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Unit 1: Introduction 

Synopsis 

 DEFINITION 
 OBJECTIVES 
 SCOPE 
 FUNCTIONS 
 ADVANTAGES 
 LIMITATIONS 
 DISTINCTION BETWEEN FINANCIAL ACCOUNTING AND MANAGEMENT 

ACCOUNTING. 
 DISTINCTION BETWEEN COST ACCOUNTING AND MANAGEMENT 

ACCOUNTING. 

Definition 

By Robert N. Athony- “Management Accounting is concerned with accounting 
information which is useful to management”. 

MEANING 
Management accounting is that field of accounting which deals with providing 
information including financial accounting, information to managers for their use in 
planning, decision making, performance evaluation, control, management of cost and 
cost determination for financial reporting. 
The Chartered Institute of Management Accountants (CIMA) of UK has given a very 
authoritative and comprehensive definition as follows: “Management accounting is an 
integral part of management concerned with identifying, presenting and interpreting 
information used for — (i) formulating strategy; (ii) planning and controlling activities; (iii) 
decision-making: (iv) optimising the use of resources; (v) disclosure to shareholders and 
others external to the entity: (vi) disclosure to employees; and (vii) safeguarding assets.” 
 
 

CHARACTERISTICS OR NATURE OF MANAGEMENT ACCOUNTING 
 It is clear from the definitions of management accounting that it is concerned with 
accounting data that is useful in decision making. The main characteristics of 
management accounting are as follows :  
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1. Useful in decision making. The essential aim of management accounting is to assist 
management in decision making and control. It is concerned with all such information 
which can prove useful to management in decision making.  
2. Financial and cost accounting information. Basic accounting information useful for 
management accounting s derived from financial and cost accounting records.  
3. Internal use. Information provided by management accounting is exclusively for use 
by management for internal use. Such information is not to be given to parties external 
to the business like shareholders, creditors, banks, etc.  
4. Purely optional. Management accounting is a purely voluntary technique and there is 
no statutory obligation. Its adoption by any firm depends upon its utility and desireability. 
 5. Concerned with future. As management accounting is concerned with decision 
making, it is related with future because decisions are taken for future course of action 
and not the past. 
 6. Flexibility in presentation of information. Unlike financial accounting, in management 
accounting there are no prescribed formats for presentation of information to 
management. The form of presentation of information is left to the wisdom of the 
management accountant who decides which is the most useful format of providing the 
relevent information, depending upon the utility of each type of form and information. 
 

SCOPE OF MANAGEMENT ACCOUNTING 
 Management accounting has a very wide scope. It includes not only financial 
accounting and cost accounting but also all types of internal financial controls, internal 
audit, tax accounting, office services, cost control and other methods and control 
procedures. Thus scope of management accounting, inter alia includes the following: 
 1. Financial accounting. Financial accounting provides basic historical data which helps 
management to forecast and plan its financial activities for the future period. Thus for an 
effective and successful management accounting, there should be a proper and well 
designed financial accounting system.  
2. Cost accounting. Many of the techniques of cost control like standard costing and 
budgetary control and techniques of profit planning and decision-making like marginal 
costing, CVP analysis and differential cost analysis are used by the management 
accounting.  
3. Budgeting and forecasting. In order to plan business activities for the future, 
forecasting and budgeting play a very significant role. Forecasting helps in the 
preparation of budgets and budgeting helps management accountant in exercising 
budgetary control. 
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 4. Tax planning. In order to take advantage of various provisions of tax laws, 
management accountant has to depend upon tax accounting and planning to minimise 
its tax liabilities and save more funds for the business.  
5. Reporting to management. For effective and timely decisions, there should be a 
system of prompt and intelligent reporting to management. Both routine and special 
reports are prepared for submission to top management, middle order management and 
operating level management depending on their requirements.  
6. Cost control procedures. Any system of management accounting is incomplete 
without effective cost control procedures like inventory control, labour control, overhead 
control, budgetary control, etc.  
7. Statistical tools. Various tools of analysing and presenting statistical data like graphs, 
tables, charts, etc., are used in preparing reports for use by the management. 
 8. Internal control and internal audit. Management accountant heavily depends on 
internal financial controls like internal audit and internal check to plug loop holes in the 
financial system of the concern. 
 9. Financial analysis and interpretation. Management accountant employs various 
techniques to analyse and interpret financial data to make it understandable and 
useable to the management. Such analysis helps management to achieve objectives of 
management in a more efficient manner.  
10. Office services. Management accountant is expected to maintain and control office 
routines and procedures like filing, copying, communicating, electronic data processing 
and other allied services. 
 

