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cinancial management deals with the planningI accountingI budgetingI analysis and 
reporting of enterprise finances. ft helps meet operational requirementsI optimize cash 
flows and report profits. cinancial management includes managing finances in the 
short and long-term. qhis important managerial function has a direct and immediate 
effect on the working of an enterprise.

Managerial accounting
qhis financial function provides information 
to a company's management that helps in 
financial decision making.  ft also tells a 
company's management their capacity 
utilization ratesI profitable product linesI 
profitable customers and product costs.

cinancial accounting
qhis function manages financial information 
presented to the outside environment. 
cinancial accountants prepare balance sheetsI 
profit and loss accounts and other reports 
used by ownersI banksI lendersI financial 
regulators and tax authorities. qhese reports 
are mandatory and must follow accounting 
standards. cinancial accounting reports 
project an image of a company and influence 
the way it is perceived by investors and 
shareholders.

Costing?
Sales?

mrofitability?

cinancial and investment planning
cinancial planning involves financial 
budgetingI spendingI allocation of future 
incomes to expensesI and short and long-term 
savings. fnvestment plans include investments 
in new product linesI machineryI information 
technology and other fixed and immovable 
assets.

Shareholder

s m cinance

?

cinancial analysis & reporting
qhis function assesses the viability and 
profitability of an enterprise. ft analyzes 
enterprise profitabilityI solvency and liquidity. 
ft also compares financial ratios of past 
performances with future expectations.   
cinancial reports produced from financial 
analysis help managements make business 
decisions.

1O7 - lverview of cinancial Management1O7 - lverview of cinancial Management
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A balance sheet provides a financial snapshot of a companyDs assets Ewhat it ownsF 
and liabilities Ewhat it owesF on a particular date. Assets show how money is used and 
liabilities show how it was procured. Both sides of the balance sheet must balance outI 
where total assets must always equal total liabilities. A balance sheet is meaningful 
when accompanied by the profit and loss EincomeF and cash flow statements.

iiquid assetsfnventories

Bob’s curniture - Balance sheet  for the year ended 31 aecember O011

iong-term assets

iong-term 
liabilities

Short-term liabilitiesShareholders funds
(stockholders funds)

Current and fixed 
liabilities are also 

called outside 
liabilities

1O8 - qhe Balance Sheet Ecinancial StatementF1O8 - qhe Balance Sheet Ecinancial StatementF
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Assets EAF iiabilities EAF

qlqAi                    S0,500 qlqAi                 S0,500

cixed iiabilities
ioans from financial

  institutions OMIMMM
lther loans 1MIMMM

Current iiabilities
qrade accounts payable  SIMMM
lther accounts payable  4IMMM
Bank overdrafts   1IMMM
mrovision for taxation  1IMMM
mrovision for expenses  OIMMM
fnterest payable on 

fixed liabilities  PIMMM

lwners bquity
Common stock; 1MMMM 
  shares @ A 1 L share 1MIMMM
Capital reserves   1IRMM
oetained earnings   OIMMM

cixed Assest
iand 1MIMMM
Buildings   8IMMM
mlant and machinery   SIMMM
cixtures and fittings   OIMMM
Motor vehicles   RIMMM
fntangible assets   1IMMM

Current Assets
Cash on hand   OIMMM
Cash in banks   RIMMM
fnvestments   4IMMM
Accounts receivable   SIMMM
aeposits   4IMMM
bmployee advances   1IMMM 
mrepaid expenses   1IMMM

cinished products   OIMMM
tork-in-progress   1IMMM
oaw materials   OIMMM
pupplies     RIMM

lverdraft  A Billsqaxes



lverdraft  A

U. jergersI acquisitionsI spin-offsI issuance of bonds and stocksI
    litigation settlementsI major damages to plantI machinery and
    property.
9. Any other information about events in the organization that

may be of use to shareholders.

iiquid assets
(Current assetsF
Cash on hand
Cash in Banks
fnvestments
jarketable securities
Accounts receivables
kotes receivable
aeposits
bmployee advances
mrepaid expenses

fnventories
(Current assetsF
cinished products
tork-in-progress
oaw materials
pupplies

iong-term assets
(cixed assetsF
iand
Buildings
lffice equipment
mlant and machinery
curniture
cixtures and fittings
jotor vehicles
fntangible assets

iong-term liabilities
(cixed liabilitiesF
ioans from financial institutions
Bonds payable
Contributed capital
jortgage payable
mension liabilities

phort-term liabilities
(Current liabilitiesF
qrade accounts payable
lther accounts payable
Bank overdrafts
mrovision for taxation
mrovision for expenses
fnterest payable on 

fixed liabilities
kotes payable
tarranty obligations
Accrued expenses
Customer deposits
rnearned revenue

Assets lutside=
iiabilities=

Bills Taxes

+ lwners=
bquity

phareholders funds
Common stock
mreferred stock
maid-in capital 
Capital reserves
oetained  earnings

A  balance  sheet  also  needs  to  
report the following: 

N. aepreciation method used
O. fnventory valuation method
P. Contingent assets and liabilities
4. Comparative data

- Balance sheet EO yearsF
- fncome statement EP yearsF 
- ket sales ER yearsF
- Cash dividends ER yearsF

R. janagement discussion –
rseful information impacting
salesI liquidityI capitalI etc.

S. jarket prices and dividends of
    common stock.
T. lther information

- mension and insurance plans
- ptock options of employees
- murchase commitments 

Additional information
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2. fnventories
cinished products at cost or
tork in progress market valueI
oaw materials whichever is
pupplies lower

Fixed Assets (iong-term assetsF
qhese  assets  are  usually  used  over  a  period  of  
time. qhey are rarely converted into cash during 
the life of a business. fntangible assets include 
patentsI trademarks and brand equity. Brands 
that  command  strong  brand  equities  are  
sometimes valued highly as intangible assets.

iiquid  Assets (Short-term assetsF
qhese  are  assets  that  will  most  likely  be  
converted into cash within a year. qhe liquidity 
of  current  assets  shows  how easily  they  can  be  
converted  into  cash.  Cash  on  hand  and  cash  in  
banks  are  the  most  liquid  of  all  assets.  Current  
assets  vary  in  value  in  the  day-to-day operation 
of a business.

Fixed Assets eow valued
iand At cost or value
Buildings
mlant and machinery At cost less 
cixtures and fittings depreciation
Motor vehicles
fntangible assets At market value

Current Assets eow valued
1. iiquid assets
Cash on hand At cost
Cash in Banks
fnvestments CostLresale vale
Accounts receivables At value minus
bmployee advances           provision for

doubtful debts
aeposits
mrepaid expenses

aeposits

Inventories (Short-term assetsF
All inventories such as raw materialsI work in 
progress inventories and finished goods. 
fnventories are valued at lower estimates as 
companies cannot be certain about earning a 
profit on them before they have been sold.

pecurities

129 - The Assets pide129 - The Assets pide

At cost

Bank
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cixed liabilities: ioans from financial institutions L 
other loans L other long-term liabilities
qhey represent an organization’s obligation to be paid in 
the long-term. qhey are a source of long-term finance for 
an enterprise. An enterprise uses such long-term finance 
to buy fixed assets like landI buildingI plant and machinery 
and other assets. rsuallyI fixed assets are placed as 
security to get such long-term finance. then enough fixed 
assets are not available to offer as securityI financial 
institutions usually lend long-term finance at high interest 
rates.

Current liabilities: Trade accounts payable L other
accounts payable L bank overdrafts L provision for 
taxation L provision for expenses L interest payable on 
fixed liabilities
qhey represent the low cost finance available to a firm. ft 
needs to be paid in the short-termI usually within one year. 
Bank overdraftsI which are small advances from banksI and 
supplier bills (trade  accounts  payable)  have  to  be  paid  of  
within  one  year.  Current  liabilities  are  usually  met  from  
current assets. A company meets its working capital 
requirements (short-term finance to operate the business) 
when it has enough current assets to meet its current 
liabilities.

lwners equity or shareholders equity or stock 
holders equity: ptock L capital reserves L retained
earnings
Common and preferred stock represent the portion of a 
company owned by shareholdersI in the form of shares or 
stock. phares are investments made in an enterprise by 
shareholders for the entire life of the enterprise. qhe 
number of shares issued by an enterprise is based on its 
approved capital. qhis is what it is legally authorized to 
issue. oetained earnings are profits earned out of regular 
operations and not given of as dividends. mrofits producedI 
not from regular business operationsI but from activities 
such  as  the  sale  of  fixed  assets  or  revaluation  of  fixed  
assets are capital reserves. Capital reserves and retained 
earnings are cumulative profits held in the business. 
Although owners equity is shown as money owed to themI it 
will  never  be  fully  paid  to  them.   ft  is  paid  only  after  
liquidating all assets and paying of all liabilities. mrofits 
increase owners equity and losses decrease its value.

ioans from financial 
institutions

Bills

lverdraft  A

Credit

pupplier bills

Amy’s 

curniture

Stock certificate

Common stock

130 - qhe iiabilities Side130 - qhe iiabilities Side
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Companies usually dress up their finances before reporting financial statements. fn most 
casesI this helps present a better financial outlook to shareholders and financial institutions.

Assets EAF iiabilities EAF
Amy’s curniture - Balance sheet  for the year ended P1 aecember OM11

qlqAi                    qlqAi                    

lwners equity
Common stock 
Capital reserves
oetained  earnings

cixed Assets
iand
Buildings
mlant and machinery
cixtures and fittings
Motor vehicles
fntangible assets
Current Assets
Cash on hand
Cash in Banks
fnvestments
Accounts receivables
aeposits
bmployee advances
mrepaid expenses
cinished products
tork in progress
oaw materials
pupplies

cixed liabilities
ioans from financial
               institutions
lther loans

Current liabilities
qrade accounts payable
lther accounts payable
Bank overdrafts
mrovision for taxation
mrovision for expenses
fnterest payable on 
                 fixed liabilities

An organization may just delay payment of 
trade accounts to show higher cash 
balances  in  the  statement.  thile  delayed  
payments can attract penaltiesI higher cash 
balances represent greater liquidity.

A business may offer attractive trade discounts and 
push the sales force to liquidate maximum stocks of 
finished products. qhis shows higher cash reservesI 
better liquidity and a stronger quick-ratio even though 
profitability may suffer in the short-term. 

1P1 - tindow aressing the Balance pheet1P1 - tindow aressing the Balance pheet
shareholders

cinancial management                  OO9

A company may issue fresh stock in case its 
leverage is viewed as being excessive. qhis 
increased equity base reduces its leverage 
giving it the opportunity to take in long-term 
debt. qhe increased equity (lower leverage) 
could help lower borrowing costs as well.

An  enterprise  may  offer  attractive  cash  
discounts to induce cash payments. qhe 
companyI thereforeI reduces its accounts 
receivables and increases the cash balance. 
At the expense of profitability in the short-
termI the company can portray a healthy 
picture on accounts receivables.

ff a company feels that shareholders are likely to view its liquidity as 
being inadequateI it may take short-term loans from banks. qhis 
increases the cash balance and current assets. thile this also 
increases current liabilitiesI the company’s liquidity appears stronger.



fncome statement for the year ended 
PN aecember O0NN (compared with 
year ended aecember O0N0F  

The income statementI also called the profit and loss accountI is a document that is attached 
to the balance sheet. ft summarizes details about salesI costs and the profit or loss a firm has 
made during the financial year. The statement contains details about the gross profitI 
operating profitI profit before tax and net profit. 

NPO - The fncome ptatementNPO - The fncome ptatement
OP0                                     cinancial management

tritemann
Ballpoints

1. Amounts invoiced or billed to customers for products and services delivered.
2. Costs directly involved in producing goods or services – oaw materialsI overheadsI wagesI etc.
    ft excludes period costs.
3. pales minus cost of sales
4. bxpenses involved in running the business – lffice staffI sales forceI commissionsI stationeryI

telephoneI utilitiesI postage and courierI etc.
5. dross profit minus selling and administrative expenses
6. bxpenses that are not directly related to the operation of the businessI such as interest on

loans takenI depreciation.
7. lperating profit minus non operating expenses 
8. Tax on income
9. mrofit before tax minus tax. This is the amount available to shareholders as dividends or 
     retained in the business as a surplus. This is the income after all expenses and taxes have

been deducted. This is commonly referred to as the bottom line.

Income statement ($)  2010           2011

Less  Cost of sales  TIR00

 800pelling 
R00

lperating mrofit

P00

 pales

Administrative

Less  Non operating expenses

N0I000

NIO00

Less  pelling and administrative expenses
dross mrofit OI R00

900

Less  Tax

8N0

mrofit before tax

Net profit

90

R00Net profit balance brought forward
8N0

aividend to shareholders

NINN0

Net profit

Balance carried forward to balance sheet

O00

oetained earnings

 8IR00

 900
T00

400

NOI000

NI900

PI R00

NIR00

NIPR0

NR0

NINN0

NIPR0

OINS0

P00

1

2

4

5

6
7
8

9

3



Balance sheet - Amy’s furniture

cor the year ended 31 aecI O010
Assets=(AF iiabilities=(AF

cixed=assets cixed=liabilitiesO5 O0
Current==assets Current=liabilities T5

lwners=equity 30

qotal qotal1O5 1O5

nuick assets
fnventories

T5
O5

An enterprise is liquid when current liabilities (short-term liabilitiesF are met from 
current assets. Current assets minus current liabilities is the working capital of an 
enterprise. Companies are liquid as long as they have working capital. iiquidity shows 
that an enterprise can meet its immediate financial obligations. qhe current and quick 
ratios are two measures of liquidity. cor an enterpriseI liquidity is more important than 
profitability.

Current ratio
(torking=capital=ratioF

Current=Assets
Current=iiabilities=

1MM
T5= = 1.33

tith working capital ratios lesser than 1I 
companies risk not paying all their current 

qhe quick ratio (also called the acid test ratioF shows whether a company can pay of 
its current liabilities from its quick or liquid assets. nuick assets include all current 
assets minus inventories. nuick ratios of over 1 suggest that a company can meet it 
current liabilities out of its quick assets (cash and near cash assetsF. sery high current 
and quick ratios suggest that a company that has more finance than it put to use 
efficiently. ft can also mean that an enterprise is holding too much inventory or other 
current assets. ft also points to extending too much credit to customersI leading to 
huge receivables. ft may also suggest having excessive cash. eigh current and quick 
ratios are a sign that a reorganization of enterprise finances is necessary to use 
assets more efficiently.

133=- Measuring=iiquidity133=- Measuring=iiquidity

Amy’s furniture
Amy’s curniture 

liabilities (including billsF out of their current assets. A preferred current ratio is OI 
where a company can safely meet its working capital requirements.

nuick ratio
(Acid=test=ratioF
nuick=assets

Current=liabilities=

T5
T5= = 1

cinancial=management= =================O31

Balance sheet - Amy’s furniture

cor the year ended 31 aecI O010

Assets=(AF iiabilities=(AF
cixed assets cixed liabilitiesO5 O0

Current  assets Current liabilities100 T5
lwners equity 30

qotal qotal1O5 1O5

1MM=– T5===O5



Balance sheet - Amy’s furniture

cor the year ended 31I aecI O010

Assets=EAF iiabilities=EAF
cixed assets cixed liabilitiesO5 O0

Current  assets Current liabilities100 T5
lwners equity 30

qotal qotal1O5 1O5

An enterprise is solvent when it meets its outside liabilities (fixed and current liabilitiesF 
from its total assets. A high solvency ratio suggests that the owners equity makes up a 
significant portion of total liabilities. A higher proportion of owners equity in total 
liabilities shows that an enterprise meets its outside liabilities from its total assets 
easily. A high solvency ratio represents low risk as more owners equity is available in 
the enterprise. ft also presents an opportunity to borrow more debt (outside liabilitiesFI 
should the need arise.   

Solvency oatio
bquity x 100==

= 30
1O5

x 100=====O4%

qhe higher this percentageI the 
easier it is to borrow long-term debt.

dearingI leverage or the debt-equity ratio refers to the ratio of owners equity to outside 
liabilities or borrowed money (fixed and current liabilitiesF. Accounting standards in 
some countries allow companies to calculate gearing as the ratio between owners 
equity to fixed liabilities (long-term liabilitiesF only. tith high gearingI the proportion of 
equity is low and outside liabilities are high. qhis makes it difficult for an enterprise to 
borrow long-term debt. iow gearing on the other hand refers to high equity as a ratio 
to outside liabilities. puch an enterprise can borrow more outside liabilitiesI if needed.

iow owners equity 
eigh outside liabilities
eigh risk

aebt-equity ratio

= lutside=liability
bquity

= 95
30 = 3.1S

qotal=assets

134=- Solvency=and=dearing134=- Solvency=and=dearing

=

=
eigh owners equity 
iow outside liabilities
iow risk

=

Amy’s furniture

O3O= ====================================cinancial=management

Amy’s curniture 

Balance sheet - Amy’s furniture

cor the year ended 31I aecI O010

Assets=EAF iiabilities=EAF
cixed assets cixed liabilitiesO5 O0

Current  assets Current liabilities100 T5
lwners equity 30

qotal qotal1O5 1O5

1O5=– 95===30

Amy’s curniture 



Income statement – pams Ice cream

cor the year ended 3NI aecI OMNM

aetails
pales NOIMMM
Cost of sales 8I5MM
dross=profit PIRMM
pelling C administrative expenses NISMM
lperating=profit NI9MM
Non operating expenses 4MM
mrofit=before=tax NIRMM
qax T5M
Net=profit TRM

oetained=earnings
Net profit balance brought forward M
Net profit T5M
aividend to shareholders 5MM
Balance carried forward to balance sheet O5M

(AF

(AF

Balance sheet – pams Ice cream

cor the year ended 3NI aecI OMNM

Assets=(AF iiabilities=(AF
cixed assets cixed liabilitiesSMMM 5MMM

Current  assets
Current liabilities T5M
lwners equity NO5M

qotal qotalTMMM TMMM

NMMM (@NMB yearlyF

 fce
cream

qhe return on capital is a measure of profits generated from capital invested in an 
enterprise. Capital employed equals fixed liabilities plus owners equity. Current 
liabilities represent short-term credits extended to an enterprise and are therefore not 
considered capital employed. qhe return on capital shows how an enterprise is able to 
produce profits from capital invested. qhe return on shareholders funds or equity 
measures net profits earned in a year against owners equity employed in an 
enterprise. qhe return on equity is an important indicator as it influences shareholder 
investment into an enterprise. qhe higher this returnI greater the shareholders interest 
in investing into an enterprise.

