2/3 rule). 

19) Process A started 5,000 units. 4,000 units were completed and transferred out. The 

remaining 1,000 units in closing WIP were 100% complete regarding Materials and 50% 

complete regarding Conversion Costs. Calculate the Equivalent Units of Production for 

both Materials and Conversion Costs using the Weighted Average Method. (Hint: 

Material EUP = 5,000; Conversion EUP = 4,500).  

20) A transport company operates a single bus (50 seats) for 25 days a month. The distance 

of the route is 60 km (round trip). The bus makes 4 round trips per day. If the bus runs at 

80% capacity utilization, calculate the total Passenger-Kilometres for the month. (Hint: 

Total Kms = 1 x 25 x 4 x 60 = 6,000 km; Passenger-Kms = 6,000 x 40 passengers = 

2,40,000).  
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UNIT-9 

MARGINAL COSTING AND COST-VOLUME-PROFIT 
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Learning Objectives  

Upon successful completion of this unit, the learner will be able to: 

✓ Explain the concept of Marginal Cost and accurately differentiate between Marginal 

Costing and Absorption Costing methods. 

✓ Describe and calculate the fundamental metrics of CVP analysis: Contribution, P/V Ratio, 

Break-Even Point (BEP), and Margin of Safety (MOS). 

✓ Analyze the differential impact of varying production and sales levels on reported profit 

when applying Marginal versus Absorption Costing. 

✓ Evaluate the reliability of CVP analysis by listing and discussing its fundamental 

assumptions and practical limitations. 

✓ Apply Marginal Costing principles to key strategic decisions such as setting prices, 'Make 

or Buy' choices, and temporary shut down decisions. 

✓ Analyze product profitability under resource constraints by determining and applying the 

concept of Contribution per Unit of Key Factor. 

✓ Determine the sales volume necessary to achieve a specific target profit level using CVP 

formulas. 



BBA(N) 603 Cost and Management Accounting    Uttarakhand Open University  

 

Unit 9 Marginal Costing and Cost-Volume-Profit Analysis Page 130 

9.1 INTRODUCTION 

Management accounting provides crucial, future-oriented information for internal decision-

making, differentiating itself from financial accounting, which primarily focuses on historical 

data for external stakeholders. This unit introduces two interconnected and fundamental 

techniques: Marginal Costing (MC) and Cost-Volume-Profit (CVP) Analysis. These 

methodologies are essential tools for modern short-term operational planning, control, and 

strategic financial assessment. 

The effective application of Marginal Costing and CVP analysis is predicated on correctly 

categorizing organizational expenses based on cost behavior. This involves the essential 

separation of fixed costs—expenses like factory rent or insurance that remain static regardless 

of the volume of production within a defined range—from variable costs, such as raw materials 

and direct wages, which fluctuate directly and proportionately with changes in output level. 

Understanding this distinction is the foundation for effective decision-making. 

Marginal Costing is a methodology centered on the Contribution Margin. This margin is the 

revenue remaining after all variable costs have been covered. This pool of funds is the 

organization's resource dedicated first to covering the total Fixed Expenses and subsequently 

generating overall Net Profit. By concentrating on this contribution, managers achieve an 

immediate and clear understanding of the true profitability added by individual sales 

transactions. 

Mastery of CVP analysis allows decision-makers to address vital managerial questions critical 

for business viability. These questions include determining the minimum sales required to 

break even, calculating the sales level necessary to meet a specific profit target, assessing 

operational risk through the Margin of Safety, and evaluating the profitability of special orders. 

By logically integrating cost structure, sales volume, and pricing data, this unit provides the 

necessary strategic insights and quantitative tools for robust profit planning in a competitive 

market. 

9.2 MARGINAL COSTING: CONCEPT AND TERMINOLOGY 

9.2.1 Definition of Marginal Cost and Marginal Costing 

The term Marginal Cost is technically defined as the change in the total cost resulting from 

producing or selling one additional unit of a product. In management accounting practice, the 

marginal cost is typically approximated by the sum of all variable costs incurred for that unit. 

Marginal Costing, also known as Variable Costing, is a specialized costing method where only 

variable production costs (direct material, direct labour, and variable overheads) are classified 

as costs associated with the product, output, or process. A core principle of this method is that 

fixed costs are entirely excluded from the product cost; instead, they are treated as period costs, 

charged directly to the organization's Profit and Loss Account in the period they are incurred, 

regardless of the output volume. 



BBA(N) 603 Cost and Management Accounting    Uttarakhand Open University  

 

Unit 9 Marginal Costing and Cost-Volume-Profit Analysis Page 131 

For small and medium-sized enterprises (SMEs), particularly those focusing on rapid growth 

or facing immediate cash constraints, marginal costing provides indispensable clarity on the 

economic feasibility of production changes. By focusing solely on variable expenses, managers 

can quickly judge whether a specific sale covers its direct, out-of-pocket costs, which is a 

crucial consideration for maintaining robust liquidity. 

9.2.2 The Concept and Calculation of Contribution Margin 

The concept of Contribution Margin is the foundational pillar of Marginal Costing and CVP 

analysis. 

Definition: Contribution Margin represents the excess of the selling price of a product or 

service over its total variable cost. 

Purpose: This margin is the financial amount contributed by each unit or rupee of sales towards 

two strategic objectives: first, to cover the total Fixed Costs (F) of the business, and second, 

after fixed costs are fully covered, to generate Net Profit (P). 

The relationship between these elements forms the fundamental Marginal Costing Equation: 

Sales (S) - Variable Costs (V) = Contribution (C). 

Contribution (C) - Fixed Costs (F) = Profit (P) 

9.2.3 The P/V Ratio (Profit/Volume Ratio) 

The P/V Ratio, or Contribution Margin Ratio, is a key metric that quantifies the inherent 

profitability structure of a product or service line. 

Definition: The P/V Ratio is the ratio of the Contribution Margin to the Sales Revenue, usually 

expressed as a percentage. 

Significance: A high P/V Ratio signifies that a large portion of every sales rupee is available 

to service fixed obligations and generate profit. Such a structure implies a lower Break-Even 

Point and high operating leverage, meaning the company's profit is highly sensitive to changes 

in sales volume. Conversely, a low P/V Ratio indicates greater risk and a higher required sales 

volume to break even. 

The P/V Ratio can be calculated using current period data or by comparing results across 

different periods. When comparing two periods, the ratio is calculated as follows : 

 

9.3 MARGINAL COSTING VERSUS ABSORPTION COSTING 

While Marginal Costing is utilized for internal management control, Absorption Costing (or 



BBA(N) 603 Cost and Management Accounting    Uttarakhand Open University  

 

Unit 9 Marginal Costing and Cost-Volume-Profit Analysis Page 132 

Full Costing) is the standard method mandated by accounting regulations for external financial 

reporting and tax calculation. The critical divergence between these two methods lies solely in 

the treatment of fixed manufacturing overheads. 

9.3.1 Treatment of Fixed Overheads: Product Cost vs. Period Cost 

1) Marginal Costing View: Fixed overheads are treated as period costs—expenses that 

occur irrespective of production volume (within the relevant range). They are assumed to 

be incurred to support the overall operational capacity of the period, not the specific units 

produced, and are therefore fully charged to the Profit & Loss Account of that period. 

2) Absorption Costing View: Fixed overheads are viewed as necessary product costs. They 

are systematically allocated or "absorbed" into the units produced. Consequently, a 

portion of the fixed overhead expense is attached to the finished goods and remains tied 

up in inventory until the products are sold. 

9.3.2 Inventory Valuation and Profit Determination 

This difference in cost classification leads to differing inventory valuations and, potentially, 

differing reported profit figures. 

● Inventory Valuation: Under Marginal Costing, inventory is conservatively valued only 

at its total variable production cost. Under Absorption Costing, inventory is valued at the 

total manufacturing cost, encompassing both variable costs and the assigned portion of 

fixed overheads. 

● Profit Calculation: Marginal Costing ascertains profit by deducting total fixed costs from 

the total contribution. Absorption Costing ascertains profit by deducting the Cost of Goods 

Sold (which includes absorbed fixed overheads) and period selling costs from sales 

revenue. 

9.3.3 The Impact of Inventory Changes on Reported Profit 

The profit reported under Marginal Costing will generally only equal the profit reported under 

Absorption Costing if production volume exactly matches sales volume. When these volumes 

diverge, profits will differ: 

1) Production > Sales (Inventory Rises): Absorption Costing reports a higher profit. This 

occurs because the fixed overheads corresponding to the unsold units are retained in the 

closing inventory on the balance sheet (capitalized). Marginal Costing, having expensed 

all fixed costs immediately, reports a lower profit. 

2) Sales > Production (Inventory Falls): Marginal Costing reports a higher profit. In this 

case, Absorption Costing releases fixed overheads that were capitalized in previous 

periods’ inventory, increasing the current Cost of Goods Sold and lowering the current 

profit. 

This difference in profit reporting exposes a potential issue in management incentive structures. 

Managers evaluated based on short-term operating income, which is often calculated using 

Absorption Costing for regulatory reasons, may be incentivized to increase production levels 

even when sales demand is low. This overproduction allows more fixed costs to be "absorbed" 
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into inventory, artificially inflating the reported profit for the period by deferring expenses. 

Marginal Costing eliminates this possibility, as profit is determined solely by sales generation, 

making it a more reliable internal measure for performance evaluation tied directly to market 

performance. 

Table 9.1: Key Differences between Marginal Costing and Absorption Costing 

Basis of Difference Marginal Costing Absorption Costing (Full 

Costing) 

Fixed Overheads Treated as period costs; charged 

fully to the Profit & Loss 

Account in the period incurred. 

Treated as product costs; 

absorbed into the cost of 

production (inventory). 

Inventory Valuation Valued at total Variable 

Production Cost only. 
Valued at total Production 

Cost (Variable + Fixed 

Overheads). 

Profit Assessment Judged based on Contribution 

Margin (Sales – Variable Cost). 
Judged based on Gross and Net 

Profit (Sales – Total Cost). 

Suitability for 

Decisions 

Excellent for short-term tactical 

decisions and pricing. 
More suitable for long-term 

strategy and statutory external 

reporting. 

 

9.4 INTRODUCTION TO COST-VOLUME-PROFIT (CVP) 

ANALYSIS 

9.4.1 Definition and Purpose of CVP Analysis 

Cost-Volume-Profit (CVP) Analysis is an accounting tool that systematically evaluates how 

variations in sales volume and corresponding costs affect a company's operating profit.3 This 

analysis relies heavily on the concepts of fixed costs, variable costs, and the contribution 

margin. 

CVP analysis is fundamental for planning and control. It enables management teams to 

simulate "what-if" scenarios, accurately forecast financial performance, and set realistic 

revenue goals. For an enterprise—whether it is a Mumbai apparel store establishing its required 

monthly sales target or a large multi-brand corporation—CVP analysis is vital. It is used to 

determine the necessary number of units to sell to reach profitability and meet a predetermined 

target profit margin, thereby providing justification for manufacturing a product in the first 

place. 

9.4.2 Fundamental Assumptions of CVP Analysis 

The mathematical reliability of CVP analysis is dependent on several key assumptions that 

must be considered valid within the defined operational scope (the relevant range) : 

1) Cost and Revenue Linearity: The relationship between volume and cost/revenue is 
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assumed to be strictly linear. That is, total fixed costs remain constant, and variable costs 

per unit and the selling price per unit remain fixed over the relevant production range. 

2) Fixed Costs Stability: Total fixed costs are assumed to remain constant, provided the 

activity level stays within the defined relevant range. 

3) Constant Unit Costs and Prices: The selling price per unit and the variable cost per unit 

do not change, regardless of how many units are sold or produced. 

4) Sales Equals Production: It is generally assumed that the volume of units produced 

equals the volume of units sold, meaning there are no changes in finished goods inventory 

levels. 

5) Constant Sales Mix: For companies that sell multiple products, the relative proportion of 

each product sold (the sales mix) is assumed to remain unchanged. 

9.4.3 Limitations and Advanced Considerations 

While CVP analysis is powerful, its inherent simplicity introduces limitations that demand 

careful consideration in application. 

1) The Limitation of Linearity: In reality, the linearity assumption is often unrealistic. 

Companies frequently offer volume-based discounts, which causes the average selling 

price to decline (non-linear revenue). Likewise, variable costs might decrease due to 

purchasing economies of scale, or fixed costs might increase in steps (e.g., adding a 

second production shift), violating the assumption of stability. 

2) Sales Mix Volatility: In highly competitive or dynamic markets, such as the Indian 

consumer goods sector, the assumption of a constant sales mix is often easily broken. 

Changes in consumer preferences, competitor actions, or promotional schemes can 

quickly alter the proportion of products sold, invalidating the weighted average 

contribution margin calculated previously. 

3) Static and Short-Term Focus: CVP analysis is a static model that ignores complex 

financial realities such as inflation and the time value of money. Therefore, its reliability 

is confined mainly to short-run operational planning, typically over periods of a few 

months or a year. For evaluating long-term capital investments, more sophisticated tools 

must be employed. 

9.5 KEY METRICS AND TOOLS OF CVP ANALYSIS 

9.5.1 Break-Even Point (BEP) Calculation 

The Break-Even Point is the crucial level of activity where total revenue precisely offsets total 

costs, resulting in neither a profit nor a loss (zero net income). At this benchmark, the total 

contribution generated is exactly equal to the total fixed costs incurred. 

BEP Calculation Formulas: 

1) BEP in Units: 
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2) BEP in Sales Value (Rupees): 

 

9.5.2 Margin of Safety (MOS) 

The Margin of Safety (MOS) is a quantitative assessment of risk. It measures the extent to 

which a company's actual or budgeted sales can drop before the firm hits the break-even point 

and begins to incur losses. 

The MOS is a crucial indicator of operational resilience. Companies with a high MOS ratio 

possess a greater buffer against unexpected downturns in the market or increases in variable 

costs. For large, capital-intensive firms like Salem Steel Authority of India Limited, 

continuously tracking their BEP and ensuring a satisfactory MOS level relative to sales volume 

is an important part of financial policy, allowing them to confirm stability amidst varying 

economic conditions. 

MOS Calculation Formulas: 

1) MOS in Sales Value (Rupees): 

MOS (Value) = Actual Sales – Break Even Sales 

2) MOS using Profit and P/V Ratio: 

 

9.5.3 Calculating Sales Volume Required for Target Profit 

Beyond merely surviving (breaking even), businesses utilize CVP for proactive profit planning 

by calculating the precise sales volume needed to achieve a specific target profit (Desired 

Profit). The sales volume required must generate enough total contribution to cover both the 

fixed costs and the targeted profit amount. 

Target Sales Calculation Formulas: 

1) Target Sales in Units: 

 

2) Target Sales in Sales Value (Rupees): 
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Table 9.2: Fundamental Formulas Used in Cost-Volume-Profit Analysis 

CVP Metric Calculation Formula (In 

Units) 

Calculation Formula (In 

Value/Ratio) 

Contribution Margin (C) Selling Price per Unit – 

Variable Cost per Unit 

Sales Revenue – Total 

Variable Costs 

P/V Ratio (C/S Ratio) (Contribution / Sales) x 100 (Change in Profit / Change in 

Sales) x 100 

Break-Even Point (BEP) Total Fixed Costs / 

Contribution per Unit 

Total Fixed Costs / P/V Ratio 

Margin of Safety (MOS) Actual Sales – BEP Sales 

(Units) 

(Profit / P/V Ratio) or (Actual 

Sales – BEP Sales) (Value) 

Sales for Target Profit (Fixed Costs + Desired 

Profit) / Contribution per Unit 

(Fixed Costs + Desired 

Profit) / P/V Ratio 

 

9.6 APPLICATION OF MARGINAL COSTING AND CVP IN 

MANAGERIAL DECISIONS 

Marginal Costing is indispensable for short-term tactical decisions because fixed costs, being 

unavoidable and constant in the short run, are generally irrelevant to choices regarding 

incremental changes in output. 

9.6.1 Pricing Decisions and Special Orders 

Marginal cost provides the objective basis for setting the lowest acceptable price. 

Establishing the Floor Price: For accepting non-standard, large, or discounted orders (such 

as an export order or an order to utilize temporarily idle capacity), the marginal cost serves as 

the absolute "floor price." Accepting any price above the marginal cost means the order yields 

a positive contribution. Since the existing fixed costs are covered by regular production, this 

positive contribution directly improves the total profit or minimizes overall loss. 

Example Application: If a specialized catering service in India has a variable cost of ₹600 per 

meal, and receives a bulk corporate order for 200 meals at a discounted price of ₹900 per meal, 

accepting the order is profitable. The ₹300 contribution per meal (₹900 selling price – ₹600 

variable cost) is generated without incurring additional fixed costs, resulting in an immediate 

profit boost of ₹60,000 (300 x 200 meals). 

9.6.2 Make or Buy Decisions 

The 'make or buy' decision involves determining whether an essential product component 

should be manufactured internally or procured from an external supplier. 
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Principle of Differential Costs: Marginal costing facilitates this decision by focusing 

exclusively on the relevant differential costs. Management compares the external supplier's 

quotation price with the company’s internal variable (marginal) cost of manufacturing the part. 

Decision Rule: Fixed overheads are usually ignored unless the decision to buy frees up specific 

internal capacity that can be utilized to generate revenue elsewhere (the opportunity cost). 

Typically, internal production is preferable if the internal marginal cost is lower than the 

external purchase price. This is often the case, as an external supplier’s price must cover their 

own fixed costs and profit margin. 

9.6.3 Product Mix Decisions under Limiting Factors (Key Factor Analysis) 

Many firms, especially in a developing economy like India, face limitations in resources such 

as raw materials, specialized machine time, or skilled labor hours. This scarce resource is 

termed the Key Factor or Limiting Factor. 

Maximizing Return on Constraint: In resource-constrained environments, the goal is not 

merely to produce the product with the highest contribution per unit, but rather to maximize 

the financial return generated for every unit of the scarce resource consumed. 

The Priority Rule: To achieve optimal profitability, management must calculate the 

Contribution per Unit of the Key Factor for each product. Production priority is then assigned 

to the product that yields the highest contribution relative to the consumption of the limiting 

factor. The ranking ensures that the scarce resource is always channeled into the most profitable 

avenue. 

9.6.4 Shut Down or Continue Decisions 

When faced with a severe, temporary market recession, a firm may consider shutting down 

operations to minimize losses. 

Decision Rule: The continuation of operations is financially justified if the total contribution 

generated by the current level of sales exceeds the fixed costs that could be avoided by shutting 

down. If the selling price covers the variable cost, generating a positive contribution, the firm 

should continue to operate. This positive contribution offsets some of the unavoidable fixed 

costs (shut down costs), minimizing the total loss compared to a full closure. 

9.7. ILLUSTRATIVE EXAMPLES / APPLICATIONS 

9.7.1 Numerical Illustration: Comparing Profit under Marginal vs. Absorption Costing 

A manufacturing unit in India produces specialized components. Data for the month is as 

follows: 

● Production: 10,000 units 

● Sales: 8,000 units @ ₹30 per unit (2,000 units added to closing stock) 

● Variable Manufacturing Cost: ₹20 per unit 

● Fixed Manufacturing Overheads: ₹50,000 
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● Total Selling and Distribution Costs: ₹10,000 (₹4,000 variable, ₹6,000 fixed) 

A. Income Statement under Marginal Costing 

Particulars Calculation Amount (₹) 

Sales (8,000 units x ₹30)  2,40,000 

Less: Total Variable Costs   

Variable Manufacturing Cost (8,000 units x ₹20) 1,60,000  

Variable Selling & Distribution Costs 4,000  

Total Variable Cost of Sales  1,64,000 

Contribution (₹2,40,000 – ₹1,64,000)  76,000 

Less: Total Fixed Costs (Period Costs)   

Fixed Manufacturing Overheads 50,000  

Fixed Selling & Distribution Costs 6,000  

Total Fixed Costs  56,000 

Net Profit (MC) (₹76,000 – ₹56,000) 20,000 

B. Income Statement under Absorption Costing 

Note: Absorption Cost per unit = Variable Cost (₹20) + Fixed Overhead per unit (₹50,000 / 

10,000 units = ₹5). Total cost per unit = ₹25. 

Particulars Calculation Amount (₹) 

Sales (8,000 units x ₹30)  2,40,000 

Less: Cost of Goods Sold (COGS)   

Total Production Cost (10,000 units x ₹25) 2,50,000  

Less: Closing Stock (2,000 units x ₹25) (50,000)  

COGS  2,00,000 

Gross Profit (₹2,40,000 – ₹2,00,000)  40,000 

Less: Period Costs   

Selling and Distribution Costs (Total)  10,000 

Net Profit (AC) (₹40,000 – ₹10,000) 30,000 

The profits differ by ₹10,000 (₹30,000 AC profit – ₹20,000 MC profit). This difference is equal 

to the ₹10,000 in fixed overheads that was capitalized into the closing stock under Absorption 

Costing (2,000 units x ₹5 fixed overhead rate). 

9.7.2 Numerical Illustration: CVP Analysis for Target Sales 

An entrepreneur running a coaching institute in Kota, Rajasthan, wishes to determine the sales 

needed to earn a profit of ₹50,000. 

● Fixed Costs (Rent, Permanent Staff Salaries, Marketing): ₹60,000 

● P/V Ratio: 40% (Contribution is 40% of sales)  
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Required: Calculate the Sales Value required to earn a profit of ₹50,000. 

Solution: 

 

The institute must achieve a total revenue of ₹2,75,000 to reach its goal of ₹50,000 in profit. 

9.7.3 Real-life Application: Product Mix Decision under Machine Time Constraint 

A small fabrication unit in Gujarat produces two types of agricultural tools, Prowler and 

Ripper. The limiting factor is the availability of specialized machine hours, with a maximum 

capacity of 5,000 hours. 