FUNCTIONS (OR OBJECTIVES) OF MANAGEMENT ACCOUNTING  
Main functions of management accounting are as follows: 
1. Planning. Information and data provided by management accounting helps 
management to forecast and prepare short-term and long-term plans for the future 
activities of the business and formulate corporate strategy. For this purpose 
management accounting techniques like budgeting, standard costing, marginal costing, 
probability, correlation and regression, etc., are used.  
2. Coordinating. Management accounting techniques of planning also help in 
coordinating various business activities. For example, while preparing budgets for 
various departments like production, sales, purchases, etc., there should be full 
coordination so that there is no contradiction. By proper financial reporting, 
management accounting helps in achieving coordination in various business activities 
and accomplishing the set goals.  
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3. Controlling. Controlling is a very important function of management and management 
accounting helps in controlling performance by control techniques such as standard 
costing, budgetary control, control ratios, internal audit, etc.  
4. Communication. Management accounting system prepares reports for presentation to 
various levels of management which show the performance of various sections of the 
business. Such communication in the form of reports to various levels of management 
helps to exercise effective control on various business activities and successfully 
running the business.  
5. Financial analysis and interpretation. In order to make accounting data easily 
understandable, the management accounting offers various techniques of analysing, 
interpreting and presenting this data in non-accounting language so that every one in 
the organisation understands it. Ratio analysis, cash flow and funds flow statements, 
trend analysis, etc., are some of the management accounting techniques which may be 
used for financial analysis and interpretation.  
6. Qualitative information. Apart from monetary and quantitative data, management 
accounting provides qualitative information which helps in taking better decisions. 
Quality of goods, customers and employees, legal judgements, opinion polls, logic, etc., 
are some of the examples of qualitative information supplied and used by the 
management accounting system for better management.  
7. Tax policies. Management accounting system is responsible for tax policies and 
procedures and supervises and coordinates the reports prepared by various authorities. 
 8. Decision-making. Correct decision-making is crucial to the success of a business. 
Management accounting has certain special techniques which help management in 
short-term and long-term decisions. For example, techniques like marginal costing, 
differential costing, discounted cash flow, etc., help in decisions such as pricing of 
products, make or buy, discontinuance of a product line, capital expenditure, etc. 

Tools and Techniques 
Tools and Techniques used in Management Accounting Management accounting uses 
a number of tools and techniques to help management in achieving business goals. 
Some of the important tools and techniques are as follows:  
1. Budgeting  
2. Standard costing and variance analysis.  
3. Marginal costing and cost volume profit analysis.  
4. Ratio analysis.  
5. Comparative financial statements. 
 6. Differential cost analysis.  
7. Funds flow statement. 
 8. Cash flow statement.  
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9. Responsibility accounting.  
10. Accounting for price level changes.  
11. Statistical and graphical techniques.  
12. Discounted cash flow.  
13. Risk analysis.  
14. Learning curve.  
15. Value analysis.  
16. Work study, etc. 