NPR=- Measuring=mrofitabilityNPR=- Measuring=mrofitability

pAM
p

oeturn on capital 

mrofit=
before=

tax
x NMM==

=

fnterest=
on=fixed=
liabilities

+

Capital=employed

NRMM x NMM=== RMM+
6ORM = PO%

x NMM=== Net=profit
lwners=equity

x NMM=== TRM
NORM

= 6M%

oeturn on equity

 fce cream
pAMp

Shareholders

cinancial=management= =================OPP



Income statement – pams Ice cream

cor the year ended PNI aecI 20N0

aetails
pales N2I000
Cost of sales 8IR00
dross=profit P,RMM
pelling C administrative expenses NIS00
lperating=profit N,9MM
kon operating expenses 400
mrofit=before=tax N,RMM
qax TR0
ket=profit TRM

oetained=earnings
ket profit balance brought forward 0
ket profit TR0
aividend to shareholders R00
Balance carried forward to balance sheet 2R0

EAF

EAF

Balance sheet – pams Ice cream

cor the year ended PNI aecI 20N0

Assets=EAF iiabilities=EAF
cixed assets cixed liabilitiesS000 R000
Current  assets Current liabilities TR0

lwners=equity

N000

qotal qotalTMMM TMMM

N000

N. Common stock 
of N000 shares
@ $ N per share
2. oetained 
earnings 2R0

Earnings  per share EEmp)
ket=profit= aividend-

kumber=of=shares

TRM= RMM-
NMMM

= A=M.OR=per=share

mrice-earnings ratio
Market=price=of=shares= barnings=per=share

= P
M.OR

= NO

Assume that the market 
price per share is A 3.

fn the example shown aboveI if $ P is paid per shareI it shows the shares are selling at 
N2 times the earnings. siewed differentlyI N2 years of earnings at the current earning 
of $ 0.2R per share have been bought.

NP6=- Measuring=barningsNP6=- Measuring=barnings
OP4= ====================================cinancial=management

qhe earnings per share indicator measures earnings after taking away shareholder 
dividends from the net profit. qhis may not accurately reflect earningsI as the number 
of shares issued to shareholders is not necessarily an indicator of profitability. qhe 
measurement also does not include bonus shares issued. qhis indicator is used as a 
variation to the return on equity indicator.

qhe mrice - earnings ratio is 
an indicator of market 
expectations about future 
earnings. Companies that 
report high price-earnings 
ratios are seen as those 
that offer better financial 
prospects and therefore 
have the potential to attract 
investments.



Income statement – Sams Ice cream

cor the year ended 3NI aecI OMNM

aetails
pales NOIMMM
Cost of sales 8I5MM
dross=profit P,RMM
pelling C administrative expenses NISMM
lperating=profit N,9MM
kon operating expenses 4MM
mrofit=before=tax N,RMM
qax T5M
Net=profit TRM

oetained=earnings
ket profit balance brought forward M
ket profit T5M
aividend to shareholders 5MM
Balance carried forward to balance sheet O5M

(AF

(AF

Balance sheet – Sams Ice cream

cor the year ended 3NI aecI OMNM

Assets=(AF iiabilities=(AF
cixed assets cixed liabilitiesSMMM 5MMM

Current  assets Current liabilities T5M

lwners equity NO5M

Total TotalTMMM TMMM

NMMM

qhe asset= turnover= ratio measures the number of times assets have been turned 
over to generate sales. ft shows the ability of an enterprise to create income from all 
the assets at their disposal.  eigh asset turnover ratios show that an enterprise is able 
to generate revenues from its pool of assets. qhe return=on=sales=or profit=margin=
ratio=measures a management’s ability to increase profits while keeping costs under 
control. qhis shows the percentage profit earned on every single unit value of sale. 
eigh profit margin ratios show that an enterprise is able to post high profits.

Asset turnover ratio

= pales=or=income
Total=assets

= NOMMM
TMMM = N.TN

oeturn on sales ratio

lperating=profit= Total=sales

= N9MM
NOMMM

= NR.8P=Bu NMM

u NMM

NPT=- Measuring=TurnoverNPT=- Measuring=Turnover

Balance= sheet= = for= the= year=
ended=PN=aecember=OMNM

 fce
cream

pAM
p

 fce cream
pAMp

pAM
p

cinancial=management= =================OPR



Stock certificate

Common stock

Sams 

fce cream

Stock certificate
Common stock

Sams 
fce cream

fnputs to computing a cash flow statement

N. Net profit or net loss 
2. Changes in the balance sheet accounts 
3. aividends paid out to shareholders.

N. fncrease in net profits

Also called the funds flow statementI it measures changes to a company's finances 
from one balance sheet to another. ft shows how money has come into an enterprise 
(sources) and how it has been spent (uses). Cash flows have an enormous impact on 
the survivability of a business enterprise.  An increase in the overall finance of a 
company does not necessarily suggest better financial health. A better indicator of 
enterprise financial health is the manner in which finance is procured and put to use.

Sources of finance rses of finance

2. kew loans

k
et

 m
ro

fi
ts

P. pale of fixed assets

4. fssuance of stock

R. aepreciation of assets

N. fncrease in working capital

2. oepayment of  loans

P. murchase of fixed assets

4. mayment of dividends

aividend $

1P8 - The Cash clow Statement1P8 - The Cash clow Statement
ci

na
nc

ia
l 

in
st

it
ut

io
ns

ci
na

nc
ia
l 

in
st

it
ut

io
ns

Stock certificate
Common stock

Sams 
fce cream

Stock certificate

mreferred stock

Sams 

fce cream

aividend
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Cash flow statement ($F  
Year ended 3N aec 20NN 

pources of cash

rses of cash

murchase=of=fixed=assets==============OOMM===
Increase in=working=capital============PMM
aividends ================SRM
oepayment=of=fixed=liabilities ===RMM

 qotal 3SR0      

ket=profit=Eafter=depreciationF===== OMRM===
New stocks=issued ==============NPMM===
aepreciation=Eadded=backF============PMM

 qotal 3SR0  

Assets (AF O010 O011 iiabilities (AF O010 O011

cixed assets
iand PMMM=== PMMM
Buildings RMMM=== RMMM
mlant=and=machinery 4MMM=== RMMM
Motor=vehicles============= OMMM=== POMM
      qotal – (AF 14000      1SO00
Less aepreciation============SMM===== 9MM
      qotal – (BF 13400      1R300

Cash=on=hand NMMM=== NOMM
Cash=in=Banks PMMM=== PRMM
Accounts=receivables===NOMMM= NNRMM
bmployee=advances NMMM=== NRMM===
mrepaid=expenses ==RMM===== TMM

Current assets

cinished=products PMMM=== PRMM
tork=in=progress NRMM=== OMMM
oaw=materials============= OPMM=== OPMM

 qotal – (CF O4300      OSO00
drand qotal (B+CF    3TT00 41R00  

ioans=from=financial
===============institutions RRMM=======RMMM

qotal – (AF RR00       R000 

Balance sheet – cor the year ended 3NI aecember 20NN

Accounts=payable NRRMM=====NRSMM
Bank=overdrafts ==NRMM=======N8MM
mrovision=for=taxation =PMMM=======ORMM
mrovision=for=expense====== NRMM=======PMMM
fnterest== NMMM=======NOMM

qotal – (BF      OOR00     O4100

cixed liabilities

Current liabilities

Common=stock=
============at=A=N=per=share=====TMMM=======8PMM
Capital=reserves ===NMMM=======NMMM
oetained==earnings ===NTMM=======PNMM

qotal – (CF    9T00     1O400

lwners equity

drand qotal (A+B+CF   3TT00     41R00  

Biofarm medical – Cash flow calculation
cinancial management                  O3T

pales PP8RM PSRRM
- Cost=of=sales OM8MM=====OOMMM
dross=profit=EdmF 130R0     14RR0
- pelling=C=admin.=exp============= P8MM=======4MMM
lperating=profit=ElmF 9OR0     10RR0
- kon=operating=expenses======= RMMM=======SMMM
mrofit=before=tax=EmBTF 4OR0  4RR0
- Tax ==PMMM =ORMM
ket=profit=EkmF 1OR0  O0R0

ket=profit=brought=forward=== N4MM=======NTMM
+=ket=profit NORM=======OMRM

OSR0       3TR0
- aividend=to=shareholders===== 9RM=========SRM

Bal.=carried=forward=to=Bp 1T00 3100 

O010 O011

fncome statement ($F - Year ended 20NN 

aetails

oetained earnings

(U300 – T000F
{(R000 – 4000F + (3O00 – O000F}

(RR00 – R000F

ket working capital ($F

O010 O011
Current=Assets O4PMM========OSOMM
Current=liabilities=======OORMM========O4NMM
torking=capital 1U00         O100

O100 1U00 = 300
fncrease in working capital 

(900 – S00F



Computing=cash=flow=based=on=nature=of=activity
fn many countriesI according to accounting standardsI companies have to report cash 
flow statements in prescribed formats. These standards expect companies to report 
cash flows classified into operatingI investing and financial activities.  

lperating activities
fnclude all transactions affecting net 
incomeI changes to current assetsI 
depreciationI changes in current 
liabilities (except debts to lenders) 
and dividends payable. Also 
includes accounts payableI taxes 
and expenses and other routine 
transactions with customersI 
suppliers and the government.  

fnvesting activities
fnclude activities specifying the sale 
or purchase of fixed and long-term 
assets. puch activities include the 
sale or purchase of land and 
buildingI plant and machineryI motor 
vehicles and other assets.

cinancing activities
These include transactions with the 
owners of an enterpriseI such asI 
issuance of stockI payment of 
dividends and all activities that do 
not affect the net income. ioans 
taken from creditorsI repayment of 
loans and payment of dividends are 
financing activities as well.

Taxes
pupplier bills

N. ket income or profits
+  O. aecrease in fixed assets
+  P. fncrease in liabilities
+  4. fncrease in capital stock

==Net=cash=flow

N. ket losses
+  O. fncrease in fixed assets
+  P. aecrease in liabilities
+  4. aecrease in capital stock
+  5. mayment of dividends

Total sources of finance less             Total uses of finance

ci
na

nc
ia
l 

in
st

it
ut

io
ns

Invo
ice

phareholders 

ioans

aividends

puppliers dovernment oetailer 
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Cash flow statement ($)

ket=income===========
aepreciation=Eadded=backF
Accounts=receivable
Trade=accounts=payable
Bank=overdrafts
mrovision=for=expenses
fnterest=on=fixed=liabilities==
Common=stock

=qotal=

mlant=C=machinery==============
Motor=vehicles
bmployee=advances
mrepaid=expenses
fnventory
oepayment=of=fixed=liabilities
mrovision=for=taxation=========================
aividends

=qotal=
Net=cash=flow=EAF====SOR0=– RRR0====T00===

Balance sheet for the year ended 2M11 compared with 2M1M

Biofarm 
Medical

Assets=EAF iiabilities=EAF

=qlqAi=EB+CF====3TT00===4NR00==

O0N0 O0NN O0N0 O0NN
cixed=Assets
iand
Buildings
mlant=C=machinery======
Motor=vehicles

qotal=EAF
Less aepreciation===========

=qotal=EBF

qlqAi=EA+B+CF

Change qype qype

PMMM
RMMM
4MMM
OMMM

N4000
SMM

N3400

PMMM
RMMM
RMMM
POMM

NSO00
9MM

NR300

M
M

+NMMM
+NOMM

+PMM

fnvesting
fnvesting

lperating

Current=Assets
Cash=on=hand================
Cash=in=Banks
oeceivables=================
bmp.=advances==============
mrepaid=exp
cinished=products
tork=in=progress
oaw=materials

qotal=ECF===========

NMMM
PMMM

NOMMM
NMMM
RMM

PMMM
NRMM
OPMM

O4300

NOMM
PRMM

NNRMM
NRMM
TMM

PRMM
OMMM
OPMM

OSO00

+O00
+R00
-RMM
+RMM
+OMM
+RMM
+MMM

M

lperating
lperating
lperating
lperating
lperating

NRRMM
NRMM
PMMM
NRMM

NMMM
OOR00

NRSMM
N8MM
ORMM
PMMM

NOMM
O4N00

+NMM
+PMM
-RMM

+NRMM

+OMM

lperating
cinancing
lperating
lperating

lperating

TMMM
NMMM
NTMM
9T00

8PMM
NMMM
PNMM

NO400

+NPMM
M

+N400

cinancing

Current=liabilities
Accounts=payable=================
Bank=overdrafts
mrovision=for=taxation
mrovision=for=expenses
fnterest=payable=on==
============fixed=liabilities=========

qotal=EBF=============
lwners=bquity
Common=stock=
=========at=A=N=per=share========
Capital=reserves
oetained==earnings

qotal=ECF=

cixed=liabilities
ioans=from=financial
===============institutions========RRMM====RMMM=====-RMM====lperating

qotal=EAF========RR00====R000=

3TT00===4NR00==

Change

+PMM
-RMM
+NMM
+PMM

+NRMM
+OMM

+NPMM

+O0R0
+PMM
+RMM
+NMM
+PMM

+NRMM
+OMM

+NPMM
SOR0

-NMMM
-NOMM
-RMM
-OMM

-NMMM
-RMM
-RMM
-SRM

-RRR0

+NMMM
+NOMM
+RMM
+OMM

+NMMM
-RMM
-RMM

cinancial=management= =================O39

fncome statement ($) - Year ended 2M11 
pales PSRRM
dross=profit=EdmF N4RRM
lperating=profit=ElmF NMRRM
mrofit=before=tax=EmBTF =4RRM
ket=profit=EkmF O0R0

pources=of=cash=EAF Change= bffect

rses=of=cash=EAF Change= bffect

pources and uses of cash ($)

Cash=flow=from=operating=activities
ket=income O0R0
aepreciation=Eadded=backF============PMM
Accounts=receivables====================RMM
bmployee=advances======== -RMM
mrepaid=expenses -OMM
cinished=goods=inventory -RMM
tfm=inventory= -RMM
Trade=accounts=payable ==NMM
mrovision=for=taxation -RMM
mrovision=for=expenses===============NRMM
fnterest=on=fixed=liabilities ==OMM====
Net=cash=flow=EaF O4R0

mlant=and=machinery -NMMM
Motor=vehicles -NOMM
Net=cash=flow=EbF -OO00

oepayment=of=fixed=liabilities=======-RMM
Bank=overdrafts ===============PMM
Common=stock =============NPMM==
aividends -SRM
Net=cash=flow=EcF ===============4R0

Cash=flow=from=investing=activities

Cash=flow=from=financing=activities

lpening=cash=balance============== ==4000
Net=increase=in=cash====a=+=b=+=c=====T00
bnding=cash=balance ===4T00

barnings=brought=forward=== NTMM
+=ket=fncome O0R0
- aividend=to=shareholders======== SRM

Bal.=carried=forward=to=Balance=pheet======= 3N00=

vear=ended 3N,=aec,=O0NN

==ket=income=
EA OMRMF=less

dividend=EA SRMF.==
ket=income==

sourceI=dividend==
usage.

oetained=earnings



1. Classifying costs based on the type of cost

airect Materials 
Costs pertaining to 

materials that 
constitute  finished 

products. They 
include raw materials 

and subassemblies 
that go into producing 

finished products.  

Manufacturing overhead
This includes indirect material costs and indirect labor costsI 

maintenance and repairI electricity and lightingI securityI 
depreciation of manufacturing facilitiesI subcontracting costs 

and all other costs involved in operating a facility.    

fndirect 
materials 

fnsignificant 
material costs 
that cannot be 
traced back to 

products or 
groups of 
products.  

fndirect labor 
iabor costs that 
cannot be traced 
back to products. 

fnclude costs 
incurred towards

securityI 
maintenanceI handlers 

and other costs. 

kon-manufacturing or period costs

Marketing and selling costs
fncludes shipping costsI sales personnel salariesI 

commissionsI travel expensesI advertising and 
promotion costsI warehousing costs. 

Administrative costs
bxecutive compensationI general 
accounting expensesI secretarial

expensesI public relations. 

Manufacturing or 
mroduct costs

airect iabor 
iabor costs that are
directly associated 

with the manufacture 
of products or 

services. iabor costs
that can be traced 

back to products and 
services.   