Particulars Prowler Ripper 

Contribution per Unit (₹) 400 500 

Machine Hours Required per Unit 2 hours 3 hours 

Required: Determine the production priority to maximize contribution. 

Solution using Key Factor Analysis: 

1) Limiting Factor: Machine Hours (5,000 available). 

2) Calculate Contribution per Unit of Key Factor: 

○ Prowler: 

 

○ Ripper: 

 
 

3) Prioritization: Although Ripper has a higher contribution per unit (₹500 vs. ₹400), 

Prowler is the superior product because it generates ₹200 for every limited machine hour 

used, compared to ₹166.67 for Ripper. Therefore, the optimal mix requires prioritizing 

the production of Prowler first, followed by Ripper, until the 5,000 machine hours are 

exhausted. 
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Check Your Progress – A 

 

1) Define Marginal Costing in simple terms. 

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------ 

2) What is the primary difference in how fixed manufacturing overheads are treated under 

Marginal Costing versus Absorption Costing? 

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------ 

3) How is inventory valued under Marginal Costing? 

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------ 

9.8. SUMMARY 

This unit focuses on Marginal Costing and Cost–Volume–Profit (CVP) Analysis, two core 

management accounting techniques used for short-term planning, control, and decision-

making. The unit begins by distinguishing management accounting from financial accounting, 

emphasizing its forward-looking nature and relevance for internal managerial decisions. A 

central theme is the classification of costs into fixed and variable, as this distinction forms the 

foundation of both marginal costing and CVP analysis. Marginal costing is explained as a 

method in which only variable costs are charged to products, while fixed costs are treated as 

period costs and written off against profit. The concept of contribution margin—sales minus 

variable costs—is highlighted as the key indicator of profitability, since contribution first 

covers fixed costs and then generates profit. Closely related is the Profit–Volume (P/V) Ratio, 

which measures the proportion of contribution in sales and reflects the sensitivity of profit to 

changes in sales volume. The unit provides a detailed comparison between marginal costing 

and absorption costing, focusing on their different treatments of fixed overheads, inventory 

valuation, and profit reporting. It explains why profits differ between the two methods when 

production and sales volumes are unequal, and why marginal costing is more suitable for 

internal performance evaluation. CVP analysis is introduced as a tool to study the relationship 

between cost, volume, and profit. Key metrics such as Break-Even Point (BEP), Margin of 

Safety (MOS), and target profit sales are explained along with their formulas, assumptions, and 

limitations. Finally, the unit demonstrates practical applications of marginal costing and CVP 

analysis in pricing decisions, make-or-buy choices, product mix decisions under limiting 

factors, and shut-down decisions, supported by numerical illustrations and real-life examples. 
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9.9. GLOSSARY 

➢ Marginal Cost: The additional cost incurred in producing one extra unit of 

output, consisting mainly of variable costs. 

➢ Marginal Costing: A costing technique in which only variable costs are charged to 

production, while fixed costs are treated as period costs. 

➢ Contribution Margin (Contribution): The excess of sales revenue over variable 

costs, which contributes towards covering fixed costs and profit. 

➢ Profit/Volume Ratio (P/V Ratio): The ratio of contribution to sales, used to measure 

the profitability of products and sales volume. 

➢ Absorption Costing: A method of costing in which both fixed and variable 

manufacturing costs are treated as product costs. 

➢ Product Cost: Costs that are directly associated with production and included in 

inventory valuation, such as factory overheads. 

➢ Period Cost: Costs that are charged entirely to the accounting period in which they are 

incurred, such as administrative expenses. 

➢ Cost-Volume-Profit (CVP) Analysis: A managerial tool that examines the 

relationship between cost, sales volume, and profit. 

➢ Break-Even Point (BEP): The level of sales at which total revenue equals total cost, 

resulting in neither profit nor loss. 

➢ Margin of Safety (MOS): The excess of actual or budgeted sales over break-even 

sales, indicating the level of business risk. 

➢ Target Profit Analysis: A CVP technique used to determine the sales volume required 

to achieve a desired level of profit. 

➢ Fixed Cost: Costs that remain constant regardless of changes in the level of output 

within a relevant range. 

➢ Variable Cost: Costs that vary directly in proportion to changes in production or sales 

volume. 

➢ Inventory Valuation: The method of assigning costs to unsold stock, which differs 

under marginal costing and absorption costing. 

➢ Limiting Factor (Key Factor): A constraint such as machine time, labor hours, or raw 

material availability that restricts production capacity. 

➢ Product Mix Decision: A managerial decision regarding the combination of products 

to be produced to maximize contribution under limiting factors. 

➢ Make or Buy Decision: A decision concerning whether a product or component should 

be manufactured internally or purchased externally. 

➢ Shutdown Decision: A short-term managerial decision to temporarily stop production 

when contribution is insufficient to cover fixed costs. 
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 Sultan Chand & Sons (P) Ltd. (2022). Cost Accounting - Principles and Practices: A 

Textbook for B.Com (Hons) and B.Com. 

9.12 TERMINAL & MODEL QUESTIONS 

1) Explain the concept of Marginal Costing in detail and discuss its significance in 

managerial decision-making with suitable illustrations.  

2) Distinguish between Marginal Costing and Absorption Costing with reference to 

treatment of fixed overheads, inventory valuation, and profit determination.  

3) Define Cost–Volume–Profit (CVP) Analysis. Explain its objectives and discuss the 

fundamental assumptions on which CVP analysis is based.  

4) Discuss the key tools of CVP analysis, namely Contribution, P/V Ratio, Break-Even 

Point, and Margin of Safety, explaining their managerial relevance.  

5) Analyze how changes in production and sales volume affect profit under Marginal 

Costing and Absorption Costing, supported by numerical explanation.  

6) Explain the concept of Break-Even Point (BEP). Describe the methods of calculating 

BEP and discuss its importance in profit planning.  

7) What is Margin of Safety (MOS)? Explain its significance in assessing business risk 

and operational stability.  

8) Discuss the application of Marginal Costing in pricing decisions, particularly in the 

acceptance of special or export orders.  

9) Explain the role of marginal costing in make-or-buy decisions and shutdown or 

continuation decisions, highlighting the concept of relevant costs.  

10) Describe the concept of Key Factor (Limiting Factor) and explain how contribution per 

unit of key factor is used to determine the optimum product mix.  

11) From the following data, calculate (a) P/V Ratio, (b) Break-Even Point (Units), and (c) 

Margin of Safety (Value): 

• Selling Price per unit: ₹40,  

• Variable Cost per unit: ₹25,  

• Total Fixed Costs: ₹75,000,  

• Actual Sales (Units): 6,000 units. 

(Hint: Contribution per unit = 15; P/V Ratio = 37.5%; BEP units = 5,000; MOS Value 

= ₹40,000.) 

12) A company wants to achieve a target profit of ₹1,00,000. Calculate the required sales 

value given: Fixed Costs ₹4,50,000; P/V Ratio 30%. 

(Hint: Sales = (₹4,50,000 + ₹1,00,000) / 0.30 = ₹18,33,333.33) 

13) In Year 1, Sales were ₹40,00,000 and Profit was ₹4,00,000. In Year 2, Sales were 

₹55,00,000 and Profit was ₹7,00,000. Calculate (a) P/V Ratio, (b) Fixed Costs, and (c) 

Sales required to earn a profit of ₹12,00,000. 

(Hint: Change in Sales = ₹15,00,000; Change in Profit = ₹3,00,000. P/V Ratio = 20%. 

Fixed Cost = Contribution - Profit = (Sales * P/V Ratio) - Profit = ₹4,00,000. Target 

Sales = ₹80,00,000.) 

14) A manufacturing unit produced 20,000 units and sold 18,000 units at ₹50 per unit. 
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Variable manufacturing cost is ₹30 per unit, and Fixed manufacturing overheads are 

₹2,00,000. Prepare the Income Statement under both Marginal Costing and Absorption 

Costing to show the difference in profit. (Hint: AC profit should be higher by ₹20,000.) 

15) Product X requires 3 machine hours per unit, and Product Y requires 1 machine hour 

per unit. Both products have a market demand of 5,000 units. Total machine hours 

available are 10,000. Contribution per unit for X is ₹150, and for Y is ₹80. Determine 

the optimum production mix. (Hint: Priority must be given to Product Y, which yields 

₹80 contribution per machine hour, versus Product X, which yields ₹50 contribution 

per machine hour.) 
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UNIT 10 

STANDARD COSTING AND VARIANCE ANALYSIS 

Contents 

10.1 Introduction 

10.2 Conceptual Foundation of Standard Costing 

10.3 Setting of Standards  

10.4 Direct Material Variances (DMV) 

10.5 Direct Labour Variances (DLV) 
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10.7 Managerial Applications and Interrelationships 

10.8 Illustrative Examples / Applications 

10.9 Summary 

10.10 Glossary 

10.11 References 

10.12 Suggested Readings  

10.13 Exercise Questions 

 

 

Learning Objectives  

Upon completing this unit, the learner will be able to: 

✓ Explain the fundamental concepts, objectives, and systematic process of standard costing. 

✓ Describe the rigorous procedure for setting practical and attainable standards for all 

elements of manufacturing cost (material, labour, and overhead). 

✓ Differentiate the purpose, scope, and operational flexibility of standard costing compared 

to budgetary control. 

✓ Analyze and Calculate the total cost, price/rate, and usage/efficiency variances for Direct 

Material and Direct Labour. 

✓ Evaluate the Variable Overhead variances, including Spending and Efficiency 

components. 

✓ Analyze and Calculate the Fixed Overhead variances, detailing the calculation of 

Expenditure, Volume, Capacity, and Efficiency splits. 

✓ Apply variance analysis results to pinpoint managerial responsibility, interpret operational 

performance, and investigate the critical interrelationships among different variances. 
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10.1. INTRODUCTION 

For organizations operating in dynamic and highly competitive economies like India, effective 

cost management is not merely an advantage but a fundamental necessity for sustainable 

survival and growth. Traditional accounting systems often rely on actual costs, which are 

ascertained only after production has occurred, making cost control a reactive process. 

Management accounting requires forward-looking, proactive tools to enable control before 

costs spiral out of control. This is the precise role of Standard Costing. 

Standard costing is a control technique that establishes predetermined, estimated costs—known 

as Standard Costs—for materials, labour, and overhead before the manufacturing process 

begins. These standards serve as a definitive "financial blueprint" or benchmark against which 

management can measure real-time operational performance. By establishing a target cost for 

each product unit, the system moves beyond merely reporting historical figures to setting 

ambitious goals for efficiency and expense management. 

The core analytical tool within this framework is Variance Analysis. This process 

systematically compares the standard cost (what the cost should have been) with the actual cost 

(what the cost actually was), quantifying the difference, or variance. This variance is then 

broken down into specific components—such as price changes, usage inefficiency, or capacity 

utilization—allowing managers to pinpoint the exact cause and the responsible department. By 

focusing management attention only on significant deviations from the plan, the system 

facilitates Management by Exception. Timely investigation and corrective action based on 

variance reports are crucial for driving operational improvements, enhancing efficiency, and 

ensuring planned profitability is achieved. This unit will explore the mechanism of setting these 

crucial standards and the techniques used to calculate and interpret the resulting cost variances. 

10.2. CONCEPTUAL FOUNDATION OF STANDARD COSTING 

10.2.1. Definition and Core Concepts 

Standard Costing is a methodical approach within cost accounting that substitutes 

predetermined estimated costs for actual costs in the accounting records. It functions as a 

sophisticated control technique that systematically reports variances by comparing actual costs 

to established standards, thus enabling focused managerial action. 

The Standard Cost is the planned cost per unit of product, determined by carefully estimating 

the necessary quantity of inputs (materials, labour hours) and the appropriate price/rate for 

those inputs under expected operating conditions. These estimates are variously known as 

planned costs, expected costs, or benchmark costs. 

A Variance is simply the difference between the standard cost of an activity or product and its 

actual cost. 

● A variance is considered Favorable (F) when the actual cost incurred is less than the 

standard cost allowed. This typically suggests potential cost savings or efficiency gains. 
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● A variance is considered Unfavorable (U) or Adverse (A) when the actual cost exceeds 

the standard cost. This indicates a cost overrun or inefficiency requiring investigation. 

10.2.2. Objectives and Advantages of Standard Costing 

Standard costing serves several vital functions in management accounting : 

1) Cost Control and Reduction: By establishing clear benchmarks, the system identifies 

where costs are going off track, allowing management to take immediate corrective action 

to minimize waste and inefficiency. 

2) Performance Measurement: Standard costs provide objective criteria for evaluating the 

efficiency of various departments, such as purchasing (price control) and production 

(usage control). 

3) Simplified Inventory Valuation: Standard costs simplify the valuation of inventory (raw 

materials, work-in-progress, and finished goods), streamlining financial reporting, 

especially in perpetual inventory systems. 

4) Assisting Budgeting and Forecasting: Since standard costs are set after considering 

present conditions and future possibilities, they provide a strong foundation for creating 

realistic, accurate budgets and financial forecasts. 

10.2.3. Standard Costing versus Budgetary Control 

While both standard costing and budgetary control are crucial tools for financial management, 

their scope and focus differ significantly. Budgetary control sets broad financial targets for 

revenues and expenses across the entire organization over a longer term (often annually), 

functioning as a financial roadmap. Standard costing, conversely, focuses narrowly on 

determining the cost of producing a single unit of a product or service. 

Basis of 

Comparison 

Standard Costing Budgetary Control 

Purpose To determine the detailed cost of 

a product or service unit, 

identifying cost efficiency. 

To plan and control overall 

organizational operations and financial 

metrics. 

Scope Narrow scope, focusing on unit 

cost elements (Material, Labour, 

Overhead). 

Wide scope, covering all aspects of the 

business (revenue, sales, R&D, admin, 

finance). 

Flexibility Less flexible, based on 

predetermined standards which 

are complex to change frequently. 

More flexible, as budgets can be adjusted 

or re-evaluated in response to changing 

actual results or market conditions. 

Timeframe Typically used on a short-term 

basis (monthly/ quarterly 

comparison of unit performance). 

Used on a longer-term basis, often 

covering an entire fiscal year. 

Complexity Requires a detailed, sophisticated 

cost accounting system for 

granular variance analysis. 

Can be less complex, focusing on 

aggregated financial targets and 

deviations. 
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10.3. SETTING OF STANDARDS  

Setting standards is a critical management process. The standards must be realistic, achievable, 

and based on objective analysis, otherwise the resulting variance reports will be misleading. 

Standards are typically set for three cost elements: Direct Material, Direct Labour, and 

Manufacturing Overhead. 

10.3.1. Setting Direct Material Standards 

1) Standard Quantity (SQ): This is the engineering input. It refers to the quantity of raw 

material that should be consumed to produce one unit of finished product. It is determined 

through detailed specifications, test runs, and blueprints, allowing for a normal level of 

unavoidable waste or spoilage inherent in the process. For example, a bakery in Mumbai 

might set a standard of 2 kg of flour for a large batch of bread, accounting for inevitable 

minor losses during mixing. 

2) Standard Price (SP): This is the purchasing input. It is the predetermined cost at which 

the material should be acquired. The purchasing department sets this based on current 

vendor contracts, forecasted market trends, economic order quantities (EOQ) to capture 

bulk discounts, and quality expectations. 

10.3.2. Setting Direct Labour Standards 

1) Standard Hours (SH): This is the time standard. It represents the hours an efficient, 

trained worker should take to complete one unit of product or service. This is established 

through time and motion studies conducted by industrial engineers. 

2) Standard Rate (SR): This is the wage standard. It is the average rate per hour that should 

be paid to the workers required for the task. This includes basic wages, required statutory 

contributions (relevant in the Indian context), and anticipated allowances, derived from 

HR policies and labour agreements. 

10.3.3. Setting Manufacturing Overhead Standards 

Overhead standards require calculating a Standard Overhead Absorption Rate (SOAR). 

This involves: 

1) Budgeting Total Overhead: Estimating the total fixed and total variable overhead costs 

for the upcoming period. 

2) Selecting an Activity Base: Choosing a base, such as Direct Labour Hours (DLH) or 

Machine Hours (MH), that drives the costs. 

3) Calculating the Rate: Dividing the budgeted overhead cost by the budgeted activity level 

to arrive at the rate (e.g., Standard Variable Overhead Rate per DLH, or Standard Fixed 

Overhead Rate per DLH). 

10.4. DIRECT MATERIAL VARIANCES (DMV) 

Material variances help management understand whether cost differences arose from paying 

too much for the materials or using too much material in production. 
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10.4.1. Total Material Cost Variance (TMCV) 

The total difference between the planned cost of materials for the actual output achieved and 

the actual cost incurred. 

TMCV = (Standard Quantity x Standard Price) - (Actual Quantity x Actual Price) 

TMCV = Standard Cost - Actual Cost 

This total variance is usually split into two primary components: Price and Usage. 

10.4.2. Material Price Variance (MPV) 

MPV measures the cost difference due solely to the difference between the standard price and 

the actual price paid for the materials purchased, multiplied by the actual quantity purchased 

or used. 

MPV = (Standard Price - Actual Price) x Actual Quantity 

 

Responsibility and Causes: 

The primary responsibility for the MPV generally lies with the Purchasing Manager. Causes 

include unexpected shifts in the market price of the commodity, failure to capture anticipated 

bulk purchase discounts, or acquiring materials of a higher or lower grade than specified in the 

standard. If the actual price is lower than the standard price, the MPV is favorable. 

10.4.3. Material Usage Variance (MUV) 

MUV measures the cost difference due solely to the difference between the standard quantity 

of material that should have been used for the actual output and the quantity that was actually 

used. It is valued at the standard price to isolate it from price fluctuations. 

MUV = (Standard Quantity - Actual Quantity) x Standard Price 

Responsibility and Causes: 

The MUV is primarily the responsibility of the Production Manager. Causes for an unfavorable 

MUV typically relate to inefficiencies on the factory floor, such as excessive wastage or 

spoilage, inefficient machine operation, improper handling, or the use of lower-quality raw 

materials that break easily during processing. 

10.5. DIRECT LABOUR VARIANCES (DLV) 

Labour variances analyze differences arising from the rate paid to workers and the efficiency 

(time) with which they worked. 

10.5.1. Total Labour Cost Variance (TLCV) 

The difference between the planned labour cost for the actual output achieved and the actual 

labour cost incurred. 

TLCV = (Standard Hours x Standard Rate) - (Actual Hours x Actual Rate) 
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This variance is split into the Rate Variance and the Efficiency Variance. 

10.5.2. Labour Rate Variance (LRV) 

LRV isolates the portion of the variance caused by paying a rate (wage) that differs from the 

standard rate. 

LRV = (Standard Rate - Actual Rate) x Actual Hours 

Responsibility and Causes: 

Responsibility often rests with the HR Department (for setting wage scales) or the Production 

Manager (for deployment decisions). An unfavorable LRV may occur if unforeseen overtime 

is required, resulting in premium pay, or if highly skilled, higher-paid labour is deployed for a 

task designed for a less-skilled, lower-paid worker. If the actual rate is lower, perhaps due to 

substituting a trainee for an experienced worker, the variance is favorable. 

10.5.3. Labour Efficiency Variance (LEV) 

LEV isolates the portion of the variance caused by workers taking more or less time than the 

standard hours allowed for the actual output. It is valued at the standard rate to remove the 

effect of rate changes. 

LEV = (Standard Hours - Actual Hours) x Standard Rate 

Responsibility and Causes: 

The Production Manager or supervisor is typically accountable for the LEV. Unfavorable 

variances stem from poor supervision, machine breakdowns causing idle time, worker fatigue, 

lack of training, or—significantly—using defective or poor-quality material that requires more 

processing time or rework. Conversely, efficient processes or higher-than-standard quality 

materials can lead to a favorable LEV. 

10.6. MANUFACTURING OVERHEAD VARIANCES 

Overhead variances are generally more complex because overhead costs include both variable 

and fixed components, each treated differently in the analysis. 

10.6.1. Variable Overhead (VOH) Variances 

Total Variable Overhead Variance is split into two parts: Spending and Efficiency. 

1) Variable Overhead Spending Variance 

This variance measures the difference between the actual variable overhead costs incurred and 

the variable overhead costs that should have been incurred for the actual level of activity 

(Actual Hours). 

VOH Spending Variance = Actual VOH - (Actual Hours x Standard VOH Rate) 

Responsibility and Causes: This responsibility primarily rests with the Production Managers. 

Causes relate to unexpected changes in the cost of indirect materials (e.g., lubricants), utilities 
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(e.g., electricity rate spikes), or efficiency in using these resources. 

2) Variable Overhead Efficiency Variance 

This variance measures the cost impact of working more or fewer hours than standard, valued 

at the standard variable overhead rate. Note that the VOH Efficiency Variance is directly 

related to the Labour Efficiency Variance, as both use the measure of input hours efficiency. 

VOH Efficiency Variance = (Standard Hours for Actual Output - Actual Hours) x Standard 

VOH Rate 

Responsibility and Causes: As it relates to input usage, it is controlled by the Production 

Manager. Causes are identical to those of the Labour Efficiency Variance (e.g., machine 

downtime, poor workflow). 

10.6.2. Fixed Overhead (FOH) Variances: The Two-Way Split 

Fixed overhead is often analyzed differently because the total cost is constant (fixed) regardless 

of the level of output in the short run. FOH variances measure how effectively fixed costs were 

controlled and how efficiently capacity was utilized. 

1) Fixed Overhead Expenditure (Spending) Variance 

This variance measures the total difference between the budgeted amount of fixed overhead 

and the actual amount incurred. It assesses the management's ability to control discretionary 

fixed expenses. 

FOH Expenditure Variance = Budgeted Fixed Overhead - Actual Fixed Overhead Incurred 

Responsibility and Causes: This is controlled by Senior Management who approve budgets 

for items like rent, depreciation, insurance, and fixed salaries. Unfavorable variances may 

result from unexpected increases in property tax or insurance premiums. 