LIMITATIONS OF MANAGEMENT ACCOUNTING 
 Management accounting is a very useful tool of management. However, it suffers from 
certain limitations as stated below:  
1. Based on historical data. Management accounting helps management in making 
decisions for the future but it is mainly based on the historical data supplied by financial 
accounting and cost accounting. This implies that historical data is used for making 
future decisions. The accuracy and dependability of such data will leave their mark on 
the quility of managerial decisions. In other words, if past data is not accurate, 
management decisions may not be correct.  
2. Lack of wide knowledge. The management accountant should have knowledge of not 
only financial and cost accounting but also many allied subjects like economics, 
management, taxation, statistical and mathematical techniques etc. Lack of knowledge 
of these subjects on the part of management accountant limits the quality of 
management accounting. 
3. Complicated approach. Management accounting provides mass of data using various 
acounting and non-accounting subjects for decision making purpose. But sometimes 
management avoids this complicated and lengthy course of decision making and makes 
decisions based on intuition. This leads to unscientific approach to decision making.  
4. Not a substitute of management. Management accounting only provides information 
to management for decision making but it is not a substitute of management and 
administration.  
5. Costly system. The installation of management accounting system in an organisation 
is a costly affair as it requires a wide net-work of management information system, rules 
and regulations. All this requires heavy investment and small concerns may not be able 
to afford it.  
6. Developing stage. Management accounting is a relatively recent development and it 
has not fully developed as yet. This limits the utility of this system to management in 
making perfect and correct decisions.  
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7. Lack of objectivity. The interpretation of information provided by management 
accounting may be influenced by personal bias of the interpreter of data. This tells upon 
the quality of managerial decisions.  
8. Resistance from staff. The existing accounting and management staff may not 
welcome the introduction of management accounting system. This may be because 
they look at the system with suspicion that it will add to their work and responsibilities. 
 
 
DISTINCTION BETWEEN FINANCIAL ACCOUNTING AND MANAGEMENT 
ACCOUNTING 
 

BASIS FOR 
COMPARISON 

FINANCIAL 
ACCOUNTING 

MANAGEMENT 
ACCOUNTING 

Meaning Financial Accounting is an 
accounting system that 
focuses on the preparation 
of financial statement of 
an organization to provide 
the financial information 
to the interested parties. 

The accounting system 
which provides relevant 
information to the managers 
to make policies, plans and 
strategies for running the 
business effectively is known 
as Management Accounting. 

Is is compulsory? Yes No 

Information Monetary information 
only. 

Monetary and non-monetary 
information 

Objective To provide financial 
information to outsiders. 

To assist the management in 
planning and decision 
making process by providing 
detailed information on 
various matters. 

Format Specified Not specified 
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BASIS FOR 
COMPARISON 

FINANCIAL 
ACCOUNTING 

MANAGEMENT 
ACCOUNTING 

Time Frame Financial Statements are 
prepared at the end of the 
accounting period which is 
usually one year. 

The reports are prepared as 
per the need and 
requirements of the 
organization. 

User Internal and external 
parties 

Only internal management. 

Reports Summarized Reports 
about the financial 
position of the 
organization 

Complete and Detailed 
reports regarding various 
information. 

Publishing and 
auditing 

Required to be published 
and audited by statutory 
auditors 

Neither published nor 
audited by statutory 
auditors. 

DISTINCTION BETWEEN COST ACCOUNTING AND MANAGEMENT 
ACCOUNTING. 

It assists the management in respect of policy 
making, planning and controlling the execution of 
plans. 

1. It assists the management in respect of cost 
reduction and cost control. 

2. It is a recent development. 2. It is developed before management accounting. 

3. It utilizes the information of both financial accounts 
and cost accounts. 

3. It does not utilize the information of management 
accounts. 

4. It employs ratio accounting, fund flow analysis and 
cash flow analysis. 

4. It does not employ ratio accounting, fund flow 
analysis and cash flow analysis. 

5. It gives more emphasis for the future. 5. It gives less emphasis for the future. 

6. There is no rigid rules to prepare management The ICWAI has prepared rules relating to 
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accounting records. preparation and maintenance of cost accounting 
records. 

7. The reports of the management accounting are not 
subject to statutory audit. 

7. The reports of the cost accounting are subject to 
statutory audit. 

8. Only internal parties are using the reports of the 
management accounting. 

8. Both internal and external parties are using the 
reports of the cost accounting. 

9. Management accounting has a wider scope. 9. The scope of cost accounting is not wide. 

10. Cost of product or service cannot be fixed with 
the help of management accounting records. 

10. The cost of product or service can be fixed with 
the help of cost accounting records. 
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Unit 2 : Analysis & interpretation of financial statement 

Synopsis 

 Introduction of schedule III as per the company Act 2013. 
 Methods of Analysis. 
 Comparative statements. 
 Common size statements. 
 Trend percentage. 
 Trend ratios. 
 Fund Flow statement. 