NP9 - Classification of CostsNP9 - Classification of Costs
24M                                     cinancial management
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2. Classifying costs based on the fixed and variable nature of cost

dlue

pecurity Marketing C pales

cinished 
product

oaw 
materials

cixed cost

rnits

Co
st

cactory 
rent EAF

rnits 
produced 

Cost per 
unit EAF

     2MMM       N          2MMM
     2MMM                 2M            NMM
     2MMM     3M              ST

cixed costs
All costs an enterprise incurs whether it manufactures or sells a product. puch costs include 
rent, salaries, interest on capital, advertising costs and others. thile total fixed costs remain 
constant, the fixed cost per unit decreases as the number of units produced increases.
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la

ry
 

A
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sariable costs
All costs the company incurs towards direct raw materials, shipping costs, sales 
commissions, billing costs and others. The total cost of direct raw materials varies 
depending on the number of units produced. As the number of units produced increases, so 
do the total variable costs. eowever, the per unit variable cost is usually uniform.

sariable cost

rnits

Co
st

oaw materials pales 
Commissions

Billing

kumber of 
units 

produced

rnit raw 
material 
cost EAF

qotal 
variable 
costs EAF

         N     NM NM
       2M     NM           2MM
       3M     NM           3MM
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A common costing method that includes direct materials, factory or manufacturing 
overhead (fixed and variableF and direct labor into the total product cost. qhis 
accounting method is also called full costing. gob order costing and process costing 
are the two types of absorption costing methods. 

airect material
cost airect labor cost cactory overhead

Efixed and variableF

Cost of goods EservicesF manufactured

glB loabo ClpTfNd
1. cor batch produced goods
O. mroduction is sequential
P. mroduction relies on labor skills
4. Costing focuses on a specific job
5. then a company offers different
    products and services
S. iabor and material costs are
    charged to a specific job
T. then each job is different and
    consumes different amounts of
    materials, labor and overhead costs
8. puitable for industries such as
    furniture, machining, healthcare,
    automotive, electronics

molCbpp ClpTfNd
1. cor mass produced goods
O. mroduction is continuous
P. mroduction is highly automated
4. Costing focuses on the process
5. then the company makes
    products that are homogeneous 
S. iabor and material costs are
    charged to specific departments
T. mroduction is standardized and the
    cost pattern for a production run is
    similar
8. puitable for industries such as

petroleum products, beverages, food
products, soaps, paints, cement

plAm

N40 J Absorption CostingN40 J Absorption Costing
O4O                                     cinancial management



airect=
material

EA=.P0=L=unitF

airect=iabor=
EA=.Q0=L=unitF

cactory=
overhead

EA=.R0=L=unitF

Materials=requirement
aescription =====nty. =====rnit=== Total

=====cost==== cost
=======A==========A

1.=Casing=with=spring =====100====== .10===== 10
2.=Casing=with=button===== 100====== .1R===== 1R
P.=oefill =====100====== .0R ==R

=====P0

Bill=of=materials
Ball=point=pen

1=Casing=
with=spring

1=Casing=
with=button

1=oefill

mroduction=order
100=Ball=point=pens
EBlue=colorF

qime=ticket
bmployee gohn
ptart=time 10=am
bnd=time 11=noon
oate A=Q0=L=hr
Total=cost A=Q0

mredetermined=overhead=
bstimated=total=overhead===A100000
bstimated=total=labor=hrs.===2000=hrs

mredetermined=
rate=

100000
2000

= A=R0=L=hr=

A=R0=L=hr==x=1=hrs===A=R0=pales=order

cactory

pales=office Customer

pales=(1MMunits=x=$=P=/=unitF PMM

Cost=of=goods=sold:
==Cost=of=goods=manufactured 120
==bnding=inventory Less ====0
==Cost=of=goods=sold 1OM 1OM
dross=mrofit 18M

==pelling==expenses=========Less ==5M
==Administrative=exp. Less OM

==TM ==TM
fncome=from=operations 11M

fn= this= costing= methodI= overhead= costs=
include= the= fixed= and= variable=
manufacturing=overhead.=As=each=job=varies=
in= its= complexityI= time= taken= and= costs=
incurredI= the= costing= for= each= job= is= done=
separately.= ft= is= suitable= for= industries= like= =
furnitureI= computersI= machinery= and= other=
custom=products=and=services.

gob=cost=sheet
mer=unit=cost====

fncome=
statement=($F

tritemann
Ballpoints

This= job=order=costing=method=is=useful=for=products=produced= in=small=batches.=This=costing=
method=attaches= costs= to= a= particular= job=as=each=batch= varies= in= its= consumption=of= direct=
materialsI=labor=and=processing=times.=A=job=cost=sheet=records=all=the=costs=Edirect=materialsI=
direct=labor=and=overheadF=for=each=job.==

lrder=

gob=lrder=Costinggob=lrder=Costing
cinancial=management= =================O4P

$=1.O

$=1.O=x=1MM=units



1.=Materials= ==M
O.=iabor=hours

1 hr. (A 40/hr.F 4M
P.=mredetermined=
====overhead

(A 20/hr x 1 hr.F OM
Total 6M

Cost=L=ioaf===6ML5MM ==$M.1O

1.=Materials=(5MM=loavesF
mackaging 15

O.=iabor=hours
1 hr. (A 40/hr.F 4M

P.=mredetermined=
lverhead
(A10/hr x 1 hr.F 1M

Total 65

Cost=L=ioaf===65L5MM ==$M.1P

FlourFlour

mrocess costing is an absorption costing method used for costing standardized 
products made in large volumes using continuous production systems. Cost 
measurement in this method focuses on the process. Costs calculation is done at 
each step of the process. The cost of each step is divided by the number of units to 
calculate the individual unit cost. fndividual costs at each step are calculated to arrive 
at the unit total cost.

Flour

Salt

Ingredients aough preparation Baking

Packaging

1.=Materials=(5MM=loavesF=
a. clour (150 kgsF 15

    b. palt 5
    c. Additives 1M
O.=iabor=hours

1 hr. (A 40/hr.F 4M
P.=mredetermined=
====overhead

(A10/hr x 1 hr.F 1M
Total 8M

Cost=L=ioaf===8ML5MM ==$M.16

aough=preparation=($F Baking=($F mackaging=($F

Total=cost=per=loaf=
==M.16=+=M.1O=+=M.1P===$=M.41

fn realityI there exists work-in-progress inventory 
at the end of a period as all materials are not fully 
converted into products. The cost value assigned 
to such work-in-progress inventory is based on the 
percentage of conversion it has undergone.

fn  process  costingI  a  
production report records 
details of all costs in a 
production run. A production 
run  includes  all  the  stages  of  
production a product goes 
through in a production cycle.

mrocess=Costingmrocess=Costing
O44= ====================================cinancial=management



sariable costing is a costing method that includes direct materialsI direct labor and the 
variable manufacturing overhead into the total product cost. This accounting method is 
also called marginal costing. sariable costing differs from absorption costing in the 
way product costs are calculated. eereI only variable manufacturing overhead costs 
are considered. cixed manufacturing overhead costs are treated as period costs. This 
significantly affects product costI income and value of inventory.

Absorption costing

Accounted as product costs

fn variable costingI the fixed factory (manufacturingF overhead is accounted as a 
period expense during the period in which it has occurred. fn absorption costingI 
howeverI the fixed factory overhead is a product cost that is expensed with only when 
goods associated with it are sold.

141 - sariable Costing141 - sariable Costing
cinancial management                  245

airect 
materials

airect 
labor

sariable 
factory 
overhead

cixed 
factory 

overhead

sariable 
selling & 
admin. 

expenses

cixed 
selling & 
admin. 

expenses

Accounted as product costs

Accounted as period expenses Accounted as period expenses

sariable costing

Accounted as a 
period expense 
for the period. 

sariable and absorption costing

pome advantages in the costing methods

bnterprise 

Making 
the 

choice?

1. then fixed factory overheads are high
    and need to be taken into inventory.
2. rseful for financial accounting.
3. phows lesser net profit fluctuation in a
    industry marked by fluctuating sales.   

1. Changes in inventory levels do not affect
    profitability.   
2. cixed costs are clearly visible on the
    income statement and not hidden in
    inventories. 

?
? ?

airect 
materials

airect 
labor

sariable 
factory 
overhead

cixed 
factory 

overhead

sariable 
selling & 
admin. 

expenses

cixed 
selling & 
admin. 

expenses

Taken into 
inventory

accounts and 
expensed when
goods  are sold.

A
bsorption
costing

s
ariable 

costing



cor exampleI tritemann ballpointsI a
company that manufactures ball point 
pens has the cost structure (AF as shown 
to the right.

tritemann
Ballpoints

AssumeW The sales price is A 3 per pen and UI000 pens have been sold from the 
10I000 pens produced. The opening inventory is 2000 pens.

lpening=inventory
O000=units

ptart=o
f=period

fn the absorption costing methodI 
4000 unsold pens have a fixed factory 
overhead component of A 1200 (A 
0.30 x 4000 unitsFI which is carried 
forward to the next year in inventory. 
The ending inventory value is A 4IU00 
(A 1.20 x 4000 unitsF.

thereasI in the variable costing methodI the ending 
inventory value is A 3I600 (A 0.V0 x 4000 unitsFI 
which is lower than that of the absorption costing 
method as only variable factory overhead costs are 
taken into the product cost. 

O4S= ====================================cinancial=management
Cost details 

mroduct mens

vearly=production= 10,000 units

airect material cost
sariable=cost=/=pen=E$F

airect labor cost
sariable factory overhead

0.30
0.40
0.20

sariable selling & admin expense 0.20

cixed factory overhead
cixed=costs=E$F

cixed selling & admin expense
3I000
1I000

fn both methodsI the fixed and variable 
selling and administrative expenses are 
treated as period expenses for the 
periods in which they occur.

eoweverI in the variable costing methodI the fixed factory overhead of A 3I000 is 
accounted as a period expense against income for the period.

sariable costing method

mroduct mens

vearly=production= 10,000 units

airect material cost
airect labor cost
sariable factory overhead

0.30
0.40
0.20

Total=variable=production=cost 0.V0

pold=8,000=units=during=the=period===$=O4,000=

bnd=of=period

bnding=inventory
4000=units

oetail=sales=
rep.

Absorption costing method

mroduct mens

vearly=production= 10,000 units

airect material cost
airect labor cost
sariable factory overhead

0.30
0.40
0.20

cixed factory overhead

Total=unit=product=cost 1.O0
A 0.303I000 rnits 10I000÷ 



Comparing absorption and variable costing methods

The=difference=in=the=ending=inventory=value=between=the=two=costing=methods=($=4800=– $3600=
==1200)=is=due=to=the=fixed=manufacturing=overhead=of=$=0.30=that=has=been=expensed=with,=in=
the=absorption=costing=method=($=1200=/=4000=ending=inventory===$=0.30).=The=net=income=values==
from=both=the=methods=differ=as=well.

cinancial management                  24T

Absorption costing (A)

Minus Cost of goods sold
 lpening inventory 2,400

 + Cost of manufactured goods N2,000N0,000 mens x $ N.2
 paleable inventory N4,400

– bnding inventory 4,8004,000 mens x $ N.2
Cost of goods sold 9,S00 9,S00

N4,400 dross income

Minus pelling C administrative expenses

NN,800 Net income

sariable selling C admin. exp. 8,000 mens x $ 0.20  per pen N,S00
+ cixed selling C admin. exp. N,000

pelling C administrative expenses 2,S00 2,S00

24,0008,000 x $ pales mens P rnit sales price

rnit cost

rnit cost

2,000 mens x $ N.2 rnit cost

sariable costing (A)

Minus variable cost of goods sold
 lpening inventory N,800

 + sariable manufacturing costs 9,000N0,000 mens x $ 0.90
 paleable inventory N0,800

– bnding inventory P,S004,000 mens x $ 0.90
 Cost of goods sold T,200

8,800

N5,200Contribution

Minus cixed expenses

NN,200 Net income

cixed manufacturing overhead P,000
cixed selling C admin. exp. N,000
Total fixed expenses 4,000 4,000

24,0008,000 x $ pales mens P rnit sales price

rnit cost

rnit cost
8,000 mens x $ 0.90 rnit cost

+ sariable selling C admin. exp. N,S008,000 mens x $ 0.20 per pen
Total variable costs 8,800

2,000 mens x $ 0.90 rnit cost

N2,000 mens x $ N.2 rnit cost

N2,000 mens x $ 0.90 rnit cost



ABC is a costing system that costs products based on the activities that go into 
producing them. ABC is mainly an internal method of costing to present managers with 
more accurate details on costs.

Material cost

airect labor cost

cactory overhead

Traditional costing 

rnlike traditional costing methodsI overheads costs now 
represent a significant portion of total cost as most 
companies now have several product lines. bach line has a 
different overhead cost that can now be computed using 
automated software applications.

Tl
TA

i 
C

l
pT +

+

fn the pastI  direct labor represented a major portion of 
total cost. Technology and automation have mostly shrunk 
direct  labor  costsI  which  now  cannot  be  traced  back  to  
individual products.

Traditional methods of costing have largely presented a distorted view about costs either by under 
costing or over costing products. fn traditional business environmentsI variances in overhead costs did 
not severely impact total costs as they made up a small portion of the total cost. An explosion in 
overhead costs because of multiple product lines and increased automation have hastened the need to 
track indirect costs going into activities to produce specific products.

Material cost

airect labor cost

cactory overhead

Material cost

airect labor cost

cactory overhead

Traditional business 
environment

TodayDs business 
environment

bxplosion of overhead costs

oeduction in labor costs

TraditionallyI companies had to rely on manual 
methods for recording overhead costs which 
made it a cumbersome and inaccurate effort.

Modern software applications can now trace 
overhead costs to individual products or 
product lines to present accurate costing data.

phifts in cost patterns

lverhead
costs??

?

pports?

14O - Activity Based Costing 14O - Activity Based Costing 

pmall car?

Today’s manufacturing environment
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Activity-based-costing (ABC) starts of by identifying the various activities undertaken in an 
enterpriseI to manufacture products and services. The cost of resources needed to perform 
these activities are then assigned to products and services that need these activities. fn this 
costing methodI indirect costs (overheads) that impact product costing are assigned into direct 
costs.
TraditionallyI indirect costs were not tracked and assigned to products as the few products 
offered in the range consumed somewhat similar amounts of overhead costs. tith ABCI an 
organization can track indirect costs and calculate the actual cost of its products and services. 
This helps identify unprofitable products for discontinuation from the range and reduce prices 
of overpriced products.

fdentify 
activities and 

their cost 
drivers

Calculate 
activity rates

Assign costs 
to cost 
objects

fmplementing an activity based costing system

fncludes all activities that influence product costing. 
puch activities account for a sizable portion of a 
company's resources. oecording the many activities 
is a cross-functional effort within an organization. 
cor ex.I prototype design development. 
Cost drivers measure resource consumptions for 
carrying out various activities. They are factors that 
control the costs of various activities performed. cor  
ex.I  the  number  of  prototype  designs  produced  is  a  
measure of prototype design development.
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The  total  cost  of  carrying  out  that  activity  for  a  
given period. cor exampleI if the number of 
prototype designs created is a cost driverI the total 
cost of all the prototypes developed during a period 
is calculated. This is then the total cost of the 
activity ‘prototype development’.

Calculate 
total cost of 
each activity

Activity rates are calculated by dividing the total 
cost  of  each  activity  by  the  total  number  of  
activities carried out. cor exampleI if the total cost 
of  prototype  designs  developed  is  A  100I000 for 10 
prototypes developedI the activity rate for 
prototype design is A 10I000.

Cost objects are entities that create activities. cor 
ex.I products and customers create activities that 
need to be performed. This assignment of costs to 
cost objects helps managers track costs as they 
present a better idea of overhead costs.
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Activity 1

Activity 2

Activity P

fdentify activities Assign activities to products Calculate costs

mroduct A

mroduct B



murchase 
materials

aesign car Assemble carAdvertising & promotion

pervice customer

Non-manufacturing overheard 

Manufacturing overhead airect materials airect iabor

Number of 
designs 

generated 

Traced 
directly to 
cost object

Number of 
cars sold 

Number of 
customers

Number of 
customers

%

$ NMMIMMM $ PMMIMMM

Traced 
directly to 
cost object

$ OMMIMMM $ PMMIMMM $ NIMMMIMMM $ NMMIMMM

Co
st

 
ob

je
ct

R % NM % NR % R %

abpfdN molarCT moljlTflN molarCT CrpTljbo CrpTljbo

$ RMMM per 
design $ OMMM per car $ PMMM per 

customer
$ OMMM per 
customer

OM designs 
generated

NMM 
customers

RM 
customers NMM  cars sold

NR % RM %

Activity based costing

pell car
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ptandard costing is a performance measurement system that calculates the standard 
cost of an item for a period. ft then compares actual costs against these standards. 
The standard cost of an item is the benchmark against which actual costs and material 
consumptions are evaluated and correctedI in case of variances. The standard cost of 
an item is the predetermined unit cost of an item used for managerial planning and 
control. 
bstablishing the standard cost

eospitals establish 
the standard cost of 
each occupied bed 

per day.

cast-food companies 
establish standard 

costs of burgers and 
other items.

pervice companies 
compute the standard 
cost of a car service.

Auto companies 
have standard 
costs for their 

different models.
tays to establish standard costs of products
1. rsing ideal standards
Computing costs considering 
ideal conditions. oepresents 
optimum levels of efficiency  
under perfect operating 
environments.

2. rsing normal standards
Computing costs using 
existing operating conditions. 
oepresents attainable levels 
of efficiency under given 
normal conditions.

Companies usually opt for standard costing of products under normal conditions as it is more realistic 
and does not demotivate employees by setting unattainable cost performance goals.

cor example, the standard cost of a car is the 
sum total of its unit standard material cost, 
unit  standard  labor  cost  and  unit  standard  
manufacturing overhead cost.

The standard cost of an item

Standard unit material cost: qhe cost of 
materials needed to produce one single unit 
of the item. (ptandard direct materials 
price x standard direct materials quantityF

Standard unit labor 
cost: qhe cost of labor 
to produce one single 
unit of the item. 
(ptandard direct labor 
rate x standard direct 
labor hoursF

Standard manufacturing 
overhead cost: 
Manufacturing overhead  
to produce one single unit 
of the item. 