2) Fixed Overhead Volume Variance (Production Volume Variance) 

This variance measures the cost resulting from producing at an actual level that is different 

from the level used to calculate the standard FOH absorption rate (the budgeted volume). This 

variance signals the economic gain or loss from over- or under-utilizing the fixed capacity. 

FOH Volume Variance=Applied Fixed Overheads−Budgeted Fixed Overheads 

FOH Volume Variance = (Actual Units Produced − Budgeted Units) × 

Standard Fixed Overhead Rate per Unit 

A favorable volume variance occurs when actual production exceeds budgeted production, 

meaning fixed costs are spread over more units (over-absorbed). This is typically the 

responsibility of the Sales/ Marketing Department (for driving demand) and Production 

Management (for executing capacity utilization). 

10.6.3. FOH Volume Variance: The Deeper Three-Way Split (Capacity and Efficiency) 

To gain greater insight into why volume targets were missed or exceeded, the FOH Volume 
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Variance can be further broken down into Capacity Variance and Fixed Efficiency Variance. 

This is necessary when FOH is absorbed using an hourly rate. 

1) Fixed Overhead Capacity Variance 

This assesses whether the total available time (capacity) was used more or less than planned. 

It accounts for differences in the hours worked compared to the hours budgeted. 

FOH Capacity Variance = (Actual Hours Worked - Budgeted Hours) x Standard FO Rate per 

Hour 

Responsibility and Causes: Responsibility falls on Production Management and related 

planning functions. Causes include machine breakdowns, labor shortages (e.g., absenteeism), 

or external factors like power outages or lack of sales orders. 

2) Fixed Overhead Efficiency Variance 

This variance measures the utilization efficiency of the actual time spent working. It determines 

if the output achieved during the hours worked was efficient based on the standard hours 

allowed for that output. 

FOH Efficiency Variance = (Standard Hours for Actual Output} - Actual Hours Worked) 

Standard FO Rate per Hour 

Responsibility and Causes: This is the responsibility of the Production Supervisor. Causes are 

identical to those of the Labour Efficiency Variance (e.g., taking longer to complete tasks due 

to poor management or material quality). 

3) Fixed Overhead Calendar Variance (Advanced Split) 

In an operational environment, particularly relevant in India with specific public holidays or 

localized operational shutdowns (like curfews or local festivals), the Capacity Variance can 

sometimes be split further to isolate the effect of working days. Calendar variance arises 

specifically because the actual number of working days or hours deviates from the budgeted 

number. 

FOH Calendar Variance = (Actual Working Days - Budgeted Working Days) x Standard 

FOH Rate per Day 

10.7. MANAGERIAL APPLICATIONS AND 

INTERRELATIONSHIPS 

Variance analysis is more than just calculation; it is a critical input for managerial action. 

Managers use these reports to identify problem areas and determine how to improve future 

performance. 

10.7.1. Management by Exception and Investigation 

Organizations typically establish pre-set thresholds (e.g., ± 5%) for variances. Only variances 
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exceeding these limits are flagged for investigation, enabling managers to conserve time and 

resources by focusing on the most critical deviations. 

● Unfavorable Variances: These require prompt investigation to identify deficiencies, such 

as inefficient processes or poor quality control, and implement immediate corrective 

measures. 

● Favorable Variances: These must also be investigated. A favorable outcome could be 

sustainable (e.g., a permanent, negotiated reduction in material price) or temporary (e.g., 

using lower-grade material). Understanding the cause allows management to replicate 

sustainable gains or correct unintended consequences. 

10.7.2. Interdependency and Causal Chains 

A crucial element of expert variance analysis is recognizing that variances do not occur in 

isolation; they are often interconnected. A cost reduction in one area can lead to cost increases 

in another, creating a causal chain that must be analyzed to determine the true overall cost 

effect. 

Example of Interdependency: 

Suppose the Purchasing Department secures a cheaper, lower-grade raw material (resulting in 

a Favorable Material Price Variance). However, this material proves harder to work with on 

the production line, leading to increased scrap and rework (resulting in an Unfavorable Material 

Usage Variance) and forcing workers to spend more time completing the product (resulting in 

an Unfavorable Labour Efficiency Variance). In this scenario, the initial favorable variance 

masked significant operational penalties. Managers must consider these trade-offs before 

assigning praise or blame. 

 

Variance Category Primary 

Responsibility 

Common Causes of Adverse Variance 

Material Price 

Variance 

Purchasing Manager Unanticipated price increases, poor 

negotiation, failure to take bulk 

discounts. 

Material Usage 

Variance 

Production Manager/ 

Supervisor 

Inefficiency, excessive wastage, inferior 

material quality. 

Labour Rate 

Variance 

HR/ Personnel 

Department 

Unplanned overtime, deployment of 

high-skilled labour on low-skilled tasks. 

Labour Efficiency 

Variance 

Production Manager/ 

Supervisor 

Machine downtime, lack of training, 

poor supervision, material quality 

issues. 

VOH Spending 

Variance 

Production Manager Higher than expected cost of indirect 

supplies or power. 

FOH Expenditure 

Variance 

Senior Management Unanticipated fixed cost increases (e.g., 

property taxes, salaries). 

FOH Volume/ 

Capacity Variance 

Marketing/ 

Production 

Lack of customer demand, machine 

breakdowns, unforeseen idle capacity. 
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Management 

 

10.8. ILLUSTRATIVE EXAMPLES / APPLICATIONS 

To solidify the understanding of these concepts, we examine practical applications in the Indian 

business environment. 

Application 1: Direct Material Variances in a FMCG Unit (Numerical Example) 

A manufacturer in Indore, producing packaged snacks (namkeen), establishes standards for its 

main raw material, 'Besan' (chickpea flour). 

Standard Data (Per unit of output): 

● Standard Quantity (SQ): 5kg 

● Standard Price (SP): ₹100 per kg 

Actual Data (For a production run): 

● Actual Output: 1,000 units 

● Actual Quantity Consumed (AQ): 5,200 kg 

● Actual Price Paid (AP): ₹110 per kg 

Step-by-Step Solution: 

A. Calculate Total Material Cost Variance (TMCV) 

1) Standard Cost (SC): 

SC=Standard Quantity (SQ)×Standard Price (SP) 

(1,000  units × 5  kg/unit) × ₹100/kg 

SC = 5,000  kg × ₹100 = ₹𝟓, 𝟎𝟎, 𝟎𝟎𝟎 

2) Actual Cost:   

AC=Actual Quantity (AQ)×Actual Price (AP) 

5,200kg×₹110/kg=₹5,72,000 

 

3) Total Material Cost Variance (TMCV):  

TMCV = Standard Cost − Actual Cost 

₹5,00,000 - ₹5,72,000 = ₹72,000 (Unfavorable) 

B. Calculate Material Price Variance (MPV) 
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Interpretation: The Purchasing Department paid ₹10 more per kg than standard, costing the 

company an extra ₹52,000. 

C. Calculate Material Usage Variance (MUV) 

 

Interpretation: The Production Department used 200 kg more material than budgeted, which 

costs ₹20,000 at the standard price. 

Verification: MPV + MUV = ₹52,000 (U) + ₹20,000 (U) = ₹72,000 (U) (Matches TMCV). 

Application 2: Standard Costing in an Indian Service Sector (Real-Life Illustration) 

While commonly associated with manufacturing, standard costing is also applied in service 

industries. Consider a large IT call centre in Chennai that handles customer support tickets. 

Direct costs here are mainly Direct Labour (Agent Time) and Variable Overhead (IT resources 

per hour). 

Setting Standards: The center sets a Standard Time per Ticket Resolved (SH) of 15 minutes (or 

0.25 hours) based on historical averages and training modules. It sets a Standard Labour Rate 

(SR) of ₹200 per hour for a specific agent group. 

Variance Application: 

Suppose 4,000 tickets are resolved in a month (Actual Output). The Standard Hours (SH) 

allowed are 4,000 tickets x 0.25 hours/ticket = 1,000 hours. 

If the agents collectively spent 1,100 Actual Hours (AH): 

 

Labour Efficiency Variance (LEV) = (1,000 hours - 1,100 hours) x ₹200 hour = ₹20,000 

(Unfavorable) 

Managerial Action: This adverse LEV highlights that the process is slower than expected. The 

operations manager must investigate whether the inefficiency is due to inadequate agent 

training, slow internal software, or complex customer queries. This allows the center to connect 

cost performance directly to service delivery metrics. 

Application 3: Fixed Overhead Volume Variance (Numerical Example) 

A Pune-based pharmaceutical company uses Direct Labour Hours (DLH) as its basis for 

absorbing fixed overhead. 

Budgeted Data: 

● Budgeted Production: 10,000 units 

● Standard DLH per Unit: 2 hours 
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● Budgeted DLH: 20,000 hours 

● Budgeted Fixed Overhead (FOH): ₹4,00,000 

Actual Data: 

● Actual Production: 11,000 units 

● Actual FOH Incurred: ₹4,10,000 

Step-by-Step Solution (Two-Way Split): 

A. Calculate Standard Fixed Overhead Absorption Rate (FOAR) 

 

B. Calculate FOH Expenditure Variance 

 

Interpretation: The company spent ₹10,000 more on fixed costs (e.g., salaries, rent) than 

planned. 

C. Calculate FOH Volume Variance 

• Standard Hours Allowed for Actual Output (SH): 11,000 units x 2 hours/unit = 22,000 

DLH 

• Applied FOH: 22,000 DLH x ₹20 DLH = ₹4,40,000s 

• FOH Volume Variance = Applied FOH - Budgeted FOH 

• FOH Volume Variance = ₹4,40,000 - ₹4,00,000 = ₹40,000 (Favorable - F) 

Interpretation: By producing 1,000 units more than budgeted, the company over-absorbed its 

fixed overhead by ₹40,000. This is a favorable result because the fixed costs were spread over 

a larger production base. The overall FOH variance is ₹40,000 (F) - ₹10,000 (A) = ₹30,000 

(F). 

 

Check Your Progress – A 

 

1) Define Standard Costing in a single sentence. 

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------ 
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2) What is the main objective of splitting the Total Material Cost Variance into Price and 

Usage variances? 

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------ 

3) If a company pays ₹5 more per kilogram for material than expected, resulting in an 

unfavorable Material Price Variance, who is typically held responsible? 

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------ 

4) Differentiate between a Favorable and an Unfavorable variance. 

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------ 

10.9 SUMMARY 

This unit explains standard costing as a proactive management accounting tool designed to 

control costs and evaluate performance in competitive business environments. Unlike 

traditional accounting, which relies on post-fact actual costs, standard costing establishes 

predetermined standards for materials, labour, and overheads. These standards act as 

benchmarks against which actual performance is measured. The difference between standard 

and actual cost is termed a variance, which may be favorable or unfavorable, and forms the 

basis of variance analysis and management by exception. The unit details the process of setting 

realistic and attainable standards for direct materials (standard quantity and price), direct labour 

(standard hours and rate), and manufacturing overheads through standard absorption rates. It 

clearly differentiates standard costing from budgetary control in terms of scope, flexibility, and 

focus, emphasizing that standard costing concentrates on unit-level efficiency while budgeting 

addresses overall organizational performance. A major portion of the unit is devoted to the 

analysis of cost variances. Direct material variances are divided into material price variance 

and material usage variance, while direct labour variances are split into labour rate and labour 

efficiency variances, each with defined formulas, causes, and managerial responsibility. 

Manufacturing overhead variances are analyzed separately for variable and fixed overheads, 

with further decomposition of fixed overhead volume variance into capacity, efficiency, and 

calendar variances for deeper insight. The unit highlights the managerial relevance of variance 

analysis, stressing that variances are interrelated and should not be interpreted in isolation. 

Practical numerical illustrations from manufacturing and service sectors demonstrate real-

world applications. Overall, the unit establishes standard costing and variance analysis as 

essential tools for cost control, performance evaluation, and informed managerial decision-

making. 
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10.10 GLOSSARY 

➢ Standard Costing: A method of cost control that uses predetermined costs for 

materials, labour, and overhead to set performance benchmarks. 

➢ Standard Cost: The planned or expected unit cost of a product or service under a given 

set of efficient circumstances. 

➢ Variance: The numerical difference between the standard cost allowed for the actual 

output and the actual cost incurred. 

➢ Favorable Variance: A variance occurring when the actual cost is less than the standard 

cost. 

➢ Unfavorable (Adverse) Variance: A variance occurring when the actual cost exceeds 

the standard cost. 

➢ Material Price Variance (MPV): Measures the impact of the difference between the 

standard and actual price paid for materials. 

➢ Material Usage Variance (MUV): Measures the cost effect of using more or less material 

than the standard quantity allowed. 

➢ Labour Rate Variance (LRV): Measures the cost effect of paying an actual wage rate 

that differs from the standard rate. 

➢ Labour Efficiency Variance (LEV): Measures the cost effect of workers taking more or 

less time (hours) than allowed by the standard. 

➢ Standard Overhead Absorption Rate (SOAR): The predetermined rate used to apply 

overheads to products, calculated by dividing budgeted overhead by budgeted activity. 

➢ Fixed Overhead Expenditure Variance: The difference between the budgeted fixed 

overhead and the actual fixed overhead incurred. 

➢ Fixed Overhead Volume Variance: Measures the gain or loss resulting from producing 

at a volume different from the budgeted capacity volume. 

➢ Fixed Overhead Capacity Variance: Measures the cost impact due to the under- or over-

utilization of the available operational time (hours). 

➢ Fixed Overhead Calendar Variance: A refined measure of capacity variance that 

accounts for differences in the number of actual working days compared to budgeted 

working days. 

➢ Management by Exception: A principle wherein management focuses its attention only 

on variances that are significant or fall outside acceptable tolerance limits. 
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10.13 TERMINAL & MODEL QUESTIONS 

1) Explain the concept of standard costing and discuss its role as a proactive cost control 

technique in modern organizations. 

2) Describe the procedure for setting standards for direct materials, direct labour, and 

https://www.wallstreetoasis.com/resources/skills/accounting/variable-overhead-spending-variance
https://www.wallstreetoasis.com/resources/skills/accounting/variable-overhead-spending-variance
https://www.pastpaperhero.com/resources/acca-ma-overhead-variances-and-interpretation-fixed-overhead-expenditure-and-volume-capacity-efficiency
https://www.pastpaperhero.com/resources/acca-ma-overhead-variances-and-interpretation-fixed-overhead-expenditure-and-volume-capacity-efficiency
https://www.accaglobal.com/us/en/student/exam-support-resources/fundamentals-exams-study-resources/f5/technical-articles/mat-yield.html
https://www.accaglobal.com/us/en/student/exam-support-resources/fundamentals-exams-study-resources/f5/technical-articles/mat-yield.html
https://www.accaglobal.com/us/en/student/exam-support-resources/fundamentals-exams-study-resources/f5/technical-articles/mat-yield.html
https://psu.pb.unizin.org/acctg211/chapter/managements-use-of-variance-analysis/
https://psu.pb.unizin.org/acctg211/chapter/managements-use-of-variance-analysis/
https://ijrat.org/downloads/Conference_Proceedings/RTIME-19/RT1911.pdf
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manufacturing overheads with suitable examples. 

3) Critically differentiate between standard costing and budgetary control in terms of 

scope, purpose, flexibility, and managerial usefulness. 

4) Explain Direct Material Variances, detailing the calculation, causes, and managerial 

responsibility for Material Price Variance and Material Usage Variance. 

5) Analyze Direct Labour Variances, explaining Labour Rate Variance and Labour 

Efficiency Variance with interpretation and responsibility centers. 

6) Discuss the Variable Overhead Variances, explaining the significance of Spending 

Variance and Efficiency Variance in managerial decision-making. 

7) Provide a detailed explanation of Fixed Overhead Variances, highlighting Expenditure 

Variance and Volume Variance. 

8) Explain the three-way analysis of Fixed Overhead Volume Variance, clearly 

distinguishing Capacity Variance, Efficiency Variance, and Calendar Variance. 

9) Discuss the concept of Management by Exception and examine how variance analysis 

supports effective managerial control. 

10) Explain the interrelationship among cost variances with suitable examples, showing 

how a favorable variance in one area may lead to adverse variances in another. 

11) Calculate the Material Cost, Price, and Usage Variances given: Standard Quantity for 

1,000 units is 5,000 kg at ₹20/kg. Actual Production is 1,000 units, Actual Quantity 

Used is 5,300 kg, and Actual Price Paid is ₹22/kg. (Hint: TMCV = MPV + MUV). 

12) A product has a standard time of 3 hours at a standard rate of ₹50 per hour. Actual 

production was 500 units, using 1,600 hours at an actual rate of ₹48 per hour. Calculate 

Total Labour Cost Variance, Labour Rate Variance, and Labour Efficiency Variance. 

(Hint: SH allowed = 1,500 hours). 

13) Budgeted DLH is 4,000 hours, and Variable Overhead (VOH) is ₹80,000. Actual VOH 

is ₹85,000. Actual DLH is 4,200 hours. Standard Hours for Actual Output is 4,100 

hours. Calculate VOH Spending and VOH Efficiency Variances. (Hint: Standard VOH 

Rate = ₹20 per hour). 

14) Budgeted production is 5,000 units (10,000 DLH). Budgeted FOH is ₹2,00,000. Actual 

production is 5,500 units. Actual FOH is ₹2,10,000. Calculate FOH Expenditure and 

FOH Volume Variances. 

15) Using the data from Q4, assume Actual Hours Worked were 10,500 DLH. Calculate 

FOH Capacity Variance and FOH Efficiency Variance. (Hint: FOH Volume Variance 

= Capacity Variance + Efficiency Variance). 
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11.1 INTRODUCTION  

The phrase 'budget' appears to have originated from the French word 'baguette', which means 

'small bag' or a holder for documents and accounting. It can be inferred as the accounting 

plan. It is a written plan of action expressed in monetary terms. It could be interpreted as a 

statement of expected income and expenses under particular operating assumptions. Budget is 

not only limited to the government but it is prepared by every organization or even by our 

families as one can see in his or her day to day life. Each organization achieves its goals by 

coordinating several operations. Efficient planning of these tasks is critical for achieving 

goals, which is why management plays such a vital role in developing corporate strategies. 

Budget is a effective tool in the hands of management. Various activities inside a corporation 

should be linked by developing an action plan for future periods. These extensive plans are 

commonly known as budgets. Budgeting is a tool used for short-term planning and control. 

It's not merely an accounting exercise but an effective measure for cost control in the 

business organisations.  

Definition of Budget:- 

The budget has been defined in many ways, some of the definitions ared given below:- 

1. Budget is “an estimate of probable future income and expenditure.” – Oxford 

Dictionary 

2.  “A budget is a written plan covering projected activities of a firm for a definite time 

period.” - G.A.Welshstates 

3. E.L. Kohlar has defined the budget as follow:- 

 “(i) Any financial plan serving as ac estimate of  and a control over future 

operations, 

 (ii) Hence, any estimate of future costs, 

 (iii) Any systematic plan for the utilization of manpower, material and other 

resources.” 

4. Budget is “ a financial or quantitative statement, prepared and approved prior to a 

defined period of time of the policy to be pursued during the period for the purpose of 

attaining a given objective income. It may include income expenditure and 

employment of capital.”-C.I.M.A. England 

 

11.2 LEARNING OBJECTIVES 

After reading this unit,  

 

1. The learners will gain the detailed insight about the meaning of budget, budgeting and 

budgetery control. 
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2. Learners will come to know different types of budgeting and budgeting control and its 

advantages and disadvantages. 

 

11.3    MEANING OF BUDGETING AND BUDGETARY CONTROL 

Budgeting:- In simple words, the budgeting can be defined as the process of preparing a 

budget, which is known as budgeting. In the words of Gordan Shillinglaw, “ Budgeting is 

the preparation of comprehensive operating and financial plans for specific intervals of time.” 

According to Willian J. Vatter, “Budgeting is a kind fo future tense accounting in which the 

problems of future are met on a paper before the transactions actually occur.” 

 

Budgetary control:- Budgetary control is a systematic method of planning, monitoring, and 

regulating an organization's financial resources to ensure that they are in line with the budget 

and meet certain objectives. It is a critical management tool for preserving financial discipline 

and improving performance of the organization. To put in simple words, budgetary control 

means to control the income and expenditure of any organization with the help of the budget. 

According to E.L. Kohlar, “The control of revenue and expenses and of changes in sassets 

and liabilities, through the use fo budgetary methods.” 

Defintion given by J. Batty, “Budgetary control is a system which uses budget as a means of 

planning and controlling all aspects of producing and /or selling commodities or services.” 

According to Brown and Howard “Budgetary control is a system of coordinating costs 

which includes the preparation of budgets, coordinating the work of departments and 

establishing responsibilities, comparing the actual performance with the budgeted and acting 

upon results to achieve maximum profitability”. 

Essential characteristics of budgetary control:- 

(a) Determination of objectives: Identifying the objectives to be met during the budget 

period, as well as the policy or policies that may be implemented to attain these goals.  

(b)  Action plan : It involves the Identifying the various type of actions that should be 

undertaken by organization to attain the planned objectives.  

(c)  Budget preparation : Creating a plan or scheme of operation for each kind of activity 

in both physical and monetary terms for the entire budget period and its components.   

(d)   Setting standards for performance : Developing a method for comparing actual 

results with the results as estimated during the budget. 

 (e)  Performance Evaluation : Evaluation of performance of each individual, section, or 

department with respect to disparities in the budget and determining the root cause of such 

disparities.  

(f) Attainment of objectives : The objectives set during the budget were to be achieved 

as the policy, are to be attained with the help of budgetary control. 