 
Introduction of schedule III as per the company Act 2013 

 

Methods of Analysis 
 External analysis. 
 Internal analysis. 
 Horizontal analysis. 
 Vertical analysis. 
 Cross sectional or inter-firm analysis. 
 Time series or intra-firm analysis. 
 Short-term analysis. 
 Long-term analysis. 
 
 

Comparative statements 

Meaning of Comparative Statements : 

The comparative financial statements are statements of the financial position at different 

periods; of time. The elements of financial position are shown in a comparative form so 

as to give an idea of financial position at two or more periods. Any statement prepared 

in a comparative form will be covered in comparative statements. 
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The comparative statement may show: 

(i) Absolute figures (rupee amounts). 

(ii) Changes in absolute figures i.e., increase or decrease in absolute figures. 

(iii) Absolute data in terms of percentages. 

(iv) Increase or decrease in terms of percentages. 

Also known as ‘horizontal analysis, are financial statements showing financial position & 
profitability at different periods of time. These statements give an idea of 
the enterprise financial position of two or more periods. Comparison of financial 
statements is possible only when same accounting principles are used in preparing 
these statements 

Traditionally known as trading and profit and loss A/c. Net sales, cost of goods sold, 
selling expenses, office expenses etc are important components of an income 
statement. To compare the profitability, particulars of profit & loss are compared with the 
corresponding figures of previous years individually. To analyze the profitability of the 
business, the changes in money value and percentage is determined. 

By comparing the profits of different dates, one can observe the following aspects: 

The increase/decrease in gross profit. 

The study of operational profits. 

The increase or decrease in net profit 

Study of the overall profitability of the business. 

The progress of the company can be seen by observing the different assets and 
liabilities of the firm on different dates to make the comparison of balances from one 
date to another. To understand the comparative balance sheet, it must have two 
columns for the data of original balance sheets. A third column is used to show 
increases/decrease in figures. The fourth column gives percentages of increases or 
decreases. 

By comparing the balance sheets of different dates, one can observe the following 
aspects 

Current financial position and Liquidity position 
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Long-term financial position 

Profitability of the concern 

Common Size Statements 

Common size statements are also known as ‘Vertical analysis’. Financial statements, 
when read with absolute figures, can be misleading. Therefore, a vertical analysis of 
financial information is done by considering the percentage form. The balance sheet 
items are compared: 

to the total assets in terms of percentage by taking the total assets as 100. 

to the total liabilities in terms of percentage by taking the total liabilities as 100. 

Therefore the whole Balance Sheet is converted into percentage form. And such 
converted Balance Sheet is known as Common-Size Balance Sheet. Similarly profit & 
loss items are compared: 

to the total incomes in terms of percentage by taking the total incomes as 100. 

to the total expenses in terms of percentage by taking the total expenses as 100. 

Therefore the whole Profit & loss account is converted into percentage form. And such 
converted profit & loss account is known as Common-Size Profit & Loss account. As the 
numbers are brought to a common base, the percentage can be easily compared with 
the results of corresponding percentages of the previous year or of some other firms. 

 

Ratio Analysis 

Quantitative analysis of information contained in a company’s financial statements is 
ratio analysis. It describes the significant relationship which exists between various 
items of a balance sheet and a statement of profit and loss of a firm. 

    To assess the profitability, solvency, and efficiency of a business, management can 
go through the technique of ratio analysis. It is an attempt at developing a meaningful 
relationship between individual items (or group of items) in the balance sheet or profit 
and loss account. 
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Liquidity Ratios 

S. No. RATIOS FORMULAS 

1 Current Ratio Current Assets/Current Liabilities 

2 Quick Ratio Liquid Assets/Current Liabilities 

3 Absolute Liquid Ratio Absolute Liquid Assets/Current Liabilities 

 

Profitability Ratios 

S. 
No. 

RATIOS FORMULAS 

1 Gross Profit Ratio Gross Profit/Net Sales X 100 

2 Operating Cost Ratio Operating Cost/Net Sales X 100 

3 Operating Profit ratio Operating Profit/Net Sales X 100 

4 Net Profit Ratio Operating Profit/Net Sales X 100 
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5 Return on Investment 
Ratio 