143 - Standard Costing143 - Standard Costing

32.R
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Benefits of standard costing
1. fmproves managerial efficiency as it provides a benchmark for comparing costsI 
instead of comparing costs to past performances.
O. pimplifies bookkeeping as standard costs of materialsI labor and overhead are 
charged to jobs instead of computing actual costs for each job. 
P. jakes employees more cost conscious and therefore keep costs within limits.
4. rseful when setting sales prices of items.

bx.=ptandard=cost=of=a=single=ball=point=pen=EAF

airect unit material cost .PM
airect unit labor cost .M5
lverhead cost   .M5
ptandard=cost=price= = = = .4M
mrofit margin   .SM
pales price          1.MM

Materials

iabor

lverhead

Bill=of=materials
Ball=point=pen

1=Casing=
with=spring=
==A=.1M

1=Casing=
with=button
==A=.1M

1=oefill===A=.1M

Analyzing variances between standard and actual costs
sariances occur when there are differences between standard costs used in costing 
systems and actual costs incurred. Actual costs are reflected in financial statements. A 
standard cost variance is the amount by which actual costs differ from standard costs.

Cl
pT

ptandard=
cost

Actual=cost= Actual=cost=

rnfavorable=
variance

cavorable=
variance

rnfavorable=sariances
lccur when actual costs are greater than 
standard costs. This increases the cost of 
a product because of inefficiencies in 
operations or price increases in direct 
and indirect materials.    

cavorable=sariances
lccur when actual costs are lower than 
standard costs. This decreases the cost 
of a product because of increased 
operational efficiencies or price 
reductions in direct and indirect materials. 

sariances
???

Modern=information=
systems=provide=real-time=
data=on=variances=helping=
managers=make=changes=

during=operations,=to=
improve=efficiencies.
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sariance analysis identifies differences between actual and standard costs. fn 
today's dynamic business environmentI variances are unavoidable and need to be 
measured to take corrective actions wherever necessary. lnce cost components are 
identifiedI variances can be categorized into price and quantity variances.

Total Variance

Total
Materials=

sariance=ETMsF=
==EAn=x=AmF=-

Epn=x=pmF

Total
iabor=sariance=

ETisF
==EAe=x=AoF=-

Epe=x=poF

Materials
mrice=

sariance
EMmsF

Materials
nuantity=
sariance

EMnsF

iabor=
oate=

sariance
EiosF

iabor=
nuantity=
sariance

EinsF

Total
lverhead=

sariance=ETlsF
==EAn=x=AlF=-

Epn=x=plF

lverhead
ppending=
sariance

ElpsF

lverhead=
bfficiency=
sariance

ElbsF

Actual nuantity 
x Actual mrice

(An x Am) 
Minus

Actual nuantity 
x ptandard mrice

(An x pm)

Actual nuantity x 
ptandard mrice

(An x pm)
Minus

ptandard nuantity 
x ptandard mrice

(pn x pm)

Actual eours x 
Actual oate
(Ae x Ao) 

Minus
Actual eours x 
ptandard oate 

(Ae x po)

Actual eours  x 
ptandard oate

(Ae x po) 
Minus

ptandard eours x 
ptandard oate 

(pe x po)

Actual nuantity 
x Actual 

lverhead oate 
(An x Al) 

Minus
Actual nuantity 

x ptandard 
lverhead oate 

(An x pl)

Actual nuantity x 
ptandard 

lverhead oate 
(An x pl)

Minus
ptandard nuantity 

x ptandard 
lverhead oate 

(pn x pl)

+ + +

+ +

1QQ=- sariance=Analysis1QQ=- sariance=Analysis
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Total
Materials=
sariance==

==EAn=x=AmF=–
Epn=x=pmF

EA=1TMF

Total
labor=sariance=
==EAe=x=AoF=–

Epe=x=poF
EA=MF

Materials
mrice=

sariance
EA=OMMF

Materials
nuantity=
sariance
EA=– PMF

iabor=
oate=

sariance
EA=1O.RF

iabor=
nuantity=
sariance
EA=– 1O.RF

Total
lverhead=
sariance

==EAn=x=AlF=–
Epn=x=plF=
==EA=– 1RF

lverhead
ppending=
sariance
EA=– 1MF

lverhead=
bfficiency=
sariance

EA=– RF

(An=x=AP)=
Minus

(An=x=pP)

(1000=x=.R0)=–
(1000=x=.P0)

(An=x=pP)
Minus

(pn=x=pP)

(1000=x=.P0)=–
(1100=x=.P0)=

(Ae=x=Ao)=
Minus

=(Ae=x=po)

(1.OR=x=S0)=–
(1.OR=x=R0)

(Ae=x=po)
Minus

(pe=x=po)

(1.OR=x=R0)=–
(1.R=x=R0)

(An=x=Al)=
Minus

=(An=x=pl)

(1000=x=.0Q)=–
(1000=x=.0R)

(An=x=pl)=
Minus

(pn=x=pl)

(1000=x=.0R)=–
(1100=x=.0R)

+ + +

+ +

There=is=an=overall=unfavorable=variance=
of=A1RR=which=increases=the=cost=of=each=

ball=point=pen=by=about=A=M.1R.=

bxample:=Assume=the=following=data=in=the=manufacture=of=ball=point=pens.
1.=Actual=quantity=(An) ==1000=units
O.=Actual=price==(AP) ==A.R0=/=unit
P.=Actual=hours=(Ae) ==1.OR=hrs
Q.=Actual=labor=(Ao) ==A=S0=/=hr
R.=Actual=overhead=(Al) ==A=.0Q=/=unit

1.=ptandard=quantity (pn) ==1100=units
O.=ptandard=price=(pP) ==A=0.P0=/=unit
P.=ptandard=hours=(pe) ==1.R0=hrs
Q.=ptandard=labor=rate=(po) ==A=R0=/=hr
R.=ptandard=overhead=(pl) ==A=.0R=/=unit

ORQ= ====================================cinancial=management

U Frnfavorable
sariance=== cavorable

sariance===
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A financial strategy shows how investments and resources in an enterprise are 
procured, managed, evaluated and reported. A financial strategy document outlines 
the context, reality and framework within which a company's finances work, to make it 
sustainable and viable. The strategy also sets priorities to the financial commitments 
of an enterprise.
that goes into the financial strategy?

N4R - qhe bnterprise cinancial ptrategyN4R - qhe bnterprise cinancial ptrategy
cinancial management                  2RR

bNqbomofpb cfNANCfAi pqoAqbdv

bnterprise cinancial ptrategy aocument

cinancial 
planning

cinancial policies 
& systems

cinancial 
budgets

Making the financial strategy functional and workable

kature of 
funding

Corporate strategy E bnterprise vision and missionF

bnterprise 
values 

A  strategy  document  acts  as  a  
reference point for stakeholders 
to an enterprise. merformance 
indicatorsI which measure the 
effectiveness of a financial 
strategy and its implementationI 
are formalized based on this 
document.

eow will the financial strategy 
help meet enterprise product 

and market objectives?

eow will the financial 
strategy bring about 
cost efficiencies?

eow will the financial 
strategy make the 
enterprise viable?

then an enterprise has finalized its financial strategy and document, it needs to 
implement the strategy successfully. The necessary technologies and skills need to be 
put in place with clearly defined performance measures.

mrofitability
iiquidity

fnvestments

that indicators need to 
be  measured  to  best  
evaluate  the  success  of  
the financial strategy?

fs the enterprise staffed with 
people having the necessary 
skills to carry out the strategy? 
eow is change managed?

fs the needed technology and 
infrastructure in place to 
record relevant financial and 
accounting indicators?

cinancial accounting
Cost accounting

bom

cinancial 
accounting

Cost 
accounting



clexible budgets use budgeted revenues and costs based on actual levels of output 
achieved during a budget period. fn actual business environmentsI changes to 
variable costs and selling prices usually take place. clexible budgets adjust to such 
changes in costs and prices. ptatic budgetsI on the other handI rely on the level of 
activity planned at the start of a budget period. clexible budgets provide the flexibility 
to set revisions in budgets when companies are just not too sure of setting budget 
levels. This is especially true of start-up companies and new businesses.

rnits

A
m

ou
nt

 A sariance in sales

sariance in variable costs

cixed costs

Actual variable costs
Budgeted variable costs

Actual sales
Budgeted sales

oevenue and cost variances in actual scenarios

Consider for exampleI pharpedge camerasI whose 
static budgeted costs and sales for a budget period 
are as under. (fn the exampleI variable and fixed 
period costs are not consideredF

pharpedge
Cameras

         Amount (AF
1. pales (pelling price of A100 x 1000 unitsF 100,000
O. sariable costs (per unitF

1. airect materials O0
O. airect labor 10
3. lverhead 10
     Total L unit 40
Total variable costs ( A 40 x 1000 unitsF (iessF 40,000

3. cixed costs (for a range of 800 units to 1500 unitsF (iessF   20,000
Budgeted operating income   40,000

As per the static budgetI pharpedge cameras has planned for an operating income of 
A 40I000 for the budget periodI from sales of A 100I000.

146 - clexible Budgets146 - clexible Budgets
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Assume, that pharpedge cameras manufactured 
and sold 1400 units at an average price of A V0 per 
unit. There are changes to its actual variable costs,
as shown below. 

         Amount (AF
1. Actual sales (selling price of A V0 x 1400 unitsF 1OSI000
O. sariable costs (per unitF

1. airect materials O0
O. airect labor 1O
3. lverhead 10
     Total L unit 4O
Total variable costs (A 4O x 1400 unitsF (iessF 5UIU00

3. cixed costs (iessF   O0I000
Actual operating income   47IO00

        Budgeted  

1. pales revenue 100I000
O. Total variable costs - 40I000
3. cixed costs - O0I000
lperating income    40I000

           Actual 

1OSI000
- 5UIU00
- O0I000

           47IO00

       sariance

OSI000
1UIU00

0
             7IO00

ptatic budget 
variance (level 1F 

ptatic budget  
variance (level 0F

           clexible   Actual sariance sariance type
Budget

1. pales revenue 140I000 1OSI000 14I000 rnfavorable
O. Total variable costs - 5SI000 - 5UIU00       OIU00 rnfavorable
    Contribution    U4I000   S7IO00     1SIU00 rnfavorable
3. cixed costs - O0I000 - O0I000 -
    lperating income    S4I000   47IO00     1SIU00 rnfavorable

clexible budget variance (AF (based on actual unit sales of 1400 unitsF

ptatic budget variance (AF (Budgeted vs ActualF

Budgeted 
operating 
income

Actual  fncome

cavorable variance

rnfavorable 
variance

fn
co

m
e

Budgeted 
Costs

Actual  Costs

rnfavorable 
variance

cavourable variance

C
os

ts

pharpedge
Cameras

Based on budgeted
price per unit C 
budgeted costs
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Cost-solume-mrofit (Csm) relationships help in analyzing the impact of costI volume 
and prices on the profitability of an enterprise. Csm relationships help a company 
decide on its product mix and pricing. They also help in estimating volumes at which a 
business needs to performI to be profitable. Csm analysis helps in controlling business 
operations in the immediate and long-term as well.

eow does a cost-
profit-volume
analysis help?

that volume 
of activity is 
profitable?

that product 
pricing?

Compute fixed 
and variable 

costs?aecide  on 
product 

mix?

?
Csm?

Tools to analyze CsP relationships

mrofit-volume C 
contribution analysis
eelps analyze the impact 
of changes in pricesI costs 
and volumes on profits. 
msC relationships are 
represented using graphs. 
A contribution analysis 
helps in analyzing the 
impact of change in sales 
on contribution margins.

Break-even analysis
A break-even analysis 
helps calculate the break-
even point and gauge the 
impact of changes in 
costs and prices on the 
break-even point. ft helps 
determine the break-even 
sales limitI the point at 
which a business makes 
no profit and incurs no 
loss.

pales mix analysis
A sales mix analysis is 
used to calculate the 
contribution margin and 
break-even point given 
a company's sales mix. 
ft helps understand the 
impact of a sales mix on 
contribution margins 
and profitability.

rnits

sa
lu

e

cixedsariable

pale
s mrofit

rnits

sa
lu

e

cixedsariable

pale
s mrofit

Break-even
moint B

sales ?

147 - Cost-solume-mrofit oelationships147 - Cost-solume-mrofit oelationships
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A=profitJvolume=and=contribution=analysis=helps=in=analyzing=the=impact=of=changes=in=
pricesI=costs=and=volumes=on=profits.=A=contribution=analysis=helps=analyze=the=impact=
of=changes=in=sales=on=contribution=margins.

eotdog
s

goe’s=

Consider= for= example= goe's= eotdogsI=which= sells= hotdogs= priced= at=A= P= each.= goe's=
fixed=costI=for=rentals=and=other=chargesI=is=A=NMM=and=variable=costs=amount=to=A=N=for=
each=hotdog.=goe's=calculationI=of=contributions=and=profits=at=different=sales=levelsI=is=
shown=below.===

RM NMM NRM

NMM

2MM

At=A
=PL

un
it

rnitspa
le

s 
A

Total=oevenue

BreakJeven=point=

sariable=costs

cixed=costs

mrofits

iosses

PMM

4MM

RMM

ket=
income
A=NMM

ket=
income
A=2MM

BreakJeven
point

cor= every= hotdog= sold= over= the=
breakJeven= point= of= RMI= the= net=
income= on= each=hotdog= is=A= 2.= ff=
goe's= sold= NRM= hotdogsI= the= net=
income=is==calculated=asI

(NRM=– RMF=x=A=2===A=2MM.

The= per= unit= contribution= is= A= 2.=
cor=a=total=sale=of=NRM=hotdogs=the=
total=contribution=isI

NRM=x=A=2===A=PMM.

The= total= contribution= to= sales= is=
expressed= as= a= ratio= called= the=
contribution=ratio=(CM=ratioF.NRM

Contribution=
pales= = A=PMM

A=4RM = TR=B

This= shows= thatI= for= every= value=
increase= in= sales= there= is= TRB=
increase=in=total=contribution.

N4U - mrofit-solume C Contribution AnalysisN4U - mrofit-solume C Contribution Analysis
cinancial management                  25V

Net income 

aay N5 ceb 20NN

pales (AF

aetails 

P N50
Less variable costs (AF N 50
Contribution margin (AF 2 N00
Less cixed cost (AF N00 N00
Net income (AF -VU 0

N5P
5N

N02
N00

2

P00
N00
200
N00
N00

450
N50
P00
N00
200

pales (unitsF N 50 5N N00 N50

mrice per dog (AF P



A=breakJeven=analysis=serves=to=show=the= impact=of=costsI=total=sales=and=unit=sales=
prices=on=profits.=ft=is=used=to=calculate=the=breakJeven=point=EBbmF.=qhe=Bbm=is=where=
an=enterprise=makes=no=profit=and=incurs=no=loss.=qhis=is=the=point=where=sales=equal=
costs=Efixed=and=variableF.=ff=sales=exceed=the=Bbm=the=business=makes=a=profit=and=if=
sales=fall=below=this=point=the=business=incurs=a=loss.

25 50 T5 100

100

200

P00

At=A=PLunit

sariable=
costs

cixed=
cost

rnits

A
m

ou
nt

 A

mrofits

qo
ta

l=c
os

ts

pales

BreakJeven=point=

sariable=costs

cixed=costs

mrofits

iosses

qotal=fixed=costs====A=100

sariable=cost=L=unit===A1

150

Consider=for=example=goe's=eotdogsI=with=a=fixed=
cost=of=A100=towards=rentals=and=other=charges.=
qhe=variable=cost=Ematerial=costsF=of=each=hotdog=
is=A1.=qhe=sales=price=of=each=hotdog=is=AP.=goe's=
eotdogs=can=plot=its=breakJeven=point=as=shown=
below=in=the=table.=qhe=breakJeven=point=in=units=
is=50=hotdogs=at=a=total=dollar=value=of=A=150.

eotdog
s

goe’s=

draphical representation of break-even point

14V - Break-bven Analysis14V - Break-bven Analysis
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Breakeven point

120

B C

100
150 100
1U0 100
240 100
P00 100

a

40
50
S0
U0

100

b EC+aF

140
150
1S0
1U0
200

c EB-bF

– 20
0

20
S0

100

S0 100 20 120 – S0 
40

A

50
S0
U0

100

20

A A A A Arnits 
pales cixed costs sariable costs Total cost mrofit L iosspales

Bbm

ioss

mrofit



The=breakJeven=analysis=simulates=costJvolumeJprofit=relationships=for=different=sales=
prices,= costs= and= output= levels.= The= breakJeven= point= can= be= calculated= using=
formulas,=as=shown=under.=Consider=for=example=goeDs=eotdogs,=where=goe=needs=to=
conduct= a=breakJeven=analysis= to=calculate= the=breakJeven= point= for= different= pricing=
alternatives.
Contribution=(per=unit)===selling=price=(per=unit)=–=variable=cost=(per=unit)==
=====1.=At=selling=price=of=A2/unit===A2=- A1==A1/unit
=====2.=At=selling=price=of=A3/unit===A3=- A1==A2/unit
=====3.=At=selling=price=of=A4/unit===A4=- A1==A3/unit
Break=even=point=(for=output)===fixed=cost=/=contribution=per=unit
=====1.=At=selling=price=of=A2/unit===A100=/=(A2=- A1)===100=units
=====2.=At=selling=price=of=A3/unit===A100=/=(A3=- A1)====50=units
=====3.=At=selling=price=of=A4/unit===A100=/=(A4=- A1)====33=units
Break=even=point=(for=sales)===fixed=cost=/=contribution=(per=unit)=x=selling=price=
(per=unit)
=====1.=At=selling=price=of=A2/unit===A100/(=A2=- A1)x=A2====A=200=
=====2.=At=selling=price=of=A3/unit===A100/(=A3=- A1)x=A3====A=150=
=====3.=At=selling=price=of=A4/unit===A100/(=A4=- A1)x=A4====A=133=
Total=Profits===total=sales=– total=costs)=
=====1.=A200=– A200====0=(if=100=units=are=sold=at=A2/unit)=
=====2.=A300=– A200====A=100=(if=100=units=are=sold=at=A=3/unit)
=====3.=A400=– A200====A=200=(if=100=units=are=sold=at=A=4/unit)

25 50 T5 100

100

200

300

At=A=3/unit

Units

A
m

ou
nt

 A

pales

BreakJeven=point=

sariable=costs

cixed=costs

Total=fixed=costs====A=100

sariable=cost=/=unit===A1

150
133

33

At=A=2/unitAt=A
=4/

un
it

aepending= on= market= conditions,= goe= can= either= lower= or=
increase= the= price= of= each= hotdog.= The= breakJeven= point=
would= then=vary=depending=on= the=sales=price= and= influence=
profitability= as= well.= Alternatively,= instead= of= increasing= or=
decreasing= the= sales= price= of= each= hotdog,= goe= can= aim= to=
reduce=total=costs=(fixed=and=variableF=to=improve=profitability.

eotdog
s

goe’s=

?
goe 
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The=sales=mix=of=an=enterprise=is=represented=by=the=combination=of=products=and=the=
proportions=in=which=they=are=sold.=pome=of=the=products=sold=may=yield=high=margins=
while=others=could=bring=in=lower=returns.=The=proportion=in=which=a=company=sells=its=
products,=or= the=sales=mix,=has=a=direct= impact=on=profitability.= =A=sales=mix=analysis=
calculates=the=effect=of=a=sales=mix=on=the=profitability=of=a=business.
Consider= for= example= Molly's= fast= food,= which= sells= burgers= and= pizzas.= The= net=
income=calculation=for=each=day=is=shown=below.=The=price=of=a=burger=is=A=O=and=the=
price=of=a=pizza=is=A=5.=The=variable=expense=for=each=burger=is=A=1,=and=for=each=pizza=
A=1.5M.=The=fixed=cost=per=day=is=A=OMM.===

Contribution=margin=ratio=== Contribution
pales

= A=45M
A=TMM = S5 B

Break-even=sales== cixed=cost
CM=ratio = A=OMM

M.S5 = A PM8 per day

Consider= days= when=
Molly's= fast= food= sold=
more= burgers= than=
pizzas.=ln=such=days,=
the=variable=expenses,=
contribution= and=
breakeven= values=
would= look= different,=
as=show=to=the=right.