(h)   Flexibility in budget : There must be some  scope or flexibility to carry out revision 

in the original budget, if the objectives are not met as per the budget provisions. 
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Objectives of the budgetary control:- 

 

a)  Planning: A budget is a precise plan of action for a business over a specific period of 

time according to the policies of the business organization. Detailed plans are created for 

every single arm of organization such as manufacturing, sales and marketing, raw material 

requirements, labor needs & requirements, advertising and sales promotion, research and 

development activities, capital formation, and so on. Many problems can be predicted long 

before they occur, and solutions can be found via meticulous research. Thus, the majority of 

crisis in the business can be prevented with proper planning. In a nutshell, budgeting requires 

management to plan ahead of time, predict and prepare for future conditions. It involves 

charting a plan for earning the sound profit in the business so that profit may be expanded 

and at the same time the profit may be distributed among the investers as dividend.  

 

(b) Communication : Budgets serve as a means of communication in the organisation.. 

The budget copies are sent to all management people, who understand the programs and 

policies to be followed, but also get the information about the restriction which must be 

followed. The budget itself does not assist communication, but the act of preparing budgets 

and the participation of all stakeholders ensure the communication in the business 

organisation. 

 

(c) Co-ordination : There exist lots of different departments in a business organizations 

for performing different functions. The coordination is maintained among these departments 

by the way of budgetary control so that coordinated activities produce the effective and 

efficient  results for the organisation. Budgeting helps managers or team leaders to coordinate 

their efforts so that the organization's goals and objective  are consistent with the goals and 

objectives of its other divisions also. The effective planning and and its execution help a lot to 

achieve coordination among different departments. Budgets between departments must be 

coordinated. For example, the coordination between the sales and production departments, 

coordination between production and purchase and labour departments etc. 

(d) Control: The primary goal of the budgetary control is to control the various activities 

of the business to get the desired results. Control is required to ensure that budget-based goals 

and objectives are met by the organisation. During the budget making, the profit, sales and 

production are determined. Control, as applied to budgeting, is a systematic attempt to keep 

management aware of whether expected performance is being met or not. This is 

accomplished by comparing planned performance with the actual performance. In case any 

mismatch, the same is reported to the management, who in turn will take corrective action.  

f)  Performance Evaluation: A budget is an effective tool for informing managers about 

how effectively they are meeting targets that they have created previously. In many firms, 

there is a practice of paying staff on the basis of their achieving budget targets, or a manager's 

promotion may be connected to his achievement of budget goals. 
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11.4 TYPES OF BUDGET: 

Budget is an important financial plan that forecasts future income and expenses over a certain 

time period  and act as the road map for people, businesses and governments to manage 

resources efficiently and effectively and  achieve their financial objectives. The efficiency of 

this planning is dependent on selecting the best budgeting approach for the given situation. 

Budgets can be generally categorized according to their flexibility, time prospect and 

purpose. 

The classification of budget is mentioned below:- 

1. Operating Budget: This budget includes the expected income and expenses for the 

business's basic, day-to-day operations during a given period of time which generally consist 

of a  fiscal year. The operating budget is based on the functions.  Example:- 

  

      Sales Budget 

      Production Budget 

Production cost Budget 

Labour cost Budget 

Factory Overhead Budget 

       Purchase Budget 

     Cost of Production Budget 

     Selling & Distribution Budget 

 

2. Capital Budget: This budget focuses on long-term investments in important assets 

such as real estate, machinery, plant and research & development. It helps establish whether 

such large-scale projects are financially viable or not. These long range budget is made for 

attainment of  the business goals in a long period of time. The time period for such budgets 

falls somewhere from 

 

5 years to 20 years. These budgets are not based on the minor items but prepared for some 

major or big issues such as future purchase or sales, long term capital expenditure, research 

and development activities, financial needs or investment etc but during the planning many 

things which includes demography, industrial production, consumer tastes and preferences, 

competitors must be kept in mind. The cash budget is an important instrument for managing 

liquidity because it gives a thorough prediction of cash inflows and expenditures, so 

preventing cash shortages and guaranteeing that the organization can meet its immediate 

obligations, such as payroll and supplier payments. The Master Budget is a comprehensive 

financial plan that consolidates all the smaller, individual budgets (operational, cash, capital, 

etc.) into a single, overarching roadmap for the entire firm, aligning a 

 

Budget based on time:- 

1. Long Range Budget 

2. Short Range Budget 

3. Current Budget 
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1. Long Range Budget:- Long range budget is generally prepared for the attainment of 

the goals of business in the long period of time. Long term plans for the business are made in 

these budgets. The time rage for such budget is from 05 years to 20 years. These budgets 

generally focus on the major aspects of the business like long term capital expenditure, 

Research and development activity, profit investment, long term investment, future sales 

growth etc.But one thing must be kept in mind that various aspects such as population 

growth, industrial production scenario, consumer tastes and preferences, number of 

competitors in market, Obsolescence of the business plant while preparing the long range 

budget. 

2. Short Range budget: This budget is prepared for a short period of time, usually one 

year or less . It focuses on an organization's immediate requirements and short-term 

ambitions. This form of budget is useful for planning day-to-day operations, controlling 

spending, and successfully managing current income. Short-term budgets are simpler to 

create and amend, making them ideal for managing everyday tasks and unforeseen changes. 

3. Current Budget :- A current budget addresses daily revenue and expenses for a given 

time frame, often for one fiscal year of an organization situated in whether public or private 

sphere. Regular costs including salaries, upkeep, administration, and welfare initiatives are 

included. A current budget's primary goal is to guarantee that regular activities of the 

organization run smoothly and continuously without any problem. It facilitates effective 

resource management and periodic spending reduction. 

 

11.5   BUDGET ON THE BASIS OF FLEXIBILITY 

XYZ Ltd. operates at a normal capacity of 10,000 units per month. The following cost details 

are provided: 

Direct materials: ₹5 per unit Fixed Budget:- Fixed budget is prepared without taking in 

consideration the actual level attained during any activity and remains unchanged. A fixed 

budget is one that is set for a specific level of activity and does not alter regardless of 

fluctuations in actual output or sales. It is predicated on the assumption that conditions will be 

constant during the budget period. Fixed budgets are simple to create and understand, making 

them ideal for organizations with stable operations and predictable costs, such as government 

offices or small enterprises with consistent demand. However, one key drawback of a fixed 

budget is its lack of flexibility. When actual activity deviates from the projected level, the 

budget is less effective for performance evaluation because it does not account for the 

changed conditions. 

A flexible budget, on the other hand, adapts in response to variations in activity. It is designed 

for various levels of production by categorizing expenses as fixed, variable, or semi-variable. 

Flexible budgets are more realistic and effective for control reasons since they enable 

management to compare actual performance to planned statistics for the same activity level. 

This makes it easy to detect anomalies and take remedial action. Flexible budgets are very 
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effective in industrial firms because output levels are frequently changing. However, they are 

more difficult and time-consuming to create than fixed budgets. 

 

A flexible budget is one that adjusts to varying levels of activity (such as output or sales). Its 

primary advantages are: 

 

1. The budget is adjusted as per the expenses depending on actual activity occurring in 

the organization, which the organization the organization  to compare real and projected 

expenditures equally. 

 

2. This budget is useful for decision-making and planning for various activity levels 

such as high, medium, and low in the organization. 

3. Managers and departments are evaluated based on what they should have spent at the 

current level of activity, rather than an unrealistic set budget. 

4. This is especially useful when production or sales levels are constantly changing. 

 

5. Variances reveal if cost discrepancies are attributable to changes in activity levels or 

inadequate cost control. 

 

6. When company conditions change, management may immediately alter their budgets. 

 

How to create a flexible budget 

 

A flexible budget is one that may be adjusted to reflect varying levels of activity or 

production. A flexible budget, unlike a set budget, modifies costs in response to actual 

performance. A flexible budget is created through a series of methodical stages that assist 

management in better planning, cost control, and performance evaluation. 

The first step in creating a flexible budget is determining the appropriate scope of activities. 

The applicable range refers to the degree of activity (for example, units produced or hours 

worked) within which the budget is expected to function. This range is significant because 

cost behavior is often foreseeable only at specific levels of activity. 

 

The second stage is to organize expenses based on their behavior. Costs are separated into 

three major categories: 

 

Fixed expenses are those that stay constant independent of activity level (for example, rent 

and salary). 

 

Variable expenses alter in direct proportion to the amount of activity (for example, raw 

materials and direct labor). 

 

Semi-variable (mixed) expenses include both fixed and variable parts (for example, power 

and maintenance). 

 

This segmentation is necessary because each type of cost reacts differently to variations in 

activity. 
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The third stage is to establish cost formulae for each sort of expense. Fixed costs are reported 

in a consistent amount, variable costs are determined per unit of activity, and semi-variable 

costs are divided into fixed and variable sections using suitable procedures. These algorithms 

aid in correctly evaluating expenditures across different activity levels. 

 

The fourth stage is to choose various levels of activity for which a flexible budget will be 

created. Budgets, for example, might be planned for 80%, 100%, or 120% capacity. This 

enables managers to assess how expenses may change under various operational scenarios. 

 

The last step is to create the flexible budget statement. Fixed costs stay constant throughout 

all activity levels, but variable costs vary based on the amount of activity. The overall cost for 

each activity level is then computed, yielding a budget that is easily comparable to actual 

outcomes. 

 

To summarize, creating a flexible budget entails determining the activity range, categorizing 

expenses, constructing cost formulae, selecting activity levels, and preparing the budget 

appropriately. A well-planned flexible budget assists firms in controlling expenses, fairly 

evaluating performance, and making better managerial decisions in a changing business 

environment. 

 

Illustrative Question on Flexible Budget 

Question: 

•  

• Direct labour: ₹3 per unit 

• Variable factory overhead: ₹2 per unit 

• Fixed factory overhead: ₹40,000 per month 

You are required to prepare a flexible budget for production levels of 8,000 units, 10,000 

units, and 12,000 units. 

 

Answer: 

Step 1: Identify cost behavior 

• Variable costs per unit: 

Direct materials = ₹5 

Direct labour = ₹3 

Variable overhead = ₹2 

Total variable cost per unit = ₹10 

• Fixed cost (constant at all levels): 

Fixed factory overhead = ₹40,000 
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• Step 2: Prepare the Flexible Budget 

Particulars        8,000 Units (₹)                10,000 Units (₹)         12,000 Units (₹) 

Direct Materials           40,000                   50,000          60,000 

Direct Labour          24,000                   30,000          36,000 

Variable Overheads          16,000                   20,000           24,000 

Total Variable Cost          80,000                   100,000          120,000 

Fixed Overheads          40,000                   40,000          40,000 

Total Cost          120,000                   140,000          160,000 

 

 
   

The flexible budget depicts how total expenses fluctuate with different levels of production 

while fixed costs stay constant. This enables management to compare real expenses to 

planned costs at the actual level of activity, resulting in improved cost control and 

performance evaluation. 

Limitations of a Fixed Budget 

1. When production or sales levels deviate from those forecasted, comparing actual 

results to a set budget is unreasonable. 

 

2. It cannot be modified when actual activity levels fluctuate, making it impractical 

under changing business situations. 

 

3. It is unclear if cost variations are related to inefficiency or changes in activity levels. 

4. It simply offers information for one level of activity and does not facilitate scenario 

planning. 

5. Unfavorable fluctuations generated by increased activity levels can demotivate 

employees, even if performance is efficient. 

6. Fixed budgets do not clearly separate fixed and variable costs. 

 

11.6 ADVANTAGES OF BUDGETARY CONTROL 

1. Effective planning :  Budgetary constraints require management to prepare ahead. 

Objectives, policies, and programs are clearly established in advance, allowing the company 

to work more systematically toward its goals. 

2. Better cost control :  Budgetary control helps to manage waste and inefficiency by 

setting cost and expense objectives. Actual costs are compared to anticipated expenses, and 

any discrepancies are swiftly detected and remedied. 

3. Performance evaluation : Budgetary control establishes a benchmark against which 

actual performance may be compared. Managers and departments can be legitimately 

assessed based on how effectively they meet budgeted objectives. 
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4. Improved Coordination : Budgets are established for all areas, including production, 

sales, and finance. Budgetary control guarantees that different departments' operations are 

well-coordinated and consistent with overarching organizational goals. 

5. Optimum resource utilization :  Labor, materials, and capital are finite resources. 

Budgetary control ensures that resources are allocated efficiently and optimally based on 

specified priorities. 

6. Improved Communication: Budgets express management's expectations to all levels 

of staff. Everyone understands their roles and objectives, which increases comprehension and 

eliminates misunderstanding. 

7. Motivation of Employees : Employees are motivated by well-prepared and realistic 

budgets, which establish clear targets. Employees are motivated to attain goals and contribute 

to corporate success. 

8. Supports decision-making : Budgetary control offers useful information for making 

managerial choices such as pricing, expansion, cost reduction, and investment strategy. 

9. Promotes Financial Discipline :  It ensures that expenditures are planned, allowing the 

business to maintain financial stability and discipline. 

 

11.7   DRAWBACKS OF  BUDGETARY CONTROL 

1. Costly and time-consuming. Budget development and implementation need time, 

effort, and qualified personnel. Budgetary control may be too expensive for small 

organizations. 

 

2. Rigidity : Budgets that have been prepared may become inflexible. This lowers 

flexibility and makes it harder to respond rapidly to changes in market conditions, 

technology, and demand. 

3. Based on Estimates : Budgets are created with estimates and assumptions about future 

situations. If these projections are incorrect, the entire budgetary control system will become 

useless. 

4. Dependence on Management Support : Budgetary control can only be achieved with 

the complete participation and commitment of senior management. Its efficacy is reduced due 

to a lack of assistance. 

5. The possibility of budgetary sagging : Managers may purposefully underestimate 

revenues or overstate expenditures in order to make objectives easier to meet, hence lowering 

efficiency. 

6. Not appropriate for uncertain conditions : Budgets may quickly become out of date 

during times of fast change or uncertainty, such as inflation or economic instability. 



BBA(N) 603 Cost and Management Accounting    Uttarakhand Open University  
 
 

Unit 11 Budget and Budgetary Control  Page 171 

 

7. Excessive concentration on cost control :  An excessive concentration on cost 

reduction may have an impact on the organization's quality, innovation, and long-term 

success. 

8. Employee resistance : Employees may oppose budgetary control if they believe it 

limits their flexibility or serves as a tool for criticism rather than progress. 

Zero-Based Budgeting (ZBB) : It is a new budgeting approach in which all expenses are 

justified at the start of each budget period. Unlike traditional budgeting, which begins with 

zero and adjusts based on the previous year's budget, ZBB begins with zero and demands 

managers to demonstrate the need and efficiency of each activity before funds are provided. 

 

The primary goal of zero-based budgeting is to guarantee that resources are used as 

efficiently as possible. In this method, no expenditure is automatically authorized. Each 

department creates a thorough rationale for its planned operations, known as decision 

packages, which include goals, expenses, and benefits. These decision packages are then 

assessed and graded based on their significance to company goals. 

 

11.8 SUMMARY 

The Budget and Budgetary regulate topic covers how budgets are used to organize, 

coordinate, and regulate operations inside organizations. A budget is a quantitative plan 

created for a given time period that expresses predicted revenue, expenditures, and resource 

consumption. Budgets assist management in establishing objectives and planning future 

operations in an organized manner. Budgetary control is a management strategy that entails 

creating budgets for various departments, comparing actual performance to forecasted 

statistics, and taking remedial action when differences arise. It guarantees that company 

operations are carried out as planned and that organizational objectives are met efficiently. 

The unit addresses several sorts of budgets, including sales, production, cash, fixed, and 

flexible budgets. A fixed budget is created for a specific level of activity, but a flexible budget 

modifies spending depending on different activity. 

The Budget and Budgetary Control unit emphasizes that budgeting is a vital tool for 

management. When budgets are prepared realistically and supported by all levels of the 

organization, budgetary control leads to improved efficiency, financial discipline, and 

achievement of organizational objectives. 

11.9 GLOSSARY 

Budget : A quantitative statement prepared in advance for a specific period, showing 

expected income, expenditure, and resources to achieve organizational objectives. 

Budgetary Control :  A system of planning and controlling business operations by preparing 

budgets, comparing actual results with budgeted figures, and taking corrective action. 

Budget Period : The time span for which a budget is prepared, such as a month, quarter, or 

year. 
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Budget Manual :  A document outlining budgeting methods, duties, and criteria that must be 

followed by all departments. 

 

 Budget Committee : It is a group of executives responsible for developing, evaluating, and 

coordinating budgets across departments. 

 

 Sales budget : It outlines projected sales volume and income for a certain time. 

 

Production budget : It estimate the number of units needed to fulfill sales demand and 

inventory requirements. 

 

 Cash budget : It estimates cash inputs and outflows to maintain appropriate liquidity. 

 

 Fixed budget : It is designed for a specific level of activity and do not vary with output. 

 

11.10  CHECK YOUR PROGRESS (MULTIPLE CHOICE QUESTIONS) 

 

1. Which of the following is the primary goal of budgeting? 

A) Profit maximization  

B) Activity planning and control 

C) Salary increases for employees 

D) Purchasing fixed assets. 

 

2. Budgetary control incorporates:  

(A) preparing budgets 

(B)  Comparing actual performance to budgeted figures and take corrective 

measures 

(C)  Recording of only cash transactions. 

(D)  None of the above. 

 

3. Which type of budget changes with the level of activity? 

A) Fixed budget 

B) Capital budget 

C) Flexible budget 

D) Zero-based budget 

 

4. Budget prepared for one level of activity is called: 

 

A) Flexible budget 

B) Fixed budget 

C) Zero-based budget 

D) Rolling budget 
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5. Which of the following is not a benefit of budget control? 

 

A) Improves coordination 

 B) Aids planning  

C) Ensures profit  

D) Streamlines performance review 
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11.12  SUGGESTED READINGS 

• "Management Accounting and Financial Control" by S.N. Maheswari: This textbook is 

frequently referenced in academic settings and covers core principles of management 

accounting, including detailed sections on budgeting and budgetary control systems. 

• "Cost Accounting" by Edward B. Deakin and Michael W. Maher: This text provides a 

comprehensive look at cost accounting principles, which are fundamental to preparing 

accurate production, material, and labor budgets. 

• "The Game of Budget Control" by G.H. Hofstede: A classic in the field, this book offers 

valuable insights into the human and behavioral aspects of the budgeting process within 

organizations. 

• "Management Accounting Principles" by Robert N. Anthony and James S. Reece: This 

book is useful for understanding the foundational principles of how budgets integrate with 

overall management functions and decision-making.  
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Key to Check Your Answer (Multiple Choice Questions) 

 

1. B 

 

2. B 

 

3. C 

 

4. B 

 

5. C 

 

11.13 TERMINAL QUESTIONS 

1. What do you understand with the concept of budget and budgetary control? 

___________________________________________________________________________

___________________________________________________________________________

___________________________________________________________________________

___________________________________________________________________________

___________________________________________________________________________ 

2. Define the fixed and flexible budget. 

___________________________________________________________________________

___________________________________________________________________________

___________________________________________________________________________

___________________________________________________________________________

___________________________________________________________________________

___________________________________________________________________________ 

. 
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UNIT-12 

INFLATION ACCOUNTING 

Contents  

12.1. Introduction 

12.2 Historical Cost Accounting (HCA) and the Limitations of Conventional Reporting 

12.3 Method I: Current Purchasing Power (CPP) Accounting 

12.4 Method II: Current Cost Accounting (CCA) 

12.5 Managerial Utility and Decision Making 

12.6 Illustrative Examples / Applications 

12.7. Summary 

12.8. glossary 

12.9 Answer to Check Your Progress  

12.10 References 

12.11. Suggested Readings  

12.12. Terminal & Model Questions 

 

 
 
 

Learning Objectives  

Upon successful completion of this unit, you should be able to: 

➢ Explain the limitations of Historical Cost Accounting (HCA) and detail how price level 

changes distort reported assets, liabilities, and income. 

➢ Analyze the phenomenon of 'Inflationary Profits' (or 'Paper Profits') and their threat to 

organizational capital maintenance. 

➢ Differentiate clearly between monetary and non-monetary items and explain their 

differing treatments under the CPP method. 

➢ Describe the procedure for applying the Current Purchasing Power (CPP) method, 

including the calculation and use of the conversion factor. 

➢ Describe the core principles of the Current Cost Accounting (CCA) method, focusing on 

the current replacement cost concept. 

➢ Calculate and justify the need for the three main adjustments under CCA: Cost of Sales 

Adjustment (COSA), Depreciation Adjustment (DA), and Monetary Working Capital 

Adjustment (MWCA). 

➢ Evaluate how inflation-adjusted data informs critical managerial decisions, such as pricing 

strategy, performance appraisal, and resource allocation. 
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12.1. INTRODUCTION 

This learning unit addresses one of the most significant challenges in modern financial and 

management accounting: the instability of the measuring unit. In traditional accounting, the 

core principle governing the valuation of assets and the measurement of profit is the Historical 

Cost (HC) principle. This principle dictates that all resources acquired, whether assets like 

machinery or expenses like raw materials, must be recorded and carried forward at their 

original purchase price. 

The efficacy of Historical Cost Accounting (HCA) fundamentally relies on an often-unspoken 

assumption: that the value of the monetary unit (the rupee, in the Indian economic context) 

remains stable over time. In essence, HCA assumes that one rupee spent five years ago has the 

same purchasing power as one rupee spent today. This assumed stability is what makes 

arithmetic operations—such as subtracting depreciation expense from 2005 (based on 2005 

rupees) from revenue earned in 2024 (based on 2024 rupees)—appear meaningful. 

The Breakdown of the Stability Assumption 

However, during periods of significant or prolonged inflation, this foundational assumption 

collapses. Inflation, defined as the sustained increase in the general price level, causes the real 

purchasing power of the currency to diminish consistently. When inflation is high, the financial 

figures presented by HCA become increasingly distorted reflections of economic reality. 