Net Profit After Interest  And Taxes/ 
Shareholders Funds or Investments  X 100 

6 Return on Capital 
Employed Ratio 

Net Profit after Taxes/ Gross Capital Employed 
X 100 

7 Earnings Per Share 
Ratio 

Net Profit After Tax & Preference Dividend /No 
of Equity Shares 

8 Dividend Pay Out 
Ratio 

Dividend Per Equity Share/Earning Per Equity 
Share X 100 

9 Earning Per Equity 
Share 

Net Profit after Tax & Preference Dividend / 
No. of Equity Share 

10 Dividend Yield Ratio Dividend Per Share/ Market Value Per Share X 
100 

11 Price Earnings Ratio Market Price Per Share Equity Share/ Earning 
Per Share X 100 
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12 Net Profit to Net Worth 
Ratio 

Net Profit after Taxes / Shareholders Net 
Worth X 100 

Working Capital Ratios 

S. 
No. 

RATIOS FORMULAS 

1 Inventory Ratio Net Sales / Inventory 

2 Debtors Turnover 
Ratio 

Total Sales / Account Receivables 

3 Debt Collection Ratio Receivables x Months or days in a year / Net 
Credit Sales for the year 

4 Creditors Turnover 
Ratio 

Net Credit Purchases / Average Accounts 
Payable 

5 Average Payment 
Period 

Average Trade Creditors / Net Credit 
Purchases X 100 
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6 Working Capital 
Turnover Ratio 

Net Sales / Working Capital 

7 Fixed Assets Turnover 
Ratio 

Cost of goods Sold / Total Fixed Assets 

8 Capital Turnover Ratio Cost of Sales / Capital Employed 

Capital Structure Ratios 

S. 
No. 

RATIOS FORMULAS 

1 Debt Equity Ratio Total Long Term Debts / Shareholders Fund 

2 Proprietary Ratio Shareholders Fund/ Total Assets 

3 Capital Gearing 
ratio 

Equity Share Capital / Fixed Interest Bearing 
Funds 
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4 Debt Service Ratio Net profit Before Interest & Taxes / Fixed Interest 
Charges 

FUND FLOW STATEMENTS 

Prepared to explain the changes which have taken place   in the working capital during 
the period under   consideration. 

It is a report on movement of funds explaining   wherefrom working capital originates 
and where into the   same goes during an accounting period. 

Essential tool for long-term financial analysis. 
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Unit 3 : Marginal costing 

Synopsis 

 Meaning 
 Definition of marginal cost and marginal costing 
  Advantages and limitations of marginal costing 
  Contribution 
  volume ratio (P/V Ratio) 
  Point (BEP) 
 Margin of Safety 
 problems on contribution 
  P/Ratio 
 BEP and MOS 

 

 Meaning 
Marginal cost means an amount at any given volume of output by which the 
aggregate costs are changed if the volume of output is changed by one unit. 

Hence, marginal cost is the differences of variable cost if the volume of output is 
either increased or decreased by one unit. 

Marginal Costing is a costing technique wherein the marginal cost, i.e. 
variable cost is charged to units of cost, while the fixed cost for the period 
is completely written off against the contribution. 

What is Marginal Cost? 

Marginal cost refers to the increase or decrease in the cost of producing one 
more unit or serving one more customer. It is also known as incremental cost. 

Marginal costs are based on production expenses that are variable or direct – 
labor, materials, and equipment, for example – and not fixed costs the 
company will have whether it increases production or not. Fixed costs might 
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include administrative overhead and marketing efforts – expenses that are the 
same no matter how many pieces are produced. 

It is often calculated when enough items have been produced to cover the 
fixed costs and production is at a break-even point, where the only expenses 
going forward are variable or direct costs. When average costs are constant, 
as opposed to situations where material costs fluctuate because of scarcity 
issues, marginal cost is usually the same as average cost. 

What are the need for Marginal costing? 

 Fixed expenses remain constant in total and do not vary according to an increase or 
decrease in the level of production to some extent. But, in the case of variable 
expenses, it varies in direct proportion to increase or decrease in the level of production 
and remain constant per unit of output. Fixed expenses per unit continue to vary with 
the increase or decrease in production because these expenses remain constant up to 
a certain level of production. Hence, the fixed overhead cost per unit is different at 
different levels of production. On the basis of this background, one more special 
technique in cost accounting is developed i.e. marginal costing. 