Contribution=margin=ratio=== A=39M
A=TMM = 5S B

Break-even=sales== A=OMM
M.5S = A P5T per day

A= business= needs= to= be= oversee=
its= sales= mix= regularly= as= the=
combination=of=products=sold=has=a=
direct= impact= on= contribution= and=
profitability.

Molly’s

N5M - pales Mix AnalysisN5M - pales Mix Analysis
2S2                                     cinancial management

Net income 

aay N5 ceb 2MNN

pales
eead

2MM
Burgers (AF mizza (AF

5MM
Less variable expenses NMM N5M
Contribution margin NMM P5M
Less cixed cost
Net income

Total (AF
TMM
25M
45M
2MM
25M

Net income 

aay 2M ceb 2MNN

pales
eead

5MM
Burgers (AF mizza (AF

2MM
Less variable expenses 25M SM
Contribution margin 25M N4M
Less cixed cost
Net income

Total (AF
TMM
PNM
P9M
2MM
N9M



aepreciation (£) – ptraight-line method

Asset Machine A
Cumulative 

aepreciation

1MMM
2MMM
3MMM
4MMM

bnding 
salue

4MMM
3MMM
2MMM
1MMM

Beginning 
value

5MMM
4MMM
3MMM
2MMM

aepreciation 
expense

1MMM
1MMM
1MMM
1MMM

aepreciation=is=the=decline=in=an=asset’s=value=because=of=useI=passage=of=timeI=wear=
and=tear=and=several=other=reasons.=aepreciation=divides=the=cost=of=an=asset=across=
its= useful= life.= ft= also= represents= the= portion= of= an= asset’s= cost= used= up= to= generate=
revenues=during= the=period=of= useI=which=will= never=be= recovered= through= resale.=A=
depreciation=method=shows=the=manner=in=which=the=value=of=an=asset=reduces.
aepreciation methods

1. ptraight-line method
fn= this= simple= and= preferred=
methodI= at= firstI= an= enterprise=
estimates= the= resale= value= of= an=
asset =at =the=end=of =its =useful =life. =
qhe=depreciation=expense=is=then=
deducted= in= equal= instalments=
over=the=period=of=its=useful=life.=
cor=exampleI=an=asset= that=costs=
£= 5I000= has= a= useful= life= of= 4=
years= with= an= estimated= resale=
value=of= £= 1I000= at= the= end= of= 4=
years.= fts= annual= depreciation=
expense= is= calculated= as= shown=
in=the=table=to=the=right.

Computing the depreciation expense: 
Cost=of=fixed=asset=–=re-sale=value

rseful=life=(number=of=yearsF

=
£=5000=–=£=1000

4=years
= £ 1MMM per year

=

oesale

2. aouble-declining-balance method
Consider=the=example=from=aboveI=where=a=business=has=an=asset=that=costs=£=5I000=
with=a=useful=life=of=4=years.=ft=has=an=estimated=resale=value=of=£=1I000=at=the=end=of=4=
years.=At= firstI= the=straight-line=depreciation=rate= is=calculated.=pince=the=asset=has=a=
useful= life=of=4=yearsI=the=straight-line=depreciation=rate=equals=£=1I000I=which=is=20%=
of= the= original= cost.= tith= the= double-declining-balance= methodI= the= rate= of= 20%= is=
doubled= and= a= 40%= depreciation= rate= is= used.= qhe= asset= is= then= depreciated= by=
providing=for=a=higher=rate=of=depreciation=in=the=first=year=and=decreasing=rates=in=later=
years.=qhis=is=indicative=of=the=fact=that=assets=are=more=useful=when=new.
qo= ensure= that= the=
depreciated= value=
does= not= fall= below=
the= resale= or= scrap=
valueI= a= subtraction=
may=be=needed=in=the=
last= year= to= bring=
about=this=adjustment.

151 - aepreciation151 - aepreciation
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aepreciation (£) – aouble-declining-balance method 

Asset Machine A
Cumulative 

aepreciation

2MMM
32MM
3V2M
4MMM

bnding 
salue

3MMM
18MM
1M8M
1MMM

Beginning 
value

5MMM
3MMM
18MM
1M8M

aepreciation 
expense

2MMM
12MM
72M
8M

aepreciation 
rate

4MB
4MB
4MB

1M8M-1MMM
oesale

vear

1
2
3
4

Cost

vear

1
2
3
4

Cost



fnventory budget
fncludes cost of carrying 
different  finished goods.

lverhead budget
Budgeted manufacturing 

overhead costs (fixed and 
variable) to meet production 

budgets. fncludes costs other 
than direct materials and labor.

Capital budget
ppecifies details of all capital 

assets required by the company 
during the period. Assets include

machineryI vehicles or others. 

Materials budget
iists all raw materials that need 

to be purchased during the period 
to meet production requirements. 

perves as an input into jom 
(jaterial requirements planning). 

Manufacturing budget
Based on the sales budget. 

phows the number of units to 
be produced to meet sales 

and inventory requirements.

Budgets are futuristic quantifiable plans of an enterprise. Budgetary control involves 
the use of budgets to control the many activities carried out by a company. Actual 
costs and revenues are measured against budgets to control variancesI if anyI to 
achieve specified financial objectives. Budgets help in realizing the financial objectives 
set out by a company.

eow do budgets 
help?

Budgets help by: 
1. mroviding benchmarks against which performance can
    be measured.
2. mroviding a means for managements to communicate
    plans and objectives. 
P. fdentifying those activities where resources need to
    be allocated.
4. ptreamlining activities in an organization towards a
    common specified objective.
R. detting employees to focus their efforts towards
    achieving exact quantitative objectives.  

pales Budget
pchedule of expected sales 

in value and units. fs it 
based on the sales forecast
and serves as an input to 

the production budget. 

Cash budget
phows how cash will be 

acquired and used. 
aependent on sales and 

production budgets.

iabor budget
ppecifies labor costs (man 
hours and rates) to meet 

production budgets.

Budgets

pales administration budget
Budgeted selling expenses
(variable and fixed) to be 

incurred during the period. 

Budgeted income
phows the company’s planned 
income and profit for the period 

and serves as a benchmark. 

Budgeted balance sheet
qhe company’s budgeted 

scenario of assets and 
liabilities drawn from data in 

other budgets. 

15O - The Budgetary mrocess 15O - The Budgetary mrocess 

Types of budgets

OS4                                     cinancial management



The budgeting process and control
cinancial management                  OSR

gan … aec

pales budget

Budgeted units
pales priceLunit
qotal sales

vear

Budgeted income

pales
J Cost of sales 
dross margin

vear

J pelling C admin. expense
lperating profit
J Non operating expenses 
mrofit before tax
J qax
Net profit

Assets

Budgeted balance sheet

cixed 
Current

vear ended
iiabilities 

cixed 
Current
bquity
qotalqotal

gan …. aec

Manufacturing budget

pales budget
+ bnding inventory
J Beginning inventory

vear

mlanned production

gan ... aecgan …. aec

Budgeted collections

lutstanding
+ oeceivables

qotal

gan …. aec

Cash budget

lpening balance
+ oeceipts
J mayments

vear

bnding balance

gan …. aec

Budgeted overhead

mroduction units
sariable overhead
cixed overhead

vear

qotal overhead

gan …. aec

Capital budget

Asset N
Asset O
qotal

vear

gan …. aec

Materials budget

Manufacturing budget
+ bnding inventory
J Beginning inventory

mroduct L item

mlanned materials

gan … aec

pales administration budget

Budgeted sales
sariable sales expense
cixed sales expense

vear

qotal expense

gan …. aec

fnventory budget

bnding inv. units
Cost per unit
bnding inv. value

vear

gan …. aec

iabor budget

iabor hours required
iabor rate

vear

qotal labor cost



Capital budgeting is also called investment appraisal. ft is a planning process used to 
find out if it is profitable to follow a company's capital investments into machineryI new 
productsI research and development and other activities. ft is a process that analyses 
cash flow requirements for new capitalI investments and expenses. ft is also used to 
appraise likely benefits from such capital investments.

kew Capital 
fnvestments

Machinery mlant aelivery fleet

bvaluation criteria
1. that cost?
2. eow is the expenditure phased out?
3. that is the expected life of an investment?
4. Benefits expected from investments?

lpportunity 
cost?

fs the company missing out on other opportunities in 
case the money made available for these investments 
is invested elsewhere? Are there other areas where 
the investment will yield better returns?

bvaluating new investments

The capital budgeting process

fdentification of investment 
opportunities and alternative 

investment avenues.

aetermine 
investment 

costs.

aetermine revenues and 
benefits expected from 

these investments.

bvaluation and ranking of all 
alternative investment 

opportunities. Comparison 
between all alternative 

investment opportunities.  

Authorization and 
control once the 

capital expenditure 
decision has been 

made.

Control rate of return 
by comparing 

outflows with capital 
budgets.

paving

? ? ? Blpp

N5P - Capital BudgetingN5P - Capital Budgeting
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mayback 
method

Capital budgeting methods

ket present value 

fnternal rate of return 

Accounting 
rate of return

An=enterprise=needs=to=appraise=its=
investment=decisions=using=these=methods=

to=have=a=clear=idea=about=returns=and=
payback=periods.

mayback method
qhis= method= calculates= the= time= taken= for= an= investment= to= be= recovered.= cor= this=
calculationI=an=enterprise=needs= to=be= certain=about= returns=expected= in= future.=qhe=
payback=on=investment=takes=place=anytime=during=the=year=and=not=necessarily=at=the=
end=of=the=year.=qhis=method=helps=point=to=the=exact=day=when=the=payback=is=likely=to=
take=placeI=assuming=the=returns=are=as=estimated.

fncome generated

fnvestment of € N00I000 
made on this day

vear N vear 2 vear P

€ 40I000 € 40I000 € 40I000

mayback= qime=period=(days=/=weeks/=monthsF=x=fnitial=investment
qotal=income=generated=during=the=period==

mayback= P6=months=x=€=100I000
€=120I000== = P0=months= = 2     years 

Time

cor=exampleI=a=machine=costs=€100I000=and=gives=
an= estimated= income= of= €40I000= each= year.= qhe=
payback=period=is=computed=as=shown.

½

mayback

aiscounted 
cash flows

fnvestment N

fnvestment date vear N vear 2 vear P
Time

mayback

fnvestment 2 mayback

qhe=payback=method= is=a=quick=and=easy=way= to=compare= the=worthiness=of=several=
different=investments=and=assess=their=payback=periods.=fnvestments=that=are=not=paid=
back=within=expected=limits=may=either=be=postponed=or=not=considered.
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Capital budget
Asset N ….
Asset 2 ….

V P cinance



Accounting=rate=of=return=EAooF
The=accounting=rate=of=return=measures=profits=likely=to=be=generated=by=an=investment=
against=the=cost=of= investment.=This=is=not=a=time=related=method=and=only=measures=
profitability=against=investments=made.

mrofits=generated

fnvestment=of=
€=1RI000

vear=1 vear=2 vear=P

€=8I000 €=8I000 €=8I000

Time

cor=exampleI=a=machine=costs=€1RI000=and=generates=profits=of=€8I000=per=year=for=
the=next=3=years.=

Aoo Annual=profit
fnitial=investment=cost=

=

Total=profit=–=fnvestment===€=24I000=–=€=1RI000===€=9I000

Aoo €=3I000
€=1RI000

=

Average=annual=profit
€=9I000=
3=years= = €=3I000=/=year

x 100 ==20=%

The accounting rate of 
return helps in making 
an easy comparison 
between several 

different investment 
options.

aiscounted=cash=flow
This= method= calculates= future= cash= inflows= in= terms= of= their= present= values.= The=
present= value= is= the= discounted= value= of= a= cash= flow= expected= in= the= future.= By=
discounting=future=cash=flows=from=investments=to=their=present=valuesI=a=more=correct=
image=about=the=value=of=a=cash=flow=is=projected.=The=present=value=of=an=investment=
is=computed=over=several=yearsI=at=a=given=rate=of=interest.

thereI
cv= is=future=value=or=future=cash=flow
i is=annual=interest=rateI=expressed

as a=decimal=and=not=as=percentage
n= is=the=time=in=years

268= ====================================cinancial=management

mresent=value cv
E=1=+=i F

= n

aiscounted=cash=flow=

fnvestment into=
machinery

vear=1 vear=2 vear=P

TimeExpected=cash=flow=

??

till=cash=
flow=in=as=

expected??



cor= exampleI= a= person= buying= a= house= for= €R0I000I=
against=a= loan= taken= out=at= an= annual= interest= of= N0BI=
expects=to=sell=it=for=€6RI000=at=the=end=of=2=years.=qhis=
realizes= €RI000=on=an= investment=of= €R0I000=at= a=N0B=
return=on=investment=after=deducting=interest.

mresent=value
€=6RI000

(N=H=0.N0F
Z 2

eoweverI=the=present=value=of=the=house=shows=an=entirely=different=picture.=

Z €=RPITN9

mresent=value=–=initial=cost=Z=€=RPITN9=–=€=R0I000=Z=€=PITN9
qhis=return=of=€=PITN9=is=a=T.R=B=return=on=investment=compared=to=the=expected=return=
of=N0B.=qhis=discounted=value=of=a=future=expected=cash=inflow=presents=a=true=picture=
on= the=rate=of=return=and=the=present=worth=of=future=cash=flows.=As=a=general=ruleI= if=
the=net=present=value=minus=the=initial=cost=is=negativeI=it=suggests=that=an=investment=
is=not=worthwhile=and=an=alternative=investment=is=worth=considering.==

Machine A

fnitial investment vear N vear 2 vear P

€ NMIMMM € NUIMMM € 2MIMMM

Net present value
fn=this=methodI=the=present=values=of=cash=flows=during=several=years=are=added.=qhis=
is= then=measured=against= the= initial= investment= to=see= if= the=desired= rate=of= return= is=
realized.= ff= the= rate= of= return= is= according= to= company= policy= then= the= investment= is=
considered=acceptable.==
cor=exampleI=a=business=is=considering=adding=capacity=by=buying=either=machine='A'=
or='B'.=qhe=details=of=the=machines=are=as=under;

vear 4

€ 25IMMM

mositive=present=value:=oeturns=are=greater=that=required=rate=of=return
wero=present=value:==oeturns=equal=required=rate=of=return
kegative=present=value:=oeturns=are=less=than=required=rate=of=return=

vear 5

€ 2UIMMM

qhe= company= needs= to= make= a=
decision=on=this=purchase.==qhe=cash=
flows=expected= from= these=machines=
during= their= useful= lives= are= shown=
below.

Machine B € 9I5MM € 2MIMMM € PMIMMM € P5IMMM

€ NMNIMMM

€ 94I5MM

Total
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Asset evaluation

Annual fnterest charged NM.MM B
Machine A Machine B

TMIMMM 65IMMM
5 years 4 years

mrice
rseful life

?
?

A B



crom an early assessmentI both the 
machines realize high returns on 
investmentsI as shown to the right. 
eoweverI the situation is different 
when present values of cash inflows 
are worked out.

jachine 'B’ presents a better alternative for the company as it realizes a return on 
investment of over NMB. jachine 'A' realizes a positive return on investment as well. 
qhe returnsI howeverI are a lot lesser than those of machine 'B'. By computing the 
present values of both alternatives a more correct picture is presented on returns from 
expected cash flows.

qhe calculation for machine 'B'I from the 
earlier exampleI is worked out at an 
interest rate of NP.8NB.
At this interest rate of NP.8NB the kms of 
future cash flows is zero. qhis shows the 
maximum limit at which the company can 
borrow money for its investmentI where 
the projected cash inflow equals cash 
outflow.  qhis rate marks the maximum 
cost at which the enterprise can invest 
into capital without incurring a loss.