Financial statements prepared under HCA mix historical costs (old, "cheap" rupees) with 

current revenues (new, "expensive" rupees). This mixture fails to reflect the true economic 

health and performance of the business. For instance, if an asset purchased a decade ago is still 

recorded at its low acquisition price, the balance sheet does not present the asset's true current 

economic or replacement value. This distortion reduces the relevance and usefulness of 

accounting data for informed decision-making by investors and managers. 

Defining Inflation Accounting 

Inflation Accounting (IA), also known as Price Level Accounting, is a specialized methodology 

designed to counter these distortions. It involves adjusting nominal historical figures by 

applying specific price indices or current market values to ensure that a company’s financial 

statements—including assets, liabilities, income, and costs—reflect a more accurate and 

realistic financial position. 

IA is most frequently seen in countries experiencing high inflation, and it is crucial for 

multinational corporations and companies in economies where volatility makes historical costs 

irrelevant. By adopting inflation accounting techniques, specifically the two main methods—

Current Purchasing Power (CPP) and Current Cost Accounting (CCA)—companies can realign 

their financial data to better represent costs and income at a given time, ultimately enhancing 

the understanding of the firm's true financial value. 

Throughout this unit, we will explore why HCA fails in an inflationary environment and, step-
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by-step, detail the mechanisms of CPP and CCA, which are essential tools for providing 

management with sound data for planning and control. 

12.2 HISTORICAL COST ACCOUNTING (HCA) AND THE 

LIMITATIONS OF CONVENTIONAL REPORTING 

When prices change rapidly or consistently over time, the figures reported in financial 

statements based on historical costs lose their relevance. HCA provides a distorted picture of a 

company’s operations and financial condition, primarily by misstating both the assets on the 

balance sheet and the income on the income statement. 

12.2.1 Distortion of Profitability (Income Statement) 

Inflation causes expenses to be significantly understated when using historical transaction 

prices. This understatement leads directly to an overstatement of reported net income. 

1) Understated Cost of Goods Sold (COGS): During inflation, inventory prices rise 

continuously. When a company sells stock, HCA calculates the COGS based on the older, 

lower price paid when the inventory was acquired. By matching low historical costs with 

current, high selling prices, the reported Gross Profit is inflated. 

2) Understated Depreciation: Depreciation is the systematic allocation of a fixed asset's 

cost over its useful life. Under HCA, depreciation is calculated strictly based on the asset's 

original historical cost. If a machine was purchased 15 years ago, the annual depreciation 

expense reflects that past, low cost. The economic reality is that the cost of replacing that 

productive capacity today is much higher. Charging inadequate depreciation expense to 

the income statement artificially boosts net income. 

The artificially high net income that results from these understated expenses is often termed 

‘Inflationary Profits’ or ‘Paper Profits’. 

12.2.2 The Capital Erosion Threat 

The existence of ‘paper profits’ presents a major strategic danger to the firm: capital erosion. 

If management relies solely on historical cost profit figures, they may incorrectly perceive their 

business as highly profitable. If they distribute these inflated profits to shareholders as 

dividends or use them as the basis for calculating employee bonuses, they are effectively paying 

out funds that should have been retained within the business. These funds are necessary to 

cover the increased cost of replacing inventory (COGS) and fixed assets (depreciation) at 

current market prices. 

A business that fails to retain sufficient capital to replace its assets at their current inflated costs 

will eventually see its physical operating capacity decline. For instance, a company may report 

steady profits but if it cannot afford to replace its essential, worn-out machinery because the 

true replacement cost was never factored into its operating expenses, the value of the business 

will ultimately decline. 
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12.2.3 Distortion of Assets (Balance Sheet) 

On the balance sheet, fixed assets such as Property, Plant, and Equipment (PP&E) are recorded 

at their acquisition price less accumulated depreciation. In an inflationary environment, these 

figures quickly become irrelevant because they do not reflect the assets' real current market 

worth or replacement value. This means the financial statements become less useful for 

investor decision-making because the reported assets are severely undervalued, and the 

company’s economic worth is obscured. 

12.2.4 Mandatory Requirements in Hyperinflation 

While IA is generally a supplementary tool for management in economies with moderate 

inflation, it becomes mandatory in extreme circumstances. International Financial Reporting 

Standards (IFRS), particularly through International Accounting Standard (IAS), requires 

entities operating in hyperinflationary economies to adjust their financial statements. IFRS 

defines hyperinflation as an economy where the cumulative inflation rate (prices, interest, and 

wages linked to a price index) rises $100\%$ or more over three years. In these environments, 

frequent restatements are necessary to supplement cost-based financials with price-level 

adjustments. 

12.3 METHOD I: CURRENT PURCHASING POWER (CPP) 

ACCOUNTING 

The Current Purchasing Power (CPP) method is one of the two principal techniques used in 

inflation accounting. Its fundamental goal is to restate all financial statement figures into a 

uniform unit of measurement based on the purchasing power of the currency at the reporting 

date. This method assumes that the general erosion of the rupee’s purchasing power, as 

measured by a General Price Index (such as the Consumer Price Index or Wholesale Price 

Index), affects all items. 

12.3.1 Classification of Items: Monetary vs. Non-Monetary 

A prerequisite for applying the CPP method is classifying all items in the financial statements 

into two distinct categories: 

A. Monetary Items 

These items represent claims to, or obligations for, a fixed, determinable sum of money, 

regardless of changes in the general price level or the currency’s purchasing power. Their 

nominal value remains stable. 

● Examples: Cash, Bank Deposits, Accounts Receivable (Debtors), Accounts Payable 

(Creditors), Bills Receivable/Payable, and long-term debt. 

● Treatment: Monetary items are not restated. Their historical (nominal) value is used, as 

the amount received or paid remains fixed. However, during inflation, the holder of a 

monetary asset (e.g., Cash) suffers a loss because the money received later buys less. 

Conversely, a debtor (holder of a monetary liability, e.g., a bank loan) benefits because 
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they repay the loan with money of lower purchasing power. The economic consequence 

of holding these items results in a Net Monetary Gain or Loss, which must be calculated 

separately and reflected in the income statement. 

B. Non-Monetary Items 

These items do not represent a fixed sum of money; their real economic value, current market 

price, and replacement cost typically fluctuate in line with or differently from inflation. 

● Examples: Inventory (Stock), Fixed Assets (Property, Plant, and Equipment), Intangible 

Assets (Patents, Goodwill), Investments, and Share Capital. 

● Treatment: These are the items that are adjusted or restated using the conversion factor. 

The objective is to express their historical cost in terms of current purchasing power. 

12.3.2 The Conversion Mechanism 

Non-monetary items purchased at different historical dates must be converted to the common 

unit of measurement (the current price level) using a Conversion Factor. This factor utilizes 

the ratio of the General Price Index at the current period (reporting date) to the index at the 

historical period (acquisition date). 

The formula for the Conversion Factor under the CPP Method is: 

 

The resulting Converted Amount (CA) for the non-monetary item is calculated by multiplying 

the historical cost by this factor: 

 

12.3.3 Advantages and Limitations of CPP 

Advantages of CPP: 

The CPP method offers a high degree of objectivity and simplicity compared to other methods. 

It utilizes widely published, objective general price indices (like CPI published by the Reserve 

Bank of India). Furthermore, it maintains the integrity of the original cost concept while making 

financial figures comparable across different time periods, thereby addressing the problem of 

the unstable measuring unit. 

Limitations of CPP: 

The most significant weakness of the CPP method stems from its underlying assumption: it 

assumes that a single, general price index affects the value of all non-monetary items equally. 

In the real business environment, the specific price of an individual asset (e.g., the cost of 

imported steel) may rise or fall at a rate vastly different from the general rate of inflation (the 

CPI). Using an average index number (a single index) for diverse financial items leads to 

potential inaccuracies in the restated values. Additionally, the selection of the most appropriate 



BBA(N) 603 Cost and Management Accounting    Uttarakhand Open University  

 

Unit 12 Inflation Accounting  Page 180 

 

index number can be a difficult task in itself. 

12.4 METHOD II: CURRENT COST ACCOUNTING (CCA) 

Current Cost Accounting (CCA) is the second major method of inflation accounting, differing 

fundamentally from CPP. Instead of adjusting for changes in general purchasing power, CCA 

focuses on the specific price changes relevant to the assets and resources used by the company. 

The core valuation principle in CCA is the current replacement cost. 

12.4.1 Conceptual Basis and Current Replacement Cost 

Current cost is defined as the amount a company would pay today for replacing an equivalent 

asset or inventory stock in the current market. CCA records business items in the financial 

statement at their net current replacement cost, which stands in contrast to the historical cost 

method that uses the nominal purchase value. 

The purpose of CCA is to determine the true economic value of assets and to ensure that the 

measured profit is sufficient to maintain the physical operating capability of the business. By 

using current replacement costs, management can accurately assess the cost of replacing 

consumed resources. The ultimate objective of the CCA method is to ascertain the Current Cost 

Operating Profit (profit before interest). 

12.4.2 CCA Adjustments to Historical Cost Profit 

To transform the historical cost profit into the current cost operating profit, CCA necessitates 

three primary adjustments: 

1) Cost of Sales Adjustment (COSA): 

○ Mechanism: COSA corrects the understated Historical Cost of Goods Sold (COGS). 

It adjusts the cost of inventory sold upwards to reflect the current replacement cost of 

those goods at the time of sale. 

○ Importance: This adjustment ensures that the profit figure remaining after sales 

revenue is calculated after retaining enough funds to buy replacement inventory, 

preventing capital erosion due to low historical inventory costs. 

2) Depreciation Adjustment (DA): 

○ Mechanism: DA corrects the understated depreciation expense. Depreciation charged 

to the Profit and Loss Account is calculated not on the historical cost, but on the Gross 

Replacement Cost or the average net current cost of the assets consumed during the 

period. 

○ Importance: By increasing the depreciation charge, DA ensures that the firm recovers 

the current economic value of the productive capacity used up, thereby retaining the 

capital necessary to replace fixed assets when needed. 

3) Monetary Working Capital Adjustment (MWCA): 

○ Mechanism: Monetary working capital consists of current monetary assets (like 

debtors and cash) minus current monetary liabilities (like creditors). This adjustment 

recognizes the additional amount of finance required to maintain this net monetary 
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working capital during the inflationary period. 

○ Importance: MWCA captures the effect of inflation on the day-to-day liquidity 

requirement. A change in the purchasing power affects the amount of working capital 

the firm needs to sustain its operations. 

12.4.3 Holding Gains and the Current Cost Reserve 

A distinctive feature of CCA is the clear separation between operating profit and gains resulting 

from merely holding assets during a period of rising prices. 

● Operating Profit: This is the profit derived from core trading activities after all expenses 

(COGS and Depreciation) have been measured at their current replacement cost. This 

figure represents the true distributable earnings available after maintaining physical 

capital. 

● Holding Gains: These occur when the current replacement cost (or market value) of 

assets, such as inventory or fixed assets, increases while the company holds them. These 

are considered unrealized gains or "paper profits" until the asset is actually sold. 

CCA recognizes that these holding gains, although realized on paper, must be kept within the 

business to finance the higher replacement cost of the assets. Consequently, these gains are 

typically segregated and recorded in a non-distributable equity account, often called the 

Current Cost Reserve, thereby protecting the integrity of the company's capital base. 

12.4.4 The Gearing Adjustment 

The Gearing Adjustment (GA) is an additional, critical step in CCA, addressing how a 

company is financed. If a company uses external debt (gearing) to finance its assets, the equity 

shareholders do not bear the full brunt of the inflation adjustments (COSA, DA, MWCA). 

● Rationale: Loan creditors (debt providers) hold monetary assets (the debt owed to them). 

During inflation, they receive fixed interest and principal repayments using money with 

diminished purchasing power, meaning they effectively subsidize part of the firm's capital 

maintenance cost. This transfer of inflation cost from owners to creditors represents a gain 

for the equity shareholders. 

● Mechanism: The GA adds back a portion of the total CCA adjustments (COSA + DA + 

MWCA) to the calculation of profit attributable to shareholders. This portion is calculated 

in proportion to the ratio of external debt (loans) to the total capital (Capital + Loans). 

This recognizes the gain derived from financing assets partially through debt during 

inflation. 

12.4.5 Advantages and Limitations of CCA 

Advantages of CCA: 

CCA provides a significantly more accurate and realistic assessment of profitability and asset 

valuation because it incorporates specific, current replacement costs. This leads to superior 

information for critical internal decisions, particularly pricing.15 Management can better 

determine if current selling prices are sufficient to cover the replacement cost of resources 
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consumed, thereby guaranteeing true capital maintenance and offering a realistic measure of 

Return on Assets (ROA). 

Limitations of CCA: 

The CCA method is substantially more complex and resource-intensive to implement than 

CPP. It requires regular, often costly, professional appraisals or continuous market research to 

determine the current replacement cost for every major asset and inventory category. This 

complexity, and the inherent subjectivity involved in determining current replacement costs, is 

a major reason why CCA is not universally mandated. 

12.5 MANAGERIAL UTILITY AND DECISION MAKING 

Inflation accounting, particularly CCA, moves beyond mere supplementary reporting; it 

becomes a fundamental tool for management to achieve effective planning, control, and 

decision-making in economically volatile environments. Reliance on misleading historical cost 

information distorts management's perception of returns achieved. 

12.5.1 Pricing Strategies and Cost Recovery 

CCA provides the most robust basis for setting accurate and sustainable pricing strategies. By 

forcing managers to incorporate the current replacement cost of inventory (via COSA) and 

productive capacity (via DA) into the cost base, inflation accounting ensures that selling prices 

cover the economic cost of consumed resources. 

Without inflation-adjusted costs, a company might believe it is profitable while selling goods 

at a price insufficient to repurchase or replace the stock. The inflation-adjusted data ensures the 

firm avoids unwittingly depleting its capital base by recovering the true cost of operations. 

12.5.2 Performance Measurement and Real Growth Assessment 

The primary managerial utility of IA is the clear assessment of a company's financial health, 

free from the illusion of ‘paper profits’. By providing inflation-adjusted figures, management 

can: 

1) Assess True ROA: Managers can measure the real Return on Assets, understanding 

whether returns reflect genuine economic efficiency or just nominal price increases. 

2) Facilitate Comparisons: Inflation adjustment facilitates meaningful comparisons of 

performance: (a) between the firm’s performance across different time periods and (b) 

against competitors, which may be hit by inflation in varying degrees. 

3) Evaluate Managerial Efficiency: When inflation is removed, managers can isolate 

trends that reflect real improvements or challenges in operational efficiency, providing a 

solid foundation for data-driven management decisions. 

12.5.3 Investment and Resource Allocation 

In periods of changing prices, the conventional accounting model lacks relevancy for long-

term planning. Inflation-adjusted statements show the higher real cost of maintaining existing 
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capital and the future capital required for expansion, aiding sound decisions regarding 

investment and resource allocation. 

For example, when preparing budgets, knowing the current cost of replacing worn-out 

machinery (as suggested by CCA) rather than the low historical cost depreciation figure, 

ensures adequate funds are budgeted for capital expenditure. 

12.5.4 Human Capital and Retention 

High inflation poses complex challenges for finance teams, leading to higher costs across 

materials, distribution, and payroll. Management must recognize that high inflation diminishes 

the purchasing power of employee compensation. Companies facing these complex pressures 

need access to real-time market data, such as inflation-adjusted salary rates and compensation 

data, to develop a strategy that supports talent recruitment and retention. An effective strategy 

for retaining accounting and finance talent, informed by inflation data, is crucial to avoid the 

costly dilemma of rehiring at even higher inflated salaries later. 

12.6 ILLUSTRATIVE EXAMPLES / APPLICATIONS 

To solidify understanding, let us apply the mechanisms of CPP and CCA to practical scenarios 

faced by Indian businesses. 

1. CPP Calculation: Asset Restatement (Non-Monetary Item) 

The CPP method restates non-monetary items to reflect their value in current rupees. 

Problem Scenario: Maruti Gears Ltd. purchased a specialized machine on July 1, 2020, for 

₹10,00,000. The General Price Index (base year 2010=100) on the date of purchase was 180. 

The current index as on March 31, 2024 (the reporting date), is 252. Calculate the machine's 

value using the CPP method. 

Step-by-Step Solution: 

1) Identify Historical Cost (HA): ₹10,00,000. 

2) Identify Historical Index (PPI): 180 (Price Index at the date of acquisition). 

3) Identify Current Index (CPI): 252 (Price Index at the reporting date). 

4) Calculate Conversion Factor: The factor represents the proportional increase in the general 

price level since the asset's acquisition. 

 

5) Calculate Revalued Amount (CA): Multiply the Historical Cost by the Conversion 

Factor. 
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Interpretation: The machine’s historical cost of ₹10,00,000 is equivalent to ₹14,00,000 when 

measured in terms of the current (March 2024) purchasing power of the rupee. This figure 

should be used in supplementary financial statements to ensure that the asset's recorded value 

is expressed in comparable current monetary units. 

2 CCA Calculation: Depreciation Adjustment (DA) 

The CCA method seeks to calculate expenses based on the current cost of replacing the capacity 

used. 

Problem Scenario: Sagar Cement Works has a building acquired for ₹50,00,000 (Historical 

Cost, HC) with an estimated useful life of 20 years. Straight-line depreciation is used. At the 

year-end, the current replacement cost (CRC) of the building is determined to be ₹80,00,000. 

The historical profit before depreciation was ₹10,00,000. Calculate the Depreciation 

Adjustment (DA) and the resulting CCA Operating Profit. 

Step-by-Step Solution: 

1) Historical Depreciation (HC): Depreciation based on the original cost. 

 

2) Current Cost Depreciation (CCA): Depreciation based on the current replacement cost 

(CRC). 

 

3) Depreciation Adjustment (DA): This is the additional expense required to fully cover 

the current economic cost of the asset consumed. 

 

4) CCA Operating Profit Calculation: The true operating profit is found by subtracting the 

full current cost of depreciation from the historical profit before depreciation. 
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Alternatively (using the adjustment approach): 

Start with the Historical Cost Profit after depreciation, then subtract the necessary adjustment. 

 

Interpretation: The company's historical cost profit of ₹7,50,000 was inflated by ₹1,50,000. 

The actual profit available for distribution after retaining funds to replace the building is 

₹6,00,000. The ₹1,50,000 DA must be retained in the business to maintain its operating 

capacity. 

 

Check Your Progress – A  

 

1) Explain the conceptual difference between the Current Purchasing Power (CPP) method 

and the Current Cost Accounting (CCA) method. 

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------ 

2) List the three key adjustments necessary to convert historical cost profit into current cost 

operating profit under CCA. 

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------

---------------------------------------------------------------------------------------------------------- 

3) What is a Holding Gain in CCA? Why are these gains generally separated from operating 

profit? 

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------

---------------------------------------------------------------------------------------------------------- 

 

12.7. SUMMARY 

This unit explains the concept of Inflation Accounting and highlights the limitations of 

Historical Cost Accounting (HCA) in periods of rising prices. Traditional accounting assumes 

a stable monetary unit; however, inflation erodes the purchasing power of money, making 

historical costs misleading. As a result, financial statements prepared under HCA mix old costs 
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with current revenues, leading to understated expenses, overstated profits (known as 

inflationary or paper profits), and erosion of real capital. The unit discusses two major methods 

of inflation accounting designed to overcome these distortions. The first is Current Purchasing 

Power (CPP) Accounting, which adjusts non-monetary items such as inventory and fixed assets 

using a general price index (like CPI). CPP ensures that all financial statement items are 

expressed in terms of current purchasing power, improving comparability over time. Monetary 

items are not restated, but gains or losses arising from holding them during inflation are 

recognized separately. While CPP is simple and objective, its main limitation is the assumption 

that all prices move in line with a general index. 

The second method, Current Cost Accounting (CCA), focuses on specific price changes 

and values assets at their current replacement cost. CCA introduces key adjustments, i.e., Cost 

of Sales Adjustment (COSA), Depreciation Adjustment (DA), and Monetary Working Capital 

Adjustment (MWCA)to compute a realistic operating profit. It also distinguishes between 

operating profits and holding gains, protecting capital through reserves. The unit emphasizes 

the managerial relevance of inflation accounting. Inflation-adjusted data supports sound 

pricing decisions, accurate performance measurement, capital maintenance, and effective 

resource allocation. Overall, the unit establishes inflation accounting—especially CCA—as 

essential for meaningful financial reporting and managerial decision-making in inflationary 

environments. 

12.8. GLOSSARY 

➢ Historical Cost (HC): The original monetary value of an asset when acquired. 

➢ Inflation Accounting (IA): Techniques used to adjust financial statements for changes in 

the general or specific price levels. 

➢ Inflationary Profits (Paper Profits): Overstated profits resulting from the use of low 

historical costs in calculating expenses like COGS and Depreciation. 

➢ Current Purchasing Power (CPP): An IA method that adjusts items using a general 

price index to reflect equivalent purchasing power. 

➢ Monetary Items: Assets or liabilities fixed in rupee amount, not subject to general price 

restatement (e.g., cash, debt). 

➢ Non-Monetary Items: Assets or liabilities whose value changes with price levels (e.g., 

inventory, fixed assets). 

➢ Current Cost Accounting (CCA): An IA method based on restating items to their net 

current replacement cost. 

➢ Cost of Sales Adjustment (COSA): An adjustment under CCA to increase COGS to the 

current replacement cost. 

➢ Depreciation Adjustment (DA): An adjustment under CCA to ensure depreciation is 

based on the current replacement cost of fixed assets. 

➢ Monetary Working Capital Adjustment (MWCA): An adjustment under CCA 

recognizing the impact of inflation on the working capital required to support operations. 

➢ Holding Gains: Unrealized increases in asset value due to rising replacement costs while 

the asset is held. 
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➢ Gearing Adjustment: A CCA adjustment that recognizes that the inflation burden is 

partially borne by loan creditors (debt providers). 
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Methods, and Limitations.  