Advantages and Benefits of Marginal Costing Cost control: 

1. Marginal costing makes it easier to determine and control costs of 
production.  

2. Simplicity: Marginal costing is simple to understand and operate without 
much difficulty. 

3. Elimination of cost variance per unit: Since fixed overheads are not 
charged to the cost of production in marginal costing, units have a 
standard cost. 

4. Short-term profit planning: Marginal costing can help in short-term profit 
planning and is easily demonstrated with break-even charts and profit 
graphs.  

5. Accurate overhead recovery rate: This method of costing eliminates large 
balances left in overhead control accounts, which makes it easier to 
ascertain an accurate overhead recovery rate. 
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6. Maximum return to the business: With marginal costing, the effects of 
alternative sales or production policies are more readily appreciated and 
assessed, ensuring that the decisions taken will yield the maximum return 
to the business 

Characteristics of Marginal Costing 
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Disadvantages and Limitations of Marginal Costing 
 

1. Classifying costs: It is very difficult to separate all costs into fixed and variable 
costs clearly 

2. Accurately representing profits: Since the closing stock consists only of variable 
costs and ignores fixed costs (which could be considerable), this gives a 
distorted picture of profits to shareholders. 

3. Semi-variable costs: Semi-variable costs are either excluded or incorrectly 
analyzed, leading to distortions. 

4. Recovery of overheads: With marginal costing, there is often the problem of 
under or over-recovery of overheads, since variable costs are apportioned on an 
estimated basis and not on actual value. 

5. External reporting: Marginal costing cannot be used in external reports, which 
must have a complete view of all indirect and overhead costs. 

6. Increasing costs: Since it is based on historical data, marginal costing can give 
an inaccurate picture in the presence of increasing costs or increasing 
production. 
 
 

Contribution of Marginal Costing: 
In marginal costing, costs are classified into fixed and variable costs. The concept 

marginal costing is based on the behaviour of costs with volume of output. From this 

approach, it is not possible to identify an amount of net profit per product, but it is 

possible to identify the amount of contribution per product towards fixed overheads and 

profits. The contribution is the difference between sales volume and the marginal cost of 

sales. 

In marginal costing it is not possible to determine the profit per unit of product because 

fixed overheads are charged in total to the profit and loss account rather than recovered 

in product costing. Contribution is a pool of amount from which total fixed costs will be 

deducted to arrive at the profit or loss. 

The distinction between contribution and profit is given 
below: 

Contribution: 
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1. It includes fixed cost and profit. 

2. Marginal costing technique uses the concept of contribution. 

3. At break-even point, contribution equals to fixed cost. 

4. Contribution concept is used in managerial decision making. 

Profit: 
1. It does not include fixed cost. 

2. Profit is the accounting concept to determine profit or loss of a business concern. 

3. Only the sales in excess of break-even point results in profit. 

4. Profit is computed to determine the profitability of product and the concern. 
 

Features of Marginal Costing: 
The main features of marginal costing are as follows: 

(a) All costs are categorized into fixed and variable costs. Variable cost per unit is same 

at any level of activity. Fixed costs remain constant in total regardless of changes in 

volume. 

(b) Fixed costs are considered period costs and are not included in product cost, only 

variable costs are considered as product costs. 

(c) Stock of work-in-progress and finished goods are valued at marginal cost of 

production. 

(d) In marginal process costing, products are transferred from one process to another 

are valued at marginal costs only. 

(e) Prices are determined with reference to marginal cost and contribution margin. 

(f) Profitability of departments, products etc. is determined with reference to their 

contribution margin. 

(g) In accounting, marginal cost, the overhead control account in the cost ledger 

represents only the variable overhead. Fixed costs are taken as expenses in the profit 

and loss account and thus excluded from costs. 

(h) Presentation of data is oriented to highlight the total contribution and contribution 

from each product. 

(i) The difference in the magnitude of opening stock and closing stock does not affect 

the unit cost of production since all the product costs are variable costs. 
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Profit Volume (P/V) Ratio 

The Profit Volume (P/V) Ratio is the measurement of the rate of change of profit due to 
change in volume of sales. It is one of the important ratios for computing profitability as 
it indicates contribution earned with respect of sales. 