O7M                                     cinancial management

Computing the net present value

fnternal rate of return

mroduct

fnterest NP.8N B

M
vear

-6RIMMM
Cash flow (€F mresent value (€F

-6RIMMM
N 9IRMM 8IP47
O OMIMMM NRI44N
P PMIMMM OMIPRN
4 PRIMMM OMI86N

Net present value        M

Machine B

oeturn on investment

NMNIMMM
Machine A Machine B

94IRMM
7MIMMM 6RIMMM
PNIMMM O9IRMM

44 4R

Cash flow
Cost

aifference
olf B

Net present value

mroduct Machine A

fnterest NM.MM B

M
vear

-7MIMMM
Cash flow (€F mresent value (€F

-7MIMMM
N NMIMMM 9IM9N
O N8IMMM N4I876
P OMIMMM NRIMO6
4 ORIMMM N7IM7R
R O8IMMM N7IP86

Net present value PI4R4

vears R

Net present value

mroduct Machine B

fnterest NM.MM B

M
vear

-6RIMMM
Cash flow (€F mresent value (€F

-6RIMMM
N 9IRMM 8I6P6
O OMIMMM N6IRO9
P PMIMMM OOIRP9
4 PRIMMM OPI9M6

Net present value 6I6NM

vears 4

fnternal rate of return
fn this methodI the net present value of an investment is discounted till it is equal to 
zero. qhis method ensures investments exactly equal returns generated from them.



cinancial reporting and control refers to the way in which a company is organized 
internally to report financial data and for controlling operations. aepending on the size 
of an organization and the scale of its operations, a company needs to plan the way it 
manages costs, revenues and investments.
eow are costs accounted for?
The problem of sharing costs comes in when companies have multiple product lines 
produced at several locations. A common cost structure used across a company can 
distort costs by assigning a lager portion to products or centers that in reality are 
costing lesser. puch a cost structure can also assign lesser costs to some products 
and centers which in reality cost much more and are actually unprofitable.

1R4 - oeporting and Controlling cinances1R4 - oeporting and Controlling cinances
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mroduction facility 
1 for product A

mroduction facility 2 
for product A C B

pales office 1 for 
products A C B

pales office 2 for 
products A C B

Corporate office responsible 
for all investments into 

products A C B

Product A Product B

mroduction facilities are cost centers where 
the emphasis is on cost control. puch 

centers are mainly evaluated based on their 
ability to keep costs within budgeted limits.

Are costs 

pertaining to 

A C B 

identifiable?

All costs 

here pertain 

to product A.

Are costs pertaining to A C B identifiable?

pales offices are profit centers that are 
evaluated based on their ability to 

bring in revenues and profits.

Are costs 
pertaining to 

A C B 
identifiable?

Are costs 
pertaining to A C B identifiable?

A corporate office is an investment 
center that is evaluated based on 

the return on investment it brings in.

eow does the enterprise report and control finances?

pegment reporting 

mrofit center - pales

Cost center - Costs

fnvestment center - olf

mroduct-wise reporting 

mroduct A

mroduct B

pales Costs olI



llive oil

pales office A pales office B

Corporate office

pnazzy 
coods itd.

Consider for exampleI pnazzy coods itd.I a firm that produces tomato sauce and has added another 
productI olive oilI into its range. The company produces both products at a single factory and uses 
different resources and assets for producing them. ft sells both the products through two sales offices. 
The corporate office is located in a metropolitan city. The business is segmented into two divisionsI the 
tomato sauce division and the olive oil division. The company uses an absorption costing system. Their 
costing method pools in all overhead expenses into a single company-wide overhead amount for both 
the products.
fn the recently concluded financial yearI the bottom-line was a cause of concern as the firm had 
incurred a net loss. The financialI costingI sales and income details are presented below.
The company advertised heavily to promote its olive oil. The product manager of the tomato division 
had complained on several occasions that the product costing did not reflect costs correctlyI and the 
tomato division was bearing many costs pertaining to the olive oil division. To have a better idea about 
costsI the accounting department was asked to look into this and come up with answers. The findings of 
the accounting department are presented in the pages that follow.

Tomato 
sauce

mroduction
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Tomato

pauce

fncome statement for the year ($)

pales
eead

Less Cost of sales
dross margin
Less pelling C admin.
lperating profit

Total
OU,500
NOI3MM
1S,O00
N4IMMM

O,O00
Less kon op. exp.
mrofit before tax

3IMMM
-U00

Sales

Tomato sauce
mroduct

llive oil
Total sales

rnits

9IMMM
SIMMM

15,000

mrice (AF

N.5
O.5

Total (AF

N3I5MM
N5IMMM
OU,500

Cost of goods sold

Tomato sauce
mroduct

llive oil
Total sales

rnits

9IMMM
SIMMM

15,000

Cost (AF

M.TM
N.MM

Total (AF

SI3MM
SIMMM

1O,P00

Cost / bottle ($) – Tomato sauce

iabor
Materials

lverhead
Total 

M.3M
M.NM
M.3M
0.T0

Cost / bottle ($) – llive oil

iabor
Materials

lverhead
Total 

M.5M
M.OM
M.3M
1.00

l
liv

ia



A reworking of product and activity costs and the classification under fixed and variable heads had 
revealed interesting cost data to the company, as presented below. kew manufacturing overhead rates 
were calculated as well for each of the products, based on processing times.
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Tomato

pauce

Tomat
o
pauce bnjoy!

Expenses E$) 

palaries
eead

bxpenses
Total

Total
N,MMM

NMM
1,100

l
liv

ia

pales=office=A

Expenses E$) 

palaries
eead

bxpenses
Total

Total
N,OMM

OMM
1.400

pales=office=B

Expenses E$) 

palaries
eead

bxpenses
Total

Total
N,OMM

SMM
1,800

pales=office=C

Expenses E$) 

 T. sauce
eead

llive oil
Total

Total
OMMM
5MM

O,500

Advertising

Costs E$) – llive oil

jaterials
sariable=costs

iabor 
sariable manufacturing overhead

sariable=manufacturing=cost
sariable selling C admin. expenses

Total
M.5M
M.OM
M.NM
0.80
M.VM

Total=variable=cost=per=bottle 1.T0

cixed manufacturing overhead
cixed=costs

cixed selling C admin. expenses
Total=fixed=cost

Total=

4,N5M
S,MMM x ABottles M.35 O,NMM

S,O50

Costs E$) – Tomato sauce

jaterials
sariable=costs

iabor 
sariable manufacturing overhead

sariable=manufacturing=cost
sariable selling C admin. expenses

Total=
M.3M
M.NM
M.M5
0.45
M.OM

Total=variable=cost=per=bottle 0.S5

cixed manufacturing overhead
cixed=costs

cixed selling C admin. expenses
Total=fixed=cost

Total=

O,S5M
V,MMM x ABottles M.N5 N,35M

4,000

Common=fixed=(AF=expenses=not=
traceable=to=product

Total cost A N,NMM
Total cost B N,4MM
Total cost C N,8MM
Total 4,300

cixed= selling= and= administrative=
costs=not=traceable=to=any=product.

==A=4,300=÷=O===A=O,150=per=product.

cixed=selling=and=administration=expenses=(AF

====================Tomato=sauce======llive=oil
Common fixed cost O,N5M O,N5M
Advertising    5MM O,MMM 
Total O,S50 4,150



cor the tomato sauce, 
the variable cost of A 
0.65 and fixed cost of A 
0.44 (A4000 ÷ 9000 
bottlesF suggests the 
total product cost is 
reasonable and under 
control.

cor the olive oil, the variable 
cost of A1.T0 and fixed cost of 
A1.04 (A6,O50 ÷ 6000 bottlesF 
suggests the total product cost 
is high. The higher variable 
selling cost is because of higher 
commissions and the extra 
promotional push. The fixed 
cost is high as well because of 
the increased advertising and a 
higher manufacturing overhead.

Total product costs

pales office A pales office B Corporate office

pelling and administrative expenses

tith overall expenses at 
A1100, this office has its 
expenses under control. 

At A1400, this office has 
higher expenses than that 
of office A.  

This office, at A1800 has 
abnormally high expenses. 

Advertising expenditure

At A500, the advertising expense incurred for tomato sauce 
is about 4% of sales. This seems to be reasonable 
according to company norms. eowever, the advertising 
expenses of AO000 incurred for olive oil works out to 10% of 
sales. This according to company norms seems high. The 
product manager had clarified the increased advertising was 
because the product was new on the market.

cixed manufacturing overhead

The fixed manufacturing overhead cost of A0.15 per bottle 
for the tomato sauce and A0.P5 for the olive oil suggest that 
these costs are under control. The higher manufacturing 
overhead for olive oil is due to the extra operations and 
increased processing times needed for producing olive oil.

The company management had evaluated the data presented by the accounting 
function and noted the following observations;
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Tomato

pauce

l
liv

ia

mure!

l
liv

ia



crom the data presented by the accounting department, the income statements for 
both the products, tomato sauce and olive oil, are computed as shown.

lbviously, olive oil was the one dragging company profits into the negative. As evaluated in 
the earlier section, high product costs because of high variable manufacturing costs and high 
variable selling and administration expenses of the olive oil segment were impacting company 
profits adversely. As pointed out by the product manager handling the tomato sauce division, 
pooling costs into a common manufacturing overhead and a common selling and 
administrative expense presented a distorted view of costs. The product tomato sauce is a 
healthy contributor to company profits, seen after reallocating costs.

Company=profit=before=tax===$=2N50=(+F=$=- 2,V50===$=- 800
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Income statement – Tomato sauce ($)

Minus sariable=costs
sariable manufacturing costs 4,050

 + sariable selling & admin. exp. N,800V,000 Bottles x A 0.20
sariable=costs 5,850 5,850

Minus cixed=costs

P,S50=Net=income

N,P50
cixed selling & admin. expenses 2,S50

cixed=costs 4,000 4,000

NP,500V,000 x A=pales Bottles N.5 rnit sales price

rnit cost

V,000 Bottles x A 0.45 rnit cost

Contribution= 7,S50

cixed manufacturing overhead V,000 Bottles x A 0.N5 rnit cost

N,500Minus Non=operating=expenses P,000 ÷ 2 mroducts A 
2,N50mrofit=before=tax

Income statement – llive oil ($)

Minus sariable=costs
sariable manufacturing costs 4,800

 + sariable selling & admin. exp. 5,400S,000 Bottles x A 0.V0
sariable=costs N0,200 N0,200

Minus cixed=costs

-N,450=Net=income

2,N00
cixed selling & admin. expenses 4,N50

cixed=costs S,250 S,250

N5,000S,000 x A=pales Bottles 2.5 rnit sales price

rnit cost

S,000 Bottles x A 0.80 rnit cost

Contribution= 4,800

cixed manufacturing overhead S,000 Bottles x A 0.P5 rnit cost

N,500Minus Non=operating=expenses P,000 ÷ 2 mroducts A 
-2,V50mrofit=before=tax



cor= the= tomato= sauceI= while= the= variable= cost= of= A0K6R= seemed=
reasonableI=the=company=has=planned=the=following=measuresK
1K= To= reduce= raw= material= costs= slightly= by= A0K0RI= through= tighter=
negotiations=with=suppliersK==
2K=To=double=the=advertising=and=promotional=spendK
PK= fncrease= variable= selling= costs= by= A0K10= per= bottleI= towards=
commissions=to=agentsK

cor=olive=oilI=the=unit=variable=cost=of=A1KT0=and=the=fixed=cost=of=A1K04=EA=6I2R0=÷=9000=
bottlesF=is=highK=The=company=has=some=alternatives=planned=out=to=reduce=costsK
1K=iowering=of=raw=material=costs=by=A=0K10=through=renegotiations=with=suppliersK=
2K=Cut=the=advertising=budget=by=halfI=to=A1000K=
PK=oeduce=commissions=on=sales=by=A=0K2R=per=bottle=to=drive=down=variable=costsK=
4K=iook=to=increase=the=sales=price=by=A=0K2R=per=bottleK
hnowing=the=product=sold=well=during=the=first=year=of=introduction=E6I000=bottlesFI= the=
company= gauged= the= changes= if= carried= out= would= not= affect= salesK= bven= if= the=
company=sold=6I000=bottles=the=following=yearI=the=results=would=be=as=shown=belowK

The=clarity=provided=on=costs=has=prompted=the=company=into=taking=some=decisions=
for=the=futureK=ft=was=not=all=dark=and=gloomy=as=tomato=sauce=proved=to=be=a=winnerK

Cost reductions and price increase
________________________________________________________
1K=oaw=material=cost=reduction=EA=0K10=x=6I000=bottlesF= ==A====600
2K=oeduction=in=advertising=spending ==A=1I000=
PK=oeduction=in=commission=EA=0K2R=x=6I000=bottlesF ==A=1IR00
4K=mrice=increase==EA=0K2R=x=6I000=bottlesF = A=1IR00

Total    $ 4,S00
________________________________________________________

The= company= hopes= that= these= cost= declines= and= price= increase= would= more= than=
offset=the=loss=incurred=during=the=last=yearK

The=method=an=enterprise=selects=to=report=its=income=and=costs=internally=depends=on=
the=nature=of=businessI=the=accounting= infrastructure=and=other= factorsK=An=enterprise=
may=choose=to=report=income=and=costs=in=the=following=waysK

tith= these=changesI= the=company=hopes= to=sell=1RI000= tomato=sauce=bottles=during=
the=present=year=and=register=healthy=profits=on=this=productK

aealer

Customer-wise mroduct-wise mrofit center-wise oegion-wise
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eire purchase

An organization's need for finance may arise from immediate working capital 
requirements and long-term investments it wishes to make. An enterprise needs to be 
well aware of its financial needs and the period over which it is needed. ft then has to 
raise the finance from the right sources. then raising financeI a company needs to 
consider the amount of debt and equity it wants to employI the cost at which the 
finance is raised and the terms associated with getting this finance.

Sources of finance

1. Bank finance aF qerm loanW qhe principal balance remains unchanged
    and the borrower only pays interest.
bF Commercial mortgageW qhe borrower transfers interest in
     property to a lender as security for a debt.
cF cactoring and invoice discountingW Accounts receivable
    are sold to a bank at a discountI for immediate cash.
dF ieasingW A company enters a contract with a bank to use
    assets owned by the bankI by paying a fee or rent.
eF qrade financeW qhe buyer’s bank provides a line of
    credit to a sellerI guaranteeing for payment on
    presentation of certain documents.
fF Bank creditW A loan given by a bank. qhe debtor agrees
   to pay the loan back later.
gF lverdraftW then the withdrawal from a back account
    exceeds the balance available in the account.

A

2. pupplier credit
By delaying payments for goods received from suppliers and 
by renegotiating terms for some invoices. pupplier credits 
are a source of quick short-term finance to keep operations 
going. cor creditworthy companiesI suppliers extend such 
credits with the hope of securing bulk orders.

pupplie
r

3. eire purchase
then a company hires assets from a sellerI but can buy 
them when all instalments are paid up. qhis method of 
financing involves high interest rates. qhis is an expensive 
form of financing for a company.

4. Advance payments and shorter credit limits
By insisting on advance payments for orders and extending 
shorter credit limits to dealers and customers. qhis coupled 
with supplier credit helps a company meet its working capital 
requirements by providing the immediate short-term finance.

aealer

155 - pourcing cinance155 - pourcing cinance
cinancial management                  277



5. senture capital
Capital raised from banks or other venture 
capitalists who provide private equity for high-
potentialI early stageI high growth oriented 
companies or products. senture capitalists hope to 
earn a profitI mainly by selling companies they 
have invested into. pmaller companies can access 
finance from a venture capital without the burden 
of high fixed payments. rsuallyI the venture 
capitalist insists on a controlling stake in the 
company invested into. ft is common for venture 
capitalists to back smaller software companies in 
software development.

S. fnter-company loans
Companies deposit balances with one anotherI 
when neededI either directly or through brokers. 
cor exampleI a industrial user may deposit 
finance with a supplier company on agreed 
terms Eex.I better pricesF. qhis also ensures a 
steady supply of raw materials when the 
supplier cannot meet its working capital 
requirements. AlternativelyI a supplier may 
deposit finance with a business user.

pupplier

7. criends and relatives
criends and relatives are important sources of short-
term financing for a company. MostlyI friends and 
relatives are aware of the creditworthiness of a company 
and are willing to extend financing when needed.

8. bquity capital
rsuallyI equity accounts for the largest portion of 
long-term finance available with a company. 
bquity capital can be created by raising finance in 
the open marketI by the issuance of rights shares 
to existing shareholders or by internally financing 
from retained earnings. eoweverI such financing 
may not be available immediately.

pmall firm senture capitalist

senture capital

fndustrial user

ptock certific
ate

Common stock

pams 

fce cream

ptock certificate

mreferred stock

pams 
fce cream

V. aebenturesI bondsI loan stock or notes
qhese are instruments used by companies to borrow finance 
from the public. eolders of such instruments are extending 
loans to companies. puch instruments may either be 
convertible Econverted into stockF or nonconvertible.