 Investopedia. Inflation Accounting: Definition and How It Works.  

 Khan, M. Y. and Jain, P. K. Management Accounting: Text, Problems and Cases. 

(Relevant chapters on Price Level Changes). 

 Jawaharlal Nehru University. Inflation Accounting (Research Paper on Impact in India).  

 International Financial Reporting Standards (IFRS): International Accounting Standard 

(IAS) 29, Financial Reporting in Hyperinflationary Economies. 

 Wall Street Mojo. Current Cost Accounting and Current Purchasing Power.  

 Wolters Kluwer. Inflation and Accounting Procedures Can Impact Accuracy.  

12.11 TERMINAL & MODEL QUESTIONS 

1. Explain the concept of Inflation Accounting and discuss why Historical Cost 

Accounting becomes inadequate during inflationary conditions. 

2. What are inflationary (paper) profits? Explain how they lead to erosion of capital with 

suitable examples. 

3. Distinguish between monetary items and non-monetary items under the Current 

Purchasing Power (CPP) method. Explain their treatment. 

4. Describe the procedure for applying the Current Purchasing Power (CPP) Accounting 

method. Explain the role of the conversion factor. 

5. Critically evaluate the advantages and limitations of the CPP method of inflation 

accounting. 

6. Explain the concept and objectives of Current Cost Accounting (CCA). How does it 

differ from CPP accounting? 

7. Discuss in detail the three major adjustments under CCA: 

(a) Cost of Sales Adjustment (COSA) 

(b) Depreciation Adjustment (DA) 

(c) Monetary Working Capital Adjustment (MWCA) 

8. What are holding gains in Current Cost Accounting? Why are they treated as non-

distributable profits? 

9. Explain the concept of Gearing Adjustment in CCA. Why is it necessary in inflationary 

situations? 

10. Examine the managerial usefulness of inflation accounting. How does CCA assist 

management in pricing, performance evaluation, and capital maintenance? 

11. On January 1, 2010, XYZ Ltd. purchased a machine for ₹20,00,000. The General Price 

Index on that date was 100. The index on December 31, 2023, is 320. 

a. Calculate the Conversion Factor. 

b. Determine the restated value of the machine under the CPP method as of December 

31, 2023. 

12. A manufacturing company reported an Historical Cost Profit (after depreciation but 

before COSA) of ₹15,00,000 for the year 2023–24. The finance team calculated the 

following current cost adjustments: 

■ Depreciation Adjustment (DA): ₹3,50,000 

■ Cost of Sales Adjustment (COSA): ₹4,50,000 
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■ Monetary Working Capital Adjustment (MWCA): ₹50,000 (Loss) 

The average debt-to-equity ratio (gearing) for the year was 60:40 (i.e., 60% of 

assets financed by debt). 

Calculate the CCA Operating Profit after incorporating all three adjustments and the final 

profit figure after the Gearing Adjustment. 
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UNIT-13 

ACTIVITY BASED COSTING (ABC) 

Contents  

13.1 Introduction 

13.2 Inadequacies of Traditional Costing (TC) 

13.3 Understanding Activity Based Costing (ABC) 

13.4 Key Components and Terminology of ABC 

13.5 The Activity Cost Hierarchy 

13.6 Steps for Implementing Activity Based Costing (The Five-Step Process) 

13.7 Strategic Advantages and Applications of ABC 

13.8 Challenges and Limitations of ABC 

13.9 Time-Driven Activity-Based Costing (TDABC) 

13.10 Illustrative Examples / Applications 

13.11 Summary 

13.12 Glossary 

13.13 Terminal & Model Questions 

 

 

Learning Objectives  

Upon successful completion of this unit, you should be able to: 

✓ Explain the limitations of Traditional Costing (TC) and the compelling need for Activity 

Based Costing (ABC) in environments characterized by high overhead and diverse 

product lines 

✓ Define and critically describe the core components of the ABC framework: Activities, 

Activity Cost Pools, Cost Drivers, and Cost Objects. 

✓ Differentiate between the key categories within the activity cost hierarchy, specifically 

Unit-level, Batch-level, Product-level, and Facility-level activities. 

✓ Analyze and apply the systematic five-step procedure for implementing an ABC system, 

including the necessary calculation of activity cost driver rates. 

✓ Evaluate the significant advantages of ABC for strategic managerial decisions, such as 

refining pricing strategies and improving overall profitability analysis. 

✓ Apply the ABC methodology to calculate accurate product costs using step-by-step 

numerical examples that clearly highlight the issue of cost distortion. 

✓ Identify and discuss the practical applications and strategic relevance of ABC in the 

competitive Indian business environment, spanning both the manufacturing and service 

sectors. 
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13.1. INTRODUCTION 

Cost management is an indispensable function of management accounting, particularly in 

today's fiercely competitive global marketplace. Historically, businesses relied on traditional 

costing systems, such as absorption costing, which were adequate when direct costs (like 

material and labour) formed the majority of the total cost and overhead expenses were 

relatively low and easy to manage. These traditional methods typically allocate indirect or 

overhead costs based on a single, volume-related metric, such as direct labour hours or machine 

hours. 

However, the modern manufacturing and service environment has fundamentally changed. 

Companies now face high product diversity, increasing automation, complex supply chains, 

and demanding quality standards. This complexity has led to a significant increase in indirect 

costs related to activities like engineering, quality control, machine setups, and logistical 

support. When overhead costs become a substantial portion of the total cost, using a simple 

volume-based allocation method often results in severely inaccurate product cost data. If costs 

are allocated inaccurately, managers cannot determine the true profitability of specific products 

or services, leading to flawed pricing decisions, product mix choices, and ultimately, a loss of 

competitive position. 

Activity Based Costing (ABC) emerged in response to these shortcomings. ABC operates on 

the fundamental premise that resources are consumed by activities, and products or services 

are the final consumers of those activities. By identifying key activities and the factors that 

drive their costs (Cost Drivers), ABC traces indirect costs to products with greater precision 

than traditional methods. This approach provides a realistic and accurate understanding of a 

company's true production costs, enabling managers to scrutinize processes, identify 

inefficiencies, and execute effective strategic decisions. For undergraduate learners, grasping 

ABC is critical as it represents the necessary evolution of management accounting in handling 

modern business complexity. 

13.2. INADEQUACIES OF TRADITIONAL COSTING (TC) 

Traditional costing methods, such as absorption costing, were designed for an era of low 

complexity. They functioned well when factory overhead was a minor expense compared to 

direct labour and direct materials. However, as production processes became automated, 

sophisticated, and geared toward product customization, the single, volume-based overhead 

allocation method proved inadequate. 

The Failure of the Single Volume Driver 

Traditional Costing (TC) typically allocates all indirect manufacturing costs—ranging from 

machine depreciation to security salaries and quality control—into a single large overhead 

pool. This single pool is then distributed to products using one overall volume metric, such as 

Direct Labour Hours (DLH) or Machine Hours. 
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The central flaw is the assumption of proportionality. TC assumes that a product that uses more 

direct labour hours (the cost driver) also consumes all indirect resources (like quality 

inspection, setups, and engineering design) in that exact proportion. In a modern environment, 

this assumption is often incorrect. For instance, a complex, low-volume product might require 

many machine setups and specialized engineering support (high overhead consumption), even 

if its total manufacturing time (DLH) is relatively short. Conversely, a simple, high-volume 

product might run continuously with minimal setup or specialized support. 

Cost Distortion and Cross-Subsidization 

When the proportionality assumption fails, cost distortion occurs. This distortion manifests in 

two ways: 

1) Over-costing of High-Volume Products: Simple, high-volume products are often 

assigned a disproportionately large share of complexity-driven overhead because they are 

allocated overhead based on volume (DLH or machine hours). This makes them appear 

less profitable than they truly are. 

2) Under-costing of Low-Volume/Complex Products: Complex, low-volume products, 

which consume numerous non-volume-related resources (setups, inspections), are 

allocated a small portion of overhead simply because their production volume or DLH is 

low. This makes them appear artificially profitable. 

This phenomenon is known as cross-subsidization, where the high-volume products essentially 

subsidize the true cost of the complex, low-volume products. 

Strategic Pitfalls 

The consequences of cost distortion are severe for managerial decision-making. If managers 

rely on distorted TC figures, they may make disastrous strategic errors: 

● They might raise the selling price of the over-costed (simple, high-volume) product, 

believing its margin is too low, thereby losing market share to competitors who price more 

effectively. 

● They might aggressively cut the price or ramp up production of the under-costed 

(complex, low-volume) product, believing it is highly profitable, which leads the company 

to incur hidden financial losses. 

While Traditional Costing remains acceptable for external financial reporting (GAAP), it is 

generally considered inadequate for internal management accounting when product diversity 

and overhead costs are high. 

A clear difference exists between the two systems: 

Table 13.1: Comparison of Traditional Costing (TC) and Activity Based Costing (ABC) 

Feature Traditional Costing (TC) Activity Based Costing (ABC) 

Primary Focus Products/Departments Activities that consume resources 

Overhead Allocation Single, volume-based driver Multiple cost drivers related to 
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(e.g., direct labour hours) specific activities 

Accuracy of Cost Prone to distortion 

(over/under-costing) 

Highly accurate and realistic 

product costs 

Management Focus Volume control and historical 

data 

Activity-Based Management 

(ABM) and process improvement 

Implementation Simple and less resource-

intensive 

Complex, time-consuming, and 

costly to implement 

 

13.3. UNDERSTANDING ACTIVITY BASED COSTING (ABC) 

Activity Based Costing (ABC) is a refined approach to cost allocation designed to overcome 

the limitations of traditional systems. It provides companies with a far more accurate 

understanding of their indirect costs. 

Definition: Activity-based costing identifies and allocates overhead and indirect costs to 

products and services by tracing these costs through the various activities that utilize resources, 

rather than relying solely on volume-based metrics. 

Conceptual Foundation: ABC is based on a two-stage costing methodology that reflects the 

true causality of costs: 

1) Stage 1: Resources (like salaries, supplies, rent) are assigned to Activity Cost Pools 

(groups of costs associated with a specific task). 

2) Stage 2: The costs accumulated in the Activity Cost Pools are then allocated to Cost 

Objects (products/services) based on their actual consumption of those activities, 

measured by specific Cost Drivers. 

The underlying principle is simple: Activities consume resources, and products consume 

activities. 

Goal of ABC: The system’s primary objective is to yield reliable cost insights, helping 

businesses to refine pricing strategies and identify major cost drivers—activities that use the 

most resources. By understanding true costs, managers are empowered to optimize processes 

and reduce inefficiencies. 

13.4. KEY COMPONENTS AND TERMINOLOGY OF ABC 

A firm grasp of ABC requires understanding its core terminology: 

1) Activity: An activity is a fundamental event, task, or unit of work performed within an 

organization that consumes resources. 

○ Examples: Running a machine, setting up equipment for a new production run, 

processing a purchase order, or resolving a customer complaint. 

2) Activity Cost Pool: This is a collection of overhead costs that are grouped together 

because they relate to a single, distinct activity or a set of similar activities. 
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○ Elaboration: Instead of grouping all overhead into one factory-wide pool, ABC 

separates them. For example, costs associated with the setup team's salaries, 

specialized tools, and administrative work related to scheduling setups are all grouped 

into the 'Machine Setup Cost Pool.' Once all costs are totaled in these pools, an 

overhead rate can be computed for the activity. 

3) Cost Driver: The cost driver is the measurable factor that directly influences or causes 

the cost of an activity to change. It serves as the allocation base in the second stage of the 

ABC process. 

○ Importance: Selecting the correct cost driver is crucial because it determines how 

overhead is distributed to products. The driver must reflect the cause-and-effect 

relationship between the activity and the cost object's consumption of that activity. 

○ Examples: The cost driver for the 'Machine Maintenance' activity might be the 

Number of Machine Hours, while the driver for 'Material Handling' might be the 

Number of Material Moves or 'Number of Orders Executed'. 

4) Cost Object: The item (product, service, customer, or project) to which the costs are 

ultimately traced and assigned. The goal of ABC is to determine the accurate cost of the 

cost object. 

13.5. THE ACTIVITY COST HIERARCHY 

ABC achieves greater accuracy by recognizing that not all overhead costs vary simply with the 

volume of units produced. Costs are classified into a hierarchy based on their relationship to 

production, ranging from those incurred per unit to those incurred to maintain the entire facility. 

This hierarchy is fundamental for Activity-Based Management (ABM) because it guides 

managers on where cost control efforts should be focused. 

Level Description Varying 

Factor 

Cost Driver 

Example 

Resource 

Consumed 

Example 

Unit-

Level 

Activities performed for 

each single unit produced 

or serviced. Costs at this 

level vary directly with 

unit volume. 

Number 

of Units 

Machine hours, 

Direct labour hours, 

Consumption of 

indirect materials. 

Electricity 

consumed by a 

machine for one 

unit; minor 

supplies used 

during assembly. 

Batch-

Level 

Activities performed each 

time a group (batch) of 

units is processed or 

manufactured. The cost is 

fixed per batch, regardless 

of the number of units in 

that batch. 

Number 

of 

Batches/ 

Runs 

Number of 

production setups, 

Number of 

purchase orders 

processed, 

Inspection time per 

batch. 

The time and 

labour cost spent 

setting up a 

machine for a 

specific 

component run. 

Product

-Level 

Activities necessary to 

support an entire specific 

Number 

of Product 

Number of design 

changes, 

Cost of 

maintaining 
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product line, regardless of 

units or batches produced. 

These costs support the 

product’s existence. 

Lines/Co

mplexity 

Engineering hours 

dedicated to the 

product, Part 

numbers 

maintained. 

specialized tools or 

software required 

only for one 

specific product 

model. 

Facility-

Level 

Activities required to 

sustain the general 

operational capability of 

the plant or organization. 

These are generally fixed 

costs that cannot be traced 

to individual products. 

Time/ 

Space 

Square footage 

occupied, Total 

employees, 

Administrative 

salary hours. 

General factory 

administration 

costs, building 

rent, plant security, 

and property taxes. 

 

Understanding this hierarchy allows managers to see that high-complexity products may 

consume a large amount of batch-level or product-level activity even if they are low volume. 

If a manager wishes to reduce costs for a product line, they must first identify the relevant 

activity level; for instance, reducing batch-level costs requires rethinking the production run 

size (producing larger batches less frequently). 

13.6. STEPS FOR IMPLEMENTING ACTIVITY BASED 

COSTING (THE FIVE-STEP PROCESS) 

Implementing an ABC system is systematic, following a methodology that moves costs from 

resources to activities, and finally to the cost objects. 

Step 1: Identify Activities and Activity Cost Pools 

The process begins by thoroughly identifying and recording all significant activities within the 

organization that incur costs and consume resources. This requires detailed process mapping 

and discussions with operational staff. Once identified, related activities or activities sharing a 

common cost driver are grouped into homogenous Activity Cost Pools. This completes the first 

stage of allocation (resources grouped by activity). 

Step 2: Assign Resource Costs to Cost Pools (Stage 1 Allocation) 

Next, the cost of resources (salaries, depreciation, supplies) consumed by the identified 

activities must be allocated to their respective cost pools. For instance, a quality assurance 

manager’s salary might be divided among the 'Inspection' cost pool and the 'Process 

Improvement' cost pool based on the estimated percentage of time spent on each activity. 

Step 3: Identify the Activity Cost Drivers and Estimate Total Driver Volume 

For each Activity Cost Pool, management must select a Cost Driver—the factor that best 

measures how the product consumes that activity. For example, if 'Machine Setup' is the 

activity, the best driver is the 'Number of Setups'. The total volume of this driver expected for 

the planning period (e.g., 300 total setups per year) is then estimated. Identifying the correct 

cost drivers is paramount for ensuring the integrity of the final cost allocation. 

Step 4: Calculate Activity Cost Driver Rates 
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This step calculates the cost per unit of the cost driver for each pool. This rate is the critical 

figure used to apply overhead to the final product. 

The formula for the Activity Cost Driver Rate is: 

 

Example: If the 'Machine Setup' pool totals Rs. 1,50,000 and the total estimated setups are 300, 

the Setup Rate is Rs. 500 per setup. 

Step 5: Allocate Costs to Products or Services (Stage 2 Allocation) 

In the final stage, the activity costs are traced to the specific Cost Objects (products or services) 

based on the quantity of the cost driver each object consumes. 

The formula for allocating the cost is: 

Allocated Overhead = Product Consumption of Driver x Activity Cost Driver Rate 

Once all activity costs are allocated, the total cost of the product is calculated by summing all 

direct costs (Direct Material and Direct Labour) and the total allocated indirect costs. 

13.7. STRATEGIC ADVANTAGES AND APPLICATIONS OF 

ABC 

Activity Based Costing is not merely a different way to calculate costs; it is a management tool 

that transforms cost data into strategic intelligence, commonly referred to as Activity-Based 

Management (ABM). The gains accrued from implementing ABC often outweigh its demerits 

in complex environments. 

1) Enhanced Cost Accuracy and Optimal Pricing: ABC provides managers with a 

realistic and detailed cost estimate for each product or service. This prevents the critical 

mistake of under-pricing complex items, which would otherwise lead to losses, and avoids 

over-pricing simple, high-volume products, which would lead to a loss of market share. 

In highly competitive markets, such as the Indian electronics and auto industries, accurate 

costing is essential for successful price cuts and maintaining competitive advantage. 

2) Improved Profitability Analysis and Product Mix Decisions: By linking costs directly 

to specific activities, ABC offers superior visibility into product profit margins. Decision-

makers can precisely identify which products or services are not generating sufficient 

profit, thereby allowing them to adjust the product mix to focus on the best performers. 

Management can easily spot low-value or resource-intensive products and direct 

manufacturing efforts towards more lucrative items. 

3) Efficiency Improvement and Cost Reduction (ABM): ABC helps in identifying the 

activities that use most resources—the major cost drivers. This allows management to 

scrutinize processes, assess production effectiveness, and target non-value-added 

activities for reduction or elimination. For example, if 'Number of Setups' is a major cost 

driver, management may invest in flexible machinery or redesign processes to reduce the 

setup frequency, thereby lowering manufacturing costs and boosting profit margins. 
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4) Improved Traceability and Cost Visibility: ABC pools indirect costs into specific 

activity-based categories rather than a single company-wide pool. This detailed pooling 

makes it far easier for accounting and operational teams to quantify, trace, and explain 

indirect cost expenditures. 

5) Applicability Across Sectors: ABC is highly beneficial for industries with high overhead 

costs and diverse offerings. It is particularly valuable in the service sector—including 

banking, finance, healthcare, and telecommunications—where direct material costs are 

minimal, but costs are driven by complex transactional activities like infrastructure 

support, customer services, and unique client requirements. 

13.8. CHALLENGES AND LIMITATIONS OF ABC 

Despite its significant advantages, the adoption of ABC, particularly among Indian firms, has 

progressed slowly, largely due to several practical hurdles. 

1) High Implementation Cost and Resource Requirements: Establishing an ABC system 

requires substantial initial investment. This includes purchasing specialized software, 

redesigning internal reporting systems, and investing heavily in staff training to 

understand the new methodology. For small businesses or those constrained by resources, 

this initial outlay can be cost-prohibitive. 

2) Data Intensity and Complexity: The ABC method requires the continuous collection, 

tracking, and analysis of large volumes of data related to numerous activities and their 

drivers from across the entire organization. Gathering accurate cost driver data, especially 

for Stage 1 allocation (resources to activities), can be challenging and time-consuming, 

often relying on time logs or employee surveys that may introduce estimation and 

subjectivity. 

3) Resistance to Change: The implementation of ABC often necessitates major 

organizational and behavioural changes, including detailed tracking of time and activity 

usage. Managers may exhibit reluctance because the system demands more meticulous 

reporting and can expose inefficiencies or wasteful spending within their departments, 

which they may prefer to keep hidden. 

4) Not Universally Applicable: For companies with highly standardized products, simple 

production processes, or very low overhead relative to direct costs, the marginal increase 

in cost accuracy provided by ABC may not justify the significant complexity and expense 

required to implement and operate the system. 

13.9. TIME-DRIVEN ACTIVITY-BASED COSTING (TDABC) 

Time-Driven Activity-Based Costing (TDABC) emerged as a modern refinement of ABC, 

specifically designed to address the complexity and data maintenance issues inherent in 

traditional ABC models. 

Focus on Time and Capacity: TDABC simplifies the process by making time the central 

element of cost allocation. Unlike traditional ABC, which required managers to estimate cost 

driver volumes for every activity (e.g., number of setups, number of orders), TDABC only 
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requires the estimation of two core parameters: 

1) Cost per Unit Time of Resource Supply: This measures how much it costs per unit of 

time (e.g., per hour or per minute) to supply the capacity of a resource (e.g., labour, 

machine). 

2) Time Required for Each Transaction/Activity: This estimates the average duration 

required to complete each specific activity (e.g., 15 minutes to process a standard 

customer order). 

Addressing ABC Limitations: TDABC offers a flexible and more readily applicable picture 

of costs. It limits the subjectivity associated with complex surveys by utilizing process mapping 

and direct observation to determine time standards. Furthermore, TDABC inherently calculates 

and highlights the cost of unused capacity (idle time or resources), providing management with 

powerful information to optimize resource allocation and ensure costs are targeted where they 

are most needed. This makes TDABC an easier and more scalable alternative for dynamic 

business environments. 

13.10. ILLUSTRATIVE EXAMPLES / APPLICATIONS 

1. Numerical Illustration: Comparing TC and ABC Allocation 

This example demonstrates the cost distortion that occurs when a complex product is produced 

alongside a high-volume, simple product, and a single volume driver is used. 

Scenario: Auto Components India Pvt. Ltd. (ACIPL) manufactures two gearbox components, 

Alpha (high volume, simple) and Beta (low volume, complex). ACIPL has a total annual 

overhead of Rs. 5,00,000. The total Direct Labour Hours (DLH) used annually are 25,000. 