The ratio can be increased by increasing the contribution. This can be done by: 

(i) Increasing the selling price per unit 

(ii) Reducing the variable or marginal cost. 

(iii) Changing the sales mixture and selling more profitable products for which the P/V 

ratio is higher. 

The concept of P/V ratio is also useful to calculate the break-even point, the profit at a 

given volume of sales, the sales volume required to earn a given (or desired) profit and 

the volume of sales required to maintain the present profits if the selling price is reduced 

by a specified percentage. 

 
The PV ratio or P/V ratio is arrived by using following formula. 

P/V ratio =contribution x100/sales (*Contribution means the difference between sale 
price and variable cost). 

Here contribution is multiplied by 100 to arrive the percentage. 

For example, the sale price of a cup is Rs.80, its variable cost is Rs.60, then PV ratio is 
(80-60)× 100/80=20×100÷80=25%. . 

From the above example, we may observe that the variable cost is the important cost in 
deciding profitability when fixed costs are constant. 

When P/V ratio is high it indicates the high profit margin. A low P/V ratio indicates low 
profit margin. In the cases of low margin, the company has to either increase the selling 
price to improve the PV ratio or increase the sales turnover to earn satisfactory profit in 
the business. The situation of high PV ratio is called profitable situation. 

Margin of safety (MOS) 

Margin of safety (MOS) is the difference between actual sales and break even sales. 
In other words, all sales revenue above the break-even point represents the margin of 
safety. 
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Break-Even Analysis 

 

 

A company breaks even for a given period when sales revenue and costs 
incurred during that period are equal. Thus the break-even point is that level of 
operations at which a company realizes no net income or loss. 

A company may express a break-even point in dollars of sales revenue or number of 
units produced or sold. No matter how a company expresses its break-even point, it is 
still the point of zero income or loss. 

In order to grasp the concept of breakeven, it’s important to understand that all costs 
are not created equal: Some are fixed, and some are variable. Fixed Costs are 
expenses that are not dependent on the amount of goods or services produced by the 
business. They are things such as salaries or rents paid per month. If you own a car, 
then your car payment and insurance premiums are fixed costs because you pay them 
every month whether you drive your car or not. Variable Costs are volume related and 
are paid per quantity or unit produced. For your car, your variable costs are things like 
gas, maintenance, or tires because you only incur these costs when you drive your car. 
The more miles you drive, the more your gas expenses go up—such costs vary with the 
level of activity.  
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Formulas :  

Marginal Costing 
Equation 

Sales – VC = FC + Profit 

2 Contribution Sales – VC 

  
Profit + FC 

3 Profit Volume Ratio Contribution / Sales 

 (In Marginal Costing,  

 
Profit = Contribution) Change in Profit / Change in Sales 

 (Profit = EBIT) 
Change in Contribution / Change in 
Sales 

  
100% – VC Ratio (PV % + VC % = 
100% of Sales) 

4 Break Even Point Total Revenue = Total Cost 

 Break Even Point(In Rupees) FC / PV Ratio 
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 Break Even Point(In Rupees) Break Even Point * Selling Price 

 Break Even Point(Quantity) FC / Contribution p.u 

 Note: 
At BEP, Total Contribution = Total 
Fixed Cost 

5 Margin Of Safety Total Sales – Break even Sales 

 Margin Of Safety(In Rupees) Profit / PV Ratio 

 Margin Of Safety(Quantity) Profit / Contribution p.u 

6 
Indifference Point / Cost Break 
Even Point 

Total Sales = Total Profits 

 (In Rupees) 
Difference in FC / Difference in 
VCR 

 (In Rupees) 
Difference in FC / Difference in 
PVR 

 (In Quantity) 
Difference in FC / Difference in 
VC p.u 

 (In Quantity) 
Difference in FC / Difference in 
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Contribution p.u 

7 Shut Down Point  

 
(In Rupees) Avoidable FC / PV Ratio 

 (In Quantity) Avoidable FC / Contribution p.u 

8 Avoidable FC Total FC – Min Unavoidable FC 

 

1   Contribution  Profit + FC 

2   Sales(In Rupees)  Contribution / PV Ratio 

3   Profit  Contribution – FC 

4   Contribution  Sales * PVR 

5   Finding the Selling Price  Total VC / VCR 

6   Finding the Profit  MOS * PVR 
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Unit 4: Budget and budgetary Control 

Synopsis 

 
 
 Meaning, Definition,  
 Nature of budget and budgetary control, 
 Types of budget- as per time, functions and variability 
 Objectives of budget and budgetary control 
 Steps in budgetary control 
 Advantages and disadvantages of budgetary control Problems on cash 

budget.  
 