Amy’s 
curniture

aebenture 
certificate
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Most banks are profit making entities that are licensed by governments to carry out the 
core activities of lending and borrowing moneyK Banking activities can be classified 
into retail bankingI investment bankingI commercial banking and private bankingK

oetail banks

A

qransact direct with 
individual customersK 

pervices include 
savings and checking 

accountsI personal 
loansI mortgagesI 

debit and credit 
cardsI othersK  

A

fnvestment banks
eandle mergers and 

acquisitionsI offer services 
such as trading of derivativesI 
foreign exchangeI selling of 
securities in capital markets 
and issuance of bondsK Also 

deal with hedge fundsI 
pension and mutual fundsK

pervices may also include risk 
managementI management of 

investments and corporate 
strategyK qechnology plays an 
important role in investment 
bankingI with many banks 

developing in-house financial 
software programs to manage 

operationsK fnvestment 
banking relies heavily on 

electronic tradingK

mrivate bank mrovide personalized 
bankingI financialI 

investment and 
wealth management 

services to 
individuals and 

families of high net 
worthK

Commercial banks A bank or division 
that transacts mainly 

with large 
businessesK pervices 

also include 
provision of letters of 

creditI guarantees 
and bondsK

Bank

AqM

Banking channels

Branch office

Bank

ATM lnline 
banking

Mobile 
banking

Telephone 
banking

Transfer
lh

sideo 
banking

1R6 - Banks and Banking1R6 - Banks and Banking
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pecurities are negotiable instruments that hold a financial value and represent 
ownership (stocks and shares), debt (bonds, debentures, banknotes), or rights to 
ownership (derivatives). pecurities are traded in financial markets through exchanges 
(stock and futures exchanges), electronic networks and through brokers and dealers. 
pecurities are issued through physical certificates, book and electronic entries.
1. pecurities that represent ownership

bquity
This represents ownership in a company through stocks and shares and a claim to 
company profits and assets. ptock certificates, which are binding legal documents 
specify the value of shares owned by a shareholder.

2. pecurities that represent debt
Bonds and debentures
oepresent medium to long-term 
debt instruments. Companies 
procure long-term loans through 
bonds and debentures. rnlike 
stock, interest is payable on bonds. 
Bonds need to be returned later.

aeposits
Bank accounts that allow account holders 
to deposit and withdraw money. These 
amounts are a liability to banks as they 
owe this money to account holders.  

mromissory notesI notes
tritten contracts between parties, where 
one party (the issuer) unconditionally 
promises to pay a sum of money to the 
other party (a payee); either on demand, at 
a future date or based on agreed terms.

Bank notes
mromissory notes made by a bank 
payable to the bearer of the note on 
demand.

Bank

ATM

Bank deposits Bank notes mromissory notes Bonds

mromissory note Bond

157 - pecurities157 - pecurities

Company
1. oegister and 

list stock

ptock exchange

O. fnitial public offer (fPl) fnvestors
ptock certificate
mreferred stock

ptock certificate
Common stock

ptock 
brokers
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AF corward contracts
A contractual agreement between parties to sell or buy assets at some point in the 
futureI but at a price agreed (forward priceF in the present date. This price represents 
the price applicable if the contract is negotiated in the present date. corward contracts 
are traded over-the-counter. 
fn the example shown belowI a farmer and trader agree on prices in the present date 
for supplies to be made at a future date.

BF cuture contracts or futures
A contractual agreement made between parties on the floor of a futures exchange to 
buy and sell commodities or financial instrumentsI but with deliveries at a future date 
(settlement dateF. The agreed price (settlement priceF is usually determined by 
prevailing markets prices. Both the parties in a futures contract are obliged to make 
and take delivery of a commodity or financial instrument on the delivery date. The 
parties have to fulfil their obligations on the settlement date.
rnlike forward contractsI future contracts are exchange traded derivatives. The futures 
exchange house acts as a counterparty to all future contracts traded between parties. 
The credit risk associated with futures is lesser when compared to forwards as they 
are exchange traded and legally binding contracts.

3. aerivatives: pecurities that represent a right to ownership
aerivatives are financial instruments whose values are derived from changes in values 
of other underlying assets. Two or more parties enter contracts that are dependent on 
variations in the values of these underlying assets. The most common underlying 
assets are stocksI interest ratesI foreign exchangeI commodities and economic 
indicators. The common derivative types are forward contractsI futuresI swaps and 
options. aerivatives are used to hedge risksI to lock in an arbitrage or risk free profit 
and to speculate on future market directions.

ptocks fnterest rates corex Commodities fndicators
rnderlying 

assets

cluctuations

Contracts dependent on fluctuations in underlying asset values

? ? ? ? ?

mresent date

Agreed price

phort position

iong position

cuture date

carmer Trader

Commodity price 
fluctuation

The trader assumes a long positionI 
in which he hopes that at the future 
date the market price of the produce 
is higher than the agreed price. This 
then gives him a profit from the 
purchase at the agreed price.

The farmer assumes a long positionI in which he 
hopes that at the future date the market price of 
the produce is lower than the agreed price. ee 
then makes a profit from the sale at the agreed 
price.

Co
m

m
od

ity
 p

ric
e 

peller

Buyer
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fn the example shown belowI an airliner enters into a futures contract with a petroleum 
company for the supply of jet fuel at a future date. qhey enter into the contract on the 
trading floor of a futures exchange. qhey agree on a settlement price for the delivery of 
a mentioned quantity and quality on the settlement dateI based on existing market 
prices and forces. Both parties have to meet their obligations on the settlement date.

mresent date

pettlement price

phort position

iong position

pettlement date

Airliner metroleum company

cutures exchange 
trading floor

ge
t f

ue
l p

ric
e

cluctuation

Assumed by 
the airliner

Assumed by the 
petroleum company

CF lptions
A contractual agreement made between partiesI either on the floor of a futures 
exchange or at over-the-counter marketsI to buy or sell an underlying asset before 
expiration of the option. qhe buyer of an option has the rightI but not the obligation to 
purchase the underlying asset before the option expires. qhe buyer of the option can 
opt out if he is not interested at the later dateI by foregoing a premium which the seller 
of the option collects. lptions are of two types; put options and call options. A call 
option gives buyers of the option (holdersF the right to purchase or sell an asset in 
case the value of the asset is more than the strike priceI before expiration of the 
option. A put option gives the buyers of the option (holdersF the right to buy or sell an 
asset in case the value of the asset is lesser than the strike priceI before expiration of 
the option. pellers of options (called writersF are obligated to sell or purchase assets in 
case the buyers of options (holdersF wish to exercise their rights to buy or sell. qhe 
strike price is the price at which the buyer of a call option has the right to purchaseI orI 
the buyer of a put option has the right to sell. qhis is also referred to as the exercise 
price.
cor exampleI the alternatives available to A (owner of stockF and BI to either buy or 
sell the options are as under:

lwner 
of stock

Call option mut option

As seller of call option (triterF
Collects premium
lbligated to sell to B in case B
exercises his right to purchase

As buyer of put option (eolderF
mays premium
eas a right to sell
kot obligated to sell to B

As buyer of call option (eolderF
mays premium
eas a right to purchase
kot obligated to purchase

As seller of put option (triterF
Collects premium
lbligated to purchase from A in 
case A exercises his right to sell

A

B

O8O                                     cinancial management



lption=
entry=date

ptrike=price

lption=
expiry=date

Buyer=of=a=call=option
EeolderFpt

oc
k=

pr
ic

e

ptock=price=fluctuation

cutures=trading=floor=
or=lTC=markets

Expiration=period

mays=
premium

Collects=
premium

peller=of=call=option
EtriterF

A B

P0O010 50

- O

401
O
P
4

Current=
share=price

4S

4O===Breakeven

ptrike=
price

mremium

Call=optionW cor=exampleI= ‘A’=has=100=shares=currently=valued=at=AP0=per=share.= ‘A’=
sells=a=stock=call=option=to=‘B’=as=shown=below.

1.=ptrike=price=of==A40=/=share
O.=mremium=of==AO=/=share
P.=lption=validity=of=P=months.

cor= thisI= ‘B’= pays= AO00= (premium= of= AO= per= share= x= 100= sharesF= and= buys= the= call
option=from=‘A’.=The=break-even=price=per=share=for=‘B’=is=A4O=per=share=(A40=price=per=
share=+=AO=premium=per=shareF.=
pcenario=1:=ff=at=the=end=of=the=expiration=period=the=price=of=each=share=is=A4SI='B'=can=
exercise=the=call=option=by="trading=in"=the=options=for=the=actual=stock.='B'=could=profit=
by=buying=the=shares=at=A40=and=reselling=them=in=the=market=at=A4SI=for=a=profit=of=AS=a=
share=(net=profit=A4===AS=- AO=premiumF.

>=ptrike=price

<=ptrike=price

mrice=per=
share=EAFmr

of
it=

pe
r=s

ha
re

The=buyer=of=a=call=option=assumes=a=long=positionI=in=which=he=hopes=the=price=of=the=
asset= would= rise= above= the= strike= price= for= him= to= earn= profits= by= leveraging= larger=
asset= values= with= smaller= premiums.= The= seller= of= a= call= option= on= the= other= hand=
assumes=a=short=positionI= in=which=he=hopes= the=asset=value=will=not= rise=above= the=
strike=priceI=for=him=to=profit=from=the=premium=collected.

AlternativelyI=he=may=hold=the=
stock= knowing= that= it= was=
bought= at= a= discount=
compared= to= its= present=
value.

pcenario= O:= ff= at= the= end= of=
the= expiration= periodI= the=
price=of=the=share=is=A4S=and=
the= premium= per= share= has=
increased= to= ASI ='B'= may=
choose= to= profit= by= trading=
out= (closing= outF= of= the=
position.= This= would= mean=
that= 'B'= profits= only= from= the=
premium=(AS=- AO===A4=x=100=
shares===A400F.

pcenario= P:= ff= at= the= end= of=
the= expiration= period= the=
price= per= share= is= AP5I= then=
the= option= contract= is=
worthless= as= the= stock= price=
has= not= reached= the= strike=
price.= fn= this= case= 'B'= loses=
the=premium.

iong=Call=
lption

lwner=of=
stock
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lption=
entry=date

ptrike=price

lption=
expiry=date

peller=of=a=put=option
EtriterFpt

oc
k=

pr
ic

e

ptock=price=fluctuation

cutures=trading=floor=
or=lTC=markets

Expiration=period

Collects=
premium

mays=
premium

Buyer=of=put=option
EeolderF

A B

P0O010 50
-O

40

1
O
P
4

Current=share=priceptrike=price

mremium

mut= optionWcor= exampleI= 'A'= has= 100= shares= currently= valued= at= A30= per= share.= 'A'=
plans= to=sell= his=stock= to= 'B'=after=3=months=at= a=strike=price=of= A25= per= share.= 'A'= is=
buying=a=put=option=from='B'=where='A'=is=the=buyer=of=the=option=and='B'=the=seller.=
cor =thisI ='A'= pays= A200= Epremium= of= A2= per= share= x= 100= sharesF= and= buys= the= put=
option=from='B'.=The=breakeven=price=per=share=for='A'=is=A23=per=share=EA25=strike=price=
- A2=premium=per=shareF.
pcenario=1:=ff=at=the=end=of=the=expiration=period=the=price=of=the=share=is=A20I='A'=can=
exercise= the= stock= option= by= selling= the= stock= to= 'B'= at= A25= per= share.= ‘B'= has= the=
obligation=to=buy=the=stock=at=A25=per=shareI=which=is=higher=than=the=price=per=share=in=
the=market.='A'=benefits=from=this=option=with=a=profit=of=A5=per=share=and=net=profit=of=A=
3=per=share=EA5=profit=- A2=premium===A3F.

>=ptrike=price

<=ptrike=price

mrice=per=
share=EAFmr

of
it=

pe
r=s

ha
re

The= buyer= of= a= put= option=
assumes= a= short= positionI= in=
which= he= hopes= the= price= of=
the=asset=would=fall=below=the=
strike=price= for=him= to=earn=a=
profit.= The= seller= of= a= call=
option= on= the= other= hand=
assumes= a= long= positionI= in=
which= he= hopes= the= asset=
value= will= not= fall= below= the=
strike= priceI= for= him= to= profit=
from=the=premium=collected.

pcenario= O:= ff= at= the= end= of=
the= expiration= period= the=
price=per=share= is=A=35I= then=
the= option= contract= is=
worthless= as= the= stock= price=
has= not= reached= the= strike=
price.= fn= this= case= 'A'= loses=
the=premium.

iong=mut=lption

lwner=of=
stock

O5

OP===Breakeven

bvery=option=contract=has=a= lot=size=that= is=specified=by=the=exchange.=pellers=of=call=
and= put= options= pay= the= margin= money= to= the= exchange= as= a= form= of= guarantee.=
Buyers=pay=no=margin=moneyI=but=have=to=pay=the=option=premiums.=The=strike=price=is=
the=biggest=factor=in=fixing=the=price=of=an=option.

fn= realityI= option= trading= is=
done= through= a= futures=
exchange= which= acts= as= a=
guarantor= ensuring= that=
dealings= are= carried= out.=
There= is= no= direct=
communication= between= the=
two=trading=parties.
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Intrinsic=value

PMOM1M

- O

4M1
O
P
4

ptrike=
price

mrice=per=
share

phort=Call=lption
A shot call, also called writing an option, 
is the sale of a call option. The 
maximum reward is restricted to the 
premium received, while losses can be 
unlimited if the value of the underlying 
asset increases in the market. A short 
call can be either a covered call (where 
shares are ownedF, or a naked call 
(where shares are not yet ownedF.

phort=Call=lption

- 1

Maximum=gain=limited=to=premium

PMOM1M

- O

4M1
O
P
4

ptrike=
price

mrice=per=
share

phort=mut=lption

- 1
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=li
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Maximum=gain=limited=to=premium

phort=mut=lption
A shot put is the sale of a put option. 
The maximum reward is restricted to the 
premium and the loss to the maximum 
decline in underlying asset value. The 
seller of a short put option hopes the 
stock price will be above the strike price 
at the time of expiration, so the premium 
can be retained.

Pricing an option
The price of an option is also called the premium. An option premium has two main 
aspects to it; the intrinsic value and time value.

ptrike=price

As
se

t=v
al

ue

Time
lption=start lption=expiry

A call option is "in-the-
money" and has an 

intrinsic value when the 
underlying asset value is 

above the strike price.

A put option is "in-the-
money" and has an 

intrinsic value when the 
underlying asset value is 

below the strike price.

mut

Call

Intrinsic=value=‘mut’===
ptrike=–=Current=price

Intrinsic=value=‘Call’===
Current=price=–=ptrike

lption=price=(mremiumF===Intrinsic=value=+=Time=value
lption time values are added values options have over their intrinsic value. cactors 
influencing the time value include; volatility of the underlying asset, the time remaining 
for an option to expire and the type of option. 
Besides these factors, option premiums are also influenced by the risk-free interest 
rates applicable on premiums. They represent the Dcost of carryingD an option.

The measure of risk taken by 
assuming a position in an option 
is represented by dreeks. The 
main dreeks are as under.
1. aelta: for price sensitivity
O. Theta: for time sensitivity
3. damma: for time and price 
4. sega: for sensitivity to volatility
R. oho: for sensitivity to interest
    rates

ρΔΘΓs
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Exotic Options
Call and put optionsI also referred to as vanilla optionsI are 
usually traded at futures exchanges. The more complex exotic 
options are mostly traded at over-the-counter markets. pome 
exotic options are listed below.

Choose time for 
call or put

ptrike price

mayout

Chooser option Chooser option
Buyers of the optionI over fixed time 
periodsI get to choose whether the 
derivative will  be a call or put option.  cor a 
call optionI the maximum payout is the stock 
price minus strike price at expiry. cor a put 
optionI the maximum payout is the strike 
price minus stock price.

Average

ptrike price

mayout

Asian option

Asian option
fn this type of optionI payouts are 
determined by an average underlying asset 
price calculated over a time period. This 
averaging reduces against risk arising  from 
variations in the underlying asset value.

Barrier

ptrike price

mayout

Barrier option

Barrier option
fn this type of optionI the option to 
exercise depends on the underlying 
asset reaching a given barrier mark. 
These options are either activated or 
cancelled on hitting the barrier mark. 
The four main types of such options are;
1. rp-and-out
2. aown-and-out
3. rp-and-in
4. aown-and-in

ptrike price

Time switch option

Time switch option
fn this type of optionI the time the 
underlying asset value stays above or 
below the strike price controls payouts. 
The asset price is monitored at intervals 
to check the number of times it has 
stayed above or below the strike price. fn 
this exampleI the asset value has stayed  
above the strike price six timesI which 
gives it a S0B payout.
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corex trading is an overJtheJcounter ElqCF global trading activity mainly conducted 
over the internet and other electronic communication networks. fn this activityI 
currencies are bought and sold in standardized pairs. ieveraging allows brokers and 
investors to trade with amounts larger than those invested into the activity.
The players in the forex market

The dynamics of forex trading

iarge banks Commercial 
companies

corex 
brokers

corex dealers C 
market makers

mrivate 
investors

fnter bank 
trading forms 
the bulk of all 
forex trading.

Companies trade 
in forex to pay 
for goods and 

services.

Brokers represent 
customers and seek 
the best prices on 

their behalf.

Market makers act 
as principle agents 
who quote rates to 

customers.

mrivate investors 
trade through 
brokers and 

market makers. 

Currencies are always traded in standardized pairs. cor exampleI rpaLdBmI broL
rpaI rpaLgmv. 

Ero / rpa
Base currency: qhe 

currency that is 
bought or sold.

nuote currency: qhe currency 
that is used to buy or sell the 

base currency.

AssumeI a broker quotes the following rate for buros.

bro: 1.3200 / 1.3204  

qhe smallest decimal point available for trading is called a pip.

BIa: qhe price (in $) at which the 
broker or trader is willing to buy.

ApK: qhe price (in $) at which the 
broker or trader is willing to sell.

qhe difference  between the ask and the bid is referred to as the spread.

Calculating the pip value
cor exampleI with the pair broLrpaI an investor wants to invest bro 1000 at a 
leverage of 1:100. qhe investor is therefore able to buy bro 100I000 by investing 
bro 1000. Assume two scenarios; in oneI the investor makes a profit when there is 
an increase in the exchange rate. fn the otherI the investor incurs a loss when there is 
a decrease in the exchange rate.
qhe pip value calculated in each scenario determines the profit an investor earns or 
the loss incurredI as may be the case.