Detail Alpha Component (A) Beta Component (B) 

Annual Production (Units) 20,000 units 5,000 units 

Direct Labour Hours (DLH) per Unit 1.0 DLH 1.0 DLH 

Direct Costs (DM + DL) per Unit Rs. 80 Rs. 90 

Total DLH Used 20,000 DLH 5,000 DLH 

ACIPL identified that overhead is driven by three activities: 

Activity Pool Cost 

(Rs.) 

Cost Driver Total Driver 

Volume 

A. Machine Setup (Batch-Level) 1,50,000 Number of Setups 300 setups 

B. Quality Inspection (Batch-Level) 1,00,000 Inspection Hours 4,000 hours 

C. Material Handling (Unit/Batch-Level) 2,50,000 Material Moves 10,000 moves 

 

Product Consumption Setups Used Inspection Hours Material 

Moves 

Alpha Component (A) 50 setups 500 hours 9,000 moves 
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Beta Component (B) 250 setups 3,500 hours 1,000 moves 

A. Traditional Costing (TC) Calculation (Using DLH) 

1) Calculate Single Overhead Rate: Since TC uses a single driver (DLH) for all overhead: 

 

2) Calculate Total Production Cost per Unit (TC): 

Detail Alpha (A) Beta (B) 

Direct Costs per units Rs. 80.00 Rs. 90.00 

Overhead allocated per unit (Rate x DLH) Rs. 20.00 (1 x 20) Rs. 20.00 (1 x 20) 

Total Production Cost per Unit (TC) Rs. 100.00 Rs. 110.00 

B. Activity Based Costing (ABC) Calculation 

1) Calculate Activity Cost Driver Rates (Step 4): 

○ Setup Rate: Rs. 1,50,000 / 300 setups = Rs. 500.00 per setup 

○ Inspection Rate: Rs. 1,00,000 / 4,000 hours = Rs. 25.00 per hour 

○ Handling Rate: Rs. 2,50,000 / 10,000 moves = Rs. 25.00 per move 

2) Allocate Total Overhead Cost to Each Component (Step 5): 

Activity Pool Rate Alpha Cost 

(Rs.) 

Beta Cost 

(Rs.) 

A. Machine Setup Rs. 500.00 50 x 500 = 

25,000 

250 x 500 = 

1,25,000 

B. Quality Inspection Rs. 25.00 500 x 25 = 

12,500 

3,500 x 25 = 

87,500 

C. Material Handling Rs. 25.00 9,000 x 25 = 

2,25,000 

1,000 x 25 = 

25,000 

Total Overhead Allocated  Rs. 2,62,500 Rs. 2,37,500 

 

3) Calculate Total Production Cost per Unit (ABC): 

Detail Alpha (A) Beta (B) 

Total Overhead Allocated Rs. 2,62,500 Rs. 2,37,500 

Production Units 20,000 5,000 

Overhead per Unit (ABC) Rs. 13.13 (262,500/ 

20,000) 

Rs. 47.50 (237,500/ 

5,000) 

Direct Cost per Unit Rs. 80.00 Rs. 90.00 
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Total Production Cost per Unit (ABC) Rs. 93.13 Rs. 137.50 

Conclusion on Cost Distortion: 

The ABC calculation reveals that the complex, low-volume Beta component actually costs Rs. 

137.50 per unit, which is significantly higher than the Rs. 110.00 calculated by Traditional 

Costing. TC under-costed Beta by Rs. 27.50 per unit. This happened because Beta consumes a 

massive 83% of the highly expensive complexity-related activities (Setups and Inspection), 

even though it only uses 20% of the total DLH. Conversely, the high-volume Alpha component 

was over-costed by TC (Rs. 100.00 vs. Rs. 93.13). Had management used the TC figures, they 

would have likely set the price for Beta too low, leading to losses, while potentially losing sales 

of Alpha due to an inflated price. 

2. Real-Life Applications in the Indian Economy 

1) Application in Indian Manufacturing (e.g., Auto Sector): Indian manufacturing 

companies operate under pressure from both intense domestic competition and 

sophisticated foreign companies. Many of these firms have struggled to ascertain the 

actual cost of their diverse product offerings using traditional methods, often leading to 

price speculation and potential losses. Companies in sectors like auto components or 

heavy machinery, which produce both high-volume standardized parts and low-volume 

customized components, have successfully utilized ABC. Studies show that before ABC 

implementation, traditional systems failed to account for the disproportionate 

consumption of engineering time, quality assurance, and specialized tool maintenance 

required for complex, customized products. By implementing ABC, companies identify 

that customized orders, while bringing in high revenue, often required extensive batch-

level activities (like setups and inspections), revealing that they were less profitable than 

initially thought. This accurate data allows them to revise bidding for complex contracts, 

potentially leading to a competitive cost leadership strategy. 

2) Application in Indian Banking and Financial Services: In the service sector, the 

complexity is driven by customer behaviour and transactional variety, not machine 

volume. For a large commercial bank in India, direct costs are minimal, but indirect costs 

(salaries, technology infrastructure, branch maintenance) are massive. Traditional costing 

might allocate costs based on the number of accounts, misleading managers. 

ABC methodology allows the bank to identify key activities like "ATM operations," 

"Loan origination and servicing," and "Branch counter query resolution." Cost drivers 

would include 'Number of ATM transactions', 'Time spent processing a loan file', or 

'Number of visits to a physical branch'. By calculating activity costs, the bank can segment 

its profitability. For instance, the bank can determine that a high-net-worth customer who 

executes most transactions online or via ATM is significantly more profitable than a low-

balance customer who frequently requires complex, time-consuming services at a physical 

branch counter. This information enables the bank to tailor its offerings, potentially 

introducing service charges for complex manual services or rewarding digital users, 

thereby bolstering overall profitability while effectively managing risk. 
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Check Your Progress – A 

 

1) What is the primary reason Traditional Costing leads to cost distortion in a multi-product 

environment?  

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------

---------------------------------------------------------------------------------------------------------- 

2) Define: (a) Activity Cost Pool, and (b) Cost Driver.  

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------

---------------------------------------------------------------------------------------------------------- 

3) Name the four main levels of the Activity Cost Hierarchy 

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------

---------------------------------------------------------------------------------------------------------- 

13.11. SUMMARY 

Activity Based Costing (ABC) is an advanced cost accounting technique developed to 

overcome the limitations of Traditional Costing (TC), especially in modern business 

environments characterized by high overheads, automation, and product diversity. Traditional 

costing systems rely on a single, volume-based cost driver such as direct labour hours or 

machine hours, which often leads to cost distortion in multi-product and complex operations. 

This distortion results in cross-subsidization, where high-volume simple products are over-

costed while low-volume complex products are under-costed, leading to flawed pricing and 

strategic decisions. ABC is based on the principle that activities consume resources, and 

products or services consume activities. It uses a two-stage allocation process: first, overhead 

costs are assigned to Activity Cost Pools, and second, these costs are traced to Cost Objects 

using multiple, relevant Cost Drivers that reflect actual resource consumption. Key elements 

of ABC include activities, activity cost pools, cost drivers, and cost objects. A critical feature 

of ABC is the Activity Cost Hierarchy, which classifies activities into unit-level, batch-level, 

product-level, and facility-level activities. This hierarchy helps managers understand cost 

behaviour and identify areas for cost control and efficiency improvement. The implementation 

of ABC follows a systematic five-step process, from identifying activities to allocating costs 

to products. ABC provides significant strategic benefits such as accurate product costing, 

improved pricing decisions, better profitability analysis, and enhanced cost control through 

Activity-Based Management (ABM). However, its adoption is constrained by high 

implementation costs, data intensity, and resistance to change. To address these issues, Time-

Driven Activity-Based Costing (TDABC) was introduced, focusing on time as the primary cost 

driver and highlighting unused capacity. Overall, ABC represents a crucial evolution in 

management accounting for informed decision-making in complex organizations. 
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13.12. GLOSSARY 

➢ Activity Based Costing (ABC): A costing methodology tracing costs 

from resources to activities and then to cost objects using multiple, non-volume-

based drivers. 

➢ Overhead: Indirect costs not easily traceable to the final product or service (also called 

indirect costs). 

➢ Cost Distortion: Misstatement of true product costs due to the use of an inappropriate or 

flawed cost allocation base. 

➢ Activity: A specific task or unit of work that consumes resources within an organization. 

➢ Activity Cost Pool: An aggregation of overhead costs related to performing a single, 

defined activity. 

➢ Cost Driver: A factor that measures the consumption of an activity by a cost object (e.g., 

number of setups or inspection hours). 

➢ Cost Object: The final recipient of allocated costs, typically a product, service, customer, 

or project. 

➢ Activity Cost Driver Rate: The cost per unit of the cost driver, determined by dividing 

the total cost pool by the total volume of the driver. 

➢ Unit-Level Activity: Activity performed every time a single unit is produced (varies 

directly by production volume). 

➢ Batch-Level Activity: Activity performed for a group of products (costs are fixed per 

batch, varies by number of batches). 

➢ Product-Level Activity: Activity supporting a specific product line, regardless of units 

or batches. 

➢ Facility-Level Activity: Activity required to sustain the general operational capability of 

the plant (fixed organizational costs). 

➢ Cross-Subsidization: The phenomenon where one product is over-costed and absorbs 

costs that rightly belong to an under-costed product. 

➢ Activity-Based Management (ABM): The strategic application of ABC data to manage 

costs, eliminate non-value-added activities, and improve overall operational efficiency. 

➢ Time-Driven Activity-Based Costing (TDABC): A streamlined approach to ABC that 

focuses on time required for tasks and the cost per unit of time of supplied capacity. 
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13.16 TERMINAL & MODEL QUESTIONS 

1. Explain the concept of Activity Based Costing (ABC) and justify its need in modern 

business organizations. 

2. Critically examine the inadequacies of Traditional Costing (TC) in a multi-product and 

high-overhead environment. 

3. Describe the fundamental principles on which Activity Based Costing is based. 

4. Define and explain the key components of ABC: Activities, Activity Cost Pools, Cost 

https://efex.vn/en/blog/disadvantages-and-advantages-of-activity-based-costing
https://efex.vn/en/blog/disadvantages-and-advantages-of-activity-based-costing
https://www.costperform.com/streamline-your-finances-with-the-activity-based-costing-method/
https://www.costperform.com/streamline-your-finances-with-the-activity-based-costing-method/
https://jomaccounting.com/understanding-activity-based-costing-abc-identification-of-cost-drivers-and-cost-pools/
https://jomaccounting.com/understanding-activity-based-costing-abc-identification-of-cost-drivers-and-cost-pools/
https://psu.pb.unizin.org/acctg211/chapter/activity-based-costing/
https://www.youtube.com/watch?v=mRt5YMVGOxg
https://www.hilarispublisher.com/open-access/implementing-activitybased-costing-in-the-telecommunications-sector-a-case-study-2167-0919.1000111.pdf
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Drivers, and Cost Objects. 

5. Discuss the Activity Cost Hierarchy and explain each level with suitable examples. 

6. Explain the five-step procedure for implementing an Activity Based Costing system in 

an organization. 

7. Distinguish between Traditional Costing and Activity Based Costing with respect to 

cost allocation, accuracy, and managerial usefulness. 

8. Analyze how Activity Based Costing helps in reducing cost distortion and cross-

subsidization. 

9. Explain the concept of Activity-Based Management (ABM) and its relationship with 

ABC. 

10. Discuss the strategic advantages of Activity Based Costing in managerial decision-

making. 

11. Evaluate the applicability of Activity Based Costing in service sector organizations 

such as banking or healthcare. 

12. Discuss the major challenges and limitations associated with the implementation of 

ABC. 

13. Explain the concept of Time-Driven Activity-Based Costing (TDABC) and highlight 

how it overcomes the limitations of traditional ABC. 

14. Compare ABC and TDABC with respect to data requirements, accuracy, and 

managerial relevance. 

15. Illustrate, with reasons, why ABC is considered more suitable than Traditional Costing 

in today’s competitive business environment. 

16. A company incurs an annual setup cost of Rs. 1,80,000. It performs 600 setups annually. 

Calculate the Activity Cost Driver Rate. If Product X requires 5 setups, how much setup 

cost is allocated to Product X? 

17. Product L requires 2 DLH per unit, and Product M requires 3 DLH per unit. Total 

overhead is Rs. 3,50,000, and total DLH are 10,000. Calculate the overhead allocated 

per unit to L and M using Traditional Costing. 

18. Using the data provided for Alpha and Beta Components in Section 4.1, calculate the 

total overhead allocated to each product using the Traditional Costing method. 

19. Using the same data, calculate the overhead allocated to Alpha and Beta components 

using the Activity Based Costing method. Identify which product was under-costed by 

TC. 

20. The ‘Design Modification’ cost pool totals Rs. 3,60,000. The cost driver is ‘Number of 

Design Change Orders.’ Product P requires 15 orders, and Product Q requires 45 orders. 

The total number of orders is 60. Calculate the cost allocated to P and Q. 

21. The 'Material Procurement' activity pool has a cost of Rs. 4,50,000. The cost driver is 

'Number of Purchase Orders' (Total = 900). Product A uses 250 orders, and Product B 

uses 650 orders. Calculate the allocated cost for both products and the Activity Cost 

Driver Rate. 
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UNIT-14 
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Learning Objectives  

Upon successful completion of this unit, you should be able to: 

✓ Explain the fundamental concept, flexible nature, and purpose of managerial reporting in 

organizational control. 

✓ Differentiate clearly between internal managerial reporting and external financial 

reporting, based on regulatory rules and primary users. 

✓ Describe the essential characteristics and principles of effective management reports, such 

as accuracy, relevance, and timeliness. 

✓ Analyze and classify various types of management reports, including performance, 

responsibility, and exception reports. 

✓ Apply the principles of Responsibility Accounting to define and evaluate different 

responsibility centers (Cost, Profit, Investment). 

✓ Illustrate the concept and implementation of Management by Exception (MBE) by 

focusing on significant deviations from plan. 

✓ Prepare and interpret simple Performance Reports that highlight budget versus actual 

variances for corrective action. 
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14.1. INTRODUCTION 

Welcome to the final unit of the course, which serves as the culmination of your studies in Cost 

and Management Accounting. Throughout the course, you have learned various techniques: 

how to classify costs (Unit VI), set standards (Unit X), prepare budgets (Unit XI), and analyze 

financial statements (Unit II). Now, in this unit, we address the critical function that links all 

these quantitative activities to strategic organizational action: Managerial Reporting. 

Managerial reporting is essentially the formal communication system that converts raw data—

from inventory logs, production records, budget variances, and economic forecasts—into 

actionable business intelligence. Without an effective reporting system, even the most 

meticulous planning and accurate cost calculations remain isolated facts, unable to influence 

day-to-day decisions or long-term strategy. These reports act as organizational scorecards, 

helping management assess performance, track progress, and determine the necessary next 

steps to meet strategic objectives. 

Crucially, unlike statutory financial statements, managerial reports are designed exclusively 

for internal users, such as department heads, supervisors, and top executives. They are highly 

confidential and tailored specifically to the manager's need for control and planning. This 

inherent flexibility, combined with a focus on current and future operations, makes managerial 

reporting the indispensable tool for strategic control in any complex organization. 

This unit will detail the core principles of effective reporting, differentiate between various 

types of reports, and introduce the fundamental control mechanisms—Responsibility 

Accounting and Management by Exception—that ensure managers are held accountable and 

focused on the most critical areas of the business. 

14.2 THE FOUNDATION AND CONTEXT OF MANAGERIAL 

REPORTING 

14.2.1 Definition, Nature, and Scope 

Managerial reports are comprehensive documents designed to provide managers with the 

specialized information necessary for strategic decision-making and operational control. These 

reports summarize and interpret internal data compiled from various departmental sources, 

such as inventory databases, sales logs, and accounting software, offering a holistic view of an 

organization’s performance. 

The nature of managerial reporting is distinctly internal and proprietary. Because these 

documents contain sensitive financial and operational information, they are considered 

confidential and are strictly for the use of internal stakeholders. A defining feature is their 

flexibility; they do not need to adhere to external regulatory standards like Generally Accepted 

Accounting Principles (GAAP) or International Financial Reporting Standards (IFRS). This 

freedom from external rules allows management to customize the content, the presentation 

format (using charts, tables, and graphs), and the specific metrics tracked (Key Performance 
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Indicators or KPIs) to best fit their unique needs. 

14.2.2 Key Objectives of Management Reports 

The preparation of management reports serves several vital objectives: 

1) Measuring and Monitoring Performance: The reports track specific performance 

metrics and KPIs, offering clear indicators of the health and status of organizational 

objectives. This includes monitoring financial figures, sales trends, and operational 

efficiency. 

2) Guiding Strategic Action: Reports function as a form of business intelligence, helping 

managers understand the current situation, establish necessary benchmarks, and guide 

subsequent action plans. They help determine what the "next steps" should be based on 

observed data. 

3) Facilitating Communication: They ensure effective communication of critical 

operational and financial insights between colleagues, department managers, and senior 

executives. 

4) Supporting Control and Accountability: By comparing planned outcomes (budgets or 

standards) with actual results, these reports facilitate control and enable management to 

hold specific individuals or departments accountable for any deviations. 

14.2.3 Managerial Reporting versus Financial Reporting (Critical Comparison) 

A clear distinction must be maintained between managerial reporting and financial reporting, 

as they serve fundamentally different purposes and stakeholders. Financial accounting focuses 

on recording and summarizing transactions for external stakeholders like investors, lenders, 

and regulators, strictly following GAAP or IFRS. Managerial accounting, conversely, supports 

internal planning and control. 

The differences underscore why flexibility in managerial reporting is essential. Managerial 

decisions, such as adjusting product pricing or changing resource allocation, require current 

data for quick intervention. If internal reporting were bound by the rigorous verification 

timelines of IFRS, the information would become retrospective and often too late to be useful 

for timely adjustment. Therefore, managerial reports prioritize speed and relevance over 

regulatory compliance, enabling continuous operational control. The major differences are 

summarized below: 

Table 14.1. Comparison: Managerial Reporting vs. Financial Reporting 

Feature Managerial Reporting Financial Reporting 

Primary Users Internal (Managers, Executives, 

Supervisors) 

External (Investors, Creditors, 

Regulators) 

Purpose Planning, control, performance 

evaluation, guidance 

Stewardship, regulatory 

compliance, historical record 

Regulatory 

Rules 

Flexible; tailored; not restricted 

by GAAP/IFRS 

Mandatory adherence to 

GAAP/IFRS 
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Time Focus Future-oriented (forecasting, 

budgeting) and current data 

Retrospective (reflecting past 

performance) 

Frequency High frequency (Daily, weekly, 

monthly, ad hoc) 

Periodic (Quarterly, annually) 

Scope Specific segments, departments, 

products, processes 

The entire legal entity/organization 

 

14.3 PRINCIPLES AND CHARACTERISTICS OF EFFECTIVE 

REPORTING 

For management reports to successfully transform raw data into actionable information, they 

must adhere to several fundamental principles. 

14.3.1 Accuracy and Verification 

Accuracy is the foundation of credible reporting. Reports must be entirely free from errors, 

presenting facts, figures, and insights precisely as they are. Inaccurate data inevitably leads to 

misguided decisions and misunderstandings, undermining the credibility of the entire 

management control system. Therefore, effective reporting mandates careful verification and 

validation of information before it is shared. 

14.3.2 Clarity, Simplicity, and Relevance 

Reports should be designed to be consumed quickly and easily, particularly by non-financial 

stakeholders. This requires Clarity and Simplicity, often achieved through the use of charts, 

graphs, and well-structured tables to present complex data. Crucially, reports must maintain 

Relevance. This principle emphasizes focusing strictly on essential data, metrics, and trends 

that directly serve the decision-makers’ objectives and align with organizational strategy. 

Including excessive or unnecessary details, sometimes referred to as 'noise,' can distract 

managers from important findings and reduce the report’s overall effectiveness. 

14.3.3 Timeliness and Comparability 

Timeliness is perhaps the most critical principle for operational control. Reports must be 

delivered promptly, often daily or weekly, to align with the speed of operations. Ongoing 

reporting enables managers to adjust strategies promptly when business situations change, such 

as reacting immediately to a sudden spike in raw material prices or a dip in sales performance. 

A delayed report often results in wasted resources because the opportunity for timely corrective 

action has passed. 

Comparability means that reports should enable users to assess performance relative to a 

standard. This involves presenting current data alongside benchmarks, such as previous period 

results, the budget, or industry standards. This comparison allows managers to identify trends 

and assess deviations efficiently. 
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14.4 MANAGERIAL REPORTS BY MANAGEMENT LEVEL 

Reporting requirements are dynamic and must be tailored to the specific responsibilities and 

information needs of different levels of management: strategic, tactical, and operational. 

14.4.1 Operational Reports 

Operational reports are intended for first-line supervisors and day-to-day managers. These 

reports are highly detailed and focus on the immediate, short-term efficiency of specific 

processes and tasks. 

● Focus: Specific metrics like daily production output (units produced), resource usage, 

labor hours, and immediate inventory levels. 

● Time Horizon: Daily or shift-wise. 

● Purpose: Ensuring the efficient execution of day-to-day operations and achieving short-

term objectives. 

14.4.2 Tactical Reports 

Tactical reports are used by middle management (department heads or divisional managers). 

They translate the organization’s broad strategic direction into actionable plans for specific 

areas. 

● Focus: Aggregated metrics, such as monthly performance reports, variance analyses by 

department, segment profitability, and quarterly budget utilization. 

● Time Horizon: Medium-term (monthly or quarterly). 

● Purpose: Monitoring progress toward departmental goals and ensuring that operational 

activities are aligned with strategic goals. 

14.4.3 Strategic Reports 

Strategic reports are reserved for top management, such as the CEO, CFO, and the Board of 

Directors. They provide a high-level, "bird’s-eye view" of the entire business. 