 
Budgetary control is a system of procedures used to ensure that an organization's 
actual revenues and expenditures adhere closely to its financial plan. 

Fixed or Static Budgets 
 This budget is a figure at the expected level of capacity. It is used when an organization 
is relatively stable. The problem with a static budget is that it lacks the flexibility to adjust 
to unpredictable changes. In industry, fixed budgets are appropriate for those 
departments whose workload does not have a direct relationship to sales, production, or 
some other volume determinant related to the department’s operations (Shim & Siegel 
2009). The function of the departments is determined by management decision rather 
than by sales volume. Most administrative, general marketing and even manufacturing 
management departments are in this category. Fixed appropriations for specific projects 
or programs not necessarily completed in the fiscal period also become fixed budgets to 
the extent that they will be expended during the year. Examples are appropriations for 
capital expenditures, major repair projects, and specific advertising or promotional 
programs (Mathur, 1996). 
 

Flexible budgets 
This allows for variability in the business and for unexpected changes, set of alternative 
budgets are normally prepared to different expected levels of activity. There budgets are 
dynamic in nature. Flexible budgets adjust budget allowances to the actual activity and 
are effective when volumes vary within a relatively narrow range. It is prepared for a 
range of activities a It is also known by other names such as variable budget, dynamic 
budget, sliding scale budget, step budget, expenses formula budget, and expenses 
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control budget (Sika, 2003). The underlying principle of a flexible budget is that every 
business is dynamic, ever-changing, and never static. The flexible budget provides a 
reliable basis for comparison because it is automatically geared to changes in a 
production activity (Mathur, 1996).  

Functional Budgets 
Budgets are also classified according to the functions such as sales, production and 
finance etc. The number of budgets for an organization depends on the size and the 
nature of the business (Sika, 2003). Usually sales budgets, production budget, cost of 
production budget, purchase budget, personnel budget, research and development 
budget, capital expenditure budget, cash budget and the master budget are prepared by 
business organizations (Jawaharlal, 2003). 48 According to ICMA London, “Functional 
budget is a budget of income or expenditure appropriate to or the responsibility of a 
particular function” (Maheswari, 2003), According to Richards and Greenlaw, “the 
operating budget is basically a formalized allocation of financial resources for a specific 
future time period, not uncommonly a year”.  

Master Budget 
A master budget is comprehensive and summary of total budget package for a business 
firm. It is a state of financial statements and other schedules showing the expected 
results for a future period. It is the end product of the entire budgeting process. It is a 
tool for coordinating all the individual budgets of an organization into an acceptable 
effective overall plan. It normally contains an income statement, a balance sheet, a 
statement of cash receipts and disbursements and schedules of production, purchases, 
and fixed asset acquisition etc. (Mathur, 1996). In short, it is a budgeted profit and loss 
account or a summary of functional budgets and thus it shows the overall budgets and 
profit or loss during the budget period (Shim & Siegel, 2009). The master budget 
reveals the top management’s goals of cash flows, revenues, expenses, net income 
and financial position of the firm. 
 

Cash budget 
It is the most important component of the financial budgets. A good management would 
keep cash balance at the optimum level. Too little cash endangers the liquidity of the 
company, and too much cash tend to impair the profitability. The major objective of cash 
budget is to plan cash in such a way that the company always maintains sufficient cash 
balance to use the cash in the most profitable manner (Pandey, 2006). Thus, a cash 
budget is a useful tool in the cash management of organizations as it reveals potential 
cash shortages as well as potential periods of excess cash. It brings equilibrium 
between available cash and the cash demanding activities/ operations, capital 
expenditure, and so on. 
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