288= ====================================cinancial=management

1.P200

1.P201

1.P202

1.P20P

1.P204

1.P205

1.P199

1.P198

1.P20S

1.P20T

ptop=loss

Take=profit

1P
W0

0

1P
W2

0

1P
W1

5

1P
W1

0

1P
W0

5

1P
W2

5

1P
WP

0

1P
WP

5

1P
W4

0

1P
W4

5

1P
W5

0

1P
W5

5

14
W0

0

moint=of=exitI=
with=a=loss

moint=of=exitI=
with=a=profit

a
ol

la
r=f

lu
ct

ua
tio

n=
ag

ai
ns

t=t
he

=E
ur

o

Time=

oetail= investors=can=trade=on=forex=platforms=hosted=by=traders.=The=stop=loss=limit=is=
the= loss=an= investor= is=willing= to= take=and=exit=out=of= trading.=A= take=profit= limit= is= the=
limit=when=an=investor=would=like=to=exit=trading=by=taking=a=profit.

pcenario=1W=then=the=Euro=has=risen=20=pips=at=exit

bro/rpa 1.P200 1.P204
ppread

=bro=100,000 rpa=1P2,040Enter=trading

bro/rpa 1.P220 1.P224 bro=100,000 rpa=1P2,240Exit=trading

mips 0.0020 =======20 T.RS4P ====rpa=200

Buy pell

bro=1R1

mip=value===E0.0001=/=1.P220F=x=100I000

pell= Buy

==20=x=T.5S4P

mrofit=/=loss

there=0.0001===1=mip

bro/rpa 1.P200 1.P204
ppread

=bro=100,000 rpa=1P2,040Enter=trading

bro/rpa 1.P190 1.P194 bro=100,000 rpa=1P1,940Exit=trading

mips -0.0010 -10 T.RU1R ==rpa=-100

Buy pell

bro=-TR.U1

mip=value===E0.0001=/=1.P190F=x=100I000

pell= Buy

==-10=x=T.5185

mrofit=/=loss

pcenario=2W=then=the=Euro=has=decreased=10=pips=at=exit

fnvestor=profit

fnvestor=loss



bquity refers to the portion of owners capital in a company. rnlike debtI which needs 
to be paid backI equity is the long-term owner finance available with an enterprise. 
fnvestors contribute to equity by buying stock. ptocks represent investor contributions 
in the ownership of a company. Bonds represent debt and need to be paid back.

fnvestors
fndividuals and large institutions investing in 
stock.  Most  investment  into  stock  is  by  large  
institutions.

Stock exchange
An organization where stocks 
and securities are traded. 
Buyers and sellers bid prices 
through brokers to sell or buy 
stock. Most exchanges have a 
trading floor where 
transactions are carried out. 
sirtual exchanges trade stock 
over electronic networks. 
ptocks  can  be  traded  only  on  
exchanges that list them. 
ptocks are increasingly being 
traded a lot more on electronic 
platforms.

Stock or shares 
oepresent equityI and the extent of ownership 
investors have in a company. qhe two main 
types of stocks are common stock and 
preferred stock. Companies issue stock when 
they need to raise money to finance operations.

Brokerage firms
qhey are registered 
members of a stock 
exchange who buy and sell 
stocks for investors. All 
floor trading on a stock 
exchange is done only 
through brokers.

Stock Traders
mrofessional equity traders 
who profit from stocks and 
its price volatility that lasts 
a few seconds or weeks. 
Modern traders rely heavily 
on automated software 
programs  that  assist  them  
in charting the course of 
stock prices for the dayI 
prompting them when to 
trade and when to exit.

fnstitutional

investor

Stock certificate

mreferred stock Stock certificateCommon stock

Stock Brokers

159 - Equity and Stock Markets159 - Equity and Stock Markets
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phort selling
pelling assets (stocks and securities) borrowed from a third-party (lender)I to 
repurchase identical assets laterI to return to the lender. phort sellers hope to 
make a profit from a decline in the price of assetsI by selling and repurchasing 
them. This is done as a lesser amount is paid to repurchase identical assetsI when 
compared to the sale of borrowed assets.

mrimary and secondary markets
mrimary markets are those where securities are traded for the first time. This is 
done by listing a company's stock on a stock exchange. puch stock is then offered 
to the public for the first time by an fml (fnitial mublic lffering). This allows a 
company to attract investors. fnvestors buy stocks which gives them a right to any 
profits a company makes.
fn secondary marketsI previously issued securities are traded by investors without 
involving the companies that issue those stocks. Trading a company's stock does 
not put investors in direct communication with that company. pecondary markets 
are where majority of all stock trading takes place.

ptock Brokersptock certific
ate

fnve
sto

r

1. fnvestors stock 
deposited with 

brokers

phort seller

2. A short seller 
borrows stock 

pt
oc

k 
pr

ic
e

phort seller
sells stock

phort seller 
repurchases 
similar stock

3. The short seller hopes 
the stock price fallsI to
profit  by  repurchasing  it
at a later date.

4. The short seller returns stock to the lender 

ptock market

aate

ptock certificate
mreferred stock

ptock certificate

Common stock

Company

fnitial mublic lffer
mrimary 
markets

ptock exchange

ptock trading

pecondary 

markets

Investors
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lnline tra
ding 

1. then a company 
decides to raise equity from 
the marketI an underwriting 

company Einvestment 
houseF advises them on 

ways to approach the stock 
market Ecommon stock or 

preferred stockF. After 
approval from regulatory 
authoritiesI the stock is 

listed on a stock exchange 
and an fml Einitial public 

offerF is issued to investors 
in the stock market. An 

underwriter’s income is the 
price difference between 
what they pay the issuer 
Ethe companyF and the 
amount received from 

investors.

fnvestors

The stock market cycle

ptock broker

ptock prices fluctuate based on reported 
earnings of a companyI economic factorsI 
industry factorsI political factorsI market 
forcesI demand and supply of stocksI others.
blectronic platforms now account for the 
majority of all stock trading activity.

aay tradingW then the 
purchase and sale of a 

security is done in the same 
trading day. ft is a short-

term trade to capitalize on 
market inefficiencies.

Company

mrovides 

teb-based 
trading platform 
of online broker

fndividual 
investor

pt
oc

k 
pr

ic
e

Time 

Bearish trend

Bullish trend

cloor tradingW cloor brokers 
buy and sell stock for investors 

on the floor of the physical 
stock exchange.  

rnderwriter

iong sellingW then 
profits are made from 

increases in stock prices.

phort sellingW then 
profits are made from 

decreases in stock prices.

ptock exchange

O. fnvestors register their 
stock with brokers 

Ephysical or onlineFI who 
are members of the stock 
exchange where the stock 
is listed. fnvestors bid for 

prices to either sell or 
purchase stock through 

these brokers.

fnstitutional 
investor

ptock certificate

Common stock

ptock certificate

mreferred stock

access

cloor trading



qhese are markets where buyers and sellers enter into 
competitive bids for securities. qrading takes place when there 
is a match between the highest price a buyer is willing to pay 
and the lowest price a seller is willing to sell. Most physical 
stock exchanges are auction markets. lnly stocks listed at a 
stock exchange are traded there.

Auction markets or auction exchanges

peller BuyerBrokerBroker

Trading floor

Ask

A 1O/share

A 1O.5/share

A 1P/share

Bid

A 1M/share

A 11/share

A 1O/share

Brokers representing sellers and buyers approach floor brokers at the stock exchange 
with their bids. qhe orders are then forwarded to a specialistI who tries to match buy 
and sell orders using open outcry. ff there exists a spread (difference between the ask 
and the bidFI a sale does not take place. fn the example shown aboveI a sale takes 
place between A and c as there is a match in the ask and bid for that particular stock. 
qhe buy and sell orders of A and c are executed and the transfer of shares takes 
place from A to c. then a sale takes placeI details are reported to brokers who then 
report it to investors.

lver-the-counter (lTC) markets or  dealer markets

A

B

C

a

E

c

cloor 
Broker

cloor
Broker

ppecialist

ptock exchange

pecurities that are not listed on any stock exchange are traded through intermediaries 
or brokers. cor such securitiesI there exists no centralized meeting place to carry out 
trading. qrading is done over phoneI the internetI fax and other electronic networks. 
lqC markets are therefore decentralized. fn such marketsI investors are not selling to 
one another directly. fnsteadI they sell to and buy from dealers who act as market 
makers for a given stock or security. lqC markets exist as a network of dealers linked 
over computers and telephones at financial institutions and investment firms.

Buyers

a

E

pellers

A

B

C

ptock certificate

mreferred stockptock certificate

mreferred stockptock certificate

mreferred stock

ptock certificate

mreferred stockptock certificate

mreferred stock

ptock certificate

mreferred stock

pellers stock

ptock certificate

mreferred stockptock certificate

mreferred stockptock certificate

mreferred stockptock certificate

mreferred stockptock certificate

mreferred stockptock certificate

mreferred stock

aealers stock

1. A dealer receives 
sell orders over 

electronic networksI 
phoneI others.

aealer / Broker

O. qhe dealer receives buy orders over 
electronic networksI phoneI others.
3. qhe dealer buys and sells based on 
market requirements.

1SM - Auction C lver-the-Counter Markets1SM - Auction C lver-the-Counter Markets
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teb-based trading platforms now account for a large portion of all electronic trading 
activity. puch online platforms enable investors sell or buy securities, mutual funds 
and forex. blectronic communication networks allow large investors trade bulk orders 
with others directly.

ptock exchange
EAuction tradingF 

The electronic trading mechanism

fnvestor

Broker
C dealer

platforms

a
ire

ct
 

su
bs

cr
ip

tio
n 

fnvestor fnvestor fnvestor

bCk N

ptock exchange
data servers and 

web-based 
applications 

N. martner networks
O. moint-to-point
    connectivity 

blectronic stock trading is 
carried out over bCkDs 
Eblectronic communication 
networksF. bCkDs match buy 
and sell orders of subscribers 
by listing stocks, order sizes 
and prices. bCkDs not only 
speed up transactions but also 
allow trading before and after 
trading hours.

bCkDs are used for auction 
trading as well as over-the-
counter trading. thile some 
bCkDs are regulated, others 
are  not.  bCkDs may be 
registered as exchanges or as 
broker-dealers.  qhe focus of 
their trading is on institutional 
markets that have large-size 
trades with very low spreads.

bCk O bCk P

ptock exchange
ElTC tradingF

lrder routing

lrder routing

aark pools

cirms try to tap into dark pools, which are closed networks that isolate orders from 
exposed trading and provide anonymity to participants on the network. aark pools, 
which are accessed by point-to-point communication links and partner networks 
provide added liquidity to firms processing bulk orders. 
bCkDs carry out orders entered by exchanges and over-the-counter market makers 
without involving intermediaries. pome of the bCkDs are privately owned while others 
are subsidiaries of established stock exchanges. Algorithmic trading, with large size 
orders and low spreads, has largely cornered existing bCk space.

ptock exchange 
subsidiary bCk’s 

mrivately 
managed bCk

NSN - blectronic ptock TradingNSN - blectronic ptock Trading
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Candlestick charts represent a bar chart style mainly used to represent movements of 
financial securities Estocks, derivatives and currenciesF. qhis chart style is a 
combination of bar charts and line-charts. bach bar represents a movement over a 
given period. Candle charts are mainly represented by red and green bars.  
Basic bar style
Candlesticks have a body with upper and lower shadows. qhe shadows represent the 
highs and lows for a given period. qhe bars are mainly red and green. oed bars show 
the security closed lower than it had opened with. cor the red bars, opening prices are 
at the top and closing prices at the bottom. dreen bars show the security closed higher 
than it had opened with. cor the green bars, opening prices are at the bottom and 
closing prices at the top.

lpening for the day

Closing for the day

eigh for the day

iow for the day

aenotes close higher 
than start EBullishFmr

ic
e

lpening for the day

Closing for the day

aenotes close lower 
than start EBearishF

BAo ATToIBrTEp

Body

rpper 
shadow

lower 
shadow

Candlestick bar patterns
iong and 
short

eanging 
man eammer jarubozu

phooting 
star

fnverted 
hammer

aragonfly
doji

iong legged 
doji

dravestone
doji

A candlestick chart is an important tool in the technical analysis of equity, commodity, 
options and currency patterns.

ppinning 
tops

meriod EminutesI daysI weeksI monthsF

1S2 - Candlestick Charts1S2 - Candlestick Charts
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eammer
A bullish reversal pattern that forms 
during a downtrend and shows the 
market is hammering out a bottom.

eanging man
A bearish 
reversal 

pattern that 
can also mark 

a strong 
resistance 

level.

pt
oc

k 
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e

aays

ppinning tops
iong upper and lower shadows with 
small bodies. puggests indecision 

between buyers and sellers.

aoji
puggests a struggle between buyers and sellers. 

The very thin body suggests the opening and 
closing prices are almost the same.

jarubozu
lpening and closing prices 
are same as high and low. 
A green marubozu shows 
that buyers were in control 

of the session.

phooting star
A bearish reversal pattern 
that occurs when prices 

have been rising.

A red marubozu 
shows that sellers 

were in control of the 
session.

Inverted hammer
lccurs when prices have 
been falling steadily and 

suggests a possible reversal.

Candlestick types

iong shadows suggest that 
trading had taken place well 

past open and close.

dravestone 
doji

pignals a 
trend 

reversal.
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The technical analysis of financial markets seeks to find out patterns and trends in the 
way financial markets runI to exploit them for profitable returns. puch analysis is done 
by analyzing candlestick chartsI line and mAC charts. ft also involves plotting 
resistance and support levelsI analyzing breakoutsI trendsI MACa and Bollinger 
bands. pome of the tools and charts used in technical analysis are mentioned below.
oesistance and support levels
The resistance level denotes price 
levels from where rising prices are 
likely to bounce downward. This is the 
barrier that resists prices from rising 
higher.  The support level suggests a 
price level from where falling prices 
find a support to rise. oesistance and 
support levels are studied by stock 
traders on a minute by minute basisI 
hourlyI weekly or monthly basisI 
depending on the nature of trading.

oesistance level

pupport level

mr
ic

e

meriod

mrice breakouts
Breakouts occur when prices go above or below resistance and support levels. Big 
swift movements are suggestions that price breakouts are likely to occur. oesistance 
and support levels are not likely to contain such swift strong movements. Traders look 
out for likely breakouts to time their entry into or exit from trading.

Trends and channels
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oesistance pupport

Breakout…...
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meriod

rp

aown

rp

pideways

rp

aown

rp

aown

Trend lines
rpward channel

aownward  channel
pideways channel

meriod

mr
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e
1SP - Technical Analysis of cinancial Markets1SP - Technical Analysis of cinancial Markets
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pimple moving average
A simple moving average EpMA) is arrived at by calculating the mean of previous 
values. The range selected depends on the period under observation; the intermediate 
or long-term. A five day simple moving average of a closing price is the mean of the 
previous five days closing prices. 
A moving average lags behind the latest value because of smoothing. The lag can be 
further away from actual values if the smoothing covers a greater range of values. ft is 
also influenced by old values that are not near the average.

mr
ic

e

meriod

pimple moving average

Narrow range of values
fntermediate range of values
iong range of values

: N2 period EMA minus 2S period EMA

signal line: 9 period EMA of MACa

MACa histogram: MACa minus MACa signal line

Crossover points
wero line

Bullish crossing

Bearish crossing

Moving Average Convergence aivergence EMACaF
ft identifies a new trend in prices by showing the difference between a fast and slow 
exponential moving average EbMA). The MACa histogram Ethe MACa minus MACa 
signal line) shows when a bullish or bearish trend has formed. The crossover points 
represent points where the MACa and MACa signal lines cross over and show either 
a bullish or bearish trend. then an upward rising MACa crosses over the MACa 
signal lineI it signals a bullish or upward trend. A downward MACa crossing over the 
MACa signal line signals a bearish or downward trend.
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qhe fundamental analysis of financial markets focuses on evaluating and measuring 
the intrinsic value of a security. ft does this by examining macroeconomic conditions 
Estate of the economy and industryF and enterprise specific causes Efinancial healthI 
brand imageI managementF. puch an analysis enables investors evaluate and 
compare values of securities and assume suitable positions Elong and shortF while 
trading those securities.
Macroeconomic factors

Enterprise related factors

nualitative factors nuantitative factors

Enterprise specific
N. Brand image and competitiveness
     Brand equityI uniquenessI cost effectiveness.
O. bnterprise business model 

eow viable is the enterprise strategy?
P. Managerial ability 

Ability to realize enterprise plans and goals.
4. Corporate discipline and governance

lrganizational attitude towards stakeholders.
R. Market share
    fndustry leader or low market share.

Enterprise financial data
N. Balance sheet analysis
     kature of assetsI liabilities and equity.
O. Cash flows 

lperationsI investmentsI financing.
P. fncome statement

oevenuesI expensesI profits.
4. Auditors report

Compliance to standards.
R. Management discussion

 cuture plans stated quantitatively.

Annual
oeport

Balance 
sheet

qhese are macroeconomic signals that reflect 
the economic situation of a country or region 
and include damI price indices Eproducer 
price indexI consumer price indexIFI dkmI 
inflation ratesI unemployment ratesI 
investmentsI savingsI consumption ratesI 
interest ratesI trade balancesI retail salesI 
kkfI monetary policyI real estate indicatorsI 
durable goodsI consumer spending and 
confidenceI e-commerce retail salesI 
personal incomeI new home sales and 
construction spendingI industrial productionI 
employment cost index EbCfFI automotive 
salesI current accounts and other indices.
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    governance?

Market share?
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