● Focus: Broad organizational health, long-term direction, key long-term financial 

performance indicators (e.g., Return on Investment, liquidity), and comprehensive risk 

management. 

● Time Horizon: Long-term (quarterly or annually). 

● Purpose: Setting the overarching direction, reviewing the achievement of vision, and 

making major capital investment and strategic policy decisions. 

14.5 TYPES OF MANAGEMENT REPORTS: CONTROL AND 

FOCUS 

Management reports are typically categorized based on their function in the control process. 

14.5.1 Performance Reports (Variance Analysis) 

Performance reports are perhaps the most common type of management report, often stemming 
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directly from budgetary control. Their primary purpose is to systematically compare actual 

results against the budgeted or expected performance to measure the effectiveness of operations 

and determine how well the company is meeting its financial goals. 

The core element of a performance report is Variance Analysis, which calculates the difference 

between the actual outcome and the budgeted amount. 

● A variance is Favorable (F) if the actual result is better than the budgeted result (e.g., 

actual revenue is higher, or actual cost is lower) 

● A variance is Unfavorable (U) if the actual result is worse than the budgeted result (e.g., 

actual revenue is lower, or actual cost is higher). 

Performance reporting is not merely a quantitative exercise; it initiates a vital control 

mechanism known as the Variance Reporting Cycle : 

1) Prepare Performance Report: Documenting actual versus budgeted results. 

2) Analyze Variances: Calculating the differences (variances). 

3) Raise Important Questions: Asking why the variances occurred. 

4) Identify the Causes: Investigating the root reasons (e.g., changes in material prices, 

unexpected volume shifts, efficiency changes). 

5) Take Corrective Actions: Implementing necessary changes (e.g., negotiating new 

supplier contracts, adjusting production schedules). 

6) Conduct Operations for the Next Period: Incorporating lessons learned to improve 

future budgeting and operational execution. 

14.5.2 Responsibility Reports (Segment Reporting) 

Responsibility reports measure the performance of managers of specific segments or units 

within the organization. This type of reporting is essential for large, complex companies 

operating multiple divisions (segments), products, or geographical regions. 

The underlying mandate is that the reporting structure should be consistent with management's 

internal structure, allowing users (such as the CEO or Chief Operating Decision Maker) to "see 

through the eyes of management" into the risks and opportunities facing each segment. For 

management reporting purposes, segments are analyzed based on the types of business 

activities (e.g., manufacturing vs. service) or the economic environments in which they operate. 

14.5.3 Exception Reports 

Exception reports are a specialized output of the Management by Exception philosophy. They 

are specifically designed to filter out results that fall within an acceptable range, flagging only 

those deviations (exceptions) that exceed predefined limits. 

These reports focus management attention on the most critical deviations, whether positive or 

negative. For instance, a report might only be generated if a department's expense is 20% higher 

than budgeted, or if the product defect rate exceeds 5%. Modern enterprise resource planning 

(ERP) systems and accounting tools often integrate these reports, providing real-time 

dashboards and alerts that highlight these exceptions. 
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14.6 RESPONSIBILITY ACCOUNTING AND CONTROLLABLE 

COSTS 

14.6.1 The System of Responsibility Accounting 

Responsibility Accounting is a management control system built on the principle that costs and 

revenues should be traced and reported to the manager who has the authority to incur or 

influence them. It is a crucial system for accountability, ensuring that specific individuals are 

responsible for meeting the budget targets of their respective units. 

The implementation of responsibility accounting follows a clear path : 

1) Define Responsibility Centers: Clearly identifying the segments or departments. 

2) Set Goals: Establishing objectives and assigning responsibilities (budgets) to each center. 

3) Monitor Performance: Regularly tracking actual results. 

4) Compare and Analyze: Comparing actual performance against the goals. 

5) Intervention: Determining the root cause of any discrepancies and taking corrective 

steps. 

For effective evaluation, the organization is typically segmented into four types of 

Responsibility Centers: 

Table 14.2. The Four Types of Responsibility Centers 

Responsibility 

Center 

Manager’s 

Authority 

Primary Focus of 

Manager 

Evaluation Metric 

Cost Center Costs only Controlling costs incurred 

(e.g., production 

department) 

Variance analysis of 

controllable costs against 

budget 

Revenue 

Center 

Revenues 

only 

Maximizing sales volume 

and revenue (e.g., sales 

division) 

Actual revenue vs. budgeted 

revenue 

Profit Center Costs and 

Revenues 

Maximizing segment profit 

(P&L responsibility) 

Segment Margin or 

Operating Profit 

Investment 

Center 

Costs, 

Revenues, 

and Assets 

Efficient use of capital 

investment and resources 

Return on Investment (ROI) 

or Residual Income (RI) 

 

14.6.2 Controllable and Non-Controllable Costs (The Fairness Principle) 

A manager should only be evaluated based on factors they can actually control. This leads to 

the critical differentiation between controllable and non-controllable costs. 

1) Controllable Costs: These are costs that a specific manager or department head can 

influence or regulate within a given timeframe. Examples include direct materials, direct 

labor, departmental supplies, sales commissions, and marketing budgets. 
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2) Non-Controllable Costs: These are costs that are outside the manager’s sphere of 

influence. They are typically imposed by higher management or allocated from a central 

administrative function. Examples include depreciation of the central building, corporate 

insurance premiums, or the allocation of head office security costs. 

In responsibility reporting, the principle of fairness dictates that non-controllable costs are 

ignored when evaluating a manager’s performance. By focusing the performance report solely 

on controllable costs, the system aligns accountability with authority. If a manager were 

penalized for allocated costs they couldn't affect, it could lead to demotivation or cynicism 

regarding the reporting system, ultimately resulting in dysfunctional behavior aimed at 

"playing games with the numbers" rather than genuine cost management. 

14.7 MANAGEMENT BY EXCEPTION (MBE) 

14.7.1 The Logic and Necessity of MBE 

Management by Exception (MBE) is a cornerstone philosophy in effective managerial control. 

It is a technique designed to manage a manager’s most valuable and scarcest resource: their 

time and attention. The basic logic of MBE is that managers should focus their efforts only on 

those activities or results that deviate significantly from the expected plan (the standards or 

budgets). 

If a business unit or process is operating smoothly and within acceptable standards, 

management takes no action and directs its focus elsewhere. This strategy promotes high 

efficiency because resources are immediately directed to the areas experiencing the most 

critical problems. By filtering out the routine and expected variations, MBE ensures that 

management time is conserved for non-recurring or unusual issues that truly require strategic 

intervention. 

14.7.2 Implementation Steps and Tolerance Limits 

MBE is implemented systematically through four key steps: 

1) Define Objectives and Standards: Clearly setting forth the way the business should 

operate (e.g., targeted revenue, maximum cost per unit, standard defect rate). 

2) Establish Tolerance Limits: Setting a range of acceptable variance around the standard. 

Any variation within this tolerance limit is considered normal and routine, requiring no 

management intervention. For example, a company might define an exception as any 

expense that is either $10,000 or 20% higher than budgeted. 

3) Performance Assessment and Analysis: Monitoring performance and calculating the 

deviation from the standard. 

4) Investigate and Solve Exceptions: Analyzing the cause of the deviations that exceed the 

tolerance limits and taking corrective actions. 

A structured MBE system also links the magnitude of the exception to the level of management 

required. Minor variances might be handled by supervisors, while massive, non-recurring 

variances—the true exceptions—are immediately reported straight to senior management for 
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strategic decision-making. This systematized delegation maximizes the efficiency of the entire 

organizational hierarchy. 

14.8. ILLUSTRATIVE EXAMPLES / APPLICATIONS 

This section demonstrates how the concepts of performance reporting, responsibility 

accounting, and strategic reporting are applied in practical business scenarios. 

1. Numerical Example 1: Performance Report and Variance Analysis (Manufacturing 

Unit) 

Context: A Mumbai-based company, "Bharat Textiles Pvt. Ltd.," manufacturing industrial 

fabric, uses a monthly performance report to track its production costs. The Production 

Manager is responsible for Direct Materials, Direct Labour, and Variable Overheads. 

Management requires an analysis of variances for May 20XX. 

Goal: Prepare a performance report focusing on controllable costs and analyze the variance. 

Cost Item Budgeted (₹) Actual (₹) 

Direct Material Cost 4,00,000 4,30,000 

Direct Labour Cost 2,50,000 2,35,000 

Variable Overhead 80,000 85,000 

Fixed Overhead (Allocated) 60,000 60,000 

Step-by-Step Solution: 

1) Identify Controllable Costs: Direct Material, Direct Labour, and Variable Overhead are 

controllable by the Production Manager. Fixed Overhead (Allocated) is non-controllable 

and should be excluded from the manager's performance evaluation. 

2) Calculate Variance: Variance = Actual Cost – Budgeted Cost. 

3) Determine F/U: For costs, a positive variance (Actual > Budget) is Unfavorable (U). A 

negative variance (Actual < Budget) is Favorable (F). 

Table 14.3. Performance Report: Controllable Direct Costs (May 20XX) 

Cost Item Budgeted 

(₹) 

Actual (₹) Variance 

(₹) 

Favourable (F) 

/ Unfavourable 

(U) 

Direct Material Cost 4,00,000 4,30,000 30,000 U 

Direct Labour Cost 2,50,000 2,35,000 (15,000) F 

Variable Overhead 80,000 85,000 5,000 U 

Total Controllable 

Cost Variance 

7,30,000 7,50,000 20,000 U 

 

Interpretation: The overall controllable cost variance is ₹20,000 Unfavorable. The manager 
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must investigate the ₹30,000 unfavorable direct material cost variance (perhaps due to 

unexpected price increases or poor material handling) and the ₹5,000 unfavorable variable 

overhead variance. While the ₹15,000 favorable labour cost variance is beneficial, the manager 

must still check the cause—it might be due to unexpected operational efficiency or, conversely, 

due to reduction in skilled labor hours that could compromise quality later. 

 

2 Numerical Example 2: Segment Profitability Report (Profit Center Evaluation) 

Context: 'AgriGrow Ltd.,' an agricultural supplies company, operates two profit centers: 

Seeds Division and Equipment Division. The Head Office allocates common costs (e.g., central 

IT support) equally between the two divisions. 

Goal: Calculate the Segment Margin, which is the key metric for evaluating the performance 

of the divisional managers. 

Numerical Example 2: Segment Profitability Report (AgriGrow Ltd.) 

Particulars Seeds 

Division (₹) 

Equipment 

Division (₹) 

Total (₹) 

Sales Revenue 12,00,000 8,00,000 20,00,000 

Less: Variable Manufacturing 

Costs 

6,00,000 4,00,000 10,00,000 

Contribution Margin 6,00,000 4,00,000 10,00,000 

Less: Traceable Fixed Costs 

(Controllable) 

1,50,000 80,000 2,30,000 

Segment Margin (Key for 

Managerial Performance) 

4,50,000 3,20,000 7,70,000 

Less: Allocated Common Costs 

(Non-Controllable) 

50,000 50,000 1,00,000 

Net Income 4,00,000 2,70,000 6,70,000 

 

Interpretation: The Segment Margin of ₹4,50,000 for the Seeds Division and ₹3,20,000 for 

the Equipment Division is used to evaluate the respective divisional managers. This metric 

includes all revenues generated and all costs traceable to that segment. The Allocated Common 

Costs (₹1,00,000 total) are non-controllable by the divisional managers and are subtracted only 

to arrive at the overall company Net Income. This structure ensures that the performance report 

fairly reflects the financial consequences of decisions made by the responsible manager. 

 

3 Application 3: Strategic Reporting Using Internal Carbon Pricing (Indian Industry) 

Modern managerial reporting often integrates non-financial, strategic key indicators, especially 

those related to sustainability and corporate responsibility 

Leading Indian conglomerates, such as Mahindra & Mahindra, have implemented advanced 

control systems that go beyond traditional financial analysis. Mahindra introduced an Internal 
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Carbon Pricing model, assigning a monetary cost (e.g., USD 10 per tonne of carbon dioxide 

equivalent) to capital expenditure projects. 

Managerial Report Application: When evaluating two competing projects that yield a similar 

financial Return on Investment (ROI), the managerial report acts as a decision filter. The report 

incorporates the calculated internal carbon cost for each project. The project generating higher 

emissions will consequently have a higher reported total cost in the managerial assessment, 

despite its equal financial performance. This mechanism effectively shifts sustainability from 

being an external compliance burden to an internal decision criterion, guiding top management 

towards strategically superior, environmentally sound investments. Such reports demonstrate 

the power of management accounting to influence long-term strategic direction. 

 

4 Application 4: Management by Exception (MBE) in Service Operations 

Context: A large e-commerce logistics company, "EzyShip," operates a massive fleet of 

delivery vehicles and uses a central operations hub. Vehicle maintenance cost is a major 

controllable expense for the Fleet Manager. 

Standard: The budgeted maintenance cost per 1,000 km is ₹800. 

Tolerance Limit (MBE Rule): An exception report is generated if the actual maintenance cost 

exceeds the budget by more than 15% OR by a fixed threshold of ₹10,000, whichever is lower. 

Scenario Analysis (July 20XX): 

The manager of the Delhi North Fleet reports: 

● Budgeted Maintenance Cost: ₹90,000 

● Actual Maintenance Cost: ₹1,05,000 

MBE Check: 

1) Absolute Variance: ₹1,05,000 - ₹90,000 = ₹15,000 (Unfavorable). 

2) Percentage Variance:  

3) Tolerance Test: 

○ Maximum acceptable variance percentage: 90,000 x 15% = ₹13,500. 

○ The variance of ₹15,000 exceeds the acceptable threshold of ₹13,500. 

MBE Decision: Since the variance of ₹15,000 is greater than the 15% tolerance limit 

(₹13,500), an Exception Report must be generated and escalated. The Fleet Manager is now 

compelled to investigate the root causes—which may include unauthorized repairs, excessive 

mileage due to poor routing, or sudden mechanical failure. Conversely, if the actual cost had 

been ₹1,00,000 (a variance of 11.11%), no report would have been generated, and management 

resources would have been reserved for higher-priority issues. 
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Check Your Progress – A 

 

1) What is the primary difference in the regulatory standards followed by managerial reports 

versus financial reports? 

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------

---------------------------------------------------------------------------------------------------------- 

2) List three key characteristics that define a management report as 'timely' and 'relevant.' 

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------

---------------------------------------------------------------------------------------------------------- 

3) Differentiate between operational, tactical, and strategic reports in terms of reporting 

frequency. 

------------------------------------------------------------------------------------------------------------

------------------------------------------------------------------------------------------------------------

---------------------------------------------------------------------------------------------------------- 

 

14.9. SUMMARY 

This unit explains how managerial reporting functions as the final and most critical link in Cost 

and Management Accounting by transforming processed internal data into actionable 

information for decision-making and control. Managerial reporting is an internal, flexible, and 

confidential system designed exclusively for managers at different levels—operational, 

tactical, and strategic—unlike financial reporting, which is standardized, historical, and meant 

for external stakeholders under GAAP/IFRS norms. The unit emphasizes that effective 

managerial reports must follow key principles such as accuracy, clarity, relevance, timeliness, 

and comparability. Reports should focus only on essential information, be easy to understand, 

and reach managers quickly so that corrective actions can be taken without delay. Reporting 

requirements vary across management levels: operational managers need detailed daily reports, 

middle management relies on periodic performance and variance reports, while top 

management uses summarized strategic reports for long-term planning. A major focus of the 

unit is on types of management reports, especially performance reports based on variance 

analysis, responsibility reports aligned with organizational structure, and exception reports 

used under Management by Exception (MBE). The Variance Reporting Cycle highlights 

continuous improvement by linking variance identification with cause analysis and corrective 

action. The concept of Responsibility Accounting is explained in detail, dividing organizations 

into cost, revenue, profit, and investment centers. A key fairness principle is evaluating 

managers only on controllable costs, excluding non-controllable or allocated expenses. Finally, 

the unit highlights Management by Exception as an efficient control philosophy that directs 

managerial attention only to significant deviations, thereby optimizing time, accountability, 
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and organizational performance. 

14.10. GLOSSARY 

➢ Managerial Reporting: The internal process of summarising and interpreting 

financial and operational data for managerial decision-making and operational control. 

➢ Financial Reporting: Reporting a company's financial transactions primarily for external 

stakeholders, following strict standards (GAAP/IFRS). 

➢ Key Performance Indicator (KPI): A measurable value that demonstrates how 

effectively a company is achieving key business objectives, tracked in management 

reports. 

➢ Variance Analysis: The process of calculating the difference (variance) between actual 

financial performance and budgeted or standard performance. 

➢ Favorable Variance: A variance that results in actual performance exceeding budgeted 

performance in a beneficial way (e.g., lower actual cost or higher actual revenue). 

➢ Unfavorable Variance: A variance that is detrimental to the company (e.g., higher actual 

cost or lower actual revenue). 

➢ Management by Exception (MBE): A control technique where managers focus their 

attention only on significant deviations (exceptions) from the expected results. 

➢ Responsibility Accounting: An accounting system that tracks performance by assigning 

specific costs and revenues to the manager responsible for them. 

➢ Responsibility Center: A segment of an organization whose manager is responsible for 

a specific set of activities (cost, revenue, profit, or investment). 

➢ Cost Center: A responsibility center accountable only for costs. 

➢ Profit Center: A responsibility center accountable for both revenues and costs. 

➢ Investment Center: A responsibility center accountable for revenues, costs, and invested 

assets, often evaluated using ROI. 

➢ Controllable Costs: Costs that a specific manager has the authority to influence or 

regulate through their decisions. 

➢ Non-Controllable Costs: Costs that are outside the influence of a specific manager, often 

allocated by top management. 

➢ Segment Reporting: Reporting on the performance of different, identifiable business 

activities or economic environments within the entity. 

➢ Tolerance Limit: A predetermined range of acceptable variation from the budget or 

standard used in Management by Exception. 
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14.14. TERMINAL & MODEL QUESTIONS 

1. Explain the concept of managerial reporting and discuss its role in organizational 

planning and control. 

2. Distinguish clearly between managerial reporting and financial reporting with suitable 

examples. 

3. Describe the objectives and scope of managerial reporting in modern organizations. 

4. Discuss the principles and characteristics of an effective management reporting system. 

5. Explain how accuracy, relevance, and timeliness influence the usefulness of managerial 

reports. 

https://www.accountingtools.com/articles/what-is-management-by-exception.html
https://gocardless.com/en-us/guides/posts/what-is-management-by-exception/
https://www.financealliance.io/the-variance-analysis-cycle/
https://hpuniv.ac.in/hpuniv/upload/uploadfiles/files/M%20C%204_4.pdf
https://www.timetrackapp.com/en/blog/strategic-operational-tactical-2/
https://www.timetrackapp.com/en/blog/strategic-operational-tactical-2/
https://smartersolutions.com/12-performance-metrics-examples-reporting/
https://smartersolutions.com/12-performance-metrics-examples-reporting/
https://scoreplan.com.br/strategic-planning-levels/
https://scoreplan.com.br/strategic-planning-levels/
https://finmark.com/budget-variance-analysis/
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6. Classify managerial reports according to levels of management and explain their 

reporting needs. 

7. Differentiate between operational, tactical, and strategic reports with illustrations. 

8. What are performance reports? Explain variance analysis and its significance in 

managerial control. 

9. Describe the Variance Reporting Cycle and explain how it supports continuous 

improvement. 

10. Explain the concept of responsibility accounting and its importance in management 

control. 

11. Discuss the types of responsibility centers—cost, revenue, profit, and investment—with 

examples. 

12. Differentiate between controllable and non-controllable costs and explain their 

relevance in performance evaluation. 

13. Explain the principle of fairness in responsibility accounting and its behavioral 

implications. 

14. What is Management by Exception (MBE)? Explain its logic and advantages. 

15. Describe the steps involved in implementing Management by Exception in an 

organization. 

16. Explain the role of tolerance limits in MBE with suitable illustrations. 

17. Discuss the importance of exception reports in focusing managerial attention. 

18. How do managerial reports facilitate accountability and coordination among 

departments? 

19. Explain how non-financial indicators can be incorporated into managerial reporting for 

strategic decision-making. 

20. Critically evaluate the role of managerial reporting systems in achieving organizational 

effectiveness. 

21. A marketing department budgeted ₹2,00,000 for digital advertising in a month. The 

actual spending was ₹2,15,000. However, the budgeted revenue was ₹10,00,000, and 

the actual revenue achieved was ₹11,50,000. Prepare a simple performance report 

showing the variance for cost and revenue, and classify them as Favorable (F) or 

Unfavorable (U). 

22. Division X had Sales ₹15,00,000; Variable Costs ₹7,00,000; Traceable Fixed Costs 

₹2,50,000. The Head Office allocated Common Administrative Costs of ₹1,00,000 to 

Division X. Calculate the Contribution Margin, the Segment Margin, and the Net 

Income attributable to Division X. 

23. A logistics unit's fuel cost budget is ₹8,00,000. Management sets an MBE tolerance 

limit of 5%. If the actual fuel cost incurred is ₹8,50,000, should an exception report be 

generated? Show calculations and the decision. 

24. A new product line (Profit Center) had Budgeted Revenue ₹12,00,000 and Budgeted 

Controllable Costs ₹7,00,000. Actual Revenue was ₹11,50,000 and Actual Controllable 

Costs were ₹6,80,000. Calculate the total profit variance and state whether it is 

Favorable or Unfavorable. 

25. The manager of Production Line A is held responsible for the following costs: Direct 

Labor ₹50,000; Direct Materials ₹70,000; Plant Supervisor Salary (Allocated) ₹15,000; 
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Repair & Maintenance (Under manager’s control) ₹5,000. If the budget for controllable 

costs was ₹1,20,000, calculate the total controllable cost variance if actual controllable 

costs were ₹1,30,000. 